RELEASE FOR P.M. WEWSPAPERS, THURSDAY, MARCH 14, 1940.
SENATOR WAGIER INTRODUCES INVESTMENT TRUST LIZGISLATICN ~§‘,;3 ‘

Senstor Robert F. Wegner of New York today (Thursday, March 14, 1940) introduced
in the Serate comprehensive legislation to regulate investment companies and invest-
ment advisors, end issued the following statement concerning its purposes and provi-
sions:

NATIONAL PUBLIC INTEREST IN INVESTMENT TRUSTS AND INVESTMENT COMPANIES

"Iavestment trusts and investment companies constitute one of the importent
media for the investment of savings of the American public end an important fector
in our nstionel economy. At the present time, these organizations have totzl assets
of approximately $4,000,000,000. In 2ddition, they control or exercise g significant
influence in a great variety of industrial enterprises, public utilities, insurance
conpanies, banks, etc., with zggregate resources of approxinetely $20,000,000,000.

"Daring the pest ten yeers there have been epproximately 4,500,000 holders of
certificates or shares of investment trusts and investnent companies located in every
State. American investors heve susteined losses exceeding $3,000,000,000, cut of a
total investment in such companies aggregating about 37,000,000,00. During the
period betwsen the early 1920's--when the investrent companies first nede their
appearance in this country--and the present, epproxinately 1300 investnent enter-
prises of all types were created. However, only about 650 trusts end cormpanies are
still ia existence, the remeinder having disappeared either through mergers, receiver-
ship, dissolution or bankruptey. In addition, mimerous -coripanies controlled or
influenced by investment companies went bankrupt or sustaired subgtantizl losses.

A large portion of these losses is dircctly attributable to those nmanagements which
refused to recognize their fiduciery obligstions to their shrreholders and subordi-
neted the interest of the investor to their own pecvaniery advantage.

"The problens with respect to investment trusts and investnent conpenles are
still acute, for new orgenizotions of this type are still being forned in lerge
nunbers and are reising substential funds. From the niddle of 1933 up to thie end of
1939, opproxinstely $2,400,000,000 of securities of investment trusts and companies
heve beent registered with the Comnmission. Although not all of these securities have
been distributed, approximately $400,000,000 of iavestment company securities were
sold dvring 1936 and 1937 alone, or epproximately one-~sixth of ell nonrefunding
corporate issues sold during those years. During the lest few years, sales campalgns
have been vigorously conducted and investment trust certificates are being sold
upon the installment plan to individuals in the lowest economic and income strata of
our population —- individuals who are perticularly susceptible to devious nigh-
pressure selling methods and who have been subject to unconscienable penszlties and
forfeitures in all-too-many instances.

SECURITIES A¥D EXCHANGE COMMISSION ILVESTIGATIONS

"The abuses and deficiencles of investment trusts and companies which occasloned
these losses to the American public ere not acadenic, and not merely sttributable to
the finencial and scconomic ethics which prevailed during the 1920's. Some of the
most flagrant abuses and grossest violations of fiduciary duty to investors were
perpetrated during the very time that the Sccurities end Exchange Commission was
conducting its comprehensive study of investment trusis and investment compenies
pursuant to Section 30 of the Public Utility Holding Compeny Act of 1935. That study
conclusively demonstrates that, unless these organizations are subject to supervision
and regulation, the interest of meny of almost 2,000,000 Anericen investors in these
institutions will be substantially threstensd.

GENERAL PURPOSES OF TEE LEGISLATION

"This bill provides for the registration and regvlation of investment trusts and
investuent compenies and for the registration of investment counselors and other in-
vestmont ndvisory services. The underlying purpose of the legislation ic not mercly
to insure to investors a full and fair disclosure of the ncture and activities of the
investuent trusts and investment companies in which they are interested but to
eliminate znd prevent those deficiencies and abuses in these organizestions which heve
contributed to the tremendous losses sustained by their seccurity holders.

INVESTMENT TRUSTS NOW LARGELY UNREGULATZD

"Investment truste and investment companies, like banks, insurance companies and
similar financisl institutions, represent large pools of liquid funds of the public
entrusted to individuals for management and investment. Yet unlike these other
financial institutions, investment trusts and investment companies, althovgh their
field of activity is unlimited, have been subject to virtuelly no regulation and
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supervision ty any governmental agency, Federal or State. his absence of regulation
is one of the fundamental causes of the sbuses which have veen altogether too
frequent. .

FINANCIAL ABUSZS

"3ecause of this absence of safegvards, promoters and managers of investuent
compenies heve been sble to determine every aspect of thelr affairs in an atuosphere
of self-dealing end conflicting interests devold of srms-length bargeining. Inde-
pendent scrutiny, in behalf of public stockholders, of the transactions and
activities of promoters and controlling groups in the organization and overation
of invcstment compsonics has been and is virtually non-existent. Too often, the
orcanicetion of investment trusts and companies wns motivated not by a desire of
their sponsors to ongzce in the business of furnishing investment managemont to the
small investor but rather to accumnlate large pools of wealth which would provide a
veriety of sources of profit and emoluments to their sponsors and controlling person:

YOnly = smell amount of capital is rcquired to form investment trusts ~nd com-
panies. As p conscovence, these organizations are still erperiencing en unsound
mushroom ;rowths and verious individuels, refardless of their background, hove been
able to promote or acquire control of these orgenizctions, with their lerge nools of
liquid assets, with a minirmm of investment. In meny instcnces, control of these
institutions hes been mnrde impresznchle by devices such os nenagenent voting stock;
voting trusts; the connon 1l:w or husiness trust form of orgenization in which
security holders have no vote; long-tern managenent contracts which 2130 assured
substontisl compensation irrespective of the comprny's nerformence; option warrants
to parchnse the company's stock which have the potentiality of substronticlly diluting
the volue of the public stockholder's interest; ~nd finnlly, domination of the proxy
machinery for the solicitatlon of euthority to vote the shcres held by public stock-
holders.

"In many instances, the pecuninry interest of the pronoters, distributors and
nenegers hove dominated almost every phase of the orgenization and operation of
investnent companies to the detriment of investors. Capital structures, vhich are
often confusing and incomprehensible to ilnvestors, have been created with the
ulterior notive of vesting in the controlling groups corplete control of the public
stockholders! funds and a disproportionate share of the compenies' profits. The
capitalization of investment conpanies was in rany instances determined solely by
the smount of securities the public would absorb. As a consequence, unsound capltal
structures have been created--structures which fostered and perpetuated sherp con-
flicts of interests between the holders of senior securitics and junlor sccurities,
These conflicts have often been resolved to the detriment of the public seaior
gecurity holders end to the sdventage of the cormon stock held by insiders. The
holders of junior sceuritios hove reteined control of the funds, elthouzh in essence
the assets helonyed to senior security holdersy andé have trensferred, for substantial
payments for their stocks without zsset value, control of these funds without the
consent or mowledge of scnior security holders. Meny senior securitics hed no
protective foature, or inedequate featurcs which were circumvented and nullified by
the controlling cormon stoc'tholders; and the public investors were powerless to
orevent unfair and injurious prectices. Those companies with senior securities have
been, in essence, nrrgin eccounts--mergin sccounts not subject to further mergin
cclls-~for treding in common stocks for the benefit of the inside common stockholders
Unwerranted speculative activities have resulted.

"In acdition, these capltrl structures with more than one class of security
have eccentusted the problem of pavment of élvidends in investment companies; for
the controlling common stockholders have camsed the pazyment of dividends and other
distributions on their common stocl: to the pecuniary injury of the senior security
holders. Capitel gains have been drained off by the common stockholders in periods
of rising prices, and dividends pasaid, although the scnior securities had inadequate
asset coverage. .

"Investment trusts and investment companies have suffered many sbuses which
are peculiar to that type of organization. Investment companies are pormitted to be
orzanized with the brosdest powers, and in essence, constitute 'blind pools'! of pub~
lic funds. As a result, sponsors, promoters and controlling groups in many instance!
have dirceted the investment of the public's funds in a variety of activities with-
out the consent of the stockholders and irrespective of the announced investment
policies which induced the public to invest in the enterprise. In addition, the
assots of investment trusts and investment compenies consist of cash or mrrketable
securities readily redvcidle to cash, which couvld be used to acquire eny type of
sceurity, property or business. As a consequence, officers, directors, managers and
other inslders have often unloesded valueless or dubilous securities and other propert;
on investment companics a2t extravesant prices; have borrowed the funds of their in-
vestment companies; end have caused such companies to make loans to enterprises in
walch these insiders were interested. Substential amounts of these loans have never
been repeid, Investment companies in many instances have been exploited by invest-
ment banker sponsors and menagers to enhance their banking and brokerage business.
The investment compenies were caused to perticipate in underwritings; to stabilize
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the market in securities underwritten by such managing grouvps; and to purchesse sub-
stantiel blocks of stocks in industrial companies, reilroads, banksand insurance
companies in order to expand the banling and brokerage busincss and build up the
financial empires of these insiders.

"To augment and intensify all of these opportunities for control and personal
profits 2t the expense of public stockholders, insiders have often fostered excessive
pyramiding of investment companies into complicated corporate systems. Funds,
securities and other property were shifted by the dominant persons among the various
investment companies in the system and their controlled industrial and other enter-
prises, in order to promote their own personal pecunlary interests, to create mis-
leading valves and fictitious profits for the purpose of deceiving stockholders,
and to centralize and porpetuate their control. In many instances, the p,ramiding
of investment companies involved a complete renunciation of the policies the stock-
holders hed been led to belleve their compenies would pursue; management costs have b
inequitably zllocated among the variocus pyramided companics, and expenses have
necdlessly bDeen duplicated.

"Wholessle trafficling in, and brrtering of control of the management of
investment compenies without the knowledge or consent of the investor has zlso been
e fraquent abuwee in the history of investment companies. Stockholders have suffered
large losses as = result of undisclosed overnight transfers of control of their
funds to now intcrests who hsve either been incompetent or dishonest. Under existing
corditions, investors are powerlcss to protect themselves against the consequences
of such shifts in control.

"Managements have also used their control of the applicable corporate and
statutory machinery to subject stockholders to ineguitzble readjustments of tre
rights, privileges, preferences and values of their securities, by judicial reorgan~
izations, recapitalizetion plans, mergers, consolidations, dissolutions and sales of
the corporate assets to other companies. ZExisting remedies for the protection of
stockholders against inecquitable plans of readjustment are inadequate, cumbersome and
impractical. The financial resources of the average stockholder are usvzlly insuf-
ficient to meet the burden of complicated and long-drawn-cut judicial and other
proceedings which may be necessary to oppose successfully unfalr manzement-prepared
plans.

"Another fundamentsl gbuse hes been thrt many promoters end menasers of invest-
ment companies have = greater intersst in the profits which they can rcelize from
the distribution of investment compeny securities than in compensation for tle
svowed function of furnishing expert, disinterested investment service to investors.
As o consequence, maangement mey be subordinated to distribution. Unsound investment
trusts and companies moy be orgenized in an effort to crente securities or merchan-
disec with sales appeal; and the investments of the compenies may be made, not on
basis of their soundness, but on the basis of their effect on sales of the companies!
shares. Selling charges are often fixed to yileld a maximim of fees to distributors
and frequently include many "hidden” fees exacted from the purchasing public. The
profits to be derived in the morchandising of investment company securities has also
prompted the rapid formation of investment trusts and compsnies by the same sponsors
in order to "switch" investors from old companics into new companies, each switch
being accompanied by exaction of a new selling "loa2d" from the security holders.

"In the case of those investment trusts and compenies which contimuously sell -
their shares to the public, practices have often besn countenanced which hzve re-
sulted in substantial diIution of the investors' egvuity in the fund. Such dilutions
have teken vnlace as recently ss last Autumn. The small investor, purchasing invest—~
ment trust shares or contracts on the inctallment peyment plan, hes often been
subjected to excessive seles loads and onerous penalties and forfeitures.

"Implementing the perpetustion of all these abuses is the management's domiratio
of the nccounting practices and tihe scope and content of the financial roports trans-
mitted to the stockholders. The absence of uniform accounting principles has
facilitated the transmission to stockholders of anmuel reports which are often
misleading =nd incomplete.

"This is not a complete catalogue of the deficlencies and abuses whick heve
existed in tie investment compeny industry.  Of course, these abumes do not exist
in equal degree in all classes of investment companies or in companies within each
clossificetion., Some zbuses are peculicr to certain types of companics only. In
addition, some mansgements have taken steps to eradicate some of the defects and,
malproctices prevailing in the industry. Hewever, considering the investment compang
industrvy rs e whole, fundamentel deficiencies and abuses actually or potentinrlly
exist in 211 clecsses of investment companies, and in the sbsence of legisletive
regulation, will contimie or rccur, The problem of the protection of the investor
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and the national economy is too vitel to permit of hephazerd voluntary solutions.

"Investment trusts and investment companies have furnished but comparatively
little capital to industry. For the most part, these organizations have invested
their funds in securities which have been outstanding for some time, On the other
hand investment trusts snd investment companies could be cepable of performing
important functions in the national economy and of becoming one of the important
institutions in this country for the investment of savings, along with benks znd
insurance compenies. As media for investment in securities, particularly equity
sceurities, investment companies may be able to offer more diversificztion end more
competent menagement than the ordinary individual himself can provide, if the
mejor present temptations to management, vnrestrained by effective compulsory
standards of fsir conduct, sre removed. Certain types of investment companies could
be particularly useful to the national economy in supplying the needs of new indus-
trial cnterprises, through equity financing and loans, thereby making avesilable to
these enterprises sources of capltal funds which would otherwise be beyond thelr
reach. Finslly, investment companies, if made into real representatives of the
orrticipeting investors end not of other interests, could become more effective
edvocates of the great body of investors in our industrisl system than the now
inarticulszte small stockholder.

INVESTMENT COUNSEL AND ADVISORS

"The rctivities of investment counsel and other investment advisor” persons
in meny respects offer the same opportunity for zbuse of truat reposed in then by
investors as exists in the cese of mansgements of investment compenies. The
extent of their influence is only vartially indiceted by the fact that the portion
of these advisers studied by the Sscurities and Exchnnge Commission manazed or
gave advice with respect to over $4,000,000,000 of funds. The bill does not attempt
to deal comprehensively with the problem of investment advisers, but is intended
only to eliminate the more obvious basic abuses relating to the type of individual
who ma; register as an investment adviser, profit sharing compensation, unloadings
and perpetration of frauds vpon clients, and assignment of clients' contracts.



