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Mr. L. M. C. Smira. Senator, I should like to ask permission to
have put in the record a statement on sections 18, 19 (b), and 21 (¢),
relating to capital structure, which discusses the arguments of the
various persons who spoke in regard to capital structure.

Senator Huenes. Very well; it will be received. A .

(Memorandum entitled “Provisions of the proposed bill relating
to capital structure, secs. 18, 19 (b), and 21 (¢)” is as follows: Ex-
hibits referred to are filed with the Committee, but are not herewith
printed.)

PROVISIONS OF THE PRODPOSED BILL RELATING TO CAPITAL
STRUCTURE

(Secs. 18, 19b, and 21¢)

THE SENIOR SECURITIES OF LEVERAGE INVESTMENT COMPANIES | ACTUAL EXPERIENCE
COMPANIES

THE SENIOR SECURITIES OF LEVERAGE INVESTMENT (COMPANIES ! ACTUAL EXPERIENCE
COMPARED WITH PROMISED RETURN AND SAFETY

Raymond D. MceGrath, the executive vice president of General American
Investors Co., Inc., urged that the senior securities of his compauy must be
considered good investments because the bonds and preferred stock of that
company are at present selling in the marker near their call price. Mr. Quinn
of Tri-Continental Corporation objected to the statement by the counsxel for
the investment trust study that some preferved stocks could be purchased at
50 cents on the dollar, and cited several preferred stocks which had a muarket
ralue not very far from the liquidaring value, to wit:

Inveluntary | .
: liguidating M){:"i’bu“
| value I
. | S -

Tri-Continental Corporation Preferred. . ... .. __ e $100, 00 $31. 00
United States & Foreign Securitics Corporation Preferred. 100. 00 93, 00
Capital Administration Co., Ltd., Preferred.__._ . _____.___. ' 30. 60 i 47. 50

It will, of course, be observed that in citing these compauies these witnesses
have mentioned four investinent companies whose preferrved stocks stand among
the highest on the market in the entirve investment-company industry. The
February 19, 1840, issue of Barron's the National Financial Weekly srates
(exhibit A) :

“With one or two notable exceptions, current prices (of investient-trust pre-
ferred stocks) are 20 to 40 percent below the amounts which holders of these
securities would receive if the assets of the companies were liquidared at present
mayket prices.”

The table of 16 selected investiment-company prefersed stocks presented in this
publiciartion shows at December 30, 1939, a market discount from asset value
of A8 percent in one case, 50 percent in another, and 44 percent in a third
instance. That list contains, amongst the 16, the 4 companies cited by Messrs.
MceGrath and Quinn and shows that the discounts on December 30, 1939, in
those very securities were:

Percent
Tri-Continental Corporation preferved__.___ . ______________ [ 22
Capital Admibistration Co., Ltd., preferved_ _____________ 20
United States & Foreign Securities Corporation preferred______________ e 16

General American Investors Co., Inc, was the ouly company whose preferred
stock was selling at a slight premium, to wit, 2 percent.
’ It would seem rather difficult to make out a case for the investment mervit of
the preferred stocks of investment companies for the period of the history of
these companies. Even the holders of many of the most choice of the investment-
company preferred stocks are at present, and have been for years, unable to
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realize on the market the face amount of their security. Davron’s publica-
tion, in introducing the statistics on the investmment-company preferred stocks
referred to above, stutes:

“If there is a ‘forgotten security’, the preferrved shares of management invest-
ment. trusts must be considered among le‘ulmg contenders for the title.”

In order to judge the fulfilinent of the promises on which the preferred stocks
of investment companies were sold, the history and status of the preferred stocks
in generial—and not the preferred stocks of 4 or 16 selected stocks—nst be
serutinized.  In the matter of arrearages, a survey of 58 investment companies
with preferred stock outstanding (68 issues) shows that at the end of 1939,
35 companics were in arrenrs with 11\91)9(1 to the payment of dividends on -0
jssnes, these arrearages aggregating $78,9 93" Of 749 preferved-stock issues
of noninv monr companies 1'(-,21&“)1‘0(1 under the Securities Act of 1934, 2534
were in arre; at the end of 1937, or 30 percent.

In (l(ldltl(}ll tu the faifiure in so Lnge @ proportion of cases to puy the stipm-
Inted dividend on thie preferred stocks, investuent companics have in a surpris-
ingly Iarge proportion of cases failed to preserve the principal or face amount of
the investment of the preferred-stock holder. While out of Barron’s velected lisg
of 16 preferred stocks, 2 were “under water” on December 31, 1930, a recent
cheek on 88 preferred issues shows that 33 of the issues were “under watrer”
on December 31, 1989, That is to say. in the case of almost 50 percent. of the
preferred issues, the companics did not have enough assets to pay the involun-
tary liguidating value of these securities.

Mr. Quinn of Tri-Continental Corporation questioned the staristical procedure
employed by the investment trust staff to show that iuvestment companies ceould
not be expected to earn as regulur income the rate that these companies prom-
ised to pay on their senior securities. He did not, however, attempt to challenge
the fact that, in the overwhelming majority of cases, the investinent companies
Iave in actual tacr failed to carn a rate of regnlar income equal to the rate on
their senior securities. There is annexed heveto a table (exhibit B) which
shows that, ont of T1 mmp.'miv\ with senior securities at the end of 1938 (ad-
mittedly a year of poor ear mu;., but the latest for which full information was
available, there were only 5 which, during that year, earned net, after operat-
ing expenses, 3 percent or more on their total assets: there were only 13 which
earned 4 percent or more on their total assets. The average (merdian) rate of
uet ordinary income (after operating expenses and taxes other than [Federal
income tax) was 247 percent.” These rates of earnings may be compared with
the dividend and isterest rates promised on the senior securitiex of these com-
paniex, shown in the annexed table (exhibit B). Of the 111 senior issucs, 99
carried a rate of at least & perecent.

Tt ix also very instructive that an analysis of o sample consisting of 17
Jeverage investment companies shows that during 1937, 1938, and 1939, 10 of
these companies eould not nieet their seniov interest and dividend requirements
our of a combination of ordinary income and capital gains in auy one of these
3 vears (exhibit (). We are not speaking now of rate of ewrnings compared
with rate of fixed charges but the actual earnings of the company on its enfire
apital.  In short, with the use of their whole capital, 10 companies counld not
earn enough from bhoth regular income (fo wit, interest and dividends on their
investments) and eapital gains (i, e, profits on (he purchase and =ale of
securitiex) to meet the actual charges on their senior secenrities during any one
of these vears,

We note that among these 17 companies ix Tri-Continental Corporation,
the company of which Mr, Quinn is executive vice president.  The percentage

1 Defaunlt in the payment of dividends on preferred stocks has been a common phe-
nomenon among investment companies for the past decade. Out of a total of 92 leverage
investment companies, 73 passed a dividend on their proferred stock in the period
1927-35: out of 117 issues of preferred stock by these companies, 98 passed a dividend.
Thirty-six of the issues failed to distribute dividends for a period as long as from 3 to 4
vears: 26 from 2 to 3 years. Since these preferred stocks weve outstanding on the
average for only somewhat over T years, it appears that they failed to pay dividends
during about one-halt of their life. In the wyear 1935 the 92 management investment
companies failed to pay current dividends amounting in the aggregate to $19.700,000.
In the years 1932 to 1934, inclasive, these companies fell short more than $20.000,000

each vear in the payment of current dividends on their preferred stock.

In addition, these defaults do not include the instances where payments were made from
paid-in surplus or capital surplus created by a restatement of capital, tantamount to
merely a rveturn of eapital,

2 Over the period 10.;() 36, net ordinary income of nmnag@nwnt investment companies
proper averaged only 3 percent of total assets at market value.
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of net orxdinary income to average assets in that company. was as follows:
1936, 4.5 percent; 1937, 4.3 percent; 1938, 24 percent; 1939, 3.2 percent.

On the debentures the company bad to pay 3 percent; on the preferved ¢
percent. Its net ordinary income fell short of the senior charges in 1938 and
1039 was adequate in 1937. Net income, including realized capital gains and
loskes, fell short of the amount required for fixed charges in 1939 ; was adeguate
in 1937 and 1938.

Selected Idustries, Ine., which is an investment company afliliate of Tri-
Continental Corporation. and which undertook to pay a 5% percent dividend
on itg prior preferred stock und a 5 percent dividend on its convertible preferred
stock, earned the following rates of net ordinary income to average ussels:
1937, 3.8 percent; 1938, 3 percent; 1939, 3.8 percent.

The entire net ordinary invome was insnfiictent to pay the required dividends
on the preferred stocks in any of these 3 years.

Capital Administtation Co., Ltd.. another investment company afiiliate of
Tri-Continental Corporation whicl has a preferred stock with a dividend rate of
¢ percent, earned a net ordinary inceme bearing the following percentage rela-
tionship to average assets: 1937, 4 percent: 1938, 2.7 percent: 1939, 8.6 percent.

As the dividend requiremnents on its preferred stock totaled ouly $130.200, the
net ordinary income was suflicient to pay that dividend.

Generdal American Investors Co., Inc. whose preferred stock had the highest
market standing. earned as the percentage of net ordinary income to average
assetrs: 1937, 3.6 percent: 1938, 2.5 percent: 1939, 2.8 percent.

The net ordindary income was insuflicient to cover the tixed charges in 1938,
and sutlicient in 1937 and 1939,

United Statex and Foreign Sccurities Corporation, which was mentioned by
Mr. Quinn as one of the compauics whose preferred stock had a particulariy
high market stamding, earned: 1937, 4.5 percent; 1938, 8.5 percent; 1939, 3.9
Percent.

Its net ordinary income wax sufficient to cover the senior security require-
ments in 1937, bnat insufiicient in 1938 and 1989, The net ovdinary income.
including capital gains, was insuficient to cover the tixed charges in 1938
and 1939,

The 17T companiex combined failed to earn an aggregate ovdinary income
sufitcient to meet theiv total senior requirements in any one of these years.
Their aggregate net income including capital gains also fell far short of meeting
their total senior requirements.®

The data show very clearly that rhe leverage investment companies almost
invariubly fail to earn a regnlar income at a rate sufticient to Justify the
charges on the senior securities, It would appear that the foregoing ix n
soundcer explanarion why the preferred shares of investinent companies consti-
tute the forgotten security than the theory that it is due to the fact that invest-
ment companies have been studied by the Securities nnd Exchange Commission,
as snggested by one of the witnesses before the Committee. The publie disfavor
into which thie preferved stocks of investmenf companies have fallen may be
in part attributed to the heavy losses suffered by preferred stockholders
in the years following 1929, and the realization by a greater part of the public
of this basic economic unsonndness of the senior securities of leverage
companies,

It might be added here that, if there ix no economic justification in the rate
of earning power for senior securities of investment companies, there isx g
logical hasis for not permitting the issuance of additionnl senior securities
rather than limiting the relative proportion of senior securitiex n the capital-
ization. There would appedr to be no reason why an investient company
shonld be permitted, in effect, to promise to the contributors of even one-third of
its capitalization that it will pay them 6 percent or 514 percent for the use of
their money, when the investment company can reasonably be expected to earn
o the average ouly 2 or 3 percent ou that money.

THE COMMON STOCK OF LEVERAGE INVESTMENT COMPANTES

Several witnesses from the industyy appear fo have assumed that the sole
reason for recommending the prevention of the issvance of additional senior
seeurities in the investment company field is the desire to protect the senior

?For the 17 leverage compuanies combined, net orvdinary income would bave had to in-
ereare by 25 percent In 1937, 10X pereent in 1938 and 79 percent in 1939, in order for
these companics to meet their senior requirements.
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security holder. As a matter of fact, it is the weakness of the common stock
of the leverage investment company, the extreme dangers to which that stock
is exposed, aud the lack of investment merit in that security that requires a
prohibition upon the possible expansion of the multiple-security investment com-
pany. The end sought by section 18 in preventing the further issuance of senior
securities is at least as much the prevention of the marketing of additional
leverage common stocks as the senior securities of leverage investment companies.
It is true that existing leverage companies have the right to issue additional
common stock, but issuance of additional common stock by existing leverage
companes. serves to reduce the.dangers o both the existing common stock and
xenior securities of those companies; whereas the issnance of additional senior
securities wonld increase the dangers of hoth types of securities.

If one is to scrutinize the investment merit of the securities of leverage coin-
palies, it is not adequate to examine the status merely of the preferrved stock of
such companies, as some of the witnesses before the subcommittee have doue;
but it is necessary to investigate the history and status of the common stock of
leverage investment companics.  Since such companies issue these different kinds
of securities to the small investor—of whom so much has been said—in exchange
for his savings, it would seem that these companies have a responsibility also
to that part of the public which entrusts its funds to them in return for the
common stock.

The Commixsion belicves that it has been clearly shown that it is the leverage
aspect of the senior-junior capital structure in investment compunies—a condi-
tion which, of course, does not exist in the single stock company—which may
be held accountable for a large part of the losses which have been suifered by
the investor who purchased the common stock of the leverage company.

The cominon stock of a leverage investment company is a very volatile
and hazardous security. When the securities murket ig rising, the common
stork has the advantage of trading on the senior security capital und receiving
the major part of the market appreciation. This naturally causes a great
rise in asset value and generally in the markef price of the common stock. If
an investment company which has been capitalized at a 3 to 1 leverage ratio
(i. e.. when the senior securities represent $600,000 and the common stock
represents $300.000 of the contributed capital) makes a profit within the iirst
vear of operations of 10 percent on its total assets (to wit, $50,000 over the
fixed charges), this entire increase in assets inures to the common stock, which
hax thus earned 30 percent on its invested capital. On the other hand, a 10
percent loss on the whole fund, after fixed charvges, is veflected in a 30 percent
loss on the connnon stock capital investment—hence, volatility is always present
with leverage.

Both the sharp rises and the sharp declines in assets will have a repercussion
on the market price of the common stock.  Because of the leverage influence, a
substantial swing of the securities market is likely to deprive the counnon stock
of a leverage investment company of both 1ts asset and market value.

The volatility of the common stock of leverage investinent companies accounts
for a considerable part of the Josses sustained by investors. The statistics on
market prices are very eloquent on thig poinf. The average dollar invested in
July 1929 in the common stock of leverage investment companies had deciined
to about 2 cents in value in June 1932, At the end of 1937 it was worth 3
cents, and was worth approximately 5 cents at the end of 1939. On the other
hand. the aversige dollar invested in the common stock of nonleverage investment
companies fell only to 21 cents in June 1932, was worth 48 cents at the end of
1937, and about 47 cents af the end of 1939. While tlie investor who bought a
share of common stock of a leveriuge investment company in July 1929, had. on
the average, lost 95.1 percent on his investment, the purchaser of a share of
nonleverage common stock had lost only 527 percent. (Exhibit D.) Tt may
be relevant to point out that had investment companies been simple sfructure
companies exclusively, a very substantial part of the losses sustained by inves-
tors in the common stock would have been avoided.

In this connection, we would like to note the difference in the percentage of
shrinkage of the asset values of the common stock of leverage and nonleverage
companies. OF course, the equity of the commou stock of hoth leverage and
nonleverage companies shrank hetween 1920 and 1935; but the shrinkage in the
asset value of a dollar invested in the common stock of leverage companies
was 79 cents, while that of the nonleverage companies was 28 cents—or over
three rimes better for nonleverage.

_~
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The conclusion to be drawn from the operation of the principle of leverage
and from these statistics is that the common stock of leverage investment
companies is xo fraught with danger to the investor and so hazardous a com-
Modity that it is definitely inappropriate as an offeriug of u public investment
institation, especially wpon consideration of the sales emphasis of investment
compitnies upon the savings and investment character of the securities of such
compities.

It might he interesting to note some of the vicissitudes of the common
stock of General American Investors Co., Inc, in connection with which Mr.
McGrath observed that it “has a book value which is higher than the price
at which it was originally offered to the publie” although “it is selling at a
substantial disconut from itx book value in line with all other stocks of
elosed-end investment trusts.””  On December 30, 1939, the common stock of
that company bad an asset value per share of $11.81, and was selling at a
market price of $534. In making the statement that the common stock has at
present a book value greater than the price at which the common stock was
originally offered to the public, Mr. MeGrath referred to the price of $10 per
share which the public paid for such common stock as it received in the original
distribution, However, the investing public, which bonght the common stock that
the sponsors disposed of on (e market ut the prevailing high prices, paid a
price much higber than $10 per share.

It must be noted that as rapid as may be the ascent, under favorable cir-
cumstanees, of the warket prices of equity stovks in x complex capital structure,
at least as rapid will be the descent of these equity stocks, when the purchas-
ing public reaches the end of its optimism. Before such time, however, the
Spousors, in many instances have disposed of 1 significant portion of their
holdings to the public at large profits,

The present General American Investors Co., Inc,, is the result of the merger
in 1929 of the initial General Ameriean Investors Co., Tuc., with Second Gen-
eral American Tnvestors Co., Ine. In the merger, Second General Ameriean
Tnvestors Co., Inc, assumed the debentures of the original General American
Investors Co.. Inc., and exchanged its common stock for that of General
American Investors Co., Tue., on a share-for-share basis.

The initial company, General American Investors Co.. Inc., was originally
created in the State of Delawure on January 25, 1927, with $9,600,000 in senior
securities as against $300.000 in common stock—a leverage ratio of 31 to 1.4 The
public put in $7,500,000 for which they received $7,500,000 of debentures and
warrants euntitling them to 75,000 shares of common stock which were later
exercised.  The sponsors put in $1,800,000 for which they received 15,000 shares
of preferred stock at par and 125000 shares of common  stock. However,
although part of the sponsors’ contribution was in the form of the preferred
stock. all of the spousors’ contribution was in a junior position to the publi¢’s
contribution in the debenturcs. The ratio of the public’s eontribution to the
spousors’ contvibution was 4.16 to 1.

The etfect of this leverage structure of the original company in a period of
rising prices became apparent in fhe impetus given the equity stock market-
wi The market price of the columon stock had ranged in 1928 from a low
of ¥561x iu February ro a high of $88% in December. These values represented
stubstantial preminms over the stock's asset value of £0.26 per share at the be-
ginning of the year and $25.39 per share at the close of the vear.

The sponsors. taking advantage of the high level in narket price attained
by the common stock in December 1928, disposed of 18,620 shares to the publie
for $1.365,221° or at a profit of $1,320,583 over the original cost to the sponsors
of these shares. Thus, by disposing of this portion of the 125,000 shares origi-
nally tuken down, the sponsors realized a profit of $1,065221 over the cost to
them of the entire block. However, it must he noted, the spousors retained
by fur the largest part of their holdings and stiibsequently, when the market

*The initial company sold $7,500,000 of 5 percent debenturos to the publie. The
debentures garried nondotachable warrants entitling the holders to receive, without cost,
75,000 shares of common stock. The sponsors purchased $1.500,000 par value of 6
pereent cumulative nonvoting preferred stock (15.000 shares).  There were issued o the 2
Shonsors for n assigned consideration of ¥300,000, 125,000 shaves of common stock. The
sponsors paid $1,800,000 in all for the preferred stock and their common stock.

S Nunhgequent to subseribing originally to 2000 shares and up ro this dispositivon, the
sponsors had purchased 5,100 shares at a verage warket pricex and bad sold 3.680 at about
an e Drices.  Some shaves of the balauce therefore wmight have hoen included in the
0 shaves sold at this time.
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declined, faced losses far Iarger than the profits made—-of course, the record
does not indicate the extent, if any, to whieh the original investing public
realized any profits.

The investing public which had bought these shares from the sponsors at an
average price of approximately $73 per share was faced with severc losses hoth
in asset and market value in the period of deflation following 1929. By the
end of 1932 the common stock of the present General Ameriean Investors Co.
Inc., had fallen to a low of 13 cents per share in asset value. On December
30, 1939, the asset value of a share of common stock of the present compuany
was $11.81, aud the market price was $59%.°

A like procedure was followed with the Second General American Investors
Co., Inc. By disgposing of 178165 shares of this common stock for $3,004,818,
the sponsors realized a profit of $1,.223,168 above the cost of the shares xold.
The purchasers pald an average of $16.87 per share. As stated. at the end of
1432, this stock had an asset value of but 13 cents per shiure, and on December
30, 1939, the asset value and market price of the common stock were $11.81 and
Y respectively.

In connection with how the leverage investment comnpanies have served the
public holder of the comon stock, it is futeresting to note that even the hest
performing companies which have managed to pay dividends on senior securi-
ties have either entirely failed to pay any dividends. or paid an oeccasionud
trivial dividend to the common stock, since the period of the market decline.
The witness from General American Investors Co., Ine, anunonnced in his
opening remarks that his company had paid out $6,774,925 in dividends in a
perind of 13 years. However, only two dividends—oue divideund of 75 cents
per share and auother of 25 cenis per share—-were paid on the common stock
of that company since its formation. The first dividend was paid on December
19, 1936, to stock of record December 15, 1936, aud the second dividend was
paid ou December 22 1939 ; no dividends had been paid prior thereto, and none
had been paid thereafter. As to the companies with which Mr. Quinn is associ-
ated—Tri-Continental Corperation and its subsidiavies, Capital Administration
Co., Ltd., and Selected Industries, Inc—the following are the earnings which
the common-stock holders have reaped:

Tri-Continental Corporation.—Initial dividend of 25 cents per share paid
Qctober 81, 1936; December 24, 1936, and July 1., 1937, 25 cents each; none
thereafter.

Capital Administration Co., I1d—This company, in addition to a bank loan
and a cumulative preferred stock, has class A and clasxs B common stock. The
class A common stock is in reality a senior security because it has a priority
claim of $20 per sharce in involuntary liquidation. Sinee the class A stock
has only a per share asset value of $12.290, it is really “‘under water” at the
present time.” The dividends paid on the class A and the class B stock have
heen as follows:

(lass A Initial dividend of 50 cents per share paid October 31, 1936 ; Decem-
ber 24, 1936, and June 14, 1937, 50 cents each; none thereafter.

Class B: Iunitial dividend of 12.8 cents paid October 1, 1936; December 24,
1936, and June 14, 1937—12.8 cents each: none thercafter.

Selected Industries. Ine—~—No dividends have ever been paid on the common
stock. At the end of 1939 there were accumulated arrears of 10 per share on
the camnlative convertible stock. The prior preferred was $10 a share “‘under
water.” The convertible preferred had no asset value whatever.

U. N. & Foreign Securvitios Corporation—The other investment company men-
tioned by Mr. Quinn as showing a partienlarly meritorions performance—no
dividends on the common stock have ever been paid. At the end of 1939 therve
were arrears of $57 on the second preferred stock.

Attributes of investment companies wlich make the regulation of their capital
structure especially  significant—Cyril J. C. Quinn, executive vice president
of Tri-Continental Corporation. inquired why the eapital stracture of invest-
ment companies should be subjected to Government regulation whereax the
capital structures of other corporations are not restricted.

“Now, where. in any of these seetions, is there any charvacterization of invest-
ment-company senior securities which can be differentiated in the slightest from
the senior securities of any American form of business? If they are inequitable
provisions and if they are bad., they are had for every industrial company and
not ouly for the investiment companies. If control or management is irrespon-
fThese sales were made prior to the dixtribution of a shave-for-shure stock dividend,
ITence, the market price of two shares must be used in comparison with the sales price.

It should be nored that, althoush the elass B eotmon stoek has no asset value {(and
the class A stock is “under water™), the clavs B stoek atill hag the right to elect twu-thivds
of the board of directors.
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sibly held, it can be just as bad for an industrial company as it can be for an
investment company,

“Nobody dispntes the fact that borrowing and issuance of senior securities
may tend to increase the speculative character of junior securities, but how in
the world can this be said to apply to investment companies any more than it
c¢am be said to apply to any business?

* # *® * * #* B

“In the declaration of policy and in the discussion of section 18 liere, there
has been no single important reason adduced regarding the senior securities in
an investment company which cannot with equal force and equal validity be
applied to all companies in all businesses.

“The important question is thus squarely posed:

“Is (‘ongress prepared to say that there is something so intrinsically wrong
with senior securities generally that their future issnance can be prohibited?

£ £ X # b3 A *

“fhie next argnment that they advance in favor of abolishing senior securities
in the future is that there arve arrearages in senior securities outstanding in
the investment companies at the present time, and that some of them are under
witer : that is, the assets of the company are not included in the outstanding
obligations.

Ed % Ed & B £ #

“What is the inference of the argument? Arvre railroad bonds to be legislated
out of future existence becanse a snbstantial portion of the outstanding bonds
of rajlroads are in default? Are preferred stocks of industrial companies to
be washed out in the future because during the depression a great many of
them passed their dividends and have since failed to make them up?™”

INVESTMENT COMPANY POOLS AND THEIR RESEMEBIANCE TO ““TRUST WITNDK”

We are not dealing with anything but investment companies. We reiterate
that investment companies are trusts of money from the public which the
company invests for what in a sense are its clients. It ix because Congress
looked at thix matter of individuals putting their savings into the hands of
others for investment as something different from an investor deciding that
a particular steel manufacturing concern was a good investment t(aud henece
either lent hix money to the company on a hond or preferred stock,® or sought
to participate in its surplus profits) that Congress dirvected an inguiry into the
manner in which these companier recruited their funds and the manuer in
which the coutributors of the fnnds had bheen served.

The witnesses from the industry have bronght info issue a rveally funduamental
question, to wit: Is the Government justified in exercising a greater protective
Jurisdiction over funds which are solivited and sought to be handled by these
Investment compinies than over investments which peopie deliberately make
n specifiec industrial enterprises?  Congress apparently thought theve was a
difterence because i directed the Securities and Exchange Commission to study
the capital structnre and financing of jovestment. companies and not  senior
securities in general.”

Our primary auswer fo this cardinal question is thar the people who put
their money into investment compauies ave not really investing in the company
bur are entrusting their funds for management—they are in @ broad sense
cestuis que trust of the management and not individuals who arve lending their
money to or are adventurous in a specifically defined and particidarized indus-
frial enterprise.

The industry has peeuliar responsibilities which it owes to the public in the
matter of the terms and conditious upon whiclh an huvestment company shall
=olicit money from the public and in the matter of fulfilling the obligations
it ias assumed.

It ix suggested that the manager has no meore vexponsibitity than if he were
seeking to interest an investor in au antomobile factory or a bus line. Dut it i«
fraditional that the law shows greater concern for people who entrust their money
to other people to handle it for them thau for people who invest their mouey
in o specific enterprise.  Greater supervisiong and more restraints are impo.\'e;l
in the former category.

S We cannot gef away from realism—n preferred stockholder is essentially (althougl
not legally) a lender of money without a due «date because he rarely is nllowed more than
the fixed dividend. i
. *Eminent authorities on finance have argued that preferred stocks in general are poor
Investient securities and have alsn argued that the burden of fixed debt has a demoralizing
inflnence on industry, but it +ds not necessary for us to take any side on this general
controversy,

/
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Banks are segregated from other industries, in the matter of restraint,
because they accept money from the public without thut money being dedicated
to a specific industrial enterprise, and the recipient would hence be free tu
utilize the fund in any manucr it wishes. Insurance companies are under
restraint because money is entrusted to them to be continually handled by
them as mouey and unot to be devoted to some industrial enterprise. In short,
the continunous handling of money of others is a ground of differentiation be-
tween iustitutions enguged primarily in this practice and the ordinary indus-
trial enterprises, and it is in the former class that the Commission helieves
investment companies belong.

Thus there is a reasonable basis for maintainiug that orgauizations which
hold themselves out as the managers of fuuds which will be entrusted to themn
shall be restricted in the terms thar they offer to their investors; to justify the
above restriction it is wnnecessarvy to show that ovgunizations which are oper-
ating a particular industrial enterprise shonld similariy be restricted in the
terms which they may make with those who wish to participate in that
enterprise,

ITnvestment compuny usscts remain liquid pools.—Thus it appears thar the
law and statute tend 1o exact a greater fiduelary obligatiou from individuuls ar
organizations which are supposed to preserve the liquid form of the money
which is entrusted to them than from individuals or institutions which imme-
dintely trausform the capital contribution into an agreed-upon productive or
operating enterprise. The readily liquidable character of the assets of invest-
ment companies is a feature which vitally distinguishex these companies from
the railroad companies and industrial enterprises with which it is sought to
compare them. This characteristic of liguidity of assets makes the supervision
of the relationships of the sponsor to the investor particularly necessary in the
«ase of investmen! companies. In the first place, the investible funds, the
trust res, so to speak, i subject to ready alienation, negotiation. or spoliation.
whereas in the ordinavy enterprise the greater part of the assets cousists of
property in a stable form such as refineries, smelters, glass furiaces, steamships,
real estate, which are protected by documents of ftitle, difficult of removal or
exchange, and easy of identification. In the second place, because the sponsor
or manager always hax a larvge liquid pool of money at hix disposal and he is
not hemmed in by the limitation of a particular industrial enterprise. therve is
practically no restriction upon the uses or purposes to which he ¢an put the
fund. The fact of the liguidity of the assets of the investmeunt comparnies and
the further fact that the activities of the investment companies arve nunfettered,
make the conflict of interest between the junior and senior securities of invest-
ment companies a far different matter than the conflict between such securities
in other corporations.

Conflicts of interest continuous and acute in investment companies—only occa-
gional in industrial companies.—Mr. Quinn’s argmment continues as follows:

“They next say that they want to eliminate senior securities in the future
because there is an inherent conflict of interest between the junior security
holders and the senior security holders. Now, of course. the interest of the
senior security holders are not identical with those of the junior security
holders, That is why they spell out these respective rights and privileges in a
contract. But in what respect, gentlemen, is this different from the senior
securities generally in any business?

* * B3 * * #* *

“Now they say that an investment company ought to he a mutual enterprise.
This word “mutual” appears in their report, but I must confess that I don’t
understand exactly what they mean. The report reiterates the belief that
there is a conflict of interest between different types of securities, imposing
conflicting duties on management because the risks, losses, and Zain$ are not
equally distributed. In what reSpect does this differ from the senior security in
any enterprise? To be logical, you’d have to extend this principle to every form
of American business.”

It is true that the potentialities of a conflict of inrerest may exist in the
case of any corporation between the senior secwrities which ean genervally
ook forward to only a fixed and limited return and hence tend to favoer a
congervative policy and the equity securities which are entitled to ail of the
surplus profits and hence tend fo favor a morve speculative policy. DBut. this
conflict rarely comes to bear upon the actual activities of industrial compunies
hecause the activities of such companies are definite, circumseribed. well estah-
Jished, and generally acceptable to all tyvpes of security holders. Compared to
the possible variation of activities of investment companies the distinction he—
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tween running a specific industrial enterprise in a conservative or a speculative
fashion is relatively minor. While any corporation may from time to time
oscillate—within a narrow orbit—between a somewhat more or less conservative
policy in the conduct of its established line of activity, it cannot, like an invest-
ment company at the present time, within a few days entirely change the vhar-
acter of its activities, for example, from the use of its assets in’diversified iu-
vestment to speculative trading or to the financing of a single hazardous special
interest. In short, while this conflict is possibly latent in the case of other
companies the confliet in the case of investment companies is continuous and
acute.

The same thing is true in connection with the inequities which, it has been
shown, managements of multiple-security investment companies have pelrpe-
trated upon certain classes of security holders. It is quite true that “inside”
interests of any multiple security company might be tempted to engage in prac-
tices favoring their particular type of shareholdings at the expense of other
classes of shareholders or in disregard of the interest of the latter. Neverthe-
less, while the opportunities for such conduct occasionally avige in the case of
operaring, commercial and industrial enterprises they are ever-present and more
easily available in the case of investment compaunies.

The holder of the control stock of any corporation may sell that stock at
a premium, but that transfer is not as likely, as in the case of an investment
company, to coustitute the selling of the rest of the security holders “down
the river,” as the newcomer will not be getting control of a liguid fund which
can he employed in inumerable ways, but of an enterprise of a well detined
character. (‘ash dividends can be paid out of contributed capital and re-
purchases consummated in the case of any corporation, but the investment
company is generally mueh more susceptible than other companies, as all of
the assets of an investment company are in a forin to be utilized for such
purpovses, whereas other companies, especially in periods of unsuccessfal opera-
tion, usunally have very little cash that might be employed in this fashion.
There is little to motivate the coutrolling interest of an industrial company
to take over a competitor or a company engaged in a closely related activity
other than the prospect of prosecuting the same business on a larger scale or
in a more eflicient manner. The fact that investment companies constitute
large pools of cash which may readily be put to any use serves as a motiva-
tion for sponsors of one investment company to acquire other investmeut
companies so that they might deal with the assets of the acquirved companies
(and the rights of other security holders) as freely as with thie assets of
their own company.

It seems quite obvious that an opportunity to effect a shifting of asset values
between classes of security holders or a prejudicial rveadjustment of vights
and safeguards of the various classes of securities by the acquisition of other
companies, or by mergers and consolidations is greater in the case of invest-
ment companies and investment-holding companies than in the case of ordinary
industrial or cominercial corporation. For the lafter types of companiex to
consumnate a merger or consolidation, problems of cash resources, disposal of
equipment and physical properties, and coalescence of funcetion must be solved.
Investment companies, constituting, as they generally do, large pools of liquid
assets and being practically unrestricted in the nature of their operations ¢an
much more readily engage in the acquisition of other investment companies or
the consummation of mergers and consolidations with other investment
conmpanies.

The above is suggested in connection with the argument advanced by the
apologists for the multiple-security capital structure in investment companies
to the effect that control by a management which itself holds a greater pro-
portion of eommon stock than senior securities is a common phenomenon in
corporate life, not in any way limited to investment companies. The answer to
this contention is, that whereas the senior security holders of other corporations
may occeasionally be prejudiced by specific acts of such a management. in the
case of an investment company the entire policy of the company may be
predicated upon and the entire welfare of the senior security holders be
dependent upon the character of the capital stracture and the pattern of
distribution of the various types of gecurities among the spousors and the
outside publie.

The discretion granted the Conunission under the proposed act to require an
cquitable redistribution of voting privileges chen existing distrivution is in-
cquitable—The investment frust study disclosed that a considerable part of
the investment company industry was organized in such a mammer that a large



