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LETTER OF TRANSMITTAL 

SECHRITIES AND EXCHANGE COMMISSION, 
'Philadelphia, 3"Pa., April 21, 1945. 

SIR: -I 'have the honor to transmit to vou the Tenth Annual Report 
of the Secu'rities and Exchange COillmi"ssion, in accordance with the 
provisions of Section 23 (b) of the Securities Exchange Act of 1934, 
approved' Junp 6, 1934, Section 23 of the Public Utility Holding 
Company Act. of 193,5, approved August 26, 1935, Section 46 (a) of 
,the Investment Company Ae.t of 1940, approved August 22, 1940, arid 
Section 216 of the Investment Advisers Act of 1940, approved August 
22, 1940. . - . 

'In addition to reviewing the principal developments of the past 
fiscal year, ,the report includes a lO-year survey of the Commission's 
work. This survey sets forth the i'esults of the Commission's opera
tions under the various' statutes committed to its charge. At the,end 
of a decade it seemed most desirable that the Commission should 
render to tl~e Congress suell an account of its activities. Because of 
space liplitations no attem'pt 'has been made to detail the entin,' dp
velopment of practices and policies as reflected in our'order, rules, and 
regulations as they have become established and exist today. Since 
this course has been followed in the historical exposition contain('d in 
tl;w report, I think it only proper to point out that the survey is one of 
results and not one of step-by-step development. In, reading these 
pages one should bear in mind that they do not qescribe all of the 
difficulties which have been encountered or all of the problems which 
remain unsolved. Whilp I do not wish to minimize the importance 'of 
the results obtained during the 10 years of operation under these 
statu'tes, I should not like to give the impression that no mistakes have 
been ma'cie. Where they have been made, we have endeavored not to 
~~ili~. . 

Let me assure vou that the Commission'will continue to review' the 
,steps ,already taken and, in dealing with new problems as they arise, 
, will 'exert every effort -to reach sound conclusions and results and 

perfect its administration of the tasks Congress has assigned to it. 
Respectfully, 

THE' PRESIDENT OF THE SENA,TE, 

GANSON PURCELL, 
Chairman. 

.THE SPEAKER OF THE HOUSE OF REPRESENTATIVES, 
rYashington; D. O. 

m 
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TENTH ANNUAL ·REJlORT OF THE SECURITIES AND 
EXCHANGE COMMISSION 

PHILADELPHIA, PA. 

,FOREWORD 

. The\ Securities and Exchange Commission was created by act of 
Congrpss in 1934. On June, 30, 1934, the President appointed the 

, original fivEll members of the Commission. In its first year, the Com
mission was charged with adminis'tering two statutes: the SecUlities 
-Act of 1933, which was administered by the Federal Trade Commis
sion until September 1934, and the Securities Exchange Act of 1934. 
These two laws were the initial steps in a compreht'nsive program for 
the:protection of investors in corporat'e securities. In the years that 
followed, the scope of the Commission's duties increased greatly as 
responsibility for the enforcement of new laws was lodged with the 
Commission. The Commission now administers six statutes: 

S'ecurities Act of 1933,' 
Securities Exchange Act of 1934, 
Public Utility Holding Company Act of 1935, ' 
Trust Indenture Act of 1939, 
Investment Company Act of 1940, 
Investment Advis~rs Act of 1940, 

and, in addition; performs various functions under Chapter X of the 
National Bankruptcy Act (the Chandler Act). 

All of ,these laws 'and thtl principal developm~nts under them are 
described in this report, in which we have given an account of the 
Commissio~'s work over the past decade. ' 

Refl:'rence is made in the :report to the condi1ions whieh led to th~ 
enactmpnt of the laws administered by the Commission. Long be
fore the passage of the Securities Act in 1933 and the Securities Ex
change Act in 1934, it had become clear to car,eful observers, including 
the more discerning elem'entsin the business andifinancial community, 
that the lax financial and ethical standards which prevailed in'the, 
twenties ~ere undermining the integrity and health of our capital 
maI:kets, were destroying investor confidence, and were leading the 
business and financial enterprises of this country to disaster.'. Every
one who honestly appraised th.e situation appreciated the ,pressing need 
for the preservation of high standards of conduct if the American 
system of privnte capital and democracy was to survive. Promoters 
of new enterprises and those soliciting additional capital were seeking 
other'people's money in increasing amounts. Corporate managements 
were controlling businesses financed by 'millions of investors who had 

'little or no voice in the management. Insiders were using other 
pe'ople's money to manipulate markets for their own selfish ends to the 
detriment of innocent investors. It is trite but true that there was an 
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2 SECURITIES AND' E~CHANGE COMMISSION 

orgy of speculation, which culminated in the disastrous stock market 
crash of, 1929. Experience of a decade of feverish act.ivi ty subj ected 
to little or no regulation by the Federal Government clearly revealed 
the need for legislation that would curb. financial malpractice and re
quire those using and soliciting the use of other people's money to con
form at least to the minimum standards of fiduciaries or trustees-all 
to the end that investors might be protected and the public interest 
furthered. The several statutes entrustcd to the Securities and Ex
change Commission were designed to accomplish these objectives in 
the respective fields to which they apply. 

The primary objective of the Securities Act of 1933 is to protect 
investors by reqUifIn:g full and fair disclosure of material fact.s con
cerning securities publicly offered for sale in interstate co.mmerce or 
by use of the mails and by preventing misrepresentation and fraud in 
the sale of securities. Under it, the Commission docs not pass on the 
merits of securities. One can offer any security for sale if it is effec
tivcly registered and all the truthjs told about it. 'While the necessity 
of disclosing the truth concerning prospective security offerings may 
and should affect both the determination to make the offering and the 
reception accorded it, the decision whether to take the risk rests with 
the investor and is not made for him by the Commission. Accord
ingly the Commission docs r.ot direct or control the flow of capital. 

From the passag'e of the Act to June 30, 1944, 4,510 registration 
statements' became effective with respect to seeurities aggregating 
more than $25 billion. In this period administrative proeedures were 
adapted to the needs and ,practiees of the business community. 
Registrations were expedited whenever possible. Since the August 
1940 amendment of Section 8 (a) of the Securities Act, registrants 
who ,are able'to comply with the standards of the Act and the rules 
of the Commission have obtained effective registration of their secu
riti~s in .substantially less than 20 days after filing. Il!-adequ3;cies iD 
regIstratIOn statements have heen called to the attentIOn of Issuers 
through the medium of the flexiple and informal" deficiency" letter 
rather than by stop order proceedings. rhat technique has had 
marked success and in no small measure it accounts for the fact that 
for more ~han two years, the Commission has not found it necessary 
to issue any" stop orders" as prescribed by the statute with respect 
to improper registration statements. _ . 

When the Securities Act was passed and shortly thereafter, there 
was widespread 'prediction that the civil liability provisions of tl1e 
Act would result in a flood of lawsuits against companies and their 
officers, directors, an9. experts who had signed registration statements. 
A search of the court records covering a period of 8 years reveals ~hat 
there were less than 2 dozen actions under all three of the civil lia
bilities of the Act. Moreover; so far as could be determined, not 
more than five suits resulted in recovery by the plaintiffs. 

From the beginning of its ad~inistration of the Securities Act, the 
Commission, through its Secmities Violation Scr.vice, has cooperated 
with the several State security authorities, better business bureaus, 
and chambers of commerce in establishing a national clearing house 
of information concerning fraudulent secmities transactions. As of 
June 30, 1944, the Commission had assembled in its files data concern
ing an aggregate of 44,399 persons against whom Federal or State 
action' had been taken with regard to secmities violations. The 
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Com~ission's enforcement -activities have resulted in the indictment 
of 2 316 individuals and firms for securities frauds, manipulation, 
sale~ of unregistered securities, perjury, and fraudulent operations of 
brokerage firms. The types of frau'd which the Commission has ell
countered have been as varied as human-ingenuity could devise. Of
the criminal cases which have been concluded, 95 percent were 
successfully prosecuted as to one or more of the defendants namen in 
the indictments. In cases' of appeal verdicts o(guilty were reversed 
as to' all defendants in only.six cases, and in five of these convictions 
were obtained after retrial. In civil suits instituted by the Commis-:, 
sion, permanent injunctions have been entered against 1,057 firms 
and individua,ls. -

One of the important -results of the disclosure requirements of the 
Securities Act and the Securities Exchange Act has been their effect on 
accounting practices. The administration of these statutes by the 
Commission has been instrumental in bringing about numerous im
portant reforms in accounting and auditing techniques. It has also 
had a beneficial influence on the character of the financial statements 
included in annual reports to stockholders. 
, Under the Securities Exchange Act of 1934, significant achieve
ments have been made in the regulation of trading in securities both 
on the organized exchanges and in the over-thc-counter markets. As 
developed in more detail in this report, these include the adoption by 
the exchanges of suggested rules for the regulation of various phases _ 
of trading; the reorganization of the administrative structures o~ the 
exchanges; control of the use of credit in security transactions; the 
systematic surveillance of the volume of trading and the movement 
of securities prices to eliminate manipulative practices; the control 
of short selling; the disclosure of transactions in a company's stock 
by its officers, directors, and principal stockholders; the registration 
of brokers and dealers; and improvement in the standards of conduct 
in over-the-counter business. Finally through the Commission!s 
prm:y regulations, affecting corporations with sccurities -listed on 
exchanges, important advances have been made toward a fuller degree 
of corporate democracy. ' 

The Securities Exchange Act was amended in several important 
respects in 1936 and in 1938. The amendments of 1938, known as the 
Maloney Act, permitted the formation and registration of national 
securities associations which would supervise the standards of conduct 
of their members under Commission regulation. In August 1939, the 
National Association of Securites Dealers, Inc., which now has ap
proximately 2,100 members, was registered under the Act. A major 
portion of its activities. has been devoted to raising the business 
standards of over-the-counter brokers and dealers. . -

Part III of the report deals with the administration of the Public' 
Utility Holding CompanY.Act of 1935. Undcr that Act there are 
registercd some 53 eleCtricand gas utility holding company systems 
with aggregate consolidated assets of nearly $16 billion. A major 
part of the Commission's work for the past 5 years has been the task 
of passing upon the reorganization of the complex financial !-Iud cor
porate structures of these systems as required. by Section 11 of the 
Act. By the end of the past fiscal year most. of the long-protracted 
hearings to determine the nature of the Section 11 issues in the various 
systems had been held and substantially all of the more iillportant 
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orders specifying the action that must 'be taken to comply with the 
geographical integration requirements of that section had been issued. 
T~ere has been a steady procession of applications by the holding 
·companies to give effect to these outstanding orders. Sufficient 
progress has been made to indicate both the practicability and the 
beneficial effects of compliance with the simplification requirements 
of the Act. Of course t.he Commission will not order dissolution of 
any holding company which holds together what can realistically be 
regardpdas a sy;stem the·continued existence of which is justified by 
genuine economic or physical considerations. 

Under this program complex capital structures are being replaced 
by simple capital structures. Holding company debts are being paid 
off, risky holding company preferred stocks,with their huge accumu
lations of dividelld. arrearages, are being converted to common stock 
so as to permit once again a flow of income to the security holders. 
But what is more important, the holding companies are going through 
a: shrinking process. They are being reduced in size because they 
must slough off their scattered holdings, and their security holders 
are receiving, either in exchange or as liquidating dividends, the com
mon stocks ofs.ound operating companies. This is a factor of great 
significance both to the oper~ting companies themselves and to the 
investors who' t~ought they had an equity interest in the utility 
industry but found that all they had was a speculative interest in a 
holding company. Under these conditions in the years to come, the 
operating utility industry will have a greater ability.to raise equity 
capital on a sound basis to finance its ever-growing needs; and the 
investors who furnish that capital will receive their dividends direct, 
without being subjected to the expense and the risk of supporting an 
outmoded holding company organization. Also worthy of mention 
is the fact that management and supervision fees paid by the operating 
utility subsidiaries p.ave been reduced many millions of dollars 
annually. , 

In additio~·to the program of reorganizing the holding companies, 
the Commission, acting under the Holding Company Act, has passed 
upon the issuance of more than $6 billion 'of securities of registered'. 
holding companies and their ·subsidiaries. Under the applicable 
standards of the Act, this afforded the opportunity to improve the 
financial structures and policies of the operating utility companies. 
Inflation is being taken out of their balance sheets. Their debt is 
being reduced by every legitimate means to establish conservative 
debt ratios. Depreciation accr~lIi1s have been increased and their 
depreciation reserves are being built up to good health. Among the 
more important benefits have been the steps taken by the Commission 
to eliniinate banker domination of utility companies. One important. 
measure to accomplish that result was the adoption by the Commis
sion'in April 1941, of a rule requiring co~petitive bidding in the sale 
9f: public utility securities. These benefits are helping to build a 
better future for the operating utility companies, their investors. and 
their consumers. ' 
Chapter X of the Bankruptcy Act 

Under a provision in the Securities Exchange Act, the CommissiQn' 
was directed to make a study of reorganization committees and to 
rep9rt its recommendations, to Congress. The Commission's report 
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on this matter, in. eight volumes, described serious abuses. in the 
functioning of these committees as well as other defects in ~isting 
reorganization p~ocedures. These disclosures gave impetus to a 
reform of the National Bankrupt.cy Act in 1938. Under that legisla
tion, the Commission has the duty to serve as adviser to United States 
district courts in connection with procepdings for the reorganization 
of debtor corporations in which thex:e is a substantial public interest. 
It participates as a party to these proceedings, either at the request 
or with the approval of the courts. It renders independent expert· 
advice and assistance to the courts with respect to plans of reorganiza
tion. Of primary importance is the Commission's assistance in the 
financial rehabilitation of debtor companies and in the formulation 
of reorganization plans which Will provide fair and equitable treatment 
to the various creditors and other security holders and which will 
assure that the corporations will emerge from bankruptcy in a, sound 
financial condition. From September 1938 to June t1'944 , the 
Commission participated in 243 reorganization proceedings under 
Chapter X. 

Another consequence of the Commi~sion's investigation of reorgani
zation procedures was the enactment of the Trust Indenture Act of 
1939'. Prior to 1939·most of the average indenture was devoted to 
exculpating the trustee. This.Act aims to bring all indenture trustees 
up to a high level of diligence and loyalty and to place them in a better 
position to protect security holders. The means adopted is a require
ment that bonds, notes, debentures, and similar debt securities ex
ceeding $1,000,000 in principal amount may not be offered for sale to 
the public unless they are issued under a trust indenture which conforms 

. to specific statutory stanuards auu has been duly qualified with the 
Commission. The emphasis is upon an effective and independent 
trustee, whose interests do not conflict with those of the investors.' 
Under the Trust Indenture Act there has been no litigation and only 
two r{lfusal' order proceedings have been initiated. In each of these 
cases the indenture was qualified after appropriate amendment. 
From February 4, 1940 to ,Tunc 30, 1944,304 trust indent~res, covering 
more than $4X billion principal amount of securities, were qualified 
'under this Act. 
Investment.Company Act of 1940 

In the years 1936 to 1940, the Commission made an extensive study 
of investment trusts and similar companies as directed in Sectio~ 30 
of the Public Utility Holding Company Act. The investigation con
firmed widespread suspicions c(mcerning exi~tiri.g abuses and revealed. 
case after case in which investors' funds ht1d been used to serve the 
selfish interests of investment company promoters. The Commission's 
studies indicated that the honest and respectable elements 'in the 
investment trust business rec'ognized that these abuses had also cast 
discredit upon their operations and the.y joined in urging the passage 
of remedial legislation. Accordingly, the terms and provisions of the 
Investment Company Act were worked out in conference by repre
sentatives of the Commission' and of the investment trust industry 
and the Congress. The Act passed both houses o( Congress without . 
a dissenting vote. 

As .more fully set forth in Part VI of this report, the Act provides 
that investment companies must register with the Commissio.n; their 
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affairs must be conducted in accordance with the applicable provisions 
.of the Act; and various transactions, including transactions between 
affiliates,are prohibited or made subject to approval by the Commis
sion. . The Commission also is n.uthorized to apply to the Federal 
courts for orders removing or suspending from office directors, officers, 
.and other fiduciaries of registered investment .companies who have 
been guilty of gross misconduct or gross abuse of trust. - The Com
mission has exercised the authority in a number of ·instances. At 

. June 30, 1944, there were registered,.,with the Commission 3'U invest
ment compa.nies having estimated assets aggregating approximately 
$3 billion. ' 

The Investment Advisers Act of 1940 was enacted at the same time 
as the Investment Company Act. This statute provides for the r!)gis
tration of all persons engagcd in thc busincss of giving investment 
advice, requires investmcnt advisers to makc full disclosure of their 
interest in transa'ctions cxccutcd for thcir clients, and makcs unlawful 

. pr:acticesYwhich constitutc fraud or dcccit. At Junc 30, 1944, there 
were registered with the Commission 719 investluent advisers. 
_ The ·Commission's experience in the administration of the Invest
ment Advisers Act over the pnst 4 years impels the conclusion that it 
cannot be enforced effectively in its presentJorm. .The cases of Robert 
J. Boltz and Albert K. Atkinson, o'utlined in Part VII of tlllS report, 
illustrate the type of fraudulent activities in which certain unscrupu
lous investment advisers are able to engage at present without afford
ing this Commission thc slightcst overt evidence of their occurrence. 
The Commission is unable to detect or prevcnt such activities prin
cipally because it· lacks the power to inspect the books and records 

. of investlll.cnt advisers-a powcr which it has in the case of brokers. 
and dealers under the Securities Exchnnge Act of .1934. To remedy 
this signal weakness as well as other related weaknesses in the Invest
ment Advisers Act, the Qommission submitted a report to the Con-:: 
gress on January 31, 1945 recommending certain amendments to the 
Act. 

Since the substantive provisions of the several statutes are interre
lated in many ways, it has been feasible to effect a high degree of 
standardization and uniformity of forms, procedures, and interpreta
tions. . For example, a.s more fully discussed in the Commission's 
Ninth 1\nnual Report, the Commission has effected a comprehensive 
simplification of'a number of registration and reporting requirements 
'to eliminate duplicate filings by companies subject to more tha:p. one 
Act. Uniform regula.tions have, been prescribed as to the form and 
content of financial statements filed under the Securities Act, the 
Securities Exchange Act a.nd the Investment Company Act. Sim.i
larly uniform practices, interpretations, and forms apply to proxy 
solicitations tmder the Sccurities Exchange Act, the Holding Company 
Act, and the Investment Company Act; this is also true as to trust 
indentures under the Trust Indenture Act and the Holding Company 
Act. Further administrative adya.ntages stem from the uniformity 
of procedures, law find int('rpretation under t,he reorganization pro", 
vhions of Chapter X, Section 11 of the Holding Company Act and 
Section 25 of the Tnv('stm.ent Company Act. . 

In the adoption of rules; regulations, forms, and accounting prin
-ciples and policies, it is the practice of the Commission to submit 
them 'prior to adoption to all interested persons and invite their 
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criticisims and suggestions. This procedure is followed provided 
-the subject matter is of general importance, is not of a temporary 
nature, and is not due to -an emergency demanding early action. 
Often such matters are discussed with those affected or interested in 
informal conferences with the staff or the Commission, and sometime's 
in public conferences-. W"lwn the Commission makes its decision lmder 
such circumstances, it usually states the reasons for its conclusions. 

In carrying. out its adjudicatory functions under the Acts it admin
isters, the Commission has developed procedures designed to afford 
maximum information and assistance to all- interested parties and 
to assure full safeguards of their rights. Interpretative and advisory 
services are rendered by the Commission's staff to persons contem-
plating activity dealt with by those Acts, and-preliminai'y consultation 
between members of our staff and interested parties is employed to 
expedite disposition of issues raised. - . 

Most of the cases which the Commission decides involve applica
tions by private partics seeking pcrmission to undertake-or continue 
specified activity, or. seeking exemption from requirements imposed 
by the Acts or Rules and Regulations thereunder. The Commission 
-also decides issues in various proceedings initiated by it pursuant to 
statutory direction, and it reviews certain actions of a registered 
associatioil of securities dealers. 

In all cases to be decided by it, the Commission issues to the pnrties' 
a notice and order for hearing summarizing the pertinent facts which 
are then before it and delineating the issues that appear to be involved . 
. Unless confidential treatment is required, the notice and order 'for 
hearing is made.public ano provides that any interested person may 
seek leave to be heard or intervene. -

Hearings arc held before trial examiners ~esignnted-- by the Com
mission. The trial examiners have no other function than to preside 
at hearings and in certain cases to file an advisory report. They 
arc instructed to and do observe strict impartiality. In all cases 
the parties and the interested division of the Commission's staff, 
where it takes a position, arc afforded opportunity to file exceptions 
to a trial examiner's report, to file briefs and requests for specific 

·findings-and to present oral argument to the Commission. 
-Where the interested division of the Commission's staff has- taken 

no adversary position, the Commission -will normally avail itsQlf of 
tire assistance of the division in the preparation of findings and opinion. 
However, where the division has taken an adversary position, and 
in other cases in which the Commission considers it_ desirable, the 
Commission employs the assistance of its Opinion '\Yriting Office, 
which reports directly to the Gommission and functions independently 
of the division which has participated in the proceedings. After 
thorough analysis of the evidence and the contentions of the parties, 
the Oommission directs _the preparation of findings and opinions in 
which the Commission states its decision and its reasons for it. All 
final orders of the Commission are subject to judicial review. 

The Commission's files have become a tremendous repository of 
. information with respect _to the corporate .enterprises of~the nation. 
This information is digested by representatives of financial and 
statistical services, banks and insurance companies, investment 
hous~~o!~d~:tri~' corporation~,~members of stockholders committees 

. PAUL GONSON 
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and by individual investors, and is passed on to the public in numerous 
ways. The Commission itself issues to all who are interested statis
tical' releases and reports of surveys. At'the request of a number of 
government war agencies, the Commission recently published a four
volume report on the profits and operations of American corporations, 
and other work is being done on similar projects. The Commission 
also issues quarterly releases on savings by individuals. and on the 
working capital positiop. pf corporations in the United States. The 
accumulation' of fllancial information and the services of technical 
experts on the Commission's staff are available to and have been 
frequently employed by the Congress. In addition, the Congress' 
has availed itself of the personnel of the Commission in connection 
with numerous investigations, the most important of which was 
the investigation conducted by the Temporary National Economic 
Committee on which the Commission was represented. 
- During the first decade of its activities, the Commission issued more 
than 2,000 formal orders under the several acts, and while all the acts 
provide for judicial review of Commission orders, only 100 petitions 
for review have been filed. Of these 84 resulted in either denial of the 
objections raised on the merits or dismissal of the petition by stipula
tion or on motion of the petitioners. The decisions m 3 concluded 
cases set aside the Commission's ord~rs in whole or in part and 13 
cases were pending at the end of the past fiscal year. In addition to 
the proceedings for judicial review of Commission orders, the record of 
civil actions ,in Federal district courts instituted by or against the 
Commission ·(including cases in which the Commission appeared aa 
intervenor or participated as amicus curiae) comprised more than 500 
cases, of which only·] 0, or less than 2 percent, resulted in decisions 
adverse to the Commission. 

An .outstand~g result of the enactment and administration of these 
statutes has .been the establishmen t of a higher' standard of ethic[S in the 
handling of other people's money. New standards prevail in thebusi
ness of inducing investors to part with their money and in the business 
of managing that money once it has been entrusted to a particular 
enterprise. There now prevail new concepts of fair dealing, of ade
quate disclosure and of the duties of management and insiders: The 
general acceptance of these ethical standards by the business com
munity is reflected not alone in the policies and outlook of those subject 
to the Commission's jurisdiction, but it is also evidenced in many 
respects .il!- the practices of businesses not within the jurisdiction of 
the Commission. . 

Proposals for Amendments to the Securities ·Act of 1933 and the Securities Ex
change Act of 193~ 

In 1940 bills were introduced in both Houses of Congress to amend 
the Securities Act of 1933.1 The House Committee on Interstate and 
Foreign Commerce requested the Commission to comment on these 
bills. As a result of this request, and with the approval 'of the chair
man of that Committce and the chairman oCthe Senate Committee 
on Bankmg and Currency, the Commission undertook to study 

1 S. 3985, S. 4006, H. R. 9807, and D. R. 10013, 76th Cong., 3d sess. 
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thoroughly with representatives of the securities industry and others 
the advisability of amending both the Securities Act of 1933 and the 
Securities Exchange Act of 1934. 

In the course of this study the Commission conferred at length with 
"representatives of the Investment Bankers Association of America," 
"Jnc., the National Association of Securities Dealers, Inc., the New 
York Curb" Exchange and-the New York Stock Exchange. The views 
'of all the regional "stock exchange.s were also· invited, and proposed 
J amendments were discussed in de.tail with representatives of 13 of those 
. exchanges. In addition, the Commission sought and received the 
views of executives of corporations which had had experience in 

, registering securities with the Commission, executives of many life 
insurance companies, and numerous individuals from all parts of 
the country. " , " 

The results of this comprehensi.ve study were submitted to the Com
mittees of the two Houses in a report filed by the Commission on 
August 7, 1941.2 All of the proposals made either by the representa
tives of the securities industry or by the Commission were then com
hined in·a comprehensive coinI:Dittee print for purposes of convenience.3 

As to many of the proposals the Commission and the representatives 
of the industry were in agre(\p1ent. In the area of disagreement, how
ever, were some proposals which the Commission opposed as serious 
threats to the protection of the investing public and as a retrogression 
toward evils which had impelled the enactment of the two statutes in 
1933 and 1934. ' 

The nature of the proposals as to which there was disagreement was 
varied. For example, perhaps the two most :important suggestions 
under the Securities Exchange Act involved the regulation of proxy 
solicitations under Section 14 and the provisions of Section 16 govern
ing trading by corporate insiders. On one hand, the two N ew York 
exchanges proposed extending the coverage of those two sections 
generally to the securities of large national corporations not listed on 
exchanges. On the other hand, the representatives of the securities 
industry (including those exchanges) urged the repeal of Section 16 (b), 
which provides for the recapture of profits made by insiders from 
trading in the securities of their companies. 

The House Committee on Interstate and Foreign Commerce began 
hearings to consider the proposed amendments on October 28, 1941. 
The hearings were conducted continuously until "interrupted by the 
outbreak of war on December 7, 1941. Reconvening in January, the' 
hearings were terminated during that month.4 The proposals were 
then referred to a subcommittee of the House Committee and no further 
action was taken up to the close of the session. 

Significant statistics concerning the work of the Commission and 
its activities du:ring the past fiscal year' and cU'mulative to June 30, 
1944, are set forth on the last page of thi.s foreword. 

2 "Report of the Securities and Exchange Commission on Proposals for Amendmcnts to the S~curities 
Act of 1933 and the Securities Exchange Act of 1934," UOllse Committee Print, 77th Cong., 1st scss. (Aug. 7, 
1941). A separate report had been filed on July 30, 1941, by the representatives of the four groups of the 
securities industry referred to abo\'e; "Report on the Conferences witli the Securities and Exchange Cern
mission and its Staff on Proposals for Amending the Securities Act of 1933 and thc Sccuritics Exchangc Act· 
of 1934 by thc Representatives of Investrrent Bankcrs Association of America, National Association.of 
Securities nealers, Inc., New York Curb Exchange. and New York Stock ExchAnge" (July 30,1941). 

" 3 "Comparative Print Showing Proposed Changes in the Sccurities Act of 1933 and the SecurItics Exchange 
Act of 1934" (Oct. 18, 1941). . 

, • The hearings are rcported in 8 Committee print (77th Cong., 1st and 2d scss., 1941-42) consisting of live 
volumes plus an index volume. 
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Since the Commission was organized the following Commissioners 
'have held office for. the period indicated: 

. From- To-
Joseph P. Kennedy*_ July 2, 1934 __________ -September 23,1935. 
George C. Mathews __ July 2,1934 __________ April 15, 1940. 
James M. Landis* ___ July 2,1934: _________ September 15,1937. 
Robert E. Healy ____ July 2,1934 __________ Term expires June 5,1946. 
Ferdinand Peeora ___ July 2,1934 __________ January 21,1935. 
J. D. Ross (deeeasedL October'5, 1935_'- _____ October 31,1937: 
William O. Douglas*_ January,31, 1936 ______ April 16, 1939., 
Jerome N. Frank* ___ December 27,1937 ____ April 30, 1941. 
John W. Hanes _____ January 14,1938 ______ June 30,1938. 
Edward C. Eicher* ,December 3, 1938 ____ .:' February 2, 1942. 

(deceased) . 
Leon Henderson_' ____ May 18, 1939 _________ July 8, 1941. 
Sumner, T. Pike _____ June 4, 1940 __________ Term expires June 5,1948. 
Ganson Purcell*:_' ___ June 17, 194L ________ 'Term expires JUlle 5,1947. 
Edmund Burke, JL __ July 31, 194L ______ ~_ October 19,1943. ' 
Robert H. O'Brien ___ February 3, 1942 ______ December 28, 1944. 
-Robert K. McCon- December 29, 1943 ____ Term expires June 5, 1949. 

naughey. 

'Served as chairman. 

. The Commissioners, Staff Officers, and Regional Administrators at 
the clo'se.of the past fiscal year w:ere as follows: . 

Commissioriers 
Ganson Purcell, Chairman. 
Robert E. Healy. 
Sumner T. Pike. ' 
Robert H. O'Brien. 
Robert K. McConnaughey. 

Staff Officers 
Orval L. DuBois, Secretary. 
Baldwin B. Bane, Director of Corporation Finance Division. 
Milton H. Cohen, Director of Public Utilities Division. 
James A. Treanor, Jr., Director of Trading and Exchange Division. 
Roger S. Foster, Solicitor. . 
William W .. Werntz, Chief Accountant. 
Robert M. Blair-Smith, Head of Opinion Writing Office. 
Peter T. Byrne, the Assistant to the Chairman. 
Leslie T. Fournier, Special Assistant to the Commission. 
Hastings P. Avery, Director of Administrative, Division. 
James J. Riordan, Assistant Director of Administrative Division and Bud-' 

get Officer. ' 
Philipp L. Charles, Director of Personnel. 

Regional Administrators 

James J. Caffrey, New York Regional ' Office-Zone r. 
Paul R. Rowen, Boston Regional Office-Zone 2. 
William Green, Atlanta Regional Office-Zone 3. , 
Charles J. Odenweller, Jr., Cleveland Regional Office-Zone 4., 
Thomas B. Hart. Chicago Regional Office-Zone 5. . 
Oran H. Allred, Fort Worth Regional Office--'Zone 6. 
John L. Geraghty, Denver Regional Office-Zone 7. 
Howard A. Judy, San Francisco Regional Office-Zone 8. 
Day Karr, Seattle Regional Office-Zone 9. ' , 
William M. Malone; Baltimore Regional Office-Zone 10. 

The States comprising the zones served by'the respective regional 
offices are as follows: 

Zone I-New York, New Jersey, and Pennsylvania: 
Regional office-Room 2006, Equitable Building, 
120 Broadw~y, New York 5, N. Y. 
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Zone 2-MassachU:sctts, Connecticut, Rhode Island, Vermont, New Hamp-
. shire, and Maine: 

Regional office~Room 426, Shawmut Bank-Building, 
_ 82 Devonshire Street, Boston 9, Mass. 

Zone 3-Tennessee, North Carolina, South Carolina, Georgia, Alabama, 
l\-iississippi, Florida, and the portion of Louisiana east of the 
Atchafalaya River: 

Regional office-Room 415, Palmer Building, 
Forsyth and Marietta Streets, Atlanta 3, Ga. 

Zone 4-0hio, Michigan, Indiana, and Kentucky: 
Regional office-Room 1608, Standard Building, 

_ 1370 Ontario Street, Cleveland 13, Ohio 
Zone 5-Minnesota, Wisconsin, Iowa, Illinois, 'Missouri, and Kansas City, 

- Kans.: "-
Regional office-Room 630, Bankers Building, 
105 West Adams Street, Chicago 3, III. , 

Zone 6--0klahoma, Arkansas, Texas, I(ailsas (with the exception of Kansas 
City), and the portion of Louisiana west of the Atchafalaya 
River:' 

. Regional office-United States Courthouse, 
Tenth and Lamar Streets, Fort Worth 2, Tex. 

Zone 7-Wyoming, Colorado, New Mexico, 'Nebrallka, North Dakota,'
South Dakota, and Utah: 

Regional office-Room 822, Midland Savings Building, 
444 Seventeenth Street, Denver 2, Colo. 

Zone 8-California, Nevada, Arizona, and Hawaii: ' 
Regional office-Room 1301, 
625 Market Street, San Francisco 5, Calif. 

Zone 9--Washington, Oregon, Idaho, Montana, and Alaska: 
Regional office-1411 ,Fourth A venue, 
Seattle 1, Wash. 

Zone 1D--Virginia, West Virginia, Maryland, Delaware, and DistricCof 
Columbia: ' 

Regional office-Room 2410 O'Sullivan Building, 
. Baltimore 2, Md. 

Washington, D. C. Liaison Office-Twelfth floor, Tower Building, 
Fourteenth and K Streets N. W., Washington 25, D. C. 

Sign~ficant statistics' concerning the work of the Commission 

Securities Act of 1933: 

During fiscal 
year ended 

June 30, 1944 

Number of registration statements effective under the Act_______ 221 
Amount of securities effectiYcly registered under the Act._______ _ $1,759,780,000 
Number of stop orders effectlvc under thc Act ______ ............. 0 

Securities Exchange Act of 1934: 
Number of national securities exchanges registered under the 

Act-net ..................... _ .............................. . 
Number of security issues regi~tered on national securIties ex· 

changes-net: 

o 

Stocks .....•..... _ .•••...•..................... : .............................. . 
Bonds ........................... _ ........................................•... 

Securities registered on national securitie~ exchangcs-net: , 
Stocks (shares) .......................................•......... , ............. . 
Bonds (faee amount). _ ... _ .......................... _ ...... _ ................. . 

Number of security issues admitted to unlisted trading privileges 
on registered exchanges: 

Stocks .....................•.....•.•.. -.... _ ..................................•. 
Bonds_ ....... _ .. _ .. ~ ............ _,. _ ....... _ .... _ ... _ ....... _ ................. . 

Amount of securities admitted to unli~ted trading privileges on -
registered exchanges: 

Stocks (shares) ..................................... __ .............. ~ ......... . 
Bonds (face amount) .. _--.- ............ -............. _ ..............•.......... 

Dollar amount of sccl1lity trading on national securities ex· 
changes: 

Cumulative to 
(*) or as of (") 
June 30, 1944 

'4.510 
'$25, 345, 392, 000 

'182 

"19 

"2 550 "I: 185 

"2. 285, 763, 088 
"$21, 35!!, 063, 564 

"458 
"178 

"383, 632, 380 
"$1,987,016,946 

8tocks.: ......•.............................................. $8, 792, 692, 000 *$118, 588, 393, 000 
Bonds_ ................. _ ..... _ .......................•..... 

Numbrr of broker·dralers registered u!1cer the Act ............. . 
Number of broker-dealer registrations rcvokrd, suspended, and 

denied. __ ................... _. _ ................. _ ........ _ .... . 
Number of "flying quizzes" made to check on market manipu-

13tion ... , .............. _ .................... _ .. : .. __ ........... . 

1,946,296,000 *21,478.630,000 
328' "4,364 

Ii 

102 

'213 

'1,137 
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_ Significant statistics -roncerning the work' of the C~mmission-!Jontinu~d 

Public Utility Holding Company Act of 19~5: , ,_ 

During fiscal 
year ended 

June 30, 1944 

Number of, holding companies registered -under - the Act (51 systems) ________ ' _________________________________________________________________ _ 
Assets of r~gL<tered holding companies and subsidiarie~ (Dec, , _ 31, 1943) __________________________________________________________ : _____________ _ 

Securities issued by regi~tered holding- companies and tbelr sub-
sidiaries pursuant to Secs, 6 (b) and 7 of tb~ Act ______________ _ 

Proccedings instituted by tbe Commission under Sec, 11 (b) of 
tbe Act (62 pending as of June 30,1944) _______________________ _ 

Voluntary plans of reorganization submitted by regist~red hold-
ing companies or sul:>sicliarie< tbereof (45 pc>nding as of June 30, 1914) ________________ ,0 ________________________________________ _ 

Chapter X of the Nat.ional Bankruptcy Act: 
, Numbcr of corporate' reorganizations in wbicb the' Commission 

, bas become a r,arty under Chapter X (106 active cases re-
mainerl as of June 30,1941) _ : _________________________________ _ 

Trust Indenture Act of 1939: ' 
Number of trust indentures qualified under the Act ____________ _ 
Face amount of securities qualiflcd under the Ac!.. _____________ _ 

Investment Company Actpf 1940: - - -
Number of investment companies re"istered ____________________ _ 
N!lmber of investment companies which have ceased to be reg-Istered ___________ , ____________________________________________ _ 

Investment Advisers Act of 1940: -
Number of investment advisers registered: __ : __________________ _ 
Number of investment advisers which have ceased to be reg-istered ________________________________________________________ _ 

,Enforcement Statistics: ' , 
Number of firms and individuals enjoined for violation of Acts 

administered by the Commission _____________________ : _______ , 
-NUmber of defendants indicted for violation of Acts administered by the Commission _______________ : ___________________________ _ 
Number of defendants convicted for violation of Acts adminis-tered by the Commission _____________________________________ _ 
Number of persons docketed in Commission's securities viola-, tion files ________________________________________ -:: _____________ _ 

$985:981,951. 

22 

19 

, 70 
$716, 530, 756 

8 

90 

69 

93 

88 

960 

Cumulative to 
(") or as of (00) 
June 3D, 1044 

"124 

"$15, 773, \08, 778 

*$6,015,167,912 

*70 

115" 

'243 

"304 
- "$4,346,127,738 

'489 

'U8 

'1,083 

'364 

'1,057 

'2,316 

'1.100 

'44,399 



Part I 

ADMINISTRATION OF THE SECURITIES ACT OF 1933 

The ·Securities Act of 1933 provides for full dIsclosure of pertinent 
information regarding securities publicly offered for sale in interstate 
commerce or through the mails, but does not confer upon the Com
miE'sion the power to approve or 'pass upon the ,merits of any·security.
The Act is also designed to prevent misrepresentation, deceit, and other 
fraudulent practices in the sale of securities. Issuers of securities to 
be puhlicly offered and sold in interstate commerce are required to 
file registration statements with the Commission. These registration 
statements must contain specified information on' the proposed offering 
and are ava,ilable for public inspection. An integral part of the require
ments of each statement is a prospectus setting forth in condensed 
or summarized form the more essential information contained in the 
registration statement. The Act provides that the prospectus must 
be made available to investors to whom the securities are sold._ 

ENACTMENT AND SCOPE OF THE SECURITIES ACT OF 1933 

The reasons for the enactment of the ·Seeurities Act of 1933 are 
stated in the President's 'message to Congress on March 29, 1923, as 
follows: 

I recommend to the Congress legislation for Federal supervision of traffic. in 
investment securities in interstate commerce. 
, In spite of many State statutes the public in the past has sustained seve,re 
losses through practices neither ethical nor honest on the part of many persons
and corporations selling securities. 

Of course, the Federal Government cannot and should not take any action which 
might be construed as approving or guaranteeing that newly issued securities are 
sound in the sense that their value-will.be maintained or that the properties which 
they represent wiII earn profit.· . 

There 'is, however, an obligation upon us to insist that every issue of new 
securities -to be sold in interstate 'commerce shall be accompanied by full publicity 
and information, and that no essentially important element attending the issue 
shall be concealed from the buying public. 

This proposal adds to the ancient rule of caveat emptor, the_further doctrine 
"let the seller also beware." It puts the burden of telling the whole trutli on the 
seller. It should give impetus to honest dealing in securities and thereby bring 
back public confidence. - -

The purpose of the legislation I suggest is to protect the public with the least' 
possible interference to honest business. , 

This is but one step in our broad purpose of protecting investors and depositors. 
It 'should be followed by legislation relating to the better supervision of the 
purchase and sale ,of alI property dealt in on exchanges, and by legislation to 
correct unethical and unsafe practices on the part of officers and directors of banks 
and other corporations. ; , 

What we seck is a returl! to a clearer understanding of the ancient truth that 
those who manage banks,. corporations, and other agencies handling or using other 
people'smoney are trustees acting for others. , ' 

o Following the first World War, the American people purchased 
corporate seci.Irit~es in unprecedented amounts. Dllrihg. the ·period 

13 
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from 1920 to 1933 approximately $50,000,00'0,000 of new issues were 
sold to American investors.. In a majority of cases the public pur
chasers were not furnished adequate information upon which to base 
an informed judgment to buy or not·to buy. By 1933, some $25,000,-
000,000 or 50 percent of those securities had become worthless . 

. State "blue sky" laws, which were on the statute books of pl:acti
cally'all the States, had not fully met the situation, since it was diffi
cult for It State to protect its citizens from the depredations of unscrupu
lous promoters operating across State lines in interstate commerce. 
Even if the limitations of the State's own statutes and of the commerce 
clause of the Federal constitution presented no obstacle to the prosecu
tion of such a promoter, he was physically outside the State's jurisdic
tion and extradition was seldom feasible. Accoi'clingly, responsible 
Federal' protection of investors in corporate securities, supplemt'nting 
that afforded hy the State "blue sky" authorities, was an essential need. 

As Louis D. Brandeis had emphasized so·vigorously 20 years. earlier, 
those who managed corporations were managing other people's money 
and those wIto were seeking new capital were seeking other people's 
money. There arose an insistent demand that, in order to reduce 
hazards to investorf', the fiduciary 'character of the financial process 
be accorded legal recognition. So, when President Roosevplt asked 
Congress, as part of the administration's program of reform, to enact 
the Securities Act and the Securities Exchange Act, he init.iated a 
series of conservative st.eps to cope' with an unhealthy situation that 
had long festered and c~Hlld no longer be ignorpd. 

The Securities Act, often 'referred to as the "truth in securities" Act, 
was designed not only to provide investors with adequate information 
upon "'hieh to base their decisions to buy and sell securities, but also 
to protect legitimatq bus.iness seeking to obtain capital through 
honest presentat.ion 'against eompetit.ion from crooked promoters and 
to prevent fraud in the sale of secmities. At the same time its purpose 
was to encourage the· productive employment of capital which had 
been frightened into hoarding, and to aid in providing employment 
through the restoration of buying power. The Act was administered 
by the Federal Trade Commission from :May 2,7, 1932, the date of 
enactment, until September 1, 19'34, when responsibility for its" 
enforcempnt was transferred to the Securities and Exchange Com
mission. 

REGISTRATION 

The principal' objective of the Securities Act is to protect investors 
by requiring a full and accurate disclosure of the material facts rp-' 
garding securities offered for sale in interstate commerce or, by tbe 
use of the mails. In order to accomplish this, the Act provides' that, 
before nonexempt securities may be offered or sold to the public 
through the mails or in jnterstate commerce, a registration statement 
must' be filed with the Commission and must become effective. In 
general, government and municipal securities and the issues of banks, 
railroads, and cooperatives are exempt from the provisions of the Act .. 

In order to register r-;ecurities the issuer must file a registration state
ment on the particular form prescribed by tho'Commission as appropri. 
ate to the tipe of security proposed to be offered. . When a registra
tion statement is filed it becomes a public document designed to set 
forth all the material facts known to ,tbe issuer, and the underwriters 
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with regard to. the company and the securities to bQ sold. These in
clude, among other things, statements with regard to the character, size, 
and profitableness of the business, its capitalization, the purpose of the' 
issue, options outstanding against securities of the issuer, rerrmneration 
of ,officers mld, directors, bonus and profit-shar-ing al'l;angements, 
underwriters' commissions, and pending or threatened legal proceed
ings. Certified financial statements must be included. In order that 
investors may have in convenient form the basic material contained in 
the registration statement, the Act also requires that they be furilished 
a prospectus containing at least the more important information in 
the registration statement .. In addition to' pi'oviding the public, 
information on which to reach an informed judgment with'regard to 
whether or not to purchase securities, the registration statement and 
prospectus serve as a record of the representations made at the time 
the securities were sold, and thereby simplify the problem of proof in 
any legal proceedings which may arise with regard to whether the 
regist1'ation . statement or the prospectus contains untrue or mis
leading statements or omits material information. 

Experts were drafted from specialized classes of issuers to assist in 
tlie preparution,offorms and rules suitu ble to the '3pecialized needs of 
their particular fields. It has been the Commission's established 
'practice from the outset to submit every proposed registration form 
to those persons to whom it would apply and to seek their comments 
and criticisms. Through this system improvement has been made 
from time to time in the process for registering securities. It has 
been the constant aim of the Commission to devise additional ways 
of simplifying the mechanics of registration that could be made effec
tive without foregoing the protection of the public and investors. It 
«hould be·borne in mind, however, when it is as'3erted that some of the 
disclosures required appear to be needlessly searching, that the evalua
tion of 1I corporate secUI'ity by the public is difficult under the most 
favorable circumdanccq and it is rendered urmecessarily hazardous 
if it must be done without all the relevil.nt fn.cts: It is not a simple 
thing to draft a registration form to meet the needs of vast corpora
tions ,vhich are not simple, which hf'vC intricate cil.pital structures, 
scores of sub~idiary companies and far-flung and varied bus~ness 
activities. Late in 1942 the Commission effected a comprehensive 
SImplification of il number of registration and reporting Fequirements 
under several of the statutes, including a new general form for regis-. 
tration of commercial and industrial corporate securities. This 
form, 8-1, permits the filing of the prospectH'3 as a principul pvxt of 
the registration statement, thus eliminating much duplication between 
'the prospectus and the registmtion statement proper. - . 

The examination of a registration statement by the Commission's 
staff .does not in vol ve and is not concerned with an appraisal of the 
·merit'3 of the security as an investment since the Commission ,is not 
authorized to and docs not pass judgment upon the soundness of any 
security. Under the Act, speculative or apparently unsound issues 
can be registered and sold provided the whole truth is told. It 
follows that the Commission docs not direct the flow of capituloI' try 
to do so, although, -of course, the necessity of disclosing the truth 
concerning the' security flotn tions m11Y aff('ct theil' reception. The 
basic policy is not .to attcmpt to Protect the investor by insulating 
him from risk but to make available to him the information with 
which to gage the risk. -
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_ The Co~mission has no authority specifically to require an 3.merid-
,ment to the registration statement. How.ever, it is authorized by 
Section 8 of the Act to iRsue an order preventing or suspending the 
effectiveness of a registration'statement if, after notice end opportun-

- ity for hearing, it finds th tt the statement is inaccurate or incomplete 
.in any material' respect. Ordinarily this procedure is unnecessary 
and the Commission docs not resort to it except in those cases where 
there hr,s been a definite or intcntione,l effort to conceal or misler..d: -

In the interest of good administration, fall" treatment of registrants, 
and minimum interference with business, a procedure not specifically 
f'pellcd out in the Act was adopted early in its gdministration. Regis
~rn.nts arc informally advised of any material misrepresentations or 
omissions as promptly as possible after the statements are filed, thus 
affording an opportunity for the filing of correcting amendments 
before the stf',tements become effective. Through this "letter of 
deficiencies" the Commission is able to ad vise the registrant of the 
informp,tion thu,t must be corrected or supplemented in order te meet 
the disclosure standards prescribed by Congress. Another informal 
procedure th;tt has proved useful is the prefiling conference in which 
representatives of registrants and underwriters discuss problems' in 
connection with the proposcd filing with the Commission's stu,ff for 
the purpose of determining in advll,nce \vhat types or methods of 
disclos!lre would he neceSSf',ry under the circumstances of the indIvid
ual case. This informol method of handling cases hlloS injected an
element of flexibility into the registration procedure which has proved' 
so sll,tisfactory that it has not been necessary to issue flo stop order 
since 1941. ; 

The time, required to eXll,mine and clear a registration statement 
depends largely on whether a simple or complex'situation is involved. 
,The original Section 8 (a) of the Act required 'a 20-dv,y waiting period 
after filing before the registration statement could become effective. 
:Moreover, any amendment filed prior to the effective date starts the 
20-day period running anew unless the Commission accelerates the 
amendment by dating its filing back to the original filing date of the 
registrll tion statement. The principal objectives of the. waiting 
period arc to give the public !m opportunity to absorb the inform3,tion 
in the prospectus or registration statement,and to get away from the 
hasty methods of distribution previously in vogue which practically 
compelled minor distributors end dealers to make commitments 

, blindly. 
The Commission has endeavored to adapt its procedures to the 

accustomC'd practices of busine<;smen and distributors of securities_ 
insofar as this is consistent with the intent of Congres<; and the pro
tection of investors. 'Vhen the Com~ission found, therefore, after a 
study of the needs of the business, tha't a 20-day waiting period after 
the filing of amendments would, in many cases, involve an unneces
sary hardship, it adopted the policy, when amendments are not too 
import~nt and complicated, of permitting registration to become effec
tive on the twentieth day after the original filing date 'or as soon there
after a.s possible. 

On August 22, 1940, Section 8 (a) was amended, with the support 
of the Commission, to give the Commission discretionary authority to 
accelerate the effective date under certain circumstances without re
gard to the original 20-day period. In other words, the amended 
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I?ection provides that the effective date shali be the twentieth dey 
after the filing of a registration statement or such earliCl: day as the 
Commission may detClmine but- the Commission is required to give 
due regard to such matter'l as the adequacy of the information respect
ing the issuer which has previously been mad~ public and the 'ease 
with which the rights of the holders of the securities to be issued can 
.be understood. The Commission cooperates with regi'ltrants. in 
expediting registration as much:as'PQssible c()nsistent wi_th, the public 
intere'lt and the protection 'of investors. Registrants who" are able 
reodily to meet the standards of the Act and the rules of the Commis-_ 
sion obtain effective registration of their securitie'l in substantially' 
less than 20 day'l after filing. . 

Since Section 5 of the Act prohibits offers or sales to be made prior 
to the effectiveness of the registration stotement, issuers and under
writers ",-ere, a~ first, reluctant to send out any information to poten
tial investors during the waiting period for fear 'luch circulation would 
be construed as an offer to sell secnrities. Early in its history, there
fore, the Commission, in order to make information a vaill1ble to poten
tial investors, p\lblished severn.l opinions of its gcnerr.I counsel to the 
effect that distribution of infcrmation contained in the registration 
statement prior to the cffecti~-e date of the registration statement 
would not constitute' a,n illegal offer provided. it were very: clearly' 
explained that the circulation was not intended M an offer of the secur
ity. This has resulted in the more or less common practice of under
writers and dealers circulating,' prior to' the effective date of the 
registration statement, the so-called" red herring" prospectus which 
derives its name from the practice of printing in red letters either 
,diagonally ac'ross or along the margin of each page 0 clear statement 
that the document is not intended os an offer of the security and 
directing a,ttention to the prohibitions in the Act against offers prior 
to effective registration. . 

VOLUME OF REGISTRATIONS UNDER THE SECURITIES ACT 

From the date of its enactment to June 30, 1944, there ,vere filed 
under. the Act 5,420 registration statements, of which 4,510 became 
effective covering securities of a total value' of $25,34,15,392,000. Of 
the statements which had become effective, 173 were later withdrawn 
or subject to stop order so that the ultimate disposition of the 5,420 
registration statem~nts filed was .as follows: 4,337 .b,ecl1me effective 
and were not subsequently subject to. stop order or withdrawn; 855 
were withdrawn; 182 were subject to stop or refusa.l orders; and 46 
were pending at the end of the period. For the fiscal year ended 
June 30, 1944,221 registration statements became effective, covering 
301 issues of securities in the amount of $1,759,780',000, which was 
nearly three ~imes the volume of that category in the preceding fiscal 
year. . Approximately 'one-half of the new issues registered in the 
past fiscal year. for cash sale were debt securities. Detailed statistics 
relating to new issues of securities offered for cash sale, the proposed 
uses of net proceeds from the sale of all new corporate'issues, and the 
·issues effectively registered under the Seeuri~ies Act, including ·data 
·on costs of flotation·of equity issues registered by small companies, 
will be found in the Appendix, Tables 1 to 4, inclusive. 
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.The following table' indicates the' dispo.,ition of registration state
ments filed.under the Securities Act of ~933' as amended: 

Disposition of registration statements 

Statements flied. ______ . _____________________________________ _ 
Statements effective ________________________________________ _ 
Statements withdrawn-net. ________________________________ _ 
.Stop or refusal orders-net ___________________________________ . 

. In process of examination or awaiting amendments: 

To June 30, Jnly I, 1943,to 
1943 Jnne 30, 1944 

. 5,175 
14,121 

831 
182 

245 
1216 

24 
o 

Totsl 

5,420 
14,337 

855 
182 

At close of year ended June 30, 1943. ______________ ~________ 41 ___________________________ _ 
At rlose of year ended June 30, 1944______________ _______ ______________ ______________ 46 

I Docs not include effective statements which were later withdrawn or on which a stop order_had helm 
placed which was still in effect at the end of the period. For the fiscal year ended June 30, 1914, 4 registra
tion statements which hecame effective in the period were later withdrawn and were therefore not included 
in the numher of statements effective in that year. 

A total of 734 amendments 1 to registration statements were also 
filed and examined during the past fiscal year, compared with a 
corresponding total of 471 during the preceding ,year.-

Certain registrants under the Securities Act qf 1933 also filed during 
the year, pursuant to section 15 (d) of the Securities Exchange Act 
of 1934, 348 annual reports 2 and 47 amendments thereto, and 250 
quarterly reports 2 and 5 amendments thereto, all of which required 
examination. . 

In 'addition, the following supplemental prospectus material was 
filed and examined during the past fiscal year under the Securities· 
Act of 1933: . . 
, : Two hundred and twenty-two prospectuses pursuant to Rule 80d (b) 
which requires the filing of such information within 5 days' after the 
commencement of the public offering. . . _ 

One hundred and seven sets of supplemental prospectus material 
showing material changes occurring after the commencement of the 
offering.' . , . ' . 

Two hundred and twenty-two sets of so-called 13-months prospectuses 
pursuant to Section 10 (b) (1) of the Act. 

Thus during the past fiscal year there were filed in the aggregate 
·551 additional prospectuses of these three classes. . 

At the same time, 213 supplementary statements of actual offering 
price were filed as required by Rule 970; and there were 11 instances 
where registrants voluntarily filed supplemental financial data. 

EXEMPTIONS 

. Securities' of the following issuers arc exempted from registration 
under 'the provisions of the Securities Act: The United States, any 
State, Territory, municipality, '01' political subdivislOn thereof, a 
'national bank or banking institution organized u~der the la.\vs of 
any State or Territory or -the District of Columbia and supervi!?ed 
by a State or territorial banking. commission or similar official; rail
roads the issuance of whose securities is subject, t.o approval by the 
Interstate Commerce .Commission; persons organized and operated 

. "These.amendments inclnde 486 classed as "preeffective" and 248 as "posteffective," and do not take 
into acconnt 361 others of a pnrely formal natnre classed as "delaying" amendments, . 

, 76 of the ahove annual reports and the 250 qua~erly reports were filed pursuant to Section 30 of the 
Investment Company Act of 1940 also. . 
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exclusively for religious, educational, benevolent, fraternal, charitable, 
or reformatory purposes and not for pecuniary profit; building and 
loan associations and farmers' cooperative associations as defined in 
specified sections of the Revenue Act. Securities issued in the' fol
lowing transactions are also exempted from' registration; securities 
which are part of an issue exchanged by an issuer with its existing, 
security holders exclusively where no commission or.,other remunera
tIOn is paid or given for tne'osolicitatibn of-the e){change; securities 
issued in exchange for one' or more outstanding securitieg, claims or 
property interests, or"partly in such exchange and .. partly for cash, 
where the terms and 'conditions of the issuance thereof have been 
approved by a 'court or regulatory body of the United States or any 
State which is' authorized to approve the issuance after a' hearing 
upon the fairness of the terms and conditions of the offer at which all 
parties have a right to appear; and securities which are part of an 
issue sold only to persons resident within a single State or Territory 
where the issuer of such securities is incorporated in and doing business 
within such State. . - . 

In addition, the Act provides exemptions from its registration and 
prospectus requirements for transactions by any person other: than 
an issuer, under.writer, or dealer; transactions by an issuer not in
volving any public offering; and dealers' transactions made more than 
a year after a registered .0ffeJ;"ing except in situations. where the 
dealer is performing the functions of an underwriter of the securities. 

Moreover, Section 3 (b) of the Act gives the Commission' authority 
to exempt from the registration reqUIrements any class of securities 
issued in an amount not exceeding $100,000, subject to such conditions 
as the Commission may prescribe. In accordance with this section, 
the Commission has issued rules and regulations which enable an 
issuer to sell securities without registration in an amount 'not exceed
ing $100,000. These rules merely require the filing of a brief letter 
.of notification with the Commission at least 24 hours prior to the 
offering, together with copies of any prospectus proposed to be isslled 
in connection with the offering. 
Private Placements 

For the 10-year period ended June 30, 1944, $22,272,641,000 of 
new corporate securities were offered for cash in the United States. 
Of that amount, approximately $14,757,530,000 or 66.3 percent wer~ 
registered; and nearly $7,515,000,000 were exempt from registration 
under the Securities Act. Slightly over 'half of the exempt securities 
were privately placed, and most of the balance were issued under the 
authority of the Interstate Commerce Commission. 

The substantial amount of corporate b.ond issues sold privately 
to institutional buyel's III recent years is attributed by some critics 
of the Securities Act to a desire on the part of issuers to' avoid the 
registration requirements of the Act. In the Commission's opinion, 
however, the real causes for the groyvth of private placements will be 
found in the unfolding of eert,ain broad economic forces totally un
related to the registration requirements of the Securities Act. Th~y 
iriclude the combination of a 'great expansion in the assets of legal 
reserve life insurance companies with a material decline in the volume 
of corporate bonds available for investment: It was primarily the 
resultant pressure of institutional funds for investment which led to 
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the large increase in private placements. Moreover, as a result of thl" 
decline' in interest· rates in recent years, coupled with increasirig 
individual income tax rates, high grade corporate bonds have been 
less attractive to individual investors and the market for corpor"ate 
bonds has been predominantly among institutional investors. Since 
1941', when the .Commission adopted its rule requiring competitive' 
bidding· ill the sale of securities by registered public utility holding 
companies' and their subsidiaries, the relative volume of private 
placements of utility securities has greatly declined. 
Small Financing 

As a means of facilitating small financing, representatives of the 
seCllrities industry have urged that the present exemption li,mit of 
$100,000 be raised and the Commission has given serious consideration 
to the suggestion. In the hearings before the House Committee on 
Interstate and Foreign Commerce in 1941 on various proposals for 
amending the Securities 1\ct of 1933 and the Securities Exchange Act 
of H)34, the Commission stated that it would not object to raising: 
the exemption limit specified in Section 3 (b) of the Act to $300,000, 
if the provisions giving the Cominission authority to impose terms 
and' conditions essential to protect the public interest and the interest 
of investors were retained.3 

The exemption permitted.by Section 3 (b) of the Act is not complete 
exemption from all provisions of the Act:. It is limited by express 
provisions.in Section 12, which imposes civil liability on persons who 
sell securities in mterstate commerce or through the mails by means 
of untrue statements or misleading omissiops, and in Section 17, 
which makes it unlawful to sell securities bY"such means or by other 
types of fraud. Each of these sections by its own terms is applicable 
to transactions regardless of whether the securities iiwolved have 
been exempted under Section 3 (b).' The principal effect of a Section 
.3 (b) exemption IS to permit the sale of securities on the basis of a less 
complete disclosure than thnt required by the Act in t~e case of a 
registered security. Moreover, civil liabilities will be incurred only 
by the seller and the person controlling the seller, while in the case 
of the sale of a registered security, the full and fair disclosure described 
in the Act is required to be made and the civil liabilities of Section 11 
run agains't all the persons specified in that sectiori. This latter' 
sl;l.nction against practically all persons concerned in the distribution 
of a security js one',of the most important 'of implements in carrying 

. out the policy of tJ:!.e Act, smce it results in a conc'erted effort on the 
part of all concerned to provide full and fair disclosure of the character 
of the securities offered. . 

It has been urged that the proposed amendment to broaden the 
exemption permitted by Section 3 (b) will be helpful to small businesses 
that seek financing through public offerings of securities arid for that 
reason the Commission has concluded that it merits a trial. Yet the 
Commission's records of the cost of small flotations of issues indicate 
that the major part of such costs is compensation to underwriters and 
distributors, and only a relatively small part is represented by other 
expenses, including those affected by registration requirements. This 

• On January 6, 1945, Senator Vandenberg introduced S.62, to amend Section 3 (b) of the Securities Act 
of 1933, as amended, so as to permit exemption of security issues not exceeding $300,000 from the registration 
pro.isions of the Act. 
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would seem' to indicate that' the registration requirements of the 
Securities Act have very little to' do with the high flotation costs of 
small issues. . ,,' ., '. 
: Statistics showing the flotation costs of, ,equity security issues of' 

small companies during the period from January 1, 1938 to June 30, 
1944 are presented in appendix Table 2. There are included all com
mon and preferred issues filed separately for primary distribution by 
companies .having less than $5 million of assets; other than issues of 
investment trusts and extractive ,industry companies. The analysis 
shows that the to.tal flotation costs of equity. issues of companies "re
porting less than $1 million of assets amounted to 21.6 percent of the 
expected gross proceeds, which"included 19.7 percent as compensation 
to underwriters and dealers and 1.9 percent for other expenses. Com
parable figures for the compinics reporting assets of between $1 and 
$5 million were 15.8 percent total flotation costs, which included 14 
percent as compensation and 1.8 percent for other expenses. ' 
" Of course only a part of the" other expense" categ~ry is attribut

able to registration. Such expense items as issuance taxes, registrar's, 
fees, trustee's fees, the cost of complying with State securities laws, 
and the cost of printing certificates all(~ the preparation of under
lying documents such as charter amendments and mortgages must be 
paid even though securities .. proposed to be offered are exempt from 
registration. Furthermore, even though reg!stratifln were not re
quired, there would in most cases be certain fees for legal and account
ing services and expenses for the preparation of' selling litera ture .. 
It seems clear, therefore, that any measure designed to diminish that 
portion of the 1.8 or 1.9 percent "other expense': figure attributable 
to registration costs alone may not afford very substantial relief to 
enterprises that :must pay in addition from 15 to ~O cents out of every 
dollar as commission to underwi'iters for selling ,their securities. 

In connection with security issues for which exemption from the 
registration requirements of the Securities Act of 1933 is provided by 
the Commission's rules and regulations promulgated under Section 3 
(b) of the statute, there were filed with the Commission during the 
past fiscal year a total of 4271etters of .q.otification, pursuant to regu
lation A; and 209 amendments thereto, representing an aggregate 
offering price of $21,933,994 of which 40 letters of notification with an 
aggregate offering price of $1,413,252 related to offerings of oil and gas 
leases and securities of companies engaged in various phases of the 
oil and gas business. During the past year also the Commission 
received and examined 362 offering sheets" filed pursuant to regula
tion B, and 376 amendments to such offering sheets, relating to 
fractional undivided interests in oil and gas rights. The following 

_ table indicates the action taken with respect to these offering sheets: 
, .~ 

Various actions on filings under regulation B 

Temporary suspension orders (rule 340 (a) )_~ _______________________ _ 
Orders terminating proceeding after amendmenL ______________ .: ______ _ 
Orders consenting to \I ithdrawal of offering sheet and terminating pro-ceeding ________________________________________________________ _ 

Orders terminating effectiveness of offering sheet (no proceeding pending) __ 
Orders consenting to amendment 'of offering sheet (no preceeding pending) __ 
Orders consenting to withdrawal of offering sheet (no proceeding pending) __ 

69 
56 

4 
34 

231 
, 17 

Total orders_ _ __ _ _ _ _ _ __ ____ __ __ ___ _ __ _____ ___ __ _____________ 411 
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Also during the past year the Commission r~ceived and examined 
confidential written reports concerning sales from a broker-dealer 
or offeror to an individual" or fr<:>m one dealer to another, required 
under Rules 320 (e)' and 322 (d) of Regulation B. Of these reports, 
2,237 were on Form l'-G and 599 on Form 2-G, representing sales 
aggregating $1,739,,153 and $957,731, respectively. 

CH~N,GES MADE IN RU~E~ DURING PAST YEAR " III 

The principal change in rules and regulations of the Cominission 
adopted under'the Securities Act on 933 during the past year consists 
of amendments to Rules ,5-04 and 12-06 of Regulation ~X. On 
December 22, 1942, the Commission adopted comprehensive amend
ments to Regulation S-X designed to simplify and shorten reports 
required to be filed by registrants by permitting under designated 
conditions the omission or partial omission of certain schedules. The 
Commission's experience with those amendments had not been entirely 
satisfactory. The revisions of December 9, 1943, are designed to 
secure with a minimum 'burden and expense certain information 
deemed essential relating to property, plant, and equipment. While 
the rules as amended call for th~ filing under certain circU¥lstances of 
information with. respect to property, plant, and equipment not 
previously required, the new requirements relating ther~to are less 
th·an those existing prior to December 22, 1942. , 

As amended, Rule 5-04 permits the omission of Schedule V, property, 
plant, and equipment, if the total of such assets at both the beginning 
and end of the period does not exceed 5 percent of total assets (exclu
sive of intangibles) and if neither the addition~ nor deductions during 
the period exceeded 5 percent of total assets (exclusive of intangible 
assets). The amendment to Rule 12-06 provides that, in case the 
additions and deductions columns are omitted from Schedule V, as 
permitted by note 3 of Rule 12-06, the total of additions and the total 
retirements and sales shall be given in a footnote to the schedule. ' 

DuriI).g the past year the Commission also amended the instruction 
book for Form A-2 for corporations 'so as to eliminate unnecessary 
and obsolete matter and to clarify several of its instructions. 

ENFORCEMENT AND COMPLIANCE 

The 'enforcement of the statutes-which'it administers is, of course, 
one of the Commission's most important functions. Prior to the 
reorganization of its staff in 1942, this duty was performed by a 
separate legal division. Since the reorganization, the enforcement of 
the provisions of the Securities Act of 1933 has been 'conducted by the_ 
Office of Counsel to the Corporation Finance Division. That office 
also investigates violations of Sections 14 (a) and 16 (a) of the Securities 
Exchange Act of 1934, governing the solicitation of proxies ,and the 
disclosure of stockholdings of officers, directors and more than 10 
percent ,owners, the various disclosure requirements contained in the 
Trust Indenture Act of 1939 and the Investment Company Act of 
1940, f?ection 10 (b) of the Securities Exchange Act of 1934 and Rule 
X-10B-5 thereunder, prohibiting fraud in the purchase or sale of 
securities, and of Section 12 (h) of the Public Utility Holding Company 
Act of 1935 which prohibits political contributions by utility holding 
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companies or subsidiaries: . The enforcement of these provisions and 
the litigation with respect thereto are discussed under the resp~ctive 
Acts. , 

Enforcement under the Securities Act of 1933 is generally of a two
,fold nature, i. e., the prevention of fraud and the enforcement of the 
disclosure requirements. 

Section 17 (a) of the Securities Act of 1933 makes unlawful the 
use of any misrepresentations or fraudulent schemes .in ~he sale of 
securities. A very considerable part of the Commission's litigation 
involves injunctive actions to restrain violations of this section. For 
example, in S. E: O. v. Timetrust, Inc., 39 F. Supp. 145 (N. D. Calif. 
~941), an injullction was obtained \'lhere representations were, made 
that Timetrust certificates were similar to a savings. account, whereas 
the solicitation to purchase such certificates was merely a device for. 
selling Bank of America, stock on the installment plan.4 In S. E. O. 
y. Investors Syndicate (D. Minn. 1943), an injunction was obtained 
where representations were made that the certificates sold were 
better or safer than United States'vVar bonds, that the purchase of 
such certificates was a patriotic duty am), aided the war effprt, that 
the yield wa\> higher than war bonds, and that the certificates were 
guaranteed by the United States or the Securities and Exchange' 
Commission. A detailed description of this case will be found under 
the discussion of the Investment Company Act of 1940. 

The disclosure requirements have been discuss~d in some detail 
above. Where it appears after 4J.vestigation that any of such require
ments· hus been or is about to be violated, the necessary action is 
instituted by the Commis~ion. It may be 'noted, at this time that 
Section 23 of the Securities Act of 1933 (us well as Section 26 of the 
Securities Exchange Act of 1934 and Section 35 of the Investment 
Company Act of 1940) prohibits any representation that the Com
mission has passed upon the merits or given approval to any security 
for which a registration statement has been filed. Where such state
ments were made, the Commission has instituted the necessary in
junctive action to halt such activities. 

The provisions of the Securities Act authorize the CommissiOJ;l to 
refuse to permit a registration statement to become' effective if it' 
appe'urs on its face to be incomplete or inaccurate in any material 
respect, and empower the Commission to issue a stop order suspending 
the effectiveness of any registration statement which at any time is 
found to include any untrue statement of a material fact or to omit to 
state any material fact required to be stated then'in or necessary to 
make the statements therein not misleading. These provisions of 
the ·Act, have been construed by the coui'ts in several important 
cases.5 In Jones v. S. E. 0., 298 U. S. 1 (1936), a majority of the 
Supreme Court. (Justices Cardozo, Brandeis" and Stone dissenting) 
held that the commencement of .stop order proceedings by the Com
mission prevented Jones' registration statement from ever becoming 

• On appeal, the Ninth Circuit Court on July 31; 1942, remanded the case to the trilil court for specific . 
findings of fact as to whether or not the defendants devised a fraudulent scheme ,,,ithin the prohibitions of 
the statute. On October 24,1942. the trial court returned its additional findings offact in which it found that 
all of the~defendants employed Timetrust as a device, scbeme, and artifice to defraud. The Circuit Court 
on May 8,1944, affirmed the jndgment as to Timetrust Inc., Parker, Wood, and Blanchett, and reversed 
tbe jndgment as to Bank of America. A. P. Giannini and L. Mario Giannini. ' 

6 See appendix table 32 for list of citations of court cases involving tbe varions statutes administered by tbe 
Commission. 

7202~5--8 
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effective and that since none of the securities sought to be registered 
had been offered or sold there was no public interest which could be 
prejudiced by its withdrawal in accordance with Jones' request. 
On this basis the Court held that the 'Commission had erred in denying 
withdrawal of the statement. This decision has been considered as 
largely limited to'the procedure which the Supreme Court deemed 
proper for the Commission to employ in connection with the suspension 
of the effectiveness of registration statements. In a later ,case in 
1939"Oklahoma-Texas Trust v. S. E. C., 100 F. (2d) 888, the Circuit 
Court of Appeals for the' 10th Circuit unanimously affirm'ed an order of 
the Commission suspending the registration of securities because of 
fraudulent misstatements contained in the registration statement. 
There it, appeared that all of the securities registered had been sold 
priQr to the commenc,ement of the stop order proceedings and the 
Trust contended that under the authority of the Jones case the 
Commission had lost its power to issue a stop order. The court 
distinguished the Jones case, however, on the ground that here the 
public interest would be prejudiced by, permitting the registrant to 
withdraw, its registration .statement. Immediate and subsequent 
purchasers of- the securities were entitled to be' apprised of the fact 
that the registration' statement, a -matter 'of public recW'd, upon 
which they had relied, was false aDd misleading, and to have the 
benefit of the civil liability provisions which gave them various reme
dies for the losses which they sustained on the securities. In' other 
cases the courts have held that a stop order suspending the effective
ness of a registration statement is not reviewable by the courts after 
it has been lif~ed upon the filing of amendments in accordance with 
the stop order (Austin Silver Mining Co. v. S. E. C., 1 S. E. C. Jud. 
Dec. 732, App. D. C., 1939), Ilcnd that an order denying a motion for 
pe1,'mission -to withdraw a registration statement without prejudice 
to renewal at the conclusion of the hearing then pending in-cennection 
with the stop order proceedings is merely interlocutory and not 
reviewable under the Act (Rc,sources Oorporation v. S. E. C., 97 F. 
(2d)' 788, C. C. A. 7, 1938). ' 

The question of the enforceability of contracts relating to the 
issuance or sale, of securities which have not been registered as re
quired by the Securities Act has been considered in two cases. In 
Frost & Co. v. Cowr d'Alene Mines Corporation, 312 D.'S. 38 (1941), 
the ~upreme Court held that an option to sell securities in violation of 
the Securities Act was not void and could lawfully be the subject 0,£ 
an action for damages for its breach. In that case the Commission, 
without taking any position as to the disposition of the par~icular 
case, filed a brief as amicus curiae in the Supreme Court, urging that, 
as a general proposition, the question whether such agreements should 
be enforced ought to depend upon whether or not in the circumstances 
,of .the particular' case the public policy in favor of ~he protection of 
investors would be served or hindered by enforcing' the agreement 

,between the parties. In a later case, Judson v. Buckley, 130 F. (2d) 
174 (C. C. A. 2, 1942), the Commission filed an amicus curiae memo
randum in the Circuit Court of App~als for the Second Circuit, 
explaining its view of the principle enunciated in the Coeur d'Alene 
case and contending that the agreement in the instant ~'ontroversy, 
should not be judicially enforced because there was no investor interest. 
immediately or otherwise, to be served by enfore~ment. The second 
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circuit accepted the reasoning of the Oommission but held that on the 
basis of facts in the record' which ncither the district court nor' the 
Commission had considered, thc parties were not equally 'guilty of 
violating thc Act and that, accordingly, recovery should be allowed. 

It must bc remcmbercd that in enforcing either j,he .fraud or 
disclosure proyisions, it is necessary that a sale of it security be in.
volved. .Not only is the Oommission presented with instanc~s of 
flagrant \ disregard of the statute in the sale of ordinary securities 
without compliance with the statute, but more subtle effqrts have been 
made to evade such provisions. Sales of securities have been disguised 
and camouflaged so as to appear to be simple sales of real or personal 
property. The scheme usually adopted is to execute to the investor 
what appears to be an ordina.ry bill of sale. Ooupled with this is an 
oral or written understanding that the property sold. is t.o remain in 
the possession and control of the promoter who is to distribute the 
prOfits to the purchaser. In S. ·E. C. v. Payne, 35 F. Supp. 873 
(S. D. N. Y. 1940), the security was disguised as a purported sale of 
silver foxes. In S. E. C. v. Cultivated Oyster Farm8, 1 S. E. O. Jud. 
Dec. 672 (S. D. Fla., 1939), it was oyster bottom acreage.' In S. E. C 
v. Tung Corporation, 32 F. Supp. 371 (N. D. Ill., 1940), and S. E. C. v. 
Bailey, 41 F. Supp. 647 (S .. D. Fla., 1941), it was interests in tracts for 
the development of tung trees. Other cases of the same nature were 
S. E. C. v. Pyne, 33 F. Supp. 988 (D. :Mass., 1940), shares in fishing 
boats; S. E. C. v. Row'bon Sales Corp" 47 F. Supp. 70 (W. D. Ky., 
1942), whiskey bottling contraet.s; S. E. C. v. universal Service Corp., 
106 F. (2d) 232 (0. O. A. 7, 1939) cert. den.,' 308 U. S. '622 (1940), 
c6ntributions to D. scientific crop growing enterprise; S. E. C. v. Crude 
Oil C6rporation, 93 F. (2d) 844 (0. O. A. 7,1937) crude oil.; S. E. C. v. 
Joiner, 320 U. S. 344 (1943), oil and gas leases; S. E. O. v. City lYJeter 
Service (D. N. J., 1939) and S. E. C. v. Parking ]\f[eter Corp. (N. D.· 
Ohio, 1939), parking meters; S. E. C. v. Sentenal (S. D. Ohio, 1941), 
popcorn machines; S. E. C. v. Gilbert, 29 F. 'Supp. 654 (S. D. Ohio, 
1939), shares in cargo boats; S. E. C. v. George lllashington Cemetery 
(D. N. J., 1942), cemetery lots; S. E. C. v. MOr/jar (D. Mass., 1942), 
"personal loans." Such efforts to evade the statute' are due usually to 
the inherent wlsoundness of the securities sold. In the case of the sale 
of tung tree land, for instance, it was shown that the acreage being sold 
was not suitable for such production. 

The Oommission, of course, docs not take the position that an' ordi
nary sale of ·real. or personal property involves the sale of a !Security. 
But where,a purchaser has no intention of assuming any control of the 
property purchased, but is really buying only an interest in a business 
enterprise and looks solely to the efforts of the promoter to earn a 
profit, for him, the courts have sustained the Oommission!s position 
that the substance controls the form and that there is involved the sale 
of a security and in the use of misrepresentations and fraudulent 
schemes nn injunction shoulcl be issued. As 'the Supreme Oourt 
recently snid in the 'Joiner cnse: 
* * * the reach of the act does-not stop ,dth the obvious and commonplace. 
Novel, uncomriion, or irregular dcviccs, \\ hatever they appear ~o be, are also 
reached if it be proved as matter of fact that they. \\ ere \\ idely offered or dC.a.1t in 
under terms or courses of dealing which established their character in commc,rce as 
"investment contracts" or'as "any interest or instrument commonly Known as a 
'security'." , 
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'In severaI'cases the courts h~ve defined the statutory term sale of a 
security to include -the stamping by a company of securities previously 
issued by it with a legend reciting an agreement of the holders to an 
extention of maturity (S. E. O. v. Associated Gas &: Electric 00., 24 F. 
~uVp· 899, S. J? N. Y., .1938), ~he solicitation of subscribers to an 
mvestment advIsory serVlCe to sIgn statement.s that they would or 
"may" accept stock in a corporation not yet in existence (S. E. O. v. 
Starmont, 31 F. Supp. 264, E. D. Wash., 1939), and an exchange of 
property for stock (U. S. v. Riedel, 126 F. (2d) 81, C. C. A. 7, 1942). 
In U. S. v. Kopald-Quinn &: 00., 1 S. E. C. Jud. Dec. 371 '(N. D. Ga., 
1937), it; dealer's confirmation slips were held part of the securities 
transactions and the finaI-step in their sale for the purpose,of determin
ing whether the mails were used in the sale of a l'le~u.rity. In National 
Supply 00. v. Leland Stanford Junior Universi,q;/134 F. (2d) 689 
(C. C. A. 9, 1943), the Commission's interpretative rufe excluding from 
the definition of a sale the issuance in a statutory merger or consolida
tion of new securities exclusively to the security holders of the cons tit· 
uent corporations was upheld. 
, In two criminal cases the courts have included within the definition 

of an issuer liable for using the mails to sell, securities without ,a 
registration statement being in effect, promoters and stockholders 
who completely dominated the corporations concerned (Landay v. 
U. S., 108 F. (2d) 698, C. C. A. 6, 1939; and Shaw v. U. S., 131 F. 
(2d) 476, C. C. A. 9, 1942). , 

In S. E. O. v. Ohinese Benevolent Assn., Inc., 120 F. (2d) 738 (C. C. 
A. 2, 1941), the court held that a benevolent association acted as an 
underwriter where it solicited offers to buy bonds of the Republic of 
China and r€ceived funds therefor which it transmitted to that coun
try, and accordingly was not entitled to the benefit of the stn,tutory 
exemption permitting the sale of unregistered securities Ly t1ny 
person other than an issuer, underwriter, or dealer. So, too, in 
Merger Mines Corporation v. Grismer, 137 F. (2d) 335 (C. C. A. 9, 
1943), it was held that the president of a mining corporation occupied 
the position of a,n underwriter in publicly offering stock issued to him 
in replacement of stock previously loaned to the corporation; and 
persons who purchased securities with a view to distribution from a 

.corporation under common control with the issuer were held to be 
underwriters as defined by the Act and their sales of stock, through 
use of the mails and facilities of interstate commerce were in violation 
of the registration provisions of the Act (S. E. 00' v. Saphier, 1 S. E. C. 
Jud. Dec. 291, S. D. N. Y., 1936). ' 

While the Securities Act contains a number of provisions exempting 
various types of securities and securities tran'sactions from the regis
tration provisions of the Act, only a few of these exemptions have been 
considered by the courts. Perhaps the most important of the cases 
dealing with this problem is S. E. O. v. Sunbeam Gold Mines Co., 95 
F. (2d) 699 (C. C. A. 9,1938). That case involved the interpretation 
of the provision of Section 4 (1) of the Act which excepts from the 
registration provisions" transactions by an issuer no't involving any 
public oft·ering." The 'question was whether the solicitation of loans 
from stockholders of two milling companies for the purpose of com
pleting the purchase by one of the' assets of the other and of raising 
enough money to register a contemplated new issue of stock with the 
Commission involved a" public offering." The total number of stock-
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holders of both companies was 530. The court held that the dis
tinction' between "public" and "private" depends upon the circum
stances under which the distinction is sought to be established and the 
purposes sought to be achieved by the distinction. In. accordance 
with the legislative history of the Act, the court held that an. offering 
to stockholders other than a very small number was a public offering. 
To the same effect is Corporation' Trust Co. v. Logan, 52 F. Supp. 999 
(D. Del. 1943). 

The Securities Act, like the' other statutes administered by t,w 
Commission, authorizes the Commission to conduct investigations 
for the purpose of determining, upon complaint or otherwise, whether 
any provisions of the Act or of any rule or regulation i.ssued thereunder, 
have been or are. about to be violated .. For the purpose of such 
investigations, the Commission, any of its members, and any officers 
designated by it, are statutorily empowered to administer oaths, 
subpena witnesses, take, evidence and require the production of 
books, records, and other documents which the Commission deems 
relevant or material to the inquiry:' Information disclosed through 
investigations :gtay be made public by the Commission, and may serve 
as the basis for formal hearings conducted by the 'Commission, for 
injunction actions instituted by the Commission or for reference to 
the Department of Justice to institute criminal proceedings. 

Considerable litigation has arisen from refusals to appear in response 
to Commission's subpenas. In such sity.ations, applications are made 
to the appropriate United States Court for enforcement. The sub
penaing of, witnesses and documentary evidence in the Icourse of 
investigations instituted by the Commission has resulted in nearly 
50 legal actions brought for the most part by the Commission for the 
purpose of obtaining judicial enforcement of the subpenas and in a 
few cases against the Commission for the purpose of enjoining enforce
ment of the subpenas. The Jones case discussed above was actually 
a suit by the Commission to obtain judicial enforcement of a subpena 
requiring Jones to appear and testify in the Commission's stop order 
hearing. Jonrs' challenge of the constitutionality of the registration 
and investigation provisions of the Securities Act was rejected by the 
New York District Court and by the second circuit, which upheld the 
Commission's right to obtain judicial enforcement of the subpoena in 
that case. Although the Supreme Court reversed the judgments of 
the courts below, for the reasons previously stated, it did not clisturb 
their. holdings sustaining the constitutionality .of the Act. Noteworthy 
in this connection is the case of Newfield v. Ryan, 91 F. (2d) 700 
(C. C. A. 5, 19'37); cert. den., .302 U. S. 729 (1937), a consolidation of 
3 suits brought against the Commission's representatives, and the 
Western Union and Postal Telegraph Companies·to enjoin compliance 
with subpenas calling for the production of crrtain telegrams. After 
the Supreme Court denied certiorari, the subpenas_ were ordered 
enforced. A similar situation arose in McMann v. Engel, 16 F. Supp. 
446 (S. D. N. Y. 1936), affd. McMann v. S. E. C., 87 F. (2d) 377 
(C. C. A. 2, 1937), cert. den. 301 U. S. 684 (1937), where an effort was 
lillsuccessfully made to prevent a brokerage firm from complying with 
a Commission subpena. In, these cases and in Consolidated Mines oj 
California v. S. E. C., 97 F. (2d) 704 ·(C. C. A. 9, 1938), t.he courts 
unanimously upheld the propriety and legality of the Commission's 
investigations against charges of "snooping" and "fishing expedition," 
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as being adequately justified 'by facts in the possession of the Com
mission; and found the subpoenas to be properly issued and reasonably 
limited so as not to constitute an unreasonable search or seizure or 
invasion of privacy. In 3 recent cases, S. E. C. v. Penfield Co., 143 F: 
(2d) 746' (C. C. A. 9, 1944), s. E. C. v. Gu{f States Royalty (S. D. Mass. 
No. 615, 1943), and S. E. C. v. McGarry (D. Colo. 1944J, the courts 
in connection with Securities and Exchange Commission subpenas 
have followed the rule in Endicott-Johnson v. Perkins, 317 U. S. 501, 

. in which the Supreme Court held that the Secretary of Labor was 
entitled to ~nforcement of a subpena upon a showing merely that it 
was not plainly incompetent or irrelevant. , 

,The circumsta~lCes of the Penfield case have brought to the fore a 
weakness in 'the, Commission's statutory investigation procedure 
which, was undoubtedly not foresQen by the framers of the Com
mission's Acts. Although the Commission was doubtless given the 
power to conduct investigations for the purp'ose of discovering whether 
violations of the Acts havo occurred, in order to provide a law-enforce
ment weapon that would be more effective than the cumbersome 
grand jury investigation procedure, it has been the Commission's 
experience, drawn from the Penfield case and other cases, that sus
pected wrongdoers designedly may seck to delay the'discovery of their 
violations by forcing the Commission to go through lengthy court 
proceedings to obtain enforc,ement of its 8ubpenas. The decision 
in the Penfield case illustrates the problem. As the court pointed out, 
the Commission began an investigation against Bourbon Sales Corp. 
and several individuals on May 14, 1942. The p~rpose of the investi-

,gation was to determine whether they had violated the registration 
and fraud provisions of the Securities Act in the sale of whiskey bottling 
contraCts. A subpena issued by the Commission was not obeyed 
and the Commission was obliged to apply to a Federal district court 
for _ an enforcement order, which was issued on October 15, 1942. 
The {'nforcement of that subpena disclosed a hitherto unknown 
relationship between Penfield and Bourbon Sales. The Commission 
found that Penfield had been acting as agent for the Bourbon Sales 
Corp,. in selling bottling contracts through the mails to persons to 
whom Bourbon Sales or Penfield had previously sold whiskey ware
house receipts and that Penfield had sl~bsequently sold its own bottling 
contracts through the mails in exchange for such receipts. The 
Commission also learned for the first time that stock of Penfield was 
being sold to the public through the mails in exchange for bottling 
contracts previously issued either by Penfield or Bourbon Sales. 
On April 8, 1943, the Commission expanded its investigation to name 
the Penfield Co. and to cover the sale of Penfield stock. On April 
9,1943, a duly, authorized officer of the Commission served a subpena 
duces tecum upon one of Penfield's officials requiring the production 
of specified items contained in Penfield's books and records. Penfield 
J:.efused to comply with the subpena and the Commission was again 
obliged to resort to a Federal district court for its enforcement. The 
district court issued an order enforcing the subpena on June 1, 1943, 
,The appeal ~o the Ninth Circuit Court of Appeals followed, and on 
June 30, 1944 it' affirmed the district court's enforcement order. 
Shortly thereafter the mandate of the Ninth Circuit was stayed to 
permit the Penfield Co. to apply to the United States Supreme Court~ 
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Thus more than 2 years had elapsed and . the Commission had not 
been able to obtain certain facts sought .in its investigation. The fact· 
that prosecution!,? are barred 3 years after the offense, makes it ap
parent that such delays may often prevent proper enforcement' of the 
law.6 A possible remedy fo'r this situation would be. an amendment 
to the general statute of limitations tolling the statute for the period 
·during which an admiriistrative investigation is in progress, with 
respect to.enforcement proceedings or at the very least while proceed-
ings to enforce subpenas are pending lh the courts., . 

As an offshoot to some of the above types of actions are the contempt 
actions brought by the Commission for violation of court decrees. 
These actions have been chiefly for disobedience to three types of 
decrees; those enjoining the illegal sale of securities; those relating to 
the improper solicitation of proxies, and those ordering enforcement 
of subpenas. e " . 

At the direction of. the President of the United ·States, investiga
tions have been made of certain corporations holding important .war 
contr?-cts. Confidential reports of such investigations have been for
warded to the White House: 

PROCEDURE 

Thousands of complaints are received frOID. the public each year in 
addition to matters brought to the attention of the Commission by the 
several State securities 9fficials, Better Business Bureaus and other 
Federal and State authorities. All of these receive careful attention 
and where it appears that the statutes have been violated, an in
vestigation is .instituted. The bulk of the investigative work is 
performed by the 10 regional offices which are strategically located in 
financial centers throughout the country. Where violations have 
occurred legal action is instituted by the Comllli~sion. Such .action 
may be either civil or criminal. The civil actions, consist primarily 
of actions for injunctions against the continuance of the violations. 
Such actions are instituted in the appropriate United States District 
Court and permanent injunctions are obtained in the great majority 
of cases. These are usually preceded by preliminary injunctions, 
and in instances where serious and immediate violations are threatened, 
'by a temporary restraining order. During the 10-year period ended 

. 'June 30, 1944, the Commission had instituted a total of 508 civil 
proceedings and disposed of 478. Permanent injunctions had Deen 
obtained against 1,057 firms and individuals. Of 516 terminated 
cases brought by or against the Commission, it was s1.lCcessful in 

'98 percent of them, only 10 cases being adversely decided.7 

The most stringent remedy possessed by the Commission is its 
power to refer cases for criminal prosecution to the Department of 

6 Since the close of the period covered hy this repo~t, the Penfield Co. and se'yeral of its officials have been 
indicted. ' 

7 There have been a numher of private suits by investors to enforce the civilliahilities imposed by the 
Act for the sale of securities which were not reVlstered, in yiolation of the Act,'and for the sale of securities 
by means of legistration statements or prospectuses containing false statemenls of or omitting to state 
material facts. The Commission has no statutory duties with respect to such suits and is not fully advised 
of their number or·outcome. JIowever, a search of the court rer.ords co'-ering a period of 8 years reyeals 
tbat there were less than 2 dozen actions under all three of the rivilliabiJities of the BCt. Moreover, so far 
as' could be determined, not Dlore than five suits regulted in recoyery by tbe plaintiffs. See also 50 Yale. 
Law Journal, 90, 1940, "CiYiI Liability under the Federal Sec;lflties Act." 
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Justice. vVben such action is warranted after a thorough investiga
tion, a detailed report is made and submitted to the ,Attorney General. 
Members of the Commission's staff work ,in conjunction with the 
Department of Justice in preparing the case and presenting it to 
the grand jury and also frequently participate in the trial. ' 

Recognizing the advantages to be realized from cooperating with 
other Federal and State agencies and certain private organizations 
such as' better business bure~us, chambers of commerce, etc., interested 
in the prevention of fraud in the sale of securities, there has been 
established in the division, in connection with its enforcement duties, 
a securities violations file. This serves as a clearing house for infor
mation concerning fraudulent securities transactions. Law enforce
ment officials and cooperating agencies throughout the Nation for
ward information and data to the counsel's office where it is classified 
and compiled and becomes available to such officials and agencies in 
the cooperative purpose of suppressing illegal practices in the sale of 
securities. As of June 30, 1944, these files c,ontained data concerning 
44,399 persons. During the past fiscal year alone, additional items 
of information relating to 4,069 persons were added to the files, 
including information concerning 960 persons not previously identi-
fied therein. ' 

, lNVESTIGATIONS OF OIL AND GAS SECURITIES TRANSACTIONS 

Because of the technical nature of securities repr~senting oil and 
gas interests and the specialized knowledge necessary in order properly 
to apply the statutory requiI:ements to offerings of such securities, 
the Commission established, on July 1, 1936, a separate oil and gas 
unit. It also adopted separate regulations, under Section 3 (b) of 
the Act, providing exemptions from registration for offerings of securi
ties of this character not in excess of $100,000. The Oil and Gas 
Unit administers these regulations and registration statements 
covering the securities of oil and gas companies are referred to this 
Unit for examination and, where necessary, for field investigation. 

During the past fiscal year investigations' were made with respect 
to a total of 123 oil and gas properties or proposed securities offerings. 
Most of these juvestiga.tions m·ise out of complaints received by the 
Commission and are conducted primarily to ascertain whether the' 
transactions in question were effected in violation of either Section 5-
or 17 of the Securities Act of 1933. An increasing number, of such 
cases, however, relate to possible violations of Section 15 of the Securi
ties Exchange Act of 1934. "'nere these investigations show evidence 
of .criminal violation, the results are transmitted by the Commission' 
to the Department of Justice, and criminal proceedings are instituted 
in the discretion of the Attorney General of the United States. In 
the event such proceedings are instituted, the Commission's attorneys 
and engineers who participated in the investigation leading up to· 
the proceedings assist the United States attorneys in the preparation 
of the cases for presentation to the grand,jury and for trial. 

A tabular summary of the oil and gas investigatioqs made last, 
.year follows: 
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Oil and gas investigations 

Status Preliminary Informal Formal 

Pending June 30,1943 ____________________ :____________________ 22 44 31 
Initiated July 1, 1943, to June 30,1944_________________________ 11 11 4 

Total to be accounted fOL _____________________ "________ 33 55 35 

Changed to informal or formaL_______________________________ 1 1 _____________ _ 
Closedorcompletedl ________ , ___________________ : _____________ 1 ____ 1_6_1 __ -:--_1_4_1 ____ 8 

_ Total disposed oL ______________________________ "_______ 17 
Pending June 30,1944_________________________________________ 16 

15 
40 

ADVISORY AND INTERPRETATIVE ASSISTANCE 

8 
Zl 

From·its inception, the Comniission has realized tha~ the technical 
nature of the statutes administered by it requires the maintenance of 
an interpretative and advisory service to provide attorneys and the 
general.public with prompt advice concerning problems arising under 
those statutes. These requests embrace a wide variety of subjects and 
often involve intricate factual situations. A knowledge of the legis
lative history of the statutes and tl).e application of the statutes to 
practical business situations is required of the attorneys engaged in 
this work. " 

Many of the general inquiries pertain to small business enterprises , 
seeking capital. The Commission-is fully aware of the problems con
fronting such concerns and endeavors to assist them by furnishing 
upon request detailed advice as to the procedure for registration and 
the possibility of exemption from the registration and prospectus re
quirements. The more complicr.ted situations are studied and an 
opinion by the counsel to one of the divisions is rendered as to the ap
plicability of the various sta.t'utes administered by the Commission .. 
These·opinions arc generally sought by careful attorneys and securities 
houses in situations which might involve duties under the various acts. 
Counsel's opinions are not rendered with respect to possible private 
civil liabilities since the Commission has no jurisdiction over these 
matters. Although a compilation of interpretations has been prepared' 
to assist in according uniform treatment in recurring situ~tions, the 
great variety of problems' has not made it feasible to publish a glossary 
of annotations. Nevertheless, a number of intei·pretations of general 
application have been made public in release form as opihions of the 
counsel to the division administering the statute to which the lllterpre
tation relates. 

One of, the problems frequently presented for interpretation is 
whether or not a stockholder who intends to offer a security to the pub-
lie through a.n underwriter is in "control" of the company which has 
issued the stock. If a control relationship exists the securities may be 
required .to be registered under the Securities Act. As there is no 
fixed statutory definition of "control," the determination often de
pends on a study of all the facts relating. to the history and operation 
of the company, its officers and chief stockholders, and'i their business 

.. affiliations. If there is a dispute On this question, the only way to 
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settle it is to go to court, for, while the Commission has the pow,er 'Of 
investigation, there is no provision,in the statutf,l for administrative 
proceedings to reach such determination. During a recapitalization 
or reorganization the qupstion is frequently asked at what point when" 
as, and if issued trading in the new securities may be commenced. 
Various types of option agrcements and trusts for the benefit of close 
relatiyes give rise'to questions with respect to the duty of an officer, 
director or 10 percent equity stockholder of a listed company to file 
repo~·ts pursuant to the Securities Exchange Act showing changes in 
the beneficial interest of such officer, director, or 10 percent stockholder 
in the securities of the listed company. , 

In order to assure 'uniformity, the offices of counsel to the Corpora
tion Finance Division and counsel to the Trading, and Exchange 
Division review- the interpretations rendered by ,the staffs of the 10 
regional , offices of the Commission. The New York Regional Office' 
alone handles about 20,000 inquiries a year which it receives from at
torneys, brokers, llvestment companies, and other members of the 

- public. ~ , 

PROPOSALS FOR AMENDMENT'S TO THE SECURI'rIES ACT OF 1933 
AND THE SECURITIES EXCHANGE ACT OF 1934 

- The status of this program has been described in the foreword' to 
t:his report. -' , , 



Part II 

ADMINISTRATION OF THE SECURITIES EXCHANGE 
ACT OF 1934 

The congressional investigations and hearings in 1934 had demon
strated that widespread and flagrant abuses, including the excessive 
use of credit, existed in the securities markets which materially, im
paired the economic usefulness of these markets and which adversely 
affected the stability and orderI,iness of the economic life of the 
Nation, precipitating, intensifying, and prolonging emergencies in 
that area. In order ,to insm-e the maintenance of fair and ·honest 
secm-ities markets, ·and to prevent the undue use of credjt, the Seem-i
ties Exchange Act ,of 1934 was promulgated. It is designed to elim
inate manipulation and other abuses in the trading of secm-ities both 
on the organizei:l exchanges and in the over-the-counter markets" which 
together constitute the Nation's facilities for trading in secm-ities; to 
make available to the public information regarding the condition of 
corporations whose secm-ities are listed on any national securities 
exchange; and ,to regulate the use of the Nation's credit in secm-i
ties trading. The authority to issue rules on the use of credit in secm-i
ties transactions is lodged in the Board of Governors of the Federal 
Reserve System, but the administration of t.he rules and all provisions 
of the Act is vested in t.he Commission. The following is a review' of 
the major phases of the Commission's administration of the Act. . - \ . 

REGULATION OF EXCH~NGES AND EXCHANGE TRADING 

Registration of Exchanges 
Section 5 of the Securities Exchange Act of 1934 requires that all 

exchanges in the United States either register with the Commission or 
obtain exemption from s'uch registration. Accordingly, the Commis
sion's first task under the Act was to set up the machinery for register
ing secm-ities exchanges and for handling applications for exemption. 

Pm-suant to the Act, 28 exchanges have filed applications 'for regis
tration as national secm-ities exchanges, practically all of them filing 
in 1934. Before granting registration to certain exchanges, investi
gators were sent into the field to examine ,them, and reports were 
filed by trial examiners before whom hearings were held. In connec
tion with these applications for registration, the constitution, bylaws, 
and rules arid regulations of each exchange were examined and 
analyzed. Moreover, as the statute 'required, agreements were' ob
tained from-each exchange to comply with. the provisions of the Act 
and any rules and regulations thereunder, to enforce compliance with 
such provisions l?y its members, so far as is within its power, and to 
supply the Commission with copies of amendments to its rules. In 
conformity with the provisions of the Act, each exchange was also 
reguired to include in its rules p~ovisi.on for the disciplininK of mem-

33 
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bers for conduct inconsistent with just arid equitable principles of 
trade, and to declare that any willful violation of the Act or the rules 
or regulations adopted thereunder shall be considered inconsistent 
with just and equitable principles of trade. , 

On October 1, 1934,22 exchanges were registered as national securi
ties exchanges. Three exchanges were registered on later dates after 
having operated as exempt exchanges for periods of time. These 
latter were the Standard Stock Exchange of Spokane, the Chicago 
Curb Exchange Association, and the San Francisco Mining Exchange. 

Since October 1, 1934, mergers and dissolutions have reduced the 
number 'of registered exchanges to 19. The Buffalo Stock Exchange, 
Denver Stock Exchange, -Chicago Curb Exchange Association, and 
New York Real Estate Securities Exchange, in that order, were 
granted permission to withdraw from registration. The Los Angeles 
Curb Exchange merged with the Los Angeles Stock Exchange, and 
the San Francisco Curb Exchange merged with -the San Francisco 

, Stock Exchange. It is to be noted that all six of the exchanges which 
terminated their existence had opened for trading during the years 
1928-29. -
, The following exchanges are now registered as national securities 
exchanges: -
Baltimore Stock Exchange. 
Boston Stock Exchange. 
Chicago Board of Trade. 
Chicago Stock Exchange. 
Cincinnati Stock Exchange. 
Cleveland Stock Exchange. 
Detroit Stock Exchange. ' 
Salt Lake Stock Exchange. 
San Francisco Mining Exchange. 
San Francisco Stock Exchange. 

Los Angeles Stock Exchange. 
New Orleans Stock Exchange. 
New York Curb Exchange. 
New York Stock Exchange. 
Philadelphia Stock Exchange. 
Pittsburgh Stock Exchange. 
St. Louis Stock Exchange. 
Standard Stock Excharige of Spo-

kane. _ 
Washington Stock Exchange. 

Section 5 of the Securities Exchange Act of 1934 provides that 
exemptions from registration may be available for an exchange when 
the limited volume of transactions renders it unnece,ssary and imprac
ticable to require registration. Pursuant to this provision, 22 ex-

, changes have applied for exemption since 1934. Ten exchanges have 
been granted permanent exemption from registration as national 

,securities exchanges: The Honolulu Stock E::::;:change, Milwaukee I 

Grain and Stock Exchange, Minnesota-St. Paul Stock Exchange, 
Richmond Stock Exchange, Wheeling Stock' Exchange, Colorado 
Springs Stock Exchange, Seattle Stock Exchange, Standard Stock 
Exchange of Spokane, Chicago C.urb Exchange Association, and San 
Francisco Mining Exchange. The'last 3 subsequently became regis
tered exchanges and the Milwaukee Grain and Stock Exchange and 
Seattle Stock Exchange subsequently suspended operations as securi-

. ties exchanges, thus leaving but 5 exempted exchanges. -' ' 
Most of the remaining exchanges withdrew their applications and 

dissolved. These exchanges were typically small, had a limited num
ber of members, and had, brief trading sessions. In some cases, the 
quotations arriyed at and published on these exchanges were similar 
in character to those prevailing in .the over-the-counter markets. In 
other cases, the rules of the exchanges were altogether inadequate. 

The rules, practices, and org'anization of the various registered and 
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exempted exchanges have been subjected to constant st~dy by the 
Commission. The first of these studies was made pursuant to the 
direction of Congress, ,embodied in Section 19, (c) o~ the Securities 
Exchange Act of 1934 which directed the Commission-
to make a study and investigation of the rules of national securities exchanges with 
respect to the classification of members, the methods of election of officers and 
committees to insure a fair representation of the membership, and the suspen
sion, expulsion, and disciplining of members of such exchanges. 

This report was made on January 25, 1935.1 Numerous other studies 
:have since ,been made which will be referred to from time to time 
below. , 

As a result of the Commission's recommendations, as well as on 
their own initiative, the various, e{(changes have made many changes 
in their rules, practices, and organization which have been reflected 
in amendments to their application for registration or exemption. 
The exchanges have filed, on an average, about 230 amendments a~d 
supplements to these applications each year during the past 1O,years. 
Each of these amendments and supplements has been studied alld 
analyzed for 'its effects upon the public interest and its compliance 
with the relevant regulatory provisions. ' ' 
Reorganization of Securities Exchanges 

The Commission's early' study of the rules and organization of the 
exchanges, referred to above, had disclosed certain serious defects 
which were hindering the exchanges' effective assumption of a sub
stantial' degree of responsibility for the conduct of their business. 
Therefore, the Commission's report to the Congress recommended that , 
governiIig committees and other committees of the exchanges be more 
truly representative of the member;:; and fnembers' partners, that 
nominations be by petition instead of by nominating committees, 
that the public be represented on the governing committees and in 
executive offices, and that expenses of arbitration be reduced. 

After numerous conferences with representatives of the exchanges, 
the Commission in 1937 publicly requested the New York. Stock 
Exchange to work out a satisfactory plan of reorganization. In 
accordance with thi~ request, the N ew York Stock Exchange appointed 
an independent committee to study and report on the need of reorgani
zation. , This committee, headed by Carle C. Conway, chairman of 
the board of directors of the Continental Can Co., submitted a report 
to the exchange on January 27, 1938. The report recognized the fact 
that national securities exchanges are public institutions, and ,it 
provided a plan for a modern administrative orgaQization. " 
, Six weeks later, Richard Whitney & Co. wa~ suspended for. insol
vency. The facts regarding the administration of the New York 
Stock Exchange which were disclosed as an aftermath of the insol
vency emphasized the pressing need for a thorough reorganization of 
exchange affairs'; this case is discussed more fully below. On May 16, 
1938, a radically revised constitution was adopted and a newly 
elected administration assumed office. The first paid president of th'e 
exchange, as provided for in the revised constitution, was elected 011 . 
June 30, 1938. \ , , 

This reorganization provided for direct representation of the public 
on the Board of Governors and increased the representation of exchange 

I "Report on-the Government of Securities Exchanges," H. R. Doc. No. 85, 74th Cong., 1st sess. 
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firms doing business with the public. It greatly simplified the ad· 
ministrative structm'e, reducing the number 'of standing committees 
from 17 to 7. It created a paid ,president, who must be a nonmember, 
and executive 'staffs were created to carry out functions formerly 
conducted by the governors sitting as committee members. , 

The New York Stock 'Exchange's constitution was amended on 
Janhary 1, 1939, to classify as "allied members" all general partners 
of member firms who do not individually hold scats on the exchange. 
This resulted in an extension of the exchange's direct disciplinary 
powers to such partners. . ' 

The Chicago Stock Exchange effected a revision of its constitution 
in; 19~8, andth~ petr.oit Stqek ;E~ehange materi?>lly, amep.ded, its, con
stltutlOn and rules in the same year following in various respects the 
rev:ision undertaken by the New York Stock Exchange. 

Effective February 23, 1939, the New Yoi'k Curb Exchange ad.opted 
a plan of reorganization, following special' committee reports and 
conferences with officials of this Commission. This reorganization 
reclassified the constituency of the Board and altered the nominating 
procedure f?0 as to give a more equitab,le representation to members 
and partners of Illember firms doing business directly with the public, 
to out-of-town firms, and to the public itself. This plan, too, pro
vided for three governor'3 not identified with exchange members to 
'sit as representatives of the general public. 

The fact" that a thorough revision of exchange administration had 
been long overdtiewas illustrpted not only by the ';Whitlley case, 
which involved the New York Stock Exchange, but also by the' 80-
'Called Cupp1:a case, involving the New York Curb Exclwnge. In the 
latter ca<;e, the Commi'3slPn reviewed disciplinary proceedings of the 
N ew York Curb Exchange with respect tQ violations of the exchange's 
rule'3 by various of its members, including J. Che'3ter Cuppia.2 Cup
pia, a leading member of the N ew York Curb Exchange ,and active 
in the exchange governmcnt, had for a long pt;lriod violated ,an im
portant provision of the exchange constitution prohihiting the splitting 
of commissions. For 8 years, Cuppia pursued the dcmoralizing prac
tice of soliciting floor hrokers, whom he was in Il pO'3ition to favor with 
a share of his firm's extensi ve busincss, for rebates'of their commission. 

The prac~ice was not confined to one or two floor brokers but was 
pursued on an extensive scale and went unchecked until a falling out 

\ between Cuppia and one of the brokers led to litigation. It was only 
- then that the New York Curb Exchange's Bu~iness Con<;luct CO,mmittre 

undertook to in vestigll te the practice. . The in vcstiga'tio'n -took place 
in 1940, after th~ New York Curb Exchange had determined to 
reorganize but-before the reorganization was completed. 0 ' 

Although Cuppia and his associates were found guilty of the charge 
. 'of commission splitting, the punishments provided by the constitution 

for such an offense were not invoked. Cuppia was permitted to sell 
his seat and resign from the cxchange. Punishment of his associail's 

, was confined to n private reprimand. ' -
In the course of the Business Conduct Committee'8 investigation, 

'various mcmbeN made deliberate and pl\Ovcn falsifications to the 
Committee, an offense punishable by suspen'3ion 01' expulsion. Again, 
punishment'was confined to privatc'reprimand. 

'For a review of the case, see "Report on In~estlgation," The Disciplmaru Proceedings oflhe New York 
I -Curb Exchange pursuant to Section HI (0) Of the Sewrities ETchange Act of 19S', issued by the Commission in 
'1941. ' 
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All of tho exchange's proceedings were conducted with tho utmost 
quiet and a complete absen~e of pu.blicity. Indeed, so· greatly con
cerned was the exchange with the possibility that publicity might be 
harmful that William J. Plate, the member who had instituted the 
litigation which "broke" the case, was severely condemned, in his 
first appearance before the Business Conduct Committee, for resorting 
to the courts and not to exchange arbitration. 

The Commission's investigation of the affair disclosed facts which 
the Business Conduct Committee's investigation had failed to unearth 
and for the first time implicated a number of other members in the 
commission-splitting practice. In the light of these facts, the·N ew 
York Curb Exchange stiffened its disciplinary practice by expelling 
five of th,e brokers involved. The Commission, in its report of the 

,<:ase, stl,iq.: 
This Commission cannot help but question at least the efficacy of the Curb's 

investigatory procedure. ,The subsequent handling of this case by the Curb 
'also compels us to doubt the adequacy of its disciplinary procedure. 

The report concluded: 
Existing legislation gives this Commission no express power to compel com

pliance with exchange rules. The record in this case, as well as its experience in 
the Whitney case, convinces the Commission, that in order that the public interest 
be safeguarded, there should be appropriate powcr for it to take direct action 
where an exchange fails to enforce its own safeguarding rules of such importance 
that their violation entails the penalty of suspension or expulsion. 

On August 7, 1941, as a part of a joint program: of the Commission 
an;:I:.:th.e·.industry for amendments to the Securities Act of 1933 and 
the Securities Exchange Act of 1934" the Commission proposed 
ame-ndments to Clauses (1) and (3) of Section 19 (a) of the latter Act. 
'These proposals, which have never been acted on, would empower 
the Commission to suspend or withdraw the registration of an exchange 
for failure to enforce compliance with the exchange's rules and would 
empower the Commission also to suspend or expel an exchange member 
from his exchange for willful violation of an· exchange rule which 
subjects a member to suspension or expulsion. 
The Whitney Case and Brokers' Solvency 

On March 8, 1938, it was announced from the rostrum of the New 
York Stock Exchange that the firm of Richard "'11itney & Co. had 
been.suspended for insolvency. Whitney,'senior partner of the firm, 
had been a member of the exchange since 1912. He had been a 
I:llember'of th'e gQverning committee of the exchange continuously 
kince 1919 and its president from 1930 to 1935. At various times, he 
had been chairman of the Committee 'on Business Conduct, a trustee' 
of the Gratuity Fund of the exchange and a director of' the Stock 
Clearing Corp., and had held numerous other positions of importance 
and responsibility. His position, prestige and power were enhanced 
by the fact that his brother, George Whitney, was a partner of .J. P. 
Morgan & Co. , ' . . 

Investigation disclosed that the firm had been insolvent for at least 
, 3% years. The firm's insolvency had resulted largely from the 

personal speculations of Richard Whitney in ventures entirely ·un
related to his brokerage business and involving such widely' diverse 
products as applejack, peat humus, and mineral colloids: To meet 
:the need for funds in these ventures, Whitney began misappropriating 
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a customer's securities' as far back as 1926; beginning in 1936, mis
appropriations became his regular practice.3 Eventually, ,Whitney 
misappropriated riot only the securities of his customers but also 
those of the:exchange's gratuity fund, of which he was a trustee. ' 

In 'the last 4 months prior to his suspension, Whitney's need for 
funds to cover commitments was so great and so continuous that he 
negotiated 111 loans aggregating $27,361,500. In addition to bor
rowing from commercial banks, he borrowed from exchange members, 
member firms, and partners of member firms on at least 42 occasions. 
On at least 21 occasions, he made futile efforts to negotiate loans from 
individuals or firms connected with the exchange. 

Many persons highly placed in the exchange administration, in
cluding a 'former president, were aware of Whitney's financial difficul
ties for a considerable time before his suspe:r;tsion. Two p'~rtners of 
J. P. Morgan & 'Co., were also aware of WhItney's emaezz~ement of I 
gratuity flmd securities. Adhering to an' unwritten code, of silence, 
none of them reported his knowledge to the exchange authorities.4 

These circumstances, coupled with the fact that no di_sciplinary 
action was taken by the New York Stock Exchange against ,Richard 
Whitney until March 1938, made it apparent that there should be a 
reconsideration of the adequacy of the then existiI}g machinery, of the 
exchange for the supervision and surveillance of its members. The 
Commission and the new management of the exchange jointly con-

,sidered the entire, problem. Round-table conferences were held 'by 
officials o'f, the Comniission with officers and representatives of the 
New York Stock Exchange, and certain other representatives, of that 
exchange. These conferences, begun in June 1938, were continued at _ 
frequent intervals during the summer and .fall. Although the stat
utory powers of the Commission were also reexamined ill. the 'light 
of the Whitney case, the discussions primarily emphasized the need of 
the exchange to be more vigorous IT. the enforcement of its own rules 
and the regulation of its members. ' 

The Board of Governors of the New York Stock Exchange approved 
on October 26, 1938, a program of im'mediate reforms which 'had been 
drafted in cooperation with this 'Commission. '1'his program pro
posed to permit member firms of the exchange to organize" affiliated 
companies" which would carryon dealer and underwriting, activities 
separately from brokerage activities, in order to reduce the 1;isk to 
customers inherent in the combination of brokerage and underwriting 
busi,ness in the same organization; The program also provided for 
more frequent filings by members with the exchange of, financial 
statements, and for an annual audit by independent accountants of'all 
member firms doing business with the public. The, extent and 1re
quency of the exchange's surprise examinations of its member fi:rms 
and partners were to be increased. The minimum capital require
ments to be, met by member firms were to be strengthened and methods 
were to be studied whereby, to some extent at least, customers might 
be insulated against risks incident to the dealer business conducted 
by many brokerage firms for their own account. The program fur
ther provided that all members, member firms, and partners, with' 
certain exceptions, must report to the exchange all substantial loans. 

3 Shortly after his suspension from the exchange, Richard Whitney was arrested on two separate'indict
ments returned by a New York State grand jury chargmg him with grand larceny in the first degree, He 
pleaded gnilty to these indictments and was sentenced on April n, 1938, to an indeterminate term of 5'to 10 
years on each indictment, . 

• "Report on Investigation," In the Matter 0/ Richard Whitney, et aZ., Government Printing Office (1938). 
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Furthermore\ with but minor exceptions, all loans by and between 
officials of the exchange and its members were to be prohibited. 
Weekly infOlmation as to underwriting positions was also to be filed 
with the exchange by its members. \ - ' 

The program provided also that the exchange was to' undertake to 
study the feasibility of a central securities depository wbich the 
president of the exchange had then anticipated could serve as the 
first step toward the ultimate formation of a "Central Trust Institu
·tion." Such an institution would constitute a depository into which 
customers' credit balances and securities could be placed in such a 
manner as to remove them from the hazards of brokerage insolvencies. 
Following the disclosures of the Whitney case, the creation of such an 
institution had been proposed by William O. Douglas, then chairma~ 
of the Commission. . 

Some months later, the president of the exchange appointed a 
committee of nonmembers to study the broad problem of adequate 
financial protection to customers, and particularly the question of the 
feasibility of a "Central Trust Institution." On August 31, 1939, 
the committee published its report,5 urging a number of detailed 

I improvements in brokerage practice, but expressing the view that 
certain objections to the suggestion for 0; central institution made. it 
"undesirable in the present situation." Many of the specific recom
mendations were reiterations of proposals previously agreed upon 
between the exchange and the Commission which bad yet to be car
ried out. 'Some of the proposals were subsequently adopted" but 
many have not as yet been carried out. As pointed out in the Com-

. mission's Si.xth Annual Report, although the exchange raised :the 
minimum capital requirements of member firms carrying customers' 
accounts and required that the annual independent audit of member 
firms be made on a surprise basis, no action has been taken to require 
segregation of free credit balances of customers, or the separation of 
underwriting risks fr'om brokerage business or fidelity insurance. . The 
Commission is giving consideration to the question whether present 
conditions in the securities markets require that additional steps be 
taken to protect customers' funds and equities in the hands of brokers 
and dealers who ,are also engaged in underwriting or day-by-day 
trading for their own account. , . '. 

The 'Whitney case gave rise to a suit by former customers of Richard 
Whitney & Co .. against the' New York Stock Exchange tOo recover 
d~mages allegedly sustained asa result of the exchange's failure to 
enfOl:ce: its rules governing the co.nduct of its mem:bers.6 TheCom
rnissio.n filed ~n amicus curiae brief in that case, taking no position 
on the facts but pointing out that the N ew York Stock Exchange, 
as a national securities exchunge, is under a duty to enforce its own 
rules, that civil liability may exist as a result of the breach of a 
statutory duty even if the right of such action is not specific(Llly 
granted under the Act, and that, the purpose of tho Act is to protect 
investors not only against abuses in security market transactions but 
also against insolvont and embezzling brokers. The co'urt's decision 
established the legal liability of the exchange under such circum
stances although it held also that the plaintiffs in the suit were unable 
to prove damages . 

• RepoTt of Public Examining Board,on Gustomer Protection, August 31, 1939. 
! • Baird v. Franklin,141 F. (2d) 238 (C. C. A. 2,1944), cert. den. - U. S. - (Oct. 9,1944). 

72024-45--4 
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Not cOl!-tent with the adequacy of the'measures adopted by the 
exchanges for the protection of customers' securities, the Commission 
promulgated two rules in November 1940, Rules X-8C-1 7 and 
X-15C2-1 under the Securities Exchange Act, governing th-e pledging 
of customers' securities; the two rules are substantially identica1.8 

Generally speaking, the rules prohibit brokers and dealers from 
risking their customers' securities as collaternl to fil!-ance their own 
trading, speculating,or underwriting ventures. 'First, brokers and 
dealers arc forbidden to commingle the securities of different customers 
without the consent of each customer. Second, a broker or dealer 
may not commingle cu;;tomers' securities with his own under the 
same pledge. And finally a broker or dealer may not pledge custom
ers' securities for more than the total amount which such customers 
owe him. . . 

This rule was followed in November 1942 by the adoption of Rule 
X-17 A-5 requiring brokers and dealers to file with the Commission 
annual reports of their financial condition. This rule arose out of the 
request of representatives of the industry for assistance from the 
Commission in the development of uniform financial statements to 
be used by all members of the security industry for reporting their 
financial condition to. regulatory bodies such as the Commission, the 
various State 'commissions, national securities exchanges, and the 
National Association of Securities Dealers,. Inc. It was the concensus 
of everyone who worked on the subject that the most feasible way to 
get a uniform statement would be for the Commission to promulgate 
a rule and adopt a form which others might adopt. After extended 
conferences with representatives of all the interested bodies, a form 
was agreed upon and is now in use. 
Margin Regulations . 

For the purpose' of preventing the excessive use of credit for the 
purchase- or carrying of securities, the Federal.Reserve Board was 
directed by Section 7 of the Securities Exchange Act of 1934 to 
prescribe rules a~d regulations on the extension and maintenance of 
credit on registered securities. Under this section the Board adopted 
Regulation T governing the extension of credit by members of national 
securities exchanges and brokers or dealers transacting a business in 
seeurities through such members; and Regulation U' which governs 
loans by. banks for the purpose of purchasing or carrying stocks 
registered on a national securities exchange. The Commission cooper
at.ed clo~e~y with the Board in the:formulation of th~e regulations . 

. . -Although the ]3oard formulated these rules, the Commission has 
undertaken to conduct routine inspections of the ·books and records 
of brokers and- dealers for the purpose, among others, of assuring 
proper compliance with Regulation T. During the initial stages of 
this work the efforts of the Commission's inspectors wcre directed 
largely' to studying the effect of such regulation on the extension of 
credit on registered securities and assisting dealers in arriving at a 

I Rules promulgated pursuant to the Securities Exchange Act of 1934 are designat~d by an "X" followed 
by the section and subsection of the act pursuant to which they are promulgated, and by a number desig
nating the chronological order of the particular rule in relation to other rules adopted pursuant to the same 
section and subsections.-

a Section 8 (e) of the Securities Exchange Act gives the Commission authority over "any member of a 
national securities exchange, or any broker or dealer who transacts a business in securities through the 
medium'of'any\such member." Section 15 (c) (2) applies to brokers and dealers who use the mails or any 
instrumentalities of interstate commerce to effect over-the-counter transactions in other than exempted 
securities or commercial paper. In order to give the widest possible coverage to the new measures for 
protecting customers' securities, it was deemed advisable to promulgate rules under both sections. . 
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better linderstanding of the requirements of Regulation T. Later 
these inspections wcre directed toward the enforcement of the regu
lation and of the rules and regulations promulgated by the Com
mission. In the first several years, most margin inspections were of 

. firms which were members of nationo.l securities exchanges since 
firms in this category more commonly extend credit on securities 
than do others. However, beginning in 1938 more emphasis was 
placed on the inspection of nonmember firms and the inspection of 
member firms was left largely to the exchanges. This was in con
formity with the Commission's policy 6f delegating to exchanges 
insofar as pmcticnble the supervision of their own members. 

The margin requirement provisions of the act were held consti
tutional in a criminal case, United States v. McDerrMtt, discussed in, 
the section on criminal proceedings. ' 

Inspections of the books and records of over 4,000 firms have heen 
made during the 10-year period through June 30, 1944. Numerous 
violations of Regulation.T have been found. Whpre these violations 
were of a minor nature they were merely called to the attention of 
the firm. However, where these violations have been more serious, 
other remedial steps have been taken. The cooperation of exchanges 
in this enforcement activity has resulted in a number of disciplinary 
actions by the exchanges against member firms for violations of 
Regulation T. By arrangement, the exchanges report such cases of. 
disciplinary ac!ion periodically to. the Commission. 
Trading Rules Recommended to the' Exchange. 

E~rly in 1935 a comprehensive survey was undertaken by the 
Commission of the activities of specialists, floor trl.1ders, and odd-lot 
dealers on the N ew York Stock Exchange and the N ew York Curb 
Exchange and of trading on ·other exchanges. On the basis of this 
study 16 suggested rules for the regulation of trading on exchanges 
were formulated, and in April 1935 these were sent to all national 
securities exchanges with' the Commission's recommendation that· 
they be adopted as exchange rules. This course- permitted greater 
flexibility in the adaptation and administration of the rules according 
to the varying circumstances of each exchange, and was pursuant to 
the Commission's policy of permitting the cooperation of the exchanges 
in their own regulation to the greatest degree possible. . 

The - rules placed certain restrictions upon trading for their own 
account by members of national securities exchanges.9 These 
restrictions included ,a prohi.bitiqn against 'effecting transactions 
wHich are excessive ih view of the fiilariCial resources of the'member or 
in view of. the market for the security; a prohibition against joint 
accounts in which both members and nonmembers were 'interested, 
without the prior approval of an exchange; and a requirement that· 
transactions effected for joint accounts and interests in joint accounts 
be reported to the exchange. Moreover, members on the floor were 
prohibited by the proposed rules . from effecting discretionary trans~ 
actions in which the discretion exceeded the right to choose the time 
and price of the security involved. Other provisions of the proposed 
rules limited the right of a member,. while acting as a broker, to effect' 
transact.iollS for his own account in a security for which he held a 

, After the clo,e of ihe past fiscal year, the Trading and Exchange Division recommend~d to the Com
mission thp prohihition of floor trading in stocks on the New York Stock Exchange and the New York Curb 

. Exchange. See '.'Report on Floor Trading," January 1",1945. 
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customer's order. At the same time, the rules provided that members 
holding options in a security should not effect transactions in a se-
curity on the exchange. , " , 

Six of the proposed rules dealt sppcifically with specialists and_ 
provided that no member shall act as a specialist in any security 
unless registered as such by the exchange-; that a specialist's trans
actions should be limited to those reasonably necessary to permit 
the specialist to maintain a fair and orderly market; that the specialist 
should not participate in a!lY joint account except with a partner or 
another member; that the specialist should keep a legible record of 
his orders for a period of at least 12 months; and that the specialist 
should not hold puts, calls, or other options in any security in whiCh 
he is, registered as a'specialist. Similar rules were proposed to govern 
the conduct of odd-lot dealers. 

All national securities exchanges adopted the rules either in their 
entirety, as rec9mmended, or in a form modified to meet the individual 
trading practice of some of the exchanges. 
Short Selling 

Problems relating to short selling received particular attention from 
the Commission after its organization in 1934. It was not until the 
sharp drop in stock prices in the fall of 1937; however, that an oppor
tunity was afforded to study at first 'hand the effects of short selling 
in a rapidly declining market. The study made at that time included 
a detailed analysis of transactions in 20 selected stocks traded on the 
New York Stock Exchange during'2 separate periods in September 
and October 1937-. . 

As a 'result of this study, the Commission issued Rules X..:lOA-l, 
X-10A-2, and X-3B-3, effective February 8,'1938. The effect of these 
rules was to prohibit any short sale of a security except at a price above 
the last preceding sale price. Odd-Iot'transactions and certain round-

'lot transactions of odd-lot dealers were exempted from the rules. On 
February 10, 1938, the Commission exempted certain short sales on a 
domestic exchange effected for the purpose of equalizing prices between 
that exchange and another national securities exchange. On April 8, 

\ 1938, certain, short sales effected in arbitr,age transactions between 
securitie's were exempted. 

In -order to check the adequacy a,ndeffectiveness of these rules, the. 
Commission conducted' another detailed study of the trading in the 
same ,20 stocks during the period ,of price decline from March 21 to 
April 2, 1938. Following the study, and upon the recommendation of 
the Ne,w York Stock Exchange, the Commission, effective March 20, 
1939, modified-the short selling rules so as to permit short sales at the 
price of the last sale instead of above the'last sale price, provided that 
the last sale price was itself higher than the last different price which 
preceded it.' The rules were further, amended at that time to exempt 
certain short sales made in the course of international arbitrage. 
Special Offering Plans 

Prior to the enactment of the Securities Exchange Act of lQ34 
distributions to the public of large blocks of stocks which were listed 

, - on exchanges were frequently accompanied by a manipulation of the 
market. The object of such manipulation would be, two-fold
to raise the price of the secUl'ity and to stiniulate activity to the point 
where a demand would be' created large enough to allow the sale of the 
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Qffered security: After passage of the Act, a method was developed 
and widely used whereby comparatively large blocks of listed stocks 
were distributed to the public over the counter. These blocks, which 
-emanated from estates, investment companies, corporate officials 
and others, were offered to the pubJic through organized distributing 
groups after the close of the exchange market. The offerings were 
almost invariably made at 3 p. m., immediately after the close of the 
exchange market, and the securities involved were offered at or about 
the closing exchange price on that day. Most of these offerings were 
compl'eted 'prior to the opening" of the market on the succeeding day;" 
if not completed by that time, they were usually withdrawn. Since 
member firms participated in these distributions along with non
member firms, the exchanges-particularly the New York Stock 
Exchange-exercised a measure of control over the distributions. lO 

These offerings became 'especially frequent and large a~ter September 
1,1939, as the British Government sought to dispose in this country of 
the American securities which it had sequestered from its nationals. , 
The New York Stock Exchange a,nd New York Curb Exchange, con
cerned with the growth of "'off-the-b!Jard" sales of securities which 
had trading privileges on their respective floors, sought for ways and 
means to facilitate offerings of comparitively .large blocks of stock 
directly on the floors of their respective exchanges. In 1941, after 
numerous conferences with representatives of the Commission, the 
"special offering" was evolved. 

On ,February 6, 1942, the Commission amended its Rule X-lOB-2 
to permit special offerings of blocks of securities on national securities 
exchanges where such offerings arc effected pursuant to a plan filed 
with and declared effective by the Qommission. Briefly, these plans 
provide that a special offering may be made when it has been deter
mined that the auction market on the floor of the exchange camlot 
absorb 'a pnrticular block of a security within a reasonable time with
out undue disturbance to t·he current price. The offering is made at 
a fixed price which is set within the framework of the existing auction 
market. Members acting as brokers for public buyers' arc paid a 
special commission by the seller which ordinarily exceeds the regular 
commission, Buyers obtain the securities without paying I!llY com
mission. Full disclosure is made to the buyer of all of the details 
relating to his purchase, including the commIssion paid to his broker 
by the seller. 

Pursuant to the terms of the exemption, the Commission'declared 
effective as of February 14, 1942, a plan submitted by the New York 
Stock Exchange. Similar actio'n was taken subsequently with respect 
to plans of six other exchanges: These plans varied' in minor respects 
from one another and from the New York Stock Exchango plan. 
The plans of the San Francisco Stock Exchange, N ow York Curb 
Exchange, Philadelphia. Stock Exehange, Detroit Stock Exchange, 
Chicago Stock Exchange, and Cincinnati' Stock Exchange were de
clared effective in that order. Several exchanges have since amended 
their original plans in the light of experience. ' 

The first speciaJ offering was effected on the Now York Stock 
Exchange on February 19, 1942. Since that time, through ,Tune 30, 

10 For a detailed account ofthcse operations. see "Report to the Commission by the Trading and Exchange 
Division on Secondary Distributions of Exchange Stocks," published by the Commission on February 5, 
1942. 
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1944, a total of 182 offerings have been effe(}ted on that exchange 
involving 2,325,582 shares' at a value of $68,406,000. During the 
same period a total of 23 special offerings have been effected on the 
other exchanges baving plans. These offerings involved 141,253 
share~ haying a value of $2,019,000. . 

In the year ended June 30, 1944, spccial offerings were effected on 
only 4 of the 7 exchanges with special offering plans, the number of 
such offerings totaling 80. Data with respect to' these offerings 
appear in appendix tablf? 6. . . 
The "Multiple Trading Case" 

Section 19 (b) of the Securities Exchange Act of 1934 empowers 
the Commission under certain conditions to alter or supplement the 
rules of an exchange in respect of certain matters,' if the exchange 
itself refus~s to make such changes. The only proceeding under this 
section was. instituted on January 2, 1941. In this case, the Com
mis!:lion served notice. on the N ew York Stock Exchange of a hct;,l'ing 
on the so-called "multiple trading rule" of that exchange. 
. Over the YE:lars, various regional exchanges had developed so-called 
"multiple trading" methods for effecting transactions upon their 
floors in securities which also were traded on the N ew York Stock 
Exchange. By these methods, the prices established on the floors 

, of ~he regional exchange are determined by the prices on the floor 
of the New York Stock Exchange as reported upon the ticker of the 
latter exchange. In this connection,' various' members of the New 
York Stock Exchange who also are members of the regional exchanges 
have undertaken to participate in "multiple trading" by setting them
selves up as odd-lot 'dealers or specialists Ol~ the regional' exchange 
floors in the issues in which such·trading is effected. The New York 
Stock Exchange, by interpretation of Section 8 of Article XVI of its 
constitution,ll barred its members from such activities. The staff 
of the Trading and Exchftnge Division undertook an analysis of the 
effects of .. the New York Stock ,Exchange's action and recommended 
to the Commission that the exchange be required to rescind its ac-
tion.12 . 

On ,December 20, 1940, the Commission formally requested the 
exchange to: ' . 
* * * effect such changes in'its rules', as that term if! defined by Section 6 (a) (3) of 

. the Act, as may be necessary to make it clear that the rules of the exchange, or their 
enforcement, shall not prevent any member frorp. acting as an odd-lot dealer or 

,specialist or'otherwise dealing upon any other exchange outside .the citY,of New 
York of which he is a member. 

The President of the N ew York Stock Exchange, by letter dated 
December 27, 1940, informed the Commission that the exchange re
fused to comply with this request. Thus it followed that on January 
2, 1941, the Co~mission instituted a proceeding to determine whether 
the CO).TImission should by rl!le or regula,tion 9r by order alter or 
supplement the rules of~the exchange insofar as necessary or~appro
priate to effect the changes requested on December 20, 1940. Pending 

11 This section provided that "whenever the Board of Governors. hy the affirmative vote of 17 governors, 
shall determine that a member or allied member • • • deals puhlicly outside th'e Exchauge in securities 
dealt in on the Exchange such member or allied member may be suspended or expelled as the Board may 
determine." . . 

" For a description and bistory of multiple trading, see "Report to tbe Commission by the Trading and 
Exchange Division on the Problem of Multiple Trading on Securities Exchanges," published by the Com· 
mission in November 1940. ' 
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a final determination of the question, the N ew York Stock ;Exchange 
extended cxemption from the rule's provisions to those of its members 
who would havc bcen directly affected by its provisions. ' 

Hearings were hcld from January 21 to January 30, 1941. I Wit
nesses from the regional exchanges, called by the Commission, offered 
testimony on the history, methods, and exteut of "multiple trading" 
and on the consequences of the "multiple trading rule." At the same 
time the New York Stock Exchange availed itself of.the opportunity 
to cross-examine such witnesses and to present its own case in full. 
On March 17, 1941, the trial examiner's report was filed and on May 
8· oral argument was held before the Commission. The proceeding 
was closed by an order. of the Commission on October 6, 1941, and,no 
appeal was taken by the exchange. This order required that Section 
8 of Article XIV (formerly Article XVI) of the Constitution of the New 
York Stock Exchange be amended to contain the following proviso: 
* * * nothing herein contained shall be construed to prohibit any member, allied, 
member or member firm from, or to penalize any such firm for, acting as an odd-lot 
dealer or specialist or otherwise publicly dealing for his or its own account (direct
ly' or indirectly through a joint account or other arrangement) on another exchange 
located outside the city of New York~(of which such member, allied member, or 
member firm is a member) in securities listed or traded on such other exchange. 

,REGISTRATION OF SECURITIES ON EXCHANGES 

, Section 12 of the Securities Exchange Act for,bids trading in any 
security on a national securities exchange unless the security is either 
registered or exempt. The purpose of this provision is to make avail
able for the investor adequate and current information rcgarding the 
affairs of the companies whose securities are listed, 01' are to be listed, 
on a national securities exchange. These include most of, the na
tionally known companies as well as many whose activities are of a 
sectional or local character. ' 

Section 12 also specifies the general nature and scope of the. in
formation to be furnished. The initial task of getting the securities 
registered was a st'renuons one both for the companies concerned and 
the Commission. Specific requirements for registration were adopted 
after lengthy conferences with representatives of those to be affected 
thereby. Valuable ideas were received from representatives of ex
changes, Corporation officials, accouutants, and others on how to 
carry out the purpose of the statute without unduly burdening' 
industry., , 

Several forms have been developed and adopted for basic registra
tion. Each registrant is required to file an application on the form 
appropriate to the particular type of issue or issuer involved. Non
financial as well as financial information is required. Pertinent in
'formation must be revcaled with regard to the history of the cOJIl
pany, the control and management of its affairs, and the remuneration 
of·i ts officers and directors. Data are required concerning the capital 
structure of the company and 'of its affilia.tes, the amount of securi
ties of other corporations that it may have guaranteed, its position 
with reference to outstanding stoek options and the full terms of the 
securities being registered, together with financial statenlents and 
supporting schedules breaking down th~ more significant accounts 
reflected therein. -
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The continuance of registration upon an exchange IS dependent 
upon the filing of (1) current reports in the event that certain material 
changes occur in the affairs of the company and (2) annual reports 
within 120 days (unless an extension is granted) after the close of the 
company's fiscal year. These reports are desjgneu to bring up to 
date the information contained in the application for permanent 
registration. , 

A detailed 'examination is made' of each of these applications for 
registration, anlllIaI reports, and current reports to determine whether 
or not ,they provide adequate disclosure of the required information. 
When it is discovered that material information has been omitted 
or that sound accounting practices have been violated, the registrant 
is so informed and correcting amendments' are required. Such amend
ments, in turn, are examined as were the original applications or 
reports. If the examination reveals omissions of an immaterial 

,nature only, the Commission may not insist upon the filing 'of a 
'clarifying amendment, but merely offer suggestions to be followed in 
the preparation of future reports. The Act provides that, in general, an 
application for registration shall become effective 30 days after the 
Commission receives a certification' of approval from the E(xchange, 
except when the Commission grants a request for acceleration. In 
practice, most of the applications are accelerated. 

Pursuant to the registration requirements of the Act, the securities 
of 2,196 issuers are listed and registered on national securities ex
changes. During the fiscal year ended June 30, 1944,218 applications 
for registration, 1943 annual reports,I3 2,572 current reports, and 

, 632 amendments to applications and reports were filed with the 
Commission. _ 

Pursuant to Section 24 of the Act, the Commission has prescribed 
procedures whereby persons filing any document with it may apply 

I for confidential treatmeI),t of the document., Shortly after the passage 
of tho Act, the Commission's denials of confidential treatment of 
various reports gave rise to a group of more than 30 petitions by 
various corporations for court review of the Commission orders in
volved. Objections to disclosure for the -most part related to sales 
and itemized break-down of the cost of sales and, in many other 
instances, to tho publication of salaries and other remuneration paid 
to officers and directors. In nearly all instances the petition for 

'review challenged the general constitutionality of the Securities 
Exchange Act, as well as the validity of its registration requirements. 
Most of these review proceedings were later dismissed on motion of 
the' petitioners and the material involved was made public. ' Only 
one case, American S1lmatra To~acco Oorporation v. Securities and 
Exc,hange Oommission, 110 F. (2d) 117 (App. D. C. 1940), was actually 
decided on the merits. In that case tho Court sustained the Commis': 
sion's order denyin'g confidential treatment on the ground that the 
purpose and intent of the statute require a full and complete disclosure 
of each registrant's financial condition in order to protect public 
investors against the .manipulation of securities by "insiders." The 
Co~t held that the Commission had properly exercised its discretion 
by considering the claimed danger of harm and by weighing it in 
the scale of public interest. 

13 A major part of the difference between the number of issuers whose securities are listed and those from 
wbom annual reports were received is accounted for by issuers located in enemy and occupied countries. 
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Pursuant to Section. 19 (a) (2) of the Securities Exchange Act, the 
Conlmission has the power, if in its opinion such action is necessary 
or appropriate for the protection of investors, to suspend oi- withdraw 
the regis,tration of a security if the issuer fails to comply with any 
provision of the Act or the rules and regulations promulgated there
under, , 

A realistic approach to the administration of the Act has caused the 
Commission to recognize that in many cases the effect of delisting 
securities held by the public and actively traded on a national securi
ties exchange is to penalize primarily the public security holder:;; rather 
than the management which is responsible for the failure to meet the 
standards of the Act, On' the other hand, the Commission cannot 
permit its files to· contain materially false and misleading information 

_which would serve as a snare for present and prospective investors_ 
Accordingly" in cases where the Commission finds that the reports 
are materially deficient or misleading, its practice thus far has been 
to order the security delisted unless the issuer corrected the defect. 
In the great majority of instances, however, once the deficiency has 
been pointed out, it has been corrected. . 

, During the period from July 1, 1935 to June 30, 1944, inclusive, 76 
proceedings of this kind were instituted. Approximately 90 percent 
of such proceedings was started as a result of the failure of issuers to 
file required reports' and the remainder resulted from the filing of 
reports containing material deficiencies. In 25 instances the required 
repOi't or amendment correcting indicated deficiencies was filed .and 
~he proceeding was dismissed, in 49 instances no such report or 
amendment was filed with the result that .'the Commission issued 
orders withdrawing registration,' and two proceedings were pending 
at the end of the period. Substantially all of the 49 cases in which 
registration was withdrawn inyolved small companies possessing 
negligible assets and commanding little or no investor interest. 

Registration of the securities ofsLx issuers was ordered terminated 
by the Commission during the past fiscal year because of the failure 
,of these issuers to file annual reports in accordance with the require
ments of Section 13. There were six such proceedings pending at the 
begil!Uing of the fiscal year and two instituted during the year. 
While seven were terminated during the year, two of these involved 
securities of the same issuer. One proceeding was pending on June 
30, 1944. , 

Proceedings involving the },lissvuri Pacific Railroad Co., 6 S. E. C. 
268 (1939), A. Hollander &; Son, Inc., 8 S. E. C. 586 (1941) and 
Transamerica Corp., are illustrative of. Section 19 (a) (2) proceedings 
pel·taining to reports 'containing' deficiencies. ' 

Early in ·1931 Missouri Pacific (MOP) entered into contracts to 
purchase 'certain securities for a consideration of $15,965,201 plus 
interest, and· an additional $4,369,062, the latter amount to be derived 
from the income and liquidation of pn,rt of the securities. Moreover, 
even if the Intersta.te Commerce Commission withhcld. approval, 
MOP ,vas to be liable for the purchase price, to the extent that a 
sale of the securities after MOP's failure to complete the purchase 
resulted in'the seller receiving less than the price at.which MOP had 
agreed to ma.ke the purchase. 

No attempt was ever made by MOP to obtain the approval of the 
Interstate Commerce Commission for the acquisition of the securities 
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under the agreement, and on :March 31, 1933, MOP filed a voluntary' 
petition in bankruptcy under Section 77 of the Bankruptcy Act. 

Financial statements filed in 1935 by MOP in support of its appli
cation for registration of securities and those filed in 1936 and 1937 
in connection with annual reports for 1935 and 1936 failed to mention 
the fact that MOP had contra,cted to pay any deficiency arising out 
of a sale of the !"ecurities in the event that MOP did not complete 
the purchase. Since, in the opinion of the Commission, the con
tingent liability had material implications with rcspect to the finn,ncial 
and op'erating conditions of MOP, registration 'of its common and 
preferred stock was ordcred withdrawn unless its application for 
registration and annual reports were appropriately amended within 
30 days. MOP filed the appropriate amendments and the proceeding 
was dismisscd. ' ' 

The Hollander case was concerncd, among othcr things, with' 
whethcr Puder &, Puder, who certified" the financial s'tatements of , 
A. Hollander & Son, Inc., Were independent of the registrant. The 
record indicated that certain important items had been handled in 
a questionable manner in financial statements preparcd for the public 
record in contrast with complete and accurate explanation of the 
items in an audit prepared for private distribution to registrant's 
management and to banks and other financial institutions but not 
made ,available to the public security holders; that two principal 
members of the accounting firm and their wives owned substantial 
amounts of stock of the registrant; that one of the Puders, through 
various brokerage accounts in hi!'1 name, had effected .transactions 
for members of the Hollander family and had helped a Canadian 
company which was' owned entirely by three members of the Hol-, 
lander family to 'conceal its market· operations in the registrant's 
stock. In addition the Puders had'loaned to and borrowed from the 
Hollanders. The Commission found Puder & Puder were not inde
pendent public accountants with respect to financial statements filed 
by the registrant and registration of the Hollander stock was ordered 
withdrawn unless, within DO days, the issuer filed amendments making 
the public record accurate and complete, mailed a copy of the Com
mission's opinion to each of its stockholders,of record, and undertook 
to file quarterly reports which would be available to the public 
summarizing the material transactions effected during the preceding 
3 months between the registrant, on the one hand, and its officers 
and directors and the controlled corporations of '-such officers and 
directors. The company complied with the Commission's order. 

Proceedings, In the Iv latter of Tmnsamerica Corporation, were com
menced by the-Commission on November 22, ~938, by the issuance 
of an order for hearing under Section 19 (a) (2) of the. Securities 
Exchange Act of 1934 to determine whether ,Transamerica Corp. had 
failed to comply with certain sections of the Act and tht;) rules, regu
lations, and forms promulgated thereunder and, if so, whether it was 
necessary or appropriate to suspend or withdraw the registration 'of 
Transamerica stock on the New York, San Francisco, and Los Angeles 
,Stock 'Exchanges upon which exc~langes such stock is registered. 
On J:anuUI~ 16, 1939, public hearings began on the above order'and 
continued with some, interruption until March. 28, 1939, 'on .which 
date they were indefinitely adjourned for the purpose of enabling 
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,-the Commission's st,'aff ,to examine the relevant books and records 
of Transamerica, the latter company havir!g offered the Commission 
access to such books and records. . 

While numerous auditing .investigations had been made of brokers 
and dealers charged with violating the Securities Exchange Act of 
1934, this was the first case of any magnitude in which the Commission 
made an independent investigation. of the affairs of a company having 
securities listed on a national securities exchange. The examination, 
which wa·s made at the offices of Transamerica, principally in San 
Francisco, involved approximately 40 companies for a period of 
-several years and required- the services of a number of members of 
the Commission's staff for more than 6 months. As a result of this 
.examination, the Commission, on November 22, 1940, amended its 
-order for hearing and public hearings were resumed on December 9, 
1940, and continued until December 16, 1940, when once again they. 
were indefinitely adjomned.14 

I 

On March 10, 1941, agreement was reached by representatives of . 
Transamerica and the Commission as a result Of which Transamerica 
filed, on September 29, 1941, certain amendments to its application 
for registration and the Commission's order was amended to eliminate 
the items affected by the 'amendments. Thereafter, representatives 
of Transameriea and the Commission were engaged in preparing 
stipulations of facts as to the principal issues and on November 29, 
1943, public hearings were resumed on those charges in respect -of 
which stipulations were not arrived, at. The hearings were completed 
on February 4, 1944, and the case is under consideration by- th~ . 
Commission., -' . 

From time to time, the Commission has found it necessary to amend -
its rules and regulations under Section 13 of the Act in order to provide. 
for the publication of more timely or more detailed information with 
respect to the affairs of the issuers of registered securities. On 
July 7, 1944, the Commission announced the promulgation of rules 
'X-13A-6 (e) and X-15C2-2. The new rules were based largely on 
the trading experiences in the stocks of several liquor manufacturers 
which had recently declared dividends payable in whisky. They 
:were intended to prevent potential abuses in trading' before a~equat,e 
information was available as to the nature and amount of the whisky 
to be distributed. ' ' >-

Rule X-1~A-6 (e) provides that, whenever a company with a 
security registered on a national securities exchange declares a dividend 
or distribution in a form other than cash or securities, it shall promptly 
file a telegraphic report with the Commission, containing a full and' 
accurate description of the contemplated dividend or distribution. 
If the Commission finds that the available information with respect 
to the contemplated dividend or distribution is inadequate to permit 
investors to make a 'proper appraisal of the value of the security, it 
may exercise its authority under Section 19 (a) (4) of the Act to order 
a temporary suspension of trading in the security on the exchange on 

, which it is registered,' pending the availability of more adequate 
information. " 

'Rule X-15C2-2 provides that whenever. exchange trading is sum
marily suspended by the Commission under SeGtion ] 9 (a) (4), and 

"Securities and Exchange Act Release No. 2'718: 
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such suspension is for th'e purpose of preventing fraudulent, deceptive-.' 
or manipulative acts or practices, any act of a broker or dealer designed 
to effect or induce an over-the-counter transaction with a customer in 
the security during the period of suspension is a fraudulent, deceptive 
or manipulative act. . 

OWNERSHIP. REPORTS 

Prior to the enactment of the Securities Exchange Act, profits from 
"sure thing" speculation in the' stocks. of their corporations· were 
more or less generally accepted by the financial community as part 
of the emolument for serving as a corporate officer or director notwith
standing the flagrantly inequitable character of such trading. Partly 
,to cope with this situation.and partly to inform other, stockholders 
as to the transacti.ons of insiders, Section 16 of the Securities Exchange 

',Act provides that (1) each officer and director of'a corporation whose 
securities are registered, and each beneficial owner of more than ten 
percent of any class of registered equity security, shall file with the 

. Commission and the exchange initial reports showing his holdings in 
the company's equity securities and reports for each month thereafter 
in which changes occur in his holdings; and (2) profits obtained by 
any of these persons from transactions completed within 6 months 
in equity securities of corporations with which they are so associated 
may be recovered by the corporation or by any security 401ders in 
its behalf. The latter provision is based on the principle that the 
confidential information which' a corporate insider automatically 
obtains by virtue of his position ,belongs, in a real sense; to the cor
poration, since' he acquired it confidentially in his capacity as an 
official or principal stockholder of the corporation. .There is no doubt 
but that short-term trading by insiders has'become very much less 
commorr than formerly. ; 

Corresponding ownership reporting requirements are included in 
Section 17 (a) of the Public Utility Holding Company Act of 1935 
and Section 30 (f) of the Investment Company Act of 1940. The 
reports filed during the past year are classified below. 

NWlnber oJ ownership reports oJ o.fficers, directors,. principal security holders, and 
, certain other affiliated persons filed and examined during the past fiscal year 

I 
Description of report 

Securities Exchange Act of 1934: I 
Original reports-Form 4, 10,521; Form 5, 284; Form 6, 1,642 ___________ . _______________ _ 
Amended reports-Form 4, 691; Form ,1, 12; Form 6, 33 ________________________________ _ 

Public Utility Holdin{( Company Act of 1935: 
Original reports-Form U-li-I, 117, FOlm U-17-2, 390 _________________________________ _ 
Amendod reports-Form U-17-1, 5; Form U-17-2, 27 __________________________________ _ 

In,estment Company Act of 1940' 
Original reports-Form N--30F-l, 142; Form N-30F-2, 847 _____________________________ _ 
Amen'ded reports-Form N--30F-I, 6;'Fo~m N-30F-2, 48 _______________________________ _ 

Fiscal year' 
1944 

12,447 
736 

507 
32 

989 
04' 

By the erid of the Commission's tenth fiscal year an aggregate of 
more than 35,000 persons closely identified with the management or 
con,trol of industrial, utility, and investment 'enterprises had filed al
together about 215,000 security ownership reports under these three 
statutes. 

Ip. Smolowe v. Delendo Oorporation, 136 F .. (2d) 231 (C. C. A. 2, 
1943), Cert. den., 320 U. S. 751 (1943), the court upheld the constitu-
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tionality of that portion of Secti~n 16 of the Act which allows the 
recovery for the benefit of the corporation of profits realized by officers 
and directors from in-and-out trading in the corporation's securities. 
In that case the United States intervened to defend the constitutional
ity of the statutory provision and the Commission filed a brief as 
amicus curiae dealing with the question of the method of determining 
-the amount of profits' recoverable. 

, -

PROXIES 

Under three of the Acts it administers-the Securities Exchange 
Act of 1934, the Public Utility Holding Company Act of 1935 and the
Investment Company Act of 1940-the Commission has the duty to 
prescribe rules and regulations concerning the solicitation of proxies, 
consents and authorizations in connection with securities of companies 
subject to those Acts. .-

Prior to the development of the Commission's proxy rules, the 
average shareholder received annually from his company a proxy card 
in small type which he was urged to sign and return. Ordinarily, the 
proxy authorized some person or .persons to vote the stockholders' 
shares to elect a board of directors and to take any other action which' 
was considered desirable. Too frequently the owner of tIle shares was 
given no assurance that the items mentioned in the notice of meeting 
were the only ones which ·the management expected to bring up for 
-consideration at the meeting. The stockholder was merely invited 
to sign his name and return his proxy without being furnished the 
information essential to the intelligent exercise of his right of franchise. 

The Commission proceeded slowly in its development of rules -,v.hich 
would place the solicitation of proxies on a sounder and more~equitabfe) 
basis. The first set of rules, which was noCauopteU until September 
z:r,-r935, required only a brief description of the matters to be acted 
upon at the meeting and that the proxy material should not contain 
false 0'1' misleading statements. While the Commission realized that 
these rules were not specific enough tb supply security holders with 
the information necessary to formulate an informed decision on how 
to cast their votes, additional study of the problem was needed before 
a more detailed set of rules could be successfully formulated., As a 
result of such study and of its e),:perience in the supervision of proxy 
solicitation, the COlllIpission, on August 1), 1938, announced rules of 
a ~ve natu~~~k_..ejfec.t_i.ve Q~tQPer.l,-LQ3}3., 'sriostantiallyjn~reas:::;
iI!g the amo_unt_ol~information to be furnished. the persons soliqited, 
the sp-ecillcations .. aStO sucnrnfOltffationvarying according. to 'the 
ch~Lthe mQ.j,ter!,? iilvolved: -Toe -rules-were amended slightly; 
effective February 15, 1940, to 'require that proxy soliciting material 
be filed with the Commission at least ten days before the beginning 
of solicitation. Previously, the rules did not require the filing.of the 
material wltil solicitation started and many corporations were seri
ously' embarrassed when required to send out supplemental material 
to correct deficiencies which the Commission's staff ,could readily 
have pointed out in advance. The 10-day waiting period, which 
may be shortened by the Commission upon a showing of unusual 
circumstances, has virtually· eliminated this difficulty. _ 

The most recent amendment to the proxy rules was announced on 
December 18, 1942, and made effective' January 15, 1943. These 
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J change~ w~e designed 'to correct deficiencics revealed by additional' 
( experienc~ .. . 

::::-'Plm-essence of the rules now in force is that it is unlawful to make' 
a solicitati9n which is false or misleading as ,to any:material· fact or 
which omits to state any matcrial fact necessary to make the state
ments already made not false or misleading. Each pcrson solicited 
must bc furnished the information . which will enable him to act in
telligently upon' the' matter in respect of which his vote or consent is 
sought: For ·cxample, if a proxy is solicited for the election of direc
tors, the person soliciting the proxy 'must state whom he represents 
and must furnish, a'mong' othcr information, the name and security 
-holdings of each nominee, the amount of the nominee's remuneration 
and any "inside" transaction between the nominee and the company. 
Furthermore, when the management of a company solicits proxies for' 
use at an annual meeting at which directors arc to be elected, it must 
selid out its annual report 'with the solicitation or beforchand. If 
the solicitation is with regard to othcr corporate action, the proposal 
which'is to be acted upon must be fully described, its purpose and 
effect statcd, and the interest of t.he officcrs and directors and their 
assoCiates in the proposal-whether because of their position in par
ticular classcs of securities or otherwise-must be discloscd. The 
rules also enumerate certain specific information which must be given 
for specified types of proposals and in certain cases where intelligent 
action on the proposal depends upon the .financial condition of the 

(company, financial statements arc rcquired to be furnished. 
. The rules also' require that the form of proxy permit the person 

~
Solicited to indicatc his desires on cach scparate matter upon which 

i action is to be taken so that hc will be able to approve certain proposals 
! :while disapproving others, if he so wishes . 

. : -tv "--The Jl~9_ r~.1~~ c~mtain provisions which eJ~~b!~ .~ec~!"-itJ:' l}9ld~s 
J ~ who are not allIca ,Vlth··the ·managemcnt· tb 'commUUlcate_ wlth.o.tlier 

I . securityllola:eis wliin_ th<2nj~nage.men.t is: s.o~ieit~g proxies:. Under 
I tile rilles, .no management may make a solICltatlOn unless It undcr-

1 I
! takes to transmit, at the expense of the security holder involved, any 

soliciting material which the security holder may submit for trans
\ : mission to the security holders being solicited by' the managemcnt. 

i This provision eliminates the difficulty which security holders formerly 

l encountercd in attcmpting to obtain a stock Fst-a difficulty which 
was often overcome too late for any action to be taken. 
NODmanag~ockholders may also have includcd in the 

management's proxy soliciting materiaf1hetext of a proJler prop-osa,! 
wbtclltliey-intcnu-to·submit-to-the-meeting-as-well-as-ajJrieTstate
ment-in-support-of the proposal.-- Under·tliis requirement, itis no 
longerpossioliJoi-·the·-management to vote proxies obtained from 
security holders in 9PPosition to a proposal of minority security 
holders, without fj.rst affording the body of security holders an oppor
tunity to decide wh'ether the minority proposal should be approved 
or disapproved. 

\ Thc Commission's proxy rules undcr the Sccuritics Exchange Act 
\ were first brought before the courts in Securities arid Exchange Com-

~
ission. v. O'Hara Re-Election Gommittee, 28 F. Supp. 523 (D. Mass., 

. " Hearings on the revisions were held before a subcommittee of the Honse Commlttee on Interstate and 
Foreign Commerce in connection with a bill to repeal the revisions but no further action was taken. In the 

~} opinion of the Commission, the rules are operating successfully. . 

I l ' 
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1939). There the court preliminarily enjoined a proxy committee' 
from using the mails to solicit proxies from stockholders by means 
of letters of solicitation which did not comply with the rules promul
gated by the Commission under authority of the statute, and from 
exercising proxies thus obtained' at the annual meeting of the cor
poration. 

In another case, involving the American Beverage, CO./6 'proxy
material distributed by the managQmentjll connectibn with an election 
of directors. had failed to disclose that the president, a majority 
stockholder, had given an option 'on his stock to a third person with 
knowledge. that the holder of the option intended to assume control 
of the corporation to its detriment. The Comniission in an amicus 
curiae brief, without going into the merits of the private litigation, 
argued that the proxy material used had not met the disclosure re
quirements of the Commission's proxy rules, and this view was upheld 
by the lower court, which gave judgment for the plaintiff. On appeal 
the judgment of the lower court was reversed without, however, 
disturbing the ruling as to the disclosure which the Commission deemed 
to have b,een required by the proxy rules. 

Recently, in an election contest between the managementnnd an 
outside group of stockholders of Certain-Teed Products Corp., the 
Commission participated in various State and Federal court, suits 
instituted by the opposing parties to contend that the management, 
having solicited proxies under the Commission's proxy rules for the 
stated purpose of holding a meeting to elect a board of directors, 
could not pl'Opel"ly direct its proxy agents to refrain from attending 
the corporate' meeting in order to avoid having their proxies counted 
for the purpose of determining whether a q'uol"llm e'xisted. The 
litigation culminated in a $tate court decision upholding the Commis
sion's viewY Thereafter, the mailagement's proxy agents att~nded 
the-adjourned corporate meeting, the voting a:t which resulted in the 
defeat of the management's nominees and the election of the directors 
proposed by the outside group. 

In another case, Securities and Exchange Commission v: National 
RubblJr .Machinery Co. (N. D. Ohio, 1944), a temporary restraining, 
order was secured which is st'ill in effect enjoining the use of proxies 
illegally obtained by a minority group. 

From its experience in reviewing proxy filings, the Commission has 
been able to obtain a broad view of the effect and operation of its 
rules. For example, during the fiscal year ending June 30, 1944, the 
staff of the Commission examined preliminary and definitive material 
with respect to some 1,501 proxy solicitations. Of these, 1,472 were 
made by the management of the corporation and 29 by security 
holders not connectc'd with management .. It is the Commission's, 
conclusion that the }\11es have already made a contribution to' a 
~ti~n oCthe.S!sm!:,-cr~.li£, pl~~~)~_:...t!l.e.c_ondllGt of corporate 
affairs. The protectIOn reCeIved oy"mvestors under these rules and 1\7 
~~rt1.}-!!i,t~cs._i1~ol'ded- t~l~.m for a~tiyeIJ~-'"tic!p,1!tion_~~,the affairs i 
of tEe company may well be the occasIOn forj,h.~...9._(tyelo.pment_amollg J"!
stoclilioI-del's-themsel~qrth(;~Ji~~:Sliipnecessary for 'further ad-- / '. 
v.ii:iiccs~along tliese liiies~ ", ,-"-=-" ,~_ ~~___ ____ _ 

------'--,--' , 

I6 Levy v, Feinberg, 29 N. Y. S. (2d) 550 (S. Ct" 1st D., 1941), reversed,38 N. Y. S. (2d) 517 (A. D. 1st. 
Dept .• 10,12), . ' 

17 Lizars v. Dahlberu, unr.eported Super, <;:t. of Baltimore City, Docket 1944,.folio 264, May 22, 1944. 



54 SECURITIES AND EXCHANGE COMMISSION 

AMENDMENTS OF REGISTRATION AND OWNERSHIP FORMS 
AND RULES 

In line with its program of simplifying filing requirements, the Oom-, 
mission during the year· adopted an amendment to Form 18, the form' 
for applications for registration under the Securities Exchange Act 
of 1934 of securities of foreign governments' and political subdivisions 
thereof. Under this amendment, if securities of ' such a registrant are 
currently'registerei:l under the'Securities Act of 1933 the registrant 
is permitted to file its Securities Act prospectus in lieu of supplying 
information in response to the various items of Form 18. If a descrip
tion of the securities being registered is not contained in the pro-

.spectus, such description must be furnished with the prospectus. 
The Commission also adopted during the past year minor amend

ments to its annual report Forms 12-K and 12A-K. Companies 
which report to the Interstate Commerce Coinmission on Form A 
are permitted, in connection with reports to the Securities and Ex
change Commission on Forms 12-K and 12A-K, to file certain selected 
schedules in lieu of a complete Form A. The purpose of.the new 
amendments is to revise the selected schedules so as. to conform to cer
tain changes made in Form A of the Interstate Commerce Commission 
for the year ended December 31, 1943. 

The Commission also announced during the year an amendment to 
Rule X-24B-3 under the Securities Exchange Act of 1934 and the re
peal of Rule X-24B-4. Rule X-24B-4 required each national securi
ties exchange after the teGeipt of·a summary, prepared by the Com
mission, of security ownership reports filed under Section 16, to make 
available to the public a copy of such summary and the reports filed. 
with the exchange which are included in such summary. By repealing 

. Rule X-24B-4 and amending Rule X-24B-3 it is made plain that 
theoriginal reports filed with the 'exchange are public when filed. 

Rule X-24B-3 as amended requires exchanges to make public re
ports filed under Section 16 in the same manner as they make public 
reports filed with them under Sections 12 and 13 of the Securities Ex
change Act of 1934. The Commission will continue to prepare 
official summaries of reports filed with it under Section 16 and will 
make such summaries public as soon as possible after the tenth day of 

. each month. Copies thereof will be furnished· by the Commission 
without charge to each national securities exchange. It is anticipated 
that such exchanges will, after receipt thereof, make and keep them 
.available to the public. Copies of these sllIIl,lriaries are also available 
for 'public inspection at all regioJ?-al offices of the ComIp.ission. ' 

DELISTING OF SECURITIES FROM NATIONAL SECURITIES EXqHANGES 

Securities Delisted· by Application 

Section 12 (d) oCthe Securities Exchange Act of 1934, define~ the 
Commission's powers with respect to applications by an issuer or an 
exchange to delist securities from an exchange. It provides that a 
security may be withdrawn or stricken from listing and registration in 
accordance with the rules of the exchange and upon such terms as the 
Commission may deem necessary to impose for the protection of 
investors. 

Pursuant to this section, and in accordance with the procedure pre
. seribed by Commission rules, delistings of 158 issues were effected 
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upon application of issuers and delistings of 268 issues were effeGted 
upon application of exchanges from July 1, 1936, to the close of the 
1944 fiscal year. IS During the 1944 fiscal year, 18 issues were delisted 
upon application of issuers and 26 upon application of exchanges. In 
some cases the same. issue was delisted from several exchanges, so that 
the_total removals iricluding,this duplication numbered 169 upon appli
cation of'issuers and 277 upon application of exchanges durIng the, 
eight fiscal years reviewed. . 

Applications by exchanges to delist securities almost invariably are 
occasioned by an event which has had the effect of practically: ter
minating public interest in the security involved. The most frequent 
reasons given in applications filed by exchanges for .delisting an issue 
are that the greater part of un issue has been exchanged for other securi-

,ties of the same issuer; that the issuer is in process of liquidation; or 
that the security is greatly reduced in amount outstanding, or has 
become nearly worthless. In such cases the public interest in the 
continuation of listing is negligible. . \ 

Of the 158 issues delisLed during the pust 8 years upon issuer appli
cation, about 62.are no longer traded to any degree, by reason of 
liquidations, redemptions, concentrated holdings, or fracLional values, 
and about 41 retain a status on some other exchange. Most of the 
remaining 55 issues which have lost their exchange status by dclisting 
remain actively quoted in over-the-counter markets. At current 
quotations, about 28 of these 55 issues are valued at over $1,000,000 
each, the largest being valued at about $43,000,000; shareholders of 
these 28 issues number well over 500 in most cases and run into several 
thousand in some instances. IIi such cases, the public interest is often 
materially involved in applications by issuers to delist securiti,es, and, 
as a result, Commission policy in this field has undergone considerable 
development. Changes have occurred both in the Commission's 
formal rules with respect to such applications and in its policy with 
regard to theil: disposition. . ' 

On February 12, .1935, pursuant to Section 12 (d) of the Act, the 
Commission adopted Rule JD-2, paragraph (b) of which was as follows: 

(b) An application for withdra\\'al or striking from listing, pursuant to Section 
12 Cd), if made by the issuer, shall be made to the Commission in triplicate, copies 
of which shall be furnished the exchange, setting forth the reasons for such with
drlJ.wal * *. *. 

Pursuant to this rule,' Allen Industries, Inc., whose stock was listed 
on the New Y Ol'k Curb Exchange and the Detroit and Cleveland 
Stock Exchanges, applied to delist its stock from'the two latter ex
changes. In granting the application on January 19, 1937, the Com
mission wrote its first opinion setting forth its views on the Sll bject of 
delisting. 19 In this opinion the Commission' held that, even where 
certain demonstrable advantages- {3xisted in retaining an exchange 
market for stockholders, the Commission had no power to deny the 
application to dclist. No term wus imposed upon delisting other than 
a week's delay. It will be noted that in this case the granting of the 
application left the applicp,nt's stock listed and registered on th~ 
New 'X ork Curb Exchange. . 

" Strictly comparahle data are not available for the earliest years of the Commission's cxistence because 
applications for delisting were required for a wider'arca of cases during the earliest period. . 
. "Allen IndlLslries, Inc., 2 S. E. C. 14 (1937). ' 

72024-45--5 
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.' .The Allen Industries, Inc., mise was followed almost immedIately· 
by'; case involving. the gelisting, upon application of the issuer, of the 
Connecticut Railway and Lighting Co. stock.20 In this case, the N e\v 
York Stock Exchange already had suspended the stock from trading 
because of the likelihood that it had no value: Moreover, the issuer 
even after delisting was to be subject to the requirements of the Public 
Utility 'Hqlding Company Act of 1935. Finally, tli.e issuer had ob
tained stockholders' ratificatiQn of the a.pplication to delist. Under 
the circumstances, the Commission felt that no terms 'Yere necessary 
in 'granting the application, although, pointing to its power .to impose 
terms, it stated: -

* * * the Commission can and does inquire into the motives that prompt 
an issuer to bring about a termination of exchange trading in its securities. 

On the theory that its power to impose terms could not be 'dis-
charged unless it had all the relevant facts, the Commission on 

'October 15, 1937, amended its rule on delisting to its present formY 
In substance, the rule now requires an issuer to set forth in its a,pplica
tion the reasons for the' proposed delisting and all the material facts 
relating thel;eto, as well' as any facts it wishes to offer with respect to 
the advisability of imposing terms: Moreover, the issuer may be 

. required to notify holders of its security of its proposal to delist and of 
their right to present their views to the Commission with respect, to 
the imposition of terms. The application is accepted as proof of the 
facts cont,ained therein unless it is objected to by an interested party. 

In its first opinion under' the new rule,22 the Commission dismissed 
the application of the Richfield Oil Corp. to delist its warrants from the 
Los Angeles and San Francisco Stock Exchanges, basing its action 
on the ground that the application was incomplete in that it failed to 
state the issuer's motives for delisting .. In this opinion, the Com
mission reaffirmed its right, in connection with the imposition of 
terms, to' inquire into the issuer's motives. 

The .Commission has since qismissed applications in various cases in 
which it appeared that the application was rendered misleading by the 
applicant's failure to state the true reasons for the delisting or by other 
statements which would have the effect of misleading stockholders.23 
In the .Automobile Finance Oompany case the Commission said: . 
the fact that the st.ockr.olders were erroneously advised * * *. may wen pave 
deterred some of them from presentil11!; to the Commission their objectioJ's to de
listing or facts relating to terms wHch shOUld be imposed for the protection of 
investors. ' . 

In another case, Allen Electric and Equipment Oompany, - S. E. C. 
-~ (1943), Securities'Exchange Act Release No; 3996,' the Commission 
dismissed an application on the grounds tha,t cm:tain opinions of the 
management contained t.herein were not substantiated by' the facts. 
The Commission, however, has consistently held that it is riot empow
ered to d.ismiss I1-n applicntion on the ground that the jude-mf1nt of th{' 
management appears questionabl? or its reasons triviaI.24 . 

20 Com",'!ic"t Rail1ray and Lighting Company, 2 S. E. C. 21 (1937). 
" Rule Y-12D2-1, par. (b). 
" Richfield Oil Corporation. 3 S. R. C. 99 (1938). 
" Capital City Product .• ComponY,'5 S. 1': C. 721 (Jn~P); Cincinnati Adl'ertisinn Pr{Jduct., Company. 8 

S. E. C. 414 (1941); Automobile Finance Company, 9 S. E. C. 571 (I~41); Joslyn ,Ulg. and· Supply Co., t() 
S. E. C. 311 (1 0 41). . • 

,. The Teck Hunhes Gold Afi'!"s. Ltd., 3 S. E. C. 462 (1938); National Onts Company. 4 S. E. C. 751 (1939); 
Firem~n'8 Fund Insurance Company, - S. E. C. - (1943), Securities Exchang,e Act Relcasc No. 3519 .. 
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. In all these cases,' it should be not~d, the Cominission ~ither dif!
missed the application of the issuer or granted the application without 
terms, except for a term delaying the effective gate of the delisting for 
a brief period. Up -to 1944, it had never imposed any material term 
upon a delisting. 

However, in Fuller 1I1anl1facturing Oom.pany, ~- S. E. C.:"'- (HJ43), 
Securities Exchange Act Release No. 3513, the Commission indicated 
that it had-.:ullder cOllsiderat,ion proposals for a.ffording. more adequate 
protection for stockholders. While it gra.nted the a,pplication of the 
issller; it said: 

It may well be that ourpresent rilles under that section [Section 12 (d) of the 
act] do not provide adequate protection to stockholders. The problems presented 
in this and similar cases have prompted us to direct our staff to study the question 
and to make recommendations. 

In Sha'IEm11.t Association, - S. E. C. -- (1944), Securities Excha.nge 
Act Release No. 3564, the Commission for the first time required that· 
the applicant submit the delisting proposal to its stockholders for 
their consent and that such submission should be accompanied by the 
Commission's "Conclusion" in .the matter as carried in its opinion. 
Since the case sets a precedent in the Commission's administration of 
section 12 Cd), the Commission's findings in the case should be re
viewed. 

The- mgnage:rPrnt of Shawmut Associdion, a lVInssachusetts trust, 
had applied to dclist its stock from the Boston Stock Exchange on the 
following grounds: . 
. For a considerable period of time there has been, in the opinion of the trustees, 
much too great a discrepancy between the asset value of the shareR and their 
quot.ed market value. The asset value today is approximately $19.65 per share' 
and the market price only $11.75. It is felt tl1at if the sl1ares were dealt i.n over 
the count.er a broader market would be proYided and that, under the sponsorship of 
high-grade security dealers the market yalue of the shares would be increased and 
brought materially closer to the asset value, which would of course be to tlie ad
vantage of the existing shareholders. 

The Commission found that a portion of the apparent discrepAncy 
between asset va.lue ana market value was due to the method whereby 
the applica.nt ha.d dctermined its asset va.lue. The Commission also 
set forth in its opinion the results of a. study wllich showed that the. 
discr-cpancy in the cn.se of the a.pplicant's stock was not large by com
parison with' that existing for the stocks of comparable companios 
whose securities were traded over the counter . 
. The Commission also summarized the results of a study of the over
the-counter market for the applica.llt's stock. The opinion said in 
part: 

The study further revealed that members of the public usuaJly were obliged
to pay more for t.he shares' when purchasing from or throllgh dealers over the 
counter than current Exchange prices;' and tbat in selling, they received 
less * * *. . 

In some of the over-the-counter transactions where members of the public 
sold, it was found that in the course of one day the shares passed through the 
hands of two, three, or four dealers (at successive profits) before being finally 
sold to other members .of the public. 

In conclusion, the Commis~ion said: 
In.considering the application for withdrawal we must determine what terms 

should be imposed for the protection of investors. \Ve have determined to 
require the Association to submit the question of withdrawal to stockholders 
for their consen t. 
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, Several factors in the case have led us to this conclusion. Most significantly; 
there' are presented grave questions' as to whether the proposed withdrawal 
of the'trust shares from listing and registration would deprive the shareholders 
of substantial advantages without giving them Or the trust itself compensatory 
benefit,s. The shareholders are the persons whose interests WOllId be affected, 
and the choice should be put up to them together with adequate information 
enablil1g them to make an intelligent choice. 

The Association filed a petition to review the Commission's order 
in the Circuit Court of Appeals for- the First Circuit, which was 
pending at the close 'of the fiscal year.25 
Securities Delisted by Certification _ 

The Comm~ssion_early promulgated a rule, now designated Rule 
X-12P2-2 (a), whereby a security which has been paid at maturity 
or otherwise redeemed or retired in full may be delisted ,upon certifi
cation by the exchange to the Commission that this retirement has 
occurred. Delisting becomes effective automatically, after the interval 
of time set forth in the rule. , 

Effective :May 29, 1943, this rule was amended to permit an ex
change also to remove by ccrtifieation issucs exchanged for other 
secuI-ities, such as occurs in stock splits, recapitalizations, and mergers. 
, , During the past fiscal year, deIistings of 198 issues were effected 
upon I certification, by exchanges under this rule. Some of these 
issues were delisted from more than one excha,nge, the total number 
of removals, including duplications, being 218. In numerous cases, 
the successor issues became listed in due course. 

UNLISTED TRADIN~ PRIVILEGES ON SECURITIES EXCHANGES 

On Registered Exchanges . 
. As originally enac'ted, Sec~ion 12 of the Securities Exchange Act 

of 1934 prohibited trading in securities, other than exempted securi
ties, on national securities exchanges unless such sccuritjes were duly 
listed and registered in accordance with the provisions of that section. 
In subsection (f), however, a limited exemption was made for certain 

. securities already admitted to unlisted trading privileges.2G That 
exemption authorized the Commission to prescribe terms and con
ditions under which an exchange might cont.inue until June 1, 1936, 
unlisted tradi.ng in securities which had been admitted to such trading, 
on that exchange prior to :March 1, 1934.- The Commission was 
also empowered to permit unlisted trading privileges upon an ex-

_ change until July 1, 1935, provided such security ~vas registered on 
another exchange 'and had been listed there on March 1, 1934. 

In I1ddition, the original Socl,ion 12 (f) directed the Commission 
to make a study of trading in unlisted securities 'on exchanges. At' 

-tile conclm:ion of this study,27 the Commission presented its proposals 
to Congress. The proposals were adopted with some modifications 
by Congress and were embocliecl in the form of an amendment to the 
Securities Exchange Act of 19B4.28 On IVII1Y 27, 1936, Congress 

" The couit handed down an opinion amrming tile Commission's d~cision, Shawmut Association v. 
Securities a7ld E.cchange CommiSSIon, - F, (2d) - (C. C. A. I, Jan, 15,1945), rehearing denied, - F, (2d)
(Mar, 12, 1941\). 

" As originally proposed. the Act contained no provision for unlisted trading. 8everal ",changes, and 
prominently tne New York Curh Exchanrre. whose interests in maintaining unli5ted trading Were very 
strong, attacked the hill on that score, As a result, Section 12(f) as originally passed Was in reality a com· , 
promise, See Securities Exchange Act Release No. 3658 (1945). 

" See "Report on Trading in Unlisted Securities upon Exchanges," Jan, 3, 1936. . ' ' 
" See "Trading in Unhsted Securities upon Exchanges," lIearings bejore the Committee on Banking and 

Currency on R. 40£8. 74th Cong.,'2d sess, (1936), and "Unlisted ~ecurities," HeaTlngs bejore Committee on 
InWstate and Foreign Commerce on S. 40£3, 74th Cong" 2d sess. (1936), . 
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amended Section 12 (f) of that Act to provide, among other things, 
for three categories of unlisted trading privileges. Clause 1 of 
Section 12 (f) permits a national securities cxchange to continue 
unlisted trading privileges to which a security had been admitted 
on such exchange prior to :March.l, H)34; Clau&e 2 permits an exchange 
to extend such privileges to a security listed and registered on another 
national securities exchange; and Clause 3 permits extension of such 
privileges to a security in respect of which thel'e is available, from a, 
registration statement and periodic reports or other data filQd uncj.er 
either the Securities Act of 1933 or the Securities Exchange Act of 
1934, information substantially equivalent to that available in respect 

. of a secmity duly li&ted and registered. There is no time limitation 
on the effectiveness of privileges continucd under Cla~lse 1. Privileges 
extended under Chuse '2, . however, may last only so long a& the 
security remains listed and registered on a national securities exchange; 
and Clause 3 pri vileges may last only so long as the registra tion state-
ment remains efTecti ve and the period ic reports are filed. : 

Under all three clauses, an exchange may act only on application 
to the Commission, and the Commission's approval may not b,e 
gi,'en unless it is found to be necessary or appropriate in the public 
interest or for t.he protection of investors. :Moreover, the Commission 
may approve Cln.use 2 and Ch1use 3 applieations only after appropriate 
notice and opportunity for hearing have been given to all persons 
hlJ v1.ng a bona .fide interest in' the proceedings. In applications 
under Clauses 2 and 3, certl1in conditions, principally as to the ade
quacy of public distribution and public trading activity in the vicinity 
of thc exchange, must be satisfied. . 

In determining the adequacy of distribution and, trading in the 
vicinity oJ an applicant exchange under Clause 2 or 3, the Commjssion 
necessarily mrJws a finding p,s t.o the area 'which constitutes that 
exchange's "vicinity." The Commission also looks into the trading 
mechanics and practices of applicant exchanges to the extmit. that 
they may have a bcaring on how the public intcrcst would be affected 
by the grant of trading privileges. Thus, in a number of early cases, 
the Commisp,ion approved unlisted trading privileges in odd lots but 
not in round lots on the gi'OUlld thDt the rules of the applicant· exchange 
were not adequat'e for trading in round Ie 10'3. 29 However, after ·the 
applicant exchanges had adopted rules permitting and encouraging 
the maintenance of fin. independent market for round-lot trading 
on their floors, the Commission permittcd unlisted trading in both 
round lot'3 and odd lots.30 

In Clause 3' eases, in addition to the conditions mentioned above, 
Section 12 (f) prohibits the approval of an application by the Cominis
sion ('xcept upon such terms and conditions as will subject the issuer, 
its officers, directors, mid owners of more than 10 percent of ,the 
security in question to duties substantinlly equivalent to tLose 
which would arise if the security wern duly listed and registered 
(In nil cxchangr. These dutif's anse from Sections ] 3, 14, and 16 
of the Act, dealing respect,i,rely "ith corporate reportE', solicitation 
of proxics, and insiders' trading. Section] 2 (f) provides further, 
however, that such tbrm'3 find conditions need not be imposed if it 
- . . . 

"Applications of Pittsburgh Stock Exchange, 2 S. E. C. 178 (1937); Applications of BMton Stock Exchange, 
2 S. E. C. 513 (1937); Applications of Philadelph,a Stock Exchange. 2 S. Eo C. 566 (1937). . . 

30 Applications of Boston Stock Exchange, 3 S. E. C. 693 (1938); Applications of Philadelphia Stock Exchange, 
4 S. E. C. 364 (1939). 
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'appears to the Commission that the public interest and the protection 
of investers would nevertheless best be served by 'approval of the, 
application. ' 

At the close of the period covered by this report unlisted trading 
privileges had been granted under Clause 3 to five equity securities, all 
of them preferred stocks.31 At that time six consolidated applications 
were pending which had been filed by the N ew York Curb Exchange. 
They were the first Clause 3 applications to involve common stocks 
and they were opposed by the National Association of Securities 
Dealers, Inc., an association of over-the-counter brokers and dealers 
registered with the Commission under Section 15A of the Act. On 
February 19, 1945, the Commission handed. down an opinion in which 
it c~nsidered at length the provisions of Clause 3.32 The opinion con
cluded that, absent duties substantially equivalent to those imposed 
by Sections 13, 14, and 16 of the Act, a Clause 3 application could be 
approved only' if the case presented unusual, exceptional or emergency 
features. In the case of the single application which was approved, 
that relating to the common stock of Northern Natural Gas Co., the 
Commission found that, by virtue of Northern's status as a holding 
company registered under the Public Utility Holding Company Act' 
of 1935, the test of "substantially equivalent duties" was completely 
satisfied except for the prohibition of short selling by officers, directors, 
and 10 percent stockholders (Section 16 (c)) and the insider trading 
provisions of Section 16 generally as to 10 percent stockholders (as 
distinct from officers and directors). Northern's only 10 percent 
stockholder was itself a registered holding company, all of whose sales, 
short or otherwise, were subject to the Holding Company Act, and 
compliance with the prohibition against short sales was imposed upon 
the officers and directors of Northern' by a condition in the Com
mission's order. As to 'the other five applications the Commission 
found that there was failure to meet the test of "substantially equiva
lent duties" to a greater or lesser degree and that the exchange had 
not made out a sufficiently ,exceptional case to' justify waiver of the 
requirements. '- ' -

As of June 30, 1944, the number of stock issues admitted to unlisted 
trading on the several national securities exchanges under Clause 1 
was 908 and the number of bond issues so admitted was 173. Of 
these, the number of stock issues not listed and registered on any other 
national securities exchange was 453, and the number of bond issues 
was 151, comprising respectively 382,436,309 shares and $1,357,978,046 
principal amount of bonds. About 80.4 percent of the 453 issues and 
81.9 percent of the shares were traded only on the New York Curb 
Exchl1nge; 3.3'percent of the issues and 8.5 percent'of the shares were 
traded 'on this and other registered exchanges; and the remaining 
16.3 percent of the issues and 9.7 percent of the shares were traded 
only on the other registered exchanges. All of the 151 bond issues, 
with the exception of 4 small issues, were traded only on the New 
York Curb Exchange. Canadian stocks and American depositary 
receipts for foreign stqcks comprised 105 of the 453 issues and about 
37 percent of the shares; nearly all such stocks are listed and have 
:, "'. 

, " ApplicatiO'l! oJ New York Curb Exchange. 4 S, E, C, 560 (1939), ApplicatiO'l! of New York Curb Exchange, 
7 S, E, C, 672 (1940), Applications of New York Curb Exchanae. 9 S. E, C. 349 (1941), involving two securi-

_ ties. Application oJ New York ClIrb Exchange, 9 S. E. C. 877 (l~4J). - -
32 Applications oJ the New York Curb Exchange, Securities Exchange Act Release No, 3658 (1945). 
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:their principal market's on Oanadian 'or British stock exc;4anges: A 
,few of the'issiles are those of companies having other issu~s listed on 
registered exchll:ng~s., , , " , 

The reduction,' since June' 30, 1937, in unregistered securities ad
-;mitted to trading privileges under Olause 1 has been substantial, 
--amounting to 284 stock and 399 bond issues. This has occurred partly 
,through the dissolution of several stock exchanges and partly through 
reorganizations;' recapita,lizations Il,nd consolidations of issuers. Since 

-1934, many issues have b~come listcd or have been exchanged· 
for listed securities, and a much smaller number (or their successors) 
have become the subject .of active trading in the over-the-counter 
markets'- Some have become worthless or have been extinguished 
in liquidation. This reduction in securities admitted to unlisted' 
trading privileges only is in line with the expectation of Oongress 
when it authorized the continuance of such privileges under Olause 1.33 

. On June 30, 1944, 168 stock jss,ues and 1 bond issue 'Yere admitted 
to unlisted trading privileges pursuant to Olause 2. Of the 168 stock 
issues, 80 had already been admitted to unlisted trading privileges on 

,one or several.exchanges under Olause 1, and 88 have been admitted 
'exclusively under Olause 2. ' A number Of the stock issues have 'been 
admitted to trading on more than one exchange under this clause so 
that tlie total number of extant grants under this clause pursuRl.1t to 
which stocks were being traded on June 30, 1944, amounted to 280. 
Applieations for 409 stock and 11 bond issues were filed pursuant to 
Olause 2 up to June 30, 1944,34 ~'period of 8 years since the amendment 
of Section 12 (£). 

Unlisted trading privileges under Olause 3 existed 'on June 30, 1944, 
with respect to 5 preferred stock issues and 27 bond issues, the shares 

'numbering 1,196,071 and the bonds amounting to $629,038,900 in. 
principal a.mount. 

, Most of the stocks admitted to trading under Olause 2 arc on re
, giorial exchanges, ollIy five issues being on the New York Ourb Ex-

change, while all of the bonds and stocks under Olause 3 and the bond 
issue under Olause 2 are on the N ew York Ourb Exchange. 

The total stock and bond issues admitted to un)ist~d trading on the 
registered exchflnges under Olauses 1,2, and 3, were .1,001 and 201, 
respectively, at the close of the last fiscal yedr.35 This total of issues 

'is exclusive of aU 'duplication arising out of situations in which a given' 
issue is admitted to unlisted trading privileges on more than one ex-
change. '- , , 

- . The termination or 'sllspension of unlisted trading privileges may 
be brought about either by application of a person havllig a bona fide 
interest in ,the security, upon motion of the' Oommission, or' by the .. 
exchange in accordance 'with its own rulcs. In consideriIig an appli
cation to remove a security from unlisted trading privileges, the Oom
mission must take into consideration not only the adequacy of trading 
and distribution but also the operating mechanics of the exchange . 
. Since May 27, 1936;'when the amendment of Section 12 (f) became' 

effcctive, thcre have been nine proceedings for termination of unli$ted 
trnding privileges. Three were on applications by issuers, one of 

'which was' granted; foUr were on applications by broker-dealers 
33 Sen, Rept, No, 1739, 74th Cong" 2d sess. (1936) and n, R, Rept, No, 2601, 74th Cong" 2d sess, (1936) • 
.. See appendix table 15, 
" See app"-ndix table Ii, 
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making a market for the security, three-of which w:ere granted;' and 
two were instituted by the Commission, both of which were dismissed 
after hearing.36 .. " 

·Where cert.ain changes oCGur in a security admitted to 'unlisted 
trading privileges, as in title, interest rat.e, par value, or amount out
standing, the exchange may continue such privileges upon notifica
tion t.o the Commission pursuant to subsection (a) of Rule X-12F-2. 
Where the cha,nges are more fundament.al, however" the privileges 
may be continued only if the Commission determines, upon applica
tion py the exchange pursuant to subsection (b) of that rule, that the 
altered or substituted security is "substantially equivalent" to the 
security previously admitted to. unlisted trading. During the past 
fiscal year, applications under subsection (b) were filed by registered 
exchanges with respect to 11 issues. Of these, 7 were granted, 1 was 
denied, and 3 involving more than 1 class of security, were granted 

. :in part and· denied in part. 
The past fiscal year also marked the first court test of a Commis

sion decision in any unlisted trading case. On a petition by the 
National Association of Securities Dealers, Inc., for review of an 
order of the Commission approving the grant of unlisted trading 
privileges to two bond issues upon application of the New York 

'Curb Exchange, the United States Circuit Court of. Appeals for the 
.Third Circuit sustained the Commission's action.37 

'On Exempted' Exchanges 
On June 30, 1944, 47 stock and 3 bond issues had unlisted trading 

pri"ileges on the Honolulu Stock Exchange und~r Clause 1, of. which 
1 stock issue was listed and - 1 was traded lln\istcd on a registered 
exchange.. There were 2 stock issues und~r Clause 1 on the Minne
apolis-St. Puul" Stock Exchange, of which 1 was listed on a registered 
exchange. There were 4 stock issues admitted to unlisted trading 
privileges linder Clause 2 on t.he Wheeling Stock Exchange, 1 of the 
issues having been admitted during the past fiscal year. 

'THE SEGREGATION STUDY 

P1l1'suant to Section 11 (e) of the Securities Exchange Act of 1934, 
the Commission conducted a study of and prepared a report to the 
Congress on the feasibility and advisability of the complete segrega
tion of the functions of dealer and broker-the so-called "Segregation 
Report." 38, . 

Through the medium of special report forms which the Commis
sion devised for the purpose, detailed analyse's wpre niade of. the trad
ing activities of members and partners of members of the New York 

16 Applicat.ions hy the issuer: Disposition 
Security-First Notional Eonk of Los Angeles, 1 S. E. C. !l23 \1936) ____________________ Granted. 
Providence Gas Co., 4 S. E. C :190 (1939) ______ . _______ . _______________________ . ______ Denied. 
Chicago Hint and Machme Co , Securities Exchange Act Release No. 3395 (1943) _____ Denied. 

ApplicatIOns hy broker-dealers: 
Piedmont & N0Tthern Hailway Co., 1 S.E. C. 916 (1936) ______________________________ Granted. 

- City and Suburban Homes Co., 2 S E. C. 3 (1937) ___________________________________ ,Denied. 
American District Telegraph Co. (New Jersey), 2 S. E. C. 400 (l9~8) __________________ Granted. 

_ American District 1'elr~raph Co. (New Jersey), 2 S. E. C. 455 (1938) __________________ Granted. 
Proceedings instituted by Commission: . 

Chiea~o Rlyet and l\!aehine Co., 7 S. 1':. C. 26.1 (1940). _____________ . __________________ Dismissed. 
Crown Cork International Corp., 9 S. E. C. 2.15 (1941). _______________________________ Dismissed. 

" National Association of Securities Dealers, Inc. v. Securities and Exchange Commission el al., 143 F. (2d) 
62 (C. C. A. 3. 1944). . 

38 RepoTt on Ihe Feasibility and Advisability oflhe Complete Segregation oflhe Functions of DealeT and Broker, 
June 30, 1936.: .. .' • 
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Stock Exchange and the'New York Cu;'h Exchange during the period 
from June 24, 1935, to December 21, 1935. Supplemental informa
tion with respect to trading practices on other exchanges and the 
broker ,and dealer functions as cxercised, in over-the-counter markets 
was derived from the examination of the applications filed by ex
changes for registrat.ion as national securities exchanges or for exemp
tion from registration and from the examination of the registration 
statements iiled with the Commission by over-the-counter brokers 
and dealers. Information for the study also was obtained through, 
conferences with members of the investing publie, over-the-counter 
brol~ers and dealers, inyestment bankers, exchange officials and· 
members, and"other persons engaged or interested in the securities 
business. 

The report st)bmitted under date of June 30, 1936, presented the 
results of the Commission's study of the broker and dealer functions 
as exercised on exchanges; a survPy of the broker and dealer functions 

,as exercised in over-the-counter markets; a survey of the power of 
the .commission to deal with the prohlems arising from the combina
tion of functions; an appraisr..l of the economic implications of segre
gation; and a statement of conclusions and recommendations. 

The report ip.cluded no recommendation for new legislation., It 
was concl1.idcd· that, under; existing law the Commission could ,take 
substantial steps to develop an administrative program directed 
toward the improvement of certain aspects of dealer activity and 
trading by members on exchanges. Some of the steps in this progra,m 
have been discussed above, namely, those embodied in the 16 tradipg 
rules. ' 

In the development of the program, the Commission instituted a 
series of weekly reports, beginning with the week ended April 4,,1936, 
on the volume of trading in stocks by exchange members. 'l'hl'ou'gh 
the cooperation of the New York Stock Exchange and the New York 
Curb Exchange, reports were furnished weekly of the daily volume of 
all purchases and sales made for their own account by spe~ialists, 
odd-lot dealers and by other members while on the floor and while 
off the floor. This series also provided, for the. first time, figures on 
the total round-lot volume of tradin~ in stod~s on the two exchanges 
as distinguished from the somewhat less-tha.n-,complete volume re
po"rte'd by the'ticke'rs. Beginning with the week ended September, 9, 
1939, for the New York Stock Exchange and January 13, 1940, for 
the New York Curb Exchange, figures on the total short sales of 
stocks, ('xcept sales exempted from restriction by the Commission's 
rilles, w:ereadded to this series of published data. 

As anotl~er part of the program and to further the Commission's 
policy of affording the exchanges an opportunity, to cooperate in 
regula.ting the trading activities of th9ir own members, the Commission 
in February 1937 sent to all national securities exchanges ,a' series of 
suggested rules designed to put into effect the recommendation of the 
"Segregation Report" that tradillg by members of the exchange and' 
firms ana their partners be fully margined at all times. In essence, 
the rules require members of the exchange to deposit at the close of 
each trading day a.n amount which would represent sufficient margin, 
under the 'terms of ,the Federal Reserve, Board's Regulation T, for 
the maximum position taken by the member during the trading day: 

In March 1937, the Commission acted to effectuate another of the 
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proposals contained in the segregation· report concerning member 
trading: This took the form of. aD interpretation by the Director of 
the Trading and Exchange Division of the specialist rule adopted in 
1935 on the recommendation- of the Commission by all exchanges 
having a specialist system. I The int~rpretation sought to make more 
specific the general limitations which had been placed upon specialiRts' 
trading by the' earlier rule. 

STABILIZATION AND MANIPULATION 

. Sections 9, 10, and 15 of the Securities Exchange Act of 1934 
prohibit or empower. the Commission to prohibit ms.n}pulation and 
to regulate manipulative dcvices.. Section 9 of this Act prohibits 
certain specifically described forms of manipulative activity. Trans
actions which create actual or apparent trading activity or which 
raise or lower prices, if they. are effected for the purpose of inducing 
others to buy or sell, are declared to be unlawful. Certain practices 
designated as 'wash sales" and "ma.tched orders" effected for. the 
purp'osc of crea,ting a false or misleading appearance of active trading 
or a false or misleading appearance with respect to the market for a 
security are declared to be illegal. Persons selling or offering securities 
for sale are prohibited from disseminating false information to the 
effect that the price of the security will, or is likely to, rise or fall 
because of market operations conducted for the purpose of raising or 
depressing the prices of a security. Persons -selling or purchasing 
securities are prohibited from making false or misleading statements 
of material facts, with knowlcdge of- their falsity, regarding sec~rities 
for the purpose of .ip.ducing the purchase or sale of such securities. 
~ections 10 -and 15 empower the Commission to adopt rules and 
regulations to define and prohibit the use of new forms of manipulation 
which the Commission might encounter from ti~e to time. However, 
there is one type of activity,; commonly referred to a.s "stabilizing," 
which is not prohibited pel' se by the Securities Exchange 4-ct but is 
left to regulation by the Commission .. 

Pursuant to statutory authority,. the Commission has adopted rules 
and regulations to aid it in carrying out the expressed will of Congress.' 
The three above-mentioned sections, as augmented by rules and 
regulations, attempt to· fre~ the security. markets from' artificial 
influence, thus insuring the maintenance of fair and honest markets 
and allo.wing prices to b.e est.ablished by supply and demand. 

The Commission's purpose in· its administration of the provisions 
of the Securities Exchange Act of 1934 against stock mark.et manipu: 
lation is to provide policing of tpe stock exchange markets and the 
over-the counter markets sufficient to accompliRh the elimination of 
manipulat.ive practices without interfering , .. ith the legitimate func
tioning of these markets. In order to accomplish this,the Commis
sion has continuously modified and sought to improve its procedur~ 
for the systematic surveillance of trading in securities. The met.hods 
used to detect manipulation have, of necessity, been elastic iIi character 
since techniques_ employed by manipula,tors have changed constantly, 
i~creasing in subtlety and complexity. 

In order to keep abreast of .all situations, the Commission's staff 
scrutinizes price movements in approxinlately 6,000 securities, 3,500 of. 
them traded on exchanges, and 2,500 in the over-the-counter markets. 
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The infQrmatiQn maintained 'with respect to. these securities includes 
n9t Qnly data reflectillg the market actiQn Qf such securities but. also. 
includes news items, earnings figures, dividend~, QptiQns, and Qther 
data which might explain price and vQlume changes. When no. 
plausible explanatiQn can be fQund fQr an unusual mQvement in any', 
security, the matter may be referred tQ'the apprQpriate regiQnal Qffice 
Qf the CQmmissiQn fQr a field investigatiQn. For reasQns Qf PQlicy, the 
CQmmissiQn keeps cQnfidential the fact that trading in a given security 
is under inyestigatiQn, lest knQwledge Qf the existence Qf such investiga.:. 
tiQn unduly 'affect the market Qr reflect unfairly UPQn individuals whQse 
activities are being investigated. As a result, the CQmmissiQn QC
casiQnally receives criticism fQr failing ~tQ investigate situatiQns when 
in fact it is actually engaged in intensive investigatiQn Qf thQse very 
matters: 

The CQmmissiQn's investigatiQn-s in respect Qf matters invQlving 
unusual market activity take two. -fQrms. The "flying quiz" Qr 
preliminnry investigatiQn is designed to. detect and discQurage incip
ient manipulatiQn by a prQmpt determinatiQn Qf the reaSQn fQr 
unusual market behaviQr. Often' the results Qf a "flying quiz" Qr 
preliminary investigation PQint to. a legitimate reaSQn fQr the activity 
under review and the case is clQsed. Frequently facts are uncQvcred . 
which require mQre extended investigatiQn and in these cases fQrmal 

, Qrders Qf investigatiQn are SQught Qf the CQmmissiQn by the staff. In 
a formal investigatiQn, members Qf t.he CQmmissiQn's staff are empQW
ered ,to. subpena pertinent material and to. take testimQny under Qath. 
In the CQUrSe Qf such investigatiQns, data, Qn purchases and sales are 

,Qften 'cQmpiled fQr substantial periQds Qf time and trading QperatiQns 
invQlving eQnsiderable quantities Qf shares are scrutinized. 

The CQmmissiQn Qperates Qn the premise that manipulatiQn shQuld 
be suppressed at its inceptiQn., Many Qf the cases investigated never 
CQme to. the attentiQn Qf the public because the prQmptness Qf the 
CQmmissiQn's investigatiQn, thrQugh the "flying quiz" technique, stQPS 
the manipulatiQn befQre it is fully develQped. It is believed that the 
investigatQry methQds adQpted nQt Qnly affQrd greater prQtectiQn to.' 
the public but also. save the time and inQney Qf security dealers and 
the qQmmissiQn. ' , 

In the early years Qf the CQlI!missiQn's existence, a few large-scale 
manipulatiQns were detectcd. SQme Qf these resulted in jail sentences 
Qr Qther penalties fQr the QperatQrs. The manipulatiQn Qfthe Bel-' 
lanca Aircraft CQrp. CQmmQn stQck Qn the New Y Qrk Curb Exchange 

·in 1935 was an Qutstanding example. M. J. Meehan, a well-knQWn 
figure Qn Wall Street, cQntrQlled 30,550 shares Qf this stQck. . Between 
June 8 and .Tune 18, 1035, Meehan succeeded in raising the price Qf 
that stQck fro.m 4 to. 5% by a prQcess Qf matching orders and brQad
casting advice to. Qthers to. buy the stQck. While raising the price, he 
Jnanaged to. sell 29,150 shares Qn the exchange. - :MQreQver, he SQld 
16,000 additiQnal shares o.ver the CQunter at $5 per share. Meehan 
maintained the price o.f the stQck at a cQmparatively high level fro.m 
June 18 to. OctQber 24 by variQus legal and illegal transactiQns, but Qn 
OctQber 25 Meehan withdrew his supPQrt frQm the market, and the 
next day the stQck fell to. 2%. As a result Qf the CQmmissiQn's actiQn, 
Meehan was expelled frQm the New York StQck Exchange, the New 
Y Qrk Curb Exchange, and the Chicago. BQard Qf Trade. _ 

AnQther illustratiQn Qf a manipulative QperatiQn was that effected in 
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the class "A" stock of Tastyeast, Inc., in the latter part of 1935 and 
early part of 1936 which is summarized in the section on criminal 
pI:oceedings. " 

In another case, the Commission f,ound that Charles C .. Wright had 
. manipulated the common stock of Kinner. Airplane & Motor Corp., 
Ltd., and ordpred his expulsion from the New York Stock Exchange 
and other national secllrities exchanges of, which he 'was a.member. 
Wright appealed to the Second Circuit Court,ag which sustained the 
constitutionality of the antimanipulative provisions of the Securities 
Exchange Act as well as the Commission's finding that Wright had 
violated Section 9 (a) (2) of that Act. The court held, however, that the 
evidence was insufficient .to support a finding that 'Wright had vio
lated Section 9 (a) (1) of the Act, as churgen. The case was remanded 
in order that the Commission might' determine, in its discretion, 
whether its order should be modified. After reconsidering, the Com- . 
mission again ordered Wright's expulsion from the various exchanges 
on which he held membership, and the order was subsequently affirmed 
on a second appea1.40 

During the years of the Commission's operation, the Commission 
and its staff have rendered formal and informal opinions regarding 
the antimanipulative provisions which have aided in the elimination 
of artificial and' fictitious forces responsible for excessive market 
activity and unwarri1llted price changes. It is believed that the' 
Commission's vigilance, together with this gradual process .of educa
tion of persons involved in security dealings, has. effectively curbed 
pool operations and large-scale manipulations. . 

During the 'period between July 1, 1934, and June 30, 1944, the 
Commission's staff conducted 1,137, "flying quiz7.es." 'In a large 
number of cases, manipulations were "nipped in the bud" and in 
'many ('.ases references of the activities. were ml.1de to the Department 

_of Justice or to the exchanges, where such, secmities were traded'.' 
During this same period, the Commission commenced 166 formal 
investIgations resulting. in many iilstances in injunctions, jail sen
tences, and suspensions from activities as security dealers. 

One of the outstanding cases in which the Commission sought an 
injunction to restrain persons hom violating Tarious,provisions ef the 
Securities Exchange Act involved the dealings of the firm of Torr & 
Co. in the stock of the Translux Daylight Picture Screen Corp., listed 
on the New York Qurb Exchange: The Commission sued to enjoin 
the secondary distribution of that stock on the exchange on the ground 
that the defendants had employed manipulative practices to raise the 
market price of the stock to a point at which it might 'profitably be 
distributed to the public and had employed tipsters to recommend 
the purchase of the stock without disclosing their financial interest. 
The District Comt sustained the constitutionality of the antimanipu
lative provisions of the Ad as a valid exercise of the ·Federal power 
and issued a preliminary injunction. 

On appeal, the Second Circuit Court set aside the preliminary 
injunction issued by the District Court on the ground that, although 
the defendants had not halted their practices until after the, Commis
sion's investigations had begun~ they had . stopped before the hearing 
on the preliminary injunction, and it did not appear tha.t there was 

.. Wright v. S. E. C .• 112 F. (2d) 89 (C. C. A. 2, H14n) . 

.. . Wright v, S, E, C" 134 F. (~d) 7~3 (C. C. A. 2, 1943). 
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any likelihood of renewed 'violation in the futureY However, follow
ing the bearing on the merits hefore the District Court, a permanent 
injunction \vas granted which the defendants accepted \~ithout further 
appea1.42 ' . . 

The problem raised by the Torr and several other early cases arising 
under the Securities Exchange Act of 1934 and the Securities Act of 
1 9~3 as well, as to whether and under what circumstances the Com- . 
mission is entitled to an injunction on the basis of evidence as to 
violations which have ceased before the filing of ·the complaint, was 

'considered by the Circuit Court of Appeals for the Sixth Circuit in 
Otis & Cu. v. Securities and Exchange Cummission In that case tho 
Court 0'£ Appeals held that the trial court did :not lack' authority to 
issue an injunction merdy because tne defendant had discontinued· 
the prohihited activity before the Commission hrought suit, sine-c, as 
the Court observed: 

A dealer who saw the challenge of his activities that is implied in an investiga
tion would probably discontinue them pending the investigation. It would 
seldom, if ever, be possible to show that a dealer was engaged in or about to 
engage in prohibited aj)ts or, practices when suit began, since the necessary inves
tigation would nearly always have warned the dealer to desist,43 

Although the Securities Exchange Act contains a general prohibition 
against' manipulation, it docs not prohibit certain kinds of manipula
tion. Thl.S, S~ction 9 (a) (6) forbids the II pegging, fixing, or stabiliz,; 
ing" of sceurity pI ices only if ill cOlltnwentiOll of sueh rules alld regu
lations as the Commission may prescribe as necessary or appropriate 
in the public interest or for the protection of investors. The Senate 
Committee on Banking and Currency in discussing the regulatory 
po\veJ's conferred on the Conm1ission stated: . . 
- Practices such as pegging, fixing, or stabilizing the price of ·a' security are sub:' 
j~cted to regulation by the Commission, which is authorized to presc1'ibe such 
rules as may be necessary or appropriate to protect investors and the public. 
from the vicious and unsocial aspec!s of these pTaclices. 44 [Italics sllppli?d.] 

. In }.!(urch 1040," the Commission issued a release on this subject in 
which it stated, in part: '. ' 

The Commission is tmanimous in recognizing j,hat stabilizing is a form of 
manipulation. 'The statut.e itself so rccogllizes, The Commission also agrees 
that stabilizing in many respects is undesirable. That, too, is implicit in the 
statute. Ne~'ertheless, the majority of the Commission considers that merely 
to point to the eyils attendant. upon stabilizing poses the problem but does not 
answer it. _ The question of how to deal with stabilizing as it exists today cannot 
be answered by theory alone. It is an intensely practical problem which, for the 
present, must be solved in terms of the existing fiilancial machinery . * * * 
the 'Commission is not now prepared to say that, under existing conditionR, all 
stabilizing should be wholly prohibited. Nor is the majoriJy of the Commission. 
content to allow stabilizillg to continue unrcgulated. * * _ * . 

Preliminary studies by the Commission's Rtaff led to the adoption on March 15, 
1939, of rules and regulat,ions of the Commi~sion requiring the filing of detailed 
reports respecting all stabilizing operations conducted to facilitate the distribution 
of security offerings in respect of which a registration statement has been filed 
under the Securities Act of 1933. * * * 

The area in which abuses have been and can again become most prevalent is 
stabilizing in connection with so-called "market offerings" where the price is 
represent.ed to be at, or based upon, open market prices established by the ebb 

" s. E. C. 'C. Torr. 87 F. (2d) 44f, (C. C. A. 2. 1937). 
"8. E. C v. :1'orr, 22 F. Supp. 602 (~. D.1\'. Y., 1938). 
"106 F. (2d) 579. ,,83 (C. C. A. 6, 19:19) A sirnilar're",lt was rerwhed in the Cirmit Court of Appe"ls rnr 

the Trnth Cirruit in Securities and Exchange Commission v. Thomasson Panhandle Company, 145 F. (2d) 
408 (1914). .. . 

" "Stock Exchange Practices," Sen. Rep. No. 1455, 73d Cong., 2d Sess. (1934) 55. 
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and flow of supply 'and demand. Before the Act", operations to facilitate this' 
type of "pool manipulations" now outlawed by Section 9 (a) (2) of the statute. 
Since 1934, stabilizing of the type now covered by Regulation X-9A6-1 [adopted 
February 15, 1940] coritinued to be subject to various abuses not otherwise pro
hibited ,by the Securities Exchange Act. It was because of the very slIscep:tibility 
of this kind of stabilizing to grave abuses that the Commission determined to 
apply the fi~st test of substantive regulation of stabilizing to this field,46 

Commissioner Healy, 'in a sep!1rate statement, was of the opinion, 
that the Commission ,was at liberty to prohibit stabilizing and was 
opposed to permitting stabilizing in connection with an offering at 
the market.' ' 
, Regulation X-9A6-1 prohibits any "mark-up" of prices. It also 
prohibits any rigid" pegging" of the market. Since stabilizers on 
each day can buy only on a scale down until the price has dropped 
by a fixed amount, the rules in effect permit no more than the main
tenance of an orderly market during the distribution. The regulation 
requires stabilizers to give notice of their intention to stabilize. If 
stabilizing, has actually been- commenced, that fact must also be 
disclosed. Stabilizers may neither support the market nor profit 
from its independent rise beyond any price which is more than one 
point above the level at which stabilizing is commenced. Of course, 
the regulation also prohibits. any stabilizing at prices to which the 
stabilizers have reason to bclieve the security has 'been previously 
raised by illegal manipulation. ", 

Persons required by RuleX-17 A-2 and Rule X-9A6-6 to file reports 
with the Commission have filed approximately 70,000 stabilizing 
reports during the past 5 years. Each of these reports has been 
analyzed, thereby enabling the staff to follow the progress of a dis
tribution and to determine whether the stabilizing activities were 
lawful. 

In November 1943, in order to assist underWriters and distributors 
of securities to adhere to the provisions of the Securities Exchange' 
Act, two releases were issued by the Trading and Exchange Division, 
clarifying the distinction between'legitimate stabilizing transactions 

,and unlawful activities of underwriters prior to the termination oJ 
stabilization or distribution~46 The releases have had a salutary 
effect in providing the securities industry with guides developed in 
the course· of 9 years' experience under the Securities Exchange Act. 

OVER-THE-COUNTER REGULATION 

The Original Statutory Provisions and Their Administration _ 
As originally enacted, Section 15 of the Securities Exchange Act 

of 1934, dealing with the ~ommission's power to regulate the over-' 
the-counter markets, was couched in the .most general and broadest 
terms. It stated: 

It shall be unla\\ ful, in contravention of s~ch rules and regulat.ions as t,lie: 
Commission ,may prescribe as necessary or appropriate in the public interest 
alld to insure to in\'estors prot.ection comparable to that provided by and under 
authority of this title in the case of national securities exchanges, (1) for any 
broker 01' dealer, singly or \\ ith anv other person or persons, to make use of the 
mails or any means or instrument.ality of interstate commerce for the purpose of 
making or creating, or enabling another to make or create a markct,- otherwise 

' .. Securities Exehange Act Release No. 2446, March 18, 1940, pp. 2, 3, 13-14. Commi~sioner Healy's 
separate statement appears at pp. 19-33 . 

.. Securities Exchange Act Release Nos. 3505 and 3506, November 16,1943. See also Securities Excbange 
Act Release No. 3056, October Zl, 1941. 
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than on a national securities excha"ilge, for both the purchase and sale' of any 
security (other than an exeinpte~ security or commercial paper, bankers' accept
ances, or commercial bills, or unregistered securities the market in which is 
predominantly intrastate and VI hich have not previously been registered or listed), 
or (2) for any broker .or dealer to use any facility of any such market. Such 
rules and regulations may provide for the regulat,ion of all transactio~s by brokers 
and' dealers on any suc.h market, for the registration with the Commission of 
dealers and/or bi'okers making or creating such a market, and for the registration 
of the securities for which .they make or create a ~arket and may make special 
provision with respect to securities or specified classes thereof listed, or entitled 
to unlisted trading privileges, upon any exchange on the date of the enactment 
of this title, VI' hich securities are not registered under the provisions of Section 12 
of this title. . 

In contrast to other areas in whicli the Commission commenced 
its administrative duties in JUl.lt' 1934, there were little or no reliable 
data concerning the scope or nature of the aouses to which the direc-
tives of Section '15 of the Securities Exchange Act of 1934 were in
tended to apply. The long legislative history of the Securities Act 
of 1933 provided a rich source of information concerning the practices 
of underwriters and the evils encountered in connection with public 
offerings of new securities. The hearings before Committees of Con
gress and the Committee reports on bills to regulatl' securities ma.rkets, 
resulting in the enactment of the Securities Exchange Act, eontained 
a wealth of basic data concerning the practices and abuses which 
had permeated the exchange markets d.uring the preceding decade. 
But, as' to over-the-counter markets, ,the legislative history of the 
Securities Exchange' Act yields little information and sheds little 
light on the directives of Section 15 relating to over-the-counter 
regulation, beyond the obvious facts that unique opportunities for 
abuse existed in tha.t market and that regulation of exchange inarkets 
made necessary the regulation of counter markets, since business tends 
to flow from regulated to unregulated areas. -

Thus the Commission's first task wes t.o obtain the requisite data 
from which a program 11light be developed .. Surveys were initiated 
on numerous subjects bearing on problems of the over-the-counter 
markets. Because Section 15. e}""Pressly authorized rules requiring 
registration of over-the-counter brokers and dealers and registmtion 
of "securities for which they make or create a market," the feasibility 
of such rules became the first subjects of intensive study. Commenc
ing in November. J934, frequent conferences were held with represen
,tatives _of the industry on the general problem and many interrelated 
questio!ls. . 

Concurrently' with these studies, the Commission's 'investigating 
aetivities yielded valuable information concerning fraudulent opera
tions of bucket shops and tipster sheet.s as well as concerning the mo're 
subtle types of fraudulent practices rampant in over-the-counter 
markets.' . 

From these beginnings the program for regulation, of over-the-' 
counter markets has developed gradually; no' importa.nt step which 
would affect. the industry generally has been t.aken wit.hout affording 
it.s represent.atives opport.unity to express their views. ' 

In the study of the feasibility of a rule ,to require registration of 
brokers and dealers a comprehensive survey was made of . all State 
securities laws and of rules and ·regulations promulgated by State 
agencies administering them, wit.h special emphasis on broker-dealer 
lieensing provisions and standards. After careful consideration the 
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Commission tentatIvely decided to follow. the general patter~ 9.f the 
State regulatory acts, and the proposed rules, released to the industry 
on March 16, 1935, for comments and suggestions, included quali
fications for registration and also proposed standards of business 
conduct. 'There was little opposition to the general scheme of regis
tration. Aft~r full consideration of all comments received, the fmal 
rules were promulgated on May 6, 1935. R\C'.gistration became the 
keystone of over-the-counter regulation. 'O~ January 1, 1936; when 
this requirement became effective, 5,325 brokers and dealers were 
registered. A tabulation reflecting broker-dealer registrations for 
the fiscal year ending June 30. 1944, and for the cntire period from 
May 6, 1935, to June 30, 1944, will be found on a subsequent page. 

Broker-dealer registrations under Sec!ion 15 (b) of the Securities Exchange 
Act of 1934 

Applications 'pending at beginning of period ____________________________ _ 

~~~~;jJg;s ;~~~t~:~~~~~~ ~~~~ ~~~~~ ~~ ~~~ ~ ~~~~~~~ ~ ~~ ~~ ~~~~ ~~ ~~~~~~~~~~~ 

For entire period 
May 6, 1935 to 
Jnne 30, 1944 

13,498 

Registrations canceled _ ________________________ _________________________ ". 

432 
17 

7,832 
614 

, 35 Redstrations denied_' __________________________________ : ________________ _ 
Registrations suspended 1 _______________________________________________ _ 
Registrations revoked __________________________________________________ _ 
Registrations effectIve at beginning of pCliod , __________________________ _ 
Registl ntions effective on 6/30/44 , _______________________________________ _ 
Applications pending on 6/30/44 ________________________________________ ' __ 

20 
15~ 

4,364 
29 

For year 
ending 

June 30, 1944 

24 
339 

6 

892 
49 

2 
15 

'4,994 
4,364 

29 

TotaL____________________________________________________________ 13,498 l3.49s1 5,357 5,357, 

I Excluding three registrations which were under suspension on the enactment date of the amendment to ' 
Sec J" (Public 621) and whicb were therefore automatically canceled by operation of law, Sec. 10 of such 
amendment preserved only legistrations effective on the enactment date. May 27,1936, , . 

2 Includes 81 brokers and dealers whose ff'gistrfltions hs\'c heen placf'd on "involuntary inactive status" 
because, despite carf'ful inquiry I no information has been ubtslIled AS to their present whereabouts. 

a Includes R6 Oil "involuntary inactive status" for reason given in preceding footnote. 

Section 15 Cd) of the Securities Exchange Act 
It will be recalled that Section 15 of the Sccm:ities Exchange Act of 

1934 as originally enacted specifically authorizc'd the Commission to 
adopt rules and regulations providing for the I'egi~tration of seeul'it,ies 
for which ovcr-the-counter dealers made or created a mark('t.. Although 
the Commission recognized from the beginning that, registration ,of 
over-the-counter securities' \vas extremely dcsirable, it realized that 
such registration involved vl1stly greater difticulties than the regis
tration of over-the-counter brokers and denIm's. 

This problem was discussed at length by the Commission in its 
"Report on Trading in Unlisted Securities upon Exchanges," trans
mitted to Congl'ess on January 3,1936, pursuant'to Section 12 (f) 
of the Securitip.s Exchange Act of 1934. In that I'eport a llumber of 
suggestions were considered for achieying the r('gistration of securiLies 
which were traded eXclu'sively in the over-thc-counter markct as well 
as those which were admitted to unlisted trading privileges upon, cer
tain national'securities exchange'S. The Commission did not recom
mend any of these sUf!g('stions as the 'sclution for the problem. It ' 
presented, them to Congre'ss in the hope that pu,hlic discussion thereof 
would make judgmcnt:~s to the desirnhility of-tlle various suggestions, 
both by CongTPss and the Commission, more certa.in. Following the 
making of this report Congress adopt<:d one of the suggestions con-
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tained therein by enacting Section 15 (d) of the Securities Exchange 
Act o~ 1934 which provides in part: .. 

Each registration statement hereafter filed pursnant to the' Securities Act of 
1933, as amended, shall contain an undertaking by the issuer of the issue of 
securities to which the registration statement relates to fil9 ,yjth the .Commission, 
in accordance with such rules and regulations as the Commi.ssion may prescribe 
as necessary or appropriate in the public interest or for the protection of investors, 
such supplementary and pcriodic information, documents, and rcports as may be 
requircd pursuant to Section 13 of this tit.le in respect of a security listed and 
registered on a national securities exchange; but such undertaking shall become 
operative only if the aggregate offering price of such issue of securities, plus the 
aggregate value of all other securities of such iSSUCl' of the same class (as hereinafter 
defined) outstanding, computed upon the basis of such offering pricc, amollnts to 
$2,000,000 or more .. 

The provisions of this section have served to. make available to 
invest,ors periodic information concerning many issuers of securities 
who hp,ve registered undm the Securitie~ Act of 1933. Nevertheless 
there are many securities now dealt in in the over-the-counter market 
concerning wl;ich very little public information is available anywhere. 
1\1 oreover, there is substantial eyidence that the number as well as the 
importance of umcgistcred securities d.ealt'in in the oyer-the-counter 
market has increased in recent years. The problem of· obtaining 
adequate information ,on over-the-counter securities is being actively 
considered by the Commission. 
Subsequent Regulation of Brokers and Dealers 

At the same time that, it adopted Section 15 (d) of the Securities 
Exchange Act, the 74th Congrcss also adopted new subsections (a). 
(b), and (c) of Section 15 to replace the former text of that sectionY 
The first two subsections deal with registration of over-the-counter 
brokers and dealers and in effect codify the "schematic device for.the 
registration of these brokers I1lld 'dealers" 48 developed by Commission 
rule under the original statute.49 Under the amendment, brokers and 
dealers, other than those whose business is exclusively illtr~statc, 
must register with the Commission in order legally to make use of the 
mails or other instrumentalities of interstate commerce in connection 
with over-the-counter transactions in any securiLy, except an exempted 
security. , 

In the revision of Section 15 the rule-making powers of the Com- . 
mission were made more definite by the enactment of subsection 
(c) which makes unlawful, in over-the-counte~' transactions, the use 
of manipulative, deceptive, and other fraudulent devices and contriv
an«os, and grants 'to the Commission the authority to define such 
devices and contrivances. "While the criterion .of affording to in
vestors in these markets protection comparable to t.hat provided in 
exchange trading was dropped physically from tIle Act, the history of 
subsequent amendments to Section 15 shows that it was the intent 
of Congress .that this sta~ldard should neverth?less be J~llowed.50 

" Approved May 27, 1036. , 
4S See t.estimony of James M. Landis, May r., 1936, in IIearings before the Committee on Interstate and Foreign 

Commerce on S. 4023, 74th Cong., 2,1 sess. (l93{j) 10. . 
" It should he noted that registratIOns in etfeet when the amendments were approved were preserved, 

thereby obviating the necessIty of leregistration of about 5,800 brokers and dealers. 
bO SI'e "HegulatIon of Over-tho·counler :Markets," Sen. Hep. No. 14."" 75th Cong., 3d Sess. (1938) 4: 
"SectIOn 15 (of the 1934 Act), in ItS original form, expr!'ssly contemplated !.Ill' adoption hy"the Securities 

and Exchange CommiSSIOn of rules and frgulations concerning the over·thc-countcr markets' necessary Of 
appTOpt iatr In the puhlic interest ... * * to insure to in\'cstOls protectioll comparahle to that provided 
hy'and uIHler authonty of this title in thc case of natH'1ll11 securitIes exchanges • • • In the Judgment 
of the eomIn ittee, tillS hiP, like the amendment of Section 15 (of the 1934 act) ('nneted in l\Iay 1931\, • • _ • 
r<'presents the essential pI oeess of filling'in and implementing the onginal outl1ne in order to make possible 
the realizat i0I! of th~ opgmal objective. H t- • 

72024-45--6 
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Two years'later, Section 15 (c) of the Securities Exchange Act was 
amended. The amendment extended the Commission's powers so 
that it was not 'only empowered to define and 'prohibit acts of fraud 
and deceit in the over-the-counter markets put was also empowered 
to prescribe means reasonably designed to prevent such acts, except 
if exempted securities were invQlved. The rule-making power of the 
Commission was also extended to afford protection against fictitious 
quotations and safeguards with respect to financial responsibility of 
over-the-counter brokers and dealers. 

The initiai rules of business conduct directed against fraudulent 
practices in over-the-counter transactions, adopted in May 1935, were 
repealed upon the enactment of the 1936 'amendments to the SecUl·i
ties Exchange Act, and attention 'was ther'eupon directed to rules 
und~r the new Section 15 (c) defining manipulative, deceptive, and 
'other fraudulent devices and contrivances. The fair practice rules' 
establishe,d, by the Investment Bankers Code Committee which had 
operated under the National Industrial Recovery Act and the rules 
of various State securities commissions were examined to determine 
the extent to which the underlying principles of such rules could be, 
employed. After discussing pr;eliminary drafts with,the industry and 
weighing the comments and suggestions received, the final rules, 
eight promulgated under Section 15 (c), complemented by two under 
Section 10 (b) and one under Section 17 (a), were ,announced on August 
4, 1937, to become effective October 1,1937.51 The new rules, while 
retaining the substance of the 1935 rules, extended the principle of 
disclosure to additi'onal phases of business conduct,' Subsequently, 
seven additional rules affecting over-the-counter brokers and dealers 
were promulgated, one under Section 10 (b); one each under Section 
15 (c) (1), (2), and (3) and three under. Sectiim 17 (a). 
Broker-Dealer Inspection Program 

,Even before the Commission had adopted the over-the-counter 
rules effective October 1, 1937, the need for the exercise of visitorial 
power granted under Section 17 (a) of the Securities Exchange Act 
had become manifest. rhe adoption of comprehensive rules empha
sized this need. A limited program of inspection of brokers and dealers 
·on an experimental basis was commenced in 1937. The data assem
bled in these inspections determined the scope of the broader program 
commenced in 1940. Broker-dealer inspections, made by accountants 
attached to the Commission's regional offices, are designed in general 
to educate brokers and dealers in the legal require~ents of the Federal 
securities laws and the Commission's rules ,promulgated pursuant 
thereto as well as to check compliance therewith, and to detect and 
prevent fraudulent practices. They are also an aid in the .correction 
of practices which, though not fraudulent, fall short of representing 
good' ~)Usiness standards. Moreover, they afford information useful-, 
in appraising the need for new' regulations or for changes in existing 
regulations in order to carry out the purposes of the Act. The 
following is a tabulation of 'inspections by fiscal years made under 
the definitive prograw: , ' , 

" These rules uuder'the numbering system subsequently adopted were designated as X-I50l-! to 
X-I5CI-8, X-lOB-2, X-IOB-3, and X-I7A-I. RulEi X:I7A-I, however, was repealed upon adoption of 
the comprehensive bookkeeping rules X-I7A-3 and X-I7A-4. -
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June 30, 1940~ ____________ ~___ 646 June 30, 1943 _____________ ~ __ ,_ 830 
June 30, 194L _____ = ______ , ___ 11,087 June,30, 1944 __________ ~______ 746 
June 30,1942 _________________ 1,054 

I Revised figure. 

The decline-in the number'of inspections in 1943 and 1944 is due 
largely to limited personnel and to the need to shift inspection per
sonnel to the examination of reports of financial condition 'filed under 
Rule X-17 A-5 during each of the last two fiscal years. -

It is worth noting that on only three occasions has it been necessary 
to institute actions in United States District Court for mandatory 
injunctions to compel firms to make their bool~s and records available. 
In each case consen~ judgments were obtained.52 

The improper practices discovered in inspections range from rela
tively minor infractions of rules to serious violations of law. Failure 
to keep, adequate recorqs, to make the required disclosures in con-

- firming transactions, or to comply with the requirements of Regulation 
T with respect to extension of credit is usually'due to unfamiliarity 
with the rules; corrective measures are generally taken by the firm 
when the inlractic)ns have been discussed with it. But with respect 
to more serious situations the Commission has frequently found it 
necessary to invoke the sanctions of the Act; thus, in the public 
interest, the Commission has from time to time moved to enjoin 
fraudulent practices, to revoke registration, or to suspend or expel a 
firm from membership in the National Association of Securities 
Dealers, Inc., or from membership on a national securities exchange. 
It has moved to invoke criminal sanctions by referring the facts to the 
Department of Justice for consideration of criminal prosecution, and 
to State authorities in some instances where violation of State law is 
involved. Without enumerating all of the types of imprope4practices 
which have been discovered in these reports, attention is directed to 
the more flagrant abu'ses: 
Improper Use of Customer's Property 

Although under the_st~tute the commingling of customers' securi
ties without the consent of the customers is unlawful, such comming
ling is occasionally discovered. :Many instances of even more serious 
misuse of customers' securities have been uncovered-for iristance, 
their unlawful hypothecation. Such wrongful use of customers' 
securities is often directly related to ,a poor financial condition and-
under such circumstances customers' losses have sometimes been 

, substantia1.53 

Secret Profits 
Another type of .fraudulent conduct sometimes discovered involves 

,the taking of secret profits by brokers. This is accomplished by 
misrepresenting to the customer the price paid for the securities pur
chased, or·the price received for securities'sold, for his account. For 
example, the registration._ of Hope & CO.54 was revoked for such 
unlawful conduct. Its secret profits in such transactions had' ex-
ceeded $9,000 in a rel~tively short I?eriod of time.' ' 

.. S. E. C. v, Gerber Corporation, s. D. N. Y., April 1, 1942, unreported. S. E. C. v. Harlow Kay. &: Co. 
D. Mass., March 15, 1943, unreported. S. E. C. v. },[oonan, D. Mass., March 15,1943, unreported. 

" For instances involving improper nse of customers' property, see Seventh Annual Report, p. 156 and 
. Eighth Annual Report, pp. 13-14. ' 

.. 7 S. E. C. 1082 (1940). See also Geo. W. Byron, 9 S. E. C. 158 (1941); Bond &: Goodwin, Inc., - S. E. C; 
- (1944), Securities Exchange Act Release No. 3543. 
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Transactions at Unreasonable Prices 
Among the most serious violations of law discovered in the course 

of .inspections arc cases'involving the sale of securities by dealers to 
customers at prices which bear no reasonable relation to thO' pre
vailing market price. The doctrine that it -is fraudulent for a dealer 
to sell securities to customers .at prices bearing no reasonable relation 
to the prevailing market, without disclosing the market, was first 
established in a. proceeding in -which the. registration of Duker & 
Duker was revoked; 55 in a long series of subsequent- proceedings 
involving similar business conduct, the Commission has reiterated 
and clarified the law in such cases.56 In substance, the holding of 
the Commission is that special obligl.1tions upon the dealer flow from 
certain inherent characteristics of the business of dealing in securities. 
The dealer holds himself out as one with specialized knowledge and 
skill in securities markets and investment matters generally.- He 
cultivates his customer's trust and confidence in him and invites 
reliance on his skill and horiesty. That there is an inherent repre
sentation that he will deal fairly is plain from the confidential rela
tionship which he establishes, -and the very price at which he sells or 
buys a security, in the absence of express representation to the con
trary, carries with it the implied representation that the price is 
closely related to the current market .. The duties of the dealer, 
under such circumstances, are not to be measured by the' same rules 
whicn apply to arm's -length bargaining; he is bound to higher stand
ards because of the unique position which- be occupies. 
. This view of the doctrine of fraud has been applied chiefly in cases 
involving fraudulent pricing of corporate securities, but with some 
modifications it was also applied in a revocation proceeding in which 
sales of oil royalties were the subject of the Commission's complaint. 57 

In that proceeding the Commission's order revoking registration was 
based on the finding that the firm, in its transactions with two women 
customers, was charged with the high fiduciary obligation of an agent 
and that this obligation had been violated repeatedly in takillg secret 
profits at the expense of these customers. In the same case the 
Commission also held that the duty of fair dealing at fair prices rests 
on dealers in oil royalties as it docs on dealers in the more conventional 
types of securities. Since oil royalties do not have a market com-

._ parable to that which exists for corporate securitie's, it was necessary 
for the Commission to resort to other tests to determine the fairness 
of retail prices charged for oil royalties; and the Commission con
cluded, with certain reservations, that" the least required of a dealer 
by the standards of fair dealing is that, unless special ~ircumsLances 
appear, he must charge a price bearing a fair relation to the current 
wbolesale price." The Commission held that in charging reLail 
prices having no fair relation to the current wholesale prices, without 
disclosing the magnitude 'of its mark-ups, the firm omitt'ed to dis
close material facts necessary to make its general representation as a 
dealer"not misleading and that its conduct operated as a fraud on the 
customers. 

" Duker & Duker, 6. S. E. C. 3g6 (1939). 
"Sec Jamen and Company, 6. S. E. C. 391 (1939); G. Alex Hope, 7 S. E. C. 1082 (1940); Allender Company, 

Inc., 9 S. E. C. 1043 (1941): Jack Goldberq. 10 S. E. C. 975 (1942); Scott McIntyre & Co., - S. E. C. - (1942) 
Securities Exchange Act Holense No. 32.15; Williom J. Stelmack Corp., - S. E. C. - (1942), Securities Ex· 
chHnge Act Relen,c No. 3201; Trost & Co., Inc., - S. E. C. - (1942), SecuritIeS Exchang~ Act Release No. 
3345; Theodore T. Golden, - S. E. C. - (l94.~). Securities Exchange Act Helense No. 3404; Lawrence R. 
Leeby, - S. E. C. - (1943). Securities Exchangc Act Helcase No. 3450; Guaranty U"'terwriters, Inc., -
S. E. C. - (1043). Securitics Exchange Act Release No. 3481. -

67 Lawrence R. Leeby. - S. E. C. - (1943),_~ecurities Exchange Ac~ Release No. 3450. 
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Litigation Arising Out of Enforcement 
During the past 9 years the Commission has issued 218 orders 

involving denial, suspension or revocation of registration of brokers 
and dealers, or expulsion or suspension from membership in the N ASD. 
Only two of these orders have been taken: to a Circuit Court of Appeals 
for review, and in each case the Commis§ion's order has been affirmed. 58 

The most significant case was an appeal by Charles Hughes & Co., 
Inc., from a Commission order revoking its registration for violating 
the Securities Exchange Act. In this case, the Commission's appli
cation of the fraud doctrine to sales of securities at prices bearing no 
reasonf}ble relation to current market prices was subjected to judicial 
review for the first time. 59 The Commission had found that this 
firm had violated the fraud provisions of the Securities Act and the 
Securities Exchange Act in its dealings with certain women customers 
to whom it had sold securities at prices from HU percent to 40.9 per
cent in exccss of the prcvailing market, without disclosing the pre
vailing markct prices to them. In its opinion the Commission said: 

In t.he setting in which respondent effected the foregoing and other transa'ctions 
with these customers, the approach and entire conduct of respondent were intended 
to induce ,an atmosphere of trust and confidence, of which the respondent took 
gross advantage. .. * * 

Fundamental to the issue before us is the premise that any. person, regardless of 
his kno"i,'ledge of the market or his' access to market information, is entitled to 
rely on the implied representation, made by a registered dealer in securities, 
that customers will be treated fairly. 

The Circuit Court sustained the Commission's order on an in:. 
deprndent interpretation of the statutes and the Commission's rules. 
In reaching its conclusion, 'the Court did not have recourse to the 
doctrine ~hat the consistent and contemporaneous construction of 
the statute by an'administrative body should control unless plainly 
erroneous. In its opinion the Court said: 

An over-the-counter firm which activcly solicits customers and thcn sells them 
sccurities at prices as far above the market as were those which petitioner charged 
here must be deemed to commit a fraud. It holds itself out as competent to 
advise in the premises, and it should disclose the market price if sales are to be 
made substantially above that level. Even considering petitioner as a principal 
in a simple vendor-purchaser transaction * * * it was still under a special duty, 
in \'iew of its expert knowledge and preferred advice, not to take advantage of its 
customers' ignorance of market conditions. The key to, the success of 'all of 
peititioner's dealings was the confidence ill itself which it managed to instill in 
the customers. Once that confidence was established, the failure 'to reveal the 
mark.,up pocketed by the firm was both an omission to st.ate a material fact and a 
fraudulent dey ice. \Vhen nothing was said about marlcct price, the natural impli
cation.in the untutored minds of the purchasers was that the price asked was 
close to the market. The law of fraud knows no difference between express 
representation on the one hand and implied misrepresent.ation or concealment 
on the other * * * 

Concluding that tIie Commission had "eorrectly interpreted its 
responsibilities to stop such 'abusive practices in the sale of securities," 
the Court placed special emphasis on the importance of price in 
securities transactions. 

"The Commif'sion became a party in otherJitigation, however, brough1;}lY Guaranty Underwriters, Inc" 
in an attempt to stop hearings in the proceedings instituted under scction 15 III Augmt 1942 agamst that 
company to dptermmc whether its broker-denIer rcg-btration should be revoked and whC'theT the firm should 
be suspended or expelled from membership m the NASD. 'fhis hti!!,ation. which included an action before 
the Circuit Court of t,he Fourth Judicial Circui( of the State of Florida. another action before the Supreme 
Comt of Florida. and various actions hefore the United States District Court for the Southern DlStIlct of 
Florida and the Circuit COUlt of Appeals, Fifth CirCUIt. is descrihed in the Ninth,Annllal Report. 

" Charles Hughes & Co., Inc., v. S. E. C., 139 F, (2d) 434 (C. O. A. 2, lU43), cert. den. 321 U. S. 786 (1944). 
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The essential objective of securities legislation is to protect those Who .do nO.t 
know market conditions from the overreachings of those who do. Such protection 
will mean little if it stops short of the point of ultimate consequence, namely., 
the price charged for the securities. Indet:id,· it is the purpose of all legislation 
for the prevention of fraud in the sale of securities to preclude the sale of "securities 
which are in fact worthless or worth substantially less than the asking price." 
People v. Federated Radio Corp., 244 N. Y. 33, 40, 154 N. E. 655,-658. If after 
several years of experience under t.his highly publicized legislation we sliould find, 
that the public cannot rely upon a Commission-licensed broker not to charge 
unsuspecting investors 25 percent more than a market price easily ascertainable 
by insiders, we should leave such legislation little more than a snare and a. 
delusion. -

The Commission's order of June 13, 1942, revoking the registration 
of W. K. Archer & Co., and expelling that furp. from membership in 

_ the N ASD and on the Chicago Stock Exchange, was taken to the 
Eighth Circuit Court for review and the Commission's findings ,and 
order were sustained.60 

There have heen several cases holding that Section 29 of the 'Securi
ties Exchange Act gives a purchaser of securities the right to rescind 
'the purchase or to recover damages f9r fraud in an over-the-counter
sale of securities. 61 In each case the Commission appeared as amicus 
curiae to argue that the statutory right to rescind the transaction 
was clear. 
Criminal Proceedings Arising Out of Enforcement 

From time to time; criminal proceedings have been instituted by 
the Department of Justice which have been based upon Commission 
investigations of violations of Section 15 (c) of the Securities Exchange 
Act. These,cases are discussed in the section on criminal proceedings. 
The Maloney Act and the NASD 

On Noyember 27, 1933, the President of the United States, acting 
pursuant to the provisions of the National Industrial Recovery Act, 
approved a code of fair competition for investment bankers. This 
code embraced all brokers and dealers who transacted business in the 
over-the-counter market. By an amendment to the code, approved 
by the President on March. 23, 1934, certain rules of fair practice 
became a part thereof. After the National Industrial Recovery Act 
was declared unconstitutional in the spring of 1935, representatives 
of the industry discussed with the Commission the feasibility of a 
new organization of, over-the-counter brokers and dealers, which 
would undertake to perpetuate the objectives sought to be attained 
by the code of fair competition by regulating brokers and dealers 
!n a manner comparable to. ·the regulation by exchanges of their 
m·embers. 

On January 5, 1938, the late Senator Maloney introduced in the, 
Senate a bill, jointly sponsored by the Commission 'and the Investment 
Bankers Conference, Inc., to amend the Securities Exchange Act of 
1934 in order to provide for the establishment of a mechanism for 
the regulation of over-the-counter brokers. and dealers. This amend
ment, which added a new Section 15A to the Act, gave legislative \ 
sanction to the formation and registration of national securities 
associations which wo\hd supervise the conduct of their members under , 

.. Archer v. S. E. 'C., 1~3 F. (2d) 795 (C. C. A. 8,1943), ccrt. den. 319 U. S. 7117 (194.1). 
"Geismar v. Bond'" Goodwin, Inc., 40 F. Supp. 876 (S. D. N. Y., 19(1); Hal/garten v. Lee, S. D. N. Y., 

Nov. 17; 1942, unreported; Oppenheimer v. Young, S. D. N. Y., June 25, 194~, unreported: cf. Oppenheimer 
v. Young, 144 F. (2d) 38; (C. C. A. 2,1944). C/. also Baird v. Franklin, 14fF. (2d) m (C. C. A. 2,1944), 
art. den. - U. S. - (Oct. 9, 1944), common law action for violation of Securities Exchange Act of 1934. 
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Commission regulation. - Thereaftqr, the National -Association of. 
,Securities Dealers, Inc., applied t.o the Commission for registratiop. 
as a . national securities association. On August 7, 19~9, after a 
public hearing,-the Commission·granted-the application of the Associa
tion on-findings that the statutory provisions were satisfied. Member-

. ship in the NASD, :which was about 1;500 at the time registration 
became effective, subsequently rose to a high of approximately 3,009 
inmid-1941 but thereafter declined to a current figure of approximately 
2,100 members. It is the only national securities association regis
tered 'with th'e Commission. .The following' tables show the record 
of broker-dealer proceedings since. 1935-and registrations revoked)n' 
the past year.' 

Cumulative record. of broker-dealer- proceedings and proceedings to suspend or expel 
from member,ship in a national secunties association in.~titutedpursuant to Section 
15 oFthe Securities Exchange Act of 1934, for each of the fiscal years beginning 
July 1, 1935, through June 30,1944 

Number of respondents 

1936 1937 1938. 1939 1940 1941 1942 1943 1944 

Proceedings on revocation of registration 
ppndll)gat beginning of fiscal year_......... ..•••. .10 17 14 17 10. 6 13 10 

Proceedings on revocation: of registration and 
suspension or expulsion from N AS}) pending . 
at beginning-offisrsi year .................. _ •••••.....•. _..... •..•.. ••••.. ...... 5 12 

Proceedings on denial of regIStration pending - . 
at beginning of fiscal year __ .•....... _....... .....• 2 5 2 3 

Proeeedin~s order during year on rc,-ocation of 
registratlOn_ .............. , .. :.............. 50 56 39 43 26 23 27- 23 6 

Proeecduigs ordered during year on revocation 
of registration and suspensIOn or expulsion 
from NAsn __ ._ .... _ ...........•. :.......... •..... ..•.•• ••.... ..•.•. ...•.. 12 11 

Proceedings ordered during year On suspension 
or expulsion from NASD only.............. .•.... ...... ••.... .....• •..•.. 4 ••..........•.•••• 

Proceedings ordered during year on denial of 
. registration_ .......... : ...... __ ......•..... _ 161 20 .16 7 6 6 

------------------
TotaL .....•..•......•••..•.....••••.. : 211 88 77 68 52 49 59 57 37 

"Re~.;-en;ion proceedings dismisscd on with· = = = = = = = = = 
, drawsl or cancellation of registrat.ion........ 9 30 21 14 6 5 3 3 ·1 

Revo('ation proceedings and I,ro('('('dings to ex-
pel or suspend from NAS]) disllJissed on 
withdrawal or cancellation of registration ...•.•.......••..••......•...••.....•••.. 

Revocntion procpedinp-s di.c.,missect-registra~ 
tion t'ontlOucd in effect.. _ ..•............... 26 4 3 3 

Revocation proceedings and proceedinl'S to 
expel or suspend from NASD dismlssecl-

. rrJ!istrntion and membership continucd ____________ .: __________________________ _ 
Dpnial proee.edlOgS dismissed on withdrawal _ . . 

of appheatlon_ ......................... ~.... 43 5 11 . 5 5 2 
Denial. proceedings dismissed-registration . 

Rr:r;~~t:~~ denjed:::::~:::::::::::::::::::~: l~g 
- Registration revoked __ ......................•. 2 
• RegIstration revoked and firm expelled from 

10 
2 

14 

2 
3 

16 
4 

19 

1 
3 

16 

1 
1 

20 

1, 

1 
2 

16 

membership in NASD...................... ..•... ...... ...... .•.... ...... ....•. 212 

2 

4 
23 

2 
Firms suspended from memhership in NASD. ..•... .....• •..... .•.... ...... 4 .......••... 
Registration suspended ....... __ ............... 3 1 2 6 8 1 .•......•... 
Revocation proceedings pending at end of 

!,iseal year __ ........•............•........... 10 
Revoration proceedings and proceedings to ex· 

pel or suspend from NAS}) at end of fiscal 

17 17 10 

year __ ._ ..........•..........................••.......••..•....•..••...•.. 
Denial proceedings pending at end of fiscal . 

year........................................ 2 5 '2 ..•••• 

Total_.. .... .•••.. ...••...........•. .... 211 88 77 G8 _ 52 

6 13 10 

3 12 

49 59 57 

I 12 

3 
1 
2 

4 

11 

37 

'I Ineludrs three respondents against whom the proreedings included both the Question of revocation of 
registration nnd the Question of suspension or expUlsion (rom N ASD; their reg:L,tratlOns were revoked, 
but they were not suspended or expelled. from' membership in N ASD for tlie reason that their member
ships had been terminated prior to the issuaneelof the Commission'S order. 

2 Two firms in fhis classification were also expelled from national securities exchanges. 
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R~gistrations revoked. during fi~cal year ending -!une 3~, 19.M 

Securities Exchange Act 
. . '. Release No, 3464 
Charles Hughes & Co., Inc__________________________________________ 3464 
Guaranty Underwriters, Inc. _________________________________ ,_ _ __ _ _ _ 3481 
Patrick A.· Trapp _______________________________________________ :. _ '_ 3527 
Brentlinger & Hosea, Inc__ __ __ _ _ __ _ _ __ _ _ __ _ ___ _ _ _ _ _ ___ _ _ __ _ _ __ ___ _ _ 3460 
Frederick A. Pderson .. __ ~ ___ ~ ____________ : _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ 3565 
Patrick H. McClellau_ ~ ___________ . __________ "'-_ _ _ _ ___ _ _ _ _ _ _ _ _ ____ ___ 3463 
Earl Porter Beckwith_ _ _ ___ _ _ __ _ ____ _ __ _ _ _ _ _ __ _ _ _ _ _ _ _ _ _ _ _ _ _ _ ___ _ _ __ 3466 
The Renaud Corp'of!ltion__ __ _ _ __ _ _ __ _ _ __ _ _ _ _ ____ _ _ _ _ _ _ __ _ _ __ _ _ __ __ _ 3499 
Hermann Graen & Co., Inc.."_ __ _ _ __ _ _ __ _ _ __ _ __ _ ____ _ _ __ _ _ _ _ _ _ ___ ___ _ 3500 
Samuel begeL____ _ _ _ _ _ __ _ __ _ _ ___ _ __ _ _ __ _ _ ___ _ __ _ _ __ __ __ _ _ _ __ _ __ ___ 34!l2 

. Kllrt H. Schurig & Co _____________ .: _____________________ .: __ _ _ _ _ _ _ _ 3517 
Fred F. Peterson & Co., Inc __________ ~ ______ 0 _________________ ~ _ __ _ 3453 
.Larson, Honohan & Co. (not incorporated) 1 _____________ ~ _ _ _ _ _ _ _ _ _ _ _ 3476 
Frances J. Lubbe 1 __________________ .: ___ '_ __ _ _ _ __ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ 3456 
United Securities Corp.l _______ ~ ____________________________ .: _ _ __ __ _ 35!'i7 

I Also expelled from N ASD memhership hy order of the Commission. 

Suspended from National Association of Securities Dealers by order of Commis-
. si01i during fiscal year ending June 30, 1944 

Bond & Goodwin, Inc. (suspended for a period of 30 days commencing 
Mar. 24, 1944) ________________________________________ ~ ____ .-,-- __ . 3543 

Registrations sltspended during fiscal year ending June 30, 1944 
William J. Adams, d/b/a Transatlantic Exchange & Securities Co________ 3491 
William R. Carver _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ 3462 

'. The major portiQn of the NASD's activities has been devoted to
raising the busine'ss standards of Qver-the-counter brokers and dealers. 
In that connectiQn, the NASD adQpted rule'S 'Qf fair pI'actice which, 
amQng .other things; prQhibited certain unfaH' and fraudulent acts. and 
required various d,isclosures under certain circumstances .. In geileral, 
the fraud and disclQsure provisiQns of the rules are p'atterned after 
the Commission's.rules under the Securities Exchange Act of 1934. . 
. To enforce its rules Qf fair practice, the N ASD has put into. Qpera:
·tion a method prQviding for the annual questionnaire examination of'" 

. the business' practices of each Qf its members. By the close of the 
fiscal year, this prQgram had resulted in ·thQ institution of morc than 
330 formal disciplinary complaints against members, the majol:ity of 
which were concluded by the imposition of a penalty such as' censure, 
fine, suspensiQn or expulsiQn fr.om the membership .. A tabulation 
summarizing the disciplinary activities of the association follows: 
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Dispositions by the' NASD of formal complaints against members_ 

Memher-- Number of complaints on which final action was 
'.; reported to Co~mission in- -ship as of 

Dec. 31, 
1943 1940 1941 . 1942 1943 1944 July 

District 1, 

iuly 
1940, 

July Jan. Jan. July Jan. July Jan. to 
Num- Per- l to 1 to I to I to 1 to 1 to' 1 to' I to June 

ber cent Dec. June Drc. June Dec. June Dec. June 30, 
31 30 31 30 . 31 30 31 30 1944 

-----------1-----------------------
L: ..... _........................ 67 3.0 . 4 2 3 ....... :.... ...... 9 
2................................ 138 6.3 ""5" "s' 6 7' 1 ...... 3 4 34 
3 ........ : .. __ ................... '31l 1.6 ...... ...... 1 5 ."'" ...... ...... ...... 6 
4 ................................. 40 1.8 ...... ...... 14 ...... __ .... ...... ...... 1 15 
5._.............................. 41 1.8 ...... ...... 2 1 .. _ ........... ,... 3 
6 ...... _____ .... _ .. ____ .......... 44 2.0 1 .... _. _ ..... __ ...... ____ .. _ ..... __ .. 1 
7. ___ ._._ .... __ .. _ ... : ............ 54 2.4 .. __ .. ___ ... 6 1 ___ ... _____ . 1 8 
8 ______ .. _______ .... _ .... _ .... _.. 321 15.1 -2 2 29 16 4 4 4 6 67 
9 _____ ...... __ .............. _.... IZl 5.6 ...... ____ .... ____ ...... __ .... I 4 .. _ .. _ 5 
10 ___ ...... _ .... _ .. _ ...... ___ .... 112 5.1 .. _ ... __ .. __ 5 1 1 2 1 l' .11 
lL: .... ___ .. __ ........ _......... 82 3.7 1 8 2 2 2 1 16 

.12 .......... ___ .... ______ .... _... 168 7.6 .... __ ...... 6 9 2 3 11 31 
13_ ........ ____ .. __ ...... _ .. _.... i64 34.8 2 3 50 14 15 8 1 4. 97 
14 ____ .. :_ .. ___ .. _ ... __ . __ . __ .... ~....1..:.. __ 7 __ 4 ~ __ 6 __ 2 __ 1 ____ 3_~ 

Totals ..................... 2,193 100.0 16 ~9 1143 63 31 21 14 31 338 

I Includes some 92 "PSI" and related cases. 

AJiether phl1se of the NASD's worK has been devising a uniform 
practice code designed to elinlinate disputes and misunderstandings 
between members.' For the most part, the code go \Te sanction to 
practice, custom; and usnge in technical matters, such rus deliveries of 
;oecurities, computation of interest, claims, for dividends or interest, 
and similar matters. ' , 

Early in its history the association concerned itself with the develop
ment of uniform methods for the compilation of over-the-counter 
quotations for nGwspaper publicat.ion which theretofore had been \ 
handled in different wayp in each locality. The Commission'has had 

']'ecent . occasion to study and criticize' the methods employed jJY' the 
association ill this field and has advised the association that,. in its 
'opinion, improvement. in t.he chanocter of such quotvtions is bot.h 
desirable and necessary. Discussions between the Commission's 
staf{/ and the associl1tion's national quotation committee were in 
progress at the elos9 of the fiscal year. 
Commission Supervision of N ASD Activity 
. Seetion 15A of the Securit.ies Exchailge Act requires the Commission 
to exorcise general supervision ever certain of the activities of a na
tional securities u,ssociation. 62 Examples of the Commission's super
visory Il,ctivities arc t.he following: 

" One of the first such matters to come hefore the Commission concerned tbe application of J. A. Sisto 
, & Co. for an order approvinJ( or directing admission of thc firm to m~mbership in the NASD. The applica

tion was dCllled. See J. A. SIsto & Co., 7 S. E. C.647, 1192 (1940), and Securitics Exchange Act Uelease No. 
3614, November 2,1944. 
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The Proposed Capital Rule 
-,' In June 1942; the board of governors of the NASD proposed and the 
membership approved a substantial.revision of its' bylaws and th,e 
,rules of fair practice, including a requirement that members maintain 
a minimum net capital of $5,000 or $2,500, depending upon the char
act<'-r of the member's business.' Beer-use'of the cpntroversinJ nature 
of a minimum capital requirement, the Commission held a public 
hearing to determine whether the propoEal was in the public interest·or 
for·the protection of investors and whether it was consistent with the 

'purposes of the Maloney Act. " ." - .. -_ .... -. : 
In its con'lideration the Commission affirmed the necessity of 'rule~ 

on 'solvency and r~c3Jled thv.t, in appro\Ting rcgistmtion of the NASD, 
it had pointed to the lack of such provisiGJls. It st[i,ted tlw,t when j,he 
proposed rule had first been informally discusseci, the C.ommission had 
been inclined to view it favorably .. These fD.ctors to the contrn.I'Y, the 
Commission found the proposed amendment inconsistent with the. 
generf!.l purpose of the Act. 63 Recognizing the grf!.vity orthc problem 
for which this proposal was designed, the Commission promulgated 
its ovm Rule X-15C3-1, referred to above. 
The Mark-Up Policies 

On 'October 25, 1943, the board of governors of the association 
announced to the membership ·that it ·had '!l,pproyed an interpre
tation of Section·1 of Article III of the r:ules of fair pi'actice that:· 

It shall be deemed conduct inconsistent with just and equitable principles of 
trade for a member to enter into any transaction with a customer in any security 
at any price not reasonably related to the curre~t market price of the security.· 

In making this aIlDolmcement, the bor-rd referred to statistics on the 
pricing practice of the member·ship. Specifically, the board referred 
to a finding that, of more than 50,000 over-the-counter transactions 
reported by the members 8,S a pftl:t of the 1943 inspection program for 
which some computation could be made, 71 percent lu!,d been effected 
at a gross spread or mark-up over the current market of not over 5 . 
percent. "Subsequently, on November 9,1943, a let,ter WitS sent to the 
district business cenduct committees of the association \"liic11 stated 
among other things: 

The general import o( this'statement and the construction that should be 
placed upon it is that, when transactions show a mark-up of over 5 percent on the 
part of a member, it raises the question as to whether there is a violation of the 
rule and iliterpretation. In such a situation, a duty is iluposed upon the member 
to show to the satisfaction of the business conduct committee that no violation 
. has occurred. 

. By subsequent letters and briefs it was made ph1in that the Novem
-ber 9 statement did not intend to impose upon an accused member the 
burden of proving his innocence merely bec:::.use his spreads may 
'have .exceeded 5 percent.. 

Two separate I groups attacked the board's action as improper, 
arguing among other 'things that the interpretatiori was in fact a 
rule and as such was a nullity since it had not been submitted to the 
membership for approval. Each group filed a petition with the Com
mission requesting a public hearing on the matter. A hearing was 

63 Securities Exchange Act Release No. 3322. 
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held before the Commission on June 13, 1944. Permission to file 
,briefs was granted and th~reafter the. Commission took the matter 
under consideration.64 

The Sherman Gleason and Company Case 
" . Two disciplinary' actions by 'the Association against a me:mber h'ave ' 
come before the Commissioil for review on application of the mem
ber (in addition to a case pending at the close of the fiscal year). 
Both, cases concern the same member and were joined· for the purpose 
of hear~ngand disposition. The first of these complaints alleged that 
Sherman Gleason & Co., of Boston, Massachusetts, had failed to 
maintain required books and records, had improperly commingled 
customers' securities and had charged customers unfair prices. The 
second was based on the firm's refusal to supply information on its 
.business practices in response to a questionnaire circulated by the 
district busilless conduct committee. 

In the first case, the district business conduct committee found 
violations of the rules of fair practice and imposed the penalty of 
severe censure and fine of $250. In the seconu case, the committee· 
found a violation and expelled the firm from membership .. Gleason 
sought. review of both these cases before the NASD's board of 
governors. The board independently reviewed each case,. found vio-

. lations nnd affirmed ·the penalties. Gleason then' petitioned the Com
mission for review. The Commission affirmed the pennlty of severe 
censure and fine of $250 imposed in the first action but cancelled the 
penalty of expulsion imposed in the second.65 

Th~ "PS. Case" 
At the end of the fiscal year, the. so-caUed "PSI Case" was before 

the Commission for .determination. On October 8, 1941, the CoIll-
mission announced that it would call up for review, on its own motion, 
6 representative cases of disciplinary actions by the NASD against 
some seventy members.66 These' actions involved finnings by various 

- district business conduct committees and the board of governors 
acting as an nppellate body that the members had violated high 
stnndnrds of commercial honor and just and equitable principles of 
trade in tmnsactions in the First Mortgage Bonds of the Public 
Service Co. of -Indiana during an original distribution of $38,000,000 
of such securities in-a public offering made December 7, 1939. The 
decisions rested on a finding that the failure of a member to observe 
a contract voluntarily entered into for the purpose of maintaining a 
uniform offering price during the course of a distribution was a vio
lationof Section 1 of Article III of the rules of fair practice whicb re
quires observance of high standards of commercial honor and just 
and equitable principles of trade. . 
. The Department of Justice was admitted as a party in interest over 
objection by the association, its interest ih-the case arising out of the 
possibility of violations of the S\;terman Act. . 
. Extended bearings in the ,matter were held after which the Com

mission heard oral argument. The decision was pending at the close 
of the fiscal year. 0, . ". - -, , .. 

.. On Novcmbcr 2.5, 1044, the Commission nismissed the pptitions, holding that tho NASD's announce: 
ments were simply policies and not rules, nnn that the Commission couln not prohibit or approve them on 
their merits, apart. from individual cases wherein such pOlicies were given specific application. Securities 
Exchan!!c Act Release No, 3023. . 

" Securities Exchange Act Rrlease No. 30550. 
~' Securities Exchange Act Release No. 30305. 
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ENFORCEMENT OF SECTION 10 (b) 

.Under Section 10 of the Securities Exchange Act, it is unlawful for, 
any person to employ, in connection with ~he purchase or sale of any, 

. security, any manipulative .or deceptive device jn contravention- of 
the Commission's,rules and regulations. In May 1942, the Commis
sion adopted Rule X-10B~5, generally p~ohibiting the employment 
.of manipulative and deceptive devices by any pers.on in the.purchase 
.or sale of securities. ' 

From time to time since the adoption .of that rule, the CQmmissiQn 
has detected instances in 'which pers.ons .other i than brokers and 
dealers have resQrted t.o fraud in the purchase .of securities frQm 
.others. By virtue of Rule X-lOB-5, such persons were guilty .of 
violating the Securities Exchange Act. The leading case so far re': 
ported in detail in a CQmmissiQn report, is "The Purchase and Re-
tirement of Ward LaFrance Truck CorporatiQn Stock." 67 • 

In tlUlt case, two officers who were in control of Ward LaFrance 
entered intQ negotiations with another corporation with a view to 
.selling their interest and merging Ward LaFrance with the purchasing 
corporation. The' two officers, after it appeared probable that the 
deal would be consummated, and well aware of the figures at which 
it probably would be made, authorized a broker to buy the Ward 
LaFrance sha.res in the ovei';-the-counter market for Ward LaFrance's' 
account. Shares were obtained from the company's stockholders at 
prices ranging from approximately $3 to $6 a share. N one .of the 
stockholders who sold their shares was advised that 'Ward LaFrance 
was the ultimate buyer. Nor were they told' of the negotiations't<;> 
sell the controlling shares at approximately $45.0, share, or of the 
proposal to liquidate Ward LaFrance at a figure which would give 
shareholders $25 a' share on liquidation. Also witheld from them was 
the fact that the company's earnings had improved since the last 
published statement from $2.75' to $i5.75 a sha.re. ' 

There was a clear necessity for the issuer and those in control to 
make timely and a.dequate disclosure of these facts. The Commis
sion stated that the purchase of securitics under such circumstances 
unaccompanied by appropriate disclosure constituted a violation of 
Rule X-10B-5. . 

When the Commission brought these facts to the. attention of the 
parties inv.olved, arrangements were made to pny the stockholders 

/ whQ had sold their shares the difference between $35.98 per share 
and the price they had received in selling their shares. Such payments . 

. amounted to approximately $165,000. 
While this is the only case nrising under RuleX-10B-5 in which the 

Commission has issued a public release, others have 'occurred and the 
number of apeged violations is increasing. Although the Commis
. sion took no action in seviral such cases when rescission was extended 
shareholders by the violators of t.he rule, the need for more drastic 
action tQ preyent violations of this type is becoming increasingly 
apparent. 

87 S~curities Exchange Act Release N<!. 3445, June 12, 1943. 



Part III 

THE ADMINISTRATION OF THE PUBLIC UTILITY HOLDING 
COMPANY ACT OF 1~35 

The P~blic_UtiIity Holding Company Act of 1035 deals with holding 
companies having 'subsidiaries which arc electric utilitY'companies, or 
which arc engaged in the retail distribution of natural or manufactured 
gas. The Act was passed for the express purpose of eliminating certain 
evils and abuses which the Congress had found to exist in connection 
with the activities of such companies, and was intendesl for the protec
tion of both investors and consumers. It provides for the registration 
of holding compa.nies (Sec. 5); supervision of security transactions of 
holding companies and their subsidimies (Sees. 6 and 7); supm:vision 
of acquisitions of securities and utility assets by holding companies 

-and their subsidiaries (Sees. 9 and 10); the supervisiQn of payment of 
dividends, solicitation of proxies, intercompany loans and other intra
system transactions (Sec. 12); -the supen'ision of service, sales, and 
construction contracts (Sec. 13); and the supervision of accounting 
practices (,Sec. 15). The key provisions of the Act, however, are con
tained in Section 11, which -requires the lill1itation of holding compaI1Y_ 
systems to an integrated system or systems and related other busi
nesses and the corporate simplification and equitable distribution of 
voting power of companies in holding company systems. 

NECESSITY FOR FEDERAL REGULATION OF INTERSTATE HOLDING 
COMPANY SYSTEMS . ,-

The Act was passed by Congress after a thorough study of electric 
and gas utility and holding companies conducted by the Federal 
Trade Commission from 1()28 to 1934, pursuant to Senate Resolution 
83, Seventieth Congress, first session. The resulting 101 volumes of 
reports made to the United States Senate have been characterized as 
"the most thorough investigation of an American industry that has 
e\~er. appeared." 1 The House Committee on Interstate and Foreign 
Commerce, pursuant to Housp. Resolution 59, Seventy-second Con
gress, first· session, and House Joint Resolution 572, Seventy-seeond
Congress, second session, also conducted an extensive study of the 
practices of holding company systems. This study, conducted by 
'Walter W. Splawn, consists of six volumes and was submitted to 
Congress shortly before passage of the Hol,ding Company Act. -

A brief description of the excessive eoncentrat,ion of control of the 
utility industry which led to many oLthe evils against which the Act 
is directed and the need for financial rehabilitation of many of th~ 
pyblic utility holding company systems is given in the following se~ 
tions. - _ -

I. Barnes, The Economics of Public Utility RegUlation (1942), p. 71. 

83 



84 . SECURITIES AND 'EXCHANGE COMMISSION 

Concentration of Control of the Electric and Gas Utilities 
The electric utility industry, unlike many othcr major industries, 

is essentially local in its operations and markets. By existing means, 
power can be" transmitted economically for only limited distances. 
In the manufactured gas industry economic transmission is much 
more limited. Consequently, there are no operating economies in the 
organization of these industries on a national scale. Regional power 
groupings on an integrated basis correspond to the economic needs 
of such public utilities and appear to be the appropriate ownership 
pattern in the present state of the arts. These are the findings of 
Congress in Sections 1, 10 (c), and 11 (b) of the Holding Company Act. 

To the extent that concentration of control in the public utility' 
industry reflected the merger of competing plants serving the same 
areas, the absorption of small plants in outlying towns, and the 
cpordination of urban and rural plants into interconnected regional 
systems; the public interest appears to have been definitely served. 
During the period 1920-30, however, holding companies, irrespective 
of any economic or functional relation to other properties in the system, 
acquired utility properties all over the country in order to build" 
extensiye utility empires. These empires grew enormously in the 
speculative 'period preeeding 1930. For example, the consolidated
assets of the Associated Gas and Electric system, now in bankruptcy, 
grew from approximately $6,000,000 in 1923 to $1,000,000,000 in 1929. 

The realization, by banking, engineering, and promotional interests 
of the variety and magnitude of the available gains and emoluments 
of controlled to a race for the acquisition of utility properties, in the 
course of which prices were' driven up to fantastic levels.2 Holding' 
company expansion was stimulated in many instances, on the one 
hand by investment bankers who were eager for commissions and 
profits in the sale of securities, and on the other by holding company 
promoters who desired to increase the sources from which they col:: 
lected fees for management and engineering services. It has been 
estimated that., from 1924-30, utility holding companies floated some 
$5 billion of securities, the great bulk of which went not to build or 
improve utility properties, but to purchase already outstanding voting, 
securities of operating utility companies.3 Part of the total repre
sented the securities issued by supel" holding companies, such as th~ 
United Corp., which was organized in 1929 by J: 1'. Morgan & Co., 
Drexel·& Co., "and Bonbright & Co., Inc.' , 

By 1932, according to the data presented by the Federal Trade 
Commission, the holding companies had obtained control of the grea~ 
bulk of the electt-ic and gas utilities of the country. Of the electric 
power produced (privately owned" plants) in the United States in 1932, 
the operating companies controlled by the 8 largest utility holding 
company systems generated 72.7 pereent.' Of the national production 
of manufaetured and natural gas" the holding company systems 
aecounted for 66.4 and' 25.3 percent, respectively. Of the trunk line 
mileage of natural gas pipe'line, 4 holding companies controlled 56.3 
percent and 15 holding companies controlled 80.3 percent.4 

• "Fundamcntally, the holding company problem always has been, and still is, as much a 'problem of' 
regulating investmcnt bankcrs as a problem of rcgulating the power industry." Report of the National 
Power Policy Committee to the House of Representatives, 74th Cong., 1st sess. (1935), H, Doc. 137, p. 56. 

, S. Rept. No. C,21, 74th Cong!, 1st scss. (1935), p. 15. 
• Summary Report of Federal Trade Commission to the Senate, No. 72-A, pp. 38-9, 47. Figures adjusted 

to include the electric output produccd by Pacific Gas & Elcctric Co., Dctroit Edison Co., and Central 
Hudson Gas & Electric Co., being companies thcn control1ed by the large systems through ownership of 
17.9,35.8, and 29.7 percent, respectively, of their voting stock. 
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Among the subsidiaries in the holding company systems wer('com-

. panies engaged in one or more of a variety of enterprises-coal.mining, 
production, refining, and transportation of oil; wooq, coal, and oil 
retailing; foundries; textiles; farming, irrigation, orchards; taxicabs; 
ice and cold storage; towing and lighterage; real estate, finance and 
'<;redit, water, street railways, railroads, bus transpol·tation, ,and 
telephone companies. Qbvio\.!sly the reasons for placing such hetero
geneous collections of enterprises under a common control did not have 
to do with functional interdependence or with op'erating economics. 

The' scramble of rival holding company systems to acquire local 
operating utilities also impeded t1.tc development of integrat('d systems. 
In this connection, the National Power Policy Committee found: 

The growth of the holding company systems has frequently becn primarily 
dictated by promotcrs' dreams of far-flung power and bankers' schemes for security 
profits, and has often been attainpd with the great waste and disregard of public 
benefit which might be expected from such motives. Whole strings of companies 
with no particular relation to, and often essentially unconnected w'ith, units in 
an exif.ting S.l'stcm have been absorb~d from time to time. The prices paid for 
additional units not only have been based upon inflatcd values but frequently 
have been run, up out of reason by the rivalry of contending systems. Because 
this growth has been actuated primaril:v by a desire for size and the power inherent 
in size, the controlling groups have in many instanccs'done no more than pay lip 
service to the principle of building up a system as an integrated and economic 
whoJe, which might bring actual benefits to its component parts from related 
operations and unified management. Instcad, thcy.have too frequently given 
us massive, overcapitalized organizations. of ever-increasing complexity and 
stc~dily diminishing coordination and efficiency. 

These huge systems proved byond the power of any single State to 
regulate. As the President said in his message to Congress of March 
12, 1935 (quoted in S. Rept. No. 621, 74th Cong., 1st sess., at p. 2): 

Regulation has small chance of ultimate success against the kind of concentrated 
wealth and economic power which holding companies have shown the ability to 
acquire in the utility field. No Government efl'ort 'can be expected to carry out 
effective, continuous, and intricate rcgulation'of the kind of private empires within 
the Nat.ion whicli the holding company device has proved capable of creating. 
The Need for Financial Rehabilitation of Holding Company Systems 

The vast concentration of control of the public utility industry was 
accomplished by methods which led to the creation of unsound and 
top-heavy financial structures, many of which could not weather. 
slight doclinei2 in earnings. . The ,pyramided capital and corporate 
stl'Uctures find the arbitrary "write-up" of-the assets of operating'and 
holding companies were two devices which enabled the promoters 
and bankers to acquire utility properties all over the country with a 
minimum of investment and these devices are likewise responsible 
for many of the present financial difficulties of holding company sys
tems. These complex overcapitalized structures resulted in huge 
losses to American investors and the bankruptcy of many holding 

. company I?ystems. . 
Write-ups were sometimes based on appraisals made by closely 

affiliated interests, fi'equently on sketchy evidence. . Very few of 
them were subject to any check by governmental authority .. They 
were usually based on an estimate of what it would 'cost to reproduce 
the property. That application of the doctrine of Smyth v. Ames 
has cost American investors many millions of dollars. In the first 
place, Smyth v. Ames was not authority for the consideration of re
I>roduction cost in anything except rate cases, and' in the second, 
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place, even in a rate case, it' was but one of several elements to be 
weighed. Write-up~ alone, or cxccssivelypyramided structures alone, 
were highly dangerous financial practices, but their combination could 
have no other effect than. catastrophe. 

The typicll-I holding company Eystem consists of pyramids of com
panies, as well as of pyramids of securities within a company,5 all 
resting chiefly on the common stocks of operating companies. The 
pyramids are held together by the stock of the top holding company. 
~he debt securities and preferred stock of.the systems arc held by the 
public. This t0cbnique afforded a maximum area of economic con-
trol with a minimum of investment.6 . 

The pyramiding device resulted in the highly speculative quality 
attached to the holding company securities through "leverage" known 
as "trading on the equity" or "the lifting power of other people's 
money." As a result of leverage small changes' in the earnings of 
the underlying companies became magnified into large changes in 
the earnings applieable to holding company securities; during the 
1929 boom, the profits thus appeareel to be huge but when the boom 
collapsed, levprage worked in reverse and many holding companies 
and their subsidiaries were forced to default on their obligations and 
to cease dividend payments to stockholders. The complex capital 
stru'cture also afforded many opportunities for the manipulation of 
-accounts and finances, and for· diversion of profits or losses through 
intercompany channels, to the detriment of investors and of the 
public. The corporate pyramids had the further effect of enahling 
holding companies to defeat or obstruct local regulation of operating 
companies. , 

The write-up permitted holding companies to acquire valuable 
properties on a "shoestring" investment by inflating the value of the 
assets acquired, selling sufficient senior securities to the public to 
recoup the cash outlay, and retaining the contr911ing common. stock 
for itself at little or no cost. As long as the public would buy the 
securities, there was every incentive ,to employ the scheme to acquire 
'any property no matter where located and irres'pective of tIle clear 
advantages of the property's integration with adjacent properties.7 

The fair-weather capitr I structures of the systems were ill-adapt"ed 
to withstand any sudden decline in earmngs. The data on bank
ruptcies and defaults indicate in p9rt the scope and character-of the 
task of rcconstruction facing the Commission. From September 1, 
Hl29, to April ]5,1936,53 utility holding companies, with about $1.7 
billion of securities outstanding, went into receivership or bank-
1 uptcy. Some of these were liquidatcd and 'present no further 
problem; others, reorganized in bankrupky proceedings, subse-

, An extreme example is afforded hy the capitalization of Associated Oas & Electric Co. which Issucd 3 
classes of common stock, 6 classes of preferred stock, 4 classes of preference stock; also 24 classes of debentures 
(some of them convertihle at the option of the company into equity, securities), 7 issues of secured uotes, 4 
issues of investment certificates, as well as various warrants and rights. Thcse sccuritics rest on securities 
of underlyine- companies. • 

• For example, the Commission recently found that two suhholding companies, American Power & Light 
Co. and Electric Power & LI~ht Corp., with consolidated assets of about $851,000,000 and $750,000,000, 
resp~cti\'ely. were controlled hy Electric Bond and Share Co., whose interest represented only 3.42 and 8.72 

, percent of the total capitalization of the suhsidiaries of the suhholding companies, before adjustment for 
write·ups (Holdinl' Company Act Release No. 3750, pp. 6!M\6). Tbe FederaLTrade Commission reported 
other striking instances:e. g., the Standard Oas & Electric Co. had pyramided controlllntil an investment 
of less than $1,000.000 exercised dominion over a system with a repllted investment of $370,000,000. 

'The "write·ups" took place at the level of the operating, subholding, 'and top or apex companies. In 
an examination of the capital assets of 18 systems. the Federal Trade Commission ascertained wrIte·ups of 
nearly $1.5 billIon. of which about $854 million were fOllnd in' the operating subSidiaries. The capital 
assets of the operating subholding and holding companies contained write'ups, on the average, of 22.1, 16.5, 
and 9.6 percent respeetiyely. 
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quently began to default on their preferred stocks. ,An additional 23 
holding companies, with about $535 million of outstanding securities, 
defaulted on interest and offered readjustment plans. The corporate 
income of many of the, holding companies was insufficient to service 
both their debt securities and preferred stock, and arrearages on the 
latter were mounting. As of December 31, 1940, the registered 
holding companies had about $2,501,723,000 of preferred stock out
standing of which $1,442,188,000 was in default, the total arrearages 
as of that date being a.pproximately $476,000,000. . . 

The financial practices of the holding companies had also resulted 
in seriOl~s injury to many of their operating subsidiaries. From 
September 1, 1929 t<1 April 15, 1936, 36 utility sUDsidiaries, with 
outstanding securities of $445 million, went into bankruptcy or 
receivership. An additional 16 companies, with $152 million of 
securities outstanding, offered readjustment or Qxtension plans after 
defaulting on interest. Many other operating companie~ escaped 
bankruptcy or receivership by deferring needed replacements, stinting 
on maintenance, and by stopping dividends on the publicly held 
preferred as well as the control' stocks. Of preferred stock of oper
ating subsidiaries aggregating about $1.6 billion at December 31, 
1940, some $453 million were in default, such accumulated arrear-
ages then amoUliting to about $165 million. , 
, The facts and financial data pointed out above indicate that the 
Nation's vital interest in its electric and gas public utility companies 
had been seriously jeopardi.zed by financial practices conducted' in 
the interest of a small group of promoters and bankers, that public 
investors and consumers of such industries had suffered' heavily as fl, 

result of such practices, and that a constructive program of rehahilitat
ing and simplifying the corporate structures of holding company 
systems was highly desirable in the natiqnal interest. Such a program 
was provided by Congress in the corporate simplificat.ion and integra
tion provisions of Section 11.of the Holding Company Act. 

INTEGRATION AND SIMPLIFICATION OF 'HOLDING 
COMPANY SYSTEMS 

The provisions of Section 11 of the Holding'Company Act. are care
fully designed to strengthen the capital structures of utility systems 
and to return control over the N' atiou'8 utilities to locnl management 
and State and local regulation .. Section 11 (b) (1) of the' Act requires 
the limitation of each holding company system to a single integrated 
public-utility system with provisions for the retention of additional 
utility systems and related incidental businesses under certain 

/ designa~ed circumstances. It ~ in effect~pecialize.Q. !!:.ntitr!!~:* 
act deSIgned to meet the pro em of the serIOUS and uneconomIC . 
~ration of control of public-utility companies. Section 11 
(b) (2) providps for the simplicatioll of the structures of holding com
pany systems, ill"luding the elimination of unnecessary and "great
grandfather" holding companies and, the reorganization of holding 
companies whieh arc unduly complicated and overcapitalized, and 
the redistribution of voting power among security holders of holding 
and operating companies:, The basic provisions, for carrying out 
Section 11 (b) are to be found in Section 11 (d), which permits recourse 

72024--45-7 
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to the courts' by the Commission, i~ necessary, to eniorce the Com
mission's orders, and in Section 11 (e), which permits the filing of 
voluntary plans for compliance with the standards of Section 11 (b). 
To a very large extent, Section 11 results in the Holding Company 
Act being self-liquidating, for, as utility companies are freed from 
holding company control, the Commission generally loses jurisdic-
tion over them under this Act. ' 

The problem of conforming the ,electric and gas utility-holding 
companies to the requirements of Section 11 '(b) is a task of great 
magnitude, Progress under Section 11 was slow in getting under way. 
Although the statute was enacted by Congress in August 1935, the 
Commission was directed to enforce the integration and simplifica
tion provisions only * * * as soon as practicable after January 1, 
1938." In the intervening period holding companies were given an 
opportunity to take voluntary steps to comply with Section 11. How
ever, the companies did not avail themselves of that opportunity but 
chose'instead to test the constitutionality of the Act. After the deci
sion of the Supreme Court. in M!l.rch 1938' upholding the constitu
tiontl,lity of the registration provisions, the Commission gave all 
holding companies a further opportunity to submit to the Commission 
their plans for voluntary eompliance'. They responde~ to the Com
mission's invitation by submitting tentative plans which on examina
tion were clearly impractical and not in conformity with the statute. 
In general their plans amounted to little more than attempts to justify 
the retention of existing scattered holdings. ' 

It thus became clear to the Commission that compliance with the 
Act could be u.chieved only bv the institution of affirmu.tive proceedin~s, 
pursuant ~o the statutory(IlrecEiOnin-Section fl(b)-.,~According y 
in the spring of 1940, the Commission institllted integration proceed
ings with respect to nine major utility holding compnny systems nnd 
corporate simplification proceedings with respect to three mnjor 
systems. The two classes of proceedings are interrelated, since action 
taken to comply with the geographical standards may also facilitate 
corporate simplification, and steps taken in the direction of corporate 

. simplification may serve to eliminate substantial problems which 
would otherwise require determination in proceedings under Section 
11 (b) (1). ' . 
. Once proceedings under Section 11 arc instituted by the Commission 
(or arc initiated by the' filing of a voluntary plan), full hearings are 
held in which all intercstC'd part,ies are given the opportunity to pre
sent: evidence and voice their views before the Commission'. On the 
basis of the record before it and the contentions made as to the appli
cability of the law to the facts, the Commission issues its findings and 
opiniolJ and order. All such orders arc subject to full judicial review 
in the Federal courts. . 

The Commission's decisions to date under Section 11 (b) have 
clarified most o'f the important interpretative problems whicl> arose' 
under tha.t Section. In the Columbia Gas & Electric, Corporation 8 

, and The United Gas lmprorement Company 9 cases, the Commission 
held that gas and electric utility companies cannot be considered as 
together constituting' a "single integrated public-utility system" 
within the meaning of the Act. Thus a holding company must satisfy 

B Holding Company Act Rele~se No. 2477. 
• Holding 90mpany Act Release No. 2692. 
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the requirements prescribed by Congress for the retention of addi
tional systems if it desires to retain both an electric and gas utility 
system." , 

In a subsequent case, Engineers Public Service Company, and its 
Subsidiary Companies,1° the Commission's opinion settled the most 
important interpretative issue arising under Section 11 (b) (1),' The 
company had contended that it, was not precluded under Clause (b) 
of Section 11 (b) (1) from having one int,egrated system in Virginia and' 
States adjoining Virginia, and another in Texas and States adjoining 
Texas. Interpreting Clause (B) in the light of its legislative history, 
and in the light of other provisions of the statute, ,the Commission 
concluded thnt additional systems are retainable under Clause (B) only 
if they are located Ln the state"or states in which the principal system 
operates or in states adjoining thereto. The Commission's decision 
in t his respect was upheld by the Court of Appeals for the Distl'ictof 
ColumhiaY This case is now pending before the United States 
Supreme Court.12 , 

The application of the standards of Section 11 (b) (1) to the reten
tion by holding companie8 of nonutility businesses, has led to such 
conclusions as that coal mines which do not supply the utility may 
not be retained, nor may transportation systems unrelated to the 
operations of the utility system; whereas coal mines the output of 
which is consumed by the utility ana even railroads used to carry such 
coal to the utility may be retained. Whenever the problem of reten
tion of gas and electric appliance businesses has been presented to the 
Commission, the Commission has permitted retention. In inany 
instances, the Commission has been unnble to find that ice and water 
businesses have been shown,to be reasonably incidental or economically' 
necessary or appropriate to utility operations. In several cases, the, 
Commission has permitted the retention of ice and water businesses 
where statutory requirements were satisfied. Each situation has to 
be considered on its own merits and in the light of all the relevant 
evidence. 

In the enforcement of Section 11 (b) (2), the Commission orders 
have required numerous lioiciTngcompanies to dissolve, many 'others 
to recapitalize so as to achieve a simple structure;-and certain operat
ing cOiUpani'CS' where control was exercised by a class of stock which 
had an insufficient investment in the company in relation to th,e in
vestment of all the security holders to change their capital structures 
so as to achieve an equitable distribution, of voting rights. 
, The orders issued by the Commission under Section 11 have care-

fully gual'ooo againsn:n:y-forced'-liquidationsOr dumping of securities 
on-tht:illTIi:rk'(jr-.Lt1 th:ough-it-is-th-eCommissioii's~view -mat -i t has" the 
power to spccity methods of compliance, its practice'in most cases is to 
issue a general order specifying the objective to be achieved, but with
out detailing the manner in which the company should comply. This 
is intended to encourage voluntary compliance, assist the company by 
indicating the goal to be reached, arid give the company a reasonable 
opportunity to work out the specific methods of compJiance: Re-

,. Holding (:"mpany Act Rel~ase No. 2397. 
11 138 F, (2cl) 936, 
12 In the North American case, the Circuit Court of Appeals for the Second Circuit also upheld the Com. 

rni"sinn's interpretation of Clause (R) of Section II (I,l.(I) (13.~ F, (2d) 148), Tbis case is pending before the 
I United States f'lpreme Court but tbe company requested and was granted certiorari only on tbe issue of 

constitutionalitj. -
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cently, the Circuit Court of Appeals for the Third Circuit; in Com
monwealth and Southern Corp. v.' S. E. C./3 unanimously upheld this 
method of enforcing Section 11. , 

In the appendix to this report there is included a group of tables 
which"indicate some of the progress that has been made in carrying out 
the objectives of Section 11 (b) of the Holding Company Act. The 
,information given in parts 1, 2, and 3 of table 17 relating to the electric, 
gas, and nonutility subsidiaries which'have been divested by registered 
companies from December 1, 1935, to June 30, 1944, is summarized 
below: . ' 

Bummary.-Electric, gas, and nonutility properties sold or 'otherwise divested by 
registered public utility holding companies, Dec. 1, 1935, to June 30, 1944 ' 

.-
Number of companies Assets of companies divested 

(000.000 omitted) 

Elec- Gas Nonu- Total Elec- Gas Nonu· Total trlc tlllty tric tility 
----------------

Divested by exchange Or distribution of se-
curities to security holders: 

No lon!(er subject to Holding Con.-pany Act ____________________________ 8 6 1 15 $649 $410 $2 $1.061 
Stil1 subject to Holding Company Act 1_ 5 (.) 

~------- 5 1.285 (.) , 0 1.285 
Divested by sale,of property or securities: a 

No longer subject to Holding Com- , 
pany Act , ___________________________ 74 63 80 217 845 233 -134 1.212 

Stil1 subject to Holding Company Act_ 18 '9 2 29 178 11 20 209 ---- -----------Total divested _______________________ 105 78 83 286' 2.957 654 156 3.765 
, 

- Number of companies mak· Sale price , ing such sales 
Partial sales of property not Included In 

above totals: 
Assets sold no longer subject to the act.. . 42 6 19 67 $73 $4 $12 $89 
Assets sold still subject to the acL ..•. 8 2 1 11 1 1 1 3 ------------------

Totals .•••....••••••...••.••.......•. 50 8 20 78 /74 5 13 92 

1 By reason of their relationship to other registered holding companies. 
, Northcrn Natural Oas Co,. which was a subsidiary in 3 different company systems and itseIC a registered 

bolding company having consolidated assets of $63.178.222. was not included in the above summary; Lone 
Star Gas Corp, distributcd its common stock investment tbereln to its own stockholders and United Light 
& Power Co, sold its holdings for $10.533.612 . 

• Includes al1 cases where total divestment was effected by sales of entire property to 1 or more than 1 buyer. 
, In the case of sales to more than 1 buyer. the company was classified in accordance with the disposition 

of the m~jority of the assets sold. " ' 

It will be noted that 266 elect.ric, gas and nonutility subsidiary com
panies with total assets of ,approximately $3,765,OOO,Oqo have been 
divested in this period. This includes 105 electric utility companies 
with total assets of $2',957,000,000, 78 gas utility companies with 
total assets of $654,000,000, and' 83 n"onutility companies with ,total 
assets of $156,000,000. Most of the electric utility 'companies and 
substantially all of the gas and nonutility companies were divested 
for the purpose of, or with a view to, meeting the integration require
ments of Section 11. 
, Of the total number of these divested companies, 232 companies, 
with total ~ssets of $2,273,000,000, are no longer subject to the Hold-

'ing Company Act and 34 companies, with total assets of $1,494,000,000, 
are still subject to, t.he Act by reason of their relationship to ot.her 
registered holding companies. ' 

13 134 F. (2d) 747. 
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In addition to the divestment of companies, as such, the tables show 
.that 78 other subsidiary companies have sold parts of their electric, 
gas, and nonutility properties for a total consideration of $92,000,000. 
The greater part of these properties. arc no longer subject to the act. 

Reference is made to appendix table 18 which lists the subsidiary 
utility and nonutility companies, the control of which must be divested 
by their respective parents under Section 11 (b) (1) orders outstanding 
as of June '30,1944. By virt.ue of these orders, 17 holding companies 
must diy-est themsel,es of their control over 196 subsidiary compan-
ies having aggregate tota) assets of $3,887,000,000. ' 

In a number of holding company systems, there are holding com
panies which arc merely pyramiding devices' and perform no useful 
function. Many of these have already been ordered dissolved after 
appropriate Section 11 (b) (2) proceedings: Table 19 in the appendix 
lists the' holding companies which have been ordered to dissolve or 
liquidate under Section 11 (0) (2) orders outstanding as of June 30, 
1944. The tabulation includes 14 holding companies and shows 
that 11 of these companies have 229 utility or nonutility subsidiaries 
with total assets of approxima~ely $.3,946,000,000. 
The Carrying Out of Section 11 Orders 

. Section 11 (c) provides that all orders, of the Commissio~ under 
Section 11 (b) should be complied with within 1 year except that an 
additional year may be obtained upon a showing of due diligence. 
If 'the company does not voluntarily comply with the order, the 
Cominission is empowered under Section 11 (d) to seek the aid of a 
United States district court to enforce the order. Under Section 11 (d) 
the court may take jurisdiction and possession of the company and its 
asspts, may appoint a trustee, and may enforce a plan to meet the 
Section 11 (b) order, if the plan has been approved by the Commission. 

It was Congress' intention', however, to encourage the various 
holding company systems to comply with the Act voluntarily; For 
thi!3 reason Section 11 (e) provides that a company may file a volun
tary plan with the Commission, that the Commission !3hall approve 
the plan, after a public hearing in which investors are encouraged to 
voice their views, if the plan is found necessary to effectuate Section 
11 (b) and fa.ir and equitable to the. affected persons, and that on the 
request of the compa,ny the Commission may seek enforcement of 
the pls.n in the courts, 'The courts are required to enforce Section 
11 (e) plans if they are found appropriate to effectuate Section 11 (b), 
and fair and equitable. Thus, securitY.. holders have the protection 
of findings as to the fairness and equity of plans by both the Com
mission and a United States 'district court. 

Many plans for 'complete or partial cOll1pliance with Section 11 have 
already been approved by the Commission and bave been or are 
b~ing consummated. Many more systems have filed plans which 
are currently being considered by' the Commission, and a number of 

, other holding companies are discussing with the Commission's staff 
drafts of plans which they have prepared. The filing, approval, .and 
consummation of these plans represent major achievements in the 
financial and operating reorganization of the American utility industry. 
The Protection of the Rights of Security Holders in Section 11 (e) Plans 

Voluntary compliance with Section 11 (b) does. not mean, as the 
alarmists once contended, dumping or forced sales of securities on the 
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markets. There has not been a single instance of "dumping" of securi
ties upon a market unable to pay a fair price for them in the entire 
history of enforcement 9f the Act. Indeed, in many instances the sales 
have resulted in substantial. profits.' In addition to sales, other meth
ods of compliance s~ch as exchanges of underlying portfolio securities 
for holding company securities, or exchange of securities of a soundly 
reorganized company for the old securities thereof, have been widely 
used by the holding companies. 

Exchange plans have been successfully used by' such holding com
panies as the United Gas Improvement Co., Standard Gas & Electric 
Co., National Power & Light Co., and the United Light & Power Co. 
In all of these cases holding company preferred stockholders or bond
holders were offered underlying portfolio securities in discharge of their 
claims. A variant was employed by the North ,American Co., which 
has distributed all of its holdings o~ The Detroit Edison Co. common 
stock and a large part of its holdings of Washington Railway & Electric 
Co. and Pacific Gas & Electric Co., which it was not permitted to re
ta~n under Section 11 (b) (1), by paying them out over a period of time 
as dividends to North American's stockholders. Similarly, Lone 

, Star Gas Corp. distributed all of its holdings in Northern Natural Gas 
Co. as a' dividend to its stockholders. Cas~s where corporat.ions were 
reorganized and the new securities of the simplified structure were 
(or are being) passed out' to the old stockholders and bondholders were 
Jacksonville Gas Co., Puget Sound Power & Light Co., Southern Colo
rado Power Co., International Utilities Corp., and the Laclede Gas 
Light C9. The arguments of the opponents of the Act to the 'effect 
that Section 11 could not be enforced without the dumping of se
curities on the markets in enormous quantities, hav~ not been borne 
out in practice. ' ' , 

Up to June 30, 1944, a total of 115 plans had been filed with the 
Commission under Section 11 (e). The Commission approved 48 of 
these plans, frequently after securing necessary modificatioris; 19 
were withdra\vn or dismissed, 3 wel:e denied, and 45 were pending be
fore the Commission in various stages of corppletion. In additio~ a 
great number of steps have been taken to meet the standards of sectIOn 
11 without the filing Of Section 11 (e) plans. Thus, for example, in 
certain cases there have been divestments by holding companies .of 
underlying securities without the filing of Section 11 (e) plans to effec-
tuate the divestment... ' 4' 

In some cases where Section 11 (e) plans have been approved by the 
Commission, the companies. are unable to carry them out without 
obtaining a court order. The, Act permits the Commission at the re
quest of the companies to go to court for the purpose of obtaining en
forcement of such plans. Court orders have been entered enforcing 
Section 11 (e) plans filed by Community Power & Light Co., Columbia 
Oil & Gasoline Corp., Puget Sound Power & Light Co., The United 
Light & Power Co., United Gas Corp., Southern Colorado Power Co., 
North American' Gas & Electric Co., Central States Power & Light 
Oorp'T North Continent Utilities'Corp., Consoli9-ated Electric & Gas 
Co., Clarion River Power Co., American Gas & Power Co., Interna
tional Utilities Corp., Great Lakes Utilities Co., and the Laclede Gas 
Light CO.14 . 

As has been said, security holders are not required to accept Section 
. 11 (e) plans unless they are found fair and equitable by both the Com

" For citations see appendix table 32, part 2. 
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mission ,and a United States district court. In determining whether 
plans are fair and equitable the Commission has sought to enforce the 
intent of Congress that Section 11 should not have the effect of de
stroying values for any security holder, that it should not cause any 
portion .of the legitimate investment interest of any security holder 
to be given to another. Two principal types of cases in which this 
problem has been before the Commission are those involving the rela
tive rights of preferred and common stockholders and those involving 
bond or debenture holders whose securities are redeemable ·at the 
option of the company. 

In the first type of case, the Commission has held that where a com
pany is being reorganized or liquidated under Section 11, fairness and 
equity require 'that the common stock be permitted to participate in 
the reorganization where it has a legitimate investment interest in the 
holding company, and but for the necessity of winding, up the com
pany under Section 11, it would be in a position to receive earnings in 
the future. If, therefore, on a "going concern" basis, the common 
stock has an equity, the Commission protects this valuable right f)llly 
and does not permit the Section 11 order to have the effect of maturing 
the liquidation claims of the preferred stock. 

A majority of the Commission has consistently applied this prin
ciple. 15 Companies which have been reorganized on this basis incl~de 
Federal Water Service Corporation/6 Puget Sound Power & Light 
CO./7 and International Utilities Corp.ls In the Community, Puget, , 
and International cases the plans were also approved by United States 
district courts under Section 11 (e), while in the Federal case the com
pany was able to put the plan into effect without court enforcement. 
The Commission has also applied this principle to the reorganization 
of Southern Colorado Power ·Co., an operating company, and to the 

. winding up of The United Light & Power, a holding company.19 In 
both cases the Commission applied to United States district courts for 
enforcement, and ,the district courts affirmed tIlls principle and 
ordered that the plans be put into effect. In the United Light case an 
appeal was taken from the district court's order to the circuit court of 
appeals,2° which upheld the Commission's decision, and the question 
is now pending before the Supreme Court.21 In the So.uthern Oolorado 
case an appeal from the district court's order is pending in 'a ,circuit 
court of appeals.22 - , 

The principl~ that fair and equitable plans should not cause any 
class of securities to sacrifice ;valuable rights and confer a windfall on 
another class is also illustrated in the premium cases. In many cases 
the carrying out of Section 11 requires the retirement of bonds and 
debentures. For example, if a holding company is ordered to wind up 
it obviously cannot continue to have bonds outstanding, and the bonds 
must be paid to conform to the standa~ds of Section 11 (b). Similarly, 
if ~ company has to be reorganized on such a basis that ther~ is a 

" Commissioner Healy, while agreeing with the proposition that investment values should not he sacri
ficed and that valmitions should be made on a going concern basis, has dissented from all these cases, claiming 
that the prefcrred stockholders were not receiving tbe equitable equivalent of what they were surrendering 
and that their rights were not fully recognized. 

16 Holding Company Act Release No. 2635. 
J7 Holding Company Act Release No. 4255. 
" Holding Company Act Rclease No. 4896. . 
" Holding Company Act Release No. 4215. Commissioner Healy's dissenting views are set forth in detail 

in his dissenting opinion in this case and iIi. his dissenting opinion in the Federal Water Service Company case. 
"Oti8&:Co.v.S.E.C.;142F.(2d)411.- " 
" The Supreme Court has rendered its decision in Otis &: Co. v. S. E. C. approving the Commission's 

holding (three Justices dissenting) 65 S. Ct. 483 (1945). 
22 On appeal the Tenth Circuit 60urt of Appeals upheld the Commission's approval 01 the plan. 
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substantial debt reduction or indeed the elimination of all of its in
debtedness, the standards of Section 11 (b) require retirement of t4~ 
debt. In a number of cases where bonds or debentures were being 
retired in the c()urse of such plans to meet the standards of Section 11 
(b) the Commission has held that such retirements are not voluntary 
and that the bonds or debentures are not entitled to the call premium 
specified in the indenture as payable in the event of a voluntary 
redemption. The Commission's decisions in this respect have been 
enforced by United States District Courts in a number of cases 23 

and have been upheld by two United States Circuit Courts of Appeals.21 

The "Deep Rock" Principle 
~n the "Deep Rock" case/5 the Supreme Court held that under the 

circumstances there present, a parent corporation could not pa.rtici
pate on the same basis as the public security holders in a re.organiza
tion of a. subsidiary, and that the parent's debt claims must be sub
ordinated to the publicly held preferred stock of the subsidiary. One 
of the principles derived from the decision is that this restriction or 
subordination applies where a parent is guilty of mismanagement or 
unfair treatment of the subsidiary. As a principle of equity this 
is t>imple of statement, but in practice it has been found that· each 
case where the issue arises presents a complicated set of facts requiring 
careful analvsis. Since one of the cardinal abuses which led to the 

· passage .of the Holding Company Act was overreaching by holding 
companies in their dealings with their subsidiaries, the Commission 
examines every situation with care to insure that the public security 
holders will be protected. 

In many situations, plans filed by companies under Section 11 have 
given recognition to this principle. For example, Empire Gas & 
Fuel Co., which WficS being recapitalized under the Act, had outstanding 
a large amount of preferred stock in the hands of the public. It was 

. indebted to its parent, Cities Service Co., in the amourit of more than 
$100,000,000. Empire had been incorporated by' Cities in 1912 and 
had been continuously dominated and controlled by it. No' divi-

· dends had been paid on the preferred stock for more than 10 years 
although interest had been paid regularly on the debt owed to the 
parent. The history of the intercorporate relationships between Cities 
and Empire raised serious doubts as to the validity and proper rank 
of the huge debt claim oiCities.. After consultation with the Com
mission's staff, Cities agreed to a plan whereby the public pref('rred 
stockholders of Empire received new debentures of Empire .in an 
amount equal to the par value of the preferred stock plus accumulated 
unpaid dividends, and Cities' $100,000,000 of intercompany debt 
claims against Empire were made junior to those new debentures.26 

It is noteworthy that although the market price of the preferred . 
,stock of Empire was $57.50 per share the day before the proceedings. 
were commenced, the preferred stockholder could have sold the new 
debenture he received for $157 immediately after the plan was put 
into effect. ' 

23 In the Matter o/Consolidated Electric and Gas Company 55 F. Supp. 211 (D. C. Del., 1944); In the Matter 0/ 
North Continent Utilitie8 Corporation, 54 F. Supp. 527 (D. C. Del.,1944); 111 the Matter o/the Lac/ede Gas Light 
Company, et al., - F. Supp. - (D. C. Mo., 1944); and In the Matter 0/ Central States Power & Light Corpora· 
tion. plan enforced without opinion (D. C. Del.. 1944l. 

24 New York Trust Co. v. Securities and Exchallge Commission, 131 F. (2d) 274 (C. C. A. 2d, 1942), cert. den. 
318 U. S. 7Ro, rphearingdenied 319 U. S. 781; and City National Bank and Trust Co. v. Securities and Exchange 
Commission, 134 F. (2d) 65 (C. C. A. 7th. 1943). ' , 

25 Taylor v. Standard Gas.& Electric 'Company. 306 U. S. 308. 
· .. Holding Company Act Release No. 3711. 
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Elimination of Inequitable Distribution of Voting Power , 
" An important effect of Section 11 (b)-on operating companies is the 
requirement that neccssary steps shall be taken to insure that the 
corporate structure of an operating company does not involve an 
inequitable distribution of voting power among its _security holders. 
One of the sigIiificant evils against which the Act was directed, was 
control over operating companies by holding companies which had a 
disproportionately small equity investment in the operating company. 
Frequently in holding company systems an undue portion of the 
capital of the operating utility companies was raised by selling bonds 
and preferred stock to the public and the holding company paid 
little or nothing for the common stock which had voting control. 

In considering what step,s should be required to cure situations of 
that kind,.and in passing on voluntary plans designed to bring operat
ing companies into conformity with Section 11 (b) (2), the Commission 
has been faced with the problem whether the inequitable distribution 
of voting power might not be cured simply by giving voting control 
to the preferred stockholders or bondholders of the operating com
pany and leaving the security structure otherwise' untouched. After 
careful consideration, the Commission determined that half measures 
of that type would not solve the problem, for such 'plans would not 
be feasible. Over-capitalized operating companies which are so 'top
heavy with senior securities that it is inequitable for the common 
stockholder to have control, have structures which impede the raising 
of new capital, and obstruct regulation. Furthermore, it is financially 
unsound to have a comp~ny controlled by a senior security with a 
limited dividend claim, for then the more .junior securities, would be 
powerless to protect themselves. The Commission determined' that 
when an inequitable c1istribution of voting power is attributable to 
an operating company's bad structure, to its excessive senior securities; 
the proper remedy may well be to change the corporate structure and 
reduce the high amount of senior securities. 

An example of the Commission's action in this respect is found in 
the Jacksonville Gas case.27 Jacksonville Gas Co., an operating sub
sidiary of American Gas & Power Co., had bonds and debentures out.,. 
standing in amounts' greatly exceeding Jacksonville Gas' properties. 
The maturity of the debt was nearing and the company filed a Section 

, 11 (e) plan providing for the issuance of new bonds in greatly reduced 
amounts, and common stock; the bonds and stock were to be distrib
uted to the company's creditors in a fair proportion and the old' 
stock' which was admittedly, worthless was to be c~ncelled. There 
was no doubt 'on the facts that the deplorable corporate structure of. 
Jacksonville Gas Co. caused an inequitable distribution of voting 
power among its security holders, for its cred'itors who had the sole' 
interest in the company, had no voice whatsoever in its management. 
It was equally clear that merely giving votes to the bondholders and 
debenture holders would leave the company as sick as it ever was, and 
would not be a feasible solution of the company's problems. The 
Commission accordingly approved the plan and at the company's 
request appliE)d to a United States district court for its approval and 
enforcement of the'plan. The district court found the plan appro
priate to effectuate Section 11 (b), and fair and equitable, and thus 

J7 Holding Company Act Release No. 3570. 
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Jacksonville Gas Co. was soundly ,reorganized in a'manner beneficial 
to aU of its security holders, and to consumers.and the pubIi'c at large. 
Under the procedure available in Section 11, the court order approving 
the plan was entered within 4}~ months from the time the Commission 
made application to the court to enforce the plan. . 

Other companies which have filed recapitalization pla)1s designed to 
cure an inequitable distribution of voting power among their security 
holders, are Southern Colorado Power Co., International Utilities 
Corp., Virginia Public Service Co., Puget SOlmd Power & Light Co., 
and the Laclede Gas Light Co. All of these companies except Inter
national Utilities Corp., are operating companies .. These plans as 
amended were all approved by the Commission but the Virginia Public 
Service plan was not put into effect because the company instead was 
merged with a neighboring utility. In regard to the other plans, on 
application of the Commission; appropriate orders were entered by 
United States district courts approving and enforcing the plans. 
The Southern Colorado plan, however, is now on appeal in a circuit 
court of appeals. . 

In reorganization cases which involve the issuance of equity vo~ing 
securities to senior security holders, the Commission has taken steps 
to insure that the election machinery at the initial election of direc.; 
tors gives the security holders an effective opportunity to exercise 
their newly acquired voting rights. Although this machinery is still 
being improved, it generally provides· for two steps: First, nomination, 
and second, election. To facilitate nomination,s and elections the 
company is required to make available lis~s of stockholders and their 
addresses and all of the holders .of the new voting stock are invited to 
nominate candidates for directorships, with a certain number of votes 
necessary for each nominee. The slate of candidates is twice as large 
as the board of directors will be, and consists of those who receive the 
largest number of nominating votes. After the close of nominations, ' 
an impartial proxy is circulated among the new stockholders at the 
expense' of the company, and those receiving the largest number of 
votes (cumulative voting being generally required) are elected to the 
board. The Commission examines all proxy solicitation materi,al, 
both in ,the selection of nominees and in the election of directors, to 
insure full and fair disclosure. 
Beneficial Effects of Section 11 Upon Investors and Consumers 

The above discussion ou tlines only briefly the progress in enforcing' 
Section 11, the most controversial provisions of the Holding Company 
Act during the time the bill was being considered by Qongress. The \ 
,history of the administration of Section 11 shows that the fears of 
certain opponents of the legislation that there would be destruction of 

'values and hardships to investors if Section 11 were adopted, were 
unfounded. The effect of Section 11 (b) (2) on operating companies 
has been to substitute sound structures which fairly allot voting rights 
for top-heavy structures where the senior security holders, who sup
plied almost all the capital, were disfranchised. Section 11 (b)' (1) 
has the effect of releasing operating companies from absentee control 
and permitting the management of each operating unit to be trUly 
responsive to the needs of the community it serves. The effect of 
Section 11 (b) on holding companies has resulted in many cases in the 
distribution of underlying portfolio securities to the holding company' 
investors. Thus, their investors have acquired securities close to th~ 
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"rails" instead of the highly speculative holding company securities. 
· In both holding companies and operating companies; there are many 
instances where the effectuation of plans of corporate simplification to 
.comply with Section 11 (b) has permitted the flow of dividends to 
investors who have not received any income for many years. In 
many other e.ases holding companies have retired their senior secUl'i
ties by cash payments. Pursuant to the requirements of Section 11 

· (b) (1) many hoJding companies have been reducing the scope of their 
operations, thus reduCing a concentration of economic power which, 
as Congress found, had reached dangerous proportions. 

In all of these situations investors' have been fully protected. 
Thus, before Southern Colorado Power Co., an operating subsidiary 
of Standard Gas & Electric Co., filed its recapitalization plan with 
the Commission, its preferred stock was selling at $32 per share; 
after the Commission.approved the plan the stock was selling at $60 
per share and by the time the .distriet court's order was entered also 
approving the plan and directing its enforcement, the stock was selling 
at $70 a share. The Dnited Gas Improvement Co., a registered' 
holding company, divested itself of its holdings in Philadelphia 
Electric Co. and Public Service Corp. of New Jersey (which companies 
have combined assets of $1,200,000,000) by distributing these holdings 
plus cash to D. G. 1.'s own prefc-rred and common stockholders. 
Just before the plan was filed, the market price of D.- G. 1. common 
stock was about $4 per share although as in the case of most ,other 
holding company stocks the break-up value of the shares was sub
stantially greater than that amount. Since the plan proposed to 
eliminate a large portion of this discount by transferring direct 
ownership of certain of these investments of D. G. 1.'s common stock
holders, the common rose to $6 per share immediately after the plan 
was filed- and just before- the distribution of the securities to stock=
holders the common stock sold at $9% per share. Many instances 
of similar benefit to investors as a resuh of the enforcement of Section 
11 are available in the Commission's files. 

Investment analysts such as Standard and Poor's have long pointed' 
out that "there seems little justification for any fear that holding 
companies will be forced'to dispose of properties at inadequate primos 
or to take any action that would, adversely affect true values." 
Standard and Poor's, Moody's Stock Survey and Barron's frequently 
publish studies showing that holding company securities sell at 
substantial discounts on t.heir liquidating values. In its publication 
"The Outlook" for June 7, 1943, Standard and Poor's state: 

Holding company stocks have benefited from integration or liquidation plans 
filed with the S. E. C. in recent months. * * * Since utility holding company 
stocks normally sell at a discount from their liquidating value (just as do invest
ment trust equities) the filing of liquidation plans has caused the price of securities 
involved to advance sharply to approximately those values. ' . 

· This was the experience of the common stocks'of Federal Water & Gas, National 
Power & Light, Niag~ra Hudson Power, and United Gas Improvement, all of 
which have lately filed integration plans, as well as the preferred stocks of Stand
ard Gas & Electric and United Light & Power. Many of these issues more 
than doubled irr price with the announcement that liquidation or integration 
of the holding company was planned. * * * Additional utility holding com
panies will probably file integration or liquidation plans, which should prove 
beneficial generally to the market price of their securities. 

Similar expressions concerning the beneficial effects of Section 11 
have been made by a number of holding company managements. 
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SECURITIES AND E:XCHANGE COM.1'USSION . 
Status of Each of the Major Holding Company,systems Under Section 11 
'A brief summary of the status of each of the major holding com

panies under the more important aspects of Section 11 at the close 
of the past fiscal year is presented in the appendix at the end of this· 
chapter. - ,/ 

REGULATION OF SECURITY ISSUES 

The control over security issues given to the Commission under the' ' 
AC,t in Sections 6 and 7 is an important part of the statutory aim to 
restore the utility industry to full financial health,28 These sections 
are well designed for the achievement of these objectives. Section 
7 prescribes qualitative standards in regard to proposed security issues 
and changes in priorities, preferences, voting power or other rights 
of outstanding securities. In brief, the Commission may not permit 
the issuance of a security if the terms and conditions thereof are 
detrimental to the public interest or the interest of investors and 
consumers; if the proposed financing is not necessary or appropriate 
to the efficient operation of the applicant's business; if the proposed 
security is not reasonably adapted to the earning power or security 
structure of the declarant; if the fees, commissions, etc., paid in 
connection with the issue are not reasonable. The Commission may 
not permit changes in priorities, rights, etc., of outstanding securities 
if it finds that such changes are detrimental to the public interest or 
the interest of investors and consumers. Any o~der permitting a 
security issue may contain such terms a,nd conditions as the Com
mission finds necessary to insure compliance with the above standard~. 

SubjPct to. the Commission's powers to impose "such terms and 
conditions as it deems appropriate in the public'interest or for the 
protection of investors and consumers" Section 6 (b) directs the 
Qommission to exempt from the requirements of Section 7 _an issue 
and sale of securities which has been expressly authorized by a State 
commission of the State in which the issuer is both organized and 
doing business and where the securities are solely for the purpose 
of financirig the business of the iSi?uer. These provisions limit the 
CommissioI).'s powers over security issues where a State commission 
has full authority over the subject matter and where the other con
.ditions for exemption are met. In granting a Section 6 (b) exemption, 
however, the Commission is empowered to impose terms and con
ditions appropriate in the public interest even where State commission 
approval has been secured. As discussed in a later section of this 
report, the Commission usually consults with State commissions with 
regard to the imposition of terms and conditions in Section 6 (b) cases. 

The determination of whether a particular security issue meets 
.the standards of the Act demands accounting, engineering, and legal 
skills, together with an exp~rt knowledge of public utility financing. 
While insisting at all times upon adherence to the standards of the 
Act, the Commission does not approach security issues with a rigid 
set of requirements applicable to all situations. 'It considers ol).e"'of 
its major functions to be that of helping companies to meet the 
requirements of the Act. For example, where the terms of a proposed 
security issue, as initially filed with the Commission, fail to, meet 

.. The Senate Committee on Interstate Commerce, reviewing the proposed holding company legislation 
stated that the intent of sections 6 (a) and 7 Wqs" • • • to give the Commission continuous super
vision over the rpvarnplnl!.of holding·company systems to meet the requlrrments of title I looking toward 
th~' estahlishment of financially sound and economically Inte:rrated units and the avoidanre of injury to 
inve~tors an~ consume,s." Sen. Rept. No. 621, 74th Cong., 1st sess. on S. 2796, May 13, 1935. \ 



TENTH ANNUAL REPORT 99 

one or more of the statutory standards, the Commission does not 
, simply refuse to permit the declaration concerning the issue to become 

effective, but seeks to strengthen the terms of the issue to a point 
where investors and consumers receive the protection afforded by 
the safeguards of the Act, This work is done largely around the 
conference table and in informal meetings with the company's officials 
and its financial and legal advisers. 

In a great number of cases, conferences precede the formal filing 
of the issue with the Commission and here the company, and the 
Coinmission work out the terms of the issue to meet the requirements 
of the Act, For example, adequate maintenance and deprepiation 
charges, restrictions on dividends, effective voting rights for, preferred 
stock in the event of default in dividends, limitations on the future 
issuance of securities having a preference over the proposed issue,' 
elimination of conflicts of interest of indenture trustees, correction of 
accounting practices, and similar matters,' have been worked out 
informally, both before and after filing. In many instances, it has 
been possible to promote the rehabilitation 'of a weak company and 
to convert a speculative issue into a more conservative one. 
Balanced Capital Structures 

A major objective of the Commission's regulation of security issues 
has been to achieve a balanced capital structure with a substantial 
amount of common stock equity. A balanced capital structure 
provides a consid,erable m(~asure of insurance against bankruptcy, 
enables the utility to raise new money,most economically, and avoids 
-the possibility of deterioration in service to consumers if there is a, 
,decline in earnings. Since, by and large, the utility industry has 
been characterized by an excessive amount of debt and other senior 
securities, the Commission's regulatory efforts under Sections 6 (b) 
and ''1 have been in considerable part devoted 'to reduction of these 
senior securities and the increase of the common stock equity. In 
some instances, conditions have been attached requiring that the 
interest savings from refunding or a certain amount of net earnings 
,be reserved to redeem outstanding debt. In other instances, the 
Commission has rcquired the inclusion of sinking fund provisions 
wherepy the issuer agrees to devote annually a stated amount to' 
retirement of bonds or to property additions. In still other instances, 
the objective of debt reduction has been achieved by financing through 
'the issuance of securities with short-term serial maturities. 
Equity Financing 

As a corrective measure,' the Commission insists that, wherever, 
possible, more common stock equity be built up to improve the 
capital structure of those companies which have a high ratio of bonds 
to (a) ':capitalization" and (b) net property, adjusted for write-ups.29 

One method of increasing common stock equity has been to require 
the conversion of open accoqnts, bonds, or preferred stock held by 
the parent company into common stock of its subsidiary.3o When 
the Appalachian Electric Power CO.31 refinanced its bonds and pre
ferred stock, its parent, American Gas & Electric Co., made a $30,670,- . 

Ii See appendix. El Paso Electric Company. Holding Company Act Release No. 2535. ' 
3D See Publir Service Co. of Colorado, b S.R.C. 788, Gulf Public Service Company. Holding Company Act 

Release No. 2253; East Tennessee Uoht &: Power Co" Holding Company Act Release No. 2344. See also 
Georoia Power Company. Holding Company Act Release No. 2586. 
, 31 Holding Company Act Release No. 2430. 
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000 capital contribution, to its subsidiary. This, was accomplished 
by the surrender of an open-account advance and preferred stock 
with the provision that $22,500,000 of that amount be placed in an 
appropriate reserve to be available for possible adjustments to fixed 

( capital accounts and depreciation reserve. The principles of the 
:Deep Rock case 32 established by the Supreme Court of the United 
States have given considerable impetus to the conversion of senior 
security holdings into common stock. 

A number of holding companies have increased their equity in
vestments in their subsidiaries either by outright cash contributions 
or the purchase of additional common stock. An additional method 
of inGreasing the common stock equity is illustrated in the 'West 
Penn Power case.33 That company issued and sold common stock 
to the public ~o finance needed property improvements rathtlr. than 
increase the proportion of senior securities in its structure as it pro
posed to do in its initial'application to the Commission. 
Elimination of Inflation in Property Accounts 

In passing upon security issues the Commission has consistently 
required that the securities proposed to be issued be based upon 
actual sums invested in utility property ~nd not "watered" assets. 
The Securities and Exchange Commission, like the State Commissions 
and ,the Federal Power Commission, has required the elimination of 
write-ups and other illfiationary items from the plant accounts, either 
by direct write-oft's or by an amortization program .. In this connection 
the operating utility subsidiaries of registered holding companies 
wrote down their property accounts by more than $500,000,000 in 
the seven years ended December 31, 1942. -The process has continued, 
since then at an accelerated rate as the companies' original cost 
stu9,ies have been completed.a, 
Depreciation Accruals and Depreciation Reserves 

Correct accounting for "depreciation" is especially important in 
public utility enterprises because of their relatively large investment in 
depreciable fixed property. The understatement or overstatement of 
depreciation distorts net operating income and gives a 'misleading 
picture of the financial condition of the enterprise; investors are given 
an illusory and false impression with regard to earnings coverag~, 
earned surplus and the depreciation reserve. 

Prior to the adoption of revised systems of accounts for electric and 
gas utilities in 1937, which provide specifically for depreciation account
ing, the retirement-reserve method of accounting for property retire

'ments was in general use in the electric and gas utility industry 
with the sanction of most of the regulatory agencies having jurisdiction. 
"While a sound use of the retirement-reserve method did not preclude 

12 Taylor v. Standard GaB and Electric Company, 306 U. S. 307 (1939). . 
12 7 S. E. C. 69 (1940). ' 
.. The systpm of accounts prescribed by the Federal Power Commission for electric utilities. effertlve 

January 1. 1!l37. originally required the submission of oriJrin,\1 cost studies within two yeaTS. Suhstantially 
the same system of Recounts was adopted by the great majorIty of State Commissions at approximately the 
Same time. upon recommendation of the National Association of Railroad and Utilities Commissioners • 

. The uniform svstem of accOunts for gR.' companies,' likewise recommended by the association 
(N. /i., R, U. C.) was adopted hymos! fltates. ' 

'. This Commission has promulgated·no system of accounts for puhlle utility companies which are suhject 
to the arcounting jurisdiction of either a State commission or the Federal Power Commission. Bv Rule 
U-27. however. this Commission has required all other puhlie ntility companies suhject to the Holding Com

,pany Act to keep their accounts In the manner currently prescrihed by the Federal Power Commission if tbe 
company is an electric utility and in tbe manner rccommended hy tbe National Association'of Railroad and 

'Utilities Commissioners if tbe company is a gas utility company. 
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adequate accruals and did not, of course, alter the fu~damental nature 
of depreciation, many companies charged amounts sufficient, to pro
vide for only a little more than: current property retirements and did 
not take into account the depreciat~on currently accruing on the prop
erty which continued in service. That practice was not only in
herently deceptive but, because of the growing need f~r capital, it 
resulte'd in the issuance and sale of a considerably larger volume of 
securities than otherwise would have been necessary. It is now gener
ally recognized that adequate provision for depreciation is essential 
t<;> the protection of the interest of investors. 

To protect new and existing investors against the ill-effects of in
adequate depreciation, the Commission has insisted upon certain 
protective measures. In the case of inadequate depreciation reserves 
coming before the Commission in connection ,with security issues, the 
Commission has attempted to make up for the mistakes of the past in 
a number of ways. In certain oases, the reported earned surplus has 
been made unavailable for any dividend charges or for any other 
charges, except certain limited and specified ones. In other cases; the 
Commission has required a direct transfer' of earned surplus to the 
depreciation reserve. In the Georgia Power Company case 35 the, 
company, after round-table conferences with the Commission, agreed 
to increase its depreciation reserve by an, amount in excess of $13,000-
000. In the Appalachian Electric Power Company case,aa the com
pany consented to a condition in the Commission's order requiring the 
creation of a reserve account of $22,500,000 to be available for possible 
adjustments to its fixed capital accounts alid/or its depreciation 
reserve accounts. 

To prevent future dissipation of the pledged properties and to pre
serve the operating efficiency of the utilities the indentures securing 
proposed new debt issues are required to contain certain protective 

'provisions. In most financing cases the obligor has been required 
to set aside, annually, a fixed percentage, usually 15 percent- of its 
gross operating revenues for maintenance, replacements, improve
ments, or other property additions, or for the reacquisition of bonds 
issued under the indenture. In some cases, the requirement as to 
depreciation has been measured in terms of fixed property. Such 
portion of'the stipulated minimal amount as is not expended for these 
purposes is required to be deposited with the indenture trustee. 
Subsequently' accumulated earned surplus is restricted to the extent 
that operating expense has not been charged with the stipulated 
amount of depreciation and maintenance. Frequently, earned 
surplus as of the date of the issue is "frozen" for dividend purposes.
The Commission also requires that plant and property acquired with 
funds arising from depreciation accruals shall be "funded"-i.e., 
shall not be made the basis for the authentication of additional bonds, 
or for the release of cash deposited with the trustee, or for the purpose 
of sinking fund requirements. . , " 

The insistence of the Commission and other regulatory authorities 
upon more adequate depreciation practices has materially strength-' 
ened the operating utilities. It will be observed from the following 
table that the accumulated depreciation reserves have been built up 

" Hol<ling Company Act Release No, 2IiSA. 
aa Holding Company Act Releas~ No. 2430. 
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from an average of 10.05 percent of property in 1938 to 17.53 percent 
in 1943, and that the annual depreciation accruals have risen from 
1.72 percent of property in 1938 to 2.28 percent in 1943.37 -

Electric and gas subsidiaries with assets of '$5,000,000 or mOTe 

1938 _________________ _ 
1939 ___ c _____________ _ 
1940 _________________ _ 

Percent an
nual depreci

atiou of 
property 

1. 72 
,1.90 
1. 98 

Percent de
preciation 
reserve of 
property 

10.05 1941. ________________ _ 
10.85 1942 _________________ _ 
12.71 1943 _________________ _ 

Percent an
nual depreci

ation of 
property 

2.08 
2.21 
2.28 

Percent de
preciatitlD 
reserve of 
property 

13.64 
14.98 
17.53 

Source: Financial Statistics of Electric and Gas Subsidiaries of Registered Holding Companies. Annual 
Report of the S. E. C. 

it should be noted that the increased depreciation requirements, 
like many other restrictions imposed in connection with proposed 
security issues, do not require an actual outflow of cash. On the 
contrary, their effect is to increase the amount of cash retained ill 
the business. 
Bond Indentures 

The principal financing medium of utilities has been the corporate 
bond secured by an indenture of mortgage upon the plant and property 
of the obligor. The ready market and low yield 38 of utility bonds 
are,doubtless to be attributed to the security conferred by a modern 
indenture and to the protective margin of earnings and assets 'over 
and above the clajms of bondholders resulting from an increased 
common stock equity. / 

Until the enactment of the Public Utility Holding Company Act 
of 1935 and the Trust Indenture Act of 1939 the terms of indentures 
were largely determined by the holding companies and affiliated 
investm<.'nt banking interests. The experience of the depression led 
to the' enactment of the Tmst Indenture Act, the primary purpose 
of which was, to require the trustee t.o assume a more active and 
responsible function in enforcing the terms of the indenture, and tq . 
pr~vent the designation of a trustee if a conflict of interest would 
result. In addition to applying the provisions of the Trust Indenture 
Act, it is the pra.ctice of the Commission, in connection with applica
tionsor declara.tions respecting proposed bond issues, ,to review the 
financial provisions from the viewpoint of the Holding Company Act. 

Utility indentures are almost invariably "open-end." The addi
tional (equally, ra.nking) bonds that may in the future be issued 
under the indenture, usually unlimited in absolute amount, are related 
to' the additio~al property acquired by, the obligor. Old indentures 
permitted the issuance of bonds in principal amount equal to 70-80 
percent of the "fair value" of additional property; under current 
practice u.s reflected in Commission decisions the maximum allowed 
has been 60 percent of the cost or faIT value, whichever is less, of net 
additions to'fixed.property. ' Net additions are required to be defined 
carefully in order to assure,· among other things, that property whiCh 
has been purchased by funds generated from depreciation acctuals 
shall not form the basis of additional bonds. ' The issuance of addi- . 
tiona I bonds is also conditioned upon a conservative interest coverage 
requirement. To prevent dilution br'dissipation of the pledged 
• "The increase both In the average annual depreciation accrual and in tbe depreciation reserve mtlo since 
19391. partly attrlbutahle to the great rise In gross operatinl' revenues during the war. 

as Allowing for supply and demand conditions in the capital markets. 
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-property it is, of course, necessary to incorporate adequate provisions 
respecting maintenance and depreciation, the nature of which has 
been described above. Sinking fund provisions have been generally 
required, particularly where satisfactory ratios cannot be obtained 
at the time of the issuance of the securities for which the Commission's 
approval is sought. 
Preferred Stock Protective Provisions 

The abuses associated with the issuance of preferred stock by 
holding companies and, operating companies are evident from the 
huge losses suffered by investors in these securities. These abuses. 
have been so serious that they have led· to a public policy, as expressed 
in Section 7 (c) of the Act, against th~ issuance of preferred stock except, 
under limited circumstances. Wbere preferred st.ocks have been 
permitted to be issued by the Commission, it ·has in!?isted that the 
articles of incorporation contain v,arious protective provisions. 

These usually consist of the right to elect a majority of the board 
of directors in the event of default in the payment of four quarterly 

, preferred stock dividends, and certain voting rights in' connection., 
with the following matters: the issuance of short-term debt in excess 
of prescribed amounts, mergers and consolidations, the authorization 
of any class of stock ranking prior to or on a parit.y with the out
standing preferred stock, the amendment of the charter to change 
the express terms of the preferred stock in any substantially prejudicial 
maruier, the issuance of authorized but unissued preferred stock and 
increasing the' amount of authorized but unissued preferred stock. 
In addition, the Commission has required that the charter limit the 
amoUnt of initially 'authorized but unissued preferred stock and 
contain certain provisions with respect to the payment of common 
stock divid~nds which will reasonably safeguard the interests of the 
preferred stockholders. 
Securities Issued under the Holding Company Act 

For the period November 1, 1935, to June 30, 1944, approximately 
$6,015,000,000' of securities were permitted to be issued by the Com
mission pursuant to the provisions' of Sections 6 (b) and 7., The 
following table indicates the classes of securities issued and the 
purposes of ,the financing: 

Amount Percent 

Type of issue: Bonds ____ ••.. ____________________________________________ ' ____________ _ 
Debentures __ .~ _____________________ : __________________ . ___ • ___________ . $3,246,037.778 64.0 

278,002.800 '4.6 N otes ____ " __________ . _____ . ___________________ . _________ . ___________ _ ,767. 568, ~25 12,8 Preferred stock ____ : ______ . _. _____________ . ____________________ . _____ __ 662.498,313 11 0 Common stock. ________________________ • ___________ . ________________ ._ 
TotnL. ______ . ________ • _____________________________________________ _ 

Purpose of Issue: 

1,061,060, 696 1 __ ~17,.--:6 

6, 015, 167,912 1===IO:=o.=:o 

~~~~~~~fraiion===============:===============~======================== 4, ~~: f~~: m 6~: ~ Exchange for other securities _________ . _________________ .______________ 648,942,147 10.8 
Acquisition of property or other assets. _________ . _________________ .____ 449, ,,74, 204 7.5 
New flnancing _______________ ~_________________________________________ 268,470.471 4.5 

,Miscellaneous ______________________ • ___ ._. _____ . _______ • ______ • _____ --I_~---':8"---, 4.00, 280_1 __ ~"",.:.1 
TotaL ________________________________________________ . _____________ ~ 6,015,167,912 100,0 

I ' 

Of this large volume of security-issues new or additional financing 
accounted for only some $268,470,000, or 4.5 percent.' The bulk of 
new construction has been financed by the, use of cash derived from 

72024-4a--:..S 
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depreciation accruals, amortization of debt discount, amortization of 
account 100.5 (plant acquisitions), and other noncash charges to in
come, and retention of profits. There is little question but that the' 
conservative financial practices required by regulatory authorities, 
including this Commission, contributed substantially to the ability of 
the utilities to finance the new construction needed for the war program. 

Refunding issues accounted for approximately 68 percent of the se
. curities issued during this period.. Lower money rates, and an im
proved credit situation, due to more conservative financial policies, 
enabled most of the utilities to refund their bonds and to a considerable 
extent to refinance their p'referred stocks on very favorable bases. 
The "cost to company" of money obtained on long-term utility bonds 
of the best investment quality has been as low as 2.58 percent and the 
like cost of preferred stock capital has been as low as 3.85 percent. In 
some instances utilities which refuI].ded at the beginning of the period 
of lower money costs have refunded a second time and achieved fur-' 
ther savings in money costs. ' 

Of the total amount of securities sold, operating utility companies 
hl).ve issued $5,143,119,542, and registered holding companies only 
$872,048,375. Of the $268,470,000 of new financing, the issues of hold
ing compa.nies accounted for only $1,555,134. The financial position 
of the holding companies has been such that relativc,ly few have been 
able'to effec~ refunding operations. Their bonds a.nd preferred stocks 
frequently carry rates of 6 to 8 percent. The holding companies have 
not been a substantia.l source of capital for their operatipg utilities, 
and the credit enjoyed by the operating utilities of even. moderate size 
has been substantially better t.han that of most holding companies. 

Thi" great mass of security issues was cleared through the Commis
sion; on the basis ofa great many individual applications and declara
tions,39 each of which required a careful scrutiny of,the position of the 
issuer, the terms of the issue, and the effect upon the enterprise and 
upon investors. ' " 

The table, below shows the security issues duririg the fiscal year, 
ended June 30, 1944. The total issues of that year, $985,981,951,' 
were $373,402,588 or,61 percent larger than the total for the preceding 
fiscal year. 

Summary of security issues under sections 6 (b) and 7 of the Public Utility Holding 
Company Act of 1935, July 1, 1943, to June 30,1944 1 . 

Amount Percent 

Type of issue: Bonds___ __ __________ ____________________________________________________ $488,530,500 49.6 
Debentures______________________________________________________________ 22,000,000 2,2 , 
Notes :. ______________________________ -'_________________________________ 148,426.770 15.0 

- Preferred stock__________________________________________________________ 83,794,250 8,5 
Common stock _________________________ !________________________________ 243,230,431 24.7 

TotaL ______________ : ________ : ______________________ ~ ______________ 1--98- 5-, 9-81-. 9-5]-1---100-.-
0 

Pur~o:f~~W;~~-:--------------------------,------------ ______________________ _ 
Reorganization _________________________________________________________ _ 

. Exchange for otber securities. __________________________________________ _ 
ATcquisition. of property or otber assets __________________________________ _ 
New financlDg __________________________________________________________ _ 

Total _____________________________________________________________ _ 

650, 892, 705 
42,847.395 

157,095.160 
132.059,691 
, 3,087.000 

985,981, 951 
I 

66.0 
4.3 

15. \I 
13.4 

.4 

100.0 

I These figures do not include outstanding issucs the rights of wbieh were altered under sections 6 (a) (2) 
and 7 (e), O0r do they include the guarantee of other issues. ' 

" Up to June 30, 1944, the number of applications and declarations under sections 6 and 7 aggregated 1145, 
Of these 964 were approved (frequently after substantial amendments), 124 were withdrawn or dismissed, 

.43 are pending, and only 14 were denied. 
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It will be observed from the table that refunding issues accounted 
for 66 percent of the total for the fiscal year 1944, securities issued in 
exchange for outstanding issues an additional 15.9 percent, and new 
financing only 0.4 percent. In respect of the classes of securities 
issued, debt obligations constituted 66.8 percent of the total and' 
common stocks 24.7 percent. Of the debt issues, $148,426,7.7,0, or 
15 percent of all securities issued during the year, were serial ,and 
other short-term notes, issued (along with bonds) in refunding opera
tions for the purpose of effecting a gradual reduction of the outstanding 
debt. ' . . 

COMP-ETITIVE BIDDING 

On April' 7, 1941, the Commission adopted Rule U-50, requiring 
competitive bidding in the sf,tle of securities by registered public 
utility holding companies and their subsidiaries. The rule, applicable 
both to new security issues and to the sale by holding companies of 
portfolio securities, prescribes public invitation of sealed bids. Cer
tain transactions are specifically exempt, including securities sold for 
less than $1 million; securities issued pro rata to existing security 
holders pursuant to any preemptive right or privilege or in connection 
with any liquidation or reorganization; and loans of a maturity of 10 
years or less, where the lender is a financial institution not purchasing 
for resale and no finder's fee or other negotiation charge is to be paid 
to any third person. In addition, there is a general provision for 
exemption from competitive bidding by order of the Commission. 

Prior to the adoption of Rule U-50, the customary method of selling 
utility securities involved a' sale by the issuing corporation to' an 

. underwriting syndicate at a price determined by private negotiat.ion 
with the principal or so-called originating underwriter. It was an 
established policy of ,investment bankers not to compete among 
themselves for the securities business of any issuer which had a 
continuing investment banking relationship with a particular firm. 
Similarly, with very few exceptions, the issuing corporation made no 
attempt to seek competitive bids or to "shop around" for better 
terms than those offered by its customary banker. In some cases, 
moreover, there was a clearly traceable affiliate relationship, some
times extending over a considerable period of time, between the 
originating underwriter and the issuer. In fact, some of the under
writers had been promoters of some of the major holding-company 
systems. As a result of these conditions there was a definite absence 
of free competition in the underwriting of utility security issues. 

Some 2~~ years before adopting its competitive bidding rule, the 
Commission attempted to meet the problem of maintaining arm's
length bargaining in t.he issuance and sale of public utility securities 
by means of a rule which, prohibited, with exceptions, the payment 
of any underwriter's fee by registered holding companies or tbeir 
subsidiaries to any affiliate unless the affiliate had been awarded the 
securities as the most favorable bidder in open competition. After 
more than 2 years' experience with that rule, however, the Commission 
concluded that it was difficult to administer and was burdensome 
and costly to issuers and underwriters. ,Accordingly, in February 
1940, the Commission instructed its Public Utilities Division to' make 
a full study of the problem. At the same time a letter was written 
to each holding-company system subject to the Act, as' well as to 
State commission, fu,vestment bankers, and securi~ies dealers through-
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out the country, inviting their suggestions -as to the method by which 
the Commission might "best i~sure the reasonableness of fees and 
'commissions and the fairness of the terms and conditions of any 
proposed issue and sale of utility securities." Many replies were 
received and were analyzed by the Commission's staff. The staff 
concluded that none of the suggestions rreceived, other than competi
tive bidding, gave promise of meeting the problem effectively. . 

In December 1940 the Public Utilities Division rendered its report 
to the Commission formally recommending the adoption of a com
p'etitive biddiI].g rule.40 Copies of that report were' distributed to 
registered holding companies, State and Federal regulatory bodies, 
and to a broad list of investment bankers and dealers" both directly 
anq. through the Investment Bankers Association and the National 
Association of Securities Dealers, Inc. In distributing the report, 
written comments were invited, following which numerous responses 
were received.. The Commission then called a public conference to 
consider the recommended rule and public discussion continued for 
4}6 days. The conference was attended by approximately 200 persons 
from every part of the country, including two members of Congress, 
investment bankers, securities dealers, and representatives of other 
governmental agencies. Four members of the Commission were 
present at' all times. All shades of opinion, pro and con, were ex
pressed on the question, both in the_written responses and -at the 
conferences., " 

After weighing the evidence and considering all aspects of the 
problem, the Commission concluded that there was no way shod of 
competitive bidding that would afford it satisfactory means of deter- . 
mining the fairnes~ of prices, the reasonableness of spreads or assure 
disinterested advice in financial matters to the companies concerned, 
and effectively control their dealings with affiliatesY -

In the 3-year period ending June 30, 1944,59 public utility issues in 
the aggregate amo,nnt of approximately $960,000,000 were sold com
petitively under the procedures specified' in ~ule U-50. Pertinent 
information concCl~ning the results of competitive 'bidding under the 
rule is presented each year by the Commission in a report entitled 
"Security Issues of Electric and Gas Utilities." 42 It may be noted 
that except in one or two instances, insurance companies and other 
institutional investors have not submitted bids for issues sold pursuant 
to Rule U-50. It may also be observed that since the Commission's 
competitive bidding rule became effective there has been a substantial 
decrease in the relative amount of public utility securities that have 
been privately placed. . (. , 

Prior to the adoption of the competitive bidding rule, the Com
mission's staff had made a study of underwriting spreads prevailing 
during the.5-year period ending January 1, 1940. It was found that 
slightly over one-half of the 159 utility mortgage bond issues covered 
by that study were sold by underwTiters' on the basis of a two-point 
spread and that the spread fell below that level in only four cases. 
The average spread for the 159 issues sold under the traditional 
method of private negotiati~n was 2.49 points ($2.49 per $100). 

" Report of the Puhlic Utilities Division on "The Prohlem of Maintainin~ Arm's-Length Bargaining 
and Competitive Condition" in the Sale and Distribution of Securities of Re~lstered Public Utility Holding 
Companies and Their Subsiiiaries." 1940. , 

" Holding Company Act Release Nt). 2676. "Statement of Securities and Exchange Commission upon 
the Promulgation under the Public Utility Holding Company Act of 1935. of Rule U-SO." 

.. The latest report under this title was published February 28, 1945, cO,vering the period 1935-44. 
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From June 1, 1941 to June 30, 1944,37 electric or gas utility mortgage
bond issues were sold to underwriters under the competitive bidding 
rule, and the underwriting spreads for these issues are shown in the 
'following table:, . _ ' 

Underwriting spread: ' No. of issu~s 
Under 1.00 __________________________________________ 18 

-1.01 to 1.25 ________________________________________ .:_ 10 
1.26 to 1.50__________________________________________ 8 
Over 1.50____________________________________________ 1 , 

Total~ __ ~ _____________________________________ 37 

It will be noted that in 18 of the 37 issues the underwriting spread was 
less than one point and in only one c~se was the- spread more than a 
point and a half. The total principal amount of the 37 issues was 
.$788,627,000 and the total underwriting spreads and commissions 
were $9,568,615, giving a weighted average spread of $1.21 per $100. 

Based on 'the cxperience of 3 years, the competitive bidding rule 
has functioned with marked success, has materially aid cd the Com
mission in the determinations it. must make in passing upon the 
issuance and sale qf securities under the Holding Company Act and 
has benefited the issuers of such securities. 

The insistence upon competition in the sale of public utility securi
ties under the Holding Company Act follows the traditional American 
pattern of the Sherman Act, the Clayton Act, and the Federal Trade 
Commission Act, all of which aimed to preserve competition and to' 
keep that competition fair. The principles embodied in t4ese laws, 
backed by both major political parties, are among the 'foundation 
stones of our democratic sys.tem of capitalism. 

PROGRESS IN SERVICE COMPANY REGULATION 
, , ' 

One of the most serious of all the holding company abuses was the 
exploitation of their operating subsidiary companies through un
warranted service fees, commissions" and other charges. . These 
charges, dictated by the holding company sitting on both sides of 
the table, in nowise represented bargains freely and openly arrived 
at by the subsidiary on the basis of the lowest cost in a competitive 
market. Prior to the passage of the Act, and particularly of Section 
13 of the Act, the annual profits made from subsidiaries by holding 
companies ran into many millions of dollars annually. ,,\ hile some 
of the service fees were earned, there were many -more cases where 
the charges were either exorbitant or completely spurious.' Service 
charges were generally operating expenses ahead of interest on the 
books of the utility companies, and were deductible in computing the 
'fair rate of return. In many iilstances they were capitalized and 
found their way into the rate base. They were in the nature of a 
special dividend to the' holding company disguised on the books of 
operating company as 'an operating expense or as a capital charge. 

The Electric Bond and Share Co., for example, in 1930, collected 
total service fees and charges from its operating public utility com
panies amounting to $14;057,111, or 26 percent of the holding com
pany's total gross income of $54,387,000, and in 1931 collected service 
fees totalling $9;870,312, or 30 percent of its, total gross, income of 
$32,560,000. These service fees were charged to the local operating 
companie,tl by the holding company management in N ew York for 
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alleged services which the holding company management accorded 
to them, usually without request. ,The history of the Standard 
Gas 'and Electric System is also of interest in this connection. Dur
ing the years 1919 to 1929, the service company in the system' collected 

, $36,990,000 from the operating' companies. The net income for this 
ll-year period, after deducting expenses, was in excess of $17,134,000. 
In 1927 alone this management company collected over $5,000,000. 

Section 13 of the Public Utility Holding Company Act was designed 
, to retain the benefits but to end the abuses of servicing relationships. 
It provides that holding companies can no longer perform services 
or construction work for, or sell goods to, any operating company for 
a charge. 'All such servicf;ls, etc., may be rendered to operating 
companies only by a system service company which performs such 
services "* * * economically and efficiently for the benefit of such 
associated companies at cost, fairly and equitably allocated among' 
such comparues." . Since Section 13 outlawed profits" savings of 
millions of dollars annually resulted immediately to the operating 
subsidiaries; their invest~rs and consumers. 

The Commission has enforced the provisions of Section 13 by rules 
and regulatibns and by proceedings under the Act. In addition: it 
has adopted a Uniform System of Accounts for service companies as 
well as annual report forms which, for the first time, have opened the 
books of service companies for inspection and analysis. State com
missions, as well as this Commission, are thus enabled to follow closely 
the expenses of these companies and their charges to associate operat
ing comp!1nies. 

The rules and regulations adopted by the Commission permitted. 
the 'continuation of central service, sales, and construction contracts 
provided these were performed by a subsidiary of the h()lding company 
or, a mutual sel'\Tice company, that is one which i" owned by the 
companies being serviced. The standards of the Act required that 
these contracts be performed at cost, fairly and equitably allocated, 
that the transactions be necessary ones for the benefit of the companies 
receiving them, and that they be performed efficiently and economically. 
Procedurally it was required that the proposed methods of'operation 
an~ conduct of business of the companies engaged in the pcrformanpe 
of these contracts be submitted to ,the Commission's s({rutiny for 
approval or disapproval as wfl,rrallted. 

When these companies submitted their proposed methods of doing' 
business several difficult problems were confronted by the Commission, 
in disposing of these cases. 'There had been no uniformitY'in practices 
among the various systems to serve as a basis of comparison. The 
functions to be performed by the service company were described in, 
broad and general terms, mak,ing it almost impo'Ssible to identify the 
specific transaction" to, be performed for specific system companies. 
The costs of these organizations, generally, were billed to the system 
companies on a percentage of gross revenues or a percentage of 
construction costs.. ' 

. With the experience gained in these early cases it become increas
ingly apparent that a substantial portion of the amounts charged to 
operating compallies should be borne by the holding company. 
The Commission's problem then was one of determining \\;'hat hold
ing company costs actually were and requiring that these costs-be paid 

. by the holding companies and thus eliminated as an item of expense 
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to the operating companies. This problem presented. difficulties 
because of the commingling of holding company and operating com
pany activities in the central organizations. 

In a. series of proceedings initiated by .the Commission and in con
nection with the consideration of cascs which had been pending for 
some time, the Commis"lion dealt with this apparent shifting of hold
ing company expenses to the opprating companies. In essence the 
condition confronting the Commission in these cases, in greater or 
lesser degree and in one form or another, was the use by the holding 
company of common officers and employees between it and the service 
company to superVIse in its own interest the daily operations of the 
opera,ting companies and the passing on to those companies of the 
major portion of the cost of such supervision. The questions at issue 
were whether or not it was possible to allocate such expenses between 
the holding company and operating companie"l "fairly amI equitably" 
pursuant to the requirements of Section 13 (b), and whether, in effect, 
the holding compn.ny was not in reality rendering services for a charge 
to its operating sub"lidiaries in contravention of Section 13, (a.) .. 

In its opinions with respect to these' cases, the Commission esta b
lished the broad prlllClple that compensation and collateral.expenses 
of all holding eompfJ.ny 'ofPcer"l, directcrs, and employees must be 
borne directly by such holding companies and could not be "lhared 

. with their controlled service componies ond thus passed on to the 
operating companies. In other words, the Commission has taken 
the position that operating companies should not be asked to pay 
the cost cf ,the controlll.ctivities ()f ~he holding company. 

In the case of Ebasco Services, Inc.,43 the system service, company of 
Electric Bond and Share Co., it appeared that six of Bond and Share's 
directol's aud principal executi ve 'officers held identical positions in the 
service company nnd received portions of their compensation from 
both of these companies. The Commission, held that the fUlllVtions 
of the principnl executives as officers of Ebn"lco were commingled 
with their functions as officers of Bond and Share I1nd that it WI1S an 
"almost impossible and wasteful task" to ascertain what segments 
of the services of each of the common officers were for Ebasco and 
hence properly included in the cost to the service company, and what 
part was for Bond and Share and therefore chargeable only to it. 

After the Ebasco decision, numerous ~ervice companies 'voluntarily 
adjusted their prnctices to conform to the opinion of the Commission.44 

The Atlantic Utility Service Corporation case (formerly the Utility 
Management Corp.), a mutual service' company in the Associated 
Gas & Electric Corp. system, presented many complexities due to 
the replacement of the Hopson management. 'The trustees, prior 
to the final dIsposition of this case, had made material changes result
ing in substantial allIlual reductions in charges to the operating com
panies. For instance, when this company first filed for approval, it 
reported service fees of .,$4,868,191. Subsequent revisions of its 
operations had reduced these fees to $1,940,805 .. However, the issue 
was E'till before the Commission as to whether the services performed 
by this company were not essentially holding company activities. 
As a result of the proceedings before this Commission and the review 

.. Holding Company Act Release No. 2255 . 
.. Holdin~ COIl'pany Act Release Nos. 2608 and 2696 relating to the United Light & Power Service Co. and 

Middle W~st Servi~e Co., respectively. . 
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of these transactions as related to the N m:v York companies by the 
Public Service Commission of New York, the latter Commission 
denied approval of the proposed contracts: 'l'his resulted in the 
complete elimination of this company as a service company. The 
technical staff formed Gilbert Associates, Inc., an independent com
pany, and under the proposals submitted to this Commission proposed 
that all future business would be obtained on a competitive basis 
from the operating companies. All of the holding company functions, 
with' their related costs, were transferred to the system holding 
companies, thus reducing materially future annual charges to the 
operating companies. _ 

. '. One of the most important of the service company cases was In the' 
A/atter of Columbia Engineer:ing Corporation, Columbia Gas and Electric 
Corporation. 45 In the Ebasco opinion the Commission had stated 
that interlocking personnel could not be permitted and that those 
involved must resign either from the holding company or the '>ervice 
company. In the Columbia case, the issue w~s raised that it was the 
functions rather than the positions held or sit],ls on 'any particular 
pay roll that would determine whether or not any purticular individuul 
wus an officer or employee of the holding company. Following the 
briefs and oral arguments in this matter, the companies submitted 
certain proposuls for· the purpose of complying with the statutory 
requirements. In· the opinion and findings in. this case, certuin 
principles and standards as to holding company, service company, 
and operating company relationships were crystallized. The Com-
mission held: ' 

(1) No operating company should be charged or have allocated to 
it, diredly or through the medium of. a service compuny or by any 
()ther arrangement, including treast1.rer's or agent's account, split
check system, or-other devices, any portion of the ':lalaries or expenses 
of any person or persons who are holding company officers or employees 
or whose functions relate primarily to the functions of supervision of 
the holding compa.ny system and review of.the activities of operating 
co.mpanies, their officials and staff"!. 

(2) A corollary to the above principle is that no holding company 
officer or person or persons whose functions r!'llute primarily to the 
holding company functions of supervision of the holding company 
system and review of the activities of operating companies, their 

,officials and staffs, shoul.d receive any compensation or reimbursement 
of expenses from any operating compuny directly or through a ':lervice 
company or any other arrangement including treasurer's or agent's 
account and split-check systems. 

(3) Each service' company should confine itself to functions which 
the operating subsidiaries cannot perform as efficiently and econo
mically themselves, These services should be limited to services of 
an "operating nuture" as distinguished from managerial, executive, 
or policy-forming functions. ,. 

Following the termination of the Columbia Engineering Corporation 
case, the above principles were applied in several other situations 
including t,yo cases discussed in the next section of this report.46 

.. Holding Company Act Release No. 4166 . 

.. Holding qompany Act Release Nos. 4432, 4395, 3135, 4749. 
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COOPERATION BETWEEN STATE COMMISSIONS AND.THE SECURITIES 
AND EXCHANGE COMMISSION 

F It is the established policy of the Securities and Exchange Com'
mic;sion to foster effective cooperation with the State Commissions in 
all .mfl.tters where their respective jurisdictions interlock and in all 
additional matters where such cooperation is desirable and appro
.priate in the CI1SP under consideration. The purpose of the Holding 
Com}lany Act is, in large part, to free operating companies from the 
absentee control of holding eompl1nies, thus permItting them to be 
regulated more effectively by the State. This fundamental purpose 
of. the Holding Company Act-the facilit3.ting of State regulation
underlies the Commission's efforts to work cooperati vely with the 
various Str.te commissions in the 3.dministration of the Act. 

The protection of State regulation is specifically provided for in 
several sections of the Act. For example, cel'tain issues of securities by 
registered holding companies and their subsidiaries arc exempted by 
Section 6 (b) from Section 6 (a) if they have been approved by the State 
commission, subject to such terms and conditions as'the Securities and 
Exchange Commission may deem appropriate in the public interest or 
for the protection of investors '01' consumers. Certain security and 
utility asset acquisitions are likewise exempted under Section 9. (b) 
from the provisions of Section 9 where they have been approved by a 
State commission. Moreover, the commission may not authorize 
security issues [Section 7 (g)] or the acquisition of assets [Section 1.0 (f)] 
unless applicable State laws have been complied with. Section 8 
prevents the ownership of both electric and gas utility properties in 
violation of State law, while Section 20 (b) requires that accounting 
standards established by the Commission shall not be inconsistent with 
the provisions of applicable State law .. 

A number of specific sections of the Act reflect the Congressional 
intent that the Commission's work should be coordinated with the work 
of State commissions. Section 19 of the Act, for example, expressly 
provides that in any proceeding before the Commission, the Commis
sion, in accordance with such rules of practice as it may prescribe, shall 
admit as a party any interested State, State commission, municipality 

. or any political subdivision of the State. Pursuant to .this provision, 
the Commission uniformly notifies interested State commissions of 
proceedings before it which may affect the work of such commission. 
Many State commissions have taken advantage of this provision and 
have intervened in proceedings before the Commission and in these 
and other cases there has been an interchange of ideas and information 
between the Securities and Exchange Commission and the State 
commission concerned. In one instance, although there is no specific 
statutory authority for joint hearings by the Commission and a State 
commission, a joint hearing was, in fact, held by the Securities and. 
Exchange Commission and the Public Utilities Commission of the 
District of Columbia,'? . 

Section 18 of the Act places at the disposal of the State commissions 
the investigatory power of the Securities and Exchange Commission 
in.regaro to the business, financial condition, or practices of registered 

" See Potomac Electric Power Compan1/. Holding Company Act Release No. 2283. 
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holding companies and their subsidiaries and Section 18 (a) authorizes 
the Commission to make 'available to State commissions the results of 
its own investigations made pursuant to, the Act. Pursuant to this 
and other provisions of the Act, the Commission was requested on 
September 19, 1942, by the Public 'Utilities Commission of the District 
of Columbia to undertake an investigation of the various relationships 
between Washington Railway & Electric Co. and the North American 
Co., its parent. The investigation was completed in accordance with 
the request of the District of Columbia Commission. 

The Securities and Exchange Commission, through its jurisdiction 
over intrasystem service charges, has been in a position to render 
significant assistance to State commissions' in this field, and such 
assistance, in fact, has been rendered in several notable instances. 
Under Section 13 (d) of the Act, the Commission, upon the request of 
the State commission, is authorized, after notice and opportunity for 
hearing, to require by order" a reallocation or reapportionment of 
costs among member companies of a mutual service company if it 
finds the existing allocation inequitable and may require the elimina
tion of a service or services to a member company which does not bear 
its fair proportion of costs or which, by reason of its size or other 
circumstances, does not require such service or services." 

Illustrative of the workings of this provision of the statute was the 
proceeding which the Securities and Exchange Commission instituted 
at the request of the Vermont Public Service Commission in 1940 
concerning servicing arrangements between the New England Power 
Service Co., a subsidiary of New England Power Association, and 
associate operating companies in Vermont. A hearing was held at 
Montpelier, Vt., at which representatives of the Vermont commission 
partic~pated as well as COlnmissioner Healy of this Commission. The. 
results of the proceeding, descdbed in Holding Company Act Release 
No. 3135, were the complete reorganization of the service company, 
including a reduction of its personnel from 1,048 employees to 626; in 
addition, the service company pay roll was cut approximately in half, 
ar.d numerous'other changes were made in its accounting and operating 
. practices. Those results are indicative of the type of assistance which 
the Securities and Exchange Commission can render to State commis-
sions with regard·to the functioning of service organizations. ' 

Again, in the Amencan Water Works and Electric Company, In
corporated, Sen;ice Company case,48 a proceeding was instituted by 
the Commission at the request of the New Jersey Board of Public 
Utility Commissioners. The New Jersey commission was concerned 
with the service charges made to New Jersey subsidiaries of American 
Water Works. The Securities and Exchange Commission exercised 
its power under Sections 13 and 18 of the Holding Company Act to 
investigate the service arrangements within the American Water 
Works System, to determine what action was required by Section 13 
and, at the same time, to obtain information which would be available 
for the use of the New Jersey commission. To that end, t.he Com
mission directed that the first hearings be held in the offices of the 
New Jersey commission in Newark. At the hearing, 'Oommissioner' 
Healy of the Securities and Exchange Commission, sat jointly 'with 
members of the New Jersey commission. Representatives of the 
Public Utilities Commission of Connecticut, which had jurisdictio~ 

48 Holding Company Act Release No. 4749. 
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over some of the American Water,Works subsidiaries, also appeared at 
th.e hearing in New Jersey. During the pendency of the proceedings, 
conferences were had ampng the staffs of the commissions concerned 
and between representatives of the staffs and representatives of 
American Water Wor:ks. An agreement was reached as to cbanges in 
future servicing activities, and after the hearing in New Jersey, 
American Water Works filed an application for ,approval of the 
organization and conduct of business of a new subsidiary service 
company. Hearings on that application and on the proceedings 
instituted by the Commission were held in Philadelphia beginning in 
April 1943. Representatives of New Jersey and Connecticut com
missions became parties in these proceedings, and representatives of 
the Public Utility Commission of Pennsylvania also participated. 

There have been many other instances of close cooperation between 
the Securities and Exchange Commission and State commissions. II;! 
the Laclede 'Gas Light Co. reorganization proceedings, for example, a 
plan was filed with the Securities and Exchange Commission and the 
Missouri Public Service Commission for the reorganization of tl,le 
Laclede Gas Light Co. and the sale to Union Electric Co. of Missouri 
of the electric properties operated by Laclede Power & Light Co. 
These .transactions could not be consummated without the approval 
of the Missouri Public Service Commission and the Securities and 
Exchange Commission. The case was characterized by the very 
closest cooperation between the two commissions and between the 
staff 'of this Commission and representatives of the Public Utilities 
Department of the city of St. Louis. , 

In the Portland Electric Power Co. reorganization proceedings, the 
Securities and Exchange Commission had to pass upon a plan. of 
reorganization of the company pursuant to the Bankruptcy Act, as 
required by Section 11 (f) of the Public Utility Holding Company Act. 
The public utilities commissioner of Oregon and the Washington De
partment of Public Service had jurisdiction over transactions which 
constituted important parts of the plan. Hearings before the Securi
ties and Exchange Commission were started in Washington, D. C. 
Both the Oregon and "'-ashington commissioners intervened, in the 
proceedings, and the Oregon commissioner participated in the examina
tion of company witnesses. In February 1943, at the requ'est of the 
Washington and Oregon commissions,' the hearing was reconvened in 
Portland, Oreg. Both State commissions were represented by 
counsel and introduced evidence in the proceeding. In addition, many 
conferences were held between the Securities and Exchange' Com
mission staff and the staffs of the State commissions involved. The 
active cooperation among the commissions,was particularly helpful in 

. the entire proceedings. 
The above examples illustrate the pattern of cooperation between 

the Securities and Exchange Commission and State commissions. 
This Commission has found such cooperation most helpful in its own 
work and believes it has' been hcIpful also to the State commissions. 

LITIGATION UNDER THE HOLDING COMPANY ACT 49 
• I ' 

(a) Registration 
The Commission's record of litigation under the Public Utility 

Holding Company Act of 1935 dates back to September 1935, .2~ 
" See appendix table 32, part 2, for list of citations of court cases involving the Puhlic Utility Rolding 

Company Act. ' 
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inonths before the effective date of the Act. Between that time and 
December 1935, 58 proceedings were· brought by or on behalf of 
holding companies to enjoin enforcement of the Act and for declara
tory judgments holding all of its provisions unconstitutionaL' None 
of these proceedings resulted in a· decision on constitutionality by the 
Supreme Court. However, in the test case instituted by' the Com
mission on November 26,1935, to enjoin Electric'Bond and Share Co. 
and the intermediate hol"ding companies in its system from violating 
the registration provisions of the Act, the Supreme Court, on March 
28, '1938, held that only the registration provisions of the Act could 
be challenged by an unregistered holding company; that the regu
latory provisions are applicable solely to registered holding companies 
and their subsidiaries; and that the registration provisions are 'con
stitutional.5° This decision effectively terminated the flood of litiga
,tion over the constitutionality of the Act and resulted'in registration, 
by' all companies affected by the IAct, excepting those companies that· 
claimed exemption from its provisionsY 
(b) Exemptions 

The first problem to arise un'der'theAct involved applications ·for, 
exemption from the registration .and regulatory provisions of the Act. 
The fir~t case to deal with this problem and, indeed, the first instance 
in which a circuit court of appeals was petitioned to review an order 
of the Commission under the Holding Company Act, was Lawless v. 
Securities and Exchange Commission. 52 There a holding company, 
which had been granted a temporary exemption from tlie require-' 
ments of the Act, applied to the Comniission, while its' application 
for permanent exemption was pending, for a report on a plan of 
recapitalization and an order exempting the company from the pro-. 
visions of the A~t applicable to the proposed plan. The' Commission 
issued the report and granted' the Grder, Commissioner Haley dis
senting. On review the order was reversed on the ground that 
unregistered companies are not entitled to the benefits conferred' by 
the Act, and accordingly, the Commission was without power or 
authority to issue the order in question. 

By June 30, 1944, 565 applications for exemption had been filed 
with the 'Commission, 164 had been approved, 317 had been with
drawn or dismissed, and 52 had been denied by oI:der of the Com
mission. In almost all of these cases the right to exemption has 
depended upon whether the applicant is a. holding company, sub
sidiary, or affiliate with respect to another company. This question 
wider the statute is answered in terms of the existence or absence of 

. control or controlling influence· of one company over the other. The 
Commission'!,! orders denying exemption applications of Hartford 
Gas Co., Public Service Corp. of New, Jersey, Detroit 'Edison Co., 

.. Electric Bond and Share Co. v. S. E. C., 18 F. Supp. 131 (S. D. N. Y., 1937); 92 F. (2d) 580 (C. C. A. 2, 
1937); 303 U. S. 41~ (1938), , " 

" A sweeping deci~ion of the District Court of. Maryland hol'ling the act unconstitutional in its entirety 
was limited by the fourth circuit to the specific facts of the American States Public Service Co, rpor~an· 
ization proceeding. Burco, Inc. v. Whitworth, 81 F. (2rl) 721. The Government. a' amicus curiae, urged the 
Supreme Court to deny certiorari in that ca'" on thp grounrl that the case was collusive and ,not a proper 
vehicle for determining constitutional questions which could be better considered in the Electric B01Id and 
Share caso. The Supreme Court denier! certiorari. . 

" Lawless' v. Securities and Exchange Commission, 105 F. (2d) 574 (C. C. A. I, 1939). 
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Pacific Gas & Electric CO./3. American Gas & Electric Co., and 
Koppers United CO.,M have been subjected to I judicial review and 
in these cases the Commission's orders were affirmed by the Circuit 
Courts of Appeals for the Second, Third, Sixth, and Ninth Circuits, 
aI?-d the Court of Appeals for the District of Colum~ia, respectively. 
(c) Corporate Integration and Simplification 

The most significant litigation under the Holding Company ,Act 
since the Bond and Share case was the group of review proceedings 
involving the constitutionality of the corporate integration and simpli-' 
fieation provisions of theAct (Sees. 11 (b) (1) and (2)). In three of 
these cases, filed by the North American Co., United Gas Improvement 
Co., and Engineers Public Service CO./5 the second and third Circuits 

. and the Court of Appeals for the District of Columbia in 'unanimous 
decisions upheld the constitutionality of Section 11 (b) (1)/6 while the 
cons~ituvionality of Section 11 (b) (2) was similarly sustained by the 
first and third circuits and the Court of Appeals for the District of 
Columbia 57 in review proceedings instituted by American Power &, 
Light Co., and Electric Power & Light Corp. (one .case), Common
wealth & Southern Corporation, and Central & Southwest Utilities 
CO.58 In addition to upholding the constitutionality of Sections 
11 (b) (1) and 11 (b) (2), these decisiop.s have affirmed, in virtually 
all respects, the Commission's views as to matters of statutory inter
pretations. 

To assist holding companies and operating subsidiaries in achieving 
voluntary compliance with the corporate simplification and integra- , 
tion provisions of. the Act, the Commission has, at the .request of 
companies concemed, instituted 15 procee.dings in Federal district 
courts under Section 11 (e) of the-Act to enforce and carry out volun
tary plans of reorganization previously approved by the Commission 
as fair and equitable and necessary to effect the corporate simplifica
tion and integration provisions of the Act. In these cases involving 
Community Power and Light Company (D. N. Y.), Great Lakes Utilities 
Company (D. Pa.) Jacksonville Gas Company (D. Fla.), United Light 
and Power Co. (D. Del.), Puget Sound Power & Light Co. (D. Mass.), 
Southern Colorado Power Co. (D. Colo.), North Continent Utilities 
Corp. (D. Del.), Columbia Oil & Gasoline Corp. Cq. Del.), North 
American (Jas and Electric Company (D. Del.). Central States Power & 
Light Corp. (D. Del.), Consolidated Electric and (Jas Co. (D. Del.), 
Clarion River Power Co. (D. Pa.), American Gas and Power Co. (D .. 

. "'lIarlford Gas Co. v. S. E. c., 129 F. (2d) 794 (C. r. A. 2, 1942),2 S. E .. C. Jud. Dec. - (C. C. A. 2, No. 
250,1942); Puhlic Serl'ire Corpornlion of Ne", Jersey v. S. 1':. C. 2 S. E. C. Jud. Dec. - (C. C. A. 3. No. 7879 
(1941), 129 F. (2d) 899 (C. C. A. 3, 1942); 317 U. S. 691, 6~ l'l. ct. 266 (1942); Detroit Edison Company v. S. 
E. C., 119 F. (2d) no (C. C. A. 6,1941); 314 U. S. 618; Porific Gas &: Eleelric Co. v. S. E.·C., 127 F. (2d) ~78 
(C r. A. 9,1942),139 F. (2rl) 29R (8 C. A. 9,1943). The Supreme COllrt has affirmed the derision of the 
circuit court nf apP"hl· In the latter c.,.. • 

"Am'rican (Ius &: Elpctric Ce. \'. 8. E. r., 134 ~'. (2d) 633 (App. D. C.1943); 319 u. R. 753 (1943); Koppers 
United Cn. v. S. E. C., 138 F. (2d) 577 (App. D. C., 19431. 

" Nnrth Ameman Co. v. S E. r., 133 F. (2d) 148 (C. C. A. 2, 1943); 318 U. S. 700; 1\3 S. Ct. 764; United 
Gas Improvement Co. \". S. E r .. 138 F. (2d) 1010 (C. C. A. 3,1943); Engineers Public Service Co. v: S. E. C., 
13~ F. (2d) 9~6 (App n. r., 1943), . ' . 

" In the Nnrth A merican case the Supreme Court has [,ranted a petition for writ. of certiorari but has been 
unahle to !>ear aWIlment' In the ca'e becaust' of the lack of a quorum of justices Qualified to hear it. In the 
Fngineen Puhl!c Service Companll case, a petitIOn for writ of certiorari has been granted hy the Supreme 
Court. 

" The American Power &: Light Companu, Electric POWPT &: Tight Corporation case is now pending before 
the Supreme Court on petition for a writ of certiorari. . ' 

"Amencan Pow," &: [iqhl Cp. and Elertric Power and Light Corporatinn v. S. E. C., 141 F. (2d) 600 (C. C. 
A. I, 1nH), C'ommomreadh &: Southern Cnrp. v 8. E. C., 134 F. (2d) 747 (C. A. A.~, 1943), 2 8. E. C. Jud, 
Dec. - (C. C. A. :l, No. FOf·2. 1943); Central &: South West Utilities Co. v. S. E. C., 136 F. (2d) 273 (App. 
D. C., 1943),2 S. E. C. Jud. Dec. - (App. D. C. No. 8333, 1943.). 
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Del.), The Laclede Gas Light Co. (D. Mo.), and International ,Utilities 
Corporation (D. N. Y.), the courts have not only assited in effectuating 
the congressional policies expressed in the Act but, in so doing, have 
accomplished a uniformity of reorganization procedures.59 Beginning 
with the Community Power and Light Company 'case decided in 1940, 
the' Commission's orders approving Section 11 (e) plans have been 
upheld, by the courts with respect to both holding companies and 
operating subsidiaries. In these proceedings the settled practice of 
the courts has been to consider the plan solely upon the evidence 
presented before the Commission, and to consider new evi~ence only 
for the purpose of, determining whether it could and should have been 
considered by the Commission. In addition, the Commission. in a 
number of cases, has passed upon, pursuant to Section 11 (f) of the 
Act, plans of reorganization .of holding companies and subsidiaries in 
proceedings under Chapter X and former Section 77B of the Bankruptcy 
Act.' . 

A corollary to the reorganization of holding companies and their 
subsidiaries under ,the Holding Company Act is the Commission's 
determination to· prevent holding companies from escaping the re
quirements 'of the Act by liquidating under State procedures. This 
policy of requiring that the reorganization of holding company systems 
shall be in accordance with plans which are fair and equitable and 
comply with the purposes of the Act is illustrated by the Commission's 
injunction suit against the North American Co. and its subsidiary, 
North American Light & Power Co., to prevent Light & Power from 
dissolving or liquidating under State law. The case was ultimately 
dismissed by stipulation and the liquidation of Light & Power is 
proceeding under the Act.' . 

A comparable problem has arisen in several cases wherein stock
holders of registered holding companies in process of reorganization 
or liquidation under the Holding Company Act have filed derivative 
actions in State and Federal courts,. asserting claims either on behalf 
of the company in reorganization or in the interest of one or more of 
its subsidiaries. These suits have generally been based upon charges 
of corporate waste, alleged improper acts of the company through 
its directors and officers, and other causes of action generany falling 
in the category of breaches of fiduciary duty. The Cominission has 
taken the position that where a fair, equitable, an9. feasible plan of 
reorganization cannot be effectuated without considering and giving 
effect to such causes of action, they should properly be asserted as: 
claims in the Commission's reorganization' proceeding. To protect. 
its jurisdiction, the Commission has intervened or appeared as amicus
curiae in certain of these civil cases to request that, they be dismissed 
or stayed pending' determination of the issues in the Commission's: 
proceeding. The courts have recognized the importance of having 

" Tn re Community Power and Liaht Company, 3a F. Supp. 901 (S. D. N. Y., 1940): Tn re Great Lakes 
Ulililies Company, 2 S. K C. Jud. Dee. - (E. D. Pa. No. M 989, IP42); Tn re Jack.,onrille Gas Co., 46 F. 
Supp.802 (D. C. Fla., 1942),2 fl. E. C. Jud. Dec. - (S. D. Fla. No. 483-.T. 1942'; Tn re United Liqht and Power 
Co .• 51 F. SUOTl. 21i (D. C. Del., 1943); 111 re Puqd Sound rower &: Lioht Co., 2 S. E. C. Jun. Dec. - (D. 
Ma". No. 230g, 1943); Tn re Southern Colorado Power Company, 2 S. E. C. Jud. Dec. - (D. Colo. No. R70, 
1944). Affirmed on apneal hv the 'fent.h Circllit Court of Appeal.. Tn re North Continent UUlities Corpora
tion, 54 F. SUJ)II. 1i2i (D. D~\', 1944): Tn re Columhia OIT and Ga,o/ine Corporation. 2~. E. C.-Jud. Dec.
(D. De\. No 290.1942).50 F. Supp. 965 (D. Dcl., 1943). 134 F. (2d) 265 (C. A. C. 3. lQ4~); Tn re Norlh American 
Gas and Electric Companv. 2 S. E. C. Jud. Dec. - (D Del., No. 31\2, 1944); Tn re Cmtral Siaies Power &: r iUhl 
Corporlllion. 2 R. E. C. Jud. Dec. - (D. Del., No. 31\4,1944): Tn re Consolidaled Electric &: Gas Co .• 5.1 F. Supl'. 
211 (D. Del., 1944); Tn re Clarion Rirer Power Co., 2 S. E. C Jun. Dec. - (". D. Pa. No. ZP03. 1944): Tn re 
A1IIrrican Gas and Powe, Co., 55 F. Supl'. 756 (D. Del., 1944); Tn re The Laclede Gas Li!/ht Co., 57 F. SUPD. 
997 (D. C. E. D .• Mo , 1944) - now on appeal; In ro International Utilities Corporalion, (D. C. S. D. N. Y. 
Clv. 25-260 (1944)). ' , 
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this type of litigation-adjudicated in the context of a complete reor
ganization proceeding and have, in the exercise of judicial discretion, 
stayed the cases before them. Typical of these cases ar~_ Dederick v. 
The North American Company -(D. N. Y.) and Illinois Iowa Power 
Company v. North American Light &: Power Co. (D. Del.).60 

In cases arising out of the Commission's Section 11 (e) proceedings 
a number of novel and highly significant issues have been raised 'and 
settled in accordance with the views of the Commission. For example, 
thoroughgoing reorganizations of operating subsidiaries- have been 
sustained upon 'the premise of correcting an inequitable distribution 
of voting power in the subsidiary, pursuant to the l~st sentence of 
Section 11 (b) (2). Jacksonville Das Company (D. Fla.), Puget 
Sound Power &: Light Co. (D. Mass.), Southern Colorado Power Co. 
(D. Colo.).61 

N ow pending 62 before the Supreme Court is the important question 
of the meaning and application of the "fair and equitable" standard 
prescribed in Section 11 (e), in determining the proper allocation of 
securities in a reorganization or liquidation under the Act, between 
the preferred and common stockholders of the company. The case 
in which that problem is posed is Otis &: Co. v. Secur,ities and Exchange 
Commission, which involves the Commission's holding, discussed 
in the section on integration and simplification of holding company 
systems, that the allocation should be based upon the entire bundle 
of rights of both classes of stock with primary reference to their 
relative expectations of participation in incom~ under the existing 
structure, rather than exclusively upon the basis of the charter liquida
tion' preference of the preferred stock. 

Another similar case involving a plan for the reorganization of 
Southern Colorado ,Power Co. is now pending on appeal before the 
Circuit Court of Appeals for the Tenth Circuit under the title of 
Disman v. Securities and Exchange Commission.63 • 

Federal district courts which have considered plans of reorganiza
tion -followirig this 'same allocation principle have without exception 
approved and enforced the plans before them. In re Pugent Sound 
Power and Light Co. (D. Mass.); In re North ContiJnent Utilities Co. 
(D. Del.), In re Central States Power &: Light Corp. (D. Del.), In re 
Consolidated Electric &: Gas Co. (D. Del.), In re The Laclede Gas Light 
Co. (D. Mo.), and In re International Utilities Corp. (D. N. Y.).64 

A cognate problem which has resulted in two review proceedings 
(New York Trust Co. v. Securities and Exchange Commission, City 
National Bank &: Trust Co. v. Securities and Exchange Commission),65 
and in several district court decisions in voluntary plan enforcement 
proceedings (In re North Continent Utilities Corp., In re Consolidated 
Electric &: Gas Company),ss concerns the contractual right of debenture . . / 

, 60 Dederzck v. North American Light and Power Co. 48 F. Supp. 410 (S. D. N. Y.,1943); Illinois Iowa Power 
Co. v. North American Light and Power Co., 49 F. Supp. 2i7 (D. Del, 194~). 0 

61 In re Jacksonlllle Gas Co., 46 F. Sup 1'. 8.12 (D. C. Fla., 1942),2 R. E. C. Jud. Dec. - (S. D. Fla. No. 48.3-J, 
1942); In re Pugel Sound Power and Light Company, 2 S. E, C. Jud. Dec. - (D. Mass. No. 2308,1943); In re 
Southern Colorado Power Company, 2 S. E. C Jud. Dec. - (D. Colo. No. 6iO, 1944). . 

" Smee this writing, the Supreme Court has rendered a deci~ion in Oli. &: Co. v. S. E. C. approving the 
Commission's holding (3 Justices di8'euting). 65 S. Ct. 48a (194,,). 

63 A decision has been rendered by the court upholding the Commission's approval of the plan of rcor· 
gani?a!.ion, - F (2d) - (C. C. A. 10. 1945). 

" In re Puget Sound Power and Light Company, 2 S. E. C. Jud. Dec. - (D. Mass. No. 2308, 1943); In rt 
North Conlinent Utllitie .• CorporatIOn, 54 F. Supp. 527 (D. Del.. 1944); In re Central States Power &: LIght 
Corporation. 2 S. E. C. Jud. Dcc. - (D. Dcl. No. 354.1944); In re Consnlidated Electric-&: Gas Co., 55 F. Supp. 
211 (D. Del.. 1944); In re The Laclede Gas Light Co., .17 F. SUPI'. 997 (D. C. E. D. Mo., 1944); In re Interna· 
tional UtIlities Corporation (D. C. S. D. N. Y. Civ. 25-260 (1944)). 

0. New York Trust Co. v. S. E. C., 131 F. (2d) 274 (C. C. A. 2, 1942); City National Bank &: Trust Co. 0/ 
Chicago v. S. E. C., 134 F. (2d) 65 (C. C. A. 7,1943). 

"In re North Contment utllitre8 Corp., 54 F. Eupp. 527 (D. Del., 1944); In re Consolidated Electric &: Gaa 
Co., 55 F. Supp. 211 (D. Dcl.. 1944). 
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holders to receive a premium upon premature retirement of the' 
debentures in the liquidation of their company, where liquidation 
takes place pursuant to a Section 11 (e) plan designed to comply with 
the mandate'of Section 11 (b) (2). As noted in the section on integra
tion and simplification. of holding company systems, the .second and 
seventh circuits and the District Court of Delaware in these cases up
held orders of the Commission's determination that it would be unfair 
and inequitable to the other security holders of the companies to give 
the debenture holders a premium or other compensation for premature 
termination of their rights'in 'the context of ~ reorganization or liquida
tion required by the Act. 

Another reorganization problem under the Holding Company Act, 
not yet finally settled by the courts, is whether a plan of reorganization 
prepared and negotiated by a management. group is fair and equitable 
and not detrimental to the interests of investors and the public, where 
the plan permits the management to profit either in terms of control, 
or pecuniary gain from stock of the corporation which the management 
has purchased during the course of the reorganization proceeding. In 
Ohenery v. Securities and Exchange 00mmission,67 the Commission held, 
with respect. to a voluntary plan proposed by Federal Water Service 
Corporation, that equity decisions as to the fiduciary obligations of 
corporate managers forbade managerial profit from such transactions. 
Th(' Appelate Court for the District of Columbia held that the Commis
sion exceeded its statutory authority in so deciding. On further appeal 
the Commission's order was set aside and remanded to the Commis
sion by the Supreme' Court (three Justices dissenting), on the ground 
that the equity precedents upon which the Commission had relied 
were not applicable to the case. The Supreme Court held that thE' 
Holding Company Act empowered the Commission to con:ect reor
ganization abuses arising in proceedings under the Act and that the 
Commission was authorized to consider the problem posed in this case 
iIi the light of the statutory purposes ancj. its experience with reor
ganization practices in proceedings under the Act. 'The case is now 
pending before the Commission upon the remand.68 

' 

. A corollary to this problem of fiduciary responsibilities under the act 
was presented in Morgan, Stanley & 00., Inc. v. Securities and Exchange 
00mmission,69 where the second circuit affirmed an order of the Com
IT!ission prohibiting Dayton Light & Power Co., from paying under
writer's fees to Morgan, Stanley, on the ground that,Morgl1li, Stanley 
and the company stood in such relation to each other that thcre was 
likely to have been an absence of arm's-length bargaining in the 
transaction. . 
(d) Judicial Review Procedure. 

Judicial opinions in cases under the Holding' Comp'any Act have 
resulted in sCuttling important general questions bearing. upon the 
conduct of the Commission's proceedings and the rights of '-'aggrieved" 
persons to obtain judicial review of Commission orders. One such 
question relatecl to the proper method of disl)Osing of two' or more 
petitions filed in difi'erellt circuit courts to review the same or parts 
of the ERme order issued by the Con'mission. Relying upon the stat-

. utory provision that the court in whi~h the Commission shall file its 
67 Chenerv Corporation v. S. E. C, 128 F. (2d) 303 (App. D. C., 1942), 318 u. S. EO (i943). 
6S On February 8, 1945, the Com n l iss ion issu(ld its findings and opinion reaffinning its previous determina-

tion. Holdin~ Company Act Rclnnse No. 5584. . . 
.. Morgan, Stanley Co. v. S. E. C., 126 F. (2d) 325 (C. C. A. 2.1942): 
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transcript of record shall have:exclusive' jurisdiction to affirm, modify, 
or set aside .the Commission's order in whole or in part, the Commission 
:has 'coIltended-that 'when two or more petitions for review are filed in 
different courts the Commission must determine which review pro
ceeding, will best serve the public interest and file its transcript in that 
court, thereby giving it exclusive jurisdiction over the Commission'd 
order. The procedure has been judicially established that petitions 
filed in courts other than that in which. the Commission files the 
transcript of the record are to be dismissed unless the petitioners desire 
to intervene in the proceeding before the court which has been given 

, exclusive jurisdiction over theComniission's order. To protect . the 
rights of such petitioners, there has been developed the ju~icial pro
cedure of transferring and transmitting .to the court of exclusive 
jurisdiction the petitions for review ·filed in the other courts. 

More recently the analagous question has arisen as to thedisposi
tion of petitions for review' filed by stockholders of companies directly 
or indirectly nifected by the Commission's orders under the Holding 

. Company Act. The Commission has been upheld by reviewing 
courts in its contention: that before a stockholder ean claim to be 
"aggrieved" by the Commission's order his petition must sbow that 
he has complied, with the general rules applicable to stockholders' 
derivative actions, i. e./that he has made a demand upon his corpora
tion to file a petition for review and that the corporation has rcfusc,d 
to do so for improper reasons.70 

(e) Political Contributions 
The provision of the Holding CQmpany Act which makes it unlaw

ful for any holding company or subsidiary to give politic.al contribu
tions was held constitutional by the eighth circuit in Egan and Unio'fJ, 
Electric Company oj Missouri v. U. S.7l In that case, which was the 
outgrowth of an extensive investigation conducted by the Commission, 
tho 'circuit court affirmed the conviction of the company on charges 
of making political contributions in violation of the provisions of. the 
Holding Company Act, and that of its former president, for conspiracy 
to violate the same section. The evidence showed that the defendants 

. had established a, "slush fund" accumulated by kickbacks and legal 
Jees, payments to contractors and iIl:surance agents, and the padding 
of expense accounts. Three other officials of, the company had pre
viously. been convicted of perjury in their testimony before officers 
of the Commission during the course of the investigation. 

APPENDIX TO PART III 

Status of Each of the Major Holding Companies Under Section II 

A brief summary of the status of each of the major holding companies 
under the more important aspects of section 11 at the close of the past 
fiscal'year follows: 72 

1. Electric Bond and Share Co • 
. Electric Bond and Share is the largest system registered 1lnder the 

Holding Company Act. The parent, Electric Bond and Share Co. (Bond . ... ' 

70 Ok/Ii v. S. E. C., ]43 F: (20)'943 (C. C. A. 2, 1944) and American Power &- Light Companll v. S. E. C., 
No. 470 (C. C. A. 1, 1944.) . 

71 Egan v. U. S. and . Un/on Electric Co. Of Missouri v. U. S., 137 F. (2d) 369 (C. C. A. 8. 1943). 64 S. Ct. 
195 (1943)." . 

12 Also see appendix tables 17, 18, and 19. 

72024-45-9 . 
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and Shar~), controls five niajor subholding eompariies: American and 
F.oreign Power Co:, Inc. (American Foreign), American Gas and Electric 
Qo. (American Gas); American Power & Light Co. (American), Elec
tric Power & Light Corp. (Electric), and National "Power & Light Co. 

, (N!1tion~I). . . . , 
. On May 9, 1940. the Commission instituted Section 11 (b) (2) pro
ceedings directed to Bond and Share and certain of its subsidiaries.73 

On August 23, 1941, the Oommission found that National served no 
lJ.seful function, that it served as the central tier in a pyramid which 
~nabled Bond & Share to control/the National system with practically 
1).0 investment, and that it violated Section 11 (b) (2) because it con
stituted an undue and unnecessary complexity in the Bond and Share 
,system. As.a result National was ordered to dissolve.H Considerable 
progress has been made in getting·N ational's a~airs in shape for liqui-. 
dation'; All of its bonds were retired through the use of cash on hand 
and its pI;eferred stock was eliminated through a voluntary exchange 
of common stock of Houston Lighting & Power Co. and by sale of the 
remainder. of the Houston stock and the use of the proceeds together 
with treasury cash to retire the remaining National preferred stock a.t 
$] 00 per share plus accumulated dividends. The last of the preferred 
stock was retired in January 1944 pursuant to an authorization of the 

-Commission dated January 4, 1944.75 The principalllssets remaining' 
for disposition are the common stoekp of three operating companies:' 
Birmingham Electric Co., Carolina Power & Light Co., and Pennsyl-
vania Power & Light Co. _ . 

On August 5, 1942/6 the Commission acting under Section 11 (c), 
granted National an extension of 1 year. from August 22, 1942, for 
compliance with the order of dissolution but conditioned its action 
upon National's filing plans for resolution of the voting power and 
accounting problems of its subsidiaries. Such plans have been med 
by National. After several amendments the plan med by Carolina 
'Power & Light Co. was approved by the Commission on Decembf'r 
1.1,1943.77 Similarly the plan for Birmingham Electric Co. as amended 
was approved on March 21.,1944.78 'In both of these cases the operat
ing companies, through capital contributions by National and ac
e~)Unting and voting power adjustments, were able to conform their 
accounts and structures to the standards of the ~ct so as to be ready -
for disposition. Final action ht)-s not been taken with respect to 
Pennsylvania Power & Light Co.' largely by r~ason of uncertainty as 
to the classific!ttion of the accounts of that ,company. An order to 
show cause with respect to that company, directed toward a disposi
tion of its accounting problems, was instituted by the Fedcral Power 
Commission on December 17, '1943. At the close 'of the' past fiscal: 
y'ear, th~s proceeding was pending. . 

, On August 22, 1942, American and Eleetric79 were ordered dissolved 
. on grounds similar to those set forth above ,vi th respe«t to No, tiona!'. 80. 

These two companies appealed to the United States Circuit Court 
of Appeals for the First Circuit which on March 17, 1944, affirmed the 

!I Holding Company Act Release No. 2051. 
"Holding Company Act Release'No. 2962. 
"Holding Company Act Release No. 4811. 

. "Holding Company Act Release No. 3832. 
1) Holding Company Act Release No. 4746. 
76 Holding Company Act Release No. 4955 .. 
7, See appendix table 10 ror list or utility sub<idiaries. 
60 Holding Company .~:t Release No. 3750 .. 
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order of the Commission Bl and on April 18, 1944, denied an application 
of the companies for !1 rehearing. Thereupon the companies ,peti~ 
tioned the Supreme Court for a writ of certio~ari on which the Court 
lias not yet acted. ' ~ 
. The Commission instituted proceedings under Section 11 (b)- (2) 
and various other sections of the Act directed, to American and its 
subSIdiary, Florida Power & Light Co. (Florida), on July 10, 1941. 
Issues were raised as to the distribution of voting power among the 
seeurity holders of Florida, the existence of large.amounts· of write-ups 
in its accounts, and the validity ~nd' rank of the $22,000,000 of its 
debentures held by American. 'On September 17, 1941, respondents 
filed a refinancing plan, in part to meet the allegations in the Commis
sion's'order for hearing. The matters were consolidated and hearings 
were held. Prior to the final determination of the case by the Com
mission, however, American and Florida submitted amendments to
their previous proposal. The proposal as so, amended, which ,pro
vided for substantial adjustments to tho.accounts of Florida, the sur
render by American to Florida as a capital contribution of $17,000,000 
of the debentures held by it and certain other securities, and the retire
ment of all publicly held seeurities at their contract prices from 
treasury' cash and the proceeds of issuance of new securities, was 
approved by the Commission on December 28, 1943.82 

On November 15, 1943, American filed an application, and declara
tion with respect to the conversion of its outstanding stock, consisting 
of $5 and $6 preferred stoek and common stock into a new common 
stock. The company stated in its filing that while it was eontesting 
the constitutionality of S~ction 11 (b) (2) and the Commission's 
order of dissolution directed to it thereunder it believed that tho 
proposed transaction would be appropriate to the carrying out of such 
order, if upheld. The Commission consolidated the proceedings with 
respect to the filing with the proceedings under Sl;lction 11 (b) (2) 
directed to Ameriean and set forth as among the issues, whether the, 
allocations of the equity of American among the respective classes of 
security holders as filed or as hereinafter modified could appropriately 
form the basis of a plan for the dissolution of American in accordance 
with the previous order of the Commission to that end. s3 Hearings 
have been held in this consolidated proceeding and the matter is 
pending. ' . . 

Uni ted Gas Corporation, a subsidiary of Electric, filed an application' 
on May 5, 1941, with respect to a proposed refinancing, and in connec
tion therewith the repaym,ent of $52,925,000 in debt claims held by 
Bond and Share. ,On May 31, 194 r, the Commission ordered hearings 
on this application and instituted proceedings pursuant to Section 
11 (b) (2) ana other sections of the Act. B4 The Section 11 (b) (2): 
proceedings raised issues as to the necessity for a reorganization of 
United Gas, and'as to the validity and rank of the debt claims held 
by B.ond and Share. A consolidated hearing was ordered with respect 
to the application and the Section 11 (b) (2) proceedings and extensive' 
hearings were held. After the close of the record on the major issues 
in the consolidated proeeedings a Section 11 (e) plan was filed on 
March 6, 1944, which provided for a comprehensive reorganizatioil 

,81 Ame;',can Power'" Light Co. v. S. E. C., Eledric Power'" Lluht Co. v. S. E. C., 141 'F. (2d) 6OiI. 
82 Holding Company Act Release No. 4791. ' 
U Holding Company Act Release No. 4695. 
"Holding Company Act Release No. 2790 •. 
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of Upited Gas and a compromise settlement of the debt claims of 
Bond and Share together with its stock interests in United Gas for 
$44,000,000 in cash. After -hearings on this plan the Commission 
issued its findings and opinion,- and order approving the plan as 
necessary to effectuate the provisions of Section 11 (b) (2) and as 
fair and equitable.85 In accordance with the request of the companies 
the Commission has applied to the United States District Court for 
the District of Delaware for enforcement of the plan:86 

On March 8, 1943, Utah Power & Light Co., a subsidiary of Elec-
- tric, filed a refinancing plnn nnd the Commission instituted 11 (b), (2) 
proceedings which it_consolida.ted with the proceedings on the plnn.s7 
On November 29,1943, the Commission approved the refinancing and 
ordered a recapitalization of Utf!,h- involving the conversion of its 
preferred and common stocks into a single class of common stock and 
directed that adjustments be made in the accounts of Utah and its 
subsidiary companies.s8 '_ 

On September 1, 1943, the Commission approved the sale by 
Electric of its entire common·stock interest in the -Idaho Power Co. 
to underwriters for resale to the pUblic. B9 Electric received $10,361,-
250 for the stock. The Commission has subsequently approved the 
use of portions of t.hese proceeds for investment oy Electric in the 
common stocks of two of -its, remaining subsidiaries, -Mississippi 
Power & Light CO.90 and Arkansas Power & Light CO.91 The incrense 
of EJectric's investment in these subsidiaries, through the use of this 
cash together with the ,portion of their senior securities held by 
Electric enabled them to make necessary accounting adjustments 
and substnntinlly improve their structures. , 
. On May 18, 1943, the Commission issued its notice of and order 

reconvening the hearings with resepct ,to the Section 11' ,(b) (2) pro
ceedings directed to Bond and Share -and its subsidiaries, raising as 
an issue the question as- to whether or not Bond and Share is an undue 

, and -unnecessary complexity with respect to ~erican Gas and Electric 
Co., and its subsidiaries and American Foreign and its subsidiarirs; 
respectively',- and also raising an issue with respect to the necessity 
,for a reorganization of America.ll Foreign under Section 11 (b) (2) of 
_ the Act.92 The notice ,and order directed that the issue with rrsj>cct 

to Bond and Share's relation to American Gas be first considered. 
Hearings have been held but the matter, has not been completed by 
reason of the request of Bond and Share that it be permitted to 
formulate and present a plan.for its disposition of its stock interest in 
American Gas. After. the close of, the fiscal year, American Foreign 
filed a plan of reorganization on which hearings are being held.93 . 

2. The North American Co. 

,Proceedings pursuant to Section 11 (b) (1) were instituted March 8, 
1940, with regard to the North American Co. (North American) and 
its subsidiaries ~4 and on December 2, 1941, pursuant to Section 11 (b) 

" FToldinl!' Company Art Relea~e No, 5271. 
.. The plan h .. q heen approved by the cOllrt. 
87 Holding Company Act Release No, 4157, 
88 Holding Company Act Release No, 4716, 
" Holding Company Act Release No~ 4527 . 
.. Holding, Company Act Release No, 5237. 
"Holding, Company Act ReleaSe'No, 5294. 

, 02 Holding.Company Act Release·No. 4305. 
"Holding Company Act Release No. 5388. 
H Holding Company Act Release No. 1960. -
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(2) with regard to North American Light & Power CO.~5 (Light & 
Power), a subsidiary of North Americ~n. Under date of December 
30, 1941, the Commission ordered 96 the_dissolution of Light & Power. 

The Commission's opinion and order in the.11 (b) (1) proceedings 
was rendered April 14, 1942,97 and dealt with the status of each 
registered holding company ·in the system, including subsidiary hold':' 
ing companies of Light & Power but not including Light & 'Power 
since its liquidation had been previously ordered. The Commission's 
order directed that North American confine its operations to a single 
integrated electric system based 4pon Union Electric Co. of Missouri, 
and allowed North American 15 davs in which to state an alternative 
choice. No such choice was made but North American filed a petition 
requesting modification of the order, whieh petition' was denied 
June 25, 1942.98 North American appealed to the United States 
Circuit Court of Appeals for the Second Circuit, whic.h affirmed the 
Commission's order .on January 12, 1943.99 The Supreme Court 
grnntcd a writ of certiornri on March 1, 1943/ to review the decision 
of the Second Circuit, but on April 15,1943, indefinitely deferred 
hearing the. case because of the lack. of a qualified quorum. tTntil 
the Supreme Court has disposed of this case, the difficulties, practical 
and. otherwise, with respect to enforcement of that part of the order 
awaiting review are obvious. 

Subsequently, on August 4, 1943, North American submitted a 
plan, under Section 11 (e) of the Act, proposing several regional holding 
companies and the final dissolution of North American. Hearings 
have been held on this plan, but the Commission has reserved decision 
because of the pendency.of related questions which have not been 
resolved. . 

North American has disposed of substantially all of its holdings in 
Detroit Edison Co. common stock and has reduced its holdings in 
Washington Rnilway and Electric Co. and Pacific Gas and Electric 
Co. by the payment of shares. of these companies as regular dividends 
to the common stockholders of North American, enabling North 
American to use the cash so conserved to reduce its outstanding debt 
from $70,000,000 to approximately $30,000,000 .. As a result, North 
American has been able to refund its entire debt with a 2 percent b~nk 
l~an maturing serially over a 5-year period. . . 

The d!3termination of a fair and equitable plan of liquidation for 
Light & Power has been delayed pending the disposition of certain 
claims asserted against it_by Illinqis Power Co., anindirectsubsidiary.2 
In the ~nterim, Light & Power has taken steps toward liquidation 
through the retirement of $3,376,500 publicly held debentures (without 
the payment of redemption premiums), such action liaving been 
appealed by, the trustees under the indentures securing such deben
tures to the United States Circuit Court of Appeals for the Seventh 
Circuit, which upheld the order of the Commission; 3 and further, by 
the disposition of its· investment in certain subsidiary companies, 

" Holding Company Act Release No. 3168. 
I' Holding Company Act Release No. 32.13. 
17 Holding Company Act Release No:3405. 
18 Hdlding Company Act Release No. 3630. 
II 133 F. (2d) 148. 
1318 U. S. 750. \ 
'On August 22, 1941, the Commission instituted proceedings with respect to Iilinois·lowa Power Co. 

(now Illinois Power Co.) pursuant to section 11 (b) (2) of the act, determination of which has been retarded 
by the claims of Illinois Power against its parents. 

a 134 F. (2d) 65. 
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illcluding Western Illinois Ice Co., Blue River ·Power Co., Power &
Light Securities Co., and McPherson Oil & Gas Development Co. : 
'3. The United Gas Improvem,ent Co. 
. The Commission instituted proc~edirigs with regard to the United 
Gas Improvement Co. (U. G. I.) and its subsidiaries, pursuant to. 
Sectio~ 11 (b) (1), on March 4, 1940. Pursuant to a request by 
U. G. I., the Commission issued,. on January 18,1941, a statement of 
tentative conclusions as to the application oithe provisions of Section 
11 (b) (1) to the holding company system of U. G.·I., in whi_ch the 
Commission stated tentatively that the system's singh~ integrated 
public utility system was composed of the electric pr.operties of its 
subsidiaries in the Pennsylvania-Delaware-Maryland area.4 Divesti
ture orders were issued on July 30, 1941,and May 7, 1942,.based upon 5 

this interpretation. U. G. I. appealed these orders to the United 
States Circuit Court of Appeals for the Third Circuit. The court 
sustained the orders in a unanimous decision on November 17, 1943.G~ 

After argument before the court but before its decision, U. G. 1. 
and its subsidiary, Philadelphia Electric Co., filea applications under 
Section 11 (e) for the purpose of enabling the U. G. I. holding company 
~ystem to effect partial compliance with Section 11 (b). The plan 
provided for the distribution ·to. U. G. J.'s preferred and common 
!?tockholders of .$30,600,000 in cash and' substantially all its stock
holdings in Philadelphia Electric a.nd· Public Service Corp. of New. 
~ersey, two subsidiaries with combined assets of $1,200,000,000. The 
pl~ was filed in December 1942, was approved by the Commission' 
1.1arch 18, 1943/ by the common stockholders April 19, 11:)43, and was 
declared effective as of June 18, 1943. By effecting the retirement in_ . 

. this manner of its preferred stock, U. ,G. 1. made possible the further 
distribution of investments or cash to its common stockholders. 

Subsequent to' the distribution of its interest in Philadelphia Electric 
Co. and Public Service Corp. of New Jersey, the United Gas Improve-

• ment Co. effectuated a series of trnnsactio'ns which enabled it to dis
tribute to its stockholders in ]'vfay of 1944 its holdings of the securities 
of Delaware Power & Light Co. and subsidiaries, which had consoli
dated assets oi.$52,334,642.8 

4. The Commonwealth & Southern Corp • 
. , Section 11 '(0) (1) proceedings were started with respec~ to The 
Commonwealth & Southern Corp. and its subsidiares on March 6, 
1940. This proceeding was later consolidated with Section 11 (b) (2) 
proceedings instituted on April 8, 1041. . On April 9, 1942,9 t4e Com
mission, under Section 11 (b) (2), ordered Commonwealth to reduce 
its outstanding preferred' and common stock to a single class of com
mon stock. .' Commonwealth appealed the order to the Circuit Court 
of Appeals.for the Third Circuit which, on March 31, 1943, upheld 
the Commission's order in all.respects.!O Commonwealth filed a. 
x:ecap~talization plan on April 20, 1943; designed to comply with the 
order. The pla~ as originally filed provides for reclassifying the exist
ing p!,cferred and common stocks into a' single class of new common 
. 'Holding Company Act Release No: 2500 . 

• Holdin~ Company Act Relcase Nos. 2913 and 3511. 
, e 138 F. (2d) 1010 . 
,,"Holding Company Act Release No. 4173. _ . , 
i' Holding Company Act Release No. 4505. Also see appendix table 18 for a list of the subsidiaries of 

U.G 1. -
, Holding Company Act Release No.·3432. 
10 134 F. (20) i47. 
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stock and for the distribution to its stockholders (or earlier sah;) of 
the common stock of one of its northern subsidiaries. The plan con
templates that the'remaining subsidiaries would continue to be owned 
by Commonwealth,' pending the outcome of the Section 11 (b) (1) 
prQceedings." . 

On February 26,1944, Commonwealth filed an amended plan which, 
in substance, changed two basic features of the original plan, namely 
the 80-:-20 percent plan of alIoc!J,tion was changed to an 85..,.1'5 percent 
allocation for the preferred and common stockholders, respecti~ely, 
and the proposcd' ,distribution' of the common stock of Consumers 
Power Co. was changed to the propQsed distribution of the common 
stocks of all of the northern subsidiaries to the preferred and common 
stockholders. , 

Hearings on the amended plan were concluded on March 27, 1944', 
,and the staff filed its proposed findings ori May 29, 1944, approving 
,the basic features of the amended plan but recommending that certain 
amendments be made. Briefs have been filed and oral argument held 
'on the issues involved and the case is presently under advisement' by 
,the Commission. 

Like many other holding companies, Commonwealth-has rcfinancea 
most of its utility subsidiaries and in the process has materially 
improved their financial .condition. 
5. Cities Service Co. 

On July 3, 1941, the Commission mstituted a Section 11 (b) (1) 
proceeding with respect to Cities Service Co. (Cities), the top com
'pany in this system, and all its subsidiaries. Hearings were completed 
an,d the Commission issued its opinion and order on May .5, 1944,u 
The order di~'ected Cities to comply with Section 11 (b) (1) by reducing 
the operations of its system to certain gas distribution properties 
located in the Mid-Continent section and certain gas production and 
transmission properties found ,retainable therewith. 12 The order pro- ' 
,vided; however, that the retention in the Cities' system' of all of its 
nonutiIity holdings was not foreclosed if Cities should choose to com
ply with Section 11 (b) (1) by disposing of its holdings in all utility 
holding companies. ::Subsequent to the issuance of that order, Cities 
filed a . petition requesting that the order of May 5, 1944, be supple.:: 

. men ted or modified so as to provide in substance that in lieu 'of com
pliance with the provisions' of this order Cities may cOlp.ply with 
requirements of Section 11 (b) 0) by disposing of its interests in 
utilities without prejudice to the right of Cities to apply'for an exemp~ 
tion from the provisions of the Act under Section 3, and be exempt as 
a registered holding company, after it has disposed of its interest iri. 
utilities to the extent where it becomes entitled to such exemption and 
discharge. At the end of the fiscal year no action had been taken on 
this petition. ' 

The order of May 5, 1944, w~s also directed to Arkansas Natural 
Gas Corp., a subsidiary holding company of.Cities, and required that 
company to confine its operations to the production, transmissioni 
and distribution of 'natural gas conducted by Arkansas Louisiana Gas 
Co., its only utility subsidiary, and required it to dispose of its inter": 
ests in its nonutility subsidiaries including its interests in Arkansas 
Fuel Oil Co. Arkansas Natural Gas Corp. has filed a petition ~o 

11 Holding Company Act Release No, 5028. 
" Cities Service itself has not appealed from this order. 
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review the order of the Commission in the Circuit Court for the Fifth 
Circuit, which petition was pending at the end of the fiscal year. 

On March 4, 1940, the Commission instituted a proceeding under 
Section 11 (b) (1) with reference to the' hold4Ig .company system of 
Cities Service Power & Light Co .. (Power & Light), prmcipal hblQiilg 
company of Powpr & Light. The Commission's decision in that case 

. ,was issued on August 17, 1943/3 and required Power & Light. to con
fine its operations to the-electric utility business 'conducted by certain 
subsidiaries in the State of Ohio. The order also required Federal 
Light & Traction Co. to confine its operations to certain electric 
utility businesses conducted by subsidiaries in the States of New 
Mexico and Colorado . 
. In compliance with the requirements of that order, Power & Light 
has disposed of its interests in several subsidiaries, the principal one 
being Public Service Co. of Qolorado and its subsidiaries,14 and Federal 
Light & Traction Co. has disposed of its interestR in Olympic Public 
Service Co. and Rawlins Electric CO.15 

By order dated August 29, 1942, a proceeding was instituted under 
Section 11 (b) (2) respecting Power & Light and certain of its sub
sidiaries. In December 1943 Power & Light filed a Section 11 (e) plan 
designed to effect. partial compliance with Section 11 (b) (2). On 
March 14, 1944, the Commission approved 'the plan which included 
a proposal to retire the publicly held senior securities of Power & Light 
through the use of treasury cash (obtained principally through sales 
of subsidiaries) and a $20,000,000 short term bank loan.16 Reference 
has already been made above concerning the reorganization of Empire 
Gas and Fuel Co. under Section 11. 
6. Associated Gas & Electric Co. 

The Commission, on September 4, 1941, instituted a Section 11 (b) 
(1) proceeding with regard to the' trustees of Associated Gas mid 
Electric Corp. (Agecorp) who con trolled, directly or indirectly, 175 
subsidiaries of which 68 were public utilities as defined by the Act. 
To meet the issues raised by the Commission the trustees proposed to 
create out of the system 4 groups of properties toi be disposed of as 
units in the liquidation of Agecorp. One of these 4 groups of properties 
is located in Florida and Georgia, while the other 3 are in New York, 
Pennsylvania, and New Jersey. . . 

On August 13, 1942, the Commission issued an 'order requiring the 
trustees tO,divest themselves of all interest in a long list of utility and 
nonutility companies, reserving for future consideration questions. 
relating to. the composition of the groups of properties as single 
integrated systems, additional systems, and permissible nonutility 
businessesY The trustees filed a petition for leave to file an amended 

, supplemental answer relative to' the retainability of certain additional 
'properties and companies in each of the four groups. On February 17, 
1944, the Commission permitted rE:lspondents to file the amended 
supplemental answer and adduce additional' evidence in, regard to 
the issues thus raised. r . 

On February 3, 1941, the Commission initiated Section 11 (b) (2) 
proceedings with respect to General Gas and Electric C~)fp. (Gengas), 

"Holding Company Act Release No. 4489 . 
.. Holding Company Act Release No. 4699. (CommiSsioner Healy dissented.) 
.. Holding Company Act Release No. 4820. 
,. Holding Company Act Release No. 4944. 
17 Holding Company Act Release No. 3729. 
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a registered, holding 'company subsidiary of Agecorp.18 Subsequently, 
Section 11 (e) plans for the reorganization of Gengas were filed by 
Gengas 19 and by Agecorp,29 ~he hearings on which were consolidated 
.with ;the Section 11 (b) (2) proceedings. After the close of the fiscal 
year a revised plan was filed jointly by Agecorp and Gengas.21 This 

'plan, provided for the distribution by Gengas of certain assets among 
its public security holders, after Which there would remain no claims 
against Genga$ except those held by the trustees of Agecorp, who 
proposed to turn in all their securities of, and claims against, Gengas 
and receive in exchange an 'entire issue of new common stock. Hear
ings on the joint plan have been completed and the matter is under 
advisement. ' 

Section 11 (b) (2) proceedings were directed to Virginia Public 
Service Co., a subsidiary of Gcneral Gas and Electric Corp. (Gengas), 
on August 12,1941, raising,among others, the issue as to whether the 
voting power was fairly a:n.d equitably distributed among its security 
holders. In answer to these proceedings, Virginia filed a Section 11 
(e) plan which, after modification, was approved by the Commission 
on' November 2, 1943.22 Subsequently, however, on April 29, 1944', 
the Commission issued an order granting applications and whereby, 
among other things, Virginia was merged with Virginia Electric and 
Power Co., a subsidiary of Engineel's Public Service Co., a non-
affiliated registered holding company.23 , 

On February 10, 1943, the Commission instituted Section 11 (b) (2) 
proceedings with regard to Georgia Power & Light Co., another sub
sidiary of Gengas. On April 24, 1944, Georgia, together with 'its 
parent, Gengas, and an associate company, 'Florida Power Corp., 
filed a joint application-declaration wherein, among other things, 
Georgia was to be recapitalized. It is proposed that Florida donate 
$1,400,000 in cash to Georgia. These funds are to be used in part to 
reduce the mortgage debt of Georgia and provide for a cash settlement 
in the amount of $150 a share in full satisfaction of the interests of the 
public holders of the preferred stocks of Georgia. The matter was 
pending at the close of the fiscal year. , 

On September 29, 1943, the Commission instituted 11 (b) (2) pro
ceedings with regard to Tide Water Power Co., another subsidiary of 
Gengas, raising, among others, the issue as to, whether the voting 
power of Tide Water was f~irly and equitably distributed among its, 
security holders.24 An answer and a supplemental answer were filed, 
and hearings were held. Subsequent to the end of th,e fiscal year, 
the COIJ?mission issued its findings and opinion and order directing 
Tide Water to file a plan, providing, among .other things, for a re
capitalization of the company by substituting for the present classes 
of stock a single class of common stock.25 On August 11, 1944, Tide 
Water filed a plan providing, among other things, for its recapitaliza
tion to comply with the Commission's one-stock order. After hearing, 
the plan was approved subject to reservation of jurisdiction as to the 
percentage of the new common stock issued to b'e received by Gengas.26 

18 Holding Company Act Release No. 2543. 
"Holding Company Act Release No. 2598, March 7,1941. 
JO Holding Company Act Release No. 4382, June 24, 1943. 
II Holding Company Act Release No. 5228. 
b For the history of these proceedings, see Holding Company Act Release Nos. 4823, 3562, 4618, 4654. 
II Holding Company Act Release No. 5021. " 
,.,Holding,Company Act,Rrleaee,No. 4594. 
21 Holding:Oompany' .A:ct:Release No. 5238. 
II Holding Company Act Release No. 5512. 
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, On June 1:1, -1943, a thoroughgoing reorg~ni'zation plan was filed 
-jointly by the Trustee of _Associated Gas apd Electric Co. and the 
trustees of Associated Gas and Electric Corp.27 The plan, filed pur
suant to Section 11 (f) of the f\.ct, was,designed to extricate these com
.panies ~rom barikruptcy proceedings which have been pending since. 
January 10,1940, in the United States District Court for the Southern 
pistrict of New York under Chapter X of the Bankruptcy Act and to 
compromise and settle the respective rights of th~ security holder_s of 
,the two companies to the assets nominally held by' Agecorp alone. 
Extensive hearings'were held and oral argument heard. On April 
.)4, 1944, the Commission entered an order approving the plan.28 

After the close of the fiscal year, the plan was also approved, pursuan~ 
, ,to Chapter X of the Bankruptcy Act, by the United States District 

Court for the Southern District of New York. An app~al was taken 
:to _the Circuit Court of Appeals for the Second Circuit and was 
'argu'ed' on December 8, 1944. 

On'September 30, 1941, the Commission instituted proceedings 
under Section 11 (b) (2) with respect to New England Gas and Electric 
Association (Negea), a registered holding company. Subsequent'to 
the close of the hearings but prior to a final or_der of the Commission, 
the Trustees of Ageco and Agecorp and a, subsidiary company in the 
Associated system instituted suits in both a State court and a Federal 
-court; in Massachusetts agains~ Negea, The suit in the State court 
involved consideration of the'status of indebtedness, in the amount 
,of $14,583,290, which had been cancelled in 1930 through the issuance 
by N egea of equity securities. The suit in the ,Federal court involved 
an accounting for alleged profits received by N egea in, and resulting 
from, the transfer of certain stock and. indebtedness of Electric Asso
ciates, Inc. from Agecorp to Negea in 1932. 

It appeared to the Commission that the subject matter of the suits 
against N egea were relevant to any determination of a proper alloca
tion of securities under any plan of recapitalization of N egea. Hence, 
on February 17, 1943, the Commission instituted further proceedings 
under various section~ of the Act, including Section 11, for the purpose 
of determining (1) .whether, and to what extent, the trustees of Ageco 
and Agecorp and)ts subsidiary had valid claims against N egea, and 
(2) in the event that any claims were deemed to be valid, the rank of 
such claims in relation to the claims of publicly held securities of 
Negea.29 ' 
. The issues in this matter were subsequently broadened to include 
consideration of whether and to what extent the trustees of Ageco 
ltnd Agecorp, and their subsidiaries, have claims against Negea for_ 
unj ust enrichment as the result of any transfers or diversions to N egen._ 
of assets of the Associated system. Hearings in the matter have been 
~ompleted and argument was heard. At the close of the fiscal year 
the Commission's findings and opinion and order were in preparation. 
F'!:" ' 

-7. Standard Power and Light Corp.-Standard Gas and Electric Co. 
~-,On March 6, 1940, the Commission instituted proceedings pursuant 

_ to Section 11 (b) (1) with regard to Standard Power and Light Corp~ 
(Standard Power) and Standard Gas'and EleCtric Co. (Standard Qas) 
and their subsidiaries, and on June 5,1940, pursuant t() ,Section 11 (b) 

17 Holcling Company Act Release No. 4399. 
18 Holcling Company Act Release No, 4985. 
"Holding Company Act Release No. 4124. 
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E2) with respect to Standard Power.' At subsequent hearings counsel 
for Standard Power acknowledged that the Company performed no 
useful functions and on June 19, 1942, the Commission ordered it,'tQ 
liquidate ~nd its existence terminated.30 A~ter the close of the fiscaJ 
year, the Commission approved a dissolution plan ,f9r Standard 
Power filed jointly by Standard Power and Standard GasY ',: ; 
, Standard Gas, under date of March 24, 1943, filed a plan Pllrsuant 
to Section 11 (e) for the purpose of enabling it to comply' with the 
provisions of Section 11 (b) and on the same date the Commission
instituted pl~oceedings "pursuant to Section 11 (b) (2), 15 (f), and 20 
(a) and directed' consolidation of the two' hearings. Hearings wen~ 
completed, briefs submitted, oral argument ,heard, and under date 
of May 31, 1942, the Commission issued findings and, opinion 32 
stating that it could not make the findings necessary for approval'of 
the plan, for the reasons stated therein. It withheld ent~ring its 
order for 90 days to give Standard Gas an opportunity to file a~ 
amendment in accordance with views expressed in the findings and 
opinion. Subs~quent to the end of the fiscal year, Standard Gas 
submitted an amended plan providing for the distribution of its 
holdings in all its subsidiary companies except Philadelphia Company 
(selected a's its principal system), Louisville Gas and Electric Co; 
(Delaware), Louisville Gas and Electric Co.' (Kentucky), Wisconsin 
Public Service Corp., Public Utility Engineering and Service Corp. 
and a foreign subsidiary. ,An amendment to, the amended plan 
provides for the, distribution of the securities of WiscoI;J.sin Public 
Service Corp. (Holding Company Act Release No. 5279.) This 
plan was approved by the Commission in its 'Findings and Opinion 
dated November 18, 1944.33 ' 

On June 5, 1942, Northern States Power Co. (Delaware) filed its 
plan of liquidation pursuant to Section 11 (e) and on the same date 
the Commission instituted proceedings pmsuant to Section 11 (b) (2) 
and other sections of the Act with respect to that Company and each 
of its subsidiary companies. Hcm:ings were hcld, subsequent to 
which the Company submitted an amended plan, upon which'cxtensive 
hearings were also hold, briefs submitted, and argument heard .. , The 
decision of the Commission is pending., ' 
, On Jlme 30, 1942, Southern Colorado Power Co., 'a subsidiary of 
Standard Gas, filed a plan pmsuant to Section 11 (e) for recapitali
zation and, on July 2, 1942, tho Commission instituted proceedings 
undor Section 11 (b) (2) and ordered consolidated hearings thcreon. 
On August 3, 1943, the Commission approved the plan subject to 
certain modifications, which wore satisfied by amendments filecl 
October 21, 1943. The amended plan was approved by the Commis
sion on November 24, 1943,34 and by the United States District Court 
in Colorado on December 31, 1943.35 Appeal was taken therefrom 
to the United States Circuit Court of Appeals for the Tenth Circuih 
which ,has rendered its decision upholding 'the Commission's approval 
of the, plan. 

o .0 Holding CO!llpany Act Release No, 3607. 
11 Holding Company Act Release No, 5B?,". 
II Holding Company Act Release No, 5070. 
33 Holding Company Act Release No, 5430. 
U Holding Company Act Release No, 4501. 
101 Enforced without opinion. 
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8. Columbia Gas & Electric Corp. 
Proceedings initiated by the Commission on August 25, 1941, with 

regard to Columbia Gas & Electric Corp. (Columbia) and several of 
its' subsidiaries, including Columbia Oil & Gasoline Corp., pursuant 
to Sections 11 (b) (1) and 11 (b) (2), were consolidated with a Sec':' 
tion 11 (e) plan by order dated July 14, 1942. The plan involv,ed, 
among other things, the sale by Columbia Oil & Gasoline Corp. 
(Columbia Oil), a subsidiary of Columbia, of its interest in Panhandle 

-Eastern Pipe Line Co. (Panhandle), the transfer of its five oil and 
gasoline subsidiaries to Columbia Gas, and the liquidation of Co
lumbia Oil. The C9mmission in an order 36 and opinion 37 dated Oc
tober 2, 1942; approved the plan. On March 23, 1943, the United 
States Circuit Court of Appeals, Third Circuit, affirmed the Com
mission's order 38 and 6 days later the United States District Court 
for the District of Delaware entered its order approying the plan.39 

Columbia's relationships with certain of its !3ubsidiaries had involved 
it in a long series of legal difficulties. Among other results, -consum
mation of Columbia's plan had the effect of divorcing Panhandle from 
the Columbia system, a step which the Commission had found to be 
necessary to effectuate the provisions of Section 11 (b) (1), extricated -
some of the companies and other interested parties from problems 
which they faced under the antitr.ust laws, and terminated a complex 
tangle of private litigation.' ,- . 

, Further proceedings were instituted by the Commission on May 2, 
1944, with regard to Columbia and its remaining subsidiaries pursuant 
to Sections 11 (b) (1) and 11 (b) (2). Initial hearings were held 
before the Commission on June 15, 1944, at which time various sug
gestions as to 'methods of compliance by Columbia with Section 11 ' 

. (b) were made by the parties. Subsequent to this heari.n~, and after 
conferences among members of the staff of the Public Utilities Divi
sion and certain of the parties to the proceediI?-gs, Columbia requested 
the -Commission to issue its tentative conclusions as to the status .of 
Columbia in relation to the requirements of Section 11 (b) (1). The 
Commission acquiesced in this request, and on August 10, 1944, is-

_ sued its tentative conclusions.40 Subsequent to -the close of the fiscal 
year, the Commission issued its findings, opinion, and order in this 
matter 41 in which it found that Columbia Gas could retain the dis-

, tribution operations of the Charleston, Pittsburgh, and Columbus 
groups of properties as well as the production and tran~mission prop
erties owned and operated by the companies within each such group. 
The Commission further held that certain other properties, including 
the properties owned by the Cincinnati Gas & Electric Co. and the 
Dayton Power & Light Co., were not retainable and should be di
vested. Jurisdiction was reserved as to the retainability of certain 
other designated properties. 
9. Niagara Hudson Power Corp. 

The Commission instituted Section 11 (b) (2) proceedings in Au
gust 1942 with respect to Niagara Hudson Power Corp." Buffalo, 
Niagara and Eastern Power Corp., and' their subsidiary companies . 

•• Holqing .Company Act Release No. 3829. 
37 Holding Coinpany Act Release No. 3885. 
a. 1~4 F. (2d) 822.- ' 
3D 50 F. Bupp. 965. • 
to Ho\lling Company Act Release No. 5213. 
II Holding Company Act Release No. 5455. 
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During the course of the hearings, the Commission held a p~blic con
ference to explore the means whereby' dividend payments on the 
preferred stocks of the two holding companies in the system, which 
were di!?continued in the faIt of 1942, could be resumed. The man':' 
agement formulated an over-all plan of reorganization, filed in June 
1943 tinder Section 11 (e) of the Act, providing for the consolidation 
of the principal public utility companies in the system and Buffalo; 
Niagara and Eastern Power Corp. into one operating company', and 
the dissolution of Niagara Hudson Power Corp. The plan further 
provided for the payment in cash of all accrued and unpaid dividends. 

On January 21, 1944, the New York Public Service Commission 
denied the petition of the companies invoJyed to consolidate as con
templated by the plan. The Securities,and Exchange Commission on 
June 19, 1944 denied the application of Buffalo, Niagara and Eastern 
Power Corp., a subsidiary of Niagara Hudson, for exemption as a
holding company from the provisions of the Act insofar as applicable 
to the provisions of Section 11 (b) (2), and further ordered that 
Buffalo, Niagara & Eastern change its capitalization by l;iubstit]lting 
for its. outstanding $1.60 cumulative preferred stock, class A stock 
and common stock one class of stock, namely, common stock.42 The 
order further required that appropriate voting rights be extended to 
the $5 preferred stock of Buffalo, Niagara & Eastern. 
10. International Hydroelectric System. 

Proceedings under Section 11 (b) (2) of the Act involving Interna
tional Hydroelectric System (IRES) were instituted on June 177 
1940. IRES is ~ Massachusetts trust which owns directly the 
equity in New England Power Association, also a registered holding 
company, the equities in Gatineau Power Co., a Canadinn public 
utility company, and in t'Vo wholesale electric utilities operating in 
the United States. 

On January 17,1941, the Commission ordered that all of the common 
stock and all of the class B stock of IRES held by certain trustees 
for the benefit of International Paper Co., and International Paper' 
&PowerCo. be surrendered to IRES for cancellation, the Commission 
having found such stocks to be of no value.43 On June 18, 1941, -
this order was complied with by th~ trustees and the class B and_ 
common stocks were thereafter cancelled. 

On Jury 21, 1942, IRES itself was ordered to liquidate and dissolve, 
the Commission finding that IRES performed no useful function and 
~onstituted an unnecessary complexity in the system.44 

On March 17, 1943, the Commission, pursuant to Section 11 (b) 
(2), ordered that Massachusetts Utilities Associates Common Voting 
Trust be liquidated and dissolved and that Rhode Island Public 
Service Co., Massachusetts Utilities Associates, Massachusetts 
Power & Light Associates and ,North Boston Lighting Properties 
be eliminated as subholding companies in the New England Power 
Association and IRES system.45 , 

, Paul H. Todd, a sLockholder and director of IRES, -filed petitions. 
on September 19, 1942, and December 20, 1942, in the United St'ates 
Circuit Court of Appeals for the Si.xth,Circuit, for the review of the 
Com'mission's order of July 21, 1942,:direct,ing the liquidation a~d 
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dissolution of IRES and ° asking. the court to remand the proceedings' 
to .the Commission for further investigation of certain alleged rights 
of action of IRES against Intemational Paper Co. The Com-
niission. contended that- dissolution was the' appropriate action in° 
th(l light of the. applicable statutory standards and that the alleged 
<Haims· agaiIist Paper Co. would be fully explored, but that such 
exploration was not a necessary prerequisite to the issuance of the 
dissolution order. IRES intervened in the review proceeding and 
supported .the validity of. the Commission's order. The court 
dcnied the application to adduce additional evidence and dismissed 
the petition' for review, thereby sustaining the Commission's order.46 

. In July 1943 IRES notified othe'Commission that because of the 
asserted claims agninst Intcmational Paper Co., former parent of 
IRES, and the imminence of the maturity of its bonds, it' would 
be impossible for it to comply with the Commission's order of July 21, 
1942, :with?u~ the aid of court enforcement, thus virtually inviting 
the CommIssIOn to apply to the court. On August 12, 1943, the 
Commission instituted a proceeding pursuant to Section 11 (d) of 
t.he Act in the United States District Court for t.he District of Mnssa
chusetts to enforce compliance with its liquidation order, and on 

-Octobero 11, the court took' jurisdiction over IRES and its assets 
and appointed. a special counsel to investigate the claims asserted 
against Intemational Paper Co. This investigation is still in progress; 
. On March 6, 1944, New England Power Association and its sub
sidiary holding companies· filed an application for approval of a plan 
of simplificat.ion of the New England Power Association holding 
company system for the purpose of complying with the simplification 
provisions of Scction 11 (b) (2) of the Act and with the Commission's 

_ order of March' 17; 1943. This plan provided for the elimination 
of the Massachusetts Utilities Associates Common Voting Trust and 
for the substitution of a single holding company in lieu of New Eng
land Power Association, Rhode Island Public Service Co., Massa
chusetts Utilities Associates, Massachusetts Power & Light Asso
ciates, and North Boston Lighting Properties. Hearings on the 
plan were completed shortly after the termination of the fiscal year. 
U. The Middle West Corp. 

The Commission instituted Section 11 (b) (1) proceediI}gs with 
rega.rd ·to The Middle West Corp. (Middle West) and its subsidiaries 
on March 1, 1940. OJ? January 24, 1944, the Commission order'ed 
Middle West to sever· its relations with it.s subsidiary companies, 
~xcept Central Illinois Public Service Co., and its subsidiaries, Ken
tucky Utilities Co., South Fulton Power & Light Co., Old Dominion 
Powcr Co., and Dixie Power & Light CO.47 On May 9,1944, a rehear
ing was gran'ted to permit the introduction of further evidence with 
respect to the question of what constitutes the int.egrated system of 
Central & South West Utilities Co. (Central) and with respect to the 
retllinability of the other businesses of the following subholding com-· 
_pllnies, American Public Service Co. (American), Arkansas-Missouri 
Powoer Cor.p., 'and Central. Hearings with respect to the issues of the' 
rehearing have been completed and arguments have been presented. 
Sales by Middle West of its subsidiaries,' Kansas Elect~ic Power 

"137 F. (2d) 475 (C. C. A. 6, 1943). 
" Holding Company Act Release No. 4846. 
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.00.,48 and Missouri Gas & Electric Service 00.,49 w'ere approved by the' 
Commission oil August 31,1943, and December 27,1943, respectively:' 
Sale of the gas properties of Southwestern Gas & Electric Co., was' 
approved September 29, 1943.60 

• 

In February 1940, Central and American, two subsidiaries of Middle' 
West, filed a joint application proposing a consolidation of the two; 
companies. On December 5, 1940, the Commission instituted pro-' 
ceedings under Section 11 (b) (2) and ordered.that the hearings of the.' 
two cases be consolidated. The consolidation issue in the case cen-', 
tered around the question of whether the new corporation should ,issue' 
any prefen-ed stock. The proponents of the plan submitted by the" 
companies contended that prefen-ed stock was necessary in the new 
company in order to preserve the priorities of the holders of the prior' 
lien and preferred stocks of Central and the preferred stock. of Ameri.: 
ca,n. "The Commission on June 4, 1942, ruled that the new corpora-) 
tion could have only comnion ~tock.51 The respondents filed a peti
tionJor review in the United States Court of Appeals for the District:: 
of C9lumbia, which upheld the Commission in its, opinion of June 7; 
1943.52 On August:2, 1943, Central and American filed an nmended 
plan of merger to be effectuated through the issuance of a single class' 
of capital stock. Hearings on this matter have been held. 
, The Commission on June 9, 1941, instituted pr9ceedings pursuant to, 

Section 11 (b) (2) which raised issues as to the equitable distribution 
of voting power among security holders of the North West Utilities' 
Co. (North West) system, and also as to the continued existence or 
North West. The proceeding was consolidated on June. 11, 1941,: 
with a plan of recapitalization of North West which had been sub-: 
mitted by N orth West; and Middle West. The Commission Qn 
September 10, 1943,held that the proposed plan of recapitalization 
fell short of effectuating the provisions of Section 11 (b) and ordered, 
that North West be liquidated.53 -
12. The United Light and Power Co. 

Three major Section 11 proceedings involving The United Light and, 
Power Co. (United Light) were consolidated in 1941, namely: a 
Section 11 (b) (1) proceeding instituted on March 8, 1940, proceedings 
with respect to a recapitalization plan filed by United Light, and 
Section 11 (b) (2) proceedings started December 6, 1940. ' 

United Light is the topholdiI1g company astride t~o subsidiary 
tiers of holding companies in an· excessively pyramided holding' 
company system. United Light performs no necessary or useful 
function. No dividends have been paid since the first quarter of, 
1932 on its outstanding $60,000,000 preferred stock issue. Under 
the standards of Section n, its liquidation was nccessary and was 
ordered by the -Commission. 54 The company subsequently filed a 
number of applications covering action necessary to accomplish, 
liquidation, now in its final stage. One of the most important steps 
involved the distribution by United Light of its principal asset, 11.11 
of the common stock of Il, subsidiary holding company, The United 
Light and ,.Railways Co. (Railways), to the preferred and common 

.. Holding Company Act Release No. 4532. 
ti Holding Company Act Release No, 47~2. 
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stockhold~rs of United Light on a fair and. equitable basis. Th'e 
original plan filed by the company provided that 91.2 percent of the 
common stock of Railways should be distributed to the preferred 
stockholders of United Light and 8:8 percent to the common st-ock
holders. In an opinion'rendered April 5, 1943, the' Commission dis
approved this distribution, but approved, the plan when it was 
amended to allow the preferred stockholders approximately 95 percent 
of Railways' common.55 Commissioner Healy dissented on the ground 
that the preferred stockholders were entitled. to receive all the assets. 
The order of the Commission approving the plan-of distribution was 
confirmed by Judge Leahy of the United States District Court of 
Delaware on June 30, 1943, and was affirmed by the United States 
Circuit Court of Appeals, Third Circuit, on April 10, 1944.56 A 
petition for certiorari in ~he United States Supreme Cou:r:t was granted 
on June 12, 1944,51 , 
, The United Light and Power systemhas,taken several major steps in 

compliance with the Section 11 (b) (1) order which the, Commission 
issued with respect to this system on August 5, 1941.58 United Light 
and Railways Co., on September 12, 1941, sold its stock interest in 
Northern Natural Gas Co. to underwriters for resale. Proceeds from 
the sale, $10,533,000, were applied on the purchase from United Light 
of common stock of Iowa-Illinois Gas & Electric Co. in order to facili
tate the dissolution of United Light. A number. of other divestments 
of properties by subholding companies in this ,system, inc~uding. the 
sale on October 24, 1942 by American Light & Traction Co. of its 
holq,ings in San Aptonio Public ,Service Co., are sUl1).marized' in ap
pendix table 17. 
13. American Water Works and Electric Co .• Inc. 

This .was the first registered holding company to file a corporate 
simplification plan pursuant to Section 11 (e). The plan contemplated 
the elimination of several "second degree" holding company r~lation-' 
ships, the continuance of which is forbidden under the terms of 
Section 11 (b) (2) of the Act. Its consummation was contingent upon' 

,the accomplishment of certain refinancing. No change in the actual' 
physical utility properties of the system was involved. The C~m
mission approved the plan on December 31, 1937, reserving for future 
consideration the question of adju!Stments of write-ups of ~ystem' 
properties and investments: 59 The refinancing was postponed because 
of changed market conditions, and the major simplification provisions 
of. the plan have not been put into effect. 
14. Engineers Public Service Co. 

, Section 11 (b) '(0 proceedings were instituted with regard to Engi
neers Public Service Co. (Engineers) and its subsidiaries on February 
28, 1940. On July 23, 1941, the Commission ordered Engineers- to 
dispose of its interest in Puget Sound Power & Light Co., and the Key 
West, Electric Co., and on the same· date initiated Section 11 (b) (2) 
,proceedings against the Western Public Seryice CQ. (a Maryland, 
corporation), a subsidiary of Engineers.6o " Oli Deeember'29, 1941, the 
-------'------ ' 
"R olding Compa'ny Act Release No, 4215. ' , '. 
" In re Securifies and E:rchange Commi ... 'io71 (Otis & Co, intervener) 142 F. (2d) 411 (1944). 
" The Supreme Court has rendered its decision affirming the Commission's approval of the plan (three 

Justices disspntin!(). 65 S Ct. 483 (1945), 
'S Rolding Company Act Release No, 292.1 (9 S, E. C. 833). 
" 2 S. K C, 972, 
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Co~mission approved the sale of Western's Nebraska and South 
'Dakota properties,61 Western then redeemed its publicly held securi
ties and liquidated. Its remaining properties were acquired by 
Western Public Service Co., a Delaware corporation (Western, ·Del.), 
a newly formed subsidiary of Engineers, which also -acquired the 
securi ties of Western's subsidiaries, Northern Kansas Power Co., 
and Missouri Service Co. Engineers accepted an order to divest 
itself of the properties owned by Western, Del., and by Northern 
Kansas Power Co., and Missouri Service Co. On September 16, 
1942, the Commission ordered the divestment of the remaining 
properties in the Engineers system except the electric utility proper
ties of Virginia Electric and Power Co., allowing Engineers, however, 
15 days within which to petition for leave to retain instead the electric 
utility properties of Gulf States Utilities CO.62 Engineers appealed 
,to the United States Court of Appeals for the District of Columbia.63 

On November 22, 1943, the Court of Appeals for the District of 
Columbia rendered an opinion upholding the Commission's order in 
most respects but setting it aside upon the ground that the Commis
sion had misinterpreted the so-called "incidental business clause" of 
Section 11 (b) (1). The Court intimated also that Engineers must be 
given a further right to designate the principal integrated utility'sys
tern which it desired to retain. Both Engineers and the· Commission 
filed petitions for writs of certiorari in the Supreme Court of the United 
States. On June 5, 1944 the petitions were granted and the matter 
is now pending in the Supreme Court. -

Meanwhile, Engineers has divested itself of its interest in Puget 
Sound Power & Light Co., Key West Electric Co., El Paso Natu
ral Gas Co., EI Paso &- Juarez Traction Co., Baton Rouge Bus Co., 
Inc., and the transportation businesses conducted by EI Paso Electric 
Co., (Texas), and Virginia Electric & Power Co.,_ On April 29, '1944, 
the Commission entered an order permitting Virginia Electric and 
Power Co.,' a former 'subsidiary of Associated Gas and Electric Cor
poration and of General Gas & Electric Corp. 

15. The United Corp. 

On July 28, 1941, the Commission instituted proceedings under 
Sections 11 (b) (1) and 11 (b) (2) with respect to the United Corpora
tion, and- consolidated suelf proceedings for hearing with United's 
Section 11 (c) plan filed in March 1941. In its plan, United proposed' 
to reduce its holdings in each of its statutory stibsidiaries to less than 
10 percent of the outstanding voting securities when such reduction 
'Yould be advantageous in the opinion of its management. Pending 
such redue.tion, United proposed to refrain from voting the securities 
without the prior approval of the Commission. The predominant 
portion of United's portfolio comprises the common stocks of four 
holding company subsidiaries: The United Gas Improvement Co., 
Public Service Corp. of New Jersey, Niagara Hudson Power Corp., 
and Columbia Gas & Electric Corp. On August 14,1943, after exten
sive hearings, the Commission disapproved United's plan, and, 
pursuant to Section 11 (b) (2); ordered that United change its existing 
capitalization to one class of stock and cease to be a holding company.54 

61 Holding Company Act Release Nos. 3230 and 3245. 
"Holding Company Act Relpase No. 3796. . 
" For the court's opinion. rendered on Novcmber 22, 1943, see summary of litigation infra. 
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On June 27, 1944, the United Corp. filed a plan pursuant to Section 
11 (e) which provided for the exchange of substantially'all of its 
holdings of the common stocks of Philadelphia Electric Co. and 
Dehnvare Power & Light Co.; plus cash for approximately one-half of 
its outstanding preferred stock.65 The plan was subsequently 
amended to provide for the exchange of only the Philadelphia Electric 
common stock and an increased amount of cl;tsh. The plan,· as 
amended, was approved by the Commission on November 24, 1944,66 
and has since been consummated. 
i6. Midland United Co. and Midland Utilities Co • 
. 'On February 19, 1943, a reorganization plan, as amended, for Mid

land United Co. and its subsidiary, company, Midland Utilities Co., 
was filed, pursuant to the requirements of Section 11 (f) of the Act, 
by the trustee of Midland United Co. Hearings on that plan were 

_ held from time to time. On September 20, 1943, a separate plan for' 
the reorganization of Midland Utilities Co. alone was filed by the 
trustees of Midland Utilities Co. .Thereafter, on November 9, 1943, 
a plan of reorganization for both Midland United Co. and Midland 
Utilities Co. was filed jointly by the trustee of Midland United Co. 
and the trustees of Midland Utilities Co. Hearings were held, briefs 
were filed by a nrnrber of interested persons, and oral argument 
heard on May 15 and May 16, 1944. On September 27, 1944, the 
Commission entered its preliminary findiIigs and opinion approving 
this joint' plan subject to certain conditions (Holding Company Act 

. Release No. 5317). The trustees of the two estates· having' filed an 
amended plan satisfying the conditions, an order approving the 
amended plan was entered on October 5, 1944, and the definitive 
findings and opinion was filed on October 24, 1944 (Holding Company 
Act Release Nos. 5335 and 5317A). The reorganization court also 
found 'the amended joint plan fair and equitable and feasible, and on 
December 11, 1944, filed its order approving the plan. On December 
22, 1944, an appeal was taken to the Circuit Court of Appeals for the 
Third Circuit. 
17. Standard Oil Co. (New Jersey) 
. , Subsequ~nt to the denial by the Commi~sion of an application by 
Standard Oil Co. (New Jersey) for an exemption from the provisions 
of the' Act pursuant to Section 3 (a) (3), on the ground that it was 
"only incidentally a holding company" with respect to four gas utility 
subsidiaries,67 Standard Oil conceded that, under the requirements of 
Section 11 (b) (1), it could not retain its interest in both the petroleum 
and natural gas utility business .. The company thereupon elected to 
divest itself of control of its gas utility subsidiaries. As a preliminary 
step thereto, Standard Oil caused Consolidated Natural Gas Co. to be' 
organized and to -register under the provisions of the Act. Thereafter, . 
on' August 12, 1943, Standard Oil also filed notification of registration 
as a holding company . 
. On October 11, '1943, the Commission issued its order approving a 

joint 11 (e) plan filed by Standard Oil and Consolidated providing 
"for the transfer to Consolidated of all the outstanding stock of Stand
ard Oil's four gas vtility subsidiaries, Hope Natural Gas Co., East 

.. Holding Company Act Release No, 4870. 
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,Ohio Gas Co., Peoples Natural Gas Co., River ,Gas Co., and the 
stock of New York State Natural Gas Corp., a nonutility pipe-line 
subsidiary, in exchange for all of the capital 'stQck of 'Consolidated. ' 
The latter stock was then distributed to the common stockholders of 
Standard Oil as a dividend, and ,subsequent to such distribution 
Standard Oil was declared not to be,a holding company under theAct. 
18. New England Public Service Co. ' 

On May 2, 1941, the Commission issued an order pur~uant to' 
Section 11 (b) (2) directing New England Public Service Co.' tn' re
capitalize on a 'one-stock basis or toliquidate. On December~, 1941, 
the company filed a plan for compliance 'Y,ith this order, involving, 
among other things, the elimination of two, public utility operating 
'companies and the distribution of all its holdings in the remaining 
public utility subsidiaries to its security ,holders. During a previous 
fiscal year, one public utility operating company" (Cumberland 
County Powel:' & Light Co.) had been eliminated by merging it into 
Oentral Maine Power Co. During the past fiscal year"a Section ll' 
(e) plan was filed for the purpose of eliminating Twin State Gas 
~ Electric Co: by calling its preferred stock and conveying its New' 

. Hampshire properties to Public Service Co. of New Hampshire and 
'its Vermont propel ties to Central Vermont Public Service Corp. 
This plan was approved by the Commission in its order of November 
25, 1943.68 

19. Federal Water and Gas Corp. 
- On D,ecember 31, 1942, proceedings were instituted by the Com

mission against Federal Water & Gas Corp. (Federal) and its sub
sidiaries under Sections II (b) (1) and II (b) (2). On the same date, 
Federal and certain of its subsidiaries filed a plan under Section II (e) 
for the purpose of complying with Section II (b), which plan, in 
general, provides for the disposition by Federal of all its interests in 
subsidiary companies and its' subsequent elimination either by dis
solution or by merger with an appropriate company, the recapitaliza
tion of certain subsidiaries, and the elimination of certain other un
necessary subsidiaries. On February AO, 1943, the Commission 
approved Federal's plan and directed in general 'that stegs be taken 
to carry out the provisions of the plan.69 Among other things, the 
Commission's order directed Peoples Water and Gas Co., Scranton
Spring Brook Water Service Co., and New York Water Service Corp. 
be recapitalized. In addition, Federal, Pennsylvania Water Service 
Co., and Scranton-Spring Brook Wllter Service Co. were directed to 
caUSA the elimination of Pennsylvania Water Service Co. and the 63 
inactnre subsidiaries 'of Scranton~Spring Brook Water Service Co. 
Since the entry of the afore-mentioned order Federal has sold its 
interests in one subsidil\ry, has caused another subsiCiiary to dispose 
of part of its properties; and has caused Scranton-Spring Brook Water 

'Service to eliminate 62 of that company's 63 inactive subsidiaries. 
In addition, N ew York Water: Service Corp'. and Scranton-Spring 
Brook Water Service Co. have filed recapitalization plans' under 
Section II (e) of the Act which are presently pending before the Com-" 
mission. . . 

os Holding Company Act Release No. 4711. 
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20 .. Ogden Corp. 
Ogden Corp. (Ogden) is the successor co.rporation to Utilities 

Power & Light Corp., which went into bankruptcy in 1937. The 
plan of reorganization of the latter company, approved by this Com
mission in 1939 70 and approved and confirmed by the, United States 
District Court for the Northern District of Illinois in 1940, provided, 
among other things, that Ogden, the successor, would take the neces
sary steps to divest itself of all int.eJ;"ests in utility companies. .-
; Proceedirigs initiated by the Commission on March 22, 1943, with 
regard to Ogden and certain of its subsidiaries, pursuant to Sections 
11 (b) .(1) and 11 (b) (2), were consolidated with a Section 11 (e) 
plan of Ogden. On May 20, 1 ~43, the Commission entered an' order 
approving certain provisions of the plan, and directing that certain 
~teps, provided for in the. plan, be taken in order to achieve compliance 
with Sections 11 (b) (1) and 11 (b) (2).71 Ogden was ordered, among 
other things, to divest itself of all its interests in holding ~nd public 
utility companies and to cause its elimination as a public utility hold
ing company; provided that, in the cases of Central States Power & 
Light Corp. (Central States), Interstate Power Co. anterstate), 
Laclede Gas Light Co. (Laclede Gas), and Missouri Electric Power. 
Co. (Missouri Electric) such divestment not to be effected through' 
the sale of securities prior to the recapitalization of, such companies. 
Central States, Interstate, and Laclede Gas were ordered to recapi
talize, but, in the case of Central States it was directed that such 
recapitalization need not be effected if the company is liquidated and 
dissolved. _ . 

Substantial progress has since been made by the Ogden system with 
the view of complying with the directions of our order as well as the 
provisions of its plan. Ogden divested itself of all its interests in its 
directly owned subsidiaries, Derby Gas & Electric Corp.72 and Mis"
so uri Natural· Gas CO.73 Central States, an indirect subsidiary of 
Ogden; consummated the sale of all of its assets and orders were ob
tained from the United States District Court for the District of 
Delaware, approving and enforcing plans previously approved by the 
Commission,74 providing for the retirement of its first mortgage bonds 
out of the proceeds 'of such sales and for the maturity extension :of 
Central States 5 percent debentures. The assets of the company now 
consist, only of cash, which will be distributed to the remaining se
curity holders of Central States after the Commission and- the Federal 
enforcement court, determille the rights of the various classes of 
security holders, including the issue of whether the securities of Central 
States held by Ogden should not be subordinated, in Whole or in part, 
to the claims of the public security holders. Interstate has caused the 
liquidation of its subsidiary, Eastern Iowa Electric Co., and has 
divested itself of its interest in its wholly owned subsidiary, Inter
state Power Co. of North Dakota,75 and its Bemidji:.Crookston 
properties.76 . 

In an opinion dated May 24, 1944,77 and in an opiniQn and order 
dated May 27; 1944,78 the Commission approved a comprehensive -
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plan of reorganization of Laclede Gas, involving, among other things, 
0, substantial reduction in the debt of Laclede Gas, the climination 
of preferred stock arre!trs, the conversion of .its outstanding preferred 

"and c.ommon stocks into a single- class of stock, and the divestment 
by Ogden,of its iriterest in Laclede upon consummation of the reorgan
ization. The _Commission n,lso approved that portion .of the plan' 
which provided for the 'discharge and satisfoction of -the company's 
bonds by\payment in cosh of their full principal omount but withollt 
the, premium payable in the event of voluntary redemptions, the 

-'Commissi.on finding that the retirement of the bonds was not '.' volun
tary" but was due to the compulsion of S3ction 11 of the Act.. The 
.order of the Commission approving the plan was confirmed 'in an 
.opinion handed down on August 25, 1944, by Judge Hulen of the 
United States District Court ,for the Eastern Di vision of the Eastern 
District of :Missourf: Since certain of the holders of such bonds had 
indicated their intention to appeal from the Commission and the 
court's decision in regard to the nenpayment of 'the redemption pre
miums, Laclede Gas, in order to consummate the plan -while such 
appeals were pending, amended the plan "to provide for the deposit 
in escrow of sufficient funds to pay such premiums in the event,that 
it should be ultimately determined that the premiums were due undo 
payable. By order dated. December 2, 1944, the Cemmission ap- _ 
proved the plan as so amended 79 and on December 4, 1944, the 
Federal court entered its findi!lgs and order approving the- plan as so 
amended .. 
21. Lone Star Gas Corp. 

On March 4, 1942, the Commission instituted proceedings under 
Section 11 (b) (1) with regard to the Lone Star Gas holding company 
system and consolidated such proceedings with a plan filed by Lone' 
Star under S3ction 11 (e) providing for a comprehensive system re:
.organization. By order dated . October 22, 1942, the Commission 
approved such plan and directed Lone Star to di.vest itself of its 
interests in Council Bluffs Gas Co., Northern Natural Gas Co., and 
the Galveston and El Paso Gas properties of Texas Cities Gas Co. 
Prior to the past fiscal year Lone Star effectuated the major portion 
.of its reorganization program including the mentioned divestments 
and during the year consummated the remainder of its plan.80 

As 0, result of the effectuation .of its Section 11 (e) plan, Lone Star's 
.operations are now confined to an integrated naturnl glJ.s system, in
cluding production, transmis!?ion, and distribution facilities. Its cor
porate structUl'e has been greatly simplified; the Delaware holding 
company (Lone Star Gas Corp.), hus been eliminated, and, in place 
.of five operating subsidiaries, the system now.· consists of a single 
transmission und distribution company (Lone Star Gas Co .. , a Texas 
corporation) which has only one subsidiary (Lone Star Producing 
Co., also a Texas corporation) operating all the 'production facilitie's 
of the system. Lone Star's capitalization now consists only of bank 
loans and a single class of common stock. In addition, pUl'suant to 
its plan, Lone Star eliminated approximately $20,000,000 of question
able items from its combined property accounts. The company was 
the first major holding company system to comply completely with 
Section 11 (b) 'and is new no longer rsubject to tlie Act as a holding 
company. 

7. Holding Company Act Release No. 5459. 
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Part'IV 

'PARTICIPATION _ OF THE COMMISSION IN CORPORATE 
REORGANIZATIONS UNDER CHAPTER X OF' THE BANK· 
RUPTCY ACT, AS -AMENDED 

Chapter X of the Banlrruptcy Act, as amended 'in 1938, affords 
appropriate machinery (or the reorganization of corporations (other 

,than railroads) in th,e Federal courts under the Bankruptcy Act. 
The Commission's duties under Chapter X are, first, at the request or 
with the approvaL of the court, to act as a participant inproceedings 
thereunder in order to provide, for the court and investors, indepen
dent, expert assistance on matters arising in such proceedings, and 
'second, to prepare, for the benefit of. the courts and investors, formal 
advisory reports pn plans of reorganization submitted to it by the 
court in such proceedings. The Commission has no right of appeal 
'in any such proceeding, although it may participate in appeals 
taken by others. 

COMMISSIO~ FUNCTIONS UNDER CHAPTER X 

The Securities Exchange' Act directed the Commission to make a 
study and investigation of the activities of reorganization committees 
in connection with the reorganization of persons and properties and 
to report the results of its study and its recommendations to Congress. 
The eight parts of the report prepared by the Commission under that 
directive are: Strategy and Techniques of Protective and Reorganiza
tion Committees, Committees and Conflicts of Interest, Committees 
for the Holders of Real Estate Bonds, Committees for t~e Holders of 
Municipal and Quasi-Municipal Obligations, Protective Committees 
and Agencies for Holders of Defaulted Governmental Bonds, Trustees 
under Indentures, Management Plans Without Aid of Committees, 
and A Summary of the Law Pertai~ing to Equity and Bankruptcy 
Reorganizations and of the Commission's Conclusions and Recom-
mendations. . - . 
: The report brought to light a multitude of abuses, of which many 
people had been more or l~ss aware in a general way, that were 
injurious to' ,investors and incompatible with the public interest. 
Emphasis was placed upon the fact that reorganization and protective 
committees, which were supposed to mobilize security holders' for 
group action for their own best. interests, . were frequently formed'," 
controlled and used by insiders to protect or further theirown interest~ 
instead. These disclosures gave impetus to it reform of the Nationa.1 
Banlcruptcy Law in 1'938 arid to the enactment of the Trust Indenture 
A.ct of 1939. Representatiyes of the Commissionassisted in drafting 
this' legislation arid testified before Congressional Committees in 
support of it. . . ~. .' 
,_ Corporations in' finan~ial distress ~re placed under the custody of 
Federal courts in order that creditors may be held off and the corpora:' 
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tion enab~d to continue)n operation until a plan of financial readjust-
. ment can be effected, or uQtil it is determined that no plan is possible. 
In many case,s, a reorganization that assures the continuation in 
business of the corporation. may be more desirable for creditors in 
realizing on their claims than immediate liquidation. . 

Section 77B, pass~d in 1935 as an amendment to the Bankruptcy 
Act, had signally improved previously existing reorganization· ma
chinery but had not remedied certain fundamental defects. It con
tained no effective provision for a disinterested analysis of the causes 
of corporate failure or for an estimate of the honesty ·and competence 
of management. The section stipulated that· a reorganization plan 
should no.t be approved unlcss found to be fair, equitable and feasible 
but provid~d no effective procedure for makjng the information 
necessary to sucli a finding available to either the judge or the security 
holders. 

On June 22, 1938, President Roosevelt approved the comprehensive 
revision of the Bankruptcy Act, referred to above, which' is known 
as the Chandler Act after its sponsor, former Congressman Walter C. 
Chandler of Tennessee. Chapter X of this Act succeeds Section 77B 
and effects a number of improvements in the reorganization of corpora
tions (other than'railroads). Chapter X requires, in each case involv
ing a corporation of substantial size, that a disinterested trustee be 
appointed to be primarily responsible for the operation of the business, 
to probe and evaluate the causes of the d.ebtor's failure, to appraise 
the ability and fidelity of its management and to be responsible for 
the formulation 'and filing of a plan of reorganization which will meet 
the test of informed judicial scrutiny. If approved by the judge, the 
plan is submitted to the security holders for approval or rejection. 

Chapter X places two responsibilities upon the Commission by 
providing (1) that, if requested by the judge or on its own initiative 
if the judge .approvcs, the Commission shall be a participant.,.in 
proccedings thereunder in order to provide independent, expert 
assistance and (2) that the judge shall, if the indebtedness of the 
debtor exceeds· $3,000,000 and may, if the indebtedness does not 
exceed that "amount, submit to the Commission for advisory reports 
all plans of reorganization which the judge deems worthy of con
sideration. In practice, the services rendered by the Commission" 
under these two provisions of the Act are complementary. 

The "role of the Commission under Chapter X differs from that under 
the other acts pursuant to which it operates. in that the Commission 
does not initiate the proceedings, hold its own hearings or adopt 
rules and regulations, but acts, as the re"presentative of investors and 
as' an aid to the court, in a purely advisory capacity. It has no 
authority either to veto or to require the adoption of a reorganization 
plan. It has no authority to render decisions on any of the other 
issues in a "proceeding. The facilities of its technical staff and its 
impartial recommendations are simply ,placed at the services of the 

. judge affording him the views of experts in a highly complex area of 
corporate law and finance. " 

To aid in attaining these objectives the Commission has stationed 
qualified staffs of lawyers, acc~mntants and an~lysts in its.regional 
offices, where they can keep III close touch WIth all hearmgs and 
issues'in . the proceedingSJand. with the '.par.ties, ' and be readily avail':', 
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able to the courts, thus facilitating the work. of the courts and the 
Commission. 

Upon filing its notice of appearance, the Commission is deemed to 
be a party in interest and has a right to be heard on all matters 
arising in the proceed.ing, but it does not have the right of· appeal. 
The Commission, however, appropriately appears before the appellate 
courts when appeals are taken by others. Thus, the Commission has 
participated as a party or as amicus curiae in many appeals raising 
significant -legal questions in Chapter X proceeqings. 

Through its .nation-wide activity in bankruptcy reorganizations 
the Commission has been in an- advantageous position to encourage 
uniformity in the interpretation of Chapter X and, in the procedure 
thereunder. Thus, the Commission has often been called upon by 
parties, referees and special masters for advice and suggestions. In 
this, the; Commission has been able to extend substantial assistance 
derived from the experience accumulated through 'participation in 
many cases. This work of the Commission has been of special value 
because the solutions of many procedural and interpretative' questions 
may not be available in the official or unofficial reports. . 

THE CQMMISSION AS A PARTY TO THE PROCEEDINGS 

The Commissio~, in order to ascertain the cases in which its 
participation would be desirable and practicable, endeavors. to keep 
informed as to the nature of all pending cases. The clerks of the 
various Federal district courts transmi.t to the Commission copies of all 
petitions for reorganization filed under Chapter X' as well as copi~s 
of other important documents filed in the proceedings. These papers 
are available to the puqlic. 

As a general matter the Commission has deemed it appropriate to 
seek to participate only in proceedings in which a pu~lic investor' 
interest is involved. .As a rough, administrative g\lide, proceedings 
are considered to have a public interest for this purpose if they involve 
securities in the hands of the public in the amount of $250,000 or 
more. However, the QQmmission has become a party tp smaller 
cases where there were .special features which indicated the desirability 
of participation -by the Commission. On occasion also the Com
mission' has entered smaller cases· upon the request of the judge. 

Prior to June 30, 1944, the Commission had become 'a party to 
reorganization proceedings involving the reorganization of 293 com
panies (243 principal debtor corporations and 50 subsidiary d.ebtors) 
with assets of $2,625,791,000 and indebtedness of $1,639,163,000. In 
112 of the cases the Commission filed its notice of appearance at the 
request of the judge and in the remaining 131 cases appearance was 
entered upon approval by the judge of the Commission's motion to 
participate. As of June 30, 1944, 137 cases had been closed leaving 
·106 active cases. . 

During the past fiscal year the Commission actively participated in 
129 reorganization proce()dings under Chapter X of the Bankruptcy 
Act, as amended, involving the' reorganization of 157 companies 
(129 principal debtor ~mpani'es and 28 subsidiary debtors). The 
aggregate stated assets of the ·157 companies totaled $1,838,829,000 
and their aggregate indebtedness was $1,178,507,000 .. The Commis
sion filed notice of appearance in 19 new proceedings under Chapter X 
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during the year, in 9 of which the notice was filed at'th'e request'of the 
judge and in the r~maining ~O proceedings the Commission's notice of 
appearance was entered upon approval by the judge of the Commis:
sion's motion to participate. These 19 proceedings involved,28 com
'panies (19 principal debtors and 9 subsidiary debtors) with aggregate 
stated assets of $130,995,000 and indebteCln,ess aggregating $73,698,000. 

, Pro«eedings involving 23 principal debtor companies and 3 subsidiary 
'debtor companies were closed'during the year. ' 

, A,s o~ June 30, 1944, the Commission was actively participating in 
, 106 reorganization proceedings involving 131 companies (106 principal 
debtors and 25 subsidiary debtors) with stated assets aggregating 
$1,729,31,7,000 and stated indebtedness totaling $1,098,914,000. 
Appendix table 16, part 1, classifies these debtors, together with their 
assets and indebtedness, according to their respective industries, and 
'appendix table 16, part 2 distributes them according to the size of 
their respective indebtedness. . ' , 

Upon becoming a party to a reorganization, the Commission imme
diately begins to obtain and analyze all available information concern
ing the debtor and its affairs. It assembles essential information witli 
regard to the physical and financial condition of the company, its past. 
operating performance, the reasons for its financial difficulties, the 
quality of its management, and the approximate'value of its properties. ' 
This information is obtained from several sources: The trustees and the 
various interested parties, the books and records of the company, 
witnesses examined in court, and the independent research of the 
analytical staff of the Commission into general economic factors 
affectmg the particular industry. and the competitive conditions faced 
by the company. , 

As a party to the proceeding the Commission is represented a,t all 
'important hearings and on appropriate occasions, files legal and analyt
ical memoranda in ,support of its views with respect to the various 
problems arising in the proceeding. Of equal, if not greater, importance 
however, is the regular participation by the Commission's attorneys 
and analysts in informal conferences and discussions with the parties 
in an endeavor to work out solutions to problems in,advance of formal 
hearing and argument. In this way the Commission has often been 
able to bring facts, arguments or altern'ative suggestions to the atten
tion of the parties, which they had not previously considered, and 
parties hnve often been prompted' thereafter to modify, their proposed 
action. In,general, the Commission has found these informal round 
table discussions an effective means for cooperation and of great value 
in expediting the proceeding. 
, There is a multitude of diverse 'questions with which the Commis
sion is concerned as a party to a Chapter X proceeding. A few of the 
more important matters which have arisen are discussed' in the 
following paragraphs. 

, , 

Problems in Administration of Estate 
An important part of the activities of the Commission relates to the' 

independent trustee. The independent trustee has the duty of exam
ining into the history of the debtor, ascertaming its financial and 
managerial problems and ~~ture prospects, and formulating the plan of 
reorganization. In addition, such trustees bear the primary respon
sibility for the operation of the -business during the reorganization 

_, period. It is therefore obvious that the success of the reorganization . , 
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depends largely upon 'the thoroughness and' skill with which he 
performs his duties.. ' 
" Without in any, way usurping the functions or controlling the activ
ities of the trustee' the Commission is able to be of, considerable 
assistance to him. In addition, the Commission's presence has 
emphasized for trustees and their counsel -the importance of their 
functions and the necessity that their duties be performed with 
thoroughness, independence, and efficiency.' , 

.As an essential element in the proper conduct of reorg~nizations, 
the statute prescribes certain standards of disinterestedness which 
must be met by trustees appointed under Chapter X. In the light 
of these standards the Commission carefully examines the qualifica
tions of trustees. In several cas,es sufficient evidence of conflicting 
interests ,was developed to warrant ,an appearance by the Commis
sion before the judge for the purpose of urging the ~emoval of trustees. 
In most of these cases the trustees either resigned or were removed 
by the Court after hearing. " , 

Unde'r the statute the Court can, 'in unusual cases, designate as an ad
ditional trustee an officer, director, or employee of the debtor, but only 
for the purpose of, assisting in, the operation of ,the business. The 
Commission has urged th.at this should be done only-in the exceptional 
case and has, in several instances, taken the position that-the appoint
ment of an additional trustee was unnecessary. The Commission hus 
also undertaken to prevent'the encroachment by the additional truste~ 
upon the functions of the disinterested trustee. For example, the 
Commission successfully objected to the participation by the addi
tional trustee, in one' case, in the preparntion of the Trustee's report 
under Section 167 and, in another case, in the preparation of a plan. 
Likewise, the Commission's objection to an order which would have 
deprived the independent trustee of the power to participate in the 
operation of the business was upheld. Although the' additional 
trustee may be a membor of the old managt::.ment, the Commission ha!;! 
urged that such, appointees be free from interests adverse to the estate. 
This position was sustained by the Circuit Court of Appeals for the 
Second Circuit in an appeal in which the Commission participated in 
proceedings for the reorganization df Realt1J Associates Securities 
Corporation. l , . " ", " 

.. The Commission has at all times urged full compliance with Section 
167 (5) of the Act which requires the trustee to report to the security 
holders as to his investigation of the property, liabilities, and financial 
condition of the debtor, the operation of'its business and the desirabil
ity of the continuance thereof. It is felt that such reports are nec
essary not only to enable the security holders to make suggestions for 
a plan but also to give them the necessary informl1tion for determining 
the desirability of accepting proposed plans. The Commission's staff 
has often consulted with trustees upon problems arising in,connection 
with the preparation of such reports and has been able to provide 
trustees with information ).lseful in carrying out their duties. For 
example, as the result of its' experience in reorganizations the'CQmmis
sion has been" in a position to offer'advice to trustees and to courts oh 
such matters as the seope of the investigation to ~e m'adeby the inde
pendent trustees or by accountants hired by them. ' -

The importanee' of a,thorough investigation by th~ trustee is mani-
I Meredith etal,v. Thrall8etal., 144 F. (2d) 473 (0. O. A. 2d,July 13,l9(4);certioraridenied, October23,1944. 

'. 
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fest and the Commission has called the attention of the trustee, or the 
court, if necessary, to any omissions in ~his respect.· For example, in 
the proceedings for ~he reorganization of Central States Electric Corp. 
the Commission urged that a more detailed investigation of possible 
causes of a.cti~n agai:!wt t~e former manag!'lment be rp.ade. , On appeal 
the Circuit Court' of Appeals for the Fourth Circuit slls'tained this 
position.2 ·The Circuit Court also held that the possibility ,tha.t 
statutes of limitations might be pleaded as a defense to suits brought 
by the trustees was not sufficient ground for denying the requested 
investigation since an examination might disclose facts which would 
prevent the running of the statutes, suit might be brought in a Federal . 
court of equity where it is extremely doubtful that the state statutes 
·would be followed, and, in any event, the statutes might not be pleaded 
as a defense. The Court agreed with the Commission that the investi
gation ought not to be denie~ because opposed by a committee of 
debenture holders in view of the rights of preferred stockholders; they 
too had contributed capital to the corporation which was seeking re
organization and had a vital interest in any recovery that might be 
had in behalf of the corporation from those who had mismanaged its 
affairs. . . 

In another case involving the provisions of Section 167, the Circuit 
Court of Appeals for the Seventh Circuit adopted the views urged by 
the Commission and recognized the responsibilities of a reorganization 
trustee to make a thorough examina~ion of the financial worth of an 
individual who was a personal guarantor of the debtor's bonds and 
who apparently was also indebted directly to the debtor.3 The Court 
upheld the subpena of books and records relevant to this issue. 

In several instances the Commission has independently undertaken 
. to investigate into and examine available information or evidence re

lating to' possible causes of action for mismanagement, fraud or other 
misconduct by insiders or others and its views have been presented to 
the trustees' or. to the court. As a consequence the public investors 
in maI.lY cases have benefited through,the disallowance or reduction. 
Of claims or the recovery of substantial sums through suit or compro-
mise. -
Problems Rega~ding Protective Committees and Indenture Trustees 

The Commission has consistently been alert' to secure compliance 
with the provisions of the statute which require disclosure by com
mittees and indenture trustees of relevant information concerning 
their appointment, affiliations and security transactions. Early in its 
participation in Chapter X proceedings the Commission advanced the 
position in the courts that formal intervention in Chapter X pro
ceedings should not be granted to committees and indentur~ trustees 
sin~e .the new statute as distinguished from Section 77B affords 
committees and indenture trustees an unqualified right to be heard. 
In most of the cases dealing with this question this .view was adopted. 
The Commission's position has been sustained in Dana v. Securities 
'and Exchange Commission 4 and In the Matter oj The Philadelphia &: 
Reading Coal &: Iron Company.5 . 

In. connection with the activities 'of protective committees the 
- , Commtltee for Holder8 of Central State8 Electric Corporation 7% Cumulat/oe Preferred Stock v. Kent et al •• 
143 F. (2<1) 684 (C. C. A. 4th, June 12, 1944). . . 

I In the Matter of SoUth State Slreet Rllildinv Corporation, 105 F. (2<1) 680 (C:C. A. 7th, July 13;1939). 
• 125 F. (2d) 542 (C. C.:A. 2<1, Jan. 22,1942). . 
a 105 F. (2d) 354 (C. C. A. 3d, Juue 30, 1939). 
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Commission was particuiarly concerned with the problem 'of the 
solicitation of- assents of security holders to plans of reorganization 
prior to approval ~of "'such plans by ~ the courts; The provisions of 
Chapter X were designed to assure to creditors and stockholders the 
information essential to the exercise of an informed judgment con
cerning a plan before their vote thereon is exercised, and also to' remove 
from the courts the pressure which in the past customarily attended' 
"support" of plans that· were often neither fair nor feasible. Ac-. 
cordingly, the Commission in a 'number of cases objected to solicita
tions prior to the 'Court's' consideration and approval of a plan. Like
wise, the Commission has taken the position that' a security holder 
retains the right to accept or reject a plan of reorganization in 'accord

. ance with the procedure provided by the statute despite the fact 
that the security holder has deposited his security with 'a protective 
commi,ttee under a deposit agreement giving the committee the right 
to accept a plan of reorganization on behalf of the security holder. 

Procedural Matters, Notices to and. Communications With Security Holders 

The Commission has often encountered procedural problems in 
Chapter X proceedings and has taken the position that security 
holders be given the full benefit of the procedural safeguards of the 
Act. For example, the Commission has had frequent occasion to call 
attention to noncompliance with provisions regarding notice to the 
parties entitled thereto. Most of the time; a conference with the 
parties was sufficient to dispose of the question .. In other c~ses,. it 
was necessary to present a formal motion to the Court. 

The Commission has also beon interested. in procedural matters 
when it felt that the reorganization. process would be expedited as 
the result of its suggestions. Thus, the Commission was instrumental 
in securing the transfer of the proceedings for the Associated Gas and 
Elec,tric Co. and the Associated Gas and Electric Corp. from the district 
where the petition was . filed to a district in which the proceedings 
might be handlcd with greater efficiency and economy because the 
main offices and sources of information were present in the latter 
district. . 

·Under Section 164 of Chapter X the trustee is required to prepare 
and file a list of creditors arid stockholders of the debtor, so far as 
known. The Court may, upon. cause shown, direct thejmpounding 
of these lists but is required, in such ev~nt, to permit their inspection 
or use py the trustee or any bona fide security holder upon' such terms 
as the Court may prescribe. The Commission has taken the position 
that in .. the ordinary case the list of security holders should be made 
available without restriction in the i.Q.terest of free communic'ation 
among security holders and that impounding should only be ordered 
in the exceptional case. This view was recently sustained by the 
Circuit Court of Appeals for the Second Circuit.6 The question 
of impounding lists of security holders was also presented in the 
Associated Gas_ and Electric Company case. In that c,ase, where 
there were over 200,000 security holders, known' to be largely inex';' 
perienced investors who had been induced to buy and exchange 
sectiritie~.,'~hrough: high-.pr~ssQre sal(js methods,.·· the problem w.as to 
keep the lists of security' holders accessible for proper ends whIle at 
the same time preventing use of these lists for objectionable purposes . 

• De/atour et al. v. Meredith et al., 144 F. (2<1) 594 (C. C. A. 2<1, July 21,1944): 
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. The Commission took an active part in working out·a solution which, 
while providing for impounding of the lists, made them available 
for inspection by pl:oper persons and" provided for the sending of 
'communications to the security. holders through the trustees upon 
payment of costs. In these cases the Commission has been alert 
to the possibility that security holders may be im'posed upon by 
persons seeking to represent their interests .. Thus, in the case of 
The. Penfield Distilling Oompany where a "committee" solicited au
thorizations anq. obtained fWlds from stockholders by means of 
fraudulent representations, the Commission petitioned for an injunc
tion and accounting and the district court granted the petition. 
Upon appeal the Circuit Court of Appeals for the Sixth Circuit 
affirmed without opinion.7 

Activities Wj't~ Respect to Allowances 

The Commission has taken an active part in the matter of allow
ances to the various parties for services rendered and expenses incurred 
in the proceeding. In making allowances the courts seck to· protect 
the estate from exorbitant charges, while at the same time providing 
equitable treatment to the applicants for allowances .. The Com
mission has been able to provide considerable assistance to tHe courts 
in this matter.. '_" .' . '. 

The Commission itself receives no allowances from estates in reor
ganization and is able to present a wholly disinterested and impartial 
view. The Commission has consistently tried to secure a limitation 
of the total compensation to an amount which the estate can feasibly 
pay. In 'each case the Commission also makes a careful study of .the 
applications of the various parties to the end that unnecessary dupli
cation of services shall not be recompensed and that compensation 
shall be allocated on the basis of the work done by each claimant and· 
his relative contribution to the administration of the estate and the 
formulation of a plan. , With these objectives in mind the Commission' 
may undertake to make specific recommendations to the courts· 
where the Commission has been a party throughout the proceeding' 
and is thoroughly familiar with the activities of the .various parties 
and all significant developments in the proceedings; in- other cases 
where it has entered the proceeding at an advanced stage the Com
mission may undertake to advise the court generally as to the reason
ableness of the requested amounts. 

The Commission participated in many appeals concerning allow
ances where important questions were involved.' Illustrative of this 
phase of the Commission's- work are cases involving S~ction 249 of 
Chapter X. In Otis &: Oompany v. Insurance Building Oorporation,8 
the Court held, sustaining the position advocated by tbe Commission, 
that Section 249 bars any compensation to a person acting in a repre
sentative capacity in the proceeding who had purchased or sold 
securities of the debtor during the proceeding, regardless of- his good 
faith or profit or loss, and that purchases or sales cannot be consented 
to,or approved by the judge so as to remove the bar. In In re Moun-' 
tain States Power 00.,9 the court held that Section 249 merely codified 
exis~ing l~w anq. that the principle enunciated t.herein was applicable to' 

.' 1 In the Matter. of Penfield Distilling Companu, decided June 27,1940; petition for rehearing denied, Novem·_ 
ber 8, 1940. -

f-11O F. (2d) 333 (C. C. A. 1st, Mar. IS, 1940). 
0118 F. (2d) 405 (C. C. A. 3d, Mar. 5, 1941). _ 
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a Section 77B proceeding. This was the position taken by the Com-' 
IDlSSlOn. In re Reynolds Investing Company 10 involved the question 
whether a person who had violated' Section 249' was barred from 
.allowance of compensation for services rendered subsequently in a 
representative capacity which was assumed after the transactions in 
the debtor's securities had terminated. The Court held, as argued 
by the Commission, that Section 249 was a bar to an allowance for 
any services rendered by the applicant. 'In In re Cosgrove-}.leehan 
Coal Corporation et al.,l1 the court upheld the contention of the Com
mission tb.at Section 249 applies to a perl'lon who traded in the 
debtor's securities prior to the reorganization procee.ding while. he was 
a member of a bondholders' committee. 

INSTITUTION OF CHAPTER X PROCEEDINGS 

The Commission has striven for a liberal interpretation of the provi
sions of the Bankruptcy Act so that the benefits of Chapter X may be 
made fully available to -security holders in accordance' with the spirit 
and intent of the statute. For example, in Brooklyn Trust Company 
v. R. A. Security Holdings, Inc.,t2 the Commission urged that Congress 
intended to give persons holding claims against the property of the 
debtor, as distinguished from claims against the debtor itself, the 
right to file an involuntary petition under Chapter X. The District 
Court sustained this position and the Circuit Court of Appeals for the.' 
Second Circuit affirmed. . 

The possibility that the investor safeguards of Chapter X might be' 
nullified by an improper resort by a corporation' to proceedings under' 

.. Chapter XI arose soon after Chapter X became effective. It was the 
Commission's opinion that only the provisions of Chapter X were 
properly available for the reorganization of corporations with securi
ties in the hands of the public and that Chapter XI was the proper 
medium for securing arrangements or compositions of unsecured 
iIldebtedness' by individuals or corporations with no public. investor 
interest. The Commission intervened in a proceeding for an arrange
ment under Chapter XI filed by the United States Realty & Improve-' 
ment Co., which had outstanding in the hands of the public 900,000 
shares of stock and two series of debentures aggregatingover$2,300,000. 
The debtor was also liable as guarantor upon $3,710,500 of mortgage 
certificates. The Commission mov..ed to vacate the order approving 
the debtor's petition and to dismiss the proceeding. Upon appeal/3 

the United States Supreme Court sustained the position of the CQ.m
mission, holding that since the provisions of Chapter XI were not 
adequate to secure to public investors the safeguards nocessary for' 
the consummation of a fail', equitable, and feasible plan 6f reorgan
ization and since the provisions of t4e Bankruptcy Act contemplated 
that the reorganization of such debtors should' take place under 
Chapter X, the District Court, as a 'court of equity, should have dis
missed-the petition, thus relegating the·debtol·, if it were so inclined, 
to the initiation of.a proceeding .under Chapter X. The Supreme' 
Court also held that the order permitting the Commission to intervene 

10 130 F: (2d) 60 (C. C. A. 3d, Aug. 3, 1942). 
11136 F. (2d) 3 (C. C. A. 3d, May 24, 1943) as amended on denial of rehearing June 17, 1943; certiorari 

denied, October 25, 1943.' . - . -. . ~ 
12 134 F. (2d) 164 (C. C. A. 2d, Mar. 4,1943). . -
13 Securities and Exchange Commission v: United States Realty and Improvement Company. 310 U. S. 434 

(May 27, 1940). . 
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in a Chapter XI proceeding for the purpose of moving its dismissal 
was properly entered. . 

'In the case of "In re'Marine Harbor Properties, Inc., involving the 
question of good faith in ,the filing of a petition, the Supreme Court 
upheld ,the Commiss!on's contention that the debtor's participation 
in State court proceedings did not bar later resort to a proceeding 
under Chapter X, but affirmed the dccision of the circuit court revers
ing the approval of the debtor's petition upon the ground that the 
debtor had not sustained the burden of establishing its need for relief 
under. Chapter X (Sec. 130) and the existence of good faith.in filing 
the petition (Sec. 146).14 Sims v. Fidelity Assurance Association 15 

·also involved the question as', to whether the debtor's petition' had 
been filed in good faith. The Commission urged approval of the 
debtor's petition but the decision of the district court sustaining this 

- position was reversed by the circuit court. Certiorari was granted 
by the Supreme Court, which concluded that the petition had not 
been filed in good faith because the interests of creditors would be 
best subserved in the receivership proceeding pending in West Virginia 
and other States aild, because it was ulll'easonable to expect that a 
plan of reorganization could be effected. , 

In another case the Commission filed a brief as amicus curiae in 
which it urged that the district court was in error when it required a 
debtor to file a plan of reorganization and prove its ability to consum
'mate this plan as a prerequisite to,approval of the petition. The cir
cuit court ruled that the distri<;:t court had applied an erroneous test 
of good faith and reversed the order dismissing the petition.16 

PLANS OF REORGA!'!IZATION UNDER CHAPTER X 

The ultimate objective of a reorganization is the formulation and 
consummation of a fair and feasible plan of reorganization. Accord
ingly, the most important function of the Commission under Chapter 
X is to a.id the com-ts in achieving this objective. 
Fairness 

In appraising the fairness of reorganization plans, the Commission 
has at all times taken the position that full recognition must be 

, accoi"dcd claims in order of their legal and contractual priority, either 
in cash or new secm:.ities or both, and that junior claimants may par
ticipate only to the extent that the debtor's properties have value 
after the satisfaction of prior claims or to .the extent that they make 
a fresh contribution necessary to the'reorg3;nization of the debtor. 
Hence, a valuation of the debtor is necessary to provide the basis for 
judging the fairness as well as the feasibility of proposed plans of 
reorganization. In its advisory reports, in hearings before the courts, 
and in conferences with parties to proceedings, the Commission has 
consistently stated that.the proper method.of valuation for reorgani
zation pm-poses is .primarily an~ appropriate capitalization of reason-

,ably prospective earnings. -
These principles as to the recognition of priorities and as to valua

tion . are now firmly established as a result of the Supreme Court 
decisions' in' Case v. Los ·AngelesLumber Products Co., Ltd.17 and 

11 Marine Harbor Properties, Inc. v. Manufacturers Trust Companu, 317 U. S. 78 (Nov. 9, 1942). 
"3\8 U. S. 608 (Apr. 5. \943)." _ 
.8 In re Julius Roehr. Companu, 115 F. (2d) 723 (C. C. A. 3d, Nov. 14, 1940). 
IT 308 U. S. 106 (1939). _ '. 
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Oonsolidated Rock Products 00. v.' DuBois 18 in which the Court sus':' 
tained the positions urged in briefs filed on behalf of the Commission 

- as amicus curiae.' -'_ 
In connection :with the fairness of plans, the Commission has been 

concerned among other matters with situations where mismanagement 
or other misconduct on the part of a parent company or controlling 
'peraon requires that its claims be subordinated to the claims of the 
public investors. Similarly, the Commission has been interested in 
situations where t person owing fiduciary obligations has purchased 
,claims against the debtor or has engaged in conduct adverse to the 
interests of the -estate and where these activities require that the 
fiduciary be limited to the cost of his claims, thereby preventing him 
from profiting by his conduct. ,Because of the importance and sig-, 
nificance, of these questions the Commission has made a careful 
study of the facts 'in situations where tl;lCy' arise and on various occa
sions has urged that the principles of ,subordination or limitation to 
cost be applied in favor of the public investors. 
Feasibility ,-

,~Although the representatives of security holders frequently regard 
the fairness of the plan as their principal concern, the pl:ovisions of 
the statute and the protection' of investors' interests requu;e also, that 
the plan be feasible. To be.feasible, a'reorganization must be eco
nomica.Ily sound and workable. It must not hamper future operations 
or lead to another reorganization. The extent to which current 
reorganizations are attributable to lack of feasibility in previous reor
ganizations is indicated by the fact that numerous Chapter X pro
ceedings involved companies which had ah-eady undergone reorgani
zation in equity receivership proceedings or under Section 77B of 
the Bankruptcy Ac~.' In order to {i,void a similar record as to Chapter 
X cases some years hence, with its attendant expense and injUry to 
investors, the Commission urges that adequate considera,tion be given 
to feasibility. In this connection, the Commission is pal·ticularly 
concerned with the adequacy of working capital, the relationship of 
funded debt and capital structure to property values, 'the adequacy 
of corporate earning power in'l"elation to interest and' dividend re
quu-ements, and the effect of the new capitalization upon the corn- , 
pany's prospectiv'e credit. I ' 

In recent years the Commission has encounter.ed difficulties because 
the parties are disposed to base values and capital structurcs upon 
inflated war earnulgs, 'either because they overlook the extent to 
which -earnings are inflated or hope such earnings will continue long 
enough to permit debt to be scaled down to manageable ,proportions. 
Another obstacle to the formulation of feasible plans in the current 
period of high tax rates, is the reluctance of investors to scale down 
debt and thereby lose the deduction' for interest payments. 

Consummation of Plan 

The Commission also gives its attention to the drafting and prep
aration of corporate charters, bylaws, trust indentures, and other 
mstruments which are to govern the internal structure of the reorgan
ized debtor. The Commission has -striven to obtain the inclusion, 
of various provisions in these instruments which will assure to the 

18 312 tr. S, 510 (1941). 
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investors a maximum of protection, adequate information with 
regar,d to the enterprise, and a fair voice in the management. Th~ 
Commissiqn has generally opposed the control device, of a voting 
trus't except when its use has been justified by the special circum
stances of the case and, when adopted, the Commission has sought 
to have the ,voting-trust agreement contain appropriate provisions 
in the interests of the investors. 

ADVISORY REPORTS 

Although the preparation of an advisory report is not the major 
part of the activity of the Commission in any particular case, such 
reports, ,becau;;e of their wide distribution, bulk large in the minds 
of the public: Generally speaking, an advisory report is prepared 
only in connection with a proceeding involving significant problems 
and a relative~y large company in which the investing public has a 
substantial interest, Approximately 20 formal advisory reports and 
several 'supplemental reports have been filed. . 
, Even though the Commission does not file a formal advisory report, 
it does, in all cases 'in which it is a participmlt, advise the court of 
its opinion with respect to any plan of reorganization under consider
ation by the court. 

After t.he trustee has filed a plan, the customary procedure calls 
for. a heariIig at which this and any other plans that may have been 
filed are considered. At this stage 'of the proce(')dihg, the attorneys 
representing the Commission are concerned primarily with gettiIlg 
into the record sufficient data (1) to enable the judge to decide whether 
any proposed 'plan is worthy of consideration and (2) to supply the' 
factual basis for the report of the Commission. If the judge finds 
one or more of the plans worthy of consideration, it or they may be 
referr,e(l to the Commission for report. I 

An advisory report provides the court with an expert independent 
appraisal of the plan indicating in detail the extent to which, in the 
opinion of ·the Commission, it meets, or fails to meet, the standards 
of fairness and feasibility. After the report is filed and copies are 
made available to the parties who have app_eared at the proceedings, 
the judge considers the approval, modification, or disapproval of the 
pla)1. If the judge approves the plan, it goes to the security holders 
for acceptance or rejection accompanied by a copy of the judge's 
opinion and a copy of the report of the Commission, or a summary 
thereof prepared by the Commission. The report of the Commission, 

, therefore,"while not bi~lding, aids both the judge and the security 
holders'iIl determining whether or not to approve a pltl-n, ' 




