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Senator WacnNer. Exactly., That is what I want to know. You
go back to the registration?

Mr. Scuenker. That is right.

Senator Waenrr. To ascertain what the fundamental policy was.

Mr. ScaENKER. But in determining whether there i1s a change in
fundamental policy, the Commission has to give consideration—it
cannot be arbitrary—to these specific things whieh are enumerated
m seetion 13 (b).

Now, we comge _to sectign 14-——

Scrator WAGNER (interposing). You say if the Commission feels
that there should be any question about the diseretionary power
given therein, vou would just as soon leave that out, so that 1t will
just require an approval by the vote of the common stoek?

Mr Scaesrer. That is right, and T am no gambling man, Senator,
but I will bet

Senator MiLLer (interposing). 1 would not want that change at
all in the last sentence mm seetion (b).

Senator Waenkr., What 1« that, Senator?

Senator MILLeR. 1 say, I would not see any reason for striking out
that last sentence in subsection (b) of section 13. 1 tlunk 1t is the
meat of that whole section, because it is very easy for a company to
high pressure stockholders into a fundamental change. We have
just got to do it. That ties it up with the representations made by
the salesmen of their secutios when they organized the company and
sald, “We organized it for this purpose and we organized it for that
purpose. That is a very good safeguard.

Mr. ScuExKER. We felt so, Senator.

Senator MirLer. I do not see how any legitimate industyry would
kiek on that.

Mr. ScHENKER. Scction 14 deals with sizes of investinent companies,
which 1s not an casy problem.  You may ask, “Well, where did you
goet the figure that a diversified investment company should not have
assets of more than $150,000,000 at the time it wants to sell sccurities?”

Scnator Wacner. We will recess now until 2:30 this afternoon.

(Thercupon at 12:10 p. ni a recess was taken until 2:30 p. m. of
the same day.)

AFTERNOON BESSION

The committee reconvened at 2:30 p. m., upon the expiration of the
recess.

Senator Waoner (chairman of the subeommittee). Mr. Schenker,
will you continue, please?

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

Myr. Scuenkxer. We were discussing section 14 which relates to
size of investment companies; the section provides that the diversified
mvestment company or the fixed trust should net exceed $150,000,000
of total assets; the securities trading or securities finance company.
$75,000,000; and those face-amount certificate companies, which
sell securities which are really unsecured promissory notes, $2006,060,000.

The question might be asked, Why did we impose or recommend
the imposition of any size limitation on these companies? We are
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not unmindful of the fact that it presents some problems. 1 think
you must recognize that investment companles are a dlﬂ’el ent type of
institution than any other type of finanecial institution in existence
today.  You may say to me, “Mr. Schenker, they do not inpose any
size on insurance companies and they do not unpose any size on savings
banks. Your whole legislation is predicated at least in part on the
fact that there is a kinship on the part of those institutions. Why
do you impose a limitation on an investment company aud why, if
vou do, don't you do it in connection with a bank?”

In connection with a bank the type of supervision they get is not
even remotely comparable to the supervision they get here. In a
bank the bank examiness examine every nwestment they have a
right to tell the bank’s officers to mark the investments down to get
rid of bad loans, and <o forth. There is nothing that even approxi-
mates that in this bill.

Senator Waaner. And they are linited in the character of the loans
in which they can invest their money, too?

Mr. Screnker. They are limited 1n the e¢haracter of the invest-
ments they can make,

Senator Waener., That is what I mean, too.

Mr. Scuenker. The fact is, Senator, that you know the average
large-size investment company constitutes today a bigger common-
stock pool than any bank or insurance company in this country.
You take an investment company that has $150,000,000 which 1t ean
invest in any and all common stocks: That is more than all the com-
mon-stock portfolios of all the life insurance companies in this country.

1 have some figures on that which 1 whould like to give you: At
the end of 1939 the common-stock holdings of one of the largest
investient trusts in this country amounted to nearly $120,000,000;
and the common stock holdings of four other investment companies
amounted to $50.000,000 each. In comparison with that, the common-
stock holdings of the largest life insurance companies were entirely
negligible. The Metropolitan Life Insurance Co., for instance, re-
ported only $25.000 in common stocks at the end of 1938; the Pru-
dentia} Life Insurance Co. had $234,000 in common stoeks; and the
Kquitable Life Insurance Co., $18,000 in common stocks.

As a matter of fact, the 49 ld:lo'(/bt ife insarance companies bogothm
according to the Association of Tnsurance Presidents. held only about
$115,000,000 of common stock.  So that you have a situation where
the investment company is a bigger conunon stock pool than all the
49 largest life insurance (*Ompdm(‘q i this country.

Now take that i conjunction with the fact that there is no limita-
tion with respect to the extent to which they can turn over their
portfolio and with respect to what common stocks they can go into.
We shall devolop in a moment, what the effect of no limitation upon
stze can be.

Now let me go on: The smallness of the holdings of these life
insurance companies, of course, is attributable to the fact that they
have got to invest in legals; and that is true of banks.

Let us take the fire instirance companies which do invest in comimon
stock. None of the fire insurance or casualty insurance companies
which are permitted to own common stock, and which do considerable
amounts of common stock purchasing, had a portiolio valued at any-
thing like $100,000,000. The Home Tnsurance Co. had a portiolio
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of common stock at the end of 1938 of nearly $60,000,000~—probably
the largest of any fire insurance company; yet we say an investment
company can have up to $150,000,000. The Hartford group, with
total assets of $172,000,000, held only $17,000,000 of common stocks;
the Great American group, with assets of $71,000,000, had only
$19,000,000 in common stocks; the Aetna group, with $67,000,000 of
assets, had onlty $7,000,000 in common stocks.

Senator TownseND. Is the question of supervision the dominating
influence over the thought of fixing the size of the investment trusts?

Mr. Scuenxker. No, Senator. The ouly reason I brought up the
point of supervision is that 1 do not think you can analogize to a sav-
ings bank or a commercial bank, because the 1nvestments are closely
supervised. More fundamentally, the nature of the investments of
the savings banks is so different from the nature of the investments of
investment companies.

I am not being disparaging when [ say this, Senator; but in essence
an investment company is a blind pool; you turn over $150,000,000 to
them, and they can invest in any common stoek and they can invest
in small blocks, large blocks, highly liquid securities in which they can
get in and out fast, and so forth. 1 shall discuss in a moment the
possible effect of a large common stock pool which is managed by one
interest and what may be some of the consequences on the stock mar-
ket and what may be some of the consequences on the investor,

Senator, we have no interest in size per se. But in the open-end
company, the stockholder has the right at any time Lo tender his
stock and get his asset value: If you were to have a run on that type
of compuany— and it is no different from a run on a bank, Senator--
you ecan see that if you had $150,000,000 invested in large blocks of
stocks, if the time comes when for some reason or other the stock-
holders in the company are dissatisfied with the management and they
decide to tender their stocks for redemption, you will get a program of
liquidation which may result in two things: Tn the fnst place, an un-
desirable effect upon the stock market in veneml In the second place
the stockholder who tenders his stock for redemption a little later

may find himsel{ with an illiquid stock and who may not be able to

-.get his asset value.

Senator TownseEND. Have you any standards set up in this bill
with respeet to the kind of stocks in which they ean invest?

Mr. Scaenker. 1 beg your pardon, Senator?

Senator Townsennp. Do you have any standards set up in this bill
with respect to the kinds of stocks in which they can invest?

Mr. ScHenkER. No.

Senator TownNsenp. Do you think that would be practicable?

Mr. Serenkgr. That in my opinion, Senator, would he an attempt
to influence or dominate management.  This bill has taken metieulous
care, In my opinion, not to tell these fellows how to run their business.
After all, the persons whe are buving it are buving it on the relianece
that Mr. A. who is supposed to be an expert, is running it.  This bill
gives him absolute and unlimited diseretion and power to invest in
any stock, in any industry, and in any situation he wants.  However,
we say there comes a time, when you reach $150,000.000. p‘utu‘uhnl\'
in the open-end companies, where there may be undesirable conse-
quences to the investor and to the public interest.
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Senator Townsexn. Will you give an illustration of why you think
$150,000,000 might be more dangerous than $300,000,000 or less
dangerous than $300,000,000°?

Mr. ScHENKER. Well, Senator, the answer to that is that there
comes & point where you must draw an arbitrary line. Why did we
take $150,000,000?2 Because the people whom we examined almost
unanimously agreed that $100,000,000 is enough. The things that
persuaded us to recommend to the committee that $150,000,000 be
taken as the top figure are several: In the first place, all the witnesses
whom we questioned said that $100,000,000 is enough fer anybody to
manage. With respect to one company in p.)l‘TlCllLlI‘ which is Tun
in a hloh class manner and by one of the finest and most reputable
persons in this industry, we were told by its manager, “When we reach
$50,000,000, 1 have got enough to manage.” There was almost o
unanimouns consensus of opinion that $100,000,000 ought to be enough.

In the second place, when we look at the records in this country of
the investrment companies, we find that the companies that had over
$100,000,000 were the ones that took the worst lickings.  For instance,
the Pacific Eastern Corporation, which is the new name for Goldman
Sachs Trading Corporation, had $£326,000,000 contributed. When
the company was turned over to the Atlas Corporation they had about
$40,000,000. The Umited Founders group, the one Mr. Carl Stern
described, had $500,000,000, and they wound up with $40,000,000.
The Blue Ridge COIpOI‘-lthIl received contributions from the public
of $137,000,000. They had at the end of 1939, $36,000,000. The
Shenandoalt Corporation had a total invested amount of $169 000,000,
and they finished up with $28,000,000. )

Then you have the Centr al Smm Eleetrie Corpmatlon which we
deseribed somewhat this morning. It raised $134,000,000. Today
it has $15,000,000. The Insull Utilities Investrnent Co. started with
$250,000 000 and then wound up with $33,000,000. Continental
Shares, Inc., of Ohio had $111, 000 ,000, and when they went into
reccivership they had $3,000,000.

You may say, %ondtm that that is a matter of coincidence; but
the fact of the matter is, as we learn from our study of every invest-
ment trust in this cmmtry that there seéms to he some correlation
betwceen the amount of Josses that were sustained and the size,

The fact is also, Senator, that even in the British investment
trusts the average size is from $20,000.000 to $30,000,000. Some of
them are in groups. But even when you consider thu groups, we do
not know of a ecase of an investment trust group in Great Britain
which has execeded $300,000,000.

Tt is very difficult to put your finger on the precise reasons why
we take $150,000,000 as the hmlt and net $200,000,000. Our
selection of that ﬁgm ¢ of $150,0000, 00 as the maximum was basced on
the record, it was based on their p(mt experience, it was based on what
we have been told, it was based on the nature of the companies, it
was based on the po*vnh“lltlos and upon our eonelusion that in this
type ol company there ought to be a maximum size.  Although we
felt in the first instance that we ought to recommend $100,000,000,
we inereased 1t to $150,000.000 1n order to cover all existing bltlldtl()]ls

You also must be conscious of the fact that we do not say that if
an investment trust reaches the size of $150,000,000 it has to cug itself
down. If a fellow starts with $100,000,000 and runs it up to $3.000,-
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000,000, this bill does not say that when he reaches $150.000,000 he
cannot make any more money for his stockholders and has to quit.

The only thing we say in this bill is that if you have total assets of
$150,000,000, then you cannot go out and sell new securities to raise
new capital. In other words, when you have reached that point, then
we say you have enough capital to work on; but if you can run $150.-
000,000 up to $3,000,000,000, this bill does not stop you. We simply
say that if you have $150,000,000 of assets, then you eannot start sell-
ing new securities, to get new money as capital.

We made some exceplions for the so-called open-end companies.
We said, “Well, you can sell an amount equal to the amount of securi-
ties which people redeem.  In my opinion that will not compel them
to cut down the size.  The fact of the matter s that at the present
time the largest open-end company has assets of $120,000,000. They
still have a ceiling of $30,000,000 additional.  We say that in our opin-
ion the proteetion of the investor, partieularly in the open-end com-
puaity, requires some limmitation on size.  We think $150,000,000 is a
reasonable ficure at which to cut off that limit. That is this whole
size section.

You will notice that we differentiated between diversified investment
companies and securities trading corporations.  The reason that im-
pelled us to do that is that it was praetieally conceded that a distine-
tion should be made between those two types of companies.  The se-
curities trading company or sceurities finance company gets into con-
trol sttuations, and with %$75.000,000, if vou want to go out and buy
control of corporations in this country, you can get control of a tremen-
dous number of corporations.

The fact of the matter is that the Phoenix Seeuritics Corporation,
with total assets, the last time 1 looked at it—and perhaps a little
more today, because of their Pepsi-Cola holdings— of about $16,000,000,
were able to exereise a great deal of control.  With that $16,000,000,
Senator, as 1 said before, they controlled the United Cigar Stores,
they controlled Loft, Ine., which in turn controls Pepsi-Cola; they
controlled Celotex, and through Celotex they bave a controlling
influence 1o Certain-teed Produets,  They control the Southwest
Corporation and have a controlling interest in Autocar. At one time
thev had a controlling interest in the Lineoln Hotel.  You have such
situations where you can get a tremendous concentration of wealth
in an Inveslment company.

It is quite true that when vou get into controlling mmvestment
corporations, the amount of their assets should be less. Thus you see
Goldman Sachs Trading Corporation with its $360,000,000 of asscts
controlled, and by “controlled’”, I mean 30 pereent or almost any-
where over 20 percent—about $1,600,000,000 of asscts owned by banks,
msuranee companies, and industries in this country. That is the
reason why woe fix that limitation.

We fix $200,000,000 for the so-called face-amount certificate com-
panies because this bill requires, for the protection of investors, that
their assets should be comparable to those of a life insurance company.
Under those circumstances we feel that since they do not invest m
common stocks with all this trading and fluctuation In wvalucs,
$200,000,000 may be sufficient. Perbaps it ought to be a little
higher; I do not know.
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tion of risks and in connection with runs upon these companies, by
keeping them to a fairly reasonable size? Suppose you had a com-
pany with $300,000,000 or $400,000,000, and suppose for some reason
or other, whether ]ustlﬁod or not, that company’s management was
suspect. I you got a run on that $300,000,000 corporation, you can
see the havoe that could result.  If that three or four hunderd million
dollars were spread over five or six companies, you might not get
the same situation. .

In a savings bank they altempt to get sonie protection against runs,
because they limit the amount that a single depositor can have. This
is an added reason, we think, why there ought to be sonie limitation
on size.

I 1 may take a moment to discuss these management contracts,
Senator, 1 should like to say—1 mway be wrong about this—but 1
believe that investment companies ure the only type of companies
where vou have this institution of management contraets. That, to
owr mind, presents an anomalous situation.

Judge Healv called my attention to the fact that you may have an
analogous smmtlon in pubho utility holding company systems, where
vou have service companies which mayv have the management con-
tracts and operating contracts.  However, aside from that possibility,
1 do not know of any other industry, financial institution, or any or-
ganization that has this system of management contracts.  As I said
before, in some respects to my mind, at Im\( it presents an anomalous
\1tuauon Here you invest your money in a corporation. Ordinarily
in a corporation the managerial funetions are performed by the officers
and directors.  After all, that 1s what the corporation is. The
corporation is really the officers and directors.

However, when we come to investment companies, we find the
situation existing where the offieers and directors, if they have not
done it in toto, lave delegated a substantial part of their managerial
functions.  You find a situation where the persons who are Quppnqed
to be vested by the stockholders with the managerial discretion or
funetion have delegated that managerial function to someone else.

That may be almost a complete delegation of function. The only
thing that makes it incomplete is that the board of directors may at
some subsequent time ratify the action of the mariagers; or it may
be a partial ratification of the delegution of function. In any event,
you have the situation where the very purpose for which the company
was formed and the very powers which were supposed to be vested
in the officers and directors are delegated to other individuals, who
may or may not be the same individuals us the officers and directors.

During the course of our investigation there were quite a few people
who said, “David, you will just make yourself a laughingstock down
on the Street if you permt management contructs.””  They said,
“Who ever heard of a nmn‘lgmnm)t contract in a hank?  Who ever
heard of a management contract in an insurance company? Who ever
Lieard of a management confract m any mdusteinl corporation?” .

Senators, vou must realize that the management contract 1 am
talking about is not the same thing as a bonus arrangement made
with an officer who does a particular job. These are formal contracts
by which these individuals are given the power to give investment
advice and in many instances manage the portfolio. Sometimes that
contract runs for 10 vears.  And, curtously enough, although 1 know
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of no other trustee relationship where the trustee can do that, he has
the power to transfer that management contract to someone else.

People down in the Street have told me—people who control invest-
ment trusts— ‘Why should this be auy different from any other
finanecial mstitution? They ought to have paid officers and pan(l
directors.” If they want fo pay themselves a million dollars, why,
that 1s all right; we do not fix the amount.

- Well, that presented, theoretically at least, a potent argument.
However, we made a detailed study of the industry. We found that
although ‘when vou get into the large companies, they could afford to
pay salavies of such size as to attract competent people and people
with ability, on the other hand, when you get down to the smaller
companies, in their eases if you started pmmg salaries, those salaries
would eat up all the ordinary income and all the proﬁts.

So you had this gituation: Should you abolish management con-
tracts and say “Paid officers and directors”? Should vou itry to
differentiate between large-sized companies and small-sized companies?

Well, the Commission felt that under the circumstances if there were
a few elementary safeguards set up with respect to management con-
tracts, they could see no difficulty with that situation.

I know that this is not in accord with the views of many people in
the Street, and the fact is that there are many investment trusts that
have paid officers and directors, just like any bank or insurance com-
pany. However, we said, “If the industry fecls that the practice is
indigenous to that type of mstltutlon we may have some ditficulty with
it, but we would not recommend to this committee that the status be
disturbed.”

{ What have we done with respect to management contracts? There

i 1s not a single provision in sectlon 15 which even remotely assumes to
fix what they should be paid as compensation.

As a matter of fact, in Senator Taft’s State the “blue sky” laws
were recently amended and they have a provision that investment
company securities could not be sold in that State if the management
and operating expenses exceeded 1/ percent of the average total assets.

We do not have that. We feel that 1s a question for the stoek-
holders to decide. If they want to pay a man a million dollars to
manage the fund and if they know they are paying him a milfion dollars
and if they have the right to approve ‘the payment of a million dollars,
this bill says that is perfectly all right.

Section 15 (a) virtually says thut you cannot aet as a manager
unless you are paid in one of three methods. One of those is where
vou get a definite sum per month or per year; that would be a salary
basis. Another is a percentage of the income. The third method
is a definite percentage of total assets—or any combination of
these three.
~ What we aim at really is to kill profit-sharing arrangements, where
a man inakes an arrangement to the cflect that he will take a cut
tof the profits but he does not take any cut of the Josses. It is one
1of these “heads I win and tails you lose” propositions. By and large,
I do not think the industry ﬁndq any difficulty with this provision.
= Subsection (b). provides in substance that the contract has to be
in writing. We felt that that was necessary because we saw some
arrangements, and we have studied hundreds of mwanagement con-
tracts where sometimes the contract was oral and sometimes it was
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just a slight reference in the minutes. Sometimes it was an elabor-
ate contract.

We say that it ought to be a formal agreement between the corpora-
tion and the managers, setting forth—what? The compensation to
be paid. We say that in the first instance it cannot last more than
2 years and that the board of directors shall have the right to terminate
it on not more than 60 days’ written notice. The fourth provision
is that you cannot assign the contract.
~ Let me discuss that last provision at this point, because 1 think
that presents the simplest situation. Here you have a situation where
a person assumes a fiduciary obligation; he is the manager of other
people’s money. If he is through with the job, he ought to go home.
However, instead of that they take these 10-year contracts which
they have the right to assign to someone else.

This provision says that the management contract is personal,
that it cannot be assigned, and that you eannot turn over the manage-
ment of other people’s money to someone clse.

The third part is a provision for termination on not more than
60 days’ written notice. We have made an analysis of a great many
management contracts, and many of them contain the provision that
the manager can terminate on 60 days’ notice. The company should
also have the right to terminate on 60 days’ notice. We feel that
the relationship is really a personal one and that if the stockholders
or the board of directors are displeased with the management, they
ought to have a right to terminate the contract.

The other provision, with respect to the 2 years, 1s to take care
of situations where a 10-year management contract or & 5-year
management contract is voted the managers and there comes a
time-——and 1 shall illustrate that in a moment, with an example—
where the stockholders are dissatisfied with the management, and
the only way they can get rid of the management is to pay these
people a substantial sum of money, in order to get a termination
of the contract.

So we say the management contract can be for 2 years, if it is
approved. Thereafter it is renewable yearly. We say that annually
it has to be approved by the directors or the stockholders. If it 13
for 2 years, it has to be approved by the stockholders. Thereafter
it can be year after year approved either by the directors or the
stockholders.

Now coming to subsection (c), that is an analogous provision for
the person who has the distribution contract with an open-end
investment trust. 1 think the difference in this situation is that
we say 1t does not have to be approved by the stockholders, because
in that instance the stockholder, after he buys the security, has no
more interest in the distributor. - The manager manages his funds.
Once he has purchased the security, he should have no control over
who the distributor should be. 1t is the function of the directors
to select the person to distribute the securities and to determine
what his compensation should be.

In subsection (d) it is simply stated in substance that the manage-
ment contract, if approved by the board of directors, should be
approved by 1ndependent members of the board of directors, and that
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