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part of the contributors o these funds Teceived no voice in the direction of the
management of the company, and that, on the other hand. sponsors and pro-
moters who invested a very minor pavt of the total contribution placed them-
selves in the exclusive position to determine the policies and activities ot the
compapies. As a result of the study the Commission concluded that this un-
balanced allocation of voting privileges—the fact that a substantial proportion
of security holders were disfranchised of any voice and the fact that, Tor a
minor confribution, a certain class of security holders constituted themselves
the arbiters of the company—was largely respousible for many of the abuses
and defects which developed in the course of the histories of the companies.
Nuch practices as “dumping” and “unloading,” hazardous investment. projects,
consolidations and mergers, dividend and repurchase policies, market opera-
tions in the securities of the investment companies—activities frequently very
prejudicial to the interests of the classes of security holders which were not
given representation—would very largely have been minimized had more
vepresentative and democ atic votfing privileges been extended to the outstand-
ing security holders of the companies.”

Since existing capital structures, which were formed on sueh a pattern, are
not disturbed by the proposed bill. it was deemed advisable to lodge in the
Commission, nfter a lapse of 2 years from the effective date of the proposed
bill, the power fo intervene on hehalf of the public investor in such cases where
the existing distribution of voting privileges had come to be patently inequitaive
and constituted a redl menace to certain classes of security holders. The bill
does not provide for any alteration in the rights of security holders to assets
and dividends, nor for the disturbance of any priorities, nor for the moditication
of the proportions of profits or earnings payable to the holders of the different
classes of securities, nor for any additional safeguards for the holders of any
of the classes of securities, nor for the diminution of any other advantages
which sponsors and promoters may have elicited through the variation in
righty and privileges of classes of security holders. The hill, however, would
allow the Commission to direct a company in which there is a demonstiably
inequitable distranchisement of ontstanding cecurity holders to make a readjust-
ment of voting privileges which would give the disfranchised clussex some
representation. ’

Several sponsors of investment companies expressed dissatisfaction with this
provisions of the proposed bill.  Raymond D. McGrath, execntive vice presi-
dent of General American Investors Co. e, said: “We would be forced to
aceept, pursuant to section 18 (). whatever restrietion of owr voting rights
the Seewrities and KExchange Commission might deem fo be equitable.”  In
speaking of the possible offect of section 18 (d) as “a restriction of our voting
yights” rather than as an exfension of same voting privileges to other classes
of security holders. Mr. McGrath is nof, apparently, viewing the problem from
the standpoint. of the security holders i a whole. but is obviously identifying
himself with sponsors who, by an original disproportionate allocation of voting
rights, secured control of investment companies, and may uow he reletant to
be subjected to the possibility of any rextriction or diminution of their voting
preeminence,  The contention ix made that section 15 (d) may bring about the
receipt by certain classes of secarity holders of a voice in the management
not grauted thenn in the original contract, to wit: That voting privileges were
not “nominated in the bond” when the sponsors sold certain classes of security
holders their securities. It ix significant, however, that at the time they testi-
fied before the Commission many sponsors acknowledged the existing inequities
in the gistribution of voting privileges and conceded that a more equifable
distribution was extremely desivable for fthe industry at large.

Christie P. Hawilton, of Mlmminating & Power Securities Corporation, testified
at the public examination before the Clommission:

“A. Well, T think the ideal position would be that the investments should have
votes according to the actual cash invested, Inrgely.

41 don’t know how it could be worked out nndernenth the corpovation laws of
the varions States so that that counld be hrought ahaut, but in my experience I
think we have u sitnation where stockholders have investments, and certain rights
have hoen taken away from them. Ther have ereated privileged stocks which
have the eharucteristic of a bond without any vote and then they create a large

10 part Three. Chapter V of the Reporl eontaing many examples of the immediate and
prospective control of investment companies secured hy sponsors with a disproportion-
ately small investment. Chapter V alxo shows how widespread in the investment com-
pany fleld have been the many advantages to the sponsors and disndvantages to the public
investors resulting therefromn,
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amount of conunon stoek which will outvote the preferred stock, and therefore a
very small investment may have the result of controlling a great deal of capital
that ix ahead of it.  And if everybody i% as wixe as God, it would be a fine situa-
tion to have that control ; but we sire not,

“() 1 take it you would be against nonveting prefevred?

“A. I think that the man who puts his money in thix corporation has a right to
vate s he soes fit, and if the management is deemed unfit, thut vote should have
the power of removing that mauagement.  Is that ciear?”

Leland It Robinson of the Founders Group decliured in bis prepaved statement:

“N 1. Encouragement should be given to that type of fuvestient company set-up
involving a wide public distribution of one (ype of capital stock, each share
possessing A vote: while voting privileges should also be accorded to preferved
stock in suel o way ax to minimize the opportunities to swing control of large
amonnts of eapital through possession of dominating blocks of common stock.

“V. An end should be put to auy special types of promotional or control stock,
at least in connection with investment companies offering their sccurities to the
public as investment trusts,  The capital structure should be simple and clearly
defined.”

Floyd B. Odium, of Atlas Corporation. dectared in his prepared statement :

“I atso think that directors should represent all stockholders and not any clisy
or gronp and. consequently, that so-called minorities should not be left either in
theory or practice without representuation.”

Morton . Fry, of Relinnce International Corporation, testified :

“). But you state in that tetrer, ‘It has always seemed to me to be somewhat
questionable o have the stock which has paid in such i small amount of money
to have such o disproportionate voting power.—A, I think that was rather a loose
uxe of the word ‘always" It may be due to the fact that 1930, 1931, and 1932
seemed interminable. I don’t know.

). What is your prexent view on that? 1o you agree with Professor Ripley
of Harvdvard, that the people who put up the money should have the voting con-
trol*=—A. L most certainly do. L most certainiy agree that the people who put the
money should have voting control.”

It might be pointed out at thix fime that section 18 (d) does nor re-
quire, even in the proven cases of Inequities to which the section might be
applied, that senior seeurities receive voting privileges in the proportion in
which they contributed to capital, as some members of the industry recom-
mended. Nor does it require that classes of secuarities treceive voting privileges
in the ratio of their current iutevest in the assets of the company. Under the
seetion, the company can be required to take steps only when the particular
condition of the individual company—such ax interest or dividend arrearages
upon or impairment of principal of senior securities added to the coneentration of
control in the hands of particular classes of xecurity holders—makes the
existing distribution inegnitable: and the company ecun be divected ounly to
effect such a redistribution as will be “equitable” in the light of the special
cirenmstances.  There is nothing in the proposed act compelling an equaliza-
tion of voting privileges,

The most patent application of the Nection would probably be found to
be in cases of classified common stocks, i e, where a security has been labeled
as gt common stocke and hes been deprived of any voting power, whereas an-
other type of common stock, though having no asset value, is entitled to all or
the major part of fhe voting power,

Earle DBailie, president of Tri-Continental Corporation (Mr. Quinn, the
executive vice president of that company testitied at length before the com-
nmittee) . testified as folfows af the pablic examination:

“AL That would be an example of what [ was talking about. It seems to
me anybody who has equity money in it, or in the ordinary course of events
there should he one class of common stock, aud it shonld have the same pur
value and the same voting right<. no matter whom it is owned by. 1 do not
think it is effective gr useful to have different classes of common stock.
There may be some special cases where that works o hardship, but in general
1 think the rule should be ‘one share, one vote.'”

A special study was made of the relation between voting power and asset value
of the “special management stocks™ or “class B stocks™ at the end of 1939, Of the
11 closed-end compunies having a class A and class B stock, the ¢lass B stock had
1o asset value in the case of § companies and a very insignificant asset value in
the case of 4 other companies. In all but one of the 11 companies the “manage-
ment stock™ holds effective voting control, the one exception being American
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Capital Corporation, where the preferred stock has sueceeded to exclusive voting
power becanse of arrearages in its dividends: and that company is controlled by
Pacifie Southern Investors, Inc., which itself is controlled by the votiug power of
a “class B” stock which has no asset value.

Of the three open-end companies which had classified common stocks, twa are
controlled by the “muanagers’ shares™ which are entitled to only a very small
proportion of the assets, while in the case of the third company the “managers’
shares™ were converted into “investars’ shares” on October 11, 1931,

Exhibit E anexed shows in tabulare form the comparative rights in distribution
alnd voting privileges of these companies.t!

An examination of the data on 16 Inrge management investiient companies dis-
cloges in each case the striking disproportion between the relative equity of
various classes of securities in the net assers of the company and the distribution
of voting power.  (See exhibit ¥, anuexed.) In the case of two compunies where
the seniot securities are “under water™ and in arrears with respect to dividends—
and. of course, entitled to all the assets of the company—the senior securities have
no voting rights at all.”™ In other companies where the senior securitles are
“under water” ansl in arrears, the senior sccurity holders who have one vote per
share still have no effective voice in the matnagemeut because of the Jarger nnm-
ber of common sharesx outstanding.’ In the other cases, the senjor sceurities
had either no, or a very slight., voting power, although they were entitled on
involuntary liquidation at the end of 1959 to all oy a great part of the assets of
the company.”

tPhe following is a sunmmary of the present status of the voting power in these
companies :
CLOSED-END COMPANIES

Capital Administration Company, Ltd.: Preferved, elass A, class B: Altbough class
B has no asset vaiue (and claxs A is under water) class B has the right to elect two-
{thirds of the board,

Bankers National Investing Corporation: Class A and class B: The class B stock
is entitled to 1,98 percent of the assets; has the right to elect a majority of the bonrd.

American Insuranstocks Corpors n  (December 1937): Preferred, class A, class B:
The preferred votes because of arreaviages, nevertheless the class B3 stoek having no asset
value has (2.6 percent of the voting power,

American Capital Corporation: Prior preferred. preferred, elass A, elass B: The
preferred bas exclusive voting power due to arrearages, but 2 percent of the out-
standing preforred ix held by acifie Routhern Investors, Inc., \\huh ir itsekf controlled
by an assetless B stock

Pacific Soutliern Investors, Iuc.: Debentures, preferrcd. class A, class B: The class B
stoek which will have no asset \dlue until the compnny’s assets almost double has 76.6
percent of the voting power.  This controls American Capital (uummrinu above,

Italian Superpower Corporation: Debentures, preferred stoek, c¢la A, class B: The
cluss B stock althiongh it has an asset value of only $500,000 ont of $'§0 R00,000 of assets
has exclusive voting power. . .

Railway and Utilities Investing Corporation: ¥3 and $3.50 converrtible preferred stock,
class A, and elass B The class B with no asset value has the right to elect the major 1ty
of the bhoard.

Ifederal United Corporation: Preferred, cluss A, and class B: The class B whieh has no
asset villue has 70.6 percent of the voting power.

The Reserve Investing Corporation (December 1937) @ Preferred, class A and class B:
The class A, which are the management shares, have exclusive vating power altheugh
entitled to 19\5 than 1 pereent of rh(' net assers,

Fairtield “eountws Corporatlion : Preferred stock, class A, and elass B: The class B
stock, entitled to 30 percent of the assets has the exclusie voting power.

Railway & Light Securities Co.: Preferred stock, voting common sfock, and nonvoting
COmmon \tud\, 110 ferred stock a resular vete per shave; only a fractional parr of
ihe vommon stock is distranchized,

First Investment Counsel Corporation and Third Investment Counsel Corporation give
A vote only to the 30 eclass B shares outstanding in the case of each company. These
shares arve entitled to only an insignificant proportion of the assets.

Investors Fund ¢ on October 11, 1931, converted the 700 managers’ shares into the
sime number of investors’ shares.

2 (jeneral Publie Serviece Corporation : Italian Superpower Corporation.

B American Superpower Corporation ; Central-Ilinois Secuarities Corporation: Central
States Electric Corporation ; Commonwenlth Securities, Inc.: Selected Industries, Inc.;
Ntandard Tnvestfing Corporation: United States & International Securities Corporvation ;
and Western Rewxerve Investing Corporation.

4 [n United States & Foreign Secaurities Corporation, the 2 classes of preferred are
entitled on liquidation to 78 pereent of the net assers. The second preferred is $49
o share in arrears with respect to dividends. Neither of these classes had voting rights
at the end of 193¢ In the case of (onm al Shareholdings Corporation, the preferred is
%% a shave in arvrears and iz entitled in involunta llquulutmn to 84 percent of the total
net assefs, yetr the preferred-stock holders may e se only § percent of the voting rights.
The senior gecurity holders in the Rquity Usrporation are entitled in liguidation to all
the net aseets. yet the comimmon has 935 percent of the total voting contvol. In Tri-Conti-
nental Corporation, the senior security holders have a TQ-percent equity in the net assets,
but enly 6 percent of the votes. In General Amervican Investors ('o., Inc., the debenture
and preferred hnldnl together are entitled on liquidation to 46 per cent of the net assets ; B
1he pre:ormd has 5 percent of the total voting shares,

3
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It <hould be noted that these unbalanced distributions of voting privileges
stem from the patterns of capital structure devised by sponsors and promofers
at the inception of the compauies.™

Paul . Cabot of Srate Street Investment Corporation expressed concern
that o possible effort in the way of equitable redixtribution of voting privileges
in specific caxsex might force “‘the bLreaking of many Jegitimate contracts that
have been entered into in good faith by the contracting partiex.”  Eleven years
g, when investment companies were being formed en masse, Mr. Cabot wuas
apparently less impressed with the “good faith” of spounsors who organized
investment companies with the public given little voice in the dirvection of the
nunigement of the companies.  Mr. Cabot, in an article in the Atlantic Monthly,
which has been previously eited at these hearings, wrote ax follows:

“Sonte mouths ago, in testifving before o committee of the New York Stock
Exebange, T wax asked to state briefly what were, in my opinion, the present
dbises in the investmeni-trust movement. My reply wax: (1) dishonesty; (2)
inartention and ivability; 3y greed.

“It iz of the last of these that I now wixh fo speak. You may be asked to
subseribe to a (rust that is both honestly and ably rag, and yver find it inadvis-
able 160 do = «imply because there is nothing in it for you. All the profits go to
ithe promoters and manngers”

“Therve arve an infinite nwunber of ways whereby thisx mnduly large slice of the
spoils is kept by insiders. They may own all or a very large percentage of the
equity stock: they may have warrants and options: or, more rarely, they may
be able to take ont the money in the form of expenses or managerinl fees of one
sort or another. * * % Phe wmost common wmethod of aecomplishing this
coeselt on 1he part of promoters is un ceceedingly complicated capital structure,
There are many investment trust prospectuses in which it takes literally Lours
to fignre just how profirs arve to be divided. 7To those not trained in finance

i The discussion by Arthur Xtone Dewing (Iinancial Policy of Carporations) is of
inferest in this connection :

- Pseudo-I'referred Stoeks.—'This in brief was the original inteut of preferied stock, but
during the last quarter century, especially in the financing of industrial and public
utility enterprixes, prefirred stocks have been used for the purpose of enlisting capital
from the public on what appedar to be liberal terms, in such a manner that the control ot
the enterprise is held by an issue of commnon stock which stands for no investinent.
Preferved stoek, issued uuder sucll conditions, is mevely common stock with all the
attendant risks and none of the adviantiages, since the holders of fhe so-called common
stoek have entire control. with no acrual investment in the enterprise.  The simplest case
of thix character is represented by a finaneisl plan iu which the tangible assets arve
exactly  rvepresenied by preferred stock and the common stock s issued for control
purpes=es only.”  (I'p, 47-48.)

Ed kS

# # # = *

# % The managers, wito may own only tlie common stoek, become iutoxicated
with theil success in o small way, and ralsely assume that still greater suceess will follow
the expansion of the business.  They, being owners of the common stock, have everyiiiing
o gain and nothing to losce: the preferred-stock holders, being limited in the amoout of
rheir dividends, have everything to lose through fhe tailure of the expansion and nothing
1o gain through its success. It is for their advantage that the husiness should he smuald,
compact, and able to resist depression and possible tightness of the money market: a biyg
business adds nothing to their security, but it does jeopardize (he maiufenance of their
dividends." (P, 58)

S = * *

“Above all else it is essentinl that nothing in the prelferved stock contract may be inter-
preted as giving the stocklolders an actual {ien an the corporate assets aheid of the notes
and current obligations which it Is proposed to nesofiate in the future. Al the other pro-
vikians of the preferrved stock issue are innocuous ‘safevuards’ which help the sale of the
stock among investors, withour embarrassing the confomplated policy of corporate expan-
~ion on the one hand or giving real security to the stock on the other. Bven the com-
pulzery redemption of preferred stock veterred to later, when adroitly worded by a corpora-
tlon's counsel. can be inferpreted as au inteniion rvather than as an enforeible provision.
They are the showy trappings of the advertising mianager—mere trimming (I'p. 60-61.)

“One may hazard the supposition that the typical financial structure of the immedinte
fmrare will be much simpler in form. The further cxtension of the intermediate scceuri-
tics—securities which attempt to combine the investment stability of bonds and the income
inerease possibilitiex of common stocks—ix probably closed. Investors wish to know
exactly the kiid of thing they buy., They have come to realize. for a fow years at least,
thar they cannot buy two things for the price of one. They cannot wet hoth security and
1the opportunity for increase of income for the cost of securitv ajone,  If this is troe, cor-
poritions. nnable to tind a market for the intermediate secuiities, will probably insisc on
w simpler finaneial structare, The charaereristies, both the privileges and the limitations,
af their tonds and their stocks will be more clearly defined. It ix quite possible that com-
mon stock and common stock alone will again Le tound in the financial struetures of all
types of corporations; and it ix guite possible that the bondhelder will De given certiain
rights in the management of the corporation. such as the right to eleer one or more
directors or the right to exercise n controlling influence on the major plans of expansion. If
that ix done, the Jegal implications of the fundamental distinetion berween creditor and
cwner will be sfill further obliterated.” (. 67.)
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the task becomes impossible, and thie promorers have accomplished their purposc.
Certainly a clear stutement of how the money ix supplied, and the profirs divided,
together with a simple. straightforward capital structure, is highly desirable.

“Another danger, usually the result of yreed, takes the form of @ rery Jarge
funded or floating dcbt or an ercessive issie of preferved stocks. Very often
the managers id promoters receive their compensation aud profit in the for
of common stock for which they have paid Iittle or uothing, There is nothing
to criticize in this procedure if if is clearly and simply stated so that all ean
easily understand.  Ax s pojuted out in such cases, the mandgement receives
nothing until it bas earned and paid some fixed percentage on the senior secu-
Fities. Tn other words, the compensation ix dependent npon the suecess of rhe
enterprise. But the difficulty is that the manayement or prowoters have put up
only a small pereentage of the total frnds. I the caterprise isa vounplete failure,
they have tittle or nothing to Tosc. 1 ix natural, therefore, that they should take
the attitude of ‘Let's either win big or nothing.” This they accomplisii by a very
heavy pyramiding process. 1 do not betieve that there are many people who
with only $100 equity wonld, as a general practice, proceed to borrow and
buy anyvwhere from $800 to $1,000 worlle of securities, and yet that ix exactly
what many investment trusts are doing today.

“phere s another Qifficolty to which pyramiding Jeads.  With very heavy
fixed charges and preferred dividends to meet, the managentent is under the
constant necessity of producing a large dollar income the first and every sye-
ceeding veur of operation with which to meet the relatively large fixed charges.
This pressing necessity to produce inmedinte aud constant income forces the
investinent of a latge proportion of funds in seenrities of a less desirable type.”
[Italies supplied.)

It is trne that in that article My, Cabot warns against “over-regulation”™ aund
states: “All that legisiation should do is to require a degree of publicity thet
will enable any investor to form a sowd opinion.”  The study compels the
Commission to differ with Mr. Cabot on the offectiveness of mwere publieity.
In the first place, publicity will not help the investors whoxe contribution
has already been secnved for the types of capital structures so strongly con-
demned by Mr. Cabot. Nccondly, the exposition by Mr. Cabot of the lack of
sensitivity of the average publie investor to the niceties of capital structuve
and the subtleties of the rights and privileges of security holders would appear
to show clearly fhe ineffectiveness of nere publicity.  To quete Mr. Cabot
again from the sawme article:

“There are manhy investment-trust prospeefnses in which it takes literadly
hours to figure just how profitg are to be divided. To those not frained iw
finauee the task becomes impossible, and the promofers have aceomplistied
their purpose.”

mul (L Cabot in his  testimony counnenting on section 18 () of the
juvestment-company M} cites the hypothetical example of a company formen
with $5,000.000 of preferred stock and $5,000,000 of common stock which has
paid preferred dividends regularly, but has had its assets yvednced fo $7.000,000,
The preferred stock is fully covered but the eqnity of the commion stock has heen
reduced 1o $2.500,000.  The preferred stock is selling at o murket discount, to wit,
$80 per share.

At this point Mr. Cabot enters upon a number of suppositions, to wit:

1. The Commission will eXercise its discretionary  power of redistributing
voting privileges.

9 The Commission will grant the preferred <tock two-thirds of the entire
voting power, and reduce the voting power of the common stock to one-third
of the whole. :

4. 'Fhat the preferred stock. having received two-thirds of the voting power,
will proceed to liquidate the company in order to reulize its full $100 asset
value which is $20 per share more than the enrvent market value.

The result of these steps, Mr. Cabot argues, will be that the common stock
will be compelled to take its asset valne: and the loss sustained by that stock
will be frozen against it with no chance of a come-back.

M1, Cabot assumes for his snppositious case that the preferred stock has heen
originally granted a right of vote in the event of a default in dividend pay-
ments. 1t should he noted that only in rare instances has the preferred stock
been given an effective voice in the management of the company even after
defanlt. Out of the 89 management-investment companies (of 160 companies
examined) which had preferred stocks. only 4 companies provided that voting
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comfrol should pass to the preferred stock upon a certain period of delinguency
in dividends., Twenty-six of the companies failed to grant any voting rights
to the preferred on the passing of dividends. While the other 33 companies
granted the preferved stock a right to vote on thix contingeney, the voting right
granted was on the basis of a vote per =hare. Since the number of shares of
conumon stock usually far outnumber the preferred shares, the voting rights
aranfed the preferred stock were geuerally of small eflect.

In Mr. Cabot's example, the shares probably wonld have been sold as follows:
50,000 shares of preferred stock at £300 a share for the $3,000.000 from senior
seenrify holders and HO0L000 shares of colsmon stock at $10 a share for $5.000.0(6
from the junior security holders. Although both classes of stock have made
an equal capital contribution to the company, the common stock has 10 times
ax many votes as the preferred stock, even if the preferred stock has been
granted a regalar and permanent vote per share. Arguably the common stock
i entitled to this voting supremacy bhecause it has supplied a “cushion” of
SEO00,000 fo protect the preferred stock. However, it is equally arguible that
when this “cushion’™ has vanished or substantinlly decreased, the reason foy ex-
cessive voting power in the common stock also disappears. This argument is
turther supported by the fact that the common stock originally eutrenched itself
in the management of the company. and the disappearance of the cushion is thus
artribmtable not to any activities of the preferred stockholders but primarily to
the management by the commnon-stock hotders.  In such case an equitable yvedis-
tribution of voting power may be nceded to protect the preferred-stock hoelder.
Neetion 18(d)Y of the proposed plan empowers the Commission to make this
edquitable distribution of voring power. What is equitable depends on the facts
and civeumstances of the particular caxe. This does not mean that the Com-
mission may set arbitrarily. s determination will be made only after a heaving
in which all xides may be represented. Furthermore, an appeal to the courts
from the Commission's deecision is available.

Mr, Cabot arvbitrarily ascumes that the Conunission would move in the par-
fienlar instance for a redistribution and undertakes to decide in advance of o
Connnis<ion decixion what would constitnte an equitable distribution of the vor-
ine power, waanely a two-thirds voting power in the preferred-<tock holders which
will enable them to dissolve the company to the defrimeunt of the common
stock.,  Hven so fundimental a type of redistribution as the allorment of voting
power in accordance with the capital conrributions made to the company by the
various classex of shares, wonld mean that the preferrved stoek would acqguive
onty fifty percent of the voting power—a quantum of votes equal to thuat of the
commoen stock and insuflicient to dissolve the company without the consent of
the common-stock holders, since most Srate laws requite o vote of the holders
of two-thivds of the voting sharex to effeet a dissolution. Kven such voting
power might be allocated to the preferred stocks only until the asser value of the
common stock had inerensed to its original value $5,000,000—or to such a sum
s the Commission might determine to he fair to rhe preferred-stock holders.
An alternative method might be to give the preferred-stock holders power to
elect . minority or o majority of the board of directors wuntil an adequate
cnshion of common-stoek assets appeared,  'There is no basis whatsoever for
assumuing that power would be given rhe preferred stock to compel a dissolution
of the company.

PRESFRVATION OF CUSHION FOR SKENIOR SECURPITES~——SECTION 10 (R)

James H. Orr. president of the Railway and Light Securities Co., objects
to the provisions of 19 (b) of the proposed bill. The study disclosed that it
wits a fairly common practice among investment companies to reduce the cushion
upon which the senior security holders depended to a very slim margin by
the payvment of dividends to junior security holders. Subsequent losses conld
readily sweep away the narrow remaining margin and subject the senior
secritiex to impairment of principal.  In xome instances dividends were paid
out of contributed capital—the nominal, or official, capital having been reduced
hy a restatement of capital. In other instances payments of dividends on
Junior securities were made out of profits on portfolio security transactions
(capital gains) in a period of rising market prices. with the resnlt of injury
to the senior securities with the advent of a period of less favorable market
conditions. :

221147—140  pt. 2 44
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The preservation of an adequite cushion is, of course, an indispensable con-
dition for any sound bond investment® The distribution of dividends to
common stock or to a preferred stock which impairs the cuxhion of safety for
the bonded indebtedness may be a real injury to the pondholders. A cousider-
wble mmnber of indentures purport to accord a leasnre of protectivn of thix
nature by including a “touch-off” clanse which requires the retention by the
company of a certain margin of assets above the indebtedpess.

Part Three, Chapier V of the Report shows that the cushion, which is thought
1o be preserved by the “fouch-off” clause, is generally much too narvow and that
these clanses are usually deficient by reason of ambiguity or unenforceablility.
Oceasionally sonle investinent companies have volantavily incorpo ated in thelr
harters provisions specifically  prohibiting dividends oy other distributions
to stockholders unless some fixed wargin for senior security holders will exist
after the distribution.

For example: Tri-Coutinental Corporation provided that no divideuds ~shonld
he ddeelared upon the common stock unless at that time the net assets of the
company equalled at least 200 pereent of the aggregate amount to which all
~hares of the preferred stock were entitied iu Hauidation; Anterican Interin-
rional Corporation provided that there should be no distribution upon the
common stock it immediately therenfter the assets of the compauy amounted
to less than 200 percent of all its funded debt. Such voluntary provisions are,
of course, akin to the provisi

ions of section 19 (b) of the proposed act,

My, Orr's objection to the provision of section 19 (b} appears iy be based
upon the fact that his compauy has paid preferred dividends regularly and
dividends on the common stock sinee 1810, with the exception of 3 years: but
that, in 28 ont of the last 34 vears, the asset coverage of the bonds has been
between 200 and 300 peveent; that is, within the area in which the S0 K.
i given discretion.

My, Orr appears fo assume that at cach prospective payment of a dividend
fo the preferred stock, when the coverage for the bounded indebtedness s
hetween 200 and 300 percent, he would lave to securce the consent of the
Commission. It should be neted that the Commixsion may proceed by general
rule and regnlation—i, e¢., it may lower the required coverage to 200 or 2530
percent for general application for a fixed period or uutil another ruale or
regnlation ix promulgated: or, for gooll caumse show, it may lpwer the coverage
for a specific category of companies whose assets, policies, or yolunfary protec-
tive sufeguards are such that daugev to the senioy secnrities is not to bhe
feared.

The witness does not deny that the cashion of safety fov senior security
holders should be protected.  The Commission concedes that any absolutely in-
flexible margin would, by its very natuve, he an arbifrary defermination. That
is the reasot why it was thought necessary to @low lfor very wide flexibility
in this connection. That the zones suggested in the proposed bill are not un-
reasonable is indicated by the fact that, in the great vicissitudes which the
asset coverage of the bonds displayed in this company, the Act wonld dis-
qualify the payment of dividends ouly in 1932 aund 1933 and for the first quarfer
of 193K,

RESTRICTIONS AGAINST LONG-TERM BORROWING, SECTION (21¢)

Objection has been raised to section 21 (¢) whiel provides in part that after
July 1, 1945, an investment company will be unable to renew or exrend bonds
or dehentnres maturing after thut date.

The “introduction of leverage” by long-ternm borrowings was one of the prac-
fices of investment companies most severely criticized by investment-company
sponsors and managers themselves it the public hearings,

Iirpext B. Warriner, The Fquity Corporation, testifted :

“T would like to vepeat also again, becaunse I know that yvou are making
these recommendations to Congress, that T do believe that all of my experience

st Maintenance of adequate junior eapital We wish to call attention finally to a pro-
tective requirement for both bondholders and preferred stockholders which is techuically
of grent importance, but which frequently is mot tuken care of in indentures ur charter
provisions, The point referred to is the maintenance of an adeynate amount of junior
capital.  We have previously emphasized the prineiple that such junior capital is an
indispensable condition for any sound fixed-value investment. No loan could prudently
be nrade:to 4 business at 5 or § percent {hterest unless (he business were worth a consid-
orable amount over and abpve the amount vorrowed, This ix elementary and well under-
<tood” (Grabam and Dodd, Secuvity Analysis, p. 224)
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Is that one of the greatest evils or dangers ix the borrowing of buank money,
which 1 have hn my time that T was on the Boards endeavored to prevent, and
that was borrowing of hank money for leverage purposes.”

Frederick T. Hepburn, of the same corporation, stated that he was opposed
to debentures because he thought that they did not fit into an investment
compeany.

M * EY * % * A*

“Q. You think there wus no debt mentioned——A. No; no debentures. You
mentioned debentures, 1 would huave opposed that. 1 don't believe it was
nientioned

"Q. I don’t understand you—A. I don’t think there were any debentures men-
tioned, because T am sure I would have opposed it.

T Whyr Why wounld you have opposed it.—A. Well, T would have thought
it was a definite obiigation that did not fit thisx xort of operation.”

Ratph W, Simonds, alze of The BEguity Corporation, testitied :

Q. Based on your experience with Yosemite Holding Corporation, do you
think that a trust should borrow money from banksy—A. No, I don’t.”

Gare Dominiek, National Bond and Shuarve Corporation, tesrified :

“Q. Do you feel, for example, an investment trust should horrow money *—A.
Again I s speaking personadly. I dislike—I would dislike to manage a tyust
that ix in the habit of borrowing woney. o

Q. Why would you in the future want 1o be certain 1o have cash in such
transactions>—A. T don’t think a trust of thix kind needs to have the leverage
o borrowed money. 1 don’t believe they have to horrow money to make nioney,
in moxt instanees.”

Lesier Roth, National Securities Investment (o.. testified:

). The point T am disenssing with you s, should they he permitted to horvow
nmoney A, I question it very mmel, as fir as an investment trust is cone
cerned.

Py 3 ® % 3
“Q. Do you think under those cirenmsiances that an investment trust ought
to be permitted to trade on margin?—A. That ix the sae question you asked
me, should they be permitted to borrow money, heeause it is inuuaterial whether
they borrow from a broker or bhorrow from a bank. And I say that I doubt
very much in the light of experience whether a trust should be permitted to
borrow money.”

Frwin Raunkin. Founders (roup, stated: “As far as borrowing from banks
Just to buy secnrities in the marker, I don’t think (hat shouid be done. That
comex ngain on the question of leverage. 1 would rather see a company with-
out any leverage.”

Charlex B. Stuart, Eastemn Ulilities Investing Corporation, testified: “I could
only repeat what T said eartier ju the day, that we just don't believe this type of
company should ever put out a fixed iuterest-bearing obligation.”

Harry M. Addinsell, of the s:uume corporation, testified :

“And, of course, while we ave on the subject, T have a very definite reservation
in my mind as to whether things that are essentially. if you want to eall thix an
investient-trust type. onght rfo horrow money from the public anyway. T don't
helieve T would want to handle snch obligations now, because I think it ix the
sole, essential function of the mahagement in the handling of an investmnent trust,
and I think that the risk is more of a stock risk than it is a prontise-to-pay risk,
and T alse think that it ix almost impossible especially if you have a very large
portfolio as distinguished trom the theoretical iden of a eall loan at a bank, to
exercize your remedies, even thourh you have need to. because of the quantity
involved and the faet that when you arrive at that kind of situation where you
have to do sowmething it is probubly impossible as a practical matrer to do it. in
other words, to exercise it.”

“Q. Do you think the opiujon of the investment bankers is substantially in
dgreement with yours that their influence will be sufficient to prevent the issuauce
of definite obligations by investment trusts?—aA. 1 don't know the answer to
that. I haven't discussed it with enough people to know what their point
of view ix"

Philip J. Roosevelt, of Investment Trist Funds A, B, and C. testified: “They
should not borrow money, for if they do. they are in effeet, operating a margin
account for their investors which we believe menns taking an nnwarranted risk
for their acconnt. Stocks have sufticient volarility withont any added leverage.”
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The sponsors of some of the largest investment companies testiffed to the ex-
tremely demoralizing effeet of debenture capitalization and bauk borrowings upon
the policy and economsic welfare of the compauies.

Lonis H. Seagrave, of the Founders Group, stated: =7 there isxn't ct
question in my mind but what excessive horrowing and excessive preferred stock
are the virtual 1aination that contributed more than any other factor to the ditfi-
endties of our group of companics. Therefore, I should say rhat if preferred
stoek or borrowing ave to be permitted, there should be some restriction in the
ameunt, either in the assets of the company, because that is done by the companies
themselves, or by Inw. I think that is about the sum of it on that point.”

Erwin Rankin, of the same group of imvestnent compaiics, indicated why hoy-
rowings were so dangerous to vestent companies: “For justatce, when an -
vestipent company bas a bond on which they have to pay 5 percent and pay 6
percent on the preferred. lot s say the over-all ix a O perceat regairement on its
capital, that company can't very well afford 1o be buying bouds that yvield 3 to

*

percent.
» * ® * & ES -

“ft became clearly apparent in the type of decline that we wad after 1929 that
any single nvestment company conldn’t exist with a large part of its capital in
bonds and preferred stock just as a single company alone and when you lhave
it as in the American Founders group with not only your subsidiaries, but with
other companies ol top of thew, it became rather clearly apparent.”

George D. Woods, Fastern Utilities Investing Corporation, fextified :

“), What reasons do you have for your opinion that investing companies shonld
ot be in debt?—A. Dy conception of these investmoent companies ix that they are
primarily for the purpose of small investors who waut fo have the protection of
<ome diversification as far ss type of investent and location of investment is
conceried, but do not have enough mwoney to enable them fo uutke investments
1 units which would bring about sueh diversification.

* * & #® * % *

“1 fail to see why, having made such an investment forr those purposes. There
<hould be any pyior obligations. My fealing is that these investment companies
shoutd gradudly get into the category of the good dre lsurance companies aud
asnalty companies where it they have a preferred stock or if they have made @
toan people immediately ook askanee at them, on the theory the good ones uever
have anything except conumon stocek.”

Under section 21 (¢), ontstanding bonds, Qebentires, or bank borrowings
ave not in any way aifected. A existing obligation of this ot may be
renewed or extended any time pefore July 1, 19045, All the existing obliga-
tions need not be liguidated until their maturity —wlattever the dafe ntay he—
aund the companies have a period of 3 vears within which to venew or extend
these obligations to some futnre date, it necessary. The only lmitation upon
companies with existing indebtednoss I8 that, if they do uot chovse belore
July 1, 1945, to venew or extend existing obligations, they will not be in o
position after that Qute to embark upon a policy of renewed borrowings.

DEBENTURES IN AFFILIACED FUXND, INCG, AN OPEN-EXD COMPANY

John Sherman Myers, vice president of AfRlinated Fund. Tue., and Andrew J.
Lord, president of that compaly, objected to the prohibition of section 18 upon
the issuance of additional debentures and the provision in section 19 (b) to
the effect that no adividends may be paid to common stock unless ontstanding
debentures have an assef coverage of 300 percent. That section anuthorizes
the Securities and Exchange Commission to raise the mininnum  coverage
requirement to 400 percent or lower it to 200 percent.

Affilinted Fand, Inc., is an investment company of a somewhat unusual
structure in that it is an open-edd company—i. e, any stockholder wmay re-
quire at any time that he be given the approximate asset velue of his shaves
on the surrender of the same; and yet hax a senior security ontstanding, te
wit—two issnes of debentures. Affitinted Fund, Inc.. ix the only open-end
investment company of wsubstantial size to have debenture capital in  its
structure.  All other large open-end investment comprinies issne onty cominon
stoek.

My, Lord explains very fraukly the practical difficulties which the provisions

to whieh he objects may put him. He statex that the principal business of




