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But where their big, major holdings are in this category, then I do
have questions —where, out of 60 major holdings, 25 percent of those
major holdings are situations in which they have gotten underwriting
business. NO\\ whether or not the investment company was used
for that ])mpme I do not know. In the hearing we held, it was
admitted that it was of some help to the investment banker. -

I do not think the average investor should be subjected to that risk.
1t has been disastrous, with a person whe is a little hit unscrupulous;
and even to the best person it requires the wisdom of Solomon, it
seems to me.

In section (g) we say that no registered company shall purehase any
seeurity until & year after it has been put out by an investient banker.
In other words, they should not buy the product of the investiment
banker. even though they do not buy direetly, to stimulate the market
for it, until the security has been seasoned for a yvear,

Senator Tarr, That applics only when a divector is a member of the
underwriter?

Mr. Saird. That s right.

Seetion (h) iz a reciprocal arrangenient provision to prevent evasion
of the arrangenient.

Scetion (1) applies to a specific type of company. That = an
exception just to make these seetions applieable to them.

Mr. Heany, Senator, 1 have to get back to the Commission to
make 1 quorum,

Senator Waanek. Yes: I think it is tie (o stop for today, at any
rate. We liave been at this all day.

I am olad vou eame.

Senator Taer, 1 have been in the Senate Appropriations Conunittee
meeting all the time.

Scenator Waaner, Yes; I know the Senator is also busy there,

Mre. Ssmerd. May 1 osav, also i the record, that these trustee
activities of mine are wholly fanuly nmatters. I am not in any other
business,

Senator Waaner, Have vou not gotten aslong withont interlocking
directors?

My Samerw. T have gotten along very wall, As a matter of facet,
the stundards set up in this act do not eome up to the standards 1 have
to earey out and set for m.vsv)f; and 1 have some question about that,
myself.

Senator WaoNer., Yes.  Well, gentlemen, we shall adjourn ot this
time until tomorrow morning at 10:30, then.

(Thercupon, at 4:50 p. ., an adjournment was taken until to-
morrow, Tuesday., Apeil 9, 1940, at 10:30 a. m.)
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TUESDAY, APRIL 9, 1940

UNITED STATES SENATE,
SUBCUMMITTEE ON SECURITIES AND Excnaxc
or THE Banking axo Currency COMMITTEE,
Washington, D. C.

The subcommittee met, pursuant to adjournment on vesterday
at 10:30 a. in., in room 301, Senate Office Building, Senator Robert
F. Wagner presiding.

Present: Senators Wagner (chairman of the subcommittee), Hughes,
Herring, Miller, Frazier, and Taft.

Senator WaaNer. The subcommittes will proceed with its hearing.
My, Schenker, vou may resume yvour statenient.

STATEMENT OF DAVID SCHENKER, CHIEF COUNSEL, SECURITIES
AND EXCHANGE COMMISSION, INVESTMENT TRUST STUDY,
WASHINGTON, D, C.—Resumed

Mr. Scaexger. We have reached section 11, on page 27 of the pill
which deals with the subject “Recurrent Promotion of Investment
Companies.”

You will recall Mr. Stern’s deseription of the growth of the Founders
System where, in rapid suceession they organized investment trust
after investinent trust. The Fouuders picture was not a rare or
unusual one,

Our study indicates, or at least we have the fecling which, in our
opinion, is substantiated by the record. that in a great many instances
the formation of investment companies is not predicated upon any
inherent belief in the soundness of the particular company which 1s
organized, but rather is gencrated for the purpose of having merchan-
dise which the distributor can sel].

When you have that close association between an investment com-
pany and distributor—and the distributors do engage primarily in
the distribution of investment-company sceurities and have tremen-
dous selling organizations—after a particular company loses its sales
appeal it is almost incumbent upon them to stort organizing another
mvestment conipany so they may have more merchandise to sell.

The basic philosophy of section 11 is that the investment-company
industry——and “ndustry™ is a most unfortunate word, because it 1s
not an industry but it is Hke a savings bank - is not o device merely
for ereating securities which people can peddle.

Now, in connection with that let me just give some indication of
the extent to which this practice of recurrent promotion of investment
companies can be carried.  We find that one of the companies engaged
primarily in distribution of investment-company securities, organized
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from 1924 to 1932, 12 investment trusts. In one year alone that dis-
tributing agency was responsible for the promotion of 1, 2, 3, 4, 5, 6
mvestment trusts.

Senator Waener. Do you mean in 1 year?

Mr. SceENKER. In 1 yvear there were six investinent trusts, manage-
ment investment trusts as contradistinguished from the fixed trust,
because you may get the argument in the case of the fixed trust that
there is no manusgement involved—it is just a package of securities
deposited with a bank, and an interest in that fixed trust is sold to the
public.  But I am now t{alking about management investment com-
panies.

Senator Frazier. Do you mean that was done at one and the
same time?

Mr. Scaenkrr. Within o year. Practically every 2 months a new
investment company was brought out by that distmbutor.

Senator Wacyer. By the same group, do you mean?

Mr. Scaenker. By the same--shall 1 say, individual? He was in
the business of distributing investment-company securities.

Senator Fraztkr. If they are doing an honest business what is the
excuse for organizing all these different investment companies? Why
not one company instead of a dozen companies?

Mr. ScuenkEr. That is precisely the attitude of the Commission on
that subject. We say that if one is really in the investment company
business as an instrumentality of furnishing expert management and
adviee to the small investor, and is interested ‘'n managing the money
and in being compensated by management fees, then he ought to be
able to form one company, raise money, and devote all of his time
and effort to the management of that company; that he should not be
in the slightest motivated in the formation of these investment com-
panies by the profits he may make through the sale or peddling of
securities.

Now, that is not the only situation. Then you have another com-
pany which was in the business of selling investment company securi-
tles, and they organized one, two, three, four, five fixed trusts, and
then within 2 years organized one, two, three management investment
companies.

Don’t you see, Senator, at a eertain point in the development of
these institutions the major portion of the profits may be mm the
distribution of securitics rather than in the management fees one gets,
because when they sell those securities they get a sales load, and with
these big distributing agencies they have to keep generating mer-
chandise to sell,

Now, let me give you an cexample: Only recently an individual
came to me and said-——and he was associated with one of the invest-
ment trusts—he wanted to organize another investment trust. 1 said,
“What kind of trust are you going to organize?” Hce said “Well,
my salesmen tell nie that the kind of invedtment company they can
sell is the investment company where the iuvestor gets a check
regularly.”” Now, such a man is not interested in where that cheek
comes from, whether that check really vepresents dividends or earn-
ings. The investor will find it difficult to distinguish between a case
where he is getting earnings and where he is getting a part of his
money back. This man was going to set up such a trust where an
investor would be getting 9 percent on his money. I said to the
man, ““ You know vou cannot earn 9 percent; in fact, vou cannet earn
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6 percent, because our statistical analysis shows that the ordinary
income such an institution can earn is usually about 2% to 3 percent.”
He said, “T know that, Mr. Schenker.” T then said, ‘“Well, why?”
He said, “What I will do is this, T will pay it out of earnings if there
are earnings, out of capital gains if there are capital gains; and if
there are no carnings or capital gains [ will pay it oul of serviee.”
I said, ““What will you charge?”’ He said, ““I will have that 3-percent
load, and [ will have onc-half of 1 percent in management fees on the
total assets.” 1 said, “It scems to me the only thing you are doing
is charging the public a 9-percent load and vou have the one-half of
1 percent management fee, and you are giving the investor back his
own money in drips and drops.”

After we threatened 1o stop the proceedings he fixed up the pros-
pectus a little bit, and today he is selling the securities of that invest-
ment company.

Now, aside from the rapid formation of these companies, one after
another-—and vou can see, Senator, that these people do not make
any substantial investinent in these investment companies. In an
extreme case all one needs, is a lawyer and $125 to get articles of
incorporation in Delaware, a couple of salesmen to start out peddling.
He gets money from the public, and he gets management fees and
distribution fees.

Now, aside from that vou have this problem: They organize one
imvestment trust. The secarity of that investiment trust loses its
sales appeal. Thereupon thev organize another mvestment trust,
and what do they do?  Then they start switching from one investiment
trust to another, and our record indieates-—and if the members of the
stibcommittee are interested, they will find it on page 214 of our report
on fixed and semifixed investment trusts-—that there were as many as
six switches from one to another,

On page 215 of the report vou will find where we had one case where
there was an investment trust organized and there was an exchange on
November 3. 1931.  Then another trust was organized and there was
an exchange in 1934 ; then another one was organized, and they were
switched into an open-end eompany.

We say fundamentally this business is a business ol [furnishing
management advice to small investors,  In our opinion the only way
vou can stop this business of putting the emphasis on distribution
and running the whole investment trust with an eve to distribution,
is to say that vou cannot, any time vou want, organize an investment,
trust.

Senator, one cannot organize bank after bank; one cannot organize
insurance company after insurance company, and we feel they should
not be allowed to organize investment trust after investnient trust.

Now, section 11 of the bill says what?  1{ vou ovganize one invest-
ment trust, then within the period of 5 years you should not he allowed
to organize another investment trust if vou are going to be the nunager
of the new investment trusi.

Now, we concede that the S-vear period is an arbiteary perlod, but
we also have the feeling, frony our study, that within 3 vears o man
ought to be able to get up for hmnself a sufhicient pool to make it pav
him to rin 1t. I vou have any shorter perlod, then vou are going to
get a recurrence of what happened in 1932, 1933, 1934, and 1935; and
vou are going to get a recurrence of what happened in the case of these
fixed trusts with all the switching.
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Now, there is nothing arbitrary about this because we say: There
may be Instances where there may not be any undesirable aspects to a
person organizing more than onc investment trust. You may get
sttuations because of the tax situation or other circumstances, where
an individual may have liquidated one trust, or severed his connection
with one trust, and he may want to organize another trust.

Then we say what? Insubsection (d) of section 11 wesay: Insuch
a situation if he can make out a case that he ought to be permitted to
organize another investment trust, then the Commission shall by
order, conditionally or unconditionally, exempt the promoter from the
prohibitions of this section (d). We try to set forth in some detail the
things the C'ommission should consider in passing upon such an appli-
cation.

Now, if 1 may take one more imoment on that: You take the
Goldman Sachs Trading Corporation. Goldman Sachs was sold to
the public in December of 1928, and they raised $100,000,000. Within
a short period of time Goldman Sachs Trading Corporation arranged
for a merger with Fimancial & Industrial Securities Corporation
another mvestment trust, which had $117,000,000 of assets,

Now, this may be of interest and it is a little aside: The Goldman
Sachs Trading Corporation stock was selling on the New York Curb
Exeliinge for $135 a shave. 30 percent above its asset value. Fmancial
& Industrial Corporation stock was selling at $140 a share although
its asset value was $70 a share. Thus the stock of Financiad & Indus-
trial Corporation was selling at a one hundred percent premium.
What happened? On February 4, 1929, the Goldman Sachs Trading
Corporation started buying in its own stock on the New York Curb,
and, Sepator, within a pertod of 4 days what do you think was the
dollar amount of stoek bought back of the Goldman Sachs Trading
Carporation?

Senator Waener. Do you mean of its own stoek?

Mr. ScHENKER. Yes. It bought back $46,000,000 of its own stock,
pushed the price up from $135 to $220, and was buying back its own
stock at $220 when 1ts asset value was $110, thereby paying $110 a
share premium for its own management. Well, they had to do it to
make that exchange. Financial & Industrial Securities Corporation
stock had a market of $222 while Goldman Sachs Trading Corporation
stock at a market of a hundred and ten, although thetr asset values
were the same.

You have the Goldman Sachs Trading Corporation with $234,-
000,600.  Withim a few months, on July 23, 1929, thev organized the
Shenandoah Carporation and raised $62,500,000 of the publie’s money
in that corporation; and then, shortly after that, in August of 1929
they organized the Blue Ridge Corporation and got $81,825,000 from
the public.

Senator WaieNeR. Is this all the same group?

Mr. Scuexker. This 1s Goldman Sachs & Co., organizing the Gold-
man Sachs Trading Corporation, and then Shenandoah and Blue
Ridge. 1 think there was a joint sponsor in the latter situations.
Then they arranged for an exchange of Goldman Sachs Trading Cor-
poration with one of the biggest bank holding companies on the Pacific
coast, so that by September of 1929 the Goldman Sachs Trading
Corporation had raised $326,000,000.
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What did they have in 1932? $33,000,000, and in our opinion,
Senator, a good part of that loss was of course attributable to the
stock market decline, but another part of that loss was because thev
had such large funds to invest. What was the result? This was the
result: This chart, which [ would like to introduce in evidence—-—

Senator WagNgR (chairman of the subcommittee). That may be
made a part of the record.

(The chart entitled “The Goldman Sachs Trading Corporation” is
made a part of the record.)

Senator WaeNER (chairman of the subcommittee). You may
proceed, Mr. Schenker.

Mr. Scuenkugr. This chart i3 the result.  In their prospectus what
do you think they said the nature of their business was going to be?
To trade in securities. What did they wind up with? They wound up
with a 32 percent interest in the Manufacturers Trust Co., upon
which they lost in 1932 and 1933 $70,000,000. They wound up with a
49 percent interest in Frosted Foods, which cost them $13,000,000
and which they lost almost completely. They wound up with
insurance companies and banks and promotional adventures.

If you will take a look at this, and 1 consider this & matter of some
importance, and Mr. Waddill Catchings who was in charge of that
corporation denied this; but if you will look at this picture, what do
you find? They had the investment trust buy institutions which
were big purchasers of securities, banks, and insurance companies.

Now, Goldman, Sachs & Co. had been bankers for a great many
industrial companies, but they had never been bankers for any public
utilities. Well, we find that suddenly they put up a large sum of
money to build a Mississippi barge line. You also find that they
accumulated, or had the investment company acquire, some of the
largest distributing agencies for securities throughout this country,
and one of the largest wire houses throughout this country.  You will
find that they took a half interest in the company which was going to
build propertics in New York.

You mav say that Is fantastic, but vou bave a case where the
Goldman Sachs Trading Corporation may have been using the funds
of the public essentwaily to help Goldman Sachs & Co’s. bhankinge
business.

One of the investments they made, or that they had the trust make,
wasg in the Grevhound Corporation. a bus company. In the files
we find this letter, which they furnished to us. After the snalyst
describes the nvestimment as a veryv speculative one, we find this
paragraph:

The eonnection with the company should prove valuable in othier wayvs.  [n
the first place if the iudustry develops as it gives promise of doing the contact
should prove of material value to Goldman Sachs & Co.

You do not see any statement to the effect that the contacts
should be of value to the investiuent trust:

With the expected stabilizing of the industry, the conneetion should give
rise to finaneing opportuunities.  In the future the Motor Transit Corporation
Ithe original name of Greyhound Corporation} may be expected to require capital
for additional expansion, the simplification of its present capital structure, and
the possible acquisition of a larger interest in the two western holding compaunies,

Now, that is all that section 11 of tbe bill says. Section 11 savs
that these are institutions in which the public puts their savings to
recetve diversification and expert management., That is the prinmary
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purpose; the distribution aspects should be secondary. The distri-

butien aspect sbould not be the primary thing that motivates the

formation of these companies.
Now, we go on tofsection 12

Senator Tarr. 1 E s

do 1ot sec what basis there is for saying that
having organized one, he cannot organize another. I can see why
we might prohibit an investment banker from having an interest in
an investment trust; but after he once promotes it and is through
with it, why should he not go on the next year and prormote another
one? What has Goldman-Sachs got to do with it?

Mr. Scuenker. That was just an illustration, Senator, of the
rapidity with which these things were formed. 1 asked Mr. Sidney
Weinberg, a partner of Goldman, Sachs & Co.,““ Why do you form them
so rapidly?” He said, “ Well, the people want them.”

You were probably not here, Senator, when 1 started the discussion
in which I said that if we permit this constantly recurring promotion,
the thing that might motivate constant promotion of these companies
is not any inherent belief in the economic soundness of the set-up
generally, but a desire to manufacture merchandise which may have
sales appeal at the moment.

Senator Tarr. That is the object of all promotion in this country.

Thatis the way wegot ahead—by promotion. That statement assumes
that promotion, in and of itself, is a bad thing. I do not see why,
admitting that it is perfectly proper, possibly, to prohibit anybody from
promoting a certain kind of investment company, after he promotes it
and starts it on its way, I do not sec why he could not start another
one next year, if he is out of the first one. I do not sec what that
story has to do with this particular section which you are discussing,
except to stir up prejudice.

Mr. Screxkgr. Oh, well, Senator Taft, after all, Congress directed
us to wmake a study-- —

Senator Tarr. No; I amn objecting to vour using this to support
this scetion with which it has no relation.

Mr. Scuenk®r. The fact of the matter is, Senator, that 1t appears
to me that it has relation, because here you have Goldman-Sachs & Co.,
bankers——-

Senator Tarr. Your whole argument is directed to the one question
of an investment company not having an interest in an investment
trust, with which 1 wholly agree; but 1 do not see what it has to do
with section 11 (a) which you are discussing.

Mr. Scuenkrgr. Well, onsection 11 (a), Senator, our study mdicates
that when an individual has a distributing organization with a tre-
mendous overhiead, the impulse may be to create these companies in
rapid sneeession, not with any inherent belief in the economic sound-
ness of the tvpe of company he is ereating, but because that particular
institution has sales appeal. 1 illustrated that with an example where
a person bad one, and his salesmen told him they could sell the
type— -

Senator Tarr. That has nothing to do with section 11 (a). I want
_to know why, if & man has promoted an investment trust one year,
he should not promote another one next year.

Senator WaeNER., Are they dissociated?

Senator Tarr. They may be.




