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MR. SCHILLER: I s h a l l  a t t e s t  to  g i v e  you b r i e £ 1 y  some o£ the  back- 
ground and h i s t o r y  o£ the  Ac t ,  d e s c r i b e  the  purposes  o f  the  Ac t ,  and show 
you i n  b road  o u t l i n e  how the  Act  £1 t s  i n t o  the  scheme o£ the  o t h e r  Acts  
which the  Commission a d ~ n £ s t e r s .  

The Act  was p receded  by a s t u d y  and i n v e s t i g a t i o n  made by the  
C o m i s s i o n  unde r  S e c t i o n  211 of  the  1934 Act  o f  p r o t e c t i v e  and 
r e o r s a n £ z a t i o n  commi t t ees .  The Co=mission s t u d i e d  about  400 d e f a u l t e d  
i n d e n t u r e s  and about  600 i n d e n t u r e s  t h a t  were f i l e d  unde r  the  1933 Act .  
As a r e s u l t  o£ t h i s  s t u d y  a number o£ m a t e r i a l  d e f i c i e n c i e s  became a p p a r e n t  
p a r t i c u l a r l y  w i t h  r e s p e c t  to  the  i n a d e q u a t e  p r o t e c t i v e  p r o v i s i o n s  t o  
i n v e s t o r s  which i n d i c a t e d  n e c e s s i t y  f o r  l e g i s l a t t o n - - a m o n  8 t h e s e  were 
the  f a i l u r e  o f  the  o b l i g o r  to  p rov ide  an i n d e p e n d e n t  t r u s t e e  to  r e p r e s e n t  
the  i n t e r e s t s  o f  the  i n v e s t o r s .  The t r u s t e e  where one was named d id  n o t  
have adequa te  r i g h t s  and powers or  d u t i e s  and r e s p o n s i b i l i t i e s  to  p r o t e c t  
and e n f o r c e  the  r i g h t s  o£ the  i n v e s t o r s .  In many cases  t h e r e  was no n o t i c e  
o£ d e f a u l t  g i v e n ,  and sometimes even the  te rm " d e f a u l t "  i t s e l f  was 
q u e s t i o n a b l e  or  n o t  p r e c i s e l y  de£1nedo 

In  c o n n e c t i o n  w i t h  the  f u n c t i o n s  of  t r u s t e e s ,  I would l i k e  to  ment ion  
a case  o f  Has~ard v .  Chase N a t i o n a l  Bank of  the  C i t y  of  New York, dec ided  
e a r l y  i n  1936. This  i n v o l v e d  a s i t u a t i o n  in  which an o b l i g o r ,  as  a u t h o r -  
i z e d  by an indent~ , re ,  r e q u e s t e d  the  t r u s t e e  to  be a l l owed  to  wi thdraw 
c e r t a i n  s e c u r i t i e s  o f  some o p e r a t i n g  companies which had been p ledged  under  
the  i n d e n t u r e  and s u b s t i t u t e  s t o c k  of  a h o l d i n 8  conq)any s u b s i d i a r y .  A f t e r  
t h a t  was done w i t h  the  c o n s e n t  o f  the  t r u s t e e ,  the  s u b s i d i a r y  went i n t o  
~ankrup tcy .  Judge Rosenman, who dec ided  the  c a s e ,  conc luded  t h a t  under  the  
t r u s t  i n d e n t u r e  as  i t  was drawn the  t r u s t e e  was no t  l i a b l e  to  the  deben tu re  
h o l d e r s  f o r  the  damage r e s u l t i n  8 from t h i s  s u b s t i t u t i o n .  The Judge in  
d e c i d i n  8 the  case  s a i d  t h a t  " t h e  f a c t s  i n  the  case  showed as c l e a r l y  as  can 
be imagined  how u t t e r l y  u n j u s t  to  the  i n v e s t i n g  p u b l i c  i s  the  modern t r u s t  
i n d e n t u r e . "  This  was i n  1936. "The s t a t u s  o f  the  t r u s t e e , "  he s a i d ,  
" i s  more t h a t  o f  a s t a k e h o l d e r  than  one of  a t r u s t e e . "  Under those  
c i r c u m s t a n c e s  you can see t h a t  the  n e c e s s i t y  f o r  the  l e g i s l a t i o n  was a c u t e .  

In p a s s i n g  the  Act  the  l e g i s l a t o r s  had in  mind s e v e r a l  purposes .  
Among the  more l ~ p o r t a n t  ones were:  

(1) To a s s u r e  the  s e c u r i t y  h o l d e r s  o f  the  s e r v i c e s  o f  an independen t  
and d i s i n t e r e s t e d  t r u s t e e  w i t h  adequa te  r i g h t s ,  p c ~ e r s ,  d u t i e s  and respon-  
s i b i l i t i e s  t o  p r o t e c t  t h e i r  i n t e r e s t s  and r i g h t s .  
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(2) To d e s i g n a t e  the  s t a n d a r d s  of  e l i g i b i l i t y  and q u a l i f i c a t i o n s  o f  
a t r u s t e e  and to  minimize  c o n f l i c t i n g  i n t e r e s t s  so t h a t  t r u s t e e s  can t r u l y  
r e p r e s e n t  the  s e c u r i t y  h o l d e r s  t h e y  p u r p o r t  to  r e p r e s e n t .  

(3) To ou t l aw  e x c u l p a t o r y  p r o v i s i o n s  which were f o r m e r l y  used  to  
e l i m i n a t e  a l l  k inds  of  l i a b i l i t y  of  the  i n d e n t u r e  t r u s t e e ,  and to  impose 
on t h a t  t r u s t e e ~  a f t e r  d e f a u l t ,  the  du ty  to  use the  same degree  o f  c a r e  
and s k i l l  t h a t  a p r u d e n t  man would i n  the  conduc t  o f  h i s  own a f f a i r s .  

(4) To r e q u i r e  the  o b l i g o r  to f i l e  c e r t a i n  r e p o r t s ,  c e r t i f i c a t e s ,  
and o p i n i o n s  w i t h  the  t r u s t e e  and s e c u r i t y  h o l d e r s .  

The Act  can be s a i d  t o  be d i v i d e d  i n t o  two p a r t s .  The e a r l y  s e c t i o n s  
o f  the  Ac t ,  302 to  309, f o l l o w  the  f a m i l i a r  p a t t e r n  o f  the  o t h e r  Acts  by 
s e t t i n g  f o r t h  d e f i n i t i o n s ,  t y p e s  o f  s e c u r i t i e s  and t r a n s a c t i o n s  which a r e  
exempt f rom the  Act  and the  t ypes  o f  s e c u r i t i e s  f o r  which i n d e n t u r e s  a r e  
r e q u i r e d  to  be q u a l i f i e d .  S e c t i o n s  310 to  318 s e t  f o r t h  the  p r o v i s i o n s  
o f  the  Act  which have to  be i n c l u d e d  in  an i n d e n t u r e .  These a r e  what I 
c a l l  the  s u b s t a n t i v e  p r o v i s i o n s .  In o t h e r  words ,  t h e y  a r e  r e q u i r e d  to  
be ,  or  the  s u b s t a n c e s  o f  them a re  r e q u i r e d  to  be ,  p h y s i c a l l y  i n c o r p o r a t e d  
w i t h i n  the  i n d e n t u r e  i t s e l f .  

There i s  a v a i l a b l e  f o r  s t a f f  use  a "1939 Act  B ib l e "  compi led  by 
Mr. Shreve which c o n t a i n s  a d i s c u s s i o n  of  the  v a r i o u s  s e c t i o n s  o f  the  Act  
r e q u i r e d  to  be i n c o r p o r a t e d  in  an i n d e n t u r e .  There i s  a l s o  a v a i l a b l e  a 
model i n d e n t u r e  p u b l l s h e d  by Commerce C l e a r i n g  House (CCH) c o n t a i n i n g  
the  fo rma t  which may be used  to  e x p r e s s  s t a t u t o r y  r e q u i r e m e n t s .  

S ince  the  d e f i n i t i o n s  s e t  f o r t h  i n  S e c t i o n  303 need no a m p l i f i c a t i o n ,  
l e t  us  c o n s i d e r  the  type  o f  s e c u r i t y  w i t h  which the  Act  i s  conce rned .  
The Act  a p p l i e s  to  any k ind  of  a deb t  s e c u r i t y °  In o t h e r  words ,  whenever  
a p u b l i c  o f f e r i n g  of  a deb t  s e c u r i t y  of  any k i n d  i s  to  be made and no 
exempt ion  i s  a v a i l a b l e  ( I  s h a l l  d i s c u s s  the  exempt ions  i n  J u s t  a moment 
the  Act  p r o v i d e s  t h a t  such s e c u r i t i e s  ~ s t  be i s s u e d  unde r  an i n d e n t u r e  
which mast  be q u a l i f i e d  u n d e r  the  Ac t .  The Act  s p e c i f i c a l l y  says  t h a t  
i t  a p p l i e s  to  any n o t e ,  bond,  d e b e n t u r e ,  or  e v i d e n c e  o f  i n d e b t e d n e s s ,  
whe the r  o r  no t  s e c u r e d ,  o r  c e r t i f i c a t e s  o f  i n t e r e s t  o r  p a r t i c i p a t i o n  i n  
any of  those  i n s t r u m e n t s ,  or any g u a r a n t e e  o f  any of  those  i n s t r u m e n t s .  

There a r e  two i m p o r t a n t  exempt ions  which appear  q u i t e  f r e q u e n t l y  
i n  the  cou r se  o f  work. In t h e s e  t~o s i t ~ a t i o n s  debt  s e c u r i t i e s  may 
be i s s u e d  and q u a l i f i c a t i o n  under  the  1939 Act  i s  n o t  r e q u i r e d .  These 
a re  s e t  f o r t h  i n  S e c t i o n  304(a ) (8 )  and (9) o f  the  Act .  The f i r s t  i s  when 
a debt  s e c u r i t  T o f  $250,000 or  l e s s  i s  to  be i s s u e d  w i t h o u t  an i n d e n t u r e .  
I f  a compaRy proposes  to  i s s u e  a deb t  s e c u r i t y  of  n o t  more than  $250,000 
other t rLse  t han  under  an i n d e n t u r e ,  i t  need  n o t  q u a l i f y  under  the  T rus t  
I n d e n t u r e  Ac t .  The Act  s t a t e s  t h a t  t h i s  exempt ion  s h a l l  n o t  app ly  w i t h i n  
more t han  a twelve  c o n s e c u t i v e  mouth p e r i o d .  In o t h e r  words ,  $250,000 
o f  deb t  can be i s s u e d  o t h e r w i s e  than  under  an i n d e n t u r e  w i t h i n  a twelve  
month p e r i o d .  The second e x c e p t i o n  i s  where you have s e c u r i t i e s  t o  be 
i s s u e d  under  an i n d e n t u r e  which l i m i t s  the  amount of  s e c u r i t i e s  to  be 
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outstanding thereunder to $1,0009000. Not more than $19000,000 of deben- 
tures may be issued under this exemption within a thlrty-six month period. 
Offerings of all other debt securities are required to be qualified under 
the 1939 Act unless they are otherwise specifically exempt from quali- 
fication under other provisions of Section 304 of the Act. Here is where 
the 1933 Act meshes in ~¢Lth the 1939 Act. Basically speaking (without 
burdening you with particular sections), most of the exe~tlons that 
are  a v a i l a b l e  under the S e c u r i t i e s  Act of  1933 are  a l s o  a v a i l a b l e  under 
the 1939 Act to  an i s s u e r  who i s  i s s u i n g  debt  s e c u r i t i e s  f o r  f inancing°  
Typlca l  examples of  s e c u r i t i e s  exempt under both Acts  are  Government 
s e c u r i t i e s ,  s e c u r i t i e s  i s s u e d  by r e l i g i o u s  o r g a n i z a t i o n s ,  b u i l d i n g  and 
loan associations, etc. -- those Chat are exempt under Section 3(a)(2) 
through (8) and (11) of  the 1933 Act.  In o the r  words,  i f  no r e g i s t r a t i o n  
i s  r e q u i r e d  under the 1933 Act by v i r t u e  of  the exemption provided  by the 
enumerated s u b s t i t u t i o n  of  Sec t ion  3(a)  of  Chat Act ,  then debt  s e c u r i t i e s  
a re  a l s o  exempt under the 1939 Act.  However, not  a l l  the exemptions 
which a re  l i s t e d  in the 1933 Act under Sec t ion  3(a)  are  exemp~ from 
q u a l l f l c a t i o n  under  the 1939 Act .  There are  two major e x c e p t i o n s ,  t ha t  
i s :  (1) any s e c u r i t y  of  an i s s u e r  which i s  i s s u e d  in  exchav~e f o r  o the r  
s e c u r i t i e s ,  and (2) s e c u r i t i e s  approved by a c o u r t  in  a r eo rg~n iza t l on .  
Those a re  the 3 ( a ) ( 9 )  and (10) exemptions of  the S e c u r i t i e s  Act of 1933. 
Wherep t h e r e f o r e ,  debt  s e c u r i t i e s  a re  t o  be i s s u e d  in exchange fo r  o the r  
s e c u r i t i e s ,  or  debt  s e c u r i t i e s  to  be i s s u e d  a re  to  be approved by a c o u r t  
in a p a r t i c u l a r  r e o r g a n i z a t i o n ,  a l though no r e g i s t r a t i o n  i s  r equ i r ed  under 
the 1933 Act .  such s e c u r i t i e s  a re  not  exempt under the 1939 Act and 
r e q u i r e  compliance wi th  t ha t  Act.  

MR. BIACKSTORE: You mean that there has to be a trust indenture to 
qualify them under the 1939 Act even though they don"t  have to register 
under  the 1933 Act.  

~. SCHILLER: Correct. To summarize briefly °- where debt securities 
to  be issued are exempt from registration under Section 3(a) of the 1933 
Act. then, with the two exceptions I have mentioned relating to exchanges 
of  s e c u r i t i e s  and c o r p o r a t e  r e o r g a n i z a t i o n  approved by a court9 no 
qualification is required under the 1939 Act. If. of course, uo exemption 
is available under the 1933 Act debt securities would have to be issued 
under an indenture which must be quallfled under the 1939 Act or one 
would have to look to other provisions of the 1939 Act for an exemption° 

I should also mention that, of course, a private offering exe~ptlon 
is also exempt under Section 304(b) of the 1939 Act° In fact9 in a 
recent case we had a situation where an offering of debt securities was 
t o  be made to forty institutlonal investors for investment° We took 
the position they were exempt under the 1933 Act and also exert under 
the 1939 Act, so no qualification under the latter Act was necessary. 

To complete the picture I should also point out that the "no sale" 
rule, Rule 133, does not apply to the 1939 Act and debt securities issued 
in that type of transaction are required ~o be qualified under ~he 1939 
Act.  
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Section 304(c) of the Act provides that 'an application may be filed 
with the Commission to exempt from any provision of the Act additional 
securities to be issued under a trust indenture which was executed prior 
to the effective date of the 1939 Act if at the time the application is 
f i l e d  t h e r e  a r e  s e c u r i t i e s  o u t s t a n d i n g  which had been i s s u e d  p r i o r  to  
o r  w i t h i n  6 month o f  ehe enac tmen t  d a t e  o f  the  Ac t .  The Act  s a y s ,  i n  
e f f e c t ,  t h a t ,  s e c u r i t i e s  hav ing  been i s s u e d  under  an o l d  i n d e n t u r e  and 
o u t s t a n d i n g ,  you can  make an a p p l i c a t i o n  f o r  subsequen t  i s s u e s  under  
t h a t  i n d e n t u r e  f o r  any exempt ion  under  the  Act which may be n e c e s s a r y .  
The exempt ion  t h a t  comes up most f r e q u e n t l y  i n  t h e s e  c a s e s  i s  the  one 
t h a t  r e q u i r e s  up to  a c e r t a i n  p e r c e n t a g e  of  s e c u r i t y  h o l d e r s  t o  r e q u i r e  
the  t r u s t e e  to  take  a c t i o n .  Under the  o l d  i n d e n t u r e s ,  u s u a l l y  about  25Z 
of  the  s e c u r i t y  h o l d e r s  c o u l d  r e q u i r e  the  t r u s t e e  to  t ake  a c t i o n .  
S e c t i o n  316(a)  o f  the  Act  r e q u i r e s  t h a t  a t  l e a s t  a m a j o r i t y  o f  s e c u r i t y  
h o l d e r s  i s  r e q u i r e d  to  d i r e c t  t r u s t e e  a c t i o n .  This l e d  to  an i n t e r e s t i n g  
s i t u a t i o n .  There a re  i s s u e r s  who have i n d e n t u r e s  t h a t  were e x e c u t e d  
p r i o r  t o  the  e f f e c t i v e  d a t e  o f  the  Act  and want to  i s s u e  a d d i t i o n a l  
s e c u r i t i e s  b u t  c l a i m  t h e y  r e q u i r e d  c o n s e n t  o f  bondho lde r s  to  comply w i t h  
Sec. 316(a)  by i n c r e a s i n g  the  p e r c e n t a g e  v o t e  to  a m a j o r i t y .  I f  such 
i s s u e r s  c o n t i n u e  to  i s s u e  a d d i t i o n a l  s e c u r i t i e s  and redeem the  o ld  ones ,  
t h e r e  w i l l  come a t ime when a l l  o f  the  o l d  s e c u r i t i e s ,  unde r  the  i n d e n t u r e  
upon which an a p p l i c a t i o n  f o r  exempt ion  may be based ,  w i l l  have been 
redeemed and such i s s u e r s  w i l l  t hen  be f a c e d  w i t h  the  problem as to  how 
t h e y  can then  i s s u e  a d d i t i o n a l  s e c u r i t i e s  under  an i n d e n t u r e  which w i l l  
meet the  r e q u i r e m e n t s  of  the  Ac t .  We have overcome t h a t  d i f f i c u l t y  by 
s u g g e s t i n g  to  i s s u e r s  who f i n d  themse lves  i n  t h i s  s o - c a l l e d  "box" 
t h a t  what  t h e y  shou ld  do when they  i s s u e  a new s e r i e s  under  the  o l d  
i n d e n t u r e  i s  t o  i n s e r t  a c l a u s e  to  conform w i t h  S e c t i o n  316(a)  to  become 
e f f e c t i v e  a f t e r  the  o ld  s e r i e s  a r e  no l o n g e r  o u t s t a n d i ~ .  The e f f e c t  
w i l l  be t h a t  when the  o l d  s e c u r i t i e s  a r e  no l o n g e r  o u t s t a n d i n g ,  the  c l a u s e  
w i l l  become o p e r a t i v e  and the  i n d e n t u r e  w i l l  t hen  meet the  r e q u i r e m e n t s  of  
the  Act .  Such p rocedure  became n e c e s s a r y  because  S e c t i o n  304(c) s p e c i f i c -  
a l l y  says  t h a t  the  i s s u e r  can f i l e  an a p p l i c a t i o n  t h e r e u n d e r  o n l y  when 
s e c u r i t i e s  a r e  o u t s t a n d i n g  under  the  i n d e n t u r e  which were i s s u e d  p r i o r  
to  or  w i t h i n  6 months a f t e r  the  e f f e c t i v e  da t e  o f  the  Ac t .  

Now, as to debt securities which are required to be registered under 
the Securities Act of 1933, where such is the case, the usual rules appll- 
c a b l e  to  r e g i s t r a t i o n  under  the  S e c u r i t i e s  Act  of 1933 app ly .  That i s ,  
an i s s u e r  has to  f i l e  a r e g i s t r a t i o n  s t a t e m e n t  and a p r o s p e c t u s  w i t h  
r e s p e c t  to  the  i n d e n t u r e  s e c u r i t i e s  and,  i n  a d d i t i o n ,  an i n d e n t u r e  meet-  
ing  the  s t a n d a r d s  o f  the  Act  i s  r e q u i r e d  to  be f i l e d  as  a p a r t  of  the  
r e g i s t r a t i o n  s t a t e m e n t .  In a d d i t i o n  (and t h i s  i s  something you d o n ' t  
have u n d e r  the  1933 A c t ) ,  t h e r e  i s  a l s o  f i l e d  a Form T-1 which has  to  
be s i g n e d  by the  t r u s t e e .  Form T-1 i s  a s t a t e m e n t  of  e l i g i b i l i t y  and 
q u a l i f i c a t i o n  f i l e d  o n l y  under  the  1939 Ac t .  That form has  a number o f  
i t e m  which have to  be answered  by the  t r u s t e e .  The answer to  t h o s e  
i t ems  w i l l  i n d i c a t e  to  the  s t a f f  whe the r  the t r u s t e e  meets  the  e l i g i b i l i t y  
r e q u i r e m e n t s  o f  S e c t i o n  310(a)  o f  the  A c t ,  and i t  a l s o  i n d i c a t e s  whe the r  
or  n o t  t h e r e  i s  any c o n f l i c t  o f  i n t e r e s t  on i t s  f a c e ,  measured a g a i n  by 
the  s t a n d a r d s  o f  S e c t i o n  310(b )  o f  the  Act .  
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The o t h e r  s i t u a t i o n  i s  where an i s s u e r  does no t  have to f i l e  a 
r e g i s t r a t i o n  s t a t e m e n t  under  the  1933 Ac t ,  bu t  in  the  i n s t a n c e s  I have 
p r e v i o u s l y  i n d i c a t e d  i s  f a c e d  w i t h  the  n e c e s s i t y  of  q u a l i f y i n g  the  
i n d e n t u r e  n e v e r t h e l e s s .  When you " q u a l i f y "  the  i n d e n t u r e ,  you f i l e  on 
a Form T-3 which i s  an a p p l i c a t i o n  f o r  q u a l i f i c a t i o n  of  an i n d e n t u r e  
under  t he  1939 Act .  That a p p l i c a t i o n  becomes e f f e c t i v e  in  the  same way 
t h a t  a 1933 Act s t a t e m e n t  becomes e f f e c t i v e ,  to  w i t ,  20 days a f t e r  f i l i n g  
of  the  l a t e s t  amendment, u n l e s s  a c c e l e r a t i o n  i s  g r a n t e d .  Such q u a l i -  
f i c a t i o n  must be c l e a r e d  w i t h  the  C o ~ i s s i o n  i n  the  same way t h a t  you 
c l e a r  a r e g i s t r a t i o n  s t a t e m e n t .  The d i f f e r e n c e  between the two approaches  
i s  t h a t  where an i s s u e r  f i l e s  a 1933 Act r e g i s t r a t i o n  s t a t e m e n t  the  
i n d e n t u r e  becomes q u a l i f i e d  when the  1933 Act r e g i s t r a t i o n  becomes e f f e c t i v e .  
In the  second case  where the  s e c u r i t i e s  a re  exempt under  the  1933 Act  
you mast  n e v e r t h e l e s s  f i l e  and q u a l i f y  the  i n d e n t u r e  on the b a s i s  of  
Form T-3. 

MR. BIACKSTONE: To make t h a t  c l e a r ,  two s i t u a t i o n s  where you d o n ' t  
have to  f i l e  a 1933 Act r e g i s t r a t i o n  bu t  n e v e r t h e l e s s  an i n d e n t u r e  would 
have to be qualified are the exchange situations in 3(a)(9) and in 
3(2) (10)  where t h e r e  has  been a r e o r g a n i z a t i o n  s u b j e c t  to  c o u r t  super -  
v i s i o n .  I f  t h e r e  i s  an i n d e n t u r e  used  in  c o n n e c t i o n  w i t h  an exchange 
or  a c o u r t  r e o r g a n i z a t i o n ,  you d o n ' t  have any r e g i s t r a t i o n  f i l e d  under  
the  1933 Act ,  bu t  the  b a s i c  i n d e n t u r e  I t s e l f  has to  be q u a l l f l e d  h e r r  
under  the  1939 Act .  

MR, SCHILLER: Those a re  two s i ~ a a t l o n s  where you would r e q u i r e  
q u a l i f i c a t i o n  of  the i n d e n t u r e  as  d i s t i n g u i s h e d  from the  q u a l i f i c a t i o n  
which occurs  by v i r t u e  of  the  e f f e c t i v e  r e g i s t r a t i o n  under  the  1933 Act .  
In a d d i t i o n ,  you would r e q u i r e  q u a l i f i c a t i o n  in  a s i t u a t i o n  where the  
"no s a l e "  t h e o r y  a p p l i e s  under  Rule 133. We might  g e t  an a p p l i c a t i o n  
f o r  q u a l i f i c a t i o n  w i t h  a R e g u l a t i o n  A f i l i n g  where exempt ion under  
S e c t i o n  304(a ) (8 )  or  (9) i s  no t  a v a i l a b l e o  

Section 308 of the Act and Rules T-7A-28 to 31 provide for in- 
corporation by reference of any document or information filed under any 
of the other Acts. In other words, if you have any documents which 
were filed and are Included in some other registration statement, you 
are permitted to incorporate them by reference. 

L a s t l y ,  S e c t i o n  309 p r o v i d e s  t h a t  the  i n d e n t u r e  i s  q u a l i f i e d  when 
the  r e g i s t r a t i o n  s t a t e m e n t  or  the  a p p l i c a t i o n  f o r  q u a l l f l c a t l o n  becomes 
e f f e c t i v e .  The s e c t i o n  a l s o  exempts the  t r u s t e e  from any f a i l u r e  of  
the  i n d e n t u r e  to  comply w i t h  the  Act  or  the  r u l e s .  F i n a l l y ,  the  Act 
s p e c i f l c a l l y  p r o v i d e s  t h a t  the  Commission has no power to  e n f o r c e  the  
p r o v i s i o n s  of  t h i s  i n d e n t u r e .  

I s h a l l  now t u r n  the  d i s c u s s i o n  over  to  Mr. Spl ro  who w i l l  c o n t i n u e  
w i t h  S e c t i o n  310 of  the  Act .  

MR. SPIRO. In the  f i n a n c i a l  wor ld  an i n d e n t u r e  i s  a v e r y  s i g n i f i c a n t  
i n s t r u m e n t .  I t  makes p o s s l b l e  the  w i d e - s p r e a d  h o l d l n g  of  debt  s e c u r i t i e s  
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llke the wlde-spread holding of stock° Essentially it is an instrument 
which defines the rights of the security holders, the duties of the obllgor 
(the issuer of the securlty)~ and, the responsibilities of ~he trustee to 
protect the security holders° It is a very de~ailed Ins£rumento For example, 
even ~he unsecured Indenture under which it is customsry to issue debentures, 
provides a schedule for redemptlon~ remedies in case of defaul~ ~hat happens 
in the case of default, wha~ happens upon consolidation, merger sale, trans- 
fer or lease of the ob]IgoE~s proper~y and discharge ~po~ payment° It leaves 
little, if anything, to conJec~ureo In addi£1on~ ~.f ~he contract so provides, 
i t  makes provisions for a sinking fund, conversion into other securities or 
subordination to other securi~ieso 

The secured debenture, particularly the openoend indenture of a utility 
company includes even more details. It usually provides for the issue of 
additional bonds or a new series on the basis of property additlon8 subjected 
to the llen of the indenture, or in substitution of outstanding bonds (called 
a refunding operation) or agalnst the deposit of cash° It also provides for 
the release of property subject to the llen of the indenture upon payment of 
cash or the substitution of other proper~yo 

From bo~h a c o n t r a c t u a l  and l e g a l  s t andpo in t  i t  pu rpo r t s  to so lve  a l l  
rlghts and obllgatlons and leaves li~tle~ if anything, to doubt and ambigulty, 
or even controversy° That is to say~ a good indenture will do all that. 
Unfortunately all are not that good° 

Yet with all its me~Its, the indenture, as such~ had cer~aln serious 
defects° It was ~elgh~ed ~n favor of the trustee and in favor of the obllgOro 
The security holder was more or less a stepchildo The Accv of course, 
puported to change all thato I would s~est tha~ it purported to change 
that sit, nation by three broad approaches. First, i£ prescribes meaningful 
dutles and responsibilities of ~he trusZeeo Second, i£ re~Ires the obligor 
to file with the trustee o~ecific info~ioa9 oplnlons~ and o=her documents 
in order to assist the trustee in carrying out its duties. Third, it reserves 
to the security holder the absolute right ~o b r i ~  suit for payment due upon 
his security when such payment becomes due° Let i~ be ~nderstood at this 
point that these standards imposed by the Act apply only £o an Indenture that 
is quallfled under the Acto I~ does not apply ~o indentures ~hat are no= 
qualified thereunder° 

Perhaps the most important provisions of the Act are those that set 
the standards of the trustee° You will better understand the standards 
if I review again the case known as the Hazzard case to show you what were 
the obligations of the trustee before the Act was passed. 

This was a typical situation in point before the Act was passed and 
from this you can Judge how significant is the chan~e Is the duties and 
respouslbili£1es of the trustee° The Chase Na£1onal Bank as successor to 
the Equitable Trust Company was ~rustee under an Indenture mmde by the 
National Electric Power Company and covered an issue of $I0~000=000 of 
debentures. The debentures were secured by various secu~les. The obligor 
had the right to withdraw the securities upon substi~ion of or/lets, 
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p r o v i d e d  c e r t a i n  c o n d i t i o n s  were met.  I t  appea r s  t h a t  the  o b l l g o r  had 
withdrawn c e r t a i n  s e c u r i t i e s  o f  s u b s t a n t i a l  v a l u e  and s u b s t l t u t e d  others  
t h a t  became worchless .  A b o n d h o l d e r  b r o u g h t  s u i t  a g a i n s t  she bank,  
a11egin8 t h a t  t he  bank was g u i l t y  of  bad  f a i t h  and gross  neg l igence  in 
permitting the  s u b s t i t u t i o n  which ,  of  course ,  t he  bank den ied .  2he 
indenture provided t h a t  the  t r u s t e e  " s h a l l  no t  be a n s w e r a b l e  or  a c c o u n t a b l e  
f o r  any a c t ,  d e f a u l t ,  n e g l e c t  or misconduct o f  any . . o  a t t o r n e y s ,  agents 
or employees,  i f  reasonable care has been e x e r c i s e d  in the appointment 
and r e t e n t i o n  t h e r e o f ,  nor s h a l l  the  T r u s t e e  be o t h e r w i s e  a n s w e r a b l e  o r  
accountable  under any circumstances whatsoever except  for  i t s  own s r o s s  
neg l igence  or bad f a i t h . "  (emphasis added) 

The language  o f  the  c o u r t  i s  r e v e a l l n g o  I t  sa id  in p a r t :  

"I am constrained to conclude that the defendant was not 
guilty of that kind of gross negligence, in view of the fact 
that everything which it did was specifically permitted, and 
everything which it failed to do was specifically excused~ by 
the express provision of the trust indenture itself. AlthouHh 
the defendant was negligent, as judged by the standards of care 
imposed upon a co=unon-law trustee, it cannot he said that under 
the language of the indenture it was guilty of willful passivity 
or of reckless disregard of the rights of debenture holders when, 
in fact, it complied with every detail of its contractual duty." 
(emphasis added) 

In addition, and of equal significance, the court held that a trustee's 
liability is not measured by the ordinary relationship between a trustee 
and a beneficiary, but is measured by the express terms of the indenture. 
In other words the liability is based on contract and not on a fiduciary 
relationship of a trustee. 

| 

| 

Section 315(c) and (d) of the Act, of course, did away with the 
standard of gross negligence and bad faith, at least insofar as an inden- 
ture qualified under the Act is concerned. The sections prescribe a high 
standard of conduct to be met by trustees. Section 315(c) requires the 
trustee, in case of default, to exercise such of the rights and powers 
vested in it by such indenture and to use the same degree of care and 
skill in their exercise, as a prudent man would exercise or use under 
the circumstances in the conduct of his own affairs. Again, to demon- 
strate the contractual nature of the relationship between trustee and 
security holders, the Act requires that the indenture to be qualified 
shall contain such provision. Section 315(d) prohibits any provision 
in the indenture relieving the trustee from liability for its own 
negligent action, its own negligent failure to act, or its own willful 
misconduct, with certain exceptions ennumerated in Section 315(d). Again, 
the Act does not create a fiduciary relationship between the security 
holder and the trustee. It requires only that an indenture shall contain 
the provisions in the Act setting forth the standards and duties to be 
observed by the trustee. The liability of the trustee is still a liabil- 
ity based on contract. That is why it is necessary for us to see to it that 
these standard are contained in the indenture. Section 315(a) is permissive 
and provides: 

(229) 
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"The indenture to be quallfied ~_~_~_provlde that prior to its 
default the indenture trustee shall not be liable except for 
the performance of such duties as are specifically set forth in 
such indenture." (emphasis added) 

Again it provides - 

"The indenture trustee may conclusively rely for the truth of 
the statements or correctness of the opinions expressed therein 
in the absence of bad faith on the part of such trustee or certifi- 
cates or opinions conforming to the requirements of the indenture." 

A trustee may rely on these certificates before default, but it must 
not be negligent. Furthermore, as the Act further provides, it must 
examine the certificates. So you see the situation is quite different 
than it was before the Act was passed. The }lazzard case still applies 
to indentures that are not qualified. 

Trustees sometimes try to relieve themselves of liability. You will 
find in the indenture clauses to the effect that the trustee shall not 
be liable for this or for that. It is our task to pick those things out, 
and where they conflict with Section 315(c) and (d) to require the 
provision to make them subject to those provisions to the extent required. 

QUESTION. Suppose an indenture has been qualified, and for some 
reason or other we have missed a clause in it which is probably in conflict 
with the intent of the Act? 

MR. SPIRO. Section 318(a) provides that any provision required by 
the Act to be included in the indenture shall control in case of conflict. 
I think that the more issues that we can resolve in an indenture will 
make it easier for the security holder to assert his rights in case he 
has to. Whenever there is a question, it is customary to leave it to 
the court. That means delay, expense, etc. 

MR. SHREVE. That is probably half of the problem. Section 318(a) 
says that the required provision shall control. However, if you should 
omit one of the required provisions, there is nothing that brings that 
required provision into the indenture by operation of the Statute, or 
otherwise. So you have only one shot at it, and that is at the time it 
is being qualified. 

MR. BIACKSTONE. There is also the obligation of the Conlnlssion to 
begin a stop-order proceeding to prevent an indenture from becoming 
qualified if it conflicts with the Act. I do not know of any way the 
Commission can fulfill that duty if we do not, in fact, examine the 
indenture and spot those which are deficient. 

MR. SPIRO. The next section I shall consider is Section 310(b) 
which is the section dealing with conflict of interest. 
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One of the objections which the legislators found and which is 
cited in the purposes of the Act, is that there was a conflict of inter- 
est between the trustee and the obligor. The Act set about to elminate 
that conflict of interest. 

The Act sets forth nine specific categories of conflict. Unless the 
conflict fits one of these categories, there is no conflict. These are 
exclusive. No others could be urged. You will find they are quite 
inclusive. 

The first one deals with a conflict arising out of the trustee being 
a trustee under more than one indenture made by the same obligor. An 
obligor mlght have certain of its assets secured by one indenture, and other 
assets secured by another indenture. The Act provides that the same 
trustee under such two indentures creates a conflict. 

MR. BIACKSTONE. You mean that it is a conflict between the trustee 
and the obligor so that is is inconsistent for the trustee to be looking 
after the rights of the bondholders, because he has a relationship with 
the obligor in such a way that he is apt to favor the obligor or one of 
the groups of bondholders rather than the other. It is a conflict with 
his interest as an independent trustee looking solely after the rights 
of the bondholders .  

MR. SPIRO. A trustee cannot do justice to both classes of security 
holders in that position. When you have two secured indentures in that 
situation, you have a conflict of interest and the same trustee cannot 
be trustee under both. There is an exception to that which is specific, 
namely, indentures of a real estate company having no substantlal 
unmortgaged assets, and which indentures are secured by separate and 
distinct parcels of the real estate. You are acquainted, no doubt, with 
companies that issue participation in separate and distinct parts of the 
real estate. 

There is of course the problem of two unsecured indentures. There 
also you may or may not have a conflict. Let me explain to you how the 
Act works in that respect. Where you have two unsecured indentures, 
having the same obligor and same trustee, there is an exception and no 
conflict of interest unless the Commission finds that a conflict exists. 
When the obligor comes in with an offering, or with an application for 
qualification, whether under the 1933 Act or exclusively under the 1939 
Act, which involves a second indenture having the same trustee and the 
indenture is qualified, the Commission, in effect, is saying that no 
conflict exists, although it does not actually m eke that finding. The 
fact that the indenture is qualified is, in effect, saying that no 
conflict exists. Now you have the situation where the second indenture 
having the same obligor and the same trustee is not qualified because 
of another exemption - as, for example, the private exemption. Recently 
we had a mstter involving Household Finance Corporation. The Corporation 
filed an application under Section 310(b)(1)(ii) there being a conflict 
by reason of having a trustee under both indentures. In that case the 
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Corporation was selling its debt securities to an insurance company, 
claiming the exemption in favor of a private offering, and the indenture 
had the saam trustee as an indenture previously qualified under our Act. 
In other words, it had one indenture qualified and another indenture not 
qualified because of an exemption, and the Corporation was offering the 
securities to an institutional buyer. Was there a conflict? It doesn't 
follow as a mmtter of course where two indentures are unsecured, that 
there is no conflict of interest. Since the second indenture was not 
qualified there was no finding in effect that there was no conflict. So 
it was necessary for Household Finance to make an application under 
Section 310(b)(1)(ii) for an order of the Commission declaring that no 
conflict exists. This is a typical reason for the num6Zous applications 
under Section 310(b)(1)(li) for an order of the Cmmlsslon that no 
conflict exists. 

MR. SHREVE. The problem there arises, of course, under the indenture 
that has been qualified, not the one that has been exempt from qualification, 
because the old indenture provided that if the trustee was a trustee under 
more than one indenture a conflict of interest would arise and he had to 
resign under that old indenture. The effect of the order of the Com~sslon 
is for permission to stay as trustee under the old indenture which was 
qualified and the subsequent indenture which is not qualified. 

I might add to what I have already said that there are two situations 
in which the problem arises: one, where the second indenture must be 
qualified, and therefore the Commission must decide whether it wants 
to institute an action itself to adjudicate qualification° That type of 
action has never been instituted to my knowledgd, though the occasion 
for it has arisen. Those were resolved at the staff level vy get=ing 
another trustee. In those cases the principal problem that we run into 
is whether one is junior or senior to another indenture and we feel that 
there would be a conflict between the interest of the trustee in enforcing 
the rights of the security holders under the two indentures because of that 
Junlor-senlor relationship. However, when they come to us with an applica- 
tion, we also apply the prlnc£ples of seeing whether the provisions of the 
indentures are substantially the same, that there doesn't appear to be any 
provision which would allow for jockeying between one set of creditors and 
another set of creditors, and one provision we like to see is that a default 
under one constitutes a default under the other. That is not always present. 

MR. SPIRO. Let me take up this T-I. The form is geared to the various 
statutory subdivisions so that the answers will make apparent whether or 
not a conflict exists° It is very often that a trustee may not fully under- 
stand the impact of agiven set of facts. We, by our experience, may give 
them more weight for the purposes of Form T-I. So it is always good to look 
at the prospectus as well. That is to say, do not confine yourself to the 
T-I for the purpose of thinking in terms of conflict. That thought should 
always be in mind, whatever you read and whatever contacts you have in 
processing a particular application. 

Let me go to Section 310(5) and show you how these categories involve 
matters we deal with every day. Section 310(b)(2) provides that there is 
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a conflict if the trustee or any of its directors is an obllgor or under- 
writer, for an obllgor. Section 310(b)(3) in effect prohibits a person 
in a control relationship from acting as trustee. Section 310(b)(4) creates 
a conflict of interest if there are interlocking directors. That, you 
know, is true even in corporate law, beginning with the Munsen case. The 
Act prescribes certain exceptions, as for example, one director of the 
obllgor may be a director of the trustee. 

One of the questions raised under this section was whether a lawyer, 
who is under general retainer for the obllgor or the trustee, is an 
employee within the meaning of that section. The Commission at one time 
considered us lawyers employees within the meaning of the section and then 
changed its mind and thought otherwise. A conflict is created if there 
is a cross-ownership of specified outstanding securities between the 
trustee and the obllgor or the trustee and an underwriter. In every one 
of these the underwriter is an important factor. An underwriter is defined 
to mean every person who, within three years prior to the time of the 
determination, was an underwriter of any security of the obllgor outstanding. 

I would llke t o  t a k e  up Section 311 because there again is a great 
advance in protection of the security holder. This section is designed 
to prevent a trustee who is also a creditor of the obllgor from receiving 
or retaining a preferred payment. As you know, it is customary for an 
obllgor to go to the bank where it does business and make that bank the 
trustee. The obllgor may borrow from the bank, keep a deposit there, and 
do a commercial business there. The obllgor does not go to an outsider or 
stranger with its trust business because the trusteeship is a source of 
good income for the trustee. Section 311 prevents a trustee from improving 
its position by a preferred payment withln four months before default and 
four months after default. In other words, if, because of its partlcular 
knowledge, the trustee finds it to its advantage to take hold of the bank 
balance of the obllgor on deposit with it and apply the balance to the 
payment of its debt, and that occurs within four months before a default 
under the indenture or four months thereafter. SeCtion 311 provides that 
the trustee must hold the balance for the benefit of the trustee and all 
other indenture security holders. This is a great advance over the 
Bankruptcy Act which permits recovery of the balance taken by the trustee 
only if the trustee had reasonable cause to believe that it was receiving 
a preference. That limitation is not in the Trust Indenture Act. 

Section 311 provides certain exceptions. It except~ payments received 
for ordinary commercial transactions, payments received from a guarantor, 
payments received upon sale of a claim, or payments received from the liquidation 
of collateral securities received by the bank prior to the beginning of the 
four-months period. But this, though quite an advance, does not create a 
fiduciary relationship. Again, the right stems from the indenture provision. 

Next we will discuss Sections 310(a)(1) and (a)(2). These sections set 
standards to be met by the trustee, one of which is that the trustee must be 
an institutional trustee with a minimum capital surplus of $150,000, 
exercise trust powers and be subject to state or federal jurisdiction. 

(233) 



-12- 

Every now and then a filing is made in which the trustee does not meet 
these conditions, particularly foreign filings. A Canadian company may 
make an offering of debt securities and name a Canadian bank as trustee. 
The trustee does not meet the requirements since it is not organized 
under the laws of a State, Territory, the District of Columbia or the 
United States. In that case the Commission's policy is determined on 
a case to case basis. It is customary in those cases to file an applica- 
tion for an exemption from the provisions of 310(5) so that a foreign 
trustee could act. In the Saginaw matter the Commission said it was not 
inclined to grant an exemption. In the Gatineau Power matter back in 
1946 the Co~ulssion granted an exemption. Recently the Commission granted 
an exemption. As to what are the standards for the exemption, I might 
say that in one case there was an American paying agent around whom the 
American investors could rally, who is given a security holders' list, 
and who really performs many of the functions of the trustee. 

I now move on to other sections, those requiring the delivery of 
certificates, lists, and opinions by the obligor to the trustee to assist 
the trustee in carrying out its duties. The obligor does not stand on the 
sidelines and let the trustee and security holders swim for themselves. 
Section 314(d)(I) which applies to secured indentures requires the obllgor 
to furnish to the trustee a certificate of an engineer and of an independent 
engineer under certain circumstances, setting forth the fair value of the 
property to be released. In addition, the certificate is required to state 
that in the opinion of the person making the certificate, the release will 
not impair the security under the indenture in contravention of the terms 
thereof. 

Section 314(d)(2) re~Ires a certificate or opinion of an engineer, 
appraiser or other expert as to the value of any securities which are 
subjected to the lien. Securities may be added when a company acquires 
the securities of another company. Section 314(d)(3) requires the delivery 
to the trustee of a certificate or opinion as to the value to the obligor 
of property subjected to the llen of the indenture. For example, that 
situation arises when the obligor builds a new plant and it wants to subject 
that plant to the lien of the indenture. One of the problems under this 
section bears on the date as of which the value must be determined. 

The Division requires that the value must be determined as of a 
current date. The Division has, however, made certain exceptions. Bear 
in mind that when property is released the certificates must state the 
fair value of the property to be released and when property is subjected 
to the lien of the indenture, the certificate must state the fair value 
to the company of the property to be added to the lien. In other words, 
the property must have some value to the company. 

In addition Section 314(c)(I) requires the delivery of a Certificate 
of an officer stating that all conditions precedent to the takln~ of action 
by the trustee have been met, Section 314(c)(2) requires the delivery of an 
opinion of counsel that all conditions precedent to the taking of such 
action by the trustee have been met. If the action relates to verifica- 
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t l o n  o f  f a c t s  by an a c c o u n t a n t ,  the  o b l i g o r  a l s o  is r e q u i r e d  t o  d e l i v e r  to  
the  t r u s t e e  a c e r t i f i c a t e  of  an a c c o u n t a n t  as t o  such f a c t s .  Those c e r t i f i -  
c a t e s  a r e  r e q u i r e d  to  be d e l i v e r e d  i n  e v e r y  ca se  where a p p l i c a t i o n  i s  made 
to  the  t r u s t e e  f o r  a c t i o n ,  whe t he r  i t  be t o  d i s c h a r g e  the  i n d e n t u r e ,  e t c .  

The certificate must include the factors set forth specifically in 
Section 314(e). It must include a statement that the writer has read 
the condition precedent, a brief statement as to the scope of his 
examination or investigation, a statement that in his opinion he has made 
such examination or investigation as is necessary for him to express an 
informed opinion, and a statement as to whether or not the conditions prece- 
dent have been complied with. 

Adjourned .  

| 

II 

II 

II 

II 

II 

| 

II 
I 

(235) 


