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ADMINISTRATIVE PROTECTION FOR THE IKVESTOR

It h~s become extr~mely difficult in :?ashington to find time for setting
down impressions about one's work in relation to th~ g~neral leg~l order.
Just ~s we had attained Q mode~ate stability in our rel~tions with the
~xchanges, when coope~ation h<id 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 ~as many interesting aspects, but it
leaves little time for reflective thought about the objectives We should
consciouslY seek. It leaves little opportunity for t~at essential self-
~~alysis wh~ch is good for the soul of an impor~ant Commission is well as
for the soul of the individ~al.

I'here ar-e many Who still express resentment re~a.rding the anc r-e asLng
growth of goveruulental boards ~nd commissions. It is seldom p~rdseJ as a
conservativ~ warning that excess in this field has its dan~ers. Frequently
cri ticism takes the form of a blind unr eascm ng prejudice agaLns t, an of-
ficialdom which usurps the pr-er og at.Lve s of the Gourt. But the issue has
long since been foreclos~d.

Chief Justice Hug hes in 1916, speaking before the ~:ew York :-;tate Bar
Association, not only sens~d the turn of the times but advoc~ted the exten_
sion of executive justice in ~he necessary task of protectin6 the varied
interests which a.nurban civilization must secure. At th.: qame time he
called attention to the ev ILs which should be avoided if the system is to
justify itSt;lf. 3e said:

"* * * there have been constant manifestations of a deepening con-
viction of tile impotency of r.egisl~tures with r-e spec t, to some of the
most important de p art.mente of L:.w-Ir.aking. '~omplaints must be heard,
expert investigations conducted, complex si t.u atLon s de La ber r.t eLy and
imparti.ally ....nalyzed, and legislative rules intelligently adapt ed to

.a myriad of ~ns~ances falling within a ~en~~al class. It was not
difficult to fr~me legislation es~~blishing a general stanlard, but
to tr3nslate an accepted principle into regulations wis~ly .ad~pted to
particu.l,ar c ases re qud r-e d an experienced body .:iitting continuously and
relfloved,as far as possible from the bland~shments and intrigues of
politics. This admLn Ls t r at.Lve type is not essent Lal.Ly new in itself,
but t-he ext ens Lon of its usc; in St,.at<J and Hation constitutes a new
dep'arture. * * * The ideal which has been presented in justification
of th~se ne;w.agencies, an~ that which alone holds prvmi~e of benefit
rather than of hurt to the co~munity, is the ideal 01 spec~al knowl-
edge, fleXibility, disinterestedness and sound jUd~ment in ~pplying
brOad legisl~tive principles t~at are essential to the protection of
the con~unity, dnd of eV0ry uS<JfuI,activity affected, to the intricate
situations created by expanding enterprise. 3ut mere bure~ucracy,
narrow, p art Ls an, .or- inexpert is grossly injurious; it not only
fails of the immediate purpose of the law and is opposed to traditions
\-lhich,happily, are still honored, but its failure cr-e at.as a f(:eling
of discouragement bordering on pessimism which f'cr-n,s the mo st sJ;!rious
obstacle to r~al improvements in the adjustment of governmental methods
to new exigencies •."
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~he Aroeri~an'people ,are not well vers~d in'the art of preventive
just-ice perhaps in partl because the art, is extremely di£ficul,t and the
oommon law technique '13 essent~3lly a priori. Another rea~on, r thin~, is

,tqat we ,are ,an emotio~~l people ,and desire refQrm w~apped up, in colorful
, dr-ama with a 'stageful of competing villi,ans. Pessimists conc Lude' 'tna'tthis

phenomenon of government by sca.ndal is .a Dtanifestation of the ma ss,mind Qt
its worst. Despite the hyster~a of the' opposition ~ress ,and the temporary
emb arr'as smerrt, of those who are the gO<1ts, our nat Lcn.al, pol~cy has ,r.'lwa.ts
been to r-emove l,as'tingpolitic al and economic abuses not by c:: r-evoLut Lon ar-y
"purging" but by the slower ,and more orderly process of l'lode~atert::form.

The elusive problem of societY,after it ledves the primitive s~age is
one of cpntroliing with reaso~able efficiency the misuse of powt:r'wpetner
it be politic~l or economic,' whether i't be open or notorious or un~~en ,and
-subt Le , l'!i'ththe grow~ng comp LexIt y of American life, 'the legal order has
sought to adapt its technique to the demand for gr~a~er efficiency and the
need for control. (This mov~ffient~as been slow,anc, 'therefore, cl~ardcter-
isti~ally legal. The ~ardiness of our legal development' is th~ r~ason ror
many of the comp~aints ,against the law.)

The statutes which our Ccmm.issLon adn;illi::it~rsrepr-e sent, the considered
jud~ment of Congress that the common law technique and even st ate adm rnLs-,
t~ative supervision were' i~ad<;qu at.e to meet the investment pr-cb Le.as of our
modern corpo~ate life.

Apart from,a minor point ,aff,ecting t.he p owe r of the Commission to have
its own representatives handle li~igation, there i~as been no final decision
clarifying the important questions of interpretation raised It.y t he Securities
legisl,ation of 19'38 and 1934'. To be sure many sui ts n ave been brougnt
,against the Commission. Por the most part, how~ver, they concern the problem
of the allocation of sovereignty as betw~en the 'state und '~ational govern-
ments. After tne issue of constitutlonalit¥ qas been determined there will
st~ll remain an interpretative ~as~ requirin~ years of judicial r0vi~w. I

,am quite confident that the law st udcrrt a ger.erdt.ionhe nc e wil~ h sve t he
opportunity of knowing the fi~al answers to the numerous serious problems
presented by these l,aws. As in the p~st we may expect that the courts will
'do much in the' way of cr-e atLve l,aw-mOl,r{ing,not only where the st atut-e is
silent, but ,also where the statute con~ains language of a roost cont~~ry
n atlur-e ,

In the meantime t.he CommisS'ion'is cr~ating.a common: l,aw of illS own which
we hope will exert a w~ighty influe~ce on the courts. In our work we have
cons~antly in mind the vi~ws of i1r. JQstice Cardo~a. SpeQking of t.he consid-
e~ation to be given to an administrative ~nterpre~ation, he ~aiu:

"'l'heLnte r-pr-e t at.Lon of the Comllli~sion ch arged wi ..h ,~he responsibility of
setting i'ts mach Lner-y in mot Lon, of malting the p ar-t s work efficiently
and smoothly while they ar-e yet untrieq and new" 'is errtIt1:ed-to "pt!cu-
li"ar weight". Norwlgian Nitrogen Produc t:s Co. v , llns t ed States, 298
U~ S. 234, 315. "
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Largely becduse of the vitriolic condemnation adopted by critics of
these two ~tatutes, I ~as prep-ared for ,a radical departure from th~ usual
type of law when I first came to washington. I was very agr~eably surprised
by ~h~ essential conser~atism of both ,acts, Frequent con~dct with these
laws has convinced me that these ~aws wer~ in no real sense a departure
from the genet:ally accepted f'und ament.ajs of the Anglo-ADl<::ric.ancommon law.
What inno~~tion there is .apart from the administrative features can be found
in the rem~dies given by the legislation, not in the formulation of rights
and oblig~tions.

Cf cour se , there are so:ne new concepts found in the statutes. By and
large, however, they represent but a more realiatic application of the ~asic
principle of the common law ~o modern conditions. 7he artificidl insistence
upon the preservation of the corpot:ate fiction is doom~d by these $tatutes
the extent to be determined by the courts. The stdtutory concept of con-
trol (e,ven a.dmitting the we akne ss f'r-om t he viewpoint of predictability)
is .a recognition of cer~ain present-day features oi ~nerican business life.

Tonight I ain goin~ to deal with several f'e atur es of these Lmpor-t ant,
~aws, particularly witn reference to ~h~ir gene~al reldtion to th~ pre-
existing Law,

Let. me begin app r-op rLat eLy at t.he promotional stage and discuss a sl1b-
j~ct which is injubita~ly an American phencmenon--at l~ast we h~ve given it
the blessing of mas." production--I refer to I-Iater-edstock.

All jurisdictions condemn the practice of ~atering stOCK. rhe usual
legislative prohibition purports to be very Jefinite in outlawing this form
of fraud. In.a number of s~~tes the resentment over ~he early traction
companies. Lnf'Lat Lon ary c apLtalization found exp ression in consti tut.Lonal,
prohibition to the effect t~at stock should not be issued "except for money
paid, labor done or pr-ope r-t y .act'J,allyreceived", arid t iiat, "all fictitious
Lnc re ase of stock or indebtedness shall be void". Such enact.mente were
defective, particularly when applied to concrete facts. '..common comp anLon
provision made the judgm~nt of th~ directors ,as to t.he value of the consid-
eration other than c ash conclusive in the ....b aence of "f'r aud " or "act.ua),
f'r-aud ", This is somewhat lilte the An.er-Lc an att Lt.ude on prohibition. \o1e
wanted the ~aw on th~ book as represen~ative of our piety and idealism; at
the same tirne we wanted our liQuor--in great vo Lume-c-i and had it. 3ilUi~arly,
by solemn declaration, we state our opposition ~o stock ~atering, but at
the same time we continue to wink .at promotiol1al overv:al~ation which has
proven to be soci,ally most ~xpansive.

It would be un~air to speak too harshly re&&rding the jUdici~l apprqach
to the problem of overval~ation although it ~ust be said in .all ~~ndor that
the treatment of the subject of valuation by our highest courts has been
nothing to write home about. This is true in the field of promotional
activities as well as in the field of rate r~gul~tion. The less ~aid about
the series of ~ourt decisions reviewing the actions of rate tribunals the
better. A review of the !~erican ~a5es on utility regu~ation re1uires one
conclusion. to wit , valuation has b~come nothing but a huge guess.
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llany, students of toe subJect, however, hay~ ~omplained tqat the ~aw is
a series of unrelated cases where generali~ation is impossible; where the
court's conclusi'ons are obviously "ad hoc" without indication of the path
for future decision. John Dickinson s~dted that in his opinion "Svery stock
watering qase involves a numb~r of ~ariables, each of which is more or ~ess
pert'inent'to the question of overvaluation." It is not. surprising then 'tqat
courts have not developed ,a pattern which will fit every case, or even ,any
aub at ant.La.l group of c ases, Stock ~atering is ,all!,losta "wilderness of
single inst anc es, "

It shouLi<'..1:;0be ~d.id ill defense of courts that the infrequency of ac tions
raisi~g the quest~on of ~tock'watering plus the mUltiform judicial burJens
which our svstem i~poses on judges with a naive expec~a~ion of spec~~lized
skill, m;lliesit a~most impossible tqat.a scient~fic.approach could be formu-
la'ted. The distinction which economic theory makes between the cost of a
con~odity and lts value, the important relationship between toe two for
p r act Lc af, purposes, are seldom adverted to in the judicial discussion l)f
overvaluation. Value in the c ase l.~t-lof this country is referred to in
vague and sterile language. There is a blind adherence to t erms without any
.~Qlysis of concepts -- such terms as "t:air v aLue " - "full value" - "act ua),

,v:alueII "r-e aL v aLue If.

There ~as been no lack of apprec~ation on the part of ftmerican
legis~atures of the evils of stock w3terin~--tne inGvitable fraud on the
investin~ public which follows capital infl~tion. Stock watering partakes
of many of the evils of currency Je~asement. The ortho(~x method of sQtting
up a balance sheet makes it Lnev Lt abLc 'that st.ccz watering should result
in misrepresen~ation.

Nowhere is the judicial non-interference with d Lr-e c t or-at,e valuation
more clearly revealed tqan in mining p~omotions. Toe technical issues
~aised in a problem of stock w~tering in a ~ining promotion are uSQally

'serious and difficult. In one c ase r-e cent Ly in which th e Commission was
involved-~a palpable cuse of overvalu~tion--the Co~mission's case alone
occupied two months, <::venthou6h not. Illorethan $100.0CJ was involved.

It qas been suggested that no promoters who '~Qve ~~rnea over property
for shares be ,allowed to sev up d Qalance sheet for
at least it is cl.aimed, would have the advant abe of
fraudulent schemes which ~bsolutely n~ed the dol~~r
ba~anc~ sheet as the basis of their ~ales argument..

the first year.
rest.ricting the
sign on the pro

This,
numerous
forma

In a recent report by .a Cdnadian Commission, the evil of stock wat~ring
was discussed.

"'ro strike ,at this ,practice" (of st ock watering l reported the Commission,
"we ~ake two recommenqations: first, that it should be ~ade illegal for
directors, promote~s, etc., vo issue fully paid-up. oq~res unless the
co~pany receives for these s~~res, ~de1uate consideration in cash,
property, or serv Lce s, l'he duty of in'resitigcitingand determining the
.adequacy of such consideration, where ~uch adequ;acy i.; involved in any
litigation, should be p~aced squarely on the Courts. Although the

_ 
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present le~al sit~ation is net perfectly clear it would app~ar t~at
in practice, ~anad~an Courts show a reluctance, Which wnounts to
virtual r e rus ai , to inquire into the adequacy of consideration if it
is in some form other tQan ~ash. If, in some way, the duty of such
~nquiry could be definitely p~aced on the Courts, a most val~able step
f'or-war d would have been t.akeri, \-'.e do not think that this would be
p~acing any burden on the courts which they could not adeq~ately uis-
charge. It is a cus t omar-y pr.actice for Courts today to pLace a value
on an arm, an eye, or a r-eput at.Lon, 'fhere is no reason why they
ahould be u~able to p~ace .a ~alue on .a body of assets given as con-
sideration for an issue of stock. If the decision of the Courts should
be that ade qu at e consideration ~{as not given, then liability for the
balance of the consideration unpaid should at t.ach to the directors
concerned, if it could be shown (a) t~at such directors had knowledge
of the in~dequacy of the consideration, or (b) failed to ~ake reasonabl~
steps to ascertain the ade quacy of the consider:dtion."

The soft spot in our syst~m of control to prevent ~tock wdtering has
been the n.et hod of valuing the cous Lder at Lon exch anged for the shares. The
courts have ~ailed to develop any deiinite ~~asure of value. Except in
extreme cas es where the "rawness" is so app ar-errt "hat the transaction appe ar .
to be "smeared with f'r-aud " the task of those who would challenge promoters'
valuation is extremely t.e dLou s and difficult. In discussing this phenomenon
Professor Dodd of CoLumbLa h as enumer at.e d the following r e ason s for the
failure of courts to develop a more definite test of overva14ation;

"( 1) The common- Law.heri t age t.h at, 'fraud' is.an essential element in
any le~al over~al~ation of property for stock~issue purposes. (2)
~)tatutory expression of this commori-d aw rule. (::l) The fact that stock
.alleged to hdve been '~atered' has usually been issued for producers'
goods of more or Les s unique cb ar ac t.e r , or for services, e ach of which
has Lacked independent r-e al Lzab I l I ty in ." going ru ar-ke t, and both of
which are difficult to evaluate at best. (4) T;1e absenc e of any s~at-
utory definition of the term 'value' and.G pr ev a.lent, unc er-t ai nt.y as to
t.he ~eaning of the terB. (5) The tendency of the courts, which is due
to .a considerable extent to the absence of objective dat a concerning
the value of the consider.ation involved in in any cases, to concede that
"v el.ue ' rceans 'value to the corpor:ation,' coupled with a tendency to
indulge a presumption th.at the directors .are best q~alified ,,0 adjudge
the value so defined; (6) The retrospective cl"\aracter of the valuation.
The valuation of the court is made as of the date upon which the stock
~as issued. ~he time elapsed between the date of the stock issue .and
the qate of the tr~al varies from a few months to fifteen or twenty
y~ars. (7) The ~act tQat in many ~ases the facts .and pl~adings do not
require the court to determine an exact ~al~ation for the non-cash
consideration which ~as given for the stock. Finally, (9) 'rhe fact
that a number of cour-t-s seem to doubt whether creditors ar e in fact
deceived by overqapi~ali~ation .and for that reason t.end to give the
benefit of the doubt concerning the ~aluation to the d~rectors. All
of these factors encour-age the use of a Qazy and more or less flexible
standard of valuation in stock-i'{aterin~ c as es and cont.nLbut.e to the
ineffectiveness of any system of control of excessive stock issues."
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Although the Securities Act -Ls basically. but Q registry statute en act ad

on the theory chat,,the requi%'cment of truthful disclosure woula be adequate
to control the m.anlfold security evils~ indir~ctly the.Congress has ~iven
th~ Con~ission 4 (e~ impor~ant po~ers of regu~at~on. The prov.ision which ~a
import.ance f.or this discussion is found in'Section 10 -(al, whicll enwnerates
the speci,al powers' of the CommissJ.on. "Among other things the Comm LssLcn
sh aL), h ave aut.hor-L t~..to prescribe the form or f'orms in which vhe r-equ i red .
infor~ation s~all be set forth, the items or de~ails to be shown in the
~a~ance sheet, .and earning statement, and the methods to be followed in the
preRa~ation of accounts ••• in the apprai~al or,~alqation of ~ssets and
li.abilities "A simil,ar power is, given to the Commissior. by Section
13 (b) of the Securities Excnange Act of. 1934.

The Commission is expected to ~ake action purs~ant to these powers
which will p~rmit the development of a.more objective, more uniform
principle of valuation. It:;.adv antages in the long run over the h aph az ar-d
control through the judici,al process, where the elements I have referred to
prevent a,scientific te:::hnique,<l.retremendous. Alr~c.dy we see the Commd s-,
sion laying the found,ation for a realistic cont r-o L over the b asLc evils.
In the Brandywine Brei<Jilly case whlch is found in the first vo Lu.ne of the
Commission's reports .at page 123, there is .an announcement that IIO statu-
tory provision re~ardin~ the conclu~ions of an apprai~al or the iood ~aith
of the promoter or director con foreclose the Comnission's.right to .ascer-
~ain the facts in accordance w~tn its standards. Such a conten~ion is sound
and arlses no problem of constitutional ~aw since, ex hypothesi, the
Commission is spelling out the details of Congressional action in the field
where Cong r-e ssLon aL power is plenary. In this opinion, t.he .ComrsLs sLon stated:

"Statutory provisions in the -s t ate of incorporation JIlakingv aLue s
fixed by directors conclus~ve for certdin purposes in the ,absence of fraud
cannot foreclose this Commission's inquiry as ~o truthfulness of a s~ate-
ment that a corpo~at~on has received service of .0. cer~ain ~alue r~aso~ably
determined, nor p r-everrt such a st at.ement, from being tested for truth under
the standards set by the Securities .sct , Under these st.anqards, if the
v~l~ation of services is so grossly and unreaso4ably excessive .as to be
outside the range of reasouable difference of opinion, this item of
$71.000 in the b al ance sheet amounts to .0 l;lisstatement of.a ~ateri.al fact."

In the orderly evolution of the Secur~ties legis~ation, one c.an look
for\o{ardto .a g~adual improvement llot only i.n the metl';odsof .accounting, but
also in the technique of m<.lkil1g .apPI:a~~als..-of. fi,xing .values for the purpose
of security issues. There is .a fine opportunity for constructive effort
which would put limits to the extent. 'of which entrepre.ueurs ~r!ay~mtl0se on
credi tors 000 future shareholde.rs. The adv ant- ages of i;.he'tt~ant of power
to the Commission .are conside~able, not tbe le",st.of wi)ich will be the
g~adual improve~nt of. corpo~~te mOI:dlity by the €ducatio~al process
implicit in government bY,administr:ation. There is .~ittl~ r~ason for head-
ing the unsup?orted 'lear that such cant.rol will discou~age the .assembling
of cap! tal for new enterprises. Even if we, are to assume t~d.t .\JI ..erLc a is
not yet .at matur~ty and may be tr~ated ._5 .3 ~oung ~nd uneAploited country,
no one can demonst~ate. that the nati~~al ~conomy i5 .advanced by.permitting
the unsound .and reckless promotions which have cha~acterized our history for

• 
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over fifty years. Ph,atever c apI ~al may be lost by the imposition of stan-
dards of elementary honesty will be insienificant com~ared to the huge
losses to the investor which will be prevented by this method of supervision.

One of the interesting discoveries turned up by our S~at~stical Jepart-
ment in.a study of representative proDiotions h,as been the recent public
r-es Ls t anc e to speculative f'Ln anc i.ng , It is not, '.lrged that the Federal
Securities legisl~tion is responsible for the apparent wariness of the
investor. In fact, there are ~any ins~ances to prove that there are many
investors who ar e still quite reckless. 3ut it is not without significance
th,at of the proposed offerin~s less than 5~ had been taken by the public
du r-Lng a of six months. Dr. Goldschmidt refers to the st atus of
these corporations as being s omewl.e r e between life and de at.h , not enough
funds to make ~ood on their promises, and not enough creditors to bring on
li quidation. As he described U.e situation, the I,rOl'loters are "on relief."

:;:'he Se our a"ties and Securities Exch ang e Ac t s h ave frequently been at-
tacked as efforts to impose upon securities issuers and securities de aLer s
~tandards of mo~ality 'L09 high for average .attainment. The opponents of
this Legi s Lat.Lon h ave ar-g ued that it go~s far beyond the common Law i n
prescribing ri~hts and duties and that the common la ....., _~sworked out t.hnoug l.
centuries of judicial uecision, 'v{ai:>an ac cur-at e e s t Imat.e of the public
mo~ality--that the law shoula not require.a greater s~andard of conduct throl
that which p00ple desire ,anJ live by. It follows, they contend, th,at the
Securities Act, .as.an at t empt, (,0 r aLse the s t arid ar-d of business morality
above that of the public, must inevitably ~ail, as did the Volste.ad ~ct,
which sought to superimpose upon our "twentieth-century civilization a mores
of a kind unacceptable to the public. '"3ut these drguments .ar e premised on
the erroneous assumption th,3.t the common law closed its eyes to promoters'
and business managers' frauJs, t.h at, it was Lnade qu a't e to r-er.edy such
injuries.

;!hc.tever .00a;>h ave been the we.,-,kn.;;sses of our sy st.em from the v I ewpoi.nt,
of difficulties of proof r r-on tue dngle of remedies, the common law 'it
least in the statenent of principles was critical of those engaged in the
promotion and lJ!anci5ement of cor-po r at.e e.nt-e r-p r Lse s who violated simple
standards of fair dea1in~.'

One of 'the ...ost serious ch ar-ue s leveled at the framers of the secu-
rities legislation l~as to do with the nature of tbe ~iability imposed .as .a
cLviL s anct.Lon, This ch,arge of burdensome ii,ability is today r epe at ed by
many peop Le who, I am sure, never read the I\ct. 'I'Le 1.angua15e, we can
,admit, is not orthod.ox--in fact, a few weeks ,ago in qoston it ~as at t acked
as unconsti t ut LonaL because of indefini t ene s s , But the principle is not
novel--"or any oaii ssi on to state a mat er i ai fact necessary in order to
make the statements made, in the liqht of the circumstances under which
they were made, not misleading". This is ancient common Law dogllld--that a
~alf a truth 1'1aybe a whole lie. Lor-d Black~urIl, in the case of Smith v ,
Chadwick, 9 App. Gas. 187, de.alt with an .analo~ous contention in .an .action
of deceit. He said:

- _ 
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"If, with intent to lead the p~aintiff ~o act upon it, they put forth ,a
s~atement which they know m.ay b~ar two meanings, one of which is false
to their knowledge, and thereby t he p,l,aintif.f. putting that mearu.ng on
i~ is misled, I do- not think they "an esc~pe by ~aying he ought to ~ave
put the other. If they p,al ter with him in.a double sense, it lqay be
they lie like truth; but I think they lie, and it is fraud. Indeed, as
a question of ~asuistry I .am inclined to think the f~aud is aggravated
~y.a s~abby .attempt to get the benefit of a'f~aud without incurrin?
the responsibility".

It is not my Lnt ent Lon here to enter into a de t ai Led discuss~O!! of the
common law in its rel,ation t? corpo~ati~ns and corporate pr-omo t er s , But I
should like to direct your ,attention to two or three of the recent deGisions
of the Supreme Court which evidence the fact that judicial insight reJardless
of the l,ax ethiqal standards of the twenties ~as once .again caught up with
business immorality.<md condemned it.

There first comes to mind the AAerican Tobacco ~ases, Rogers v.
Guaranty Trust Co., and Ro~ers v. Hill, which were decided by the Supreme
Court in the October term of 1982. It snor-t, st.atement of the facts which
l~d to t he 11tigation will be neLpf'ul,, In 191~ the American Tab acco Company
stockholders passed .a by-law aut~orizing the diversion to six senior officers
of 10~ of .any annual, profits in excess of those r-e a.l i ze d in 1910. Since
1912 the c apLt aL of the company has r.or e t-h an doub Ledj profits h ave Lncr e as ed
five-fold. Between 1821 and 1080, over ten million dollars were distributed
to executives under this by-law. In 1930 the president. of t~le Americ.an
To~a~co Com~any. Mr. Hill, received ,3 cash ~onus of more thdD $842,000 in
.addition to a s t LpuLat ed s.al,ary.and credits ,aggreg~ting al ao s t, $150,000.
Moreover, during that period the directors had, without .authority from
ch,arter or by-l,aws. put through s eve r aI stock sub sc r-Lp t.Lon f Lan s , t.he bene-
fits of which accr-ue d in large part co the dLr-e c t or-s , In 1930 these direc-
tors submi tted to shareholders ,a new employee s ' stock sub scription pLan,
Except t~at the sale of shares was to be at not less than Rar, ~he pl,an--
t hcugn this gr:ant of unl:i:mited power should h ar dLy be di.gnified by such.an
.appell,ation-vested in the directors ab so Lut e di scretion as to the distri-
bution of the shar-e s , A..d the directors submLtting the pLan were careful
to ~ake express prOVision for their incluston, GaJoleJ by the promise of
an extra dividend if the pLan were adopt-ed, the at.ockho Luer-s almost unan-
imously approvad it. B~ar in mind thdot this ~~S euphemistica:ly termeJ
"an employees' stock subscription plan". '~ut by the first distribution under
the pLan, recomraended by the presicient and voted by the directors, the
l,att.er received 60-;-" of tz-Je ah ar-e s al.Lot.t ed , and at ,a pr-Lc e of $25 a shar-e ,
The then mar-ke t, pr-Lce was $112 a share. 'The differ,enti,al represented ,a
benefit to president Hill of well over.a milli~n dollars.

A stockholder,' o'!r. Rogers, considering hLmse l.f .aggrieved by these facts,
brought sepa~ate suits .at~acking the bonus .and stock suoscription'pl,~s.
The cours~ of his litigation ~as long .and dlscouraging~ In Rogers'v.
Guaranty Trust Co., the Supre:n!= Sourt granr.ed certio:r:ari on the suit involving
the sr,ock subscription p~ap. 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 t,ake jurisdiction of this Imi!:. involv.irig a New Jersey
corpo:r:~tion, ,and dismissed the qa~e. However, a stirring dissent by
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Mr. Justice Ston!:, in which Justices Gard'ozo and sr-ande Ls concurred, fore-
shadowed the future .attitude of the Court toward duch business p~actices.
The dissenters, after finding that the C:ourts of the Southern !:iistrict h ad
jurisdiction, went on to s~ate, in regard to ~he contention t~at this mdDa~e-
ment was ent~tled to .dccept and retain the large c~5h bonuses because of
the l,arge profits n ade by the company-;

"Their bU:3ine3s competence does not confer upon them the pr~vile~e of
making concealed or u:q'luthorized profits or rel~eve them of the'ele-
mentary obliRa~ion which the law impo~es on all corporate direc~ors
to d~al fr:ankly dnd openly with stocknolders in seeking their consent
to benefi to personally by reason of their r-eLat.Lons hLp to the coz-p or a-,
t Lo n ",

And both ;,1r. Zustice Stone and "lr. Justice '::a.rJozo emphasized the

"f'und araerrt e l du t y of directors to derive no pr-o f'Lt, f'r-om t he Lr- own of-
fici al actions, without the consent of the s t.o clz hoLder s , ob t a.i.n ed
af't er full and f'a Lr r ev eLat.Lon or' every c i r-cums t anc e which !Ill ght reason-
ably influence t.herc t o withhold their con se nt.",

It was to this rule t.h at, the ent-ire Court adhered when, Lat er in the
s ame term, the 'c as h bonus pLsn came before t hen in a case free from Juris-
dictional defects. .Ir-, J~stice Butler, spe ak.i.ng for.a una.u mous Court, noted
the pr e sumpt Lon in favor of' honus p aymen c's mede fn acc or-danc e \.,rith .-:1 by-law
passed by stockholders, but he further no-ted tho:' this rule could not

"be used to just~fy p aynerrt s of sUlnS as' s ar ar i e s so large as in SUb-
stance and e f'f'e c t to amount, to spo Li.at.Lon or waste of the corporate
property"

He further stated

"Thf; dLssent Lng op i.rn.on of .Jud ge Stone inilqCltes t he app Li c abLe rule.
If a bonus p aynre n t h ..s no l'el<::tiun 1:.0 the value of services for which
it is given, it is in ru.a1ity a. gif ....Ln p ar t , and the major.l.ty stock-
ho.Lder-s had no power to t;;ive away co r-por at.e property aga.l.nst the pro ....
test of the m.ino cLt y ",

Thus, surprising as it ma~Tbe, even before the en act ne nt, of !i'ede~al securi-
ties legislation, t her-e Wd.S .<1 duty, dud a strillgeHt duty, of full and f~ank
disclosure of ~CJ.tters concerning corporate affairs by those e~trusted with
the mauag ement. of cor-por at e enterprise.

And this is reinforced by the decision, e ar Ly this t erm, an the
NcCandless v ; Eur l au d e ase , ag a.in on cer-t Lor ar-I from the Circuit Court of
Appeals for the Second Circuit. Since this ca3e presented probl~ms closely
an al.ogoue to t.no se arising under the Securities and Securities Exchange Act s ,
I s~all make .a full s~atement of the facts. It involved,a suit by a receiver
of .an insolvent corpo~ation .against its promoters, to recover profits pocketed
by them through s a l.es of the corporation f s securities to the pub Li c , Pur-Laud
and Compan~, Gn investment house, ~as interested in the promotion of gas

• 
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ope~ations in western Pennsyl~an~a. It .acquired options on nine tracts of
~an~ in the name of its w~oll~-owned subsidiary, Kln~ston. !he ,act~al ~aIue
of these properties was approximately $2.500.000, and "the option price sone-,
what lower. But ~ur~aud, declined 1io issue the figures of ,an honest ap-
praiser, succeeded in ha.villgthe properties .app~aised at 37,000,000.
Fur~aud then organized ,an01ihersubsidiary, Duquesne, to .acquire and ope~ate
the properties. It is unnecessary to r-e L ate the en vLr-e t~ain of inter-
subsid~ary tran~actions. Suffice it to ~ay that, when the circuit 'had been
completed, Duquesne possessed this property, worth .about.$2,500,000, mid
about, $3e5.COO of working capital. The public h ad purchased bonds and
notes which were liens on th~ property in the amount of $5,000.000, more than
$2.000,~OC in excess of the cost of the property to Duquesne's ,affiliate, .and
the public had p'~id about .a million dollars more fOT.3 stock issue of the
company, ~hese securities had been unloaded on the public througH rur~aUd's
subsid~aries. The ,app~ai~al of the properties o~led or to be .~cquired by
Duquesne at,$7.000, 000 "{asmade a sel!ing point, and the lien bond s .and notes
of the corporation were .advertised as "issued in connection With the ..ac'luisi-
tion of properties .and to prOVide cash for developm~nt, extensions .and other
corporate purpo~es".

To state the result surr~arily, the public hdd invested .~round six million
doll,ars in securities upon the repr~sentat~on that "the proceeds would be used
for the pur-ch ase to f l,ands and for cash c.apital for the business, and upon
.an .app~ai~al which valued the prop~rties "to be .acquired by the corpO~4tion
with these funds at around $7,000,000. In {act, approximately three-fifths
of the money was applied to its designated uSdge--the res~ found i~s way into
the pockets of the promoters through series of s~les by subsidiaries. The
Supreme Court, speakLng through Hr. Justice Gardozo, heLd the promoters of
the corpo~ation l~able as trustees for the profits ~ade by them through their
intercorporate ~anipu~ations. The opinion deserves thorough perusal by
every lawyer engaged in corporate practice. I will quote but.a few sent0nces
to illust~ate its tenor.

Said !!r. Justice Car-do zo ;
"Promoters of a corpor:ation st and in.o. fiduei ary relation to it, to this
extent at Le ast , that they will be ch ar-g e abLe as trustees if they deal
with it unconac Lon abLy , opp ressLve Ly or in viol.ation of a st at.ute ",
"\','hatis here is a tort growing 0111" of the fraudulent depletion of the
assets by men c~argeable as trust~es if they ~av~ failed to .dct with
honor".
"Furlaud and Kingston. having m ade t hems eLve s partners to the scheme
whereby Duquesne WaS to be despoile1.and its creditors were to be
def~auded. be~ame accowltable. w~ think, for ~.ytLing that c~ue to them
as the result of the conap Lracy in excess of the cons Lder-at.Lon furnished
on their side".
Mr. Justice Roberts wrote a dissenting 0pJ.n~on for himself, Hr, Justice

McReynolds, ~r. Justice Sutherland .dnd Mr. Justice BU~lert It was the con-
tention of the minority that no recov~ry could be prediqated on the record
beqause ~he District Court l\ad ~ade no definite finding of f~~ld or misrep~
resentatOion and that consequently the cor-pcr at.Lon suffered no in,lu,,"y.The
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minori ty opinion ch ar ge d t.h at, t he 1T!<>j ori ty opinion wc>s in the teeth of Old
Domi~ion Copper Compuny v. Lewisohn, 210 u.S. 206, and t~at in sUbstance
that case NUSt stand ovcrrul~d.

"The fC1.cts just st~ted ~learly indicate thdt the decision now ~~Je jn
effect overrul~s the Old Dominion case. Toe so-~~lled fiduc~ary rela-
tion of pr-omot-er-s ;'lay be av a.i Led of b.y the co r-por at.Lon only in virtue
of the equity of innocent s t oc kho Lue r-s defrauded by the p r-omover-s '
scheme. So r.o Lds t-he Old Dominion c as e , and ";0 holel many cluthorities
which are in ac co r-cr, II

In t-he Circuit Court of Appe aj s for this Circuit JUdge Le er-ned Halld 11..1d
very strong f'e e Li.ng s about, the impropriety of the r e spor.dent," s conduct, but.
felt bound by the Old Don i n i on c as e to J. uLe t!-,dt no c aus e of action n ad beon
shown.

This is a lTia6nifict:nt illustration of tile tradl.tional common l,~", mode-
of dev e Lopment , Th~re is an .attE:mpt b;;- t-he l,lajorit.y to distillguis;l the
e""rlier case. I am quite sure, howev er , t!lc;l.t WlJE'np r e s ent.eu ",ith ir, und Lst.Ln.,

guisLlable c ese ano t he r- Cour-t will s ay of course the minority is rignt, at
l~ast to this extent: the Old Dominion edse must be regarded ~s overruled.

There are rqa.ny voric.tions of this c as e w[,icn COIre qu.i ck Ly to mini. l'hd
receiver sued as a r cp r-es en t at.Lv e of t he creJltors. But s upp o s e :i s.,~re,lolder
sued one who pur ch as ed his security ,~ft.:r thc deal. I'll,:>t of d stockLolder
who voted app r ova.l, of the t r ans ac t Lon , I at ill ac tu sL ignor",nce of ,-.11 the
facts? 'I'he r e will be many p r-ob Lems of mu Lt LpLe recovery presented by an
extension of this case. Jut. time does ..o t, pr ever.t, i'ur-t-he r al1c:llysis.

Even ,<lotthe risk of t.he ac cu s at Lori th.~t lily conclus.ion is one of "post
hoc ergo propter hoc", I ",uggest t:l cit. the Sup ..erne Cour c of tile Un i t e d St.atLs
'-:c:lSt.ur-ne d in cl new dLr-e c t-Lcn b.y the s erue r'o r-ce s whi ch iellCro.lted t:1C ..,~~cu-
rities legislation of the last fe'" years. True, it 1s that such Cl ~onclusion
is beyond the powers of demonstration. But can t he r-e be any doul.t, but th~t
a cont r ar-y result would not h ave beer, r-e ache d tel) ye ar s e ar Lr e r-? You w.i Ll,
reedll the thrillin~ tQist to the l~d by the Idt~ Justice Holmes:

"t.hen I think of t he lc.w I set:: ... princess mlt-;htier than she \\,:10 once
\.,rrought at ~ayeu)., e t er-n al Ly we..:.viltg vo her w~b dim figure..; of t he ev er-,
lengthening pust. figures too dim to be not.iced by th~ idle, too sym-
Lolic to be interpreted except by her pupilS, but to the di~cerllillg eye
dLsc Los Lng ev~ry p edn fu L step and every worlu-sllaking contest by which
mank Lnd has worked its wall from sGlvd.!'le Lso Lat.Lon to organic s oe I a I life. II

This is a poetic ,-:ay of recording t n e slo"'-laggin~ projress of thE: 1, ....", t owxr-d
the s~ate of identification with the mOr~l id~d.13 of a given er~. In my
opinion, our highest court by this dcci~ion ~as emerged from the moruss of
error and by putting ~wnctions to corpo~ate dishone~ty h~s set its feet on
the highro~d of honor ~on~ men.

The Securlties Act repruscnts d p~r~llel ~hilosophy to the McC~ndl~ss
case. In our orief h as t or-y v..e have seen <Jtt.em}'teu similar c or-po r a t e m...ne'lVt:r_
ings, similc:lr ,-:~terin~ of as s e t s , simil,.:>r vr Lt.eup s , Sirrll.J,-ir f'r auun Lcnt, l1J1s-
conduct. aut now the FeJe~dl 80vernment haS a mechdni~m which "'ill ~r~vcnt
many forms of corpor~te misconduct. 3ut the ~d.W1s novel only in remedy, not in
the s t.erid ar-d of conduct which is Lde nt Lc aL with the ...ncient law.

-
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It. h as o~en po i.r.t e d OUt. i.n t l.e Columbia Law :tE:Vi~\o!for ladt 11101.t.1l

t ha t, de s p Lt.e t l.e obv Lous dLf'f'e r-e i.ce frolll e ve r-y practical aspect oetween
a f <U11il,ycorporation and OI!e vI,e shares of' wiliell are pub Li c Ly he Ld, the
courts s t e adf'as t ly refused to n.ake a li1.ffe rc::1.1.i a.t ion whicl. C0111",01 i s e ns e
requires. TLu le~islar,1.oH wt: a..llllinister does nut in t.er<l:fi1•..ake tltis dis-
tinction. out b.l' necessary ilr.plicaioiOH t Le statutes are aj pLi c ab Le o.lly
t o c ompan i.es pub Li c Ly owned. The Securi v i es Act of 19~~ applies c n Ly to
public oI'f'e r-Lng s aud While t.he r-e c an be a pub Li c o f'f'e r Lng of securities
of a' pr Lv a t e Ly owned c ompany , in the us ue I case s uct, a c on.pa .,y would •.o c
retain its private s t at us very long. In vl,e J!.JCcllange Act t.he app Li c at Lori
of nearly all of the pr-ov Ls Lor.s to se c ur-i t.Les registered on n at.Loria L s e-,
cur i t.Lcs exchanges makes most of the statut.e in ..pplicable tu family
co r-por-a t Lor.s ,

'I'r.e ampor-t anoe of t hLs dLs t-Lnc t Lou can •• o t be de ve loped HI t h i s ad-
dress. It. is pe r f'e c cLy c Le ar- tnat if tIL.l.S dls't.iliction were preserved
courts would avo Ld 'slavish de vo t.Lo n to precedents .ar-t Lcu Lavcd ill a period
whicll knew no t.h Li.g of the rise of maaa.gement, as a s epa r at,e :...nd d Ls t Lrc t,
Lrrt e r-es t, a pe r-Lo J wI.lcll WdS not f'e.ce d With the vex i ng l-rool;=ms involved
in t.I,e separation of owue r-su Lp and co i.t r-o L; a period whie:, did not have
to wre s t Le with a conce nvr ac i cn wi,icl •.. ",3 z-emoved niany \)i the c l.e ck.s Which
ope r-a t.ed to curb tnt: nus us e of weaLt.l. anJ power.

The path of pr-ojj re s s iu the Id .....1.5 ucwner-e more clearly po r t r-aye d
ti.an oJ' CuUS ide r inti t Le dot t it ude 0 f company off1.ci a Ls t ou ay reg ar-u I.ng
disclosure~ and the viewpoi.nt of iSSuers fifty years ago. About that
time the j.ew York Stock '~xchange sou~l.t (,0 secure f'Ln anc LaL i~lforlT.ation
from as s uer-s wnos e s t-o ck w as dealt Ln on it.3 exc hang e , '?:r,c ~elaw:'.r~ and
Lackawanna ~,rest.ern hallroad Company r-e p Li.e d ....ir.h tart final.ity:

"1:e make no reports ar.d p ub Li s l, no s t.at.e are ut s , and Lave not do ne
an,ythi!lf; of the kind 'for tt~ I as i, five ~ears."

..:ilell tile 3ecurities Lxcha nge Aot of 19~"" be c anie e r.re c c ive , Ls s ue r s
almost. wi t hc ut, a d i s s en t l..ade ave i Lao re ,,0 the j.uo Ld c a lrlO~" co mpi-e hc n-,
s Lve s t.at emer.t, ""ffect-lng ;:.i,e comp an Les ' "laUa€;e.Oler,t. and fL.3ncial a f'f'a Lr-s ,

Pr ior to 13:"''' the amount, of ilLforw':\l. :LO!! i lJ.rllis!led b;y a c or-por-a t ro a
was lar~el~ t.e r-mLr.e 0.)' t cnt.r-o Ll.e r-e c Lo u tlie lllar,3.be ..
The listing co ..uni,ttees of t~,,;; ce t ve r :>to~k e xc ha nges •. it. is t.rue , Lave
in recent. ;YE:a.r~ made e t f'o r t s to secure L.ll!-'or't':l.llt u!forrr\atior. for in-
vestors. Un i or-c una t.e Ly , Un. s t and ar-ds s e t up by t he s e co umLt t.e e s
whLch s t.audar ds were u3u",,1J.y a.Ie quat,e as tu t.ne disclosure- re'luired.-
were not. u.niforml .... enforced. A- ne w co r-po r-at.Lc.c illana.:,ed by s t r anj ez-s to
t ne listiHg c cnunj t t.e e , or a corporution which tI,e c otnmLt t-e e ' had ::30("e
special re as on 'to illVestig",te closely, V{i.J.3 Le Ld to a rigid observance
of t Le listHI~ r-equa r-ement.s , 41. oLu cor-po r-at.Lo n seeking to. li:;;t new
securities w .. s r e qu Lr-ed to g Lve out ll.l,tle Lnf'or-m at.Lo n; Deed-use of t h Ls
some t.Lmes mLspLace c trust, s e c ur-Lt i e s were of't.e n accepted for listin~
wnLch would hot' have oeen listed a ad the t r i,e f ac t s c.een known , The!!.
too. lilany c o z-por-e caons were cut. it ied to llst.i.tlG unde r old contracts which
req'uired very H'vtle ili tlie' waJ of periodic reports.
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Todaj everJ c~r~oration whose securities are lisL~d on a national
exclS,Hl&e, whether o Ld or new, regardless of' the ref-ut-ation of the ma n-,
ag e ment, , mus t, f ur-n i s h a fairl;}' cOlllpreilell;;;,iv'e amount .ofi."lforlllation \f/ith
re~p~ct t~ it.s affa.1.rs. ~heprinciple ha3 oeen de~init~l~ established by
t r.e Act- that. cor-po rat ions which have be e a publicly financed and whose
secur Lt.Les are ownea in such auos t an t LaL nUlllbe~~ by the eeu'~ral public
as to ce listed on a securities exchang e have beco •..e at, Leas t, '1uasi-pub-
l..1.C in nat-ure and are unde r- a duty to vue invesLing pub Lac t o giv~ r c a-.
s o aao Le publicity t o the, results of their o pe r-a t Lons

.rIle r.e ce s s ar-y reversal in the pr-ac t Lce , of many cor-por-at-Ions of dis-
cl(Jsin~ very 1i t1.1e Lnr'ormat ro n to tl'.e: stockholders and ~eneral public
lias , I z-ea Ll ze ; been 'Iuite a s hook to I,:any corporate executives. , Tne
spiri t wit.l. which the vasT. maJority o r corporations has ac cept e d tc.e 'new
cr-de r .1.5 wortJ:.y 0 f hI'cat praise. f-!anabe:nent.:;; have COMe co r e ali ze t n at,
t..,ey are s t ev ands of v as t interl~sts !:Jr "lie b-lVesting public and COllse-

que nt.Ly OV/C t he 0\,/0..:1'::; of t he o us Lue s.s t.;.e duty of a de qua t e report UPOD

tl.e ~uCCcS::; or i'al lure of oper-at.Lo ...s ,

:.l'l.i<3 re '!uirem~nt of publici't;y of co rj.or ate affairs J.S but anot he r
Lnd Lc a t Lon of t.I.e pr-e s e nt c-d ay re alistic appr-oach of t Le legislatures to
the pr-oo Leu.s of t.he r-e La c Lons be t wce n cor-p cr-at Lon stockholders and the
public. It is no long~r fasl.iouable to rei.;.ard a co r-por at ro n as an ill-
divisible. e rrt at y but, r-at he r- as a conglomeration of d i f'f'e r-e n t and ofteu
adve r-se Lrrte re s ts , t he ElCJ.SteI.Ce of WIden ne ces sLt at es an ade quat.e dis-

ur-e Levar.c 411 p i

i"qil~ the general po Li c y of the Act is 011'3 of disclos&.lre of t he re-
quLre d information, GO.l.~ro:ss has. illdi..:ated t.hat i,n ce r t a.in Lns t ance s all
of tl.is Lnf'o rn.at.t o n ne e d ~1O't be pub Lial.e d , A nuaoe r of interesting pro-
blems vi" lu'" a.nd business expe dz.ency arise tl.ecefroill.

Section 2L', paraeira.ph (a), of t-he Act, prohibl is ..he COlllIOissior. from
requiring the r-eve a Lt ng of trade ae c rc t.s or pr-oce s se s , Alt.hough a f'ew
rt:!gis t.r ant s , .1.11pe t Lt ro ns 1'01.' review in "he Circuit :ourt of' Appe aj s ,
clc.ill. ttat .3 ales and oust of 5 ales coust at ut.e s a cr-ade se cr-e t., it, is ex-
!>ect,ed 'Lint the courts v:i.ll li!n.l.I; t.l:cse words J.hUle Act to their o rd Lnary
.::ea~dne of an u.Ol;Jatentel1, secret, c oenne r-ci a Ll y valuable 1,1a!l, appliance,
for".ul.a, or pr-oce s s wLlich is used for the l"akin@, tl.'eaLinl> 01' p ro ce s s ang
of ar-t sc Les or lu;:.teria.ls wh Lch are vr ede c osunod Lt Le s ,

(D) uf' ...;ect.ioc. pt:rrui t.s all.)' pe iJ.lin, t

01' r-epo r t 1,0 IIlal~e writ.,ell obJect.icrs1 to t ne public disclosure of infor-
mation co.rt aLne d t.~ler~J.l1. Ttl\.! \;OlTlmi.J~i::>.£l ma;y, u. such cases, make avail-
a01_ to t:.e pub Lac 'Ll.~ infv~[llc.tioCl c cnt-a Lue d in aDj' s uc h app Li.c at-Lo n or
report. onl~- w heu in ita jud~;Tlent a disclosure of' su.ch information is in
the I--ublic intert:st.

'rbe L.caning a.nd i.'1tel1t of t1.i5, St:ction are s omewha t confused, due no
doubt to ....1'.., i act. 'that. L.e Sec t.ion r-epr-es e nt e d ~l compr-cm Lae be tw~en ad-
vocates of d.i f'f'e r-ent, ph Ll csop l.Les , Is t-he bur-den upon the COCI.mission to
show in e ach s pec Lf'I c c ase t ha t, pub Lj c as Lon of tile' particular information

• 
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is import,ant to the public Lnt.er-e s t ? 'rhe words of the statute, taken
Ii terally, might seem to permit such interpretat ion. On the other hand
Section 12 of the Act provides only for the inclusion of such information
in registr:at~on .app I rc at Lons as ti.e CommI s s Lo n sh~ll require as ne ce s s ar-y
or appropriate in the public interest. or for t he protection of investors.
Thus it would s ee oi that t-he mere fact that registration applications are
required by ti.e CommLs s Lon to contal11 certain information amcunt s to a
de t.er-m Lnat Lon t,hat d r s c Los ur e of s uch information is in the publiC J.n-
terest the only purpose, of course, of inclusion of infonr.ation in an
app Li cat.Lon bei-ng its usefulness to the pub Li.c , It s eems, t.ne r-e f'o re ,
that the proper interpretation of Section 211 (b) is that, in order to
secure confident.iul treatment., a registrant. must show b~ its written
ob je c cLons , or a.t ani heoring ordered by the Commiss ion, tl.at the pe_
culiar c Lr-c umsva nce s of its case are such as to render Ln app Lac ab Le t.ue
general rule that the public interest requires the disclosure of all in-
formation c crrt aLned 11. reg Ls t r at Lon app Li.ca t Lons ,

The s t a t ut.e is not at. all clear on the point. of whct ne r or not any
appeal exis~s frow a Commi3sion deterainat.ion that disclosure is in tL~
public Lrrt e r-e s t , Section?5 of the Act. pr-ov Ldes that any pe r-so n ?~lSri",vcJ
by an orde r z.ss ued by t he Ccmm.is s Lon in a proceeding under the Act may
obtain z-e v re w of such order in a c Lrcut t co ur v of appeals. Does the COIII-

mLss Lo.n, under Section ':?4 (0 I, issue an "or-de r " in a "pro ce e dLng"? sec-
t ion 4 (b) mere ly z-e quires the Connnrs s ion to re frain from makinG pub lic
information for which confidential t re a t.n.en c has been r-e que s t ed , unless
in its judgment disclosure is in the public Lnt.e r-e s t , A hearing need
onLy be had in t he d i scr-e t Lon of the CommLs s Lo.n, It li.ay be argued, then,
that no "pr-oc ee ciLng" is oont.e mpLat ed b,y Section 2.1\ (b). No "order" of
the Commission issued in any e ve nt., 1/1H::ther or not a. hearing is held,
the Ccmm.rss Lon c an do 110 mor-e t Lan de te nni ne ti.at disclosure is in the
public interes t.; vhe actual dI s c Lcsur-e follows by ope r a of law
than by order of t.he ~ommission.

The s t avut e further appears to rest t.ile de t e rmLnat Lon of the que s t.Lon
of whether disclosure 1:5 in the public interest loU the sale judgm0nt of
the Commission, which Judgment should not be overturned in any appe Ll.ase
proceedings, except upon a showing of gruss abuse of discretion.

The Commission, reG-ardle~:3 of its strong feelings about, the proper
scope of Judicial review, adopve d a rule whLch s hou Ld pr-e s e r ve secret,
t he Lnf'ormat.Lon filed confidentially until a fi.nal order of the Cour t-,
ThiS rule pr-ov Ldes that Lnf or-mat Lo.u for which confid-=l.tial t r-e at.menf L~
been r-e que s t ed shall not be disclosed until ten day s have e Laps e d f'r'om
t he date of the COlilmission's de t e r-mt.na t.Io n, if n.ade , that disclosure as
in the public il.terest. During this ten day per iod tIle r-e ga.st r ant. may
either withdraw 1ts application in toto or may file notice of intention
to seek review of the CommLss Lon l s de t.e r cu.nat Lon, If such no t Lce is
filed, the iniormation is not made public uutil sixti days from the da t e
of the de t.er-m Lrrat Lon or final dLspos Lt.Lcn of any proceedings brought t o
review the ac t Lon of the Commission, wl.ichever is the later. ThUS, ii'
"there is any right of rev re ....of t Le ~ommission's determination, it h:LS
been preserved b~ affordil~ the regist.rant adequate' 1nt.erim prutection

-
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against disclosure.

Approximately 500 objections to publ~c disclosure have ueen made to
"tlie CommLss Lon, By far the greatest nun.oer of obj ec t Loris were \.0 t Iie
publication of salaries and remuneration contracts of the dLre c t o r-s and
principal of f'ace r s , The next largest iroup co ns t Lt ut ed ob j ec t i oi.s to
disclosure of part or all of the profit aud loss statement. ~ost of
"these objections were only to disclosures of sales and cost of boods
sold. One registrant, however, ob.j e c t.ed to disclosure of any portion of
tile proiit and loss statement aoove the line "net Lnc ome",
I

);0 hearings were held in any case unless a r eque s t for he a.rI ng was
made by the registrant. The proceedings were in the uat.ur-e of an ap-
por-t un.i t.y to the r-e g t s t.r-ant to s how special circumstances of ac t.uaL or
poteIlti~l hardship indicating that disclosure ~n i\.s case would noL D0
in the public interest.

ChaLrman Landis recently eons Ldere d the ar gumeut.s vh i.cl. have bee n
urged against disclosure:

"Privacy as to individual Lnco.ne is an understandable cor.ce pt ,

But in ,8 public c or-por-at Lon, ar.d our Lar-g e corporations are truly
public in character, privac~ as to cump~ns~tion for work done
stands upon a different f'oo c i ng , Th~t compens a t Lori is frequently
uncontrolled, and is aLway.s payable from prof i t.s acc r uab Le to the
business as a whoLe, hlhatever', arguraent cal, Ju.:;tly Le made a,;.ail,st
s uoh devices a", pLnk-es Lap Laws has 110 place here. If t Le s our-ce s
of a man's income are my pocket as a t.ax paye r or a s t ockho Lder ,
some lu,0wledge of' w nat, he is being per ra i t.t ed 'LO t ake ~;:) lily con-
cern. 'l'rue, there can lie little quc s t.Lor, t. ha t, t-he nove Lt.y of tLis
type of disclosure has for the time Deing maje it a ~at1.er of pub-
lic commen t by the curious and the rd Le, Dut little harm, H any ,
has resulted and "be abuses t.,at were oi.ce he Ld up as n national
scandal will hardly recur. As the novelty wears off, a fairly
safe prediction would be t hu t "he 0 bJec" I ous to the d~:5closure of
this information w.i Ll, look as obs o Let e to future All,t-:rlc.:ans as
those raised by corporations in 136'3 to the disclosure of any
financial Lnf'or-m a t Lou",

Unf'o r-t.un at.e Ly , "time will not permit lily deal.ing with the s pe c Lt i c
pr-ob.Ie ms raised by the requests of compan ae s to Lave ans wer s tv ce r-t. a i n
items kept from the public records. The e xve nt, to which the C:o!~ml,"sion
has this power of compulsory dr s c Losur-e and the extent to which t he power s
of couer-ess encon.pas s t hLs form of investor pr ot.e ct.a on .i ave be en r ....as ed

•recently in the co ur t.s , \'Jithour. expr es s i i.g '1 view 0.£1 tb.:.s ~l1creas~n~ly
difficult question of how American s ove r-e Lgnty lIas been J~vidf;:d up oe-
tween the state ant! the nat.ion, ~t is qUl.te ObVlOUS that. no mat1.er wlJat
our jurisprudential co nce p t of law may be, society Las by this met.hod
indicated that the manageillent of publIcly owned co~panies must render an
account of their at e war-ds n rp under paiI1s and penalties. It as , I s uomi t ,
the minimum control t~ be reqUIred of a complicate, corforate societ.y.



It. s nou Ld be our earnest. hope thaT, the cont.inued response of Dlanaeement
to t.h i s easy s t LmuLus will make unne ce s s ar-y more radical interposition
of the powers of t Le s t at.e ,

h'e have another act to adud n.i s t.e r-,
with the problems of this legislar,ion at
been J ud i c I ally declared a ub j ec t ,,0 "the
might have Some interes.t for you.

It. would be pr~mature .to deal
least unt Ll, t-he e ompan Les h ave

law. 'il.here is one niat t.e r- wuich

In one of the CommLss Lont s recent Lnve s t Lga t.Lcns there was revealed
the incredible Le ng t.h to which a l.ard-pressed I;.alla.gement was pr e p ar-e d ...0
go in s ecur-Lng new capr cat for the e.nt e r pr-Ls e froD! tue unk nowa ng public.
ii:mplo.yees were d r-ag oorie d to sell to all with whom t.hey c ame in con t.ac t-,-,
linemen, met.e r r-e ade r-s , Lns t a Ll.ut Lon men, tile t.r a I'f'Lc men, acc oua t.ant s ,
equipment "lim. In fact, the absentee lll<>na~etnent, u.nresponsi ve to t}.f;

de ce nc Les of public relationship "pu t, the he at, 011" nearly every ompIoyee
to sell preferred stock which had bee n fraudulently cve r-v a Lued , Even
lowly janitors were expec t.e d to do t-heir part. an t-he "give till it
hurts" c aeipaLgn to put tll!:;: c ompany over the top. Appeals to cupid i t.).__ 

to greed-to thI'ift--~dl were r-e sc r-c e d (,0. aided by mLsr-epr es ent.at Lons
wnrcn were e ve n unde r the C'xi:3thl~ .l,~w lllc&Ql. At one point. in the
testii:iOllj t Le r-e appe ar e d ev rdcnce oft.!,e grut.:sol11e wor k oftlu? nigIi-pres-
sure gentry. A circular of t he ;101Jil,g e ompany which c on t r-o Ll.ed t he
ope r-a t Lng company read as fOllow s :

"One result. of Hr. y'g visit t.,ra..; an co nv Lnc i ug tho employees any
of' "t. he u, could s e Lf stock. H.; w<:nt CUll W.l,t!l t here and . called. on a
uumbe r- of different people and deve Lope d .....hat appeared to be a
number of good pros pe ct.s and helped one of 1;,1.epipe_line Lao o re r-s
close "tWO gooc sales. Tnis had uhe effect of stimulating some of the
others Who considered th~t !i a chap in dir~y overalls all da~
Gould go ou(, after work and eartl ~10 com~i$~ion in two evenings,
they ce~ta1nly could do it too."

In 19'30 t.i.e s a Les c;:""lpaiJ.n oc c ame f'e ve i Lst., .AI:;' tile e.mp Loye es were
Lnf'c rmed that the se llin'; drive .W:1£ 1',0 OG'on G sort of pla,yful p Lane , It
was t.o be regarded as a "Dih 2,~mt: Luut ", A rabbit was t Le sale of one
share and counted f'Lve PC-lIlt.S, and 30 01, ,.,~th various aniLlals until it
reached t he e Lophant, whLch r-e pr-e s e nve d c1 s a.le of t,we:lt.:; snares and a
score of 250 poin ..s , But, there wer-e h.cz ar-ds in ttl"at sport, too. One of
ti.c Cunll'ussion's ex hI b.i t.s from t£1-Ofile3 of t he company wa::>.a circular
on which there was a picture of a "s kunk ", Ir, read:

"Look out. for a skunk: de duc t five po znvs more them o r Lginally
scored fl.

II. otber words, a s kunk w as a purchaser wl.o t ur-ne d back t he stuck
and demanded h15 money back. AHhou~h the records are Silent, it, Ls .~afe
to ass ume, unf'or vuuat e Ly, th~t t-he s k unks were rare in that. territtcry.
Tile ev Ldcnce went on 1..0 show t nat, this cus t omer- cwne r ah Lp campai1n in-
volved s e.Les to the public ,a.t 9~ when t he s sme stock was se lli41g on the
maz-ke t, d." fort..)' puint.s Lower ,
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Oov Lous Ly , there Ls an ~l.>w:;r l:.oqi:1.>'--tLe Securities Act of 1983
would require a r-e gLst.r ac Lo.. stat"'lfl~llt, che furnishing of a pr-cs pec t us ,
and wouLd v i.s Lt civil and c r Imi..naL pe n aLt Les for tile k.ind of misinfor-
'Jlat,~o.a with wh our record Bu't t ha t is no t er.cug I am
sure that even wiLh the burden of disclosur~ alld "Lhe risk Qf liabilit#
there are Ifl::U1Y wHO would try in mor-e pr-os pe r-ous t.Lmes 1,0 a t t empt, t h at,
type of cruel iil.position. ';'he Puo Li c llt,il~tj.' holdi11@ Company Act of
lJ~5 is an absolut~ s~febuard dga~nst corporabe sinfulness of 'this n~ture
on t.he p ar t 01 t Le lTt.ilit.y noldin€ compan Les , I suppose it is almost
t r c as on uo "lellt.ion that statute he r e ill ;:ew York wl.e ce its existence is
recog"lized only ill condemnatory ph r as e s and law s u i t s , I'e ve r-t he Les s ,
r.o Lo.nes t, critic will dare de ny that t nLs sva t ut e comes to gr~rs in r e-,
a l Lst.Lc fashion with i.he co r-po r-at e s or-dLdne s s wllich ar.. ap at Let Lc le:;;al
s y s t.e,n Lad f'o s te r-ed d.ld e nc our ag e d

.?urpo;3dl,Y I r-e f'r-a Ln fran. e x t.eu de d c omme nt, about the ne'N Le g Ls La c Lo n
wh Lc l..h a;3 r-es u Lc,ed In our becom Lng :lui te Cl.UIillllY IIi tl. tw" Uu Lc,ed S1Jdtes
l:arzhals. Pr e s c Lnd Ln-j r rotn par-v i c u Le r- v i e ws , e a t.ue r Leg a L or eCOl101l1lC,

whLch I'lay be held Dy counsel for c oap an Les on vl.e one h and or counsel
ior th~ ~overruqen~ on tL~ other, l~ 19 qu~~e ObV10US 'that the tradi-
tional l=-ostu.lates of t.Iie oo.naon 1",',' 1,,;\VC bec r, i!.ipoten1, in tIle t as k of
pu t t Lng lUlits 1,0 pr Lva t.e s o c La Ll s n, do':; e v Lde nced Dy the l:iallt holding
comp an Le s , ?lle SLate I..as de t e r-in Lne d to pUv r'e s t.r-a Ln t s upon a nEW powe r-.
f'u L and J,wg-::rous J.~i.1ctor Lr, t:"e e co oo.u Lc life of t Le n at.Lo n;

Lct. ab ourids , h, 
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