PART 1I

II-A. SALE OF PENN CENTRAL STOCK
BY INSTITUTIONS

INTRODUCTION

During the optimistic period before and shortly after the merger,
Penn Central stock was favored by many institutional investors
including mutual funds and banks. As Penn Central’s fortunes de-
clined, most of these institutions sold their holdings. A number of
these institutions had possible means of obtaining confidential
information. .

To explore the possibility of sales based on inside information, the
staff sought the identity of these institutions through questionnaires
sent to brokers, through reports to the Commission from registered
investment companies, and through various other means. Where a
‘pattern or relationship raised some question, further information was
sought. Over 100 institutions were subpenaed for the production of
documents. This information was analyzed to determine whether
trading on inside information had occurred.

The analysis of possible insider trading was made difficult by the
existence of some public adverse information throughout the period.
Although there was significant adverse information that was non-
public, sellers were able to cite the public information as a reason for
selling. The staff, therefore, paid particular attention to trading at
significant times or where there was a significant relationship between
the company and the seller. Affidavits or testimony were sought
where unresolved questions existed. _

As a result of the analysis, the inquiry focused on five institutions
which sold stock at a critical period (late May and early June 1970)
and which had, or may have had, a relationship to Penn Central:
Chase Manhattan Bank, Morgan Guaranty Trust Co., Continental
Illinois National Bank & Trust Co., Investors Mutual Fund and
Alleghany Corp. The staff’s findings on these institutions are de-
scribed separately in this section.! Testimony was taken from officers
and employees of these institutions. The witnesses denied that inside
information was used in any way in the decision to sell Penn Central
stock. In each case they cited public information ¢r particular internal
circumstances as the reason for the sales. It is clear, however, that the
sales of the banks point up inherent conflicts of interest. As a lender
to corporations, a bank is obviously entitled to nonpublic information.
As a manager of trust accounts, a bank seeks out information to
advance the interest of these accounts. It is clear, however, that no

1 Investors Mutual Fund and Alleghany are described together because of common control of Alleghany

and Investors Diversified Services, Inc. (management company for Investors Mutual) and because of re-
lationships in the timing of the sales. .
(205)
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confidential information gathered in a commercial banking capacity
may be used to benefit the trust accounts. Banks have an affirmative
duty to see that appropriate procedures are established to prevent
any transmittal of information. In the case of these banks, Chase
described certain procedures it had instituted to separate the func-
tions, whereas Morgan, on the other hand, had no such meaningful
procedures. Officers from both units routinely attended joint meet-
ings, and, until almost the hour of Morgan’s sales, one-analyst served
both the commercial and trust departments.

There is also a question of confidential information passing by
way of interlocking directors. Stuart Saunders was a common director
of Penn Central and Chase. Thomas Perkins and John Dorrance were
common directors of Penn Central and Morgan. Although any con-
veyance of confidential information by this route was denied, on at
least the Morgan board and its trust committee & common director
spoke on Penn Central’s affairs in the presence of trust officers. Inter-
locking directors should not be put in the position where they might
disclose confidential information to bank trust officers.

Although at this point serious questions exist about whether sales
were made on inside information, it should be noted that proof of
insider trading is always difficult. The difficulty is increased where,
as here, there is some public adverse information which might ex-
plain the trade. Unless direct testimony or documents can be obtained
on the use of inside information it is difficult to sustain a charge of-
misuse of information.? _ :

CuasE MaNmATTAN BANK, N.A.

Chase Manhattan Bank, N.A., as one of the largest commercial
banks.in the United States, had extensive relationships with Penn
Central, including among others, participation in various term loans
to Penn Central by banking syndicates and an interlocking director-
ship in that Stuart Saunders, chairman of the board of Penn Central,
was a member of the board of directors of Chase.

During the period of May 1-June 21, 1970, Chase sold 7,618
shares for its personal trust® accounts and 3,597 shares for its invest-
ment advisory?* accounts. During the period May 6-June 21, 1970,
Chase sold 543,500 shares® from 1ts pension trust accounts.S

The activity in these various accounts at Chase may be illustrated
by the following table:

TABLE |.—HOLDINGS OF PENN CENTRAL STOCK

Date Pension Personal Trust Advisory Total
Mar. 26,1970 il " 566,320 40, 226 72,673 629,219
June 23,1970.._____. I 48, 000 32, 840 69, 061 149, 901

2 Both of the commercial lending departments of Morgan and Continental had inside information at the
time the trust department was selling Penn Central stock, but the parties to the decision to sell deny under
oath that the trust department had access to the information.

3 In personal trust accounts Chase usually did not have discretionary authority but rather was limited by
the terms of the trust instrument and Ly the control exercised by the co-trustee(s).

4 In investment advisory accounts Chase merely {urnished advice with no authority to purchase or sell
securities for the account. .

5 From figures made public by Chase. It should be noted that a staff review of the confirmation sheets
submitted by Chase indicates a lesser total. However, we will assume that public statistics are correct.

8 In almost all pension trust accounts, Chase acted as Manager, i.e., it had full discretionary authority to
nurchase or sell securities held by the Trust as it deemed appropriate. ’
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Thus, holdings of Penn Central stock decreased by 529,318 shares or 78
percent.” The foregoing figures should be compared with the following
table IT, which indicates Chase’s holdings at various dates prior to this

period:
TABLE II.—HOLDINGS OF PENN CENTRAL STOCK

Date Pension Personal Trust Advisory Total

Mar, 21, 1968... 743, 060 46, 996 132, 857 922,913
Mar. 4, 1969___. " 425,550 37,864 76,953 540, 307
June 12, 1969... 197, 980 29,770 70,194 297,944
Nov. 19,1970 ...__. e 592,725 38, 548 . 73,026 704, 299

Moreover, it should be noted that Chase as a bank subject to
regulation by the Federal Reserve Board and subject to the restrictions
of the Glass-Steagall Act did not own or trade any Penn Central
stock for its own account.

As the foregoing statistics indicate, the overwhelmingly majority
of sales by Chase of Penn Central stock were made for its pension
accounts. The following table indicates also that these sales were
clustered during the period May 6-June 10, 1970.

TaBLE III

. Number of Number of
Date: shares sold | Date: shares sold
May 6. oo 9, 900 May 29 . ______.___ 63, 700
May 15 oo 1, 000 June 1____.____._ fmmem 27, 000
May 19 . _________._ 8, 000 June 2_ . _______________ 50, 000
May 20_ o ___ 7, 000 June 3. ... ____.___ 45, 700
May 22_ . . 125, 400 June 4_ . __ . _________.__._ 30, 600
Mayv 25 .. 57, 100 June 10_ __ . _____._.____ 7, 800

May 26 . o . 31, 850
May 27 _ . ___ 39, 700 Total - .. ___._. 543, 550

May 28 _ oo 38, 800

Thus, during the period from May 22 to June 4, 1970, Chase sold from
its managed pension accounts a total of 509,850 shares or approxi-
mately 94 percent of the total Penn Central sales made by Chase in the
period May 1-June 21, 1970.

In order to examine the reasons why these transactions occurred,
four employees of Chase were deposed. They were Paul T. Walker,
Vice President, U.S. Department (commercial division of Chase);
James M. Lane, executive vice president, Fiduciary Investment De-
partment (trust division of Chase); Paul P. Lehr, financial analyst,
Fiduciary Investment Department; and James S. Martin, vice presi-
dent, Fiduciary Investment Department.

Walker was a vice president in the commercial division of Chase
who had responsibility for the commercial and correspondent bank
business in certain mid-Atlantic States. One of his accounts was. the
Penn Central complex.

Chase was a participant in various term loans and revolving credits
made to Penn Central and was also a depositary bank for Penn Central.
However, Chase did not directly loan funds to Penn Central as Stuart
Saunders was a member of the board of directors of Chase, and
apparently a direct loan would constitute a conflict of interest.

" However, it should be noted that the apparent discrepancy between the amount held at Mar. 26, 1970,

and the amount held at June 23, 1970, may be attributable to a number of factors, including purchases of
Penn Central stock, and transfer of accounts holding Penn Central to or from Chase.
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Walker normally represented Chase in its dealing with other banks
relative to loans to Penn Central. Walker did not attend nor was he
aware of the content of the May 21, 1970, meeting between David
Bevan and First National City and Chemical banks, wherein Bevan
discussed Penn Central’s current financial condition, the postponement
of the Pennsylvania Company’s $100 million debenture offering and
Penn Central’s intent to seek a $225 million Government guaranteed
loan.® Walker did attend the May 28, 1970, meeting of the banks
1'e%¢%,1‘dmg Penn Central.

alker maintained that the only persons he ever talked with at
Chase about Penn Central financial matters were other officers of the
commercial department. Walker specifically denied talking with Mr.
Lehr or Mr. Martin of the Fiduciary Investment Department of Chase
about Penn’ Central. Moreover, although Chase was represented at
the May 28, 1970, meeting and although it did receive the ‘“Confiden-
tinl Memorandum” dated May 22, 1970, regarding the financial
condition of Penn Central, it was claimed such information was not
given to the Fiduciary Investment Department.® Walker made refer-
ence to Chase’s internal policy regarding communication between. the
commercial and trust divisions of Chase. This policy was stated by
David Rockefeller in testimony to Congress as follows:

By executive letter, last revised under date of November 4, 1968, which was
issued by the chairman of the board and the president of the bank, all personnel
were instructed that there is to be no flow or incidental communication of inside
information from the commercial departments or divisions of the bank to the
investment. department or the pension or personal trust divisions of the trust
department.

Chase has erected a ‘““Chinese wall’’ between its commercial and trust
divisions with the intent that neither act with or for the other, and
that although, organizationally, they are divisions of the same bank,
they should be functionally independent. : '

Lane, as executive vice president, was in charge of the Fiduciary
Investment Department of Chase. Lane was chairman of the invest-
ment policy committee which had the responsibility for determining
broad mvestment policy and strategy. Lane was also chairman of the
trust Investment comimittees, which were four committees, one each
for pension, personal trust, corporate trust, and discretionary mvest-
ment management accounts.

The investment policy committee in addition to setting broad policy
has final authority to accept or reject the specific market ratings of
the Fiduciary Investment Department’s research group. Thus the
investment policy committee in setting broad investment guidelines
and approving specific ratings of particular securities determines the
parameters within which the individual portfolio managers may act,
subject to any applicable restrictions in a trust instrument. However,

8 Walker did receive a telephone call from Jonathan O'Herron at his home on Saturday night, May 23.
O’Herron apologized to Walker about Penn Central’s not having kept the banks adequately informed.
Walker considered this to be an extraordinary call,
t;blel,]s s letter dated Mar. 3, 1971, addressed to William Kuehnle, Roy C. Haberkern, Jr., Counsel to Chase
8 3

“After investigation, we have determined that the “confidential” memorandum dated May 22, 1970,
concerning Penn Central Transportation Co. was received by one or hoth of two officersin the Com-
mercial department of the Chase Manhattan Bank (National Association), Paul T. Walker and Peter E.
Lengyel, both vice-presidents. It is their recollection that said memorandum was received from represent-
atives of First National City Bank at a meeting held at First National City Bank on May 28, 1970, or shortly
thereafter. We are further advised by Messrs. Walker and Lengyel that neither of them had any conversations
with any officer or employee of the Fiduciary Investment Department of Chase With respect to said memo-

randum or with respect to any.othar subject involving either Penn Central Co. or any of its affiliates.
.- === dos mvac mnt enntained inthe files of the Fiduciary Investment Department.”
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the immediate responsibility for managing the account is that of the
portfolio managers. The other members of the investment policy
committee are the senior officers of the various Fiduciary Investment
Department divisions.

ane discussed the various aspects of the internal Chase system for
rating specific securities. Lane noted that the investment policy com-
mittee must approve a change in rating of a specific security before
the change is made. With respect to the rating of Penn Central
common stock, Lane stated that the research department submitted
a proposed change in rating for Penn Central to the investment policy
committee on May 22, 1970. The proposed change was to reduce the
rating of Penn Central from “D3” to “D4”, which in terms of the
Chase rating system would be a reduction from a permissible sell to
a reccmmended sell. The proposed change of rating consisted of a
two-page memorandum which detailed the analyst’s reasons for recom-
mending the change. .

This recommendation would be received by members of the invest-
ment policy committee and certain senior officers but not by all the
portfolio managers. :

The investment policy committee met on May 26, 1970, according
to their usual schedule and approved the downgrading of the Penn
Central rating. This change of rating and the analyst’s detailed dis-
section of the Penn Central situation was, in accordance with cus-
tomary procedure, then disseminated to all investment department
personnel.

Lane noted that the effect of a change from a “D3” to a “D4”’
rating was that: :

If the account manager does not sell, he has got to answer for his decision not
to sell, in terms of the policy guidelines that have been given to him . . . He
not only has the delegated authority to sell a 4, if he doesn’t sell, he has a lot of
cxplaining to do. s

These investment policy guidelines applied to all accounts held by
Chase, including nondiscretionary accounts. Also, this guideline would
apply to Chase’s investment advisory service.

Thus, as of May 26, 1970, by virtue of the action of the investment
policy committee, Chase’s Fiduciary Investment Department -per-
sonnel were strongly. advised to sell any Penon Central stock held by -
accounts they managed or advised. .

In order to determine the evolution of this change of rating, the
staff deposed the financial analyst who recommended the change and
provided the reasoning therefor. B . L .

Paul P. Lehr was a financial analyst in the Fiduciary Investment
Departmént of Chase. After ‘approximately 1 yeai’s experience in
financial analysis and management training, he was assigned in April’
1970 as the analyst for the surface transportation industries with
which he had no previous experience. Lehr stated that he had: -~

... full investment responsibility. . . . I have the full scope of responsibility
for my particular securities. ’

Lehr noted that he was prohibited by Chase’s internal policy from .
talking with the commercial department of the bank. Lehr could
speak to the technical research department which serviced both the
trust and commercial departments. However, the technical research.
depu-rtment_‘vgas prohibited from discussing specific companies and.

e
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In executing his investment responsibilities with respect to rail-
roads, Lehr utilized as his principal sources of information, brokerage
research reports, Moody’s Manuals, reports of the Interstate Commerce
Commission, and reports of the American Association of Railroads, as
well as any annual and quarterly reports maintained in Chase’s re-
search files. Additionally, Lehr would review any documents, e.g.,
prospectuses, relative to a public financing.

Lehr would receive a monthly computer printout of holdings of vari-
ous Chase accounts of a particular security which would indicate any
changes from the previous month’s holdings.

In the ordinary course of his duties, Lehr was expected to prepare
and disseminate to the Fiduciary Investment Department personnel an
informal document known as a flash report which would inform them
of any current information about a specific company which he deemed
significant. These flash reports, and also information memoranda
(merely a longer version of a flash report), would not be submitted to
or approved by the investment policy committee, but merely by the
director of research. '

If a change in rating were to be made, an analyst such as Lehr would
initiate the process. The next step would be a review by the research
review cominittee.

However, Lehr stated that it was his normal procedure that before
this rating review and change process was initiated and/or completed
he would speak with the portfolio managers regarding a specific
security. Lehr stated:

I try to talk to portfolio managers who I know have a large interest, whether it
be in a number of shares or the importance within a single account.

With respect to Penn Central in particular, Lehr’s first written
document was a flash report dated May 13, 1970. Lehr, in describing
the circumstances swrrounding this flash report, stated that the
predecessor surface transportation analyst had received a call from
James Reynolds, an institutional salesman for Butcher & Sherrerd.
Reynolds told the analyst that Butcher & Sherrerd was recommending
‘a switch which Lehr interpreted as a change {rom a buy recommenda-
tion to a permissibe sale recommendation.

After this call, Lehr was instructed to call the research director for
Butcher & Sherrerd, a Ted Bromley,. to find out what the main points
were that he thought made Penn Central a switch in recommenda-
tion. :

According to Lehr, this conversation took place on May 12 or May
13, 1970. Lehr stated that:

. . . everything Mr. Bromley discussed was either information available in the
annual report of Penn Central [or] was just knowledge you gain by experience.

1t is important to note that although this conversation took place on
May 12 or 13 and although Bromley discussed the April 27 prospectus,
the revised prospectus of May 12 was not discussed by Bromley and
Lehr was unaware of it. In fact, according to Lehr the earliest he was
aware of the May 12 revised prospectus would have been May 22,
1970.

After this conversation with Bromley, Lehr decided to make an
extensive analysis of Penn Central. He spoke with Chase’s research
director and received his approval to make the analysis his first

T YT b el hn2dad #n malre an extensive analvsis of data
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provided by Moody’s Transportation Manual and the April 27, 1970,
prospectus for the $100 million Pennsylvania Co. debenture offering.

Lehr had been aware of the.first quarter loss of Penn Central but
had not been alarmed, partially due to the fact that a loss was ex-
pected and due to his experience in the area. Consequently, he had
not done anything more than note the loss and informally discuss it
with his predecessor who shared his lack of alarm.

The flash report of May 13, 1970, was essentially a report of the
conversation with Bromley, the fact that Butcher & Sherrerd was
recommending a change and certain financial data which Lehr had
obtained from various public sources. Lehr noted in the flash report
that Butcher and Sherrerd was a firm which knew Penn Central well.

Lehr stated the importance of this was that:

I was putting this out to the portfolio managers in order to give them an idea
that this isn’t only Paul Lehr with 1 month’s experience informing them that the
situation deserves a scrutiny, but that here was a tirm that knew Penn Central
supposedly well as witnessed by their being bullish on the stock and writing this
bullish report . . . here was a firm going out saying we are no longer recommending
purchase.

. After distributing the flash report, Lehr arranged to see Jonathan
O’Herron, vice president of Penn Central, to try to obtain further in-
formation such as the sources and uses of funds. However, the meeting
which took place on May 15, 1970, was aborted by O’Herron without
any substantial discussion. :

Lehr then resumed preparing his detailed analysis of Penn Central’s
financial condition. He tried to reach O’Herron by telephone repeatedly
but was unsuccessful.

By May 22, Lehr’s recommendation for a change in rating of Penn
Central stock had been prepared. Lehr also spoke with portfolio
managers, including James Martin, about Penn Central during the

week of May 18-22, 1970. Lehr discussed Penn Central’s financial
situation, both present and projected, and his proposed change in rating.
Lehr spoke with portfolio managers in the pension, personal trust, and
investment advisory areas.

Although the portfolio managers did not receive Lehr’s memoran-
dum of May 22, he had orally conveyed the substance of same to a large
number of them prior to May 22. ,

Lehr did not recall whether the research review group approved the
change in rating on Friday, May 22, or Monday, May 25, but in any
event the investment policy committee did in fact approve the change
in rating on Tuesday, May 26. The information regarding the change
in rating would have been disseminated to all Fiduciary Investment
Department personnel by Wednesday, May 27, However, the portfolio
managers had begun selling during the week of May 18-22.

Lehr stated that he and Louis J. Kleinrock of the research group met
with Burt Habgood, vice president in charge of the Pension Trust De-
partment. Lehr spnke with Habgood and with Martin, who was also
present at the meeting, about the substance of the May 22 memoran-
dum regarding Penn Central.

However, Lehr could not recall exactly when the meeting occurred
but felt that it probably was the week of May 25 or later. This fixing of
the time of the meeting was due to the fact that Lehr recalled that
Martin stated that he had sold out most of his position in Penn Cen-
tral, which according to Lehr would have May 26 at the earliest.
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- Lehr stated that purpose of the meeting was to provide Habgood

and his department with the analyst’s latest information and judgment

about Penn Central and to inquire whether holdings of Penn Central
- had been reduced to an extent commensurate with the risk. |

Lehr spoke with Don Berry, vice president in charge of the Personal
‘Trust and Investment Advisory Departments the day following his
meeting with Habgood. Essentially, this conversation covered the
same points Lehr had previously discussed with Habgood.

Lehr’s conversation with Berry occurred at the request of Kleinrock
who felt that both areas of the Fiduciary Investment Department
should be equally informed.

After this meeting and conversation, Iehr issued a flash report
dated May 29, 1970, which essentially announced the cancellation of
the $100 million debenture offering.

After these events and prior to the reorganization, Lehr did not
issue any other written reports about Penn Central and his involve-
ment, if any, would have been limited to discussions with the portfolio
managers about Penn Central.

Martin had four portfolio managers reporting directly to him as
well as personally managing certain pension accounts. Martin was
one of two officers who had responsibility for supervision of the pension
trust portfolio managers, subject to the supervision of the head of the
Pension Trust Department, Habgood.

Martin stated that his:

. . . primary responsibility is the accounts which are dircctly assigned to me,
which are 13 in number. Secondarily, I have responsibility for the administration
of the division of which I am head.

Additionally, Martin was a member of the pension trust investment
committee.

Martin recalled that he had met with Lehr, Kleinrock, and Habgood
regarding Penn Central, but he could not remember the date of the
meeting. However, he did indicate that it prebably was prior to May
26 when the change in rating of Penn Central was officially made.

Martin stated that at the meeting they discussed:

What course of action we should be taking with respect to Penn Central stock

that we held, and we rcally debated as to whether or not the stock should be
sold and should be sold across the board within the pension department.

Martin noted that the information discussed at the meeting was
based upon the first quarter report of Penn Central and the first
offering circular for the $100 million debenture offering.

Martin recalled that they did discuss at the meeting that Lehr was
recommending a change in the rating of Penn Central stock.

Although Martin could not recall the precise date of the meeting
he was certain that it occurred before he began selling Penn Central
stock on May 22. His recollection differs from Lehr on this point.
Martin’s memory appears more accurate since Lehr remembers being
told to convey information to the head of the personal trust depart-
ment after the meeting with Martin. That sequence appears more
consistent with conveying information than with checking on the
progress of sales. S

Martin noted further that he did not see the revised offering cir-
cular until after he had begun to sell Penn Central stock.

In discussing the management of his accounts, Martin noted that
he had in the sorine of 1969 sold substantiallv all of the shares of
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Penn Central in these accounts at above $50 a share and then in
November or December 1969 he bought approximately 250,000 shares
at about $25 a share. -

With respect to the sales of Penn Central stock commencing on

May 22, 1970, Martin stated that his order to his trading desk was
at a “level mdication”, which he explained as sales within a reasonable
range of a specific price but not a limit price. Martin stated that he
gave the trading desk:
An amount of shares 1o work with at the outset rather than specific orders with
respect to specific amounts. . . . ! As I recall when the orders were first entered the
stock was in the 12 area and we used that as a level. The implication there is
roughly within half a point of that in that kind of situation.

According to Martin all sales made for his accounts were within the
range of 11% to 13. These sales occurred during the period May 22—
June 1 and during this entire period Martin had an outstanding order
to sell.

Martin stated that “6 or 7 of the 13 accounts he managed held
Penn Central stock in May, 1970, and that he placed oral orders with
his trading desk to sell 100,000 shares beginning on May 22, 1970.

At the time of placing his initial order to sell on May 22, Martin
indicated to the trading desk the approximate amount of his holdings
of Penn Central but did not tell them that he wanted to sell all his
holdings. Martin stated that:

I would have indicated to them the 100,000 shares and that there possibly was
another hundred behind it. The decision I made at that time was not one to sell
all the stock I had as far as I could sell it. It was to begin moving out of the stock,
particularly in those accounts where it represented significant exposure. There
was at that time the possibility that some of the stock would have been retained

Martin stated that he would not have sold all his holdings on May
22 if such a sale were possible:

I didn’t feel at that time that it was that critical a matter to move all the stock
as fast as I could. I felt that if it was a stock I wanted to be out of I was willing
to take a period of time to do it. I didn’t think I was in any imminent danger of
losing all my money. There was a great deal of interest in the stock at the time.
By moving more slowly and without putting undue pressure on the market it was
likely I could get a better price overall.

The trading desk was able to unload a major part of this 100,000-
share order on May 22. Martin continued to give orders for the sale
of. Penn Central until June 1 when bis accounts were sold out.

Martin stated that he did not know at the time he placed the order
whether the trades would be made that day or for which specific
accounts he would be selling. At the time Martin placed the nitial
order to sell he had a specific order of his accounts that he wished to
sell out first. Martin listed the specific accounts he sold out first and
reiterated his reasons for selling out these specific accounts. Martin
stated that his:

- intcrest was to allocate to those accounts in whom-in which it represented a

material position, which were, in my view, at least more conservative in terms of
their investment approach.

Further Martin noted that:

The allocation was made to those accounts first which I felt either had the
greatest exposure in the stock in terms of percentage holding or to those accounts
which I felt could assume the least risk by their nature.
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Normally the allocation would have been made on a pro rata basis
for all accounts selling Penn Central by the trading desk on the basis
of order tickets submitted by the portfolio managers.

Martin noted that his decision to sell Penn Central was known by
his fellow portfolio managers and also that the Penn Central situation
had been extensively discussed by them. He also noted that only one
other individual portfolio manager in his division held Penn Central
stock. This was a Michael Hoben, whose account which held approxi-
mately 7,500 shares was sold by him on May 19 and May 21.

Although Martin was unaware of the reasons why Hoben sold,
Chase has represented that Hoben sold on the basis of the May 13
“flash report’’ and his conversations with Lehr.'?

Chase had a possible avenue for the transmission of inside informa-
tion aside from the commercial lending department. James O'Brien,
who was a partner at Salomon Brothers and who was involved in the
Pennco debenture offering that was aborted on May 28, 1970, attended
the May 21, 1970, meeting in Bevan’s office. At that meeting, the
underwriters were told the offering was being abandoned and that a
government loan was being sought. O’Brien was formerly head of the
Chase trust department. He knew all the individuals involved in the
decision to sell Penn Central stock and in the normal course of business
spoke with them about transactions in which Salomon was acting as
broker. O’Brien testified that he did not recall the information dis-
closed at the May 21 meeting but that he is certain he never dis-
cussed Penn Central or its securities with Chase officers.

SUMMARY

It would appear that the commercial department of Chase would
and did as a customary part of its loan arrangements have certain
inside information about the financial condition of the borrower,
Penn Central. However, Chase has claimed that, pursuant to its
. written internal policy, such confidential information was not com-
municated to its trust department and that the sales of Penn Central
stock by Chase Manhattan Bank in May and June of 1970 were not
occasioned by the receipt and use of inside information but rather
were caused by an internal analysis of Penn Central which resulted
in a downgrading of its rating to a point where it became an almost
mandatory ‘‘sell”’ situation.

Morean GuaranNnTy TrusT ComMPANY oF NEW YORK

Morgan Guaranty Trust Company of New York (MGT), a wholly-
owned subsidiary of J. P. Morgan & Co., Inc., was the largest single
shareholder of Penn Central (PC) at the end of 1968 with 849,275
shares held in nominee name for its trust accounts. This represented
3.4 percent of the total PC shares outstanding. By December 31,
1969, MGT had increased its holdings to 1,173,078 shares of PC stock.
In 1970, prior to May 28, 1970, M GT sold 208,287 shares of PC stock,
but continued to hold 847,308 shares in pension trusts administered
by the trust department. But between May 29, 1970, and the filing
for bankruptey by PC on June 21, 1970, MGT sold 371,000 shares
held for the pension accounts. The basis for these sales in May—June,

0 Letter of Howard A. Scribner, Jr., vice-president, Chase Manhattan Bank, N.A., dated May 5, 1972.
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1970 was a trust department decision to sell PC held in all pension
accounts. : :

MGT also provided a significant amount of banking services for PC
with $35 million in various commercial debt obligations, and it also
was part of a consortium of banks meeting at the end of May, 1970
to seek methods for additional financing for PC. Furthermore, MGT
was the sole issuing agent ' of PC commercial paper and two of
MGT’s directors were also directors of PC.

Taken as a whole these factors. raise questions on possible use of
inside information obtained as the basis for the trust department’s
sales of PC stock just prior to PC’s bankruptcy.

INTERLOCKING DIRECTORS

There were two interlocking directorships between MGT and PC.
John T. Dorrance, Jr., a director of both Penn Central Co. and Penn
Centrai Transportation Co., was a director of both J. P. Morgan &
Co., Inc. and MGT in early 1970. He also was chairman of the board
of the Campbell Soup Co. and served on the boards of John
Wanamaker (Philadelphia) and the Penn Mutual Life Insurance Co.
The other interlock, Thomas L. Perkins, ah attorney with the New
York law firm of Perkins, Daniels and McCormack, served also on
the boards of American Cyanamid, Duke Power, Discount Corp. of
New York and General Motors Corp.

Dorrance was the senior MGT director, having joined the board of
Guaranty Trust Co. in the mid-1950’s, but not until about 10 years
later, after the PC merger, did he become a PC director at the invita-
tion of Stuart Saunders. Several companies Dorrance was affiliated with
had investment accounts managed by MGT, but none of the accounts
had any transactions in PC securities. Although Dorrance was aware
of MGT’s participation in First National City Bank’s (FNCB)
$300 million revolving credit arrangement with PC, he testified
that he was not aware of the MGT holdings of PC securities, of the
FNCB meeting, of the decision to sell PC stock on May 29, or of
the sales by MGT in May or June 1970. Dorrance attended the
May 27 PC board meeting when the PC directors were informed that
the debenture offering was to be postponed, and the June 8, 1970,
meeting when certain PC officers were replaced.

Perkins, who served on the finance committee of the PC board, was
quite familiar with PC’s financial condition. Like Dorrance, Perkins
had served as a MGT director before becoming a director of New
York Central prior to the merger with the Pennsylvania Railroad.
Perkins was aware of the signiﬁcant PC holdings by MGT in early
1969 when, as a director of Discount Corp. of New York, he learned
that MGT had purchased PC for Discount’s pension plan. Upon
inquiring, he learned that MGT’s trust department was optimistic
about P%’s future, and he informed the trust department that he didn’t
care how they felt about PC, he didn’t want any more PC purchased
for the Discount pension fund. However, Perkins stated that he was
not aware of the sales by MGT of PC in May or June and did not talk
to anyone at MGT during May or June about PC, except for his
discussions with John M. Meyer, chairman of the board of MGT,

11 The issuing agent processes the physical issuance of the notes and receives and disburses the cash in-

volved, The issuing agent is to be distinguished from the comrnercial paper dealer, Goldman, Sachs in this
case, Who has responsibility for marketing the paper.
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about Perkins’ resignation from the PC board of directors. Perkins
testified that it was the practice for MG directors to periodically
attend trust committee meetings at MGT to discuss other companies
which they also served as directors, although no information of a con-
fidential nature was given the trust committee. In a May 3, 1972,
letter, MG'I"s counsel stated:

With respect to meetings of the full Trust Committee, we are advised that it
was not the practice at any of these meetings to discuss affairs of a particular
company of which one of the members of the Trust Committee was a director,
but rather the general industry being presented for veview. :

More specifically with respect to Mr. Perkins we are advised that he did not
attend any meeting of Morgan Guaranty’s Trust Committee during the period
of May 1, 1970, through the bankruptcy of Penn Central. We are further advised
that there was no discussion of Penn Central or the railroad industry in any
meeting of the full Trust Committee held during this period. .

COMMERCIAL DEPARTMENT

Kenneth E. MacWilliams, vice president of MGT, assumed client
responsibility for Penn Central in April of 1970. MacWilliams reported
that his duties regarding a particular client were to be aware of the
client’s financial needs and to participate in the extension of credit
when it is necessary. Before credit is extended by MGT two members
of the credit policy committee must approve any loan involving $5
million or more, or any loan with a maturity date of over 1 year.
Any officer can commit the bank up to these limits without committee
apprcval.

In February 1970, MGT declined to participate in a $50 million
bridge loan to the Pennsylvania Co. for additional cash needs.'
The loan was to have been unsecured, and was to have been repaid
out of the proposed $100 million Pennco debenture offering.

On May 6, 1970, Jonathan O’Herron, vice president of finance of
Penn Central, met with representatives of the MGI’s banking division
to discuss Penn Central’s financial condition and to make a prelimi-
nary inquiry as to MGT’s potential participation in a.60-day bridge
loan of $20 million. Apparently MGT declined to participate in this
loan for the same reasons it declined participation in the $50 million
loan in February.

The major loan to Penn Central by MGT was a $25 million partici-
pation in the $300 million revolving credit loan which was secured by

ennsylvania Co. stock. At the beginning of May 1970, MGT had
extended $20,833,333 out of its $25 million participation; $4,166,667
remained available for Penn Central prior to the bankruptey.

On May 25, 1970, MacWilliams was informed by FNCB of a meeting
to be held involving the revolving credit loan to Penn Central because
Penn Central had estimated it needed a new loan of approximately
3225 million if the debenture issue had to be postponed. Approxi-
mately $100 million of this amount was to be used to repay com-
mercial paper, the balance was to go for operating losses. MacWilliams
was also told that Saunders, Bevan, and O’Herron of Penn Central
were in Washington with Treasury Secretary Kennedy and White
House Special Counsel Flanigan to try to obtain a Government guaran-
tee on the new debt. :

_ .13 A bridge loan is a loan to bridge the creditor over until a pending public financing is completed. In this
instance the loan was to be repaid from the proceeds of the $100 million debenture offering.
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A memorandum of these conversations was sent to Dewitt Peterkin,
president of the bank, Stuart Cragin, chairman of the credit policy
committee, and Frank Sandstrom, senior vice president because of the
importance MacWilliams had placed on the telephone call. Mac-
Williams testified he did not talk to anyone in the trust and investment'
division or the research department during the time between the
telephone calls and the FNCB meeting on May 28 and to his knowledge
neither did his immediate superiors.

The FNCB meeting took place at mid-morning on May 28, 1970.
MacWilliams and G. Kenneth Crowther, both bank officers, and
Bruce W. Nichols of MGT’s counsel, Davis Polk & Wardwell, repre-
sented MGT. Upon returning from the FNCB meeting, MacWilliams
wrote a confidential memorandum dated May 28, 1970, to the credit
department files reporting the events that had occurred. This memo-
randum contained a good deal of information about the financial and
operational condition of Penn Central which at that time had not
been publicly disclosed. It specifically referred to the existence of the
negotiations regarding the Government guaranteed loan, the post-
ponement of the $100 million debenture offering, and the serious
financial condition of Penn Central. .

Copies of this memorandum were directed to Meyer, Cragin, and
Peterkin in addition to the normal distribution in the credit depart—
ment. MacWilliams testified that he did not talk to anyone in the
trust and investment division concerning Penn Central on May 28 or
May 29 nor was he aware of any events involving Penn Central that
occurred at the bank on May 29, for example, the global order di-
recting sales of Penn Central stock in all pension accounts.”® Crowther
testified that he could not recall specifically speaking to anyone at:
MGT upon returning to the bank after the FNCB meeting but some-
one, such as chairman Meyer, might have contacted him to find out
what happened. Crowther and MacWilliams were cautioned to say
nothing concerning the meeting.

THE TRUST AND INVESTMENT DEPARTMENT

- The trust and investment department administers investments in
connection with basically three types of accounts: personal trust
accounts; investment advisory accounts; and pension accounts. For
the personal trust and investment advisery accounts, the bank nor-
mally shares the investment responsibility with a cotrustee, while in
the case of most pension accounts, the bank has sole investment
responsibility. An advisor is responsible for the investment decisions
for the account, but he is guided by two committees within the trust
department: the committee on trust matters and the common stock
committee.

The internal committee on trust matters meets twice each week to
review accounts, to consider recommendations presented by the officers
of the trust and investment department and to formally ratify actions
taken between regular -committee meetings. The investment officers
base their recommendations to the committee on trust matters on
conclusions of the common stock committee (a committee of eight
officers of the investment department), on information received from
the research department, the economics department, and on previous

13 Baa nn @R A
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decisions of the committee on trust. matters. The total committee on
trust matters usually meets twice a month prior to meetings of the
board of directors or executive committee of the bank. These meetings
are limited to consideration of general investment policies and no
discussions are held regarding individual accounts or approval or
disapproval of specific investments. :

The common stock committee considers both individual securities
and industries. Although there is no rating system fcr individual
securities the common stock committee recommends by categories a
particular issue as a ‘“fielder’s choice’’ to sell, or a “fielder’s choice’ to
buy or to hold. When the common stock committee determines that a
particular security falls within one of these categories, each account
manager considers the recommendation in relation to the circumstan-
ces of the individual account, for example, the tax effect, the client’s
wishes, the company trustee’s instructions and such. A recommenda-
tion is not a mandatory instruction for the account manager, but the
manager must satisfy the committee on trust matters that acting in a
contrary fashion to the recommendation of the common stock com-
mittee is best for a particular account in light of all the circumstances.

MGT had purchased most of the Penn Central shares held in its
various trust accounts just prior to the Pennsylvania Railroad and
New York Central merger. Nearly 900,000 shares of Penn Central
were acquired in 1966 when the yearly high was 73 and the low was 40.
The stock was purchased primarily because of the savings expected to
result from their merger. M G'TVs research department had determined
the PC would earn $5 per share during a good economic year and the
merger should increase PC’s earnings an additional $5 per share from
cost savings. Other reasons included the high book value of Penn
Central as compared with the then current price of PC stock, and the
tax shelter which would result from the peculiarities of railroad ac-
counting. No shares were acquired after 1969.

The following table shows shares held by MGT in various accounts
%l; tﬂe end ‘of 1969 and at the time of the May 28, 1970, meeting of

anks: :

Dec. 31, 1969 May 28, 1970 Sales

Personal trust .. i 49, 329 115, 308 31, 692
Investment advisory.. .. ... 173,613 142,770 129, 843
Pension. ... 950, 136 1847, 308 46, 754
Total . e 1,173,078 1 905, 386 208, 289

1 Besides sales, certain shares were delivered to clients by the bank for various reasons.

Between December 31, 1969, and May 28, 1970, MGT sold 64
percent of Penn Central securities in the personal trust accounts, 75
percent of the Penn Central stock in the investment advisory accounts
and 5 percent of the Penn Central stock held in the pension accounts.
Included in the pension sales was the sale on May 19 of the entire
position of 7,600 shares held for the Morgan Guaranty Trust Co. of
New York and Affiliated Companies Retirernent Plan for the U.S.

4 Between May 25 and May 28, MG'T sold 7,000 shares of Penn Central. May 28 was chosen for analysis of
Penn Central trading because it was the day of the FNCB meeting when confidential information concerning
Penn Central came from Bevan.
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Employees. This sale was represonted as necessary to provide the funds
necessary to pay for a recent purchase of Federal National Mortgage
notes, because the fund is a static fund and most purchases must
therefore be offset by a sale of other securities in the fund.

The common stock committee considered Penn Central on Jan-
uary 21, 1970, and again on May 19, 1970. A report by the research
department, distributed prior to the January meeting, contained the
following information: _

It now appears that the railroad operating deficit for the fourth quarter of 1969
will equal or exceed the $47 million loss reported for both the third quarter of
last year and the fourth quarter of 1968. The credibility gap between management
and the investment community seems to be widening, since these anticipated
results are in direct contrast to the recent remarks of Mr. Saunders. In a letter
to stockholders on December 1, it was stated that the merger was progressing
satisfactorily and that railroad operating losses will show a favorable trend in the
fourth quarter. Our estimated final quarter results would put the operating deficit
for the year at about $170 million, compared with $122 million for 1968 ($153
million including the New Haven). No special transactions by the railroad or
real estate subsidiaries took place during the fourth quarter. Thus, consolidated
carnings for the year 1969 could be as low as $0.50 pershare, compared with the
$3.91 reported for 1968.

The lack of meaningful published information and the reticence on the part of
management to thoroughly discuss the now-sensitive area of railroad operations
makes us more uncertain about the near-termm prospects for Penn Central than
at any time in the recent past. Heretofore, our conclusions have been based on
an analysis of management’s documentation of the swing variables—i.e., sever-
ance and overtime, abnormally high per diem charges, and the attainment of
merger savings. Despite the recent rate increase and management’s statements
that merger costs were being reduced and that merger savings in the fourth quar-
ter were running at an annual rate of $34 million, 1t is quite evident that the net
benefits are being lost to yet to be defined areas.

The common stock committee at the January 21 meeting categorized
Penn Central common stock as a fielder’s choice to sell.

A report prepared for the May 19, 1970, meeting concluded that:

Penn Central does control nearly $7 billion of assets on which it should be able
to earn a reasonable return, but we do not think it will happen in 1970. Because
of the poor first quarter results, we are reducing our earnings estimated for this
year to $1.00 per share, from the previous $2.00. However, we do not have much
confidence in our estimate, because of the many variables involved and manage-
ment’s continued credibility gap.

The research analyst who prepared these reports, John C. Holschuh,
did not recall speaking to anyone at Penn Central, other analysts, or:
anyone at MGT. The common stock committee at the May 19, 1970,
meeting continued Penn Central stock as a fielder’s choice to sell.

MGT normally .exercises sole investment discretion for pension
accounts; thus transactions in these accounts differ slightly from the
procedures for effecting transactions in personal trust and advisory
accounts. Each pension account is reviewed quarterly by the commit-
tee on trust matters, but most of the activity occurs between the
formal review and is approved by the officer in charge of the pension
account managers and later ratified by the committee on trust matters.

A global order is used to designate a security to be bought or sold
for all pension accounts managed by MGT. In the case of a global
order to sell, all shares held by the pension accounts are sold at the
best price obtainable with allocation of specific sales to individual
accounts done on an equal basis, each account receiving a daily average
price for the shares sold. A global order thus, in effect, preempts the

___opinions of all individual acconnt manacere ard it dnoc nnt falra intn
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On May 29, the day after the FNCB meeting, Samuel R. Callaway,
executive vice president and head of the trust department, Harrison V.
Smith, senior vice president, and Carl E. Hathaway, senior vice
president met in the morning and decided to place a global order to
sell all the Penn Central shares held by the pension accounts. All
three men met shortly after arriving at work and discussed what they
felt was the serious financial condition of Penn Central. While Calla-
way and Hathaway could not recall the specific details of the meeting,
Smith testified:

Quesiicn. Then after you arrived at the bank on the morning of the 29th, you met
with -Mr. Callaway and Mr. Hathaway?

Answer. That’s right. And we decided despite the decline in the price in the
stock, it should be sold for pensions on a global basis, and Hathaway implemented
that decision. .

Qucestion. Now was this meeting the first thing in lhe morning, do you recail?

Answer. I don’t recall exactly. It was probably sometime after our routine 9:15
meeting of the entire department, so I would place it at half past nine or 10
o’clock, something like that.

" Question. Do your recall where you met?

Answer. Somewhere on the fourth floor, but I can’t recall whether it was Mr.
Callaway’s office or in the space outside of it where the rest of us sit.

Question. How long did this meeling last?

Answer. I belicve it lasted 2 or 3 minutes at the most.

The decision was reached without contacting the research depart-
ment at MGT because all three felt they knew enough to make an
informed investment decision. The sale was not discussed at the
routine staff meeting that morning, but according to Hathaway such
a sale would not normally be discussed at the staff meeting.

The decision to sell was based primarily on the disclosure in the May
29, 1970 Wall Street Journal of the postponement of the debenture
offering. Smith testified concerning the significance of the postponed
offering: :

Quesiton. And there was a very real feeling, then by those making this tnvesiment
decision for the bank, that if Penn Ceniral could have gotten the $100 million they
possibly might have been able to survive? : :

Anpswer. It mght have given them enough breathing space to bring 'some order
into the operation of the railroad, and salvage somethng from the situation.
© Question. In view of the fact the debeniure had is rating lowered to Double B, and
in view of the fact that the interest rate was sel at 10¥% percent, could it not have been
fairly anicipaled at this time that this offering would not go through? Did it come as
any surprise to you, Mr. Smith, that the debeniure offering was posiponed?

" Answer. Yes, I was surprised that it had.gone this far, and it would have been
more usual if First Boston, who are the principal investment bankers involved in
a situation like this had said early on there is no point in this. And they had gone
s0 far as to schedule the issuc for early in June. So it was surprising to us that they
couldn’t sell it. Because, of course, that was the situation that caused the post-
ponement of the offering was that they didn’t have the buyers.

" Question. Did you allach importance lo the fact that they had gone'so far and did this
-have any effect on your invesiment decision on the morning of the 29th¥

- Answer. I can’t remember any discussion along those lines. The significance of
it. was that when the offering was scheduled in May, the underwriters felt there
was a possibility or they wouldn’t have done so. By the time May 29 came alon
-the sentiment had deteriorated so that it was no longer possible to do so.

Ip arriving at the decision to sell Penn Central, all three men testi-
fied that they did not contact anyone else either at Morgan Guaranty
Trust or outside the bank concerning Penn Central. Smith and
Hathaway testified that they were not then aware of the negotiations
‘concerning the government guaranteed loan or the meeting the pre-
vious day at FNCB attended by representatives of Morgan Guaranty

T
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After the decision to sell was made, Hathaway placed by telephone
a global order to sell approximately 800,000 shares of Penn Central
with the trading desk at Morgan Guaranty Trust'® with no specific
instructions concerning the price, the timing of the sales or the manner
in which the stock was to be sold. Standard procedure at Morgan
Guaranty Trust is to sell as much as possible at the best price obtain-
able without affecting the market.

Between the institution of the global order and the bankruptcy
petition, Morgan Guaranty Trust sold 371,000 of the 847,308 shares
held for the pension accounts on March 29. In the personal trust ac-
counts, only 4,102 shares out of 15,308 were sold during this period,
and 29,660 shares in advisory accounts were sold out of 42,770 shares.
In all, sales due to the global order represented 92 percent of all the
Penn Central sales druing the period between May 29 and June 19.

The table on the next page shows the sales by Morgan Guaranty
Trust during the period:

MGT
Shares sales as a
percentage of
Exchange exchange
Date Sales volume volume -
45,930 212,545 21.6
32,000 - 117,008 21.3
25,900 . 151,921 17,0
24,435 119, 478 20. 4
42, 300 126,771 33.3
41, 000 113, 410 36.1
0 48, 595 0
96, 450 253, 804 38.0
52, 087 258, 515 20.1
- 30,775 117,413 26.2 .
360 399, 457 .09
0 151, 746 0
425 114, 957 3
200 113,086 .1
11, 600 88,783 13.0
0 77,786 0

The majority of the sales were placed through Dean Witter, but on
two occastons sales were executed through HKastman Dillon, Union
Securities & Co.

The orders for sales were normally given to Dean Witter to sell “at
market”’ in 5,000 and 10,000 lots. When a particular lot was sold, the
trader would give Dean Witter another order and vary the instructions
as to whether i1t was to be a limit order or a market order. Ronald C.
Ivory, the trader, testified that he tries to sell about one-third of the
volume when attempting to liquidate a large position because he has
found this to be the best procedure to follow so as not to depress the
market price of the security. Furthermore, he would not try to sell a
position as large as the Penn Central holdings in several block transac-
tions because a broker positioning a block would compete in the
marketplace with Mor gan Guaranty Trust when it unloaded the block
subsequently.

As the table reflecting the trades by Morgan Guaranty Trust reveals,
roughly half of the global order was sold between May 29 and June11.
The only day Morgan Guaranty Trust did not trade was on June 8.
Ivory testified that he was instructed not to sell any shares of Penn

15 The exact ammmt to be sold was later determined after checking the bank’s records.
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Central on that date by his immediate superior, who gave no reason
for the instructions. Apparently Meyer had ordered the trading
stopped. In a memorandum supplied by counsel, the reasons for not
trading on June 8 are set forth:

EvenTs Lrapine To DicisioN To Suspenp SeLLING OF PENN CENTRAL STOoCK
oN Juni 8, 1970 .

On Saturday and Sunday, June 6 and June 7, 1970, a series of meetings were
held at the Federal Reserve Bank in New York City which were attended by
" representatives of the U.S. Department of Commeree, counszl for the U.S. Depart-
ment of Transportation, officers of the Federal Reserve Bank of New York,
representatives of three New York banks (Morgan Guaranty, First National
City, and Chemical), and representatives of First National Bank of Chicago and
Mellon National Bank & Trust Co. In attendance from Morgan Guaranty were
John M. Meyer, Jr., Chairman of the Board, and Kenneth E. MacWilliams, a
Vice President, who were accompanied by Bruce Nichols of Davis Polk & Ward-
well, counsel for Morgan Guaranty.

During the course of these meetings, several statements were made which led
Mr. Nichols to conclude that at some time on Monday, June 8, a Board of Di-
rectors meeting of the Penn Central Company would be held at which important
top-management changes might be made, changes which would be of such an
unusual nature as clearly to indicate that Penn Central was in the gravest financial
difficulty.

No one from the Trust and Investment Division of Morgan Guaranty was in
attendance at any of the meetings over this weekend, and neither Mr. Meyer,
Mr. MacWilliams, nor Mr. Nichols informed any member of the trust and invest-
ment division of what had occurred. Nonetheless, Mr. Nichols was concerned that,
because of the quasi-public nature of these meetings, which he felt might attract
attention by reason of their being held on Saturday and Sunday at the Fedcral
Reserve Bank with so many prominent persons in attendance, information as
to the possible impending management change might leak out and come to the
attention of someone in the Trust and Investment Division from some other
source. ITe was further concerned that if sales were madc on June 8, someone might
later contend that information relating to such change had come to them from
Mr. Meyer or Mr. MacWilliams. Under these circumstances, be felt that the
safest thing to do was to advise the Trust and Investment Division not to make
any trades in Penn Central on June 8.

On the afternoon of June 8, the news of the management shakeup was publicly
announced and this news was prominently featured in the New York Times and
the Wall Street Journal on June 9. In view of the public disclosure of this informa-
tion, it was felt that there was no longer any reason to refrain from making sales
under the global order and the Trust and Investment Division was so advised
before the opening of trading on June 9.

After resuming trading on June 9, Morgan Guaranty Trust all but
ceased selling PC in significant amounts on June 12 until after the
bankruptcy petition. By June 21, 44 percent of the shares under the
global order had been sold.’® Hathaway testified that a hold was placed
on the sales because the market price of Penn Central had fallen ap-
proximately 25 percent from the time the global order was placed, and
because he believed that the Federal Government would not permit a
company the size of Penn Central to fail. It was Hathaway’s responsi-
bility to obtain the best price possible once the decision to sell was made
and he felt the price of PC would regain some of the 25 percent decline.

Although Penn Central was discussed at the corporate office meetin
on June 10, the discussion did not involve the sales of Penn Centra
other than the change in Penn Central management on June 8. Meyer
did not attend the meeting and although Caﬁaway was present at the
WH the remaining 468,600 shares of Penn Central held for the pension accounts were sold
between June 26 and June 30. Morgan Guaranty Trust sold the rest of Penn Central for the pension accounts
after the bankruptcy petition because it felt there would be nothing left for the shareholders in any type of -

eventual liquidation. Selling was not ipumediately resumed beeause the initial news of the bankruptcy
nnatitinn danrnecad tha nrina nf Ponn Mantral A ftar covoral dave tha nrire af Pann (lentral rnse snmew hat
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meeting, he stated that no one instructed him to cease selling Penn
Central.

By June 19, Morgan Guaranty Trust had sold 57 percent of the total
Penn Central shares held for the various trust accounts at the begin-
ning of 1970. Specifically, 77 percent of the shares held in the personal
trust accounts, 92 percent of the investment advisory holdings, and 50
percent of the pension shares had been sold. In the accounts for which
Morgan Guaranty Trust exercised sole investment discretion 50 per-
cent of the shares had been sold. Eighty-nine percent of the shares had
been sold in the accounts in which Morgan Guaranty Trust shared the
investment responsibility with a cotrustee.

The allocation of the sales under the global order to particular pen-
sion accounts was done in 2 manner so as to affect each account equally.
The percentages of Penn Central held in each pension account were sub-
stantially identical on May 29 and June 19. .

At the time of the filing of the bankruptcy petition, there were 19
yersonal trust accounts and nine advisory accounts which still held

enn Central. Documents submitted by Morgan Guaranty Trust
indicate that the appropriate party for each such account had been
contacted by his adviser before June 19 with the recommendation to
sell Penn Central, but the person sharing the investment responsibility
declined to sell Penn Central at the time. Smith testified concerning
the decision to place the global order and the effect of this decision on
the nonpension accounts: : '

Question. Now, during the discussions which occurred al this very brief meeling
[when the global order was placed] was any thought given to the accounts siill holding
Penn Ceniral which would not have been tnvolved in the global order?

Answer. I don’t recall any discussion of those accounts, however, entering the
global order did change the situation for the nonpension accounts, because it
meant that therc was unanimity among the trust committee members, who were
in the trust investment division, that it should be sold. And I am satisfied that
John McGinnis and Harry Barbee, who are in charge of the nonpension side, put
additional pressure on the investment advisors who report to them, to try to get
their clients to sell the stock. - . :

The nonpension side had been selling the stock for months, and as I mentioned
earlier, they sold 70 percent, roughly, of what they had . . . we were down to
what seemed to be a hard core of accounts. It was diflicult to move the stock out
because of the attitude of the client or cotrustee. In addition, I was going to say,
there is a certain amount of latitude, even under these circumstances, allowed to
the investment manager in charge of specific accounts, the interpretation of
instructions, such as fielder’s choice to sell, and some of the investment advisors
on the nonpension side were not so eager to sell the stock as some others. .

And while I am sure they had all contacted their clients as they had been
instructed to, I don’t know how forcefully they had to put it, but in any case,
after the global order was entered on the pension side, and McGinnis and Barbee
‘had put additional pressure on all the investment advisors to go back to their
accounts and see what they could do to get it out.

Smith stated that it was unlikely that each nonpension account
cotrustee or beneficiary was told that Morgan Guaranty Trust had
placed a global order for the pension accounts but that increased
emphasis was put on obtalning the approval of the cotrustees to sell
Penn Central. '

Since the bankruptcy petition, 27 of the 28 trust accounts have sold
their Penn Central holdings. Most of the accounts liquidated their
positions in June and July after filing of the bankruptcy petition;
several held their Penn Central securities until October, 1970.
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- MGT POLICY OF SEPARATION OF TRUST AND COMMERCIAL
DEPARTMENTS

Morgan Guaranty Trust has an established policy regarding the
treatment of confidential information obtained by its representatives
in the normal course of their duties. The bank’s general rules and
regulations prohibit the improper use of such information. Rule 1
concerning confidential information states in part:

In the case of confidential information received from a customer, disclosure
within the company must not extend beyond those persons who need to know the
information in order to serve the particular customer from whom the information
was received. In the case of confidential information of other types [including
but not limited to such matters as customer identification, balances other account
information, security trading activity and investment programs] disclosure must
not extend beyond those persons within the Company who require such information
for the efficient performance of their duties.

In addition to the general rule, Morgan Guaranty Trust has ecir-
culated memoranda concerning special responsibilities to both the
general bankirg division and the trust department. :

. The memorandum to the general banking division, which was first
issued on November 8, 1968, specifically prohibits the transmitting or
providing confidential information obtained from a chent of the bank-
mg division to anyone making an investment decision for Morgan
-Guaranty Trust. Procedures adopted to implement this policy include
a prohibition agairst transmitting trip reports or conversations with
clients to the trust department and the research department, and the
denial of access to the banking department files to the trust depart-
ment. In addition, a memorandum to the trust department originally
circulated in September 1968, requires each member of the trust de-
partment to clearly identify himself as requesting information from
an investment standpoint and not from a commercial banking stand-

oint.

P Before May 27, 1970, the corporate research department at Morgan
Guaranty Trust served both the banking division and the trust
department. The research department was divided at the end of May
to serve the trust department and the remainder of corporate research
was moved to the banking division to serve that division exclusively.
This separation was represented as designed to ease the administra-
tive burden and to remove the problems caused by having one research
department serve two entities. Smith also conceded that another
purpose was served:

Answer. * * * Of course, I am also aware that while the research and corporate
research personnel had seemed to be able to handle problems of potential conflicts
of interest arising from their working for more than one part satisfactorily, it put
us in the position that somebody might say that this was a hole in the wall that
existed between us [the Trust Department] and the commercial bank. -

The timing of the division of the research department, it was testi-
fied, has nothing to do with Penn Central. .

Holschuh was a vice president of Morgan Guaranty Trust, and its
analyst in charge of railroads. During April and May of 1970, -he met
with officers of both the banking division and the trust department
concerning Penn Central. Holschuh met with MacWilliams of the
banking division on several occasions. During the course of these
meetings, Holschuh briefed MacWilliams on the operational history

. T tiem sl ctenbimn Af Ponn Clentral. but Holschuh stated
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that MacWillhams did not tell him anything about Penn Central.
Holschuh further testified that he never was aware of the size of loans
to Penn Central by Morgan Guaranty Trust nor was he aware of any
banking arrangements between Penn Central and Morgan Guaranty
Trust and that MacWilliams never sent any information to Holschuh
about Penn Central. On May 27, the day before the FNCB meeting,
Holschuh was transferred permanently to the banking division and
assigned to do statistical studies on Penn Central to assist Morgan
Guaranty Trust in evaluating its loans in light of Penn. Central’s
financial condition. He did not, however, learn of the sale of the pension
shares o1 the trades of Penn Central during May and June until some
2 years later.
SUMMARY

Admittedly the commercial department of Morgan Guaranty Trust
Co. was in possession of nonpublic information regarding the financial
condition and future viability of Penn Central prior to the global
order sales by the trust department on May 29, 1970. However, Mor-
gan Guaranty Trust personnel stated that such information was not
passed to the trust department and that the global order and the sub-
sequent sales were based upon information which was available from
the news media.

ConTiNeENTAL ILLINOIsS NaTIoNAL BaNk & Trust Co.

. Continental Illinois National Bank & Trust Co. of Chicago, Ill.
(CINB) was involved with Penn Central both by virtue of loans
extended to Penn Central and its subsidiaries and by its holdings of
common stock of Penn Central in trust accounts managed or advised
by its trust department. As of June 1, 1970, the commercial department
of CINB held outstanding debt of approximately $24 million of Penn
Central and its subsidiaries and during early Junc it became a member
of a 10-bank steering committee which was participating in a plan to
secure a federally guaranteed loan to Penn Central. CINB’s trust
department held for various pension and profit sharing trusts, personal
trusts, and agency trusts approximately 422,000 shares of Penn Cen-
tral common stock as of June 11, 1970. The overwhelming proportion
of CINB’s holdings of Penn Central stock were sold between June 12,
1970, and June 19, 1970, at which time the commercial department
was receiving information regarding the financial situation of Penn
Central and the status of negotiations for the Government guaranteed
loan. That the bank was the recipient of significant nonpublic in-
formation which would reflect on the value of Penn Central securities
while the trust departinent was engaged in a program of selling Penn
Central securities raises questions as to whether such information
was passed on to the trust department forming the basis for sales of
Penn Central stock.

COAMERCIAL DEPARTMENT

CINB'’s commercial department for a number of years prior to 1970
had participated in various lending arrangements to Penn Central and
its subsidiaries. In June 1970, CINB held outstanding loans to
Penn Central and its subsidiaries of approximately $24 million com-

[P S
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million revolving credit loan which was secured by 100 percent of the
common stock of the Pennsylvania Co.; (2) a $4 million participation
in a $50 million unsecured revolving Eurodollar commitment; (3)
$3,898,000 of direct equipment lease financing arrangements; (4)
$735,000 of equipment financing comprised of conditional sales con-
tracts; and (5) a $140,000 equipment financing comprising a condi-
tional sales contract to the Indiana Harbor Belt Railway Co.

Thus, CINB with $19 million of outstanding loans was the ninth
largest lender to Penn Central excluding direct equipment loans and a
Swiss franc loan.'” ) ,

CINB first became involved in attempts to raise additional emer-
gency financing for Penn Central when it was invited to a May 28, 1970
meeting called by First National City Bank and Penn Central. Al-
though the invitation was extended to a senior officer of CINB’s main
office in Chicago, Donald Myers from the New York City office at-
tended. Myers had not been previously involved in loan arrangements
with Penn Central, but he attended the meeting because Gerald Mast,
the officer most closely associated with Penn Central, was only just
returning to a partial work schedule after an illness. Myers, the only
CINB representative to attend the May 28, 1970, meeting, was
ggfn(_erally unfamiliar with the particulars of Penn Central financial
affairs. .

At the May 28 meeting, David Bevan, chief financial officer of
Penn Central, outlined the causes of the liquidity crisis as the result
of merger problems, namely an inability to keep refinancing its com-
mercial paper in quantities greater than repayments due on maturity
dates and Standard & Poor's downgrading of the Pennsylvania Co.
debenture offering to a double “B’’ rating. Bevan stated that Penn
Central required an aggregate of $263 million of cash in 1970 primarily
to meet maturing debt obligations including $100 million of com-
mercial paper, and to underwrite anticipated losses. Bevan proposed
that the necessary funds could be rasied by a $225 million bank loan
guaranteed by the Federal Government, a $25 million increase of an
existing $50 million loan to the Pennsylvania Co. and $13 million
from Penn Central’s continued sales of real estate or cutbacks in
compensating bank balances. With regard to future prospects, Bevan
expressed the view that the diversification program of Penn Central
should produce increased profits in coming years and that he antici-
pated that railroad operations could break even in 1971. Following
this general meeting, First National City Bank and Chemical Bank
were to meet with Bevan to structure a banking lending committee
to work out the details of bank participation in the refinancing
program. : '

17 The 10 largest lending banks based upon composite bank loans excluding direct equipment loans and a
Swiss franc loan were: -

Million
First National City Bank. .. et avavmec e mancm e $63. 2
Manufacturers Honover .. i . R K

Chase Manhattan Bank._ ... iiiiiccaaiaa. ceeeeaa- 342
Chemical Bank._ i acacicnceo. ceemme-a- 312
Irving Trast Co_ ... ._....._ - 30.0
First National Bank of Chicago_.....__._ .80
Morgan Guaranty Trust Co. . _.________. . 25.8
Mellon Bank__..._____________ 22.0
L0 - 2 19.0
Bankers TruSt. . . e caman e m e emaenw 15.0

Bttt e e e e e e e e 308.4
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At the next meeting of banks on June 3, 1970, called by First

National City Bank for the 10 largest bank lenders to Penn Central,'®
interim developments were reviewed including the June 2 applica-
tion for the $225-million loan, the rejection by the various banks of the
proposed $25-million increase in the Pennsylvania Co.’s revolving
credit, and the drawing down by Penn Central of the remaining $33
million of a $300 million revolving bank credit arrangement. Also
_discussed at this meeting were plans to secure the $225-million loan
and a proposed interim measure consisting of the 10 participating banks
each providing $5 million as a forerunner of the Government guaran-
teed loan. Six of the banks attending the meeting had previously
agreed to their ratable share; Chase, Irving Trust, Morgan and CINB
were still uncommitted. The loan policy committee of CINB on
June 5 reviewed the Penn Central liquidity crisis and the plans for
refinancing, and approved the bank’s $5 million participation “If a
proper spread of collateral could be arrived at to improve our present
position.” (All CINB loans were secured except for the $4 million
Eurodollar loan.)
_ The next meeting of participating banks was held on June 10 at
the Federal Reserve Bank of New York at which three representatives
of CINB sattended. Paul Gorman, chairman of Penn Central,'®* made a
presentation of Penn Central’s financial and operational plans while
a representative of I'irst National City Bank reported that the 10-bank
steering committee had reached general agreement on the $225-million
loan, with each bank taking a prorata share, and on a moratorium on
present debt. The final speaker was Paul Volcker, Under-Secretary of
the Treasury, who reviewed the administration’s intentions to utilize
the Defense Production Act to guarantee the loan with a maturity
to October 31, 1971, at which time new legislation was anticipated to
provide financing for Penn Central and other railroads.

In between these meetings, CINB personnel involved in the negotia-
tions for the loan to Penn Central kept contact with the primary
banks involved and kept officials at the Chicago office appraised of
developments of the plans for the Government loan. However, each
of the witnesses from the commercial department and the trust depart-
ment denied that there was any contact or flow of information between
these departments. The first time that CINB apparently became aware
that the Government was not going to support the loans was on
June 19,

TRUST DEPARTMENT

The trust department of CINB is divided into three groups by
general classification of types of accounts managed or advised, namely
employee pension or profit-sharing trust, personal trust, and agency
trust. Account advisers have responsibility for the investments in
specified accounts. Their discretion regarding investment decisions,
however, is guided by the trust department’s stock selection committee
(8SC) which has the responsibility for conveying to the portfolio’
managers information given out by security analysts from the trust
department and from outside brokerage firms, and making recom-
mendations for the purchase und sale of securities. The SSC transmits

15 Sec ljst of banks in previous footaot2 on pags 223.

. v Stéunr(;, Saundérs, chairman of Penn Central and David Bavan, chief financial officer, had resigned on
une 9, 1970.
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its recommendations to account advisers by weekly “buy” and ‘‘source
of funds” lists. Changes in these lists are brought to the attention of the
advisers by flash memoranda (so named because of the word flash
imprinted on them), which are intended to denote matters which should
be given immediate attention.

Although the scope of authority of an account adviser to authorize
a purchase or sale does not appear to be formalized in the trust
department, generally he can buy securities from the buy list and sell
securities from the source of funds list by virtue of the SSCrecommenda-
tion. In other situations, he must obtain the approval of a superior.
The group head of the personal trust group, however, indicated that
it was his policy to allow account advisers latitude to trade broader
than that contained solely to the buy or source of funds list. This
position is relevant to the Penn Central situation in that several
account advisers within this group authorized sales of Penn Central
stock on June 11, 1970, that is, prior to the issuance of a June 12
flash memorandum of the SSC which for the first time recommended
the sale of Penn Central.?

Whereas the SSC concentrates on recommendsations for specific
securities, the trust investment committee (TIC), to which the SSC is
responsible, promulgates policy guidelines based upon economic and
industry analysis and establishes such priorities as the percentage
of investments which should be in equity versus debt securities and the
percentage of overall investments by industry groups. Normally the
TIC is not involved with investment decisions concerning individual
securities, but where a recommendation of the SSC relates to a major
holding of the department the TIC’s approval is solicited by the SSC.

In 1969 and 1970, personnel in the trust department were aware of
the deteriorating financial condition of Penn Central. The predominant
source of their information was apparently articles in the financial
press including the Wall Street Journal, the newspaper which witnesses
uniformly identified as a daily source of information. However, except
for a short page and a half report of the trust department analyst
relating & wvisit in January 1970 with Stuart Saunders, chairman of
Penn Central, it does not appear that any in-depth analysis was per-
formed. Sometime in early 1970, the analyst responsible for transporta-
tion securities was reassigned to an area outside the trust department
and his responsibilities were transferred to another analyst, Samuel
Sylvester. Except for an analysis in May 1970 of the financial impact
of the Railway Passenger Act legislation, Sylvester was not involved
in any analysis of Penn Central until after the bankruptcy. The SSC
had placed Penn Central as a “hold’”’ security in September 1969, but
as events indicated the deteriorating condition of Penn Central, this.
status was not altered nor did the SSC or anyone else cause any in-
depth analysis to be performed. When asked who was responsible for
investment analysis of Penn Central, personne] from the trust depart-
ment indicated that Sylvester had that responsibility, but in explaining
why he had in fact not performed such analysis, Sylvester indicated
that he concentrated during the first half of 1970 on an analysis of the
airlines industry.

In certain individual situations the sale of Penn Central stock was
recommended even though the overall trust department position was

2 None of the three account advisers who wrote sales order slips on June 11, 1970, conld recall the cireum-
stances swrounding the preparation of these slips.
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a continued ‘“hold’”’ on Penn Central securities. At an initial meeting on
April 20, 1970, after the opening of an account for a church organiza-
tion, members of the trust department indicated that Penn Central
was ‘“‘under consideration” as a sale candidate. Subsequently, on
May 15, 1970, 7,000 shares of Penn Central common stock were sold
from this account. In another account, CIIT Equity Fund, CINB’s
pool-type common stock fund for smaller employee benefit trusts,
CINB, on May 19, 1970, sold 20,000 shares out of a position of 60,000
shares of Penn Central held by that account. These sales were made
to raise funds to meet the anticipated withdrawal of one of the larger
participants in the CIIT Equity Fund. Other than tbese two instances,
1t does not appear that any substantial sales were made of Penn
Central securities in accounts managed by CINB’s trust department.

As of June 11, 1970, CINB held 422,337 % shares of Penn Central
?tﬁck for accounts managed and advised by its trust department, as
OlloOwWSs:

Number

of shares

Personal trusts_ .. ____ el 54, 920
Pension trusts_ oo o e eeeo_.- 2086, 485
Profit-sharing trusts_ . - _ e ___ 11, 000
Investment agenCy - - - — . e 27, 817
Managing agenCy - . - - - o o e 2,615
Pension—agency - _ . L e 17, 800
Profit-sharing ageney . - - - . _ o cil____ 36, 700
Other fiduciary (pooled funds, other) ____ _ ... ___ 65, 000
Total_ _ e 422, 337

Specifically relating to Penn Central, the members of the SSC were
concerned about Penn Central for some time, but did not issue a sell
recommendation until the morning of June 12, 1970, at which time
they issued a flash memorandum which concluded regarding Penn
Central:

[The SSC] recommends the sale of the common stock in all accounts.

Commentary: Recent events indicate that the likelihood of returning to a
profitable basis appear quite distant at this point in time. Despite the possibility
of government aid in securing additional financing, the basic operational problems
of the railroad company will still remain and it is doubtful that substantial losses
can be avoided for the foreseeable future.

Personnel from the SSC and TIC, including Thomas Larocca,
chairman of SSC, Joseph Alaimo, member of SSC, and Philip J.
Dambach, chairman of TIC and head of the trust department, were
unable to recall preciselv the sequence of events which led to the
issuance of the June 12 “flash memorandum.”’” Generally, these and
other- witnesses were able to recall some of the information reported -
in the press relating to the financial condition of Penn Central, in-
cluding the omission of dividends, quarterly earnings reports, the
cancellation of the proposed $100 million debenture offering of the
Pennsylvania Co., the maturation of Penn Central commercial paper
at a rate faster than it could be refinanced, and the res‘gnations
of Stuart Saunders, David Bevan, and Alfred Perlman. However,
other than representing that these events evidenced to them a deteri-
oration of Penn Central financially, they could not relate specific
discussions among the members of the SCC, the TIC, or with other

2 These figures were supplied by CINB with a caveat that “despite the apparent specificity of the figures,
complete accuracy cannot be guaranteed.” -
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members of the trust department other than the fact that they were
certain that Penn Central had been discussed.

The SSC concluded that Penn Central securities should be sold some
time prior to June 12, but whether this was a few days prior or a week
or more prior was not specifically recalled by any of the witnesses.
In any case, at least by June 10, 1970, at the regular meeting of TIC,
the SSC communicated its view to the TIC that it wanted to issue 8
sell recommendation. The SSC sought the concurrence of the TIC
because of the substantial holdings of Penn Central by trust depart-
ment accounts. The TIC continued to believe that Penn Central stock
should not be sold, but again witnesses did not recall the specific views
of individual members of the TIC. Apparently, Dambach, as the head
of the trust department and chairman of the TIC, was the last to be
converted to the view that Penn Central should be sold. Dambach
believed that because the Federal Government had been so instrumen-
tal in the merger of the Pennsylvania Railroad and the New York
Central Railroad the Federal Government would come to the aid of the
distressed Penn Central and not allew it to go bankrupt.

On the morning of June 12, 1970, Larocca reiterated his concern to
Dambach that Penn Central should be sold. Dambach finally agreed
apparently because of a news item in that day’s papers which in-
dicated that there was coneressional opposition of a Government
guaranteed loan to Penn Centra'. With Dambach’s decision thus
changed, Larocca relayed this to Alaimo who then contacted a trader
for the trust department with instructions to execute a 100,000 share
block trade. A “flash memorandum” was then drafted by an analyst
and circulated throughout the trust department.

The initial trade after the decision to sell Penn Central was con-
summated through Salomon Bros., which sold shares in the market
down to $10 per share and positioned the remaining 45,000 shares.
The average price per share for the block was $10.18975. Alaimo
testified that he contacted the group head of pension and profit shar-
ings trusts so that he could have the advisors execute sale authoriza-
tions and allocate the trade among the accounts in this department.
This department was chosen because it had the largest proportion of
Penn Central common stock. Of this initial trade, 3,200 shares were
allocated to profit sharing trusts, including 2,000 shares for the Con-
tinental Tllinois Employees Profit Sharing Trust, and the remainder
for various pension trusts including 6,800 shares for Continental
Illinois Employee Pension Plan Trusts. Later trades on June 12 and in
the following week were executed at prices slightly higher than the $10
for the initial block trade. The distribution of sales among the various
accounts administered by the trust department is set forth in the
following table: :

Pension Profit-sharing Personal >
Trade date trusts  trusts trusts Other Total
r3

June Y. e ccaacmmmemmzzae 1,000 600 1,600
Junel12.___ 103, 500 4,100 2,000 14,100 123,700
June 15.___ .- 46, 800 6,100 6,500 2,700 62,100
June 16.._ 27,700 8, 600 1, 600 1,400 39,300
June 17.. 42,100 2,300 600 4,800 49, 800
June 18 24,600 900 ... 1,000 26,500
June 19 23,500 ... 200 2,200 25,900

Total ... 268, 200 22,000 11,900 26, 800 328, 900
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Except for the 100,000 share trade on June 12 initiated by Alaimo
as director of portfolios, sales were made upon the initiative of individ-
ual account advisors. .

An advisory service offered by the bank recommended by a letter
dated June 16, 1970, that its clients sell Penn Central and invest the
proceeds in Howard Johnson securities. CINB also contacted other
accounts over which it did not have discretionary authority in the
usual manner by telephone.

SUMMARY

Although the commercial department of Continental Illinois
National Bank and Trust Co. possessed nonpublic information con-
cerning Penn Central’s financial problems by virtue of its role as one
of the banks attempting to secure emergency financing for Penn
Central, personnel o} the commercial and trust departments demed
that such information was passed to the trust department. Rather,
CINB maintained that the sales of Penn Central common stock
between June 12 and June 19, 1972, were based upon publicly available
information.

ALLEGHANY CORP. AND INVESTORS DIVERSIFIED SERVICES, INC.

Alleghany Corp. (Alleghany), a public corporation whose pre-
dominant business activity is investing in corporate securities, and
Investors Mutual Fund, Inc. (IM), a mutual fund managed by
Investors Diversified Services, Inc. (IDS), were included in this
investigation because both sold substantial quantities of Penn Central
common steck on May 27, 1970, a day prior to the announcement of
the cancellation of the Pennsylvania Co. $100 million debenture
offering.”” Because until a few months prior to this, three Alleghany
directors had served as Penn Central directors, and because Alleghany
controls IDS, the sale of a combined total of 212,000 shares of Penn
Central common stock by Alleghany and IM raises questions as to
whether these sales were prompted by knowledge of adverse nonpublic
information and whether there was coordination in the sales of Penn
Central stock by these affiliated entities.

. . ALLEGHANY CORP.

‘Background
Traditionally, Alleghany’s principal business has been investing in
corporate securities with particular emphasis, other than its invest-
ment in IDS, on the railroad industry. For instance, as of December 31,
1967, approximately 21.7 percent of Alleghany’s assets of $187,794,396
was Invested in railroad securities and approximately 58.8 percent of
its assets were comprised of noncarrier securities including 40.7 percent
of its assets invested in the capital stock of IDS.Z Even though the
nature of Alleghany’s business was somewhat altered in 1970 by the
acquisition of the operating rights and licenses of a motor carrier
(the Jones Motor Co.), as of December 31, 1970 investments in
securities were $127,178,072 as compared to total assets of $176,465,-
2 On May 27, 1970 the Penn Central board of directors was informed that the proposed debenture offering,

was t0 be canceled. This information was not publicly released until Mayv 28.
2 Qee Alleghany Corp.’s 1967 annual report.
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216. In that year, securities transactions accounted for net profits of
- $1,800,753 and net income exclusive of securities transactions was
$1,943,143 % _

In 1954 and early 1955, Alleghany purchased 384,100 shares of New
York Central Railroad (Central) stock. It increased its holdings by

- purchasing 600,000. shares of Central stock between 1955 and 1959
(200,000 shares were also acquired at the same time by Allan P.
Kirby, Sr.). By 1966 Alleghany owned 984,000 shares of Central (15
percent of the total outstanding voting shares) and Allan P. Kirby,
Sr., chairman of Alleghany at the time, owned 300,100 shares of Cen-
tral or approximately 4.5 percent of the total outstanding. Seven of
the 10 Central directors were members of Alleghany’s board of
directors, and, in addition, three of the five members of the exec-
utive committee of Central had joint affiliations with Alleghany.

On March 28, 1966, after the approval of the merger between the
Pennsylvania Railroad Co. and Central, but prior to the actual con-
summation of the merger, Alleghany offered the Central securities in
its portfolio to Alleghany shareholders in exchange for their Alleghany
securities.?s As a result of this offer 833,181 shares of Central common
stock were exchanged so that Alleghany continued to hold 150,919
shares of Central stock. The reasons for the exchange offer as stated in
the offering circular were the inadvisability of maintaining a substantial
portion of its portfolio in stock of a corporation Alleghany would not
control; the ability to liquidate the Central holdings without incurring
a substantial capital gains tax; the changing nature of Alleghany’s
portfolio from that of a railroad holding company to a more diversified
portfolio. Although not so stated, another reason was that the Kirby
family control of Alleghany would be ultimately increased.?®

After the Penn Central merger, Alleghany owned 196,195 shares of
Penn Central common stock representing .85 percent of the total
outstanding and Allan P. Kirby, Sr., owned 390,130 shares of Penn
Central common stock or 1.69 percent of the total outstanding shares.
Although Alleghany and the Kirby family might not be considered in
control of Penn Central, they had a substantial interest in its affairs
as evidenced by the fact that five of Penn Central’s 22 directors were
also Alleghany directors: James S. Hunt, Fred M. Kirby, William G. .
Rabe, Carlos Routh, and Daniel E. Taylor. -

This close relationship was obvious on its face and admitted by
Fred M. Kirby at an Alleghany shareholders meeting on April 26,
1968, when he stated in response to a shareholder question: “We have
incidentally very fine representation on the Penn Central Board and
are very close to that situation and feel that we're in a very good
position to appraise the desirablity of it as a continuing investment.”” #

# From the above figures, it is readily apparent that more than 40 percent of Alleghany’s assets are inves t-
ment securities, thus placing the company within the definition of an investment company under Section
3(a)(3) of the Investmeni Company Act of 1940. However, Allechany was exempted by the Commission
from regulation as an investment company in 1945 and again in 1970 by reason that Alleghany was subject
to regulation by the Interstate Commerce Commission and thus excluded from the Commission’s jurisdic-
tion as provided in Section 3(b)(7) of the Investment Company Act of 1940. .

2% Allan P. Kirby, Sr. did not .nclude his Central shares in the offer nor did the Kirby family interests
exchange any of their Alleghany securities.

2 Whereas on February 28, 1966, Allan P. Kirby Sr. owned 40.4 percent of the common stock of Alleghany,
on Apr 15, 1966 after the exchange offer he was the heneficial owner of 55.36 percent of the Alleghany commeon
stock. Notice of annual meeting to shareholders of Alleghany. April 19, 1966.

% Fred M. Kirby became chairman of Alleghany in 1967 after his father, Allan P. Kirby. Sr., suffered a

severe stroke. F. M. Kirby and Allan P. Kirby, Jr., were appointed guardians of their father’s property also
. in 1967.
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Unheeded invesiment advice

Information and documents received by Penn Central directors at
board meetings did not permit sufficient time for thorough analysis
by them. F. M. Kirby frequently relied upon John J. gurns, vice
president of finance for Alleghany, for his analysis of the financial
condition of Penn Central. Although Burns was not a rail expert as
such, his background in motor carriers and his responsibilities at
Alleghany for investment analysis of present and potential holdings
included expanding his knowledge of railroads.

Beginning sometime in the spring of 1969 and continuing into 1970.
Burns was formulating the belief that Alleghany should sell its Penn
Central stock because of the operational and financial problems. The
earliest evidence of the crystalization of Burns’ growing belief that
Alleghany should sell its Penn Central holdings is found in & March 11,
1969, memorandum to F. M. Kirby in which Burns stated that he
regretted not having strongly recommended sale at a higher price
and that he had “not firmly made up my mind but feel the odds favor

. sell rather than a hold some time soon.” The subject of selling Alle-
ghany’s Penn Central stock was presented at Alleghany’s March 1969
board of directors meeting at which time Burns outlined the ‘“pros”
and “cons” of a sale. The minutes of that meeting reflect that counsel
to Alleghany pointed out that substantial legal problems existed in that
prior to a sale, Alleghany might have to announce its intention to sell, .
followed by 2 waiting period before the sale. The sense of the directors
was to not dispose of the Penn Central holdings at that time.
" Following the April 23, 1969, Penn Central board of directors meet-
ing F. M. Kirby forwarded to Burns Penn Central’s consolidated
income statements for the first quarter of 1969 and an income state-
ment for the parent railroad company. Kirby in an attached note to
those statements said: -

Dircctors impressed today with MGT position that Penn Central foul-up
has been largely corrected. Will not show up in earnings for some time unless
unexpeeted surge of volume develops.

I believe the attached figures, entrusted to you in confidence, contradict Wall
Street assumptions.

In a reply memo Burns, using these first quarter figures, calculated
the net railway operating income after fixed charges as a $20 million
loss in the first quarter of 1968 and a $36 million loss in the first
quarter of 1969. Annualizing these figures, losses would have been $80
million in 1968 versus $144 million 1 1969. However, Burns pointed
out that losses in 1968 were actually $150 million. Thus apparently
$130 million of losses were attributable to the last three quarters of -
that year. Accordingly, with first quarter 1969 showing no turnaround,
losses were predicted by Burns to be close to $200 million for 1969.
In concluding this memorandum Burns referred to the legal problems
of a sale by stating:

Since we have apparently no choice but to hold on to Penn Central for the time
being, this memo is somewhat unnecessary, nonetheless, I did feel constrained
to briefly comment on the confidential figures which you gave me.

In July 1969 Burns had reached the conclusion that Alleghany’s
holdings should be liquidated, but again this necessitated overcoming
the legal problems which counsel had previously presented. Burns
again wrote a memo to Kirby with a new approach of securing a
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private placement of Alleghany’s Penn Central stock as well as the
IDS and Kirby family Penn Central shares: -

For various reasons I have been interested in secing Alleghany Corporation
dispose of its investment in Penn Central. In conversation with John Tobin it has
developed that one feasible way for a sale of our holding to be effectively accom-

, plished -in a manner that would minimize the possibilitics of any successful
litigation, would be for Alleghany, the Kirby family and IDS to sell all of their
shares, preferably at the same time, to a group who could be considered sophisti-
cated institutional-type buyers.

1 have determined that IDS has partially completed a selling program of its
IDS shares, and that they would be interested in participating if a block transac-
tion was 1o be accomplished to the extent of all of their remaining 440,000 shares.

Counting our shares, the Kifby family shares and IDS shares, we would need
to sell approximately 1,136,000 shares of Penn Central to dispose of all of the
stock. If such a sale is to be contemplated, timing if of prime importance. At the
present time, I understand that since Penn Central stock is an “exempt security’’
(because of its ICC status). A sale of Alleghany and the family’s stock would not
require either an investment letter of a registration statement. However, once
the Penn Central shares are turned in for the new holding company shares
(probably later this summer) the new shares will have lost their “exempt’”’ status
and will have to be sold on either an investment letter or a “registration’ basis.
This could possibly make a sale both awkward and expensive.

Therefore, timing is very important.

In order to accomplish a major sale such as this, I feel the cooperation of the
railroad’s management will be almost essential. Since we cannot induce buyers
ourselves (for obvious legal reason), large institutional purchasers would probably
be most easily found by an enthusiastic management who should have a real
iﬁlteaest in seeing a large block of the company’s stock successfully placed in good

ands. .

Accordingly, T would like to discuss this matter with Mr. Saunders at once,%
assuming that you and the family are scriously interested in a sale at this time
and under these circumstances. If you are not interested on behalf of your family
holdings, I would like to see if another way can be found to enable us to scll our
shares In & manner which would minimize potential legal problems.

Comments would be appreciated.

This view that a sale of their Penn Central stock should be made
was presented by Burns again in a July 15, 1969, memorandum to
F. M. Kirby reviewing the status of Alleghany’s investment portfolio:

You know my opinion of this one (Penn Central). I feel the sooner we get out
the better, even at these prices, since in my opinion, the company with its current
inept management and large, uneconomical, ungainly, high cost, rail system will be
particularly vulnerable to the impending labor squeeze I see forthcoming in the
early 1970’s. If we must maintain a railroad investment of some kind, it would
not be this one, in my opinion.

Burns continued to press his method of selling the Penn Central
holdings to a sophisticated investor or financial institution especially
because when the Penn Central holding company would be created it
would fall within jurisdiction of the Securities and Exchange Com-
mission rather than the Interstate Commerce Commission. A Burns
memorandum of September 25, 1969, to Kirby presents this view:

According to the attached announcement ?? our Penn Central shares (now
representing shares in a carrier corporation) will be automatically exchanged
for noncarrier holding company shares on October 1. I feel that this plan is detri-
mental to Alleghany Corporation since, according to counsel, once our Penn
Central shares no longer represent shares in an “ICC regulated carrier corporation’
they will either have to be registered, or an investment letter will have to be
obtained, if and when sale is to he effectuated. As 1 understand it, right now,
assuming resolution of various other problems, we could sell our Penn Central
shares to a knowledgeable buyer without cither a registration statement or an
investment letter.

“m=t Treeee —tndnd ha ot nn Yime met with Saunders.
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I do not know what we can do about this situation but it appears to me that this
“automatic’”’ exchange of Penn Central railroad shares for Penn Central holding
company shares without any vote or registered exchange offer to shareholders is
unfair to stockholders, such as Alleghany Corporation.

In furtherance of his view that Alleghany shquld sell its Penn Central
stock, Burns discussed in October 1969, such a sale during the course
of & general conversation on the condition of Penn Central with E.
Clayton Gengras, chairman of the board of Security Corp. of New
Haven, Conn.,?® Burns thought perhaps Gengras might be interested
in purchasing Alleghany’s stock, but again this approach was not
followed up. Anumber of other memoranda in 1969 and 1970 to Kirby
continued to emphasize the poor condition of Penn Central and
that the Alleghany holdings should be sold.*

Events leading to sale of Penn Central common stock

At the same time that Burns was recommending sale of Alleghany’s
Penn Central shares, Alleghany in April 1969, had filed an application
with the ICC for authority to acquire control of Jones Motor Co. and
its subsidiary so as to be able to have the operating rights to act as a
motor carrier.’ During the course of the hearings before the ICC on this
matter it became apparent that Alleghany would probably be required
to divest itself of any other interests in an ICC-regulated carrier.
At various times Burns had suggested that to improve its position with
the ICC, Alleghany should sell its Penn Central shares.

By order of Janaury 27, 1970, the ICC granted Alleghany’s applica-
tion to acquire the operating rights and properties of Jones Motor
Co., but because of the close relationship between Alleghany and Penn
Central, Alleghany was directed to place its Penn Central securities
in a trust and within 5 years sell them, and also to terminate all joint
director affiliations between Penn Central and Alleghany. Although
the Penn Central shares owned by Allan P. Kirby, Sr. did not have
to be sold, they also were directed to be placed in a voting trusteeship.

Joint directorships were terminated by Daniel E. Taylor resigning
from the Alleghany board in March 1970, and F. M. Kirby and Carlos
J. Routh resigning from the Penn Central board in March 1970.
Those Alleghany directors serving on boards of Penn Central subsidi-
aries likewise resigned from those positions.

The trusteeship of Alleghany’s shares was placed with Irving Trust
Co. by an initial agreement of March 26, 1970. Various amendments
were made to the trusteeship agreement with the final agreement
executed on April 27, 1970, Basically the trusteeship provided for
initiative for sales to rest with Alleghany at the early stage of trustee-
ship, with consultation with the trustee. )

Apparently the decision by Alleghany to sell its Penn Central
shares was made shortly before the May 15, 1970, Alleghany board of
directors meeting. The minutes of that meeting reflect that the sale
of Penn Central Co. capital stock was discussed at length and Burns
stated that, “it was management’s intention, if given suitable market,
conditions, to dispose of this investment.”

3 Gengras in December 1969 became a director of Penn Central.

% One memorandum of Apr. 16, 1970 from Burns to F. M. Kirby summarized a meeting with David Bevan,
chief financial officer of Penn Central, in which Bevan ‘‘did not seern shocked at my suggestion of the possi-
»ility of future insolvency if current trends continue much longer.”

32 Allezhany made a successfnl tender offer for Jones Motor Co. shares {n 1968. s

3 This was set, forth in a plan for accompiishing the disposition of Penn Ceniral shares owned by Alleghany

:gd held in trust by 1rving Trust Co. which was drafted on May 26, and submitted to Alleghany on May 27,
1970.
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That Alleghany was inter ested in selling its Penn Central stock was
communicated to an institutional sales representative, John Shepherd,
who handled Alleghany’s account at Goldman, Sachs. Although the
time has not been precisely fixed, Burns told Shepherd in Februaly
or March 1970 that Alleghany would be in a position to sell its Penn
Central stock. However, no action was taken cither by Goldman,
Sachs or by Alleghany to sell the Penn Central stock

On_the evening of May 26, 1970, at a dinner hosted by Shepherd
for his clients, Burns had occasion to discuss Penn Central with the
head block trader of Goldman, Sachs; Robert Mnuchin. Burns
recounted the discussion with Mnuchin on Lhe evening of May 26
and the sale on May 27 as follows:

During the course of the evening, he mentioned to me he knew I bad been
listed by Jack (John Shepherd, an institutional sales representative for Goldman,
Sachs) as a possible seller of Penn Central,® which I had been, and that in hls
opinion, the market was active in Penn Central and that he might be able to make
me a good bid if I was still interested in selling and I asked him why and as I
recall his answer was: there are plenty of buyers in Penn Central and I think it
is a good trading stock right now.

So before the evening was over, I asked Mr. Mnuchin to give me a call the
next -day, which was the 27th and if he had a bid to make, possibly I would
entertain it. I went home that night. The next day Goldman, Sachs phoned, Jack
Shepherd did call, put Bob Mnuchin on the phone, and gave me the opening in
Penn Central, and said I can give you a bid for appm\]mately 200,000 shares at
somewhere—at a discount, would you be interested in entertaining a bid?

Now, this was the first time anybody had told me that, (A) I could sell this much
stock, a.nd (B) in effect, put up or shut up. My recollection is that T went in and
had a genera,l discussion with one of my associates—a discussion which lasted
about an hour concerning the state of the market, the decline in the stock on the
one hand and our pessimistic feeling concerning the losses for this year of the rail-
road and [sic] the other, that we thought it would he a good ldea, to sell half of our
position, about half of our position.

I then went back, call Mr. Mnuchin directly and asked what he was prepared to
do on 96,000 shares—roughly 96,000. Maybe exactly 96,000, and after checking
the ma.rket as I recall, he came back and said that—I am not sure of the exact
figure, so you will have to forgive my inaccuracy, the last sale was 1334, that he
would like to make & position bid on or around 1314 and that he would give me the
benefit of any sales that he was able to get off in brining the stock down to the 1344
level where he would be the buyer and I would be the seller and the block would
Cross.

I believe we negotiated a little, he might have given me a bid and I got hlm up .
to 13Y4, he might have given me 1314 and I got him up to 1334. I am not sure of
the facts. I told him that would be acceptable, but I had to speak to the Irving
Trust Company who was the record holder of the stock (trustee for Alleghany’s
Penn Central stock).

I called Mr. McCabe and spoke with him and in line with our trust agrcement
I was recommending a sale at this particular time and Goldman, Sachs and Com-
pany had made us a bid and that I would recommend that he go along and accept
the bid on behalf of us as beneficial owner.

‘He said he thought that was all right. I then called Mr. Munuchin and asked him
to get in touch with Mr. McCabe or one of his assistants dirsctly. The trade was
consummated somewhere around 12:00. The stock closed that day hlvher and
there was quite a bit of buying.

Those are the circumstances under which I accomplished that trade.

The sale of 96,000 shares of Penn Central was executed by Goldman,
Sachs at $13Y per share for 70,000 shares, with the remainder sold in
the market at prices ra.nvmg from $13}£ to $13% per share. The
balance of Alleghany’s 100,000 shares of Penn Centra,l were sold in

# Goldman, Sachs was a dealer in Penn Central’s commercial paper and was in frequent cominunication
with Penn Central during this period, especially in late May.

3 Mnuchin'’s recollection somewhat diffecs in this regard as he believed Burns initiated the conversation

about sclling Penn Central, although Mnuchin did not specifically recolleet who initiated the discussion
non Penn Central.
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January 1971, and the Kirby family holdings of Penn Central were
disposed of on September 22, 1970.

INVESTORS MUTUAL FUND, INC.

Investors Diversified Services, Inc. provides, among its other lines of
business, advisory and distribution services for six open-end mutual
funds with assets as of September 30, 1971, of approximately $6.6
billion. Three of these funds, Investors Mutual Fund (IM), Variable '
Payment Fund (VP), and Investors Stock Fund (IS) sold common
stock of Penn Central in 1969 and 1970. In September 1968, Penn
Central common stock owned by IDS-managed funds totaled 1,020,-
000 shares divided as follows between the funds: Investors Mutual—
500,000 shares; Variable Payment—200,000 shares; and Investors
Stock—320,000 shares. These positions had been accumulated over a
period of time commencing in 1967. The following table shows the
holdings of Penn Central of the three funds, beginning on January 1,
1968, and showing subsequent purchases and sales.

PURCHASES AND SALES OF PENN CENTRAL COMMON STOCK BY MUTUAL FUNDS MANAGED BY INVESTORS
: DIVERSIFIED SERVICES

Sales—
Purchases
Jan. 1,1968 Mar, 27,1969  Oct. 8, 1969 Jan. 19, 1970 May 6, 1970

Holdings on to to 0 to - to

Jan.1,1968 Aug. 26,1968 July 17,1969 Oct. 16, 1969 Mar. 26,1970  May 27, 1970

Investors Mutual_____._. 88, 700 411,300 . 108,100 45, 600 103, 100 243,200

Investors Stock__...._.. 245, 000 75, 000 320, 000 0 0 0
Investors Variable ’ .

Payment.____.___._.. 200, 000 0 200, 000 0 0 0

Events surrounding sales by IM

Whereas IS and VP began to sell their Penn Central stock in
March and April 1969, respectively, and had completely sold out
their holdings in May 1969, IM continued to hold all of its Penn
Central shares in its portfolio until June 13, 1969, when the invest-
ment committee of IM authorized the sale of 100,000 shares of Penn -
Central from its holdings of 500,000 shares. Such an authorization
permits the fund’s portfolio manager to sell the stock at his discretion.
This authorized sa}e of- 100,000 shares was completed on July 8, 1969,
and the sale of an additional 100,000 shares was authorized on July 9,
1969, by IM’s investment committee. After the sale of the initial
authorization was completed, sales of Penn Central stock were inter-
mittent during the remainder of 1969 and until May 1970.

It is apparent that the portfolio managers of IS and VP were more
strongly convinced that Penn Central stock should be sold than was
the portfolio manager of IM. Harold A. Schwind, portfolio manager
of IM with responsibility for Penn Central, commented on the long
period of time it took to sell the Penn Central stock:

Answer. I think the most important reason was I didn’t feel that I had ecnough
information and a strong enough feel of the situation to warrant holding it. It
sounds like reviewing the problem from a little different focus, but at no time did
1 ha.\{ekliard, fast, specific reasons for selling it. If I had, I think I would bave sold
1t . -

((1)111::: ot? the unusual things about the sale of this stock is it. took us 11 months to
sell it. I can’t remember ever taking that Inno to cell anwthing haf~e-
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Question. What was the most important reason for your not selling it quickly?

Answer. I guess I was never sure that I was making the right decision. In fact,
when we sold the final block of the stock in May, there was no feeling of elation
because I wasn’t sure I was doing the right thing.

After the additional authorization to sell 100,000 shares of Penn
Central was made on July 9, 1969, only 8,100 shares were sold before
IM ceased selling. The reason for this is associated with a conversation
between Stuart F. Silloway, president of 1DS, and Jack L. Nienaber,
vice president of IDS. Nienaber recalled the conversation:

He (Silloway) noted that we were selling additional Penn Central Stock. * * *
And he urged that we take another look and not sell it, because he thought there
were good reasons on the basis of conversations he had with people he considered

well informed who felt the company, if you will, had a very real chance to turn
around.

This information was relayed to the portfolio manager of 1M,
Harold A. Schwind:

My superior, Mr. Nienaber, came to me one morning—it was early in the day—
and related a conversation he had just had with Mr. Stuart Siloway, the presi-
dent of IDS, and Mr. Silloway had told him that he had a contact—some acquaint-
ance or broker, some contact—that was never identified to me—who apparently
was aware that we were selling Penn Central and felt that we were making a
mistake and would like to tell us more about the situation and the attractiveness
of the stock. .

We discussed it, Mr. Nienaber and I, and felt that under the circumstances
we had better put a hold on the stock and stop selling it.

Silloway’s well informed source was Fred M. Kirby, chairman of
IDS and Alleghany Corp. and a director of Penn Central. Silloway’s
version of the conversation with Kirby was similar to Nienaber’s in
that as he recalled the conversation:

He (Kirby) expressed a point of view that, well, maybe there will be some im-
provement that you will see. Perhaps there will be something; maybe the thing
is not as bad as you think it is—nothing tangible or nothing specific.

Later in his testimony Silloway restated Kirby’s view as more of.
a hope some progress would be made by Penn Central in its operations.

This information was apparently of sufficient import that IM made
no sales of Penn Central until October 1969. As Schwind stated, he
decided to sell Penn Central again because:

Well, nothing was ever heard back from Mr. Silloway or Mr. Nienaber with
regard to the original comment of talking to some contact with regard to Penn
Central. * * ¥ T didn’t really consult with anyone about resuming of the sale. I
believe—I'm sure I mentioned it to Mr. Nienaber. So we just simply opened up
the balance of the stock and began to sell.

After the authorization for sale was again approved in October
1969, sales were sporadic: between October 8-16, 1969, IM sold
45,600 shares and between January 1, and March 26, 1970, 103,100
shares were sold. The hiatus from selling in November-December
1969 was not explained by any of the witnesses, other than being
based on indecision. -

However, another contact this time with Charles Hodge, chief in-
vestment adviser to Penn Central and a partner of Glore Forgan,
William R. Staats, may have resulted in this cessation from selling.
Silloway called Hodge after seeking guidance from a friend in Phila-
delphia as to the name of someone who ‘‘really knew Penn Central inside
and out * * * somebody who had done a lot of work and had access
perhaps to people within management who would help them put infor-
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mation together.” Silloway was supplied the name of Hodge as one who
could provide such information. Silloway then called Hodge in late
September or early October of 1969, but was unable to obtain answers
to his specific questions on operating expense trends of Penn Central
other than that Hodge had confidence in the Penn Central situation
and was going to recommend the stock to some people who hopefully
would purchase substantial amounts of the stock and that then he
would be an influeace in changing the management.

‘The lack of sales in April 1970 was explained s caused by an over-
sight by the portfolio manager in that the authorization for sale of the
remaining portion of Penn Central Japsed 6 months after the Sep-
tember 1969 authorization. A new authorization was obtained op
May 5, 1970, to sell IM’s remaining position of 243,200 shares of Penn
Central. When sales commmenced on May 6 again there was little ur-
gency in the disposition of the Penn Central stock.

John P. Vervoort, president of IDS securities and the trader of
Penn Central for IM, commented on this lack of aggressive selling.

Answer. I do not recall specifically the instructions. However, if I look at the
sales as they occurred none of them indicate to me that there had been any urgency,
if you wish, or guidance or expression of opinion that this stock should be sold
in a very definite manner. None of these trades are of any relative size with the
exception being the 27th of May. So I cannot recall any precise instructions.

Question. Can you recall any instruciions whatsoever, precise or imprecise?

Answer. I do vaguely recall a number of {imes having had participating instruc-
tion. When, precisely they were, 1 do not recall.

Question. Could you describe what these participating insiructions were?

Answer. Participating instructions are generally construed sas meaning to
participate in the floor activity on a stock and we generally think in terms of
20,000 and 25,000 shares. Anywhere between that.

Participating sales were accomplished in this situation by a con-
tinuing order at the brokerage firm of Mitchum, Jones & Templeton
to sell as many shares as possible within a specified price range. At
the conclusion of the day, the Mitchum firm would notify Vervoort
of sales executed on its behalf that day. Even on days which resulted
in the sale of significant amounts of Penn Central stock, a number of
smaller trades contributed to the larger total.

INVESTORS MUTUAL SALES IN MAY 1970

Date and number of shares in trade Price Date and number of shares in trade Price

May 6: May 19—éontinued
6,000, o eeieeneaas 18 2,100, il 14
900 300

ooy

1 Trade was for 110,100 with 81,600 positioned by Shields & Co., after trades available at higher prices were executed,

n+ non  =n -
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The sale of 110,100 shares through Shields & Co., was 2 variation
from the previous pattern of selling small pieces of IM’s Penn Central
" holdings. From the testimony of a number of witnesses at IDS, the
change in selling pattern occurred because of a comment {rom the
IDS analyst of Penn Central to the trader. Apparently at some time
during the lunch hour. Richard Warden, the rail analyst for IDS,
entered the trading room seeking the trader for Penn Central to dis-
cover how much PC stock IM continued to hold. Previously Warden
had without success looked for Nienaber and Schwind for this in-
formation so he sought out the trader. Warden told the trader: “that
T was concerned that this was a possible bankruptcy, and I felt that
the stock should be sold.” The trader then contacted Shields & Co. for
a block bid and thereafter Mitchum, Jones & Templeton to find out
how much had been sold that day on the participating sale instructions.
Upon learning that 6,200 shares had been sold, the remaining order
was canceled. Vervoort stated his reasons for the decision to sell:

My decision to sell that stock on that day was based upon a long period of selling
this stock, passing a number of opportunities to have sold stock before, to have
seen the price deteriorate constantly over a rather long period of time, having
been involved in the wrong decision to purchase part of that stock, to the remark
that Mr. Warden made, to the fact that the portfolio managers, Mr. Hal Schwind
and Mr Nienaber were not available. I was just sick and tired of this stock and I
was sick and tired of the indecisiveness. I probably felt guilty about having been
involved in the suggestion that the stock be bought much carlier at much higher
prices, that this was—it just reached the peak, if you wish at that time on that day
or a combination of all these factors as the trend of the stock indicated that this
thing could slip down further and I just took this opportunity to once and for all
get it off the books.

To be done with a decision that had been made much earlier but had never been
fully executed.

Vervoort had had this feeling of indecisiveness for a number of
months, but characterized Warden’s comment as the excuse needed
to then act decisively. Warden’s comment concerning the possible
bankruptcy of Penn Central resulted from being told of a report over
the Dow Jones on May 26, and an article in the Wall Street Journal
on May 27, that Penn Central’s commercial paper was maturing faster
than it was being sold. While this information was conta‘ned in a pros-
pectus dated May 12, 1970, issued by the Pennsylvania Co.. Warden
testified he did not recall whether in fact he had seen the prospectus
and did pot learn of the information concerning PC’s commrercial
paper until May 27.

Thus Vervoort made a definite change to clearn out the position
by diverting from the prior pattern of selling.® Schwind stated that
the trader’s cancellation of the sales order at Mitchum Jones and the
solicitation of a block bid at & discount from the current market price
would be somewhat inconsistent with the instructions the trader had
and that it is a customary practice for a trader soliciting a discount
bid to first talk with the portfolio manager. However, Schwind also
characterized a discount of three-fourths of a point as not clearly
excessive but in a ‘‘gray area” in which the trader could in his discre--
tion make such a decision. Nienaber also stated that the trader’s
action was within the limits of his discretion.

3 A telephone call was made from the Goldman, Sachs trading room to TDS shortly before IDS’s sale
of Penn Central, but who made or received the call and the substance of the conversation is not known.

Mnuchin from Goldman, Sachs testified that this commercial call could have been made because the direct
line had broken down. .
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Additional circumstances relating to IM’'s May 27 sale of Penn Central

At the initial stages of the investigation of the circumstances re-
lating to sales by both Alleghany and IM of substantial gquantities
of Penn Central stock on May 27, 1970, coordination between sales.
was believed to be possibly linked to several telephone callsrecorded on
telephone toll slips of Alleghany to various personnel at IDS: A certaint
number of telephone calls should certainly be expected because of the
close affiliation between Alleghany and IDS, but most likely such calls
would be to management personnel at the higher corporate levels
of IDS due to Alleghany’s interest in overall corporate policy of IDS,
Indeed, this was primarily the situation in that calls normally made
were to such individuals as the vice president for public relations,
the comptroller, vice president for law, et cetera. However, calls were
made on May 25, 26, and 27 which did not follow the prior pattern of
calls from Alleghany to IDS.

On May 25, 1970, a call was made to the telephone number of
Thomas R. Reeves, vice president for investments, which lasted for
19 minutes. A few minutes after the conclusion of that conversation, a
call was made to the telephone number of Robert B. Johnson, vice
president— investment research which lasted for 34 minutes. The next
day, May 26, at 10:11 a.m. (New York City time), which would be 9:11
a.m. Minneapolis time, Johnson of IDS apparently conversed with
someone from Alleghany for 15 minutes. On May 27, the day of the
trading by Aileghany and IDS, Silloway’s secretary received a call
at 11:15 a.m. which lasted for 2 minutes.

The obvious question is what was the purpose of these calls? A
reason for focusing on these calls is that neither Reeves nor Johnson
had received direct phone calls from Alleghany for the year prior to
May 1970. In addition, Silloway reccived only one phone call from
Alleghany on his direct number during the year prior to May 1970. It
is possible that these calls bear no relationship to the trading in Penn
Central but the suspicions exist in that after Alleghany had placed its
order to sell then IbS may have been given the green light for it to
sell. Counsel for Allegchany stated that ‘“we are unable to determine
who placed these calls but Mr. Burns does not recall making any of
them.” :

From affidavits of Thomas R. Reeves and Robert B. Johnson, it does
not appear that either person was the recipient of these calls from
Alleghany on those dates. Reeves was in New York City on May 25
through May 27 and stated that it was his practice to use Alleghany’s
office to keep contact with his office in Minneapolis. In addition,
Johnson was not in his office on May 25, but was playing in a golf
tournament which was verified to the best of their recollection by three
other persons. Both Reeves and Johnson denied discussing Penn
Central with anyone on May 25 through May 27.

Other coordination could have existed due to an IDS executive
committec meeting on May 26 at Alleghany’s office attended by
Kirby and Silloway. However no, evidence was uncovered that Penn
Central was discussed either informally or formally and furthermore,
both these persons denied any conversations occurring on that date
or at any other time, other than previously described in this section.
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SUMMARY

Officers and employees of Alleghany Corp., Investors Mutual Fund,
Inc. and Investors Diversified Services, Inc. asserted that the sales
on May 27, 1970, of Penn Central stock were made independently
without any communication between these entities and that none of
the sales was made on the basis of material nonpublic information.



II-B. TRADING BY OFFICERS AND DIRECTORS:
INTRODUCTION

Between the time of the formation of Penn Central Transportation
Co. in February 1968 and the June 1970 bankruptecy, as management
deliberately and increasingly glazed its public reports with distorted
optimism, many members of management succeeded in selling many
shares of Penn Central stock.” This section of the report deals with the
detailed inquiry the staff has made into the sales of Penn Central
officers and directors after the merger.®®

The securities laws, in particular rule 10b—5 of the Securities
Exchange Act of 1934, prohibit stock transactions based on material
inside information which has not been disclosed to all parties in the
transaction or to the public in general. Therefore, any officer aware that
the company’s prospects were significantly more dismal than the
public had been led to believe would have been precluded from trading
in Penn Central shares while the disclosure gap existed, even though
such officer’s unwillingness or inability to correct the disclosure gap
could have had the effect of locking him in to his investment.

Other sections of the report analyze in depth the areas in with the
Penn Central disclosure gap existed, and the widening of that gap
with the passage of time and the decline of the company. This section,
which examines the timing and extent of officers’ sales, the reasons
given for them, and the position of the officers in the corporate struc-
ture, is intended to be read in conjunction with the full report in
determining whether any officer trading was done on the basis of
material inside information.?* The reader’s attention is also called to
the chronology of events which accompanies the disclosure report,
and which should also used to shed light on the possible culpability
of various officers for their sales. Finally, even though very difficult to
assess, the existence of rumors should not be discounted. Considering
the broad and fundamental nature of the problems facing Penn
Central, their impact may well have been widespread and significant.

During the course of this investigation, the trading of over 80
officers and directors was reviewed, including officers and directors
who left prior to the bankruptcy and/or joined the company post
merger. A large amount of documents of such trading and the reasons
for it were submitted and reviewed, and in certain cases outside con-
firmations of various events were obtained. Any major trading which
occurred after the merger was questioned in testimony or through the
use of affidavits. The staff found that virtually no outside directors,

3 The 16 officers whose trading is summarized in this report held, at the time of the bankruptey or of
their departure from the company prior to bankruptey, only about “0 percent of the total amount of Penn
Central stock they had owned at the time of the merger. (This figure excludes thrift plan_distributions).

3 The term “officer’” in this report means anyone with the title of president, vice president, treasurer,
secretary, comptrolier of Penn Central Transportation Co. or of Penn Central Co.

© Although the news eoming out of the company was, in retrospect, optimistic to the point of absurdity
it was, even in its Watered-down form, mostly bearish. Sore oflicers’ trading oceurred at times when specific
itesns of bad news Were known within the company, but had not reached the public in any form, such as,

for example, earnings reports. Where there appears to be a connection between an officer’s sale and suclr
specific information, it is discussed below as part of the summary of the officer’s tradine.
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most of whom owned only minimal amounts of Penn Central stock,
had made significant sales for their own accounts during the post-
merger period.*

The investigation revealed that, although the trading carried on by
many officers raised few questions concerning its propriety under the
securities laws, the conduct of a significant number of officers de-
manded serious consideration in this regard. The staff has selécted from
these questionable trades those which appear to raise the most serious
questions under the securities laws, and has summarized them in this
report.

Many factors complicated this retrospective study. The price of
Penn Central stock slid incluctably from a high of 8614 in July 1968,
to o low of 10 in June 1970, just prior to the June 21 reorganization
announcement. The 2-year performance of the stock malkes it very
possible that some officer sales were legitimately made simply on the
basis of public adverse information. On the other hand, it must be
remembered that there were many investors not bailing out during
this period. Indeed the optimism or thoughtlessness of a number of
major outside investors found them with large amounts of Penn Cen-
tral stock in the spring of 1970, the sales of which are dealt with in the
previous section of this report.

Apart from insider trading questions, it should be noted that the.
extent of the bail-out by officers during the steady price decline of
the stock is somewhat inconsistent with the concepts underlying the
option system, whose supposed purpose of generating and rewarding
corporate loyalty was lost in the shuffle as officers bailed out of Penn
Central stock to protect their investments and realize their paper
profits. Over the years, some Penn Central officers had built fortunes
based on the company’s large option grants.*? Although the officers
had been allowed to profit from these grants on the theory that they,
as key employees, were contributing to the betterment of the company,
including the rise in price of the company’s stock, many of them felt
no compunction against bailing out in the down market, thus pro-.
viding  themselves with extra compensation due to the company’s
good fortunes and evading penalization for any adverse happenings.

Further, the staff found that certain banks (some with Penn Central
connections) had made a number of large, long-term, unsecured loans
to high Penn Central officials, mostly 1n connection with their exer-
cise of Penn Central stock options, and mostly at the very favorable
terms of one-half to 1 percent above the prime rate. Even though
these were unsecured loans, many Penn Central officers appeared to

40 This section is limited to examining officers’ and directors’ personal holdings of Penn Central common
St%ﬂ%és by directors Were as follows:

1. William L. Day* sold 450 of his 1,000 shares in 1968 and 1969, hut purchased 450 shares in Nov. 1969,
leaving him with the same balance of 1,000 shares at bis resignation from the board on June 21, 1970, as at
the time of the merger.

2. R. W. Graham®* sold 3,568 of 87708 shares owned by him in Nov. 1969, repurchasing 2,850 shares in
March 1970. Grabam maintained his investment in this large amount of Penn Central stock until after
thg'bl%ral‘\;:r%t?.nmﬂw" who owned 200 shares during this period, reported that his wife sold 300 of 800
shares which she owned in Dec. 1969. Hanley, who was the chairman of the Conflict of Interest Committee,

stated through his aitorneys that the 300 shares had been sold “in order to establish a tax loss to off-set
taxable gain on other securities which Mr. Hanley had sold.”

*Day and Graham, directors of Penn Central Transportation Co., were both elected to the board of Penn
Central Co., on June 18, 1970. Hanley was on the board of Penn Central {rom its formation.
1t Not the least of these complications was that in October, 1969, when the Penn Central Co. was formed,
the Penn Central Transportation Co. became s wholly owned subsidiary, and only vice presidents of Penn
Central Co. reported their purchases and sales to the Commission under section 16 of the 1934 act.
-42 Although, prior to the merger, the New York Central had also had a generous option plan, Penn Cen-
E fres m—m—m e imalnding antinne was far more extensive.
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have irrevocably associated them with their stock purchases, using
the proceeds {rom Penn Central stock sales to pay off the loans. Obvi-
ously, the presence of these loans, which enabled officers, with no cash
outlay of their own and at the most favorable terms possible, to
ber efit from a price rise in Penn Central stock, also acted to encourage
officers to sell in a down market to protect their investments.

A stunning example of such a bail-out is that conducted by David
Bevan, who was at the vortex of Penn Central’s machinations, and
who sold 15,000 shares of Penn Central stock in the first half of 1969
at prices ranging between $50 and $66, paying off a $650,000 stock
option loan and managing to keep his personal fortune -virtually
intact. In contrast to this was the trading, or lack thereof, of Stuart
Saunders, who has made no sales since 1967, even though his 45,000-
share block of stock represented almost his whole fortune, and large
loans he had made to purchase the stock remian outstanding. Of
course, Saunders was virtually locked in to his no-sale position both
because of the potential liability which his insider knowledge swrould
have caused for him, and the possible harm to the fortunes of the
company which such a vote of no-confidence bv him could have
engendered.®

The heaviest concentrations of officer selling occurred in June and
July 1969, a time when the accumulation of Penn Central’s major
problems in the areas of operations, earnings, and finance cul-
minated with a discussion at the June 25 meeting of the board of direc-
tors as to whether Penn Central should withhold its time-honored
guarterly dividend from its shareholders.** Between June and July
1969, Bevan chose to make the last sale (2,300 shares) of his program
of sales which halved his ownership of Penn Central stock; three other
officers sold over 50 percent of their holdings—Roberts (2,000 shares),
Haslett (3,000 shares), and Smucker (3,600 shares); and two more
officers virtually liquidated their Penn Central investment—Flannery
(236 shares—100 percent) and Knight (3,950 of 3,957 shares). The
circumstances surrounding these sales, including each officer’s reasons
for them, are discussed below as part of the summary of each officer’s
trading. :

All officers who were questioned denied that any of their sales
had been made on the basis of material inside information. It appears
that few officers were concerned that the public might be deluded about
corporate affairs, and that the possibility that there might be inad-
equate disclosure had figured very little, or not at all, in their trading.
Thus could a high fincancial officer try to explain his sale in February
1970, by stating blandly that he had merely waited until after the
1969 financial figures had been disseminated.®

Many of the explanations most commonly given by officers concern-
ing their postmerger trading in Penn Central stock appear, under
examination, to lack the sense of urgency reasonably required to cause
an officer to make a forced sale. The most obvious example of this
was the claim that some sales were made to pay off loans, when in
fact the idea to pay off the loan had originated with the o6fficer, and
not the bank, or when the officer made a choice to sell Penn Central

13 It is interesting to note, however, that neither of these reasnns stopped Bevan. (See below for a full
discussion of Bevan’s sales).

4 This discussion concerned the third quarter of 1969 dividend, Which was ultimately declared. The
fourth quarter gividen‘d was the first one not declared. :

6 Annihee ~



246

stock over other liquid assets. Likewise, the claims of some officers
that they sold because they sought to diversify their assets, either for
general purposes or in contemplation of retirement, lose credence when
the officer 1s at a loss to explain how his interest in diversification
happened to come to him at a specific time, particularly when such
officer’s financial situation and dependence on Penn Central stock
had remained stable for a number of years preceding his sale. Trading
based on a well-established window pattern of purchases and sales
does serve to show a lessened reliance on inside information, although
it cannot be assumed that such patterns excuse all insider sales.

The company and the board of directors had seen to it that all
officers had been clearly informed of the prohibitions against insider
trading. In October 1969 a “Penn Central Manual on Insider Secu-
rities Trading’’ was widely circulated at and below the top manage-
ment level, and in December 1968, and March 1970, memoranda sent
out discussing the company’s disclosure policy emphasized the duty of
insiders to refrain from trading prior to full public disclosure of
important corporate news. :

Penn Central did a very poor job of watching over the trading of
its officers. Saunders claimed that he had turned over all corporate
responsibilities in this area to the Conflict of Interest Committee when
it was formed in 1968. The Conflicts Committee considered that it had
discharged its duties in this .area with the publication of various
reports, memoranda and manuals prépared by the law firm it had-
hired.®® Although the 1969 Insider Trading Manual and the 1970
disclosure memo refer to procedures to be carried out through the
office of -general counsel In connection with undisclosed material
information, no one, including the Conflicts Committee, the president
and office of general counsel, paid the slightest attention to implement-
ing the proposed procedures. '

Over the years, many officers had been in the habit of consulting
D. 1. Wilson of the office of general counsel concerning the propriety
of their trading under the short-swing trading prohibitions of the 1934
act. As the company drew closer to bankruptcy, a few prospective
traders also broached the subject of insider trading. Without, ap-
parently, a deep analysis of the subject, Wilson raised no major
objections to these sales, with the exception of discussions he held
with Saunders concerning the possibility of his selling at this time.

The secretary’s office, under the direction of Secretary Bayard
Roberts, prepared and relayed to*the Commission the form 4 reports
of officer and director trading. According to Roberts, preparation of
these reports was a purely bookkeeping function, and the reports were
not subjected to any sort of review. When Penn Central Transporta-
tion Co. officers stopped filing form 4 reports in October 1969, no one
at any level of the company had any thoughts concerning monitoring

48 The 1969 manual and the 1970 memo had been prepared by an outside law firm at the direction of the
Conflict of Interest Committee. Although sent out with the knowledge of this committee, the 1968 memo
had been prepared by the legal department at Saunders’ instigation. The Conflict of Interest Committee,
which had been set up in September 1968, sent, in early 1959, an extensive questionnaire to officers and:
directors of the company and its subsidiaries seeking information concerning officers’ trading and possible
conflicts of interest. The committee’s report on the questionnaires noted that officers had made substantial
sales in 1968, but found no evidence of improper motives., The questionnaires also uncovered some paotential
shortswing trading violations Which were referred to the company for action. The commitiee delved no
further into the subject of officers’ trading in general following the questionnaires, and although it did

entertain the idea of urging that further questionnaires be sent out on a periodic basis, this suggestion was
shelved within the committee and had not been acted on by the time of the bankruptey.
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the further trading of even those officers whose trading was no longer
the subject of public scrutiny.¥

One caveat must be given concerning the individual trading reports:
Although the numbers have been checked and rechecked for accuracy,
many times the purchases and sales discussed will not balance out to
the numbers given. This is because, for reasons of clarity, only major
transactions have been signaled. Gifts and charitable donations have,
in general, been omitted.*® Most officers were members of Penn
Central’s thrift plan, contributing up to 5 percent of their income to
make regular purchases of stock at half-price. The major distribution
of these shares came after bankruptcy (or after prebankruptcy
retirernent), but some small distributions were made on an annual
basis and have been figured into an officer’s total holdings, although
not recorded as separate purchases.

OrricERs —FINANCE

The finance department, run very much as a separate entity by
David Bevan, dealt on a daily basis with the company’s problems in
obtaining cash and the enormous demands for cash made by the
subsidiaries as well as the parent company.

It should be noted that the sales of the four men discussed in this
section, all top finance department officers, pursue a remarkably
similar pattern in that each of the four stated that his sales had been
made to pay off bank loans whose need to be paid off at the time was
questionable, to say the least. Three of these officers, Bevan, Gerst-
necker, and Haslett, who all took part in the Penphil venture, all made
their major sales during the beginning of 1969.

DAVID C. BEVAN

Purchases Sales Balance

There is no doubt that David Bevan was the key financial officer
at Penn Central, responsible for initiating or effecting all financial
machinations of the postmerger period. He held the title of chairman
of the finance committee throughout this period, and also served on
the board of directors except for the period between February 1968
and the fall of 1969. He was one of the three top officers abruptly
severed from the company following the dramatic June 8, 1970
meeting of the board of directors.

4 Tn October 1969, Saunders asked Cole for a list of officers’ stock sales. Cole had the secretary’s office
prepare the list, and forwarded it to Saunders. When shown a copy of the list, Cole, Roberts, and Saunders
?12 :cjl?i”v?r??htltt‘ey had forgotien about it, and could not remember why Saunders had asked for it or What

45 Family gifts which remained under the control of the donating officer are counted as part of his Penn
Central holdings.
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Bevan liquidated his substantial holdings of Penn Central stock in
two separate series of transactions. The first occurred between Decem-
ber 1968 and June 1969 when he ceased his program of buying Fenn
Central shares and sold almost half his holdings of Penn Central
stock.”® The final sell-out occurred between June and August 1970.
Between 1964 and 1968, Bevan had acquired a sizable amount of
shares by exercising opmons at 21 and 2414,

By the end of 1968, he had acquired 34,400 shares of stock pursuant
to these options, and he had outstanding with Mellon National Bank
and Trust Co. an unsecured loan in excess of $650,000 which he had
used to purchase these shares. Between Janu*uv and June 19269
Bevan sold 15,000 shares of Penn Central stock in six separate tran-
sactions.’®® The explanation that Bevan presented concerning the 1969
sales was that he had liquidated his $650,000 loan at the “insistence
of Mellon Bank, and that in any case he had planned as early as 1965
to sell Penn Central stock to liquidate his outstanding loans by 1970.
As complete evidence of this, Bevan pointed to a December 1968
letter from Spencer R. Hackett, Mellon Bank vice-president, suggest-
ing that Bevan consider mnkmg gradual periodic reductions on his
loan, and Bevan’s January response agreeing with the suggestion.®
Bevan claimed that in 1965 he had notified both the Mellon Bank and
the Chemical Bank that he intended to pay off his loans within 5
years from the sale of Penn Central stock.

Whatever Bevan’s reasons for the 1969 sales, they were not caused
by any pressure from Mellon Bank. According to Hackett’s sworn
statement, Bevan called Hackett in December, 1968, to ask for the
letter from Mellon Banls requesting a pay-down. The ouly reason
Hackett wrote the December, 1968, letter was to comiply with this
request; prior to Bevan’s phone call Hackett had had no thought of
asking Bevan to reduce the loan.? Bevau however, denied categori-
cally under oath that he had initiated the Mellon pay-down request.*

4 Bevan left unexercised 3,600 option shares available to him at 2414.

5 A reasonable guess as to why Bevan held on to the halance of his stock would be that Bevan, as chief
financial officer of the company, was reluctant to make such a public show of no-confidence in the company,
since he reported his stock transactions to the Commission on form 4’s. It also appears that the company
Wwas very conscious of sales by officers and directors during this period. In its April 1970 proxy statement
it listed, as reqmled by proxy rules, sales of option shares made between 1965 and 1970 by Saunders (4,000)
Periman (9,20), Bevan (16,000) and eight other officers (29,411). Then it added a footnote to this breakdown
which stated: ““The sales by Messrs. Saunders and Perlman Were made prior to Febr uary 1, 1968, the effective
date of the Pennsylvania New York Central merger. Prior to the same date, Mr. Beévan sold 1 ,000 shares
and other officers as a group sold 17,752 shares.”

& Bevan’s letter to Hackett, dated January 8, 1969, reads in part, as follows: Thank you very much for
your letter of December 24, and T understand perfectly the spirit in which it Was written. You are quite
right that my loan has been on the books for quite a period of time. Do not feel guilty about this. As I ex-
plained to you and John Mayer, I do not think anyone in top management should be a quick-buck artist.
There is a limit to everything and the bank has been very good to me.

Your letter also made me stop and reassess my Whole position. I have been so busy that I had not really
stopped and considered what I had in the way of stock options. In December, I completed earning an addi-
tional 3,600 and on February 1 I will have earned an additional 10,000 and as of February 1, 1970, there will
be another 10 ,000 for a total of 23,600 shares that has to be financed. Therefore, 1 agree with you that it be-
hooves me to grndual]y reduce my outstanding loan.

52 A letier to Chemical Bank indicating this Was submitted as an exhibit. No such letter to Mellon Bank
has been located.

53 Hackett stated that Bevan gave no reason for the request, and Hackett did not ask for one, as “T did not
consider this my affair or that of the Bank.”” Ina further lettel dated January 9, 1969, Hackett took painsto
assure BBevan that he was prepared to authorize further loans on his behalf.

B Q Dld you ask Mr, Hackett to write the letter to you?

A

GnEMA‘I (attorney for Bevan). I didn’t hear the question.

Q "I‘he question was, Did you ask Mr, Hackett to write the leiter to you”

A’ Mo. I don’t like the implication. The answer is no.

Q. Do you remember making a phone call to Mr. Hackett at any time in December of 1968 concerning
your personal loan?

"A. Concerning my personal loan, no.

Q. Information has been given to us that such a phone call wasmade and such a request was made. Do you
remember anything about a phone call of that kind?

A.No. Idon’t recall any unless you indicated before maybe he said he was writing such a letter or that
I should do it. He may have warned me that it was coming or something of that sort, but my answer still
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The proceeds of Bevan’s 1969 sales came to about $335,000, most
of which was used in liquidating the Mellon loan (which exceeded
$661,000 in December, 1968) and to reduce the Chemical loan by
about $114,000, leaving an outstanding loan balance at Chemical of
about $16,000.% Both of these loans had been outstanding in signifi-
cant amounts since 1965.% Bevan’s considerable reduction of his
debts during this period appears, however, not to have been the cause
of his 1969 sales, but simply the end result of a decision he made
independently that the first half of 1969 was a propitious time to
reduce his substantial financial reliance on Penn Central stock.”

Bevan -made no further sales of Penn Central stock until after his
June 8, 1970, dismissal. Between June and August 1970, Bevan sold
all of his remaining shares of Penn Central stock, including 3,370
shares from the thrift plan which were distributed to him on August 3,
1970. His first sale was made on June 19, 1970, the last trading day
prior to the Penn Central bankruptcy. On this day, pursuant to an
order entered with his broker at Yarnall, Biddle & Co., on June 18,
Bevan sold 4,900 shares at 11% in a limit order transaction.’® On
June 24, Bevan’s broker entered and executed a further limit order to
sell 5,100 shares at 8.5° At that time, Bevan still maintained his office
at company headquarters ‘“‘trying to-get things straightened out for
the railroad. * * *”” He had decided on June 8, the day of his dismissal
by the board of directors, to sell all of his Penn Central shares.

stands that I would have no recollection of it. I did say he may have called me to tell me it was comming or

called [mc afterwards and expressed a hope that it-didn’t annoy me or anything, but I haven’t any recoliec-
tion of it. -

, Q.?Are you certain then that you yourself did not initiate a'call to Mr. Hackétt in connection with your
oan : . . - .

A.Ihaveno recollection ofit. If anything had happened, if there was such a phone call, he may have called
me, and I may have said, well, then put it in writing. L : : .

Q. No; but Iam asking you if you are reasonably certain that you never initiated any such call?

A. 1 am as certain as I can be. T ’ :

Q. So X take it that means that you are virtually certain? .

A. I am virtually certain. ’ :

Q. So that you did not about that time initiate a call to Mx. Hackett or to anybody else at the Mellon
Banlk indicating to them that you would like them to write you a letter requesting that the loan be reduced?

A. Tcan’t even—well, a bank of the quality and character of Mellon, they wouldn’t connive with anybody
anyway. I don’t understand it really at all. This tics in with the whole record. It does tie in completely.
1 don’t recall, but the most I could say is that if they asked me verbally to do it I may have asked them to
put it in writing, but-I-don’t recall that. : . N

Now, I may have called Hackett to say, ‘“Merry Christmas.” I call a lot of our banks. It is a matter of
custom, where we had relations, and moybe he brought it up at that time, I don’t know. I don’t recall. I am
trying to reconcile with you, but, no, this would be always true when Pixley was there. I didn’t know
Hackett as well, Either-he would call me or I would call him either before Christmas or New Years just as
‘a matter of courtesy between us, and that happened with s whole number of banks. .

Q. But it is your testimony that at this time late in 1968 the suggestion that you did not suggest in any
was—— .

A. I didn’t initiate reduction of the loan.

8 Bevan claimed the proceeds were used to pay the Mellon Bank loan and capital gains taxes.

56 During this time, Bevan had a third significant loan outstanding, with Provident National Bank,
which was increased rather than paid down between 1968 and 1969. .

87 As of December, 1967 Penn Central stock, at its market value at the time, comprised about two-thirds
of Bevan’s total assets. By the end of 1969, Penn Central stock, selling at less than half of its 1967 price,
equaled sbout one-fourth of his total asscts. Bevan’s net worth both in December, 1967, and December,
1969 hovered around $2 million. :

8 This wag also the last day the thrift plan made its regular daily purchase. On this day Goldman,
Sachs purchased 2,800 shares for the thrift plan at 1134, the market high of the day.

50 On June 22 and 23, trading in Penn Central stock had been suspended, except for one large trade each
day which took place at the closing bell.

%0 Q. When did you decide to sell at this time?

A. As fast as T thought that I was allowed to after June 8th.

Q. When did you reach that decision? .

A. June 8. I wanted to make a complete severance.

Q. Can you tell us why you waited until June 18 to send in the first order, or why you decided on June 18
to send in the first order? . :

A. I suppose it was to allow a reasonable length of time after I got out. I think—1 am not sure of this—I
think that I waited until it was announced that the Government was g[oing to make the guaratneed loan.
I didn’t know about whether it was going to be made or not when I left. I thought it was going to be made,
but that might have been interpreted (as] insider information, but I wasn’t sure. I was optimistic about it.
I think I waited until they announced they were going to make it, and then it was changed when they
reversed themselves. But that is again recollection.
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WILLIAM R. GERSTNECKER

Purchases Sales Balance

Feb. b, 1988, it emieeaemecaaa 6, 206
Jan. 8, 1969 e iieaaann 1,000 5,275
Jan. 9, 1869____ 1,000 4,275
Jan. 29, 1968 i cceacecceceeos - 1,000 3,275
Jan. 30, 1060 e cceeiceieeis 1,000 2,275
May 26, 1969 . _ e 1,000 1,275
.............. 2,675

Nov. 28, 1969 . e . 1,400

Gerstnecker was vice president—corporate (finance) from the time
of the merger until August 1969 when he retired to become the vice
chairman of Provident National Bank. In this capacity, he functioned
primarily as right-hand man to Bevan and was privy to all information
on the company’s finance problems.

Gerstnecker owned 6,206 shares in February 1968, including 100
shares held in his wife’s name. The bulk of these shares had been
acquired through an option purchase in 1964, and though he had made
some purchases and sales between 1964 and the time of the merger,
he had maintained an ownership of between, 4,700 and 6,900 shares
during that period. In Janusry 1969, Gerstnecker sold 4,000 shares in
four 1,000-share transactions, and he sold an additional 1,000 shares
in May 1969, leaving him with a balance of 1,275 shares. On November
28, 1969, he made his final option exercise, purchasing 1,400 Penn
Central shares at 2414,

Gerstnecker determined at the end of 1968 to resign from Penn
Central after July 1969, and go with the Provident National Bank.
He testified that his four January sales were for the purpose of liquidat-
ing a large loan outstanding at Provident, so that it would not be
outstanding when he moved over to Provident, and to purchase 1,000
shares of Provident stock. The Provident loan had been outstanding
since March 1964, and totaled during most of that time approximately
$155,000. Although Gerstnecker had made the sales in January, he did-
not pay off the loan immediately, but reduced it between February
and July 1969. He purchased the 1,000 Provident shares in August
1969 at a price of $24,750. The price of these shares plus the loan total
about $175,000. Even though this amount was less than the $272,000
proceeds of the -January sales, Gerstnecker could not recall what uses
he made of the balance of the proceeds. Gerstnecker claimed. that his
May 26 sale, which grossed $55,500, was to finance his planned final
option exercise 6 months later, which in fact did take place just 6
months later, commanding a total purchase price of $34,300. Again,
Gerstnecker could not recall the uses to which he put the balance of
the proceeds.

After further quesiioning, Gerstnecker also stated that the January
sales may have been made due to a desire for diversification of his
assets, since he was contemplating changing jobs. He did not elaborate,
however, on why a prospective job change would necessarily prompt
such diversification. Neither could he point to any reason for having
decided to make the sales in January—even after it was called to his
attention that his claimed uses of the proceeds, paying off the loan
and purchasing the Provident stock, occurred between February and
August, Gerstnecker simply indicated that he decided to make the
sales following his decision to join Provident. :
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Two other factors should be noted in connection with Gerstnecker’s
‘January sales. First, David Bevan began reducing his holdings in
January 1969, and, although Gerstnecker disclaimed knowledge of
these sales at the time they were being made, his position as Bevan’s
assistant makes the timing of these sales appear to be more than
coincidental. Second, all of Gerstnecker’s transactions were reported
on form 4 as of the trade date, as required by form 4, with the exception
of two trades, which were reported as of settlement date rather than
trade date. These were the last two of his four January 1969 sales,
in which he sold 1,000 shares each on January 29 and 30. On those
2 days the Penn Central market price peaked—the Penn Central
market price had been rising for about 2 weeks—and Gerstnecker
sold his shares at 71-71%4. The next day, January 31, the market fell
2 points, and the price of the stock resumed its steady decline which
had begun in the last half of 1968.% Although Gerstnecker claimed
he did not remember directing the reporting of these trades as of
settlement date, it is clear that it was a conscious departure from his
reporting practice,”” and his representation to the Comumission that
the trades occurred on February 5 and 6 rather than at the end of
January also made it appear in the published trading summary that
his trading had taken place after the publication of Penn Central’s

financial report.
ROBERT HASLETT

Purchases Sales Balaice

TR L I S 5,425
July 15, 1869 LT LTI 3,000 2402

From the time of the merger until after the bankruptcy, Haslett
served as vice president—investments of Penn Central. As such he re-
ported directly to and worked closely with David Bevan. Haslett
owned 5,425 shares at the time of the merger. Five thousand of these
shares had been purchased pursuant to options in 1964 and 1967;
the balance was acquired from the thrift plan. '

Haslett had made no sales of Penn Central stock since he began
acquiring it in 1964. On July 15, 1969, he made his only prebankruptcy
sale, selling 3,000 shares, and thereby reducing his Penn Central
holdings to 2,402 shares. Haslett had no other transactions in Penn
Central stock prior to the bankruptcy, and he allowed the substantial
number of options at 24% which had been available to him since
December 1967 to expire.

When Haslett had exercised his options in 1964 and 1967, he had
taken out unsecured loans for the full amount of the exercise price
from Qirard Bank, amounting to $63,000 in 1964, and $50,000 in
1967. From 1964 on, Haslett consistently maintained the loan at its
original balance, and paid only the interest as it became due in
quarterly installments. The balance of $113,000, therefore, was

81 The market rise had been in response to Ssunders’ January 10 announcement of the proposed formation
of the holding company. On January 30 Penn Central published pretiminary figures for 1968, which, although
registering an increase on a consolidated basis, indicated that the parent company had lost $2 million, down
from a profit of $11 million in 1967. .

82 Gerstnecker’s secretary apparently coordinated the filing of Gerstnecker’s reports with the secretary’s
oflice at Penn Central. (Gerstnecker, of course, signed the form 4’s which were submitted to the Com-
mission). The documents submitted by Gerstnecker in connection with his trading contain a copy of the

letter transmitting the certificate for the 2,000 shares to his broker. Handwritten on the bottom of this copy,
in what appears to be his secretary’s writing, is the notation. *“Use seitlrmant detac Wah £and & inwcmsst
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maintained from December 1967, until July 1969, when Haslett paid
off the loan in full. Haslett stated that his July 1969 sale of 3,000
Penn Central shares, which grossed him about $130,000, was for the
purpose of paying off the $113,000 loan, which was in fact paid off
July 23.% The bank had not requested that the loan be paid off or
reduced, and Haslett could not pinpoint why he chose July 15, 1969, as
the time to sell stock to pay off a loan which had been outstanding,
In part, since 1964: “I sold the stock because it was acting poorly.
I had a large bank loan, and I sold enough stock to pay off my bank
loan, and sold no more stock, kept the balance.”

JONATHAN O'HERRON

Purchases Sales Balance
Feb.1,1968_________..... . 5,833
Apr. 23,1968 5,733
Apr. 26, 1968_ 4,733
Apr. 29, 1968 3,733
May 27,1968 5,575
Nov. 7, 1968__ 3,575
Nov. B, 1968 et 2,575
Feb. 9, 1970 s 2,075

O’Herron, who had worked for Penn Central’s Buckeye subsidiary {or
a number of years before he was brought to Penn Central to be groomed
as Bevan’s successor, became Penn Central’s vice-president—finance
in September 1969, following a 2-month stint in charge of accounting.
He replaced Bevan upon his departure in June 1970. At the time he
joined Penn Central in July 1969, O’Herron reported an ownership
m Penn Central stock of 2,575 shares (including shares held in the
names of his wife and children). Prior to joining Penn Central he had
received, through his employment at Buckeye, Penn Central option
grants of about 9,000 shares, all of which had been exercised and most
of which had been sold by 1968. After joining Penn Central O’Herron’s
only sale prior to bankruptcy was the sale of 500 shares on February 9,
1970. : : .

O’Herron stated that he made this sale, which grossed about
$13,000, to liquidate an outstanding (unsecured) bank loan of $12,000
which he had taken out for income tax purposes in April 1969, and
which he had told the banker granting it that he would liquidate
prior to the end of 1969. Although at the time of the sale O’Herron
had a number of other equity securities he could have sold to obtain
funds for the loan, O’Herron could only answer, when asked why it
was Penn Central stock he chose to see, that it had stopped paying
dividends: O’Herron stated that the February sale was purposely timed
to follow the dissemination of the 1969 preliminary financial figures
by a number of days. By February 1970, O’Herron was deeply in-
volved in the preparation of both %nited States and foreign public
offerings, and he was taking part in the negotiations for private Swiss
franc financings and for stand-by bank loans to tide Penn Central
over prior to the $100 million Pennco offering. On February 5, 1970, a
few days before his sale, he had been informed by a representative of
Goldman, Sachs that they would no longer “roll-over’’ the Penn Central
commercial paper as it became due.

l‘;gfs‘ro%l(:’l about 1964 to 1970 Haslett had another, secured, loan outstanding at Girard Bank in the amount
of $35,000. '
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OrriceERs—REAL EsTaATE aND TaXEs

Both of the officers discussed in this section are tax specialists,
although one looked after the postmerger real estate transactions and
one for a time was also titular head of the accounting department. Both
of them attended the budget committee meetings, Saunders’ monthly

policy meetings.
S. H. HELLENBRAND

Purchases Sales Balance
Feb. 1, 1968, e e c e n e mzemmm e e me—m e 2,844
Feb. 14, 1968 . . e 3, 867
Sept. 3,1968____ 2,867
Sept.:4 ,1968_ . __ 1,867
Sept. 5,1968____ 1,367
Sept. 16, 1968___ 667
Sept. 17, 1968 el emmecmeemaa 367

Originally a New York Central officer, Hellenbrand became a Penn
Central vice president, taking charge of industrial development and
real estate following the merger. In March 1970, with the retirement
of T. K. Warner, Hellenbrand also headed the tax department. In
February 1968, following the exercise of all available options, Hellen-
brand owned 3,867 Penn Central shares. In September 1968, Hellen-
brand sold 3,500 shares, reducing his holdings to only 367 shares.
Although further options became available to him at attractive
prices at the end of 1968, Hellenbrand effected no further Penn Central
stock transactions, aside from his thrift plan participation, until after
the bankruptcy.

Hellenbrand claimed that his buying and selling followed no specifi-
cally laid out program, even though in 1965 and 1966 he had exercised
options and 6 months later each time sold at least as many shares as
he had acquired. In his testimony, Hellenbrand could point to no
specific reasons for his 1968 sales:

As I said, I recall among the reasons was a desire to pay down the loan which I
had outstanding in the bank, and of all the reasons which go into the operation of
the human mind to buy or sellsomething * * *. I do not know that there was
anything more specific than the conclusion that I felt it was a wise thing for me to
do at the time.% )

It is likely that Hellenbrand knew at the time of his 1968 sales of the
dubious tax-oriented transactions management was then planning for
the Great Southwest-Macco subsidiaries to conceal the disastrous con-
dition of the railroad. Hellenbrand also was aware at that time that
the so-called Park Avenue properties were not, as they had been
advertised to be, a liquid investment which the railroad could sell for
cash, due to the formidable obstacles raised by heavy mortgages and
minority interests.

% The loans to which Hellenbrand referred were loans obtained in connection with the exercise of the

stock options. In September 1968 however, Hellenbrand had only $33,000 outstanding on his loans, while
the proceeds from his September sales equaled $228,000.
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T. K. WARNER, JR.

Purchases Sales Balance

Feb. 1, 1968 e eccmii cecmaimene 4,888

From the time of the merger until July 1969, Warner served as
vice president in charge of tax matters (from November 1968 to July
1969 his title was vice president—accounting and taxes). In this
capacity he functioned independently of the finance department.®
In July 1969 when Jonathan O’Herron was brought in, the accounting
department was moved from the control of Warner and given to
O’Herron. At that time Warner was made vice president—corporate
administration, and he kept this title until his official retirement in
May 1970. Warner looked upon this job change as being kicked up-
stairs to make room for O’Herron and as early as June 1969, he began
to consider retirement.®® Nonetheless, between July 1969 and his
retirement in May 1970, Warner was 1n charge of the department of
corporate analysis and cost and profit analysis as well as taxes.

Between 1964 and 1969, Warner had made purchases and sales of
significant amounts of shares each year (in 1967 and 1968, he sold a
significant number of shares but made no purchases). From 1965 on,
howéver, the amount of shares he owned was never less than 3,000
shares. On March 6, 1969, he made his final option exercise, purchasing
1,200 shares at $24.50 per share. At this time he borrowed $50,000 from
a bank, using $29,400 of the horrowed money to exercise his option.
Following the exercise of this option, he owned 4,480 shares. On
September 8 and 11, 1969 he sold 2,000 shares of stock each day, and
and on December 19, 1969, he sold an additional 100 shares. These
sales, along with gifts he made during 1969, reduced his ownership to
to a total of 240 shares at the end of 1969.

On May 1, 1970, Warner officially retired from the company. It
should be noted, however, that he sold 200 of the 296 shares he owned
at the time of his retirement on June 12, 1970, just prior to
the bankruptcy.

Warner’s reasons for the 4,000 share sale he made in September 1969
were very unclear. First he mentioned that by selling in September,
he would have been able (under the 6-month rule) to buy further
option shares in March.®” The only options available to Warner

% He was, however, close enough to Bevan to be the only nonfinance officer chosen to participate in the
Penphil venture.

% Warner claimed that the reason his retirement was delayed some months was that Saunders had asked
him to remain.

& Warner’s testimony reads as follows:

“There were several factors, one of which is that under the stock option plan, when you terminate service
you can continue to exercise your stock option for 3 months thereafter. I had aiso already planned to leave,
therefore, when the 6 months expired on the 1969 exercise, sometime in February, by selling in September
I can buy 6 months later.

':I was t.h_e'n planning to leave December 31, so I could purchase stock through March 31 under the {erms
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were at 57%, and by September 1969, Penn Central had sold down
below 41. Reminded of this, and asked if he had expected the stock
to have climbed above 57% by March, Warner stated that diver-
sification in anticipation of retirement ® rather than a prospective
option purchase had been the major reason for his sales.” According
to his recollection, Penn Central stock represented over 25 percent
of his investment portfolio in 1969. Warner did not elaborate on
why he chose to diversify by virtually eliminating Penn Central
stock from his investment portfolio nor did he indicate why he
decided to pursue this diversification policy in September 1969.
Warner invested the proceeds of the sales in other securities.

Warner’s involvement in tax matters exposed him to much of the
covered-over activities of the ,Great Southwest-Macco, group. By
late 1968, he was deeply involved in the program of maximizing
earnings through tax aspects and through exploration of the sub-
sidiaries for possible opportunities to bring up earnings to the parent
company. Indeed, at the very time he was selling on September 9
and 11, 1989, he was involved in a tax accounting change for Macco
that would increase Macco’s 1968 earnings. Warner knew that such
actions were important to continuing the Macco-Great Southwest
facade for the public offering of Great Southwest stock then being
readied.” In a followup of earlier discussions Warner wrote to
Saunders on September 10, 1969:

This relates to the 1968 tax clections of the Macco group which will be included
in the Penn Central consolidated Federal income tax return which must be
filed on Monday, Scptember 15. Last evening I was informed by Peat Marwick &
Mitchell (Philadelphia) that the Macco peopie were sending us tax return material
for their group in which they were increasing taxable income from $1 million to
$27 million. We have not yet received the Macco papers, but a letter on a related
subject confirms the P.M. & M. statement. The public accountants report that
the new elections will result in a change in Macco’s (but not our consolidated)
book net income eliminating $13 million of deferred taxes and increasing its
book net income by that $13 million. This is important in preparing the SEC.
financial statements for the sale of Great Southwest stock.

The next day (on which Warner was selling & second 2,000 shares)
Warner met with others to review the matter. Bevan reported to
Saunders in & memo on that day:

Messrs. Warner, Hill, Wilson and myself met this afternoon and are unani-
mously of the opinion that we should go along with the Macco management’s
recommendation. This will add almost 50 cents a share to the reported earnings
for last year, and merely on a basis of 10 times earnings will add $5 a share to the
value of any stock sold, and if it goes to 20 times carnings it would add $10 a
share. Our capital gains would be enhanced by this amount.

It should be noted the overwhelming portion of Macco’s profit that

year was in the Bryant Ranch transaction which produced little cash
but obligated Macco to heavy expenditure commitments.

OrricERs—OPERATIONS AND LIABOR

All of the top operating people dealt with Penn Central’s major
service problems, which peaked at the beginning of 1969. They also

8 At no time, however, had Warner planned to retire without seeking other employment, and by Decem-
ber 1969 he was discussing employment with a8 law firm.

% Q. Did you expect the price of the stock to go heyond $57 Within the 6 months before your retirement,
or up to your retirement, in the 3 months after?

A. Ijust never knew that much, understanding why stocks went up and down, so that I think one ought
to try remain flexible. But I want to add, I am not sure that Was any more than another straw. [ wouldn’t
be surprised that my leaving was not the main thing.

0 Sep (Great. Santhwect cantian af thic vanant
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experienced first-hand the crippling budget restrictions which the
finance department placed on the operating departments beginning in
mid-1969, and which magnified the operating problems which increased
again during the 1969-70 winter. '

With the exception of Messrs. Funkhouser and Sullivan, all of these
operating officers attended the budget committee meetings, and must
have been fully aware from those meetings of the company’s ‘“profit
maximization’’ policies, and of the contrast between Saunders’ private
dissatisfaction with the company’s performance and his soothing public
pronouncements on the subject.” Further, dealing on a day-to-day
basis with budget restrictions and endless pressure to produce more
revenues brought home to these officers the realities of the company’s
cash lag, and of the workings of “profit maximization”. Apart from
company rumors, however, the opcrating people may have had only
the same knowledge as the public concerning the dealings between
Penn Central and its subsidiaries, since these nonrailroad activities
were dealt with only in. summary fashion at the budget committce

meetings.
ROBERT G. FLANNERY

Purchases Sales Balance

A former New York Central officer, Flannery served as vice presi-
dent—systems development from the time of the merger until Febru-
ary 1969, when he was named vice president—operations. He re-
mained with the company until after the bankruptey.

In June 1968, following a purchase of 325 option shares, Flannery
owned 836 Penn Central shares.” In 1969, he totally liquidated lus
Loldings in a series of five transactions between March and August.
Named to replace Smucker due to the winter 1969 operating crisis,
Flannery began liquidating his shares about 1 month after he took
charge of the operations department. Flannery claimed the proceeds
were used to purchase a house, on which he placed a down payment
on April 19, 1969, and which was completed in 1970. According to
Flannery’s reckonming, he had invested a total of $143,000 in the
house by the time it was completed, including a $65,000 mortgage, and
also (it appears) approximately $47,000 in cash netted from the sale of.
his previous house. The total gross proceeds of Flannery’s Penn Cen-
tral sales, $44,000, would have more than made up the cash difference
needed to reach $143,000, but Flannery claimed that, along with his
Penn Central shares, he liquidated his stock holdings in other compan-
iesin May and September, 1969, to raise money for his house. Flannery
did not sell his house in New York until August 1969. He claimed that

‘1 It should be noted that after problems arising from possible leaks of information to the brokerage firm
of Butcher & Sherrerd in mid-1963, Penn Central attempted to restrict the internal dissemination of financia}
information by sending the various officers only that information of particular interest to them prior to the
budget meetings. However, the full scope of the information was discussed during the meeting and so the
Zgrx;i](‘))l;i 3.fﬁcers would emerge with a fairly complete, general pieture of what Was occurring within the

7 Under a New York Central stock purchase plan, Flannery had contracted to buy an additionsal 130
shares in 1967. As allowed hv the rantract nravicinne hawamar Tlannare sacaimdad eha mata smidhio 20—
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at the time he committed himself to buy the house in Philadelphia, he
did not know what price he would get for his New York property. He
had paid $63,500 for the New York house ““And was quite fortunate
for selling same for $89,000 which was far more than I expected.”
Except for the first Penn Central sale in March 1969, the proceeds of
which were used as the down payment on the house in April, Flannery
was unable to relate the timing of any Penn Central sales to a specific
need [or cash:

You also asked me to clarify my purchase of a house in Philadelphia as related
to my savings account bank statement for the year 1969. You will note that on
February 18, 1969, my account was down to $968.88. I sold 300 shares of Penn
Central stock March 17, 1969, and deposited same in the account. A large part of
this was withdrawn in April in order to make the downpayment on the purchase
of my new home, copy of purchase agreement you have in your file. You are also
awarce of the fact that I had made quite a commitment in purchasing this home
prior to disposing of my home in Hartsdale, N.Y. Also, the committed amount of
$120,000-plus was just for the bare minimum of a house. As stated to you, I even-
tually ended up with $143,000 invested and the difference between the original
commitment and the final amount was for drapes, carpeting, landscaping, and so
on. In fact, we paid several contractors direct for the installation of better fixtures
such as kitchen appliances, bathroom fixtures, electrical outlets, and so on, which
was over and above the committed price to the contractor. With this commit-
ment, vou will note I also sold Penn Central stock in May and July and other
stock in September in order that I could properly plan and know definitely how
many commitments to make in further improving the house.

A. PAUL FUNKHOUSER

Purchases Sales Balance
Feb. 1, 1968__ 5, 001
June 28, 1968 e c e am e n e 1,900 3,101
Dec. 26, 1968. 1,900 ... 5,001
Jan. 26, 1970 . o e e mcaaenne 100 4,949
May 27, 1970, o e e et e 4, 500 504

Funkhouser was a close associate of Saunders, having worked for
him at Norfolk & Western. From the time of the merger until March
1970, he was vice president in charge of coal and ore traffic. In March
1970, in response to the gravity of Penn Central’s passenger service
problems, he was made senior vice president—passenger service.

Funkhouser’s last option exercise was in December 1968, giving him
ownership at that time of a total of 4,900 shares, all acquired through
options, plus 101 shares held by his family. Prior to the merger,
TFunkhouser had acquired his stockholdings between 1964 and 1968 by
exercising options using borrowed funds, and selling a portion of the
purchased shares alter 6 months to pay off the loan. The December
1968, purchase was not made with loaned funds, and it marked the
beginning of a holding period unbroken until 1970. On January 26,
1970, there was a sale of 100 shares he had given to his wife in 1967.
On May 27, 1970, FFunkhouser sold 4,500 shares, representing the
major portion of his Penn Central holdings.

Funkhouser testified that the January 1970 sale of 100 shares was
pursuant to his wife’s decision to sell since she did not want to hold the
stock because they passed the dividend. The public announcement that
the fouirth quarter dividend would not be declared had been made in
November 1969. Funkhouser could not recall why she did not reach
this decision until January. '
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The May 27 trade had its origin in an April 28, 1970,.limit order to
sell 4,000 shares at 2014 which Funkhouser changed on the morning of
May 27 to a market order to sell 4,500 shares. Funkhouser explained
that he decided to sell his shares after the April 22 publication of Penn
Central’s first quarter carnings, which made him decide that the
company would not be able to resume paying dividends in the fore-
seeable future. Based on this decision, he placed his 2014 limit order
on April 28, anticipating that the market in Penn Central stock (which
had closed at 177% on April 27) would recover sufficiently to allow
execution of the order. The limit of 204 had been chosen because
Funkhouser had arbitrarily set himself the goal at that time of realizing
$80,000 in liguidating his Penn Central investment. The price of the
stock did not recover, however, and Funkhouser explained his decision
to change his order to a sale of 4,500 shares at market as follows:

* % * ghere was an announcement on May 15 that the credit rating of the
Pennsylvania Co. had been downgraded. And I determined that the stock, after
that, probably weuldn’t get back up into the 20°’s—and I executed 2 market order
on May 27. Now my reason for selling was basically because I wanted some return
on my investment. I did not not know the company was going bankrupt nor did
I—and I full[v] expected it to be turned around at that time. But I knew that we
were having tremendous earnings problems—that is, in brief, my reason for-
selling. .
FFunkhouser decided to sell his shares at market on the afternoon of
May 26. That afternoon he consulted both Wilson and Roberts con-
cerning his pronosed trade, specifically asking each one if he knew of
any inside information why I should not sell my shares. Both men told
him that they knew of no reason why such a sale should not be made.
Funkhouser entered the market order the next morning, prior to the
opening of exchange trading.

Funkhouser claimed that by 1969 he was counting on the substantial
cash dividends which his sizable Penn Central holdings had been
yielding.”® _

When he sold, he deposited the proceeds in a savings bank until
August, when he reinvested the money in bonds:

Q. The question 1s, {When you made the sale in May, did you do it
with any specific investment in mind, or was it simply because you were
dissatisfied with the Penn Central’s dividend policy at this point?”’

A. T did not sell with any specific investment in mind. My moti-
vating force was to obtain some return on that investment. Normally
I would have invested probably in some security soon after that on
the advice of my wife, but I don’t know particularly why I didn’t;
but we went into reorganization and I had the money in savings. 1

72 At that time, these sharés represented about one-third of his equity investments, the other two-thirds of
which had heen chosen for appreciation rather than dividend retuin:

Q. Did you contemplate, when you discovered that this investment was not going to dring in dividends,
making any changes in any of the other investments which you were holding which were not bringing in divi-
dends so that that money would give you a relurn on your money?

A. I don’t recall doing that. The securities other than my Norfolk & Western for the most part were
being handled by Bonsal White, and it was, for the most part, an effort to seek appreciation rather than
income. And I had at that time, I think, substantial gains which, had I seld, would have resulted in
considerable tax, although I suppose it conld have been ofiset against the Penn Central loss. But these
secutities were under—well, as a matter of fact I think I did take some gains that offset that loss. In
hindsight I may have made some changes.

But I'would say this to you: The securities that Bonsal White was handling for me, the goals Were more
appreciation than income. And I don’t recall selling those stocks to seek more income. 1f I did sell—
and I think I may have sold some—it would have been to offset by taking the loss, and probably they
went back into the area of seeking appreciation under his guidance.

. Q‘."Wcll would you say then that you did not have appreciation in mind when you invested in Penn Central
3ioc.

A. Idid not have appreciation in mind?

Q. Well did you, or did you notf
A. Yes; I would say that appreciation was a factor. I was hopine to acauire as much of the stock as
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was drawing interest on the savings account, and then I decided to
put the money in tax-free bonds. My return on the tax-free bonds
would have been, I think, somewhere around 5 percent and 6 percent,
taking into consideration the taxes. :

HENRY W. LARGE

Feb. 1, 1968 oo e 4,604

JUly 8, 1968 e e e n 1,000 3,554
Feb. 18, 1969 __ .- 300 3,254
June 10, 1969 e et e mem——————— 200 3,054
Sept 17, 1969 e e ———an 200 2,854

Large served as executive vice president—sales and marketing
- from i‘ebruary 1968 until his retirement on June 1, 1970. A career
employee, he reported directly to the president. At the time of the
merger, Large owned 4,604 shares, most of which had been acquired
from options. Following the merger, he exercised no further options,
even though by December 1968, he was eligible to purchase 1,600
further option shares at 24%. -

Large explained that his July 1968 sale, the proceeds of which were
$85,000, was made in order to pay off a stock option loan of $58,400
and an income tax loan of $15,000, and to provide cash for antici-
pated capital gains taxes. Bank records show the two loans paid off
as of July 17, 1968. Large claimed that each of his three 1969 sales
were made to ‘meet income tax payments; the proceeds of the-sales,
which were $18,336, $10,450, and $8,053, respectively, were used for
tax payments of $18,000, $7,000, and $7,000. _

Large insisted that he only sold what he-felt- he had to sell of his
shares, although he did not indicate whether this involved a choice
between Penn Central shares and any other liquid assets he may have

had. :

A. E. PERLMAN
Purchases Sales Balance
Feb. 1, 1968 e emmemaan 2,860

LY L S 7 500 1,400

Note: Between 1968 and 1969, 960 shares had been donated as gifts.

Perlman was the president of Penn Central from the time of the
merger until December 1969, when Saunders brought in Paul Gorman
to be president. Insisting that the conditions of his employment con-
tract be adhered to, Perlman became vice-chairman of the board at
that time, retaining this position until his June 8, 1970, removal by
the board.

Prior to the February 1968 merger, Perlman had exercised options
for 34,000 shares which were the total number of options granted to
him (these grants had been made before 1964) and had sold 32,890 of
these shares. As of February 1968, Perlman reported his ownership of
stock at 2,860 shares. His only transactions in 1968 and 1969 were
disposing of 960 shares as gifts. On April 1, 1970, he sold 500 shares
and held the remaining balance of 1,400 shares until after the
bankruptcy.
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Perlman claimed that his 500 share sale resulted from turning over
his portfolio to Lionel D. Edie & Co., Inc. (an investment adviser).
. Edie 'made its first appraisal of Perlman’s portfolio in January 1970.
As a general policy, Edic was against buying railroad stocks at that
time, and favored the sale of its customers’ current railroad stock
holdings. Although Perlmon had given Edie complete discretion over
his account, Edie checked with Perlman as a matter of practice before
making a trade. When told of Edie’s plans to dispose of all of his Penn
Central stock, Perlman stated he vetoed the idea because he believed
that as a director of Penn Central he should remain a substantial
holder of the company’s stock. He said he told Edie it could only sell
up to 500 shares which in his view would still leave him a substantial
holder of Penn Central stock. Perlman claimed he characteristically
followed Edie’s recommendations concerning his holdings, and noted
within 2 years of acquiring Perlman’s portfolio, Edie had replaced
all stock originally held. Perlman stated that at no time did he discuss
the merits of Penn Central with Edie representatives, and insisted the
500 shares trade was made solely on the basis of the general Edie
recommendation.

Perlman’s sale is included in this report because it came so close to
bankruptcy that he obviously had adverse information which was not
available to the public at the time of his sale. He knew, to an extent
that the public did not, that Penn Central was a sick company. He
had complained about money being diverted to real estate operations,
and of lack of funds for the railroad. He was unhappy with the way
the company was being managed and knew of all the operating
difficulties. He knew of the internal pressures to generate additional
earnings and sitting through budget meetings must have had a good
idea of some of the artificial techniques being used to accomplish this
purpose. On the other hand, for at least 6 months prior to his sale, since
the decision was made to replace him as president, he had been effec-
tively isolated from regular sources of information within the company.
His awareness, if any, of the critical new problems which were then
developing would most likely have come from secondary sources.

DAVID E. SMUCKER

Purchases Sales Balance
Feb. 1, 1968._. ' 12, 600
July 8, 1968___ 3, 600
Feb. 21, 1969._ 5, 800
July 2,1969__. 3,600
July 3,1969_ __ 2,200
Feb. 25, 1970.. R 40
Apr. 10,1970.. . 12,107 .
ADr. 20, 1970, - e e eam s 107

1 Thrift plan distribution following Smucker’s retirement.

Smucker was executive vice president in charge of operations until
February 1969. At that time, with Penn Central’s operations in a
disastrous state, he was replaced by Flannery at the insistence of
Perlman, and made executive vice president—office of the chairman
until his March 1970 retirement. At the time of the merger, Smucker
held 12,600 shares, which he had acquired through options. He sold
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9,000 shares in July 1968, hitting the market near its all time high at
about 85. In February 1969, he made his final option exercise of 2,200
shares. He sold 3,600 shares in July 1969, and 1,600 in February
1970, and made gifts to his family, leaving him with a balance of 40
shares at his retirement on March 1, 1970. Following his retirement,
he sold 2,000 of the 2,067 thrift plan shares distributed to him im-
mediately upon receiving them in April 1970. :

It appears that about $83,000 of the proceeds of the July 1968, sale
was used to pay off loans Smucker had taken out in connection with
the exercise of his options in 1967. Smucker stated that the sale had
been planned at that time to obtain funds to exercise options when
they vested in December 1968, and for capital gains taxes. At this
time, according to Smucker, he was expecting to exercise in December
not only his remaining options at 2414, but also up to half of his re-
cently granted option to purchase 12,000 shares at 57%.* When
Smucker exercised his options in early 1969, however, Penn Central
stock was down to -selling in the low 60’s and the options at 57% had
Jost their attractiveness to him, so he exercised only the options
remaining to him at 24%. _

The only reason Smucker gave for his 1969 and 1970 sales was that
he ‘had decided to retire. Smucker’s official termination date was in
March 1970, and he claims that he actually left the company in
December 1969. By July 1969, however, he had been relieved of
responsibility for operations and was contemplating retirement:

Yeah, by July of 1969 1 had decided to retire. Mr. Saunders’ 90 days had
elapsed and I decided to retire. And I was sitting there holding 3,600 shares of
stock, and we had been told by the legal department and by the financial depart-
ment that if we’'ve got any questions relative to purchases or sales of the com-
pany’s stock to talk to Dave Wilson or Ted Warner or both. So I got Dave Wilson
up to my office, and I said, here I'm sitting, oh, buddy with 3,600 shares of stock
that I have owned since December of 1967; and I unfortunately exercised an
option to buy 2,200 shares last February. How long do I have to hold this.

According to Smucker’s testimony, he decided following the con-
sultation to sell his stock, even though it was less than 6 months
since he had made his last purchase in reliance on Wilson’s advice
that recovery of profits would not be possible under section 16 of the
1934 act.

The gifts of 560 shares to Smucker’s daughter and her family were
also prompted by Smucker’s review of his financial affairs in con-
templation of his retirement.”® Smucker explained that the balance of
1,600 shares was not sold until February 25, 1970, because he had
placed a limit order to sell them at 45 on August 27 which he remained
hopeful of executing until February, when the stock had slid to 25.

Although Smucker’s 1969 sales were made following his removal
from operating responsibility, he had continued to work for Penn
Central in Saunders’ office and, as evidenced by various memoranda
he wrote, he was very much aware that the operating situation was
still critical. As an operating officer he recalled being “bumped over the
head to get the expenses down and see if you can’t find or sell some
scrap or do something to get the income up.”

7 The June 1968, sale grossed about $765,000. Figuring the cost of these options at about $400,000 leaves a
balance of proceeds, after payment of the loans, of about $250,000.

15 These shares were subsequently sold, but Smucker claimed that he had refused to advise the donees as
to when they should sell and in fact did not know when the sales occurred.
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JAMES R. SULLIVAN

Purchases Sales Balance
L N TR L 3 TR 2,730
‘Feb. 29, 1968_ _ 2,990
June 4, 1968 __ 3,315
Jan. 20,1969 __ 1T . 2,815
Mar 13, 1970, e e e \ 515

A former New York Central operating official, Sullivan served as
vice president (marketing) of Penn Central from the time of the merger
until after the bankruptcy. Sullivan, who was subordinate to Large
(later replaced by E.G. Kreyling) arid who did not attend the budget
committee meetings, would have learned only indirectly of Penn Cen-
tral’s financial and diversification problems. He was, however, clearly
aware of all of the problems in the railroad end of the business. He had
been in favor of a slower approach toward integration of the two
roads, fecling that the acceleration plan was a mistake. When operat-
ing problems developed, as head of marketing he was very familiar
with the barrage of customer complaints which arose. He knew Penn
Central was losing business because of these problems, and from.his
testimony it is clear that he was acutely aware of the conflicts between
former New York Central and former Pennsylvania Railroad employ-
ees, and the impact this was having on the orderly functioning of the
department. :

Sullivan claimed that his 1969 and 1970 sales were made on the basis
of his broker’s advice to diversify his portfolio. In 1965, he had opened
an account at Merrill Lynch, Pierce, Fenner & Smith, and from his
testimony, it appears that from the time of opening the account his
broker, Edward W. Kann, had discussed with Sullivan the advantages
of diversification. Ignoring his advice, however, Sullivan had steadily
increased his investment in Penn Central shares (which were, of
course, New York Central shares prior to February 1968) by exercis-
ing his options, so that by December 1968, Penn Central represented
about 75 percent of the value of his equity holdings. Sullivan empha-
sized that his broker’s recommendation was not merely diversifying
away from reliance on one stock, but also diversifying from equity into
debt investments, due to the general stock market decline. Although
he did make substantial bond purchases with the proceeds of his Penn
Central stock sales, Sullivan also made substantial equity purchases in
1969 and 1970, and sold few or mone of the other equity stocks he
owned, indicating that his “diversification program’” was, in fact,
solely away from Penn Central, and not from equity stocks in general,

Sullivan’s January 1969 sale was made to buy $30,000 worth of
l-yvear municipal bonds. (‘* * * I am a little hard to convince some-
times, 1t takes a little while, and when we made this move, we went
with a relatively small excursions [sic] in the city of Goshen bonds.”)
Apparently, Sullivan’s broker had called in January to recommend the
Goshen purchase, but Sullivan could not recall why he chose January
1969 as the first time to take his broker’s diversification advice
seriously.

Later in 1969, Sullivan made further equity purchases and listened
to periodic suggestions from his broker to diversify into more bonds,
but he sold no Penn Central (and bought no debt securities) until
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March 1970. Sullivan could give absolutely no reason why it was March
of 1970 when the diversification urge hit him again.” :

This time, at the time of the sale Sullivan and his broker did not have
a crystal clear idea of what they would do with the proceeds:

We had discussions, I had had discussions with Kann about a number of things
that he had suggested in the way of diversification and we concluded that this
activity would require approximately that much money, so we proceeded ac-
cordingly.

Sullivan’s March 13 sale of 2,300 shares (reducing his Penn Central
holdings to 515 shares) grossed about $56,000. About $40,500 of this
was invested immediately in long-term bonds, and $7,000 went to
purchase shares (equity) in Maui Land & Pineapple Co. In August,
a further $10,000 was invested in more bonds. (Sullivan stated that at
the time of his sale his broker had indicated “That he would probably
have something else at hand within a very short time,” and that he
was surprised, but not disturbed, by .the 5-month delay.) 7

When questioned concerning the amount of shares he chose to sell in

. March 1970, Sullivan responded as follows: '

Question. Can you tell us in March of 1970 whether you considered selling that
remaining 600 shares or why did you decide to keep it? :

Answer. No, I thought it was all right to leave it where it was and if I had been
disturbed-ahout the thing, I would have throttled the thrift plan, but the idea
never occurred to me so we just let it go right along.

Question. Did it occur to you that in March of 1970, you were liquidating the
magjor part of your holdings in the stock for the first time in a number of years?

Answer. I don’t know that it occurred to me in that context, what I was
[thinking] about was the advice of my counselor on the business of debt securities
and the outlook as he saw it and as I seemed to feel it was of the market, that
stocks were going to, in general—the stock outlook was not promising,.

Sullivan knew of and dealt with the operating problems the com-
pany experienced during the 1969-70 winter. glaiming that the
appointments of Flannery and Kreyling to key operating posts had
made him optimistic about the future of Penn Central, Sullivan dis-
counted the 1dea that his trading was in anticipation of the tremendous
first-quarter loss which those operating problems had caused. He also
claimed that in making his sales he didn’t even think about “the
results of the first quarter or anything like that:”

Question. Was there any particular price consideralion in March of 1970 when
you decided to aclually follow Mr. Kann's advice apart from the 500 shares you sold
in 1970 and sold the bulk of your Penn Ceniral holdings? Was there any consideralion
that you gave.to the price that Penn Central was selling at that time?

Answer. Not especially, of course we were anticipating, with the things that we
talked about at some length here, that the Penn gentr’al might very well regain
its position, so it was a question to stay with that or to diversify as Kann had
recommended, so we decided to diversify rather than sell it all. If T had any real
serious concern about the thing, the sensible thing would have been to just
e}l)iminate it all, but I stayed with the thrift plan or 600 whatever shares that are
there. .

Question. Can you say that al the time you sold, you did expect the price of the stock
to turn around eventually?

0 2 Can you recall for us what went on to generate your decision to sell 2,300 shares of stock on March 13,
1970

A. Yes; as I haveindicated to you, I had these continuing discussions with Kann and our experience with
the Goshen bond thing seemed to go all right so it seamsd to me that in the light of Kann's continuzd re-
minders on this subject and my feeling that his judzment was sound, that this was the thing to do.

Q. Why was it the thing to do so on March 13, 1970?

A. That just hapoened to be the date that we decided to move off with it, just as January 20, 1969, was
the date we decided to move off with the sale of the 500 originally.

7 In the month prior to Mr. Sullivan’s 1970 sale, his 1969 investment of municipal bonds matured. About
80 percent of the funds from the maturing bonds plus the 1970 Penn Central stock sale was invested in debt
securities and sbout 20 nereent. was inwactad in amnibe anattl o
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Answer. Yes; I thought it might very well do so.

Question. Was thal in the near fulure or distant futuref

Answer. I would think in the longsr haul because of the problems we have just
been talking about.

Question. As far as the shorter haul, at that time as I understand st, well, the first
quarter earnings had not been calculated because the first quarter had not been closed.

Answer. That's true.

Queslion. Did you expect the stock was going to decline significantly before it
posstbly turned around?

Answer. To be perfectly candid, I didn't give any special consideration to that
at all, as to what it was liable to do in the near future or the results of the first
quarter or anything like that. I didn’t even think about it. I was concerned with
finally moving in the direction that Kann suggested that we ought to move and
we would still retain a quite substantial position in Penn Central, so as the turn
around occurred, we still have a fairly substantial equity and of course, we had
these other options.

_ Queslion. When you say finally, this is over @ year after Mr. Kann had first suggested
l. : ’

Answer. Yes.

Question. And I would simply like tv ask you one more time why you chose this
particular period of time to pul this program into effect in a major way.

%nswer. Well, simply because I became convinced that this was the right thing
to do.

GUY W. KNIGHT )

Purchases Sales Balance
Feb.1,1968. ... 4,281
June 20,19G8__ 2,531
July 15, 1968 12,458
Dec. 20,1968 . 4047
July 3,199 T TTTTTTITITITT 97
SePr. 4, 19680 e e 90 17

! Sales made for account of children.

Knight was a senior vice-president in charge of personnel and labor
relations from the time of the merger until his October 1969 retirement.
While not directly connected with the operations of the company, and
not a participant in the budget committee meetings, Knight's posi-
tion in charge of labor relations brought him into close working con-
tact with Penn Central’s operating people. He sold virtually every
Penn Central share he owned at the beginning of July, the same time
numerous operating officials had chosen to liquidate their holdings.

At the time of the merger, Kunight owned 4,281 Penn Central shares.
In June 1968, he sold 1,750 shares. In December 1968, he exercised an
option for 1,600 shares. On July 3, 1969, along with a number of other
officers selling at this time, Knight liquidated his Penn Central hold-
ings, selling 3,950 of his balance at that time of 3,957 shares.”®

ince 1965, Knight had an established ‘“window’ pattern of exer-
cising options and making substantial sales at 6-month intervals, and
his 1968 and 1969 transactions fall within this 6-month pattern. Even
with these sales, however, he had maintained a balance of at least
1,000 shares from August 1965 until the time of the July 1969
liquidation.

Asserting his rights under the fifth amendment, Knight refused to
supply any information relative to his Penn Central trading or any
other Penn Central related activities.

* In July 1968 and September 1969 Knight made sales on behall of his children of 73 and 99 shares,
respectively.
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GuneraL CorroraTE OFFICERS

The two officers discussed in this section, although possessing no
expertise concerning the operational and financial aspects of the
company, had constant, day-to-day access to top management in pur-
suing their duties as head of public relations and corporate secretary.

WILLIAM A, LASHLEY

Purchases Sales Batance

Lashley was vice-president in charge of public relations and ad-
vertising until after the bankruptcy. Reporting directly to Saunders,
he had virtually complete access to all company officers, and his
office was responsible for drafting almost every public statement
issued by the company. Having worked for Saunders for many -years,”®
Lashley knew almost reflexively that the public relations department
was expected to stress—or manufacture—something hopeful out of
the bleakest announcement. It is likely he knew of every significant
deveclopment in the company, and it appears that he knowingly and
actively participated in management’s attempts to conceal adverse
information about the company. :

Lashley steadily exercised his 1964 option to purchase Penn Central
shares at $28 per sharc until the end of 1967, so that, by the time of the
merger, he owned 3,000 shares. Sixteen hundred of these shares were
owned jointly with his wife, who bad put up the purchase price for
some of them. Lashley made a 500-share sale of Penn Central stock
on March 30, and again on April 15, 1970, in response to bank pressure
to pay down the loan for which these shares were collateral. Although
Lashley claims that his Penn Central sales were made solely because
of the bank’s demands, it is significant to note that at the same time
he was making Penn Central sales to reduce this outstanding debt
he was resisting pressure from another bank to sell out 300 shares of
Norfolk and Western stock securing another loan which was also
undercollateralized.s®

The sales point up the difference in regard which Mr. Lashley had
for Penn Central stock as opposed toiNorfolk andiWestern stock at the
titne, because the proceeds of the sale of Penn Central shares went to
reduce an 8-percent loan with a bank with which Lashley felt he had
a good relationship,® while, in contrast, Lashley was simultaneously
maneuvering to avoid selling his Norfclk and Western stock to pay
off an 834 -percent loan with another bank (Lincoln Bank) with which

© Lashley had previously worked for Saunders at Norfolk and Westorn. .

50 Lashley claimed that he had no inside information at the time of his-sales, but that “I had hesitation
to sell because I was a corporate officer and might be accused of having inside information.” Prior to his
sales, Lashley consulted with Wilson and Saunders about his sales. Saunders was consulted because, ‘T felt
hadly about it, about the situation, and told him that my personal finances were such that I was going to
have tosell some of the stock. I knew ho wasn’t selling any of his"’. According to Saunders, he advised against
thesale and told Lashley to consult the legal department. Lashley claimed he consitllted with Wilson because
he believed the circulated guidelines had advised him to. ‘‘Dave Wilson, as I recall, said, ‘Well, if you have
to you have to, but make sure you roport the sales to the SEC.” "’

8 Tho Penn Central stock-secured loan had always been maintained at prime rate and, aware of this
beneficial rate, Lashley has to date maintained the loan in its roduced forin.
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he felt his relationship had become acrimonious. As Lashley’s relation-
ship with this second bank deteriorated, Lashley, ‘“pretty upset and
angry at the Lincoln Bank for their constant harangues,” transferred
the loan to the Provident National Bank. When Lashley was asked
why he did not feel compelled to sell his Norfolk and Western stock to
reduce that loan at the same time he sold his Penn Central stock,
Lashley responded, “Because I wanted to hold on to it. I regarded
Norfolk and Western stock as a good investment, particularly from
' t%le sta’,ndpoint of dividend. They were paying, I think, about $6 a
share.’ '

At the time of his sales on March 30, and April 15, 1970, Lashley
knew that the first quarter results would be much worse than expected.
Before the March 25, 1970 announcement of the filing of the debenture:
application with the Interstate Commerce Commission, Lashley was
involved in Penn Central discussions about disclosing the fact that
Penn Central’s first quarter results would be worse than expected.®
Ultimately, Penn Central decided not to make such a disclosure.®

At the same time that Lashley was arranging the loan with
Provident to retain his Norfolk & Western stock, he made a further
major sale of Penn Central stock, selling 1,000 shares on May 22, 1970.
This was part of the 1,600 shares purchased with his wife’s funds and
held in their joint names.** Lashley regarded this stock as belonging
to his wife, and it had not been pledged in connection with any of
his loans. Lashley claimed that the May sale was made at the insistence
of his wife, who was “terribly worried about the loss of, the complete
loss of her investment, and I sold at her request in order to salvage
what we could of her investment.”

Although Lashley claimed his wife did not seriously request him to
sell stock ‘“before about April or May,” he could not recall precisely
when the request began:

... . she started making the request when I was telling her about my difficulties
with the banks and more loans. And she said “Why don’t we just get rid of all of
it and sell out of Penn Central completely?’ And I said ‘I didn’t want to do that,
that 1 was hoping the stock would come back and hold on as much as I could.”
But she was very concerned about it so at her request I made those two sales.

. When asked why he chose May 22 as the day finally to comply
In part with his wife’s directives Lashley answered as follows:

8 Penn Central officials believed that Chrysler Corp. had disclosed its anticipated bad first quarter while
announcing a sccurities offering. Lashley contacted Chrysler and reported as follows: .

““‘Attached are copies of the news releases which Chrysler Corp. issued in connection with their public
offering of sinking fund debeutures in I'ebruary. -

““You will note that neither the preliminary announcemant on January 27 nor the relcase of February 20,
which was on Friday and therefore did not appear in the Wall Streat Journal until Monday, February 23,
mentions the prospects for the first quarter in the release itself. However, a prospectus was attached to each
of the releascs. .

“‘Also, I suspect that Chrysler deliberately selected a Friday to put out the release in hopes that it would
not aliract any great attention. I am certain they were somewhas upset by the full story in the Wall Street
Journal on February 23.”” (Memo from Lashley to O'Herron & Hill Mar. 20, 1970.)

8 But Lashley realized disclosure would come sometime:

- “‘Although we have not yet received clippings, I am enclosing accounts of the Pennsylvania Co. applica-
tion to the ICC to authorize $100 million of securities as they appeared in the Wall Street Journal, New York
Times and Washington Star today. i

‘‘Because of the heavy amount of financial news resulting from the lower interest rete and spurt in the
stock market, neither the Wall Street Journal or New York Times had much space to go into details about
the szcurities involved, although they called us for information and we had to give it to them because it was
in the application filed with the ICC.

“Qur friend Steve Aug of the Washiugton Star, however, went into more details. .

I expect that many more details of the transaction, together with the statements we will have to make
about the first quarter, will come out much more prominently when we offer the debeniures for sale.”
(Memo from Lashley to Bevan Mar. 26. 1970.)

81 The remaining 600 shares were sold on June 29. Lashley turned the proceeds of the sale of all 1,600 shares
over to his wife.
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I think it was shortly—I think we talked it over the previous night and I came
in and made the decision during the morning to—I think it was in the morning—
to sell the stock. :

Lashley must have been well aware by the last half of May 1970
that the debenture offer had been canceled and that senior manage-
ment was meeting with Government officials about a guarantee. As
head of the public relations department, Lashley admitted receiving
queries concerning the financing during the month of May, but claime:
he referred the calls to Jonathan O’Herron. Although discluiming
knowledge of inside information at the time of the sale, he did admit
in response to repeated questioning that he had spoken with O’Herron
concerning the status of the financing at some time during this period.

BAYARD ROBERTS

Purchases Sales Balance -
Feb. 1, 1968, e e emmemciaeemammcmczesaan 5,731
Mar. 21, 1968_. 1,800 3,931
June 11, 1959_. 1,000 2,957
June 29, 1969. 700 2,257
July 3, 1969_.. 300 ' 1,957
Jan, 8, 1970 e mmmmee e eeammcmam e 200 1,757

‘Between merger and bankruptcy, Roberts served as secretary of the
company. This position afforded him access to vital corporate informa-
tion, as he took minutes of the board of directors meetings, and the
meetings of the board’s finance committee. He did not, however,
attend the budget committee meetings on a regular basis, and it does
not appear that he worked closely with the finance department. At
the time of the merger, Roberts owned 5,731 shares, acquired through
the exercise of options. His only post-merger acquisition of shares
was the inheritance of 59 shares from his father’s estate. In March
1968, he sold 1,800 shares, applying most of the proceeds to liquidate
a loan incurred in exercising his options in 1966. By mid-1969 he
owned over 3,900 shares, with no large loans left outstanding. In June
and July 1969, he sold 2,000 shares, and he sold an additional 200
shares in January 1970, leaving him with a balance, through the time
of the bankruptey, of 1,757 shares.

Roberts stated that he had opened an account with Drexel Harriman
Ripley in early 1969 at the time of the settlement of his father’s
estate, and looked to that firm for investment guidance from that
time on. He claimed that Drexel was recommending in general the
sale of Penn Central stock at that time and that Roberts, determining
that his financial position was too heavily reliant on Penn Central,
decided to sell half of his Penn Central holdings, retaining half his
shares out of an “obligation to hold on” based on his status as a Penn
Central officer.’® Roberts also testified that he had been contemplating
diversifying his assets since prior to 1964, when he began exercising
his options. As to why he chose June 1969, as the time to put his
5-year-old diversification plan into effect, Roberts offered the follow-
ing explanation: _

Well, the decision to sell was made before I even opened up the account actually.
Just a question of when. Actually, I didn’t want to sell before I had the account

with Drexel because I didn’t know what I would do with the proceeds and I
wanted some advice on that. So after the account was opencd then T gave snma
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serious thought'as to the timing of the sale. And we were then coming in toward
the annual meeting and proxy material was going out and the annual meeting
was coming along and so I said, well, let us wait until that is all over and then I
will sell my stock. And that is about the way it worked out. The annual mecting
was the Tuesday before the second Wednesday of May and I sold it about a
month later.

On June 10 or 11 Roberts placed an order with Drexel to sell 2,000
shares. Drexel sold 1,000 shares at 5134—52 on June 11 and on June
24, 700 shares were sold at 4934. Noticing that his whole order had
not been executed, Roberts got in touch with Drexel at the end of
June, requesting that the final 300 shares be sold. Roberts claimed
he called because he was anxious to complete the sale in order to
enable him to exercise his options 6 months hence—he had outstanding
an unexercised option of 1,000 shares at 2414.%

Pursuant to his diversification program, Roberts reinvested all of
the proceeds of the 2,000-share sale at Bruce’s direction in various
equity securities. His January 1970, 200-share sale was made to pay
part of the capital gains tax on the mujor sale:

As you can sec¢ from the record I had a substantial capital gain on the sale of the
2.000 shares of Penn Central stock which I was able to offset by the sale of other
securities where I took a loss but I couldn’t offset it all and I therefore had to
raise some morec moncy to cover the tax on the capital gain. I was about to go
away on vacation toward the end of January. The entire markct was sliding off at
that point and I wanted to go away with a free mind so I decided to sell some
more stock, Penn Central stock, to raise the cash so I'd have it available at the
time of the April tax return.

According to the testimony of D. L. Wilson of the office of general
counsel, Roberts had learned in the first 2 weeks of June 1969, that
Saunders was thinking of taking the unusual step of proposing that
the board of directors delay consideration of the third quarter dividend
until a special August board meeting, bypassing the traditional June
board meeting. Roberts consulted Wilson on Saunders’ behalf about
this in mid-June.? '

& A letter dated June 30, 1969, to Roberts from Richard Bruce, his investment adviser at Drexel, appeats
to confirm Roberts’ statomant. The second palagraph states:

“As you directed, I have entered orders to sell 200 Penn Central at 50} and 100 at 5015. I expect these
orders will be cxecuted in the next few days which will complete the program to sell your 2,000 shares and
will leave you free to exercise your option on additional Penn Central shares 6 mouths hence.””

‘T'he 300 shares were sold on July 3

8 Saunders eventually decided against this course of action, probably at least partly due to Wilson’s
recommendation that it be announced publicly.
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CHRONOLOGY OF OFFICER SALES DISCUSSED IN REPORT

Safes

Balance

1969

1970:
January_ ... _______..

March_ - ... ......

Auvgust__ .. ..
September. ... ...

October. ...._.._......

November.

............... Bevan, 2,300

_______________ Flannery, 236

December.. ... _.....
_______________ O'Herron, 500 ______.___.

............... Lashley, 500_____.

............... Bevan, 4,90

Warner, 300 ..
Warner, 800
Warner, 400 i
Funkhouser, 1,900, _._ .. ... o .ol...
Knight, 1,750 __.
Knigitt, 73.
Large, 1,000 . . iiieai_
Smucker, 9,000 ...
Warner, 100__._

_______________ Bevan, 3,000 . .. e
Gerstnecker, 4,000 :
Sullivan, 500 __..__..__.. PN

............... Large, 300 . . ...

............... Bevan, 3,000 . ...
Flannery, 300 ._

............... Bevan, 3,000 ..l
_______________ Bevan, 3,700 e

Flannery, 300 . . . ... __. PN
Gerstnecker, 1,000

Large, 200, . iccmmmieaao-
Robarts, 1,700 ...

_______________ Knight, 80 ...

Large, 200 . ... oo
Warner, 4,000

............... Funkhouser, 100_ .. e

Roberts, 200_ .. _.____._._.

Smucker, 1,600_.______._

_______________ Lashley, 500__._.._._. .

Sullivan,2,300_____._. -
Perlman, 500___

Smucker, 2,000 i
............... Funkhouser, 4,500_..__ .







PART ITI

IITI-A. THE SALE OF PENN CENTRAL TRANSPORTATION
C0.’S COMMERCIAL PAPER BY GOLDMAN, SACHS &

CO.
INTRODUCTION

On July 22, 1968, the Interstate Commerce Commission authorized
Penn Central Transportation Co. (the Transportation Co. or the
company) to commence selling commercial paper. By late 1969 the
Transportation Co. had $200 million in commercial paper outstand-
ing. All sales were effected by Goldman, Sachs & Co. acting as dealer.

uring the first half of 1970, the amount of the Transportation
Co.'s commercial paper outstanding dropped from $200 million to
approximately $382 million. This $82 million in commercial paper was
held by 72 customers who had purchased between November of 1969
and May of 1970. As commercial paper is universally believed to be a
very low-risk sccurity, these customers were shocked to learn, prior to
the maturity date of their paper, that the Transportation Co. had
filed a petition in bankruptcy. Penn Central has repaid none of this
indebtedness, and there is little likelihood of repayment.!

While in this section the focus will be on the role of Goldman,
Sachs in selling commercial paper, it should be noted that while the
company’s paper was being sold, the company and certain of its
executives werc making false and misleading statements to the public
concerning the company’s financial condition. These activities are
being covered in other portions of the staff report.

Goldman, Sachs continued to sell the Transportation Co.’s com-
mercial paper after they had received information about the financial
condition of the Transportation Co. which should have raised serious
questions as to the safety of an investment in the company’s com-
mercial paper, and Goldman, Sachs did not disclose such information
to its customers. The information which Goldman, Sachs received
should have put them on notice that a thorough examination of the
financial condition of the Transportation Co. would seem appropriate
in order that they, and through them, their customers would be
apprised of the current position of the Transportation Co. Despite
these warning signs, Goldman, Sachs made no meaningful investiga-
tion. Such an examination would have disclosed that the financial
condition of the company was more serious than had been revealed
to the public.

CommeRCIAL PaPER

CHARACTERISTICS OF COMMERCIAL PAPER

Commercial paper is a corporate, short-term promissory note. It is
sold either directly by the issuer (borrower) to the purchaser (lender),
or by the issuer to a dealer who resells to the purchaser.

1 There are suits pending against Goldman, Sachs by almost all of the holders. Of these, $20 million in
_ claims have been settled for $0.20 on the dolar.
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The most noteworthy factor in the commercial paper market (at
least until the Transportation Co. bankruptcy) was the common
belief held by purchasers, to a degree not even found among those
who invest only in the bluest of blue chip securities, that commercial
paper was designed to be entirely riskproof. Because safety of principal
so far and away transcended rate considerations, a very large number
of purchasers of commercial paper did not shop for rates at all. Most
looked upon commercial paper as the equal of U.S. Treasury notes or
bank certificates of deposit (CD’s) in terms of safety. Because of the
short-term nature of the investment (average term is 90 days) it is
extremely important that the notes are repaid at maturity and thus
the liquidity of the company becomes a matter of vital concern to the
customer.

The importance of safety to those who invest in commercial paper
becomes apparent in a crisis. In the 30-day period following the
Transportation Co. bankruptcy, the runoff in commercial paper is
estimated to have reached $3 billion. Only quick action by the Federal
Reserve, which had been alerted to the approaching bankruptcy a
day or two before, appears to have saved the day. On June 19, 1970,
in anticipation of trouble, the Federal Reserve had agreed to let com-
mercial banks borrow freely at its discount window. And on June 23,
it voted to change its regulation Q, which limits what banks can pay
for deposits, thus allowing them to buy money freely. And the banks
borrowed heavily from the Federal Reserve in the weeks that fol-
lowed—$1.7 billion in just 1 week in mid-July. More than $2 billion
in bank money went to aid corporations in paying off maturing com-
mercial paper. This rescue operation not only took some companies
out of trouble, it also restored lender confidence in the commercial
paper market. What could have blown into a major liquidity crisis
vanished almost before it began.

A second most noteworthy factor is that those who purchase com-
mercial paper are loaning funds to corporations which most often
they know little about. Furthermore, the purchasers have no control
over the use of the proceeds or any other of the borrowers’ activities,
as a lender normally does.

It is impossible to secure restrictive convenants limiting the com-
mercial paper borrowers’ freedom to raise additional debt or governing
the use of proceeds. In addition, the purchaser who becomes dis-
satisfied with the issuer usually has no readily available market to
which he can resell his paper before its maturity.?

The only information the purchaser can get, and in almost all cases
does get, 1s either through the public media or through the dealer
who is selling him the paper. In addition to their dealers’ recom-
mendations, most purchasers relied on the ratings given various
commercial paper by the National Credit Office (N (gJO) as a basis for
making an investment decision.

The problems of making informed investment decisions about com-
mercial paper were aggravated by the rapid growth of the commercial
paper market just prior to the company’s bankruptcy on June 2i,
1970. Witness the following:

2 Paper which is purchased directly from the issuer, however, will usually be repurchased by the issuer at

the purchaser’s request. Some dealers also, subject to market conditions, maintain a limited secondary
* market in paper they handle.
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A. In 1960 there was $4.5 billion in commercial paper outstanding:
On December 31, 1965, $9 billion outstanding;
On December 31, 1967, $16 billion outstanding;
On December 31, 1969, $31.6 billion outstanding; and
On June 30, 1970, $39.9 billion outstanding.

B. In December 1967, NCO was keeping tabs on 227 commercial
paper issuers. By April 1, 1970, its list had increased to 615.

Much of the growth was directly related to the monetary squecze
in which U.S. industry found itself at the end of the 1960’s. In De-
cember 1968, the Federal Reserve Bank imposed a ceiling on CD
interest rates. The banks, expectedly, strenuously objected to regula-
tion Q, as it is known, which had the effect of diverting funds from
the banking system and into commercial paper and other money
market instruments, but the banks themselves were contributing to
the increase in commercial paper outstanding. Bank holding companies
began to issue commercial paper, and the banks put hundreds of
disappointed loan customers in the direction of commercial paper as
a cure to corporate liquidity problems.

It appears that commercial paper will remain an important money
market instrument. Some of the advantlages are that the seller raises
short-term cash at less cost than bank borrowings, the investor
receives a higher rate of return than is otherwise possible through
purchases of other short-term money market instruments, and com-
mercial paper is also relatively easy to sell, as it requires no registration
with the SEC. To make it possible for more institutions to issue com-
mercial paper, legislation has been passed in Massachusetts and New
York to enable savings banks to put their cash into commercial paper.
Like Ohio, several other States have been authorized to purchase
commercial paper. Recent legislative moves have authorized the New
York State Teacher Pension Fund and the California General Funds
to acquire commercial paper. On the other side of the coin, dealers
are engaging in promotional activities to show small- and medium-
sized companies the advantages of selling commercial paper.

APPLICABILITY OF FEDERAL SECURITIES LAWS TO COMMERCIAL PAPER

The rapid growth of the market for commercial paper has involved
its increased use as a substitute for long-term financing. This has made
it more important- than ever to reconsider the adequacy of Federal
securities law with respect to commercial paper. Almost all commercial
paper is exempt from registration pursuant to section 3(a)(3) of the
Securities Act of 1933.2 Thus, commercial paper customers have not
been furnished with all the current material information that would
be required by a registration statement.

In the absence of registration requirements, there are no customary
standards requiring dislosure of material information, to the extent
the same is disclosed in a statutory prospectus, to purchasers. In
many cases the information available to purchasers is limited and out
of date. Furthermore, there is no investigation undertaken by the
dealer which would even approximate that which is required of an

3 Under Section 3(a)(3) of the Securities Act of 1933 commercial paper, if used for ‘‘current transactior;s”
and having s maturity ‘not exceeding nine months,” is an exempt security. In the case of the Transporta-
tion Company’s paper, the Section 3(a)(6) exemption would apply to ‘‘Any security issued by a common or
contract carrier, the issuance of which is subject to the provisions of Section 20a of the Interstate Commerce

Act, as amended,’’ without regard to whether it was used for caurent transactions or whether its maturity
was more than nine months.



274

underwriter of a security offering registered with the Commission
pursuant to the 1933 act.

In addition to the exemption from registration under the Securities
Act of 1933, commercial paper maturing within 270 days also is ex-
empt from all of the provisions of the Securities Exchange Act of
1934.* The sale of commercial paper is covered by the antifraud
provisions of the Securities Act of 1933, sections 12 and 17.°* Moreover,
the Investment Advisers Act of 1940, is applicable to commercial
paper.

Tre MarxeT For CommERcIAL PAPER

COMMERCIAL PAPER DEALERS

Commercial paper sold through dealers—referred to- as dealer
paper as opposed to direct paper sold directly from borrower to
lender—as of late has constituted approximately 40 percent of the
commercial paper market—estimated to be $40 billion. The seven
"major dealers are: Goldman, Sachs; A. G. Becker & Co.; Lehman
Commercial Paper, Inc.; Salomon Brothers; the First Boston Corp.;
Merrill, Liynch, Pierce, Fenner & Smith, Inc. and Eastman Dillon,
Union Securities. . ' :

ESTABLISHING THE COMMERCIAL PAPER RELATIONSHIP

Usually a commercial paper relationship will grow out of one of the
aspects of the investment banking relationship that a dealer has with
an issuer. Once the issuer decides that it wants to issue commercial
paper, the dealer will want to determine whether the issuer is credit-
worthy, i.e., able to repay the additional debt. The dealer will usually
have a credit department or a credit analyst who is charged with the
responsibility for making this determination.’ With some dealers the
recommendation of the credit department or analyst can be over-
ridden by a partner or by the head of the commercial paper depart-
ment. With others, the recommendation is final. )

The dealer, having decided that the issuer is creditworthy, will
usually then confer with the issuer to determine how much paper to
issue based upon how much the issuer wishes to borrow and how much
the dealer estimates can be marketed.

Next, the dealer and the issuer enter into an oral agreement whereby
the dealer is to be the exclusive dealer to market a specific amount of
commercial paper for a specific time. Normally, the dealer will buy
from the issuer as principal and reoffer it to the public at & markup
of from one-eighth to one-quarter of 1 percent. The dealer agrees to

¢ Under the Securities Exchange Act of 1934 commercial paper is not su “‘exempted security’” as that
term is defined in Section 3(a)(12), but is excluded from the definition of a security found in Section 3(a)(10):

“The term “security’’ means . . . but shall not include currency or any note, draft, bill of exchange, or
bankers acceptance which has maturity at the time of issuance of not exceeding nine months. . . .7

Section 3(a)(10) of the '34 Act does not specifically require that in order to be excluded from the definition
of what is 2 security, commercial paper must be used for ‘‘current transactions,”” as does Section 3(a)(3) of
the ’33 Act. However, see Sanders v. John Nuteen & Co., CCH Fed. Sec. L. Rep. paragraph 93,517 (7th
Cir. 1972), which used the ‘“‘current transaction standard’” in making its determination that paper of less
-than 270 day maturity was not exempt from the definition of a security under the ’34 Act.

§ The anti-fraud protection afforded by Sections 12(2) and 17 of the Securities Act of 1933 is expressly made
applicable to securities exempted by Section 3. Section 12(a) provides & civil remedy to purchasers where
securities are offered or sold by means of an untrue or misieading statemets or omissions ‘‘(whether or not
exempted by the provisions of Section 3 . . .).”” Section 17(¢) provides thai:

‘“The exemptions provided in Section 3 shall not apply to the provisions of this section.”

¢ The credit analyst considers various factors such as the potential issuer’s net worth, its current debt
structure, its position in its industry, etc., which affect the issuer’s ability to repay the additional debt.
Ordinarily this information i§_(_)_b§§i§led primarily from public documents such as registration statements

nnnnnnn 1V waninrs
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assist in the technical tasks involved.” The issuer agrees to provide
certain information at certain intervals and access to information of
the nature provided to banks for line credit.

Since the dealer’s compensation rarely varies from the one-eighth to
one-quarter of 1 percent per annum spread, the primary sales points
for a dealer are its financial capacity to purchase the paper and its
marketing ability to sell the paper at a favorable rate.

THE PURCHASERS

Those who invest in commercial paper are predominantly institu-
tions of various types. A small percentage in terms of dollar amount
are purchased by individuals. In addition, banks will often purchase
in the bank’s name for individuals who each may own less than
$100,000. Most investors have only one thing in common: funds to
invest for a short period of time with the smallest possible risk and
the maximum return. Since treasury bills may not fit purchaser’s
maturity needs and both bank CD’s and treasury bills have a lower
interest rate, purchasers turn to commercial paper.

DIRECT PAPER V. DEALER PAPER

But why not direct paper instead of dealer paper? Direct paper has
many advantages:
A. usually the direct issuer is larger and more established;
B. usually the direct issuer will repurchase the paper if the
purchaser so requests prior to maturity; and
C. usually it is easier to obtain the desired denominations and
maturities.

However, direct paper typically offers a lower interest rate—by
one-quarter percent—and most direct issuers do not have the same
ability to reach purchasers as do the large commercial paper dealers,
who more a_cbive{y solicit purchasers.

A purchaser will usually select a particular dealer based upon one or
more of the following factors: Prestige and reputation of the dealer;
past relationships with the dealer; solicitation by the dealer; variety of
paper offered by the dealer both as to type and maturity dates; and
the quality of the paper offered by the dealer. Frequently, the pur-
chaser will tell the dealer that it is only interested in NCO prime-rated
paper. :

REPURCHASES

Until recently, none of the dealers had a standing policy of repur-
chasing commercial paper prior to its maturity. Currently, a few
dealers will under certain conditions repurchase the commercial paper
of issuers which they handle. But a repurchase facility usually is not a
condition of the original sale and is completely discretionary with the

1 Those will usually include the following:

A. A determination by the issuer’s counsel with assistance from dealer’s counsel, if necessary. of the avail-
ability of the Section 3(a)(3) exemption which may require the granting of a8 no-action letter from the
Division of Corporation Finance. .

B. Theselection of a New York City bank to act as the issuing and paying agent and an agreement reach-
ed with the bank to function as suca.

C. Formal authorization from the board of directors of the issuer specifying the total amount to be issued
and designating the-officer(s) o execute the notes.

D. Selection of a format for the notes, printing, delivery of a minimum number of notes properly signed
by the authorized officers to the bank. These notes have a provision for the issuing bank to comolete sneh
imlr:-"sm&: amount,_n}apuﬁty and payee.
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dealer. Infrequently, dealers will repurchase to preserve a good cus-
tomer’s relationship, although not as a condition of the original sale.

INFORMATION PROVIDED TO PURCHASERS AT THE TIME OF SALE

Because of the short-term nature of commercial paper and the way
in which investments in commercial paper are made—there is a con-
tinuous turnover and a customer usually must choose from whatever
commercial paper the dealer has available at the time which will meet
the customer’s maturity requirements—the usual purchaser does very
little investigation or analysis of the investment merits of commercial
paper. He is not in & position to acquire information directly and must
rely on what he can get from the dealer sclling the paper, rating services
and the public media.

The profit margin on commercial paper is very thin for dealers—
)% to % percent spread—who must meet the expenses involved in
soliciting and selling plus the cost of inventory. A major reason for
dealers to bother with commercial paper is the hope that it will lead
customers to use more profitable [acilities such as stock or bond
underwriting. The low-profit margin would act to discourage dealers
from voluntarily undertaking the expense of a thorough examination
of issuers’ creditworthiness and/or a thorough gathering of information
for purchasers. :

Since the holder of commercial paper has the status of an unsecured
general creditor, there is an additional neccessity to have access to
reliable and current information, for in the event of bankruptcy the
chance to recoup an investment 1s relatively small. _

The dealers frequently preparc a dealer memorandum which is a
short descriptive analysis of the issuer.® These are provided either to
all potential purchasers or to those purchasers whom the dealer feels
might be specifically interested. Dealers update the memorandum at
least annually, and more frequently if significant events or circum-
stances should require.

Most customers assume that once they have told a dealer about the
type of issuer they are interested in investing in, the dealer will
provide only paper that meets the customers’ standards. Without
regard as to whether they have any basis, a number of other pre-
sumptions are held by purchasers: that the dealer will only offer the
paper of an issuer which it considers to be credit-worthy and without
any substantial risk; that the dealer will inform the purchaser of any
adverse information concerning the issuers; and that the dealer will
repurchase the paper before maturity. ' '

Although most customers are institutions, they range from highly
sophisticated investment oriented institutions to unsophisticated
mstitutions such as many college trust funds, small town banks, and
small manufacturing companies. However, as we indicated above,

8 The typical dealer meimorandum consists of the following:
1. A description of the company: Iis history and the nature and type of its business;
2. The latest year-end balance sheet;
3. Income statements for the preceding 5 years;
4. Bank credit arrangements including a list of the company’s primary banks;
5. The company’s NCO or 3. & P. commercial paper rating; and
6. Interim earnings.
Additional data which may also be provided about the issuer includes the following:
1. Ratio of current assets to current liabilities;

2. Ratio of funded debt to net worth;
? Markeat waltie of comimon stock;
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even the sophisticated institutions are not given all the information
as would be required by the Securities Act of 1933. Also because. of
the short-term nature of the investment and the speed and the manner
in which it is made, investors do very little investigation on their own
either into the issuer or the investment merits of the security.

ACTIVITIES OF DEALERS SUBSEQUENT TO INITIAL OFFERING

Most dealers provide one form or another of continuing review of
their issuers, although it is very limited. This usually involved check-
ing with banks to see if adequate back-up lines are being maintained
in addition to the status of any other relationships between the issuers
and the banks.

Most firms which act as dealers in commercial paper have a trading
department staffed by individuals whose primary, if not sole, respon-
sibility is marketing commercial paper. Ordinarily this trading depart-
ment is separate and distinct from other marketing activities of the
firm. Commercial paper traders at most firms are responsible not
only for marketing the paper but also for maintaining relationships
with customers. The investors which the dealers solicit are a relatively
small group of institutions who apparently utilize the services of all
the dealers.

Most dealers maintain an inventory of commercial paper which is
made up of unsold portions of issuer’s commercial paper. Dealers are
under substantial pressure to turn over their inventory as quickly
as possible for the inventory, which can run as high as $300 million,
is financed through bank loans. Such financing may be expensive
and difficult to find. : :

Penn CenTrRaAL TraNsporTATION CoO.’S
CoMMERCIAL PAPER

ESTABLISHMENT OF COMMERCIAL PAPER RELATIONSHIP
WITH GOLDMAN, SACHS & CO.

The first serious discussions between the company and Goldman,
Sachs concerning the issuance of commercial paper took place in
early 1968. David C. Bevan, chief financial officer of the company
at that time, had met Gustave Levy, managing partner of Goldman,
Sachs, while the former was with New York Life in 1946. The acquaint-
ance was continued throughout the time Bevan was with New York
Life and during the time, from 1951 on, that Bevan was with the
company. At a meeting in March 1968, and after subsequent dis-
cussions between Bevan, Levy and Wilson, the decision was made
to issue commercial paper and utilize Goldman, Sachs. At this point,
according to Robert G. Wilson, a partner in Goldman, Sachs and
head of 1ts cornmercial paper department, Goldman, Sachs followed
its usual precedures for taking on a new issuer.®

Wilson could not, however, recall whether anyone other than
Jack Vogel, head of the commercial paper department’s credit depart-
ment, was involved in determining the credit-worthiness of the
company, nor could he or Vogel recall if there were any reports
prepared relating to the company’s credit-worthiness at this time,

% This included obtaining the necessary borrowing resolutions, signature cards, annual reports, a copy of
_tha TOM ardar anneaeiom $ha aala an 3 Bhaw il Asen
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although Vogel stated that he personally did not prepare a written
report.

While neither witness could recall the specific steps taken in the
case of Penn Central, they did testify as to the normal procedures
followed within the firm. The credit department, headed by Vogel,
would have made, in the ordinary course of business, a preliminary
decision on credit-worthiness,'® and it would have been up to Wilson
to make the final decision. The recommmendation by Vogel is usually not
made in writing, but a checklist is made as to information received.
Usually no memorandum or written record is made of Wilson’s
conversations with Vogel or of Wilson’s decision. Wilson stated that
he has no particular standards or guidelines for making this decision
but draws upon his own experience and looks at each company
individually. Wilson noted that the credit- department has informally
established certain minimum standards or guidelines. However, he
did add that there are some standards in this area:

You look for a history of earnings, you look for a ratio that shows a relatively
strong working capital position. You want to know about the management of
tﬁe company, its reputation, where the company stands in its field, this type of

Ing.

Wilson also stated that there was no particular ratio or standard
applied to the level of outstandings but that he only relates bor-
rowings in commercial paper to current assets and receivables and
the level of inventories since the proceeds from the paper are to be
used for current purposes.

Vogel’s testimony fairly much paralleled Wilson’s in terms of the
absence of any standards or ratios that are applied to the factors
which are considered. He did, however, expand somewhat on the role
of the analyst: .

* * * He would review the company’s financial statements, determine whether
or not the company is, or has, an ongoing nature to it, whether its product line
is of the type that would do more in the next few years, or 10 years, whether the
company has a record of profitability, whether it has a reasonable chance to have
a record of profitability in the future, whether other lenders, or other supplicrs
of funds have a favorable opinion of the company in'its past, and in its present,
and of its future * * *.

As was mentioned earlier, Vogel could not recall having made a
written report on the company prior to its being approved by
Goldman, Sachs as an issuer, nor could he recall other than in a
general way, what factors were considered at the time (summer of
1968). Wilson’s testimony was the same.!

The Interstate Commerce Commission on July 22, 1968, gave
the company authorization to issue $100 million in commercial
paper, and by August 5, 1968, sales were well underway.

Once the decision to carry a particular issuer has been made, the
credit department normally undertakes to review the public medis for
information about the issuer. Once a year the issuer is asked for con-
firmation of existing lines of credit. As will be shown, if the standards
described above had been applied in late 1969 or early 1970, Goldman,
Sachs would not have continued to offer the company’s paper for sale.

10 According Lo Wilson and Vogel the determination of credit-worthiness involves looking into the prospec-
tive issuer’s borrowing practices, its access to credit, the opinions of banks with whom the issuer maintains
lines of eredit, and reviewing its financial stotements as found in the annual reports. At no time did Wilson
or Vogel indicate that it was normal procedure for Goldman, Sachs to investigate the issuer as ap under-
writer would be in a typical registered public offering.

" Vogel testified that Goldman, Sachs takes on about one new issuer a week. These issuers must bein-
T T T oS e feme T 2Aditian thic ctaff ic alen resnnnsible for maintinaing an on-going review _
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THE FLOW OF INFORMATION TO GOLDMAN, SACHS & CO. WHICH INDI-
CATED THE DETERIORATING FINANCIAL CONDITION OF THE COMPANY

From September of 1969 through May of 1970, Goldman, Sachs
was very actively engaged in selling the company’s commercial paper.
In fact, the amount outstanding was increased from $150 million to
$200 million during late 1969. During this period Goldman, Sachs
gained possession of material adverse information, some from public
sources and some from nonpublic sources indicating a continuing
deterioration of the financial condition of the transportation company.
Goldman, Sachs did not communicate this information to its com-
mercial paper customers, nor did it undertake a thorough investigation
of the company. If Goldman, Sachs bad heeded these warnings and
undertaken a reevaluation of the company, it would have learned that
its condition was substantially worse than had been publicly reported.
Public information

Based on information publicly available by November of 1969, a
thorough reevaluation of the transportation company’s financial
condition would seem to have been appropriate. For example, the
reported loss of the transportation company for the first 9 months of
1959 was $40.2 million, or $26.4 million more than in 1968. In late
November an announcement was made that Penn Central was pass-
ing the dividend. In testimony before the ICC, outside counsel rep-
1'esentinﬁ% the company told the ICC that Penn Central was having a
very difficult time effecting the merger (management was very upset
by this statement). This matter, as well as a reference to the same effect
by an independent expert a few days later, was reported in the news
roedia. . '

The above information was available to Goldman, Sachs through the
public media. However, this did not cause Goldman, Sachs to re-
examine the financial condition of the company whose paper Goldman,
Sachs was selling as prime rated commercial paper. Ip addition,
thereafter, other public information came to their attention which
indicated a serious worsening of the company’s financial condition.

Other information available to Goldman, Sachs concerning the general
' financial condition of Penn Central Transportation Co.

Whether it was for these or other reasons, a memo written by Robert
Wilson on September 3, 1969, indicates that there was some concern
at this time about the company’s financial situation. In the memo
Wilson states that as “* * * it has been a long time since we had
gotten together to talk about the company,’” he had requested a meet-
g with the top officials in the company’s finance division since, “We
have a lot of questions to ask about the merger, cash flow, and their
long term financing plans.”

On September 19, 1969, Wilson and others in Goldman, Sachs met
with Jonathan O’Herron, vice president-finance of the company.
Among other things, O’Herron stated that the company would be in a
very tight cash position in the first quarter of 1970. Because of this,
he asked if Goldman, Sachs would sell 9s much commerical paper as
possible through April or longer, and disclosed that the company had
applied to the ICC for authorization to increase its outstanding com-
mercial paper from $150 million to $200 million.
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On October 22, O’Herron told Wilson that Penn Central would
show a small loss in the third quarter, but he anticipated that the
fourth quarter would be in the black with a good improvement.

On October 29, the ICC approved an increase in the amount of the
company’s commercial paper outstanding from $150 to $200 million.
There were, however, a number of important disclosures in the ICC’s

order. In discussing approval of the issuance of this increased amount,
the ICC stated:

Applicant feels that long-term financing at the present time is not feasible due
to the tight-money situation. Although we are sympathetic to applicant’s prob-
lem, short-term financing has traditionally been relied upon to finance short-term
needs and is not normally regarded as a proper source for long-term financing of
capital expenditures or for refinancing of maturing long-term debt. As of June 30,
1969, applicant had a deficit working capital situation which can be expected to
worsen if reliance on short-term financing is increased. The exhaustion of short-
term credit to refinance maturing long-term debt or to finance long-term capital
expenditures could expose a carrier to a serious crisis in the event of an economic
squeeze, at which time a carrier may rcquire short-term financing for traditional
use. We are, therefore, concerned about the use of short-term financing for long-
term purposes and feel that where necessary it should be resorted to cautiousiv.

The order went on to state that on the whole the company was in a
strong financial condition, and in view of the tight money market at
that time and the fact that the company had indicated 1its intent to
negotiate long-term financing as soon as possible, the ICC would ap-
prove the request for an increase in the outstanding commercial paper.
In approving the increase, the ICC order noted:

According to the investment banking firmx which usually handles applicants’
commercial paper, unless market conditions change, there is a market for an
additional $50 million of applicant’s notes.

Goldman, Sachs, however, never did explore in any depth the areas
of inquiry which they indicated would be the subject of the September
meeting. All of the mformation described above raised serious ques-
tions about the soundness of the Transportation Co. and the safety
of investing in its commercial paper. The information indicated that
the company was experiencing a liquidity crisis and that it might find
it extremely difficult in the future to meet its cash needs, thus jeop-
ardizing commercial paper holders. A thorough study of the subject
would have disclosed how much more damaging the information about
liquidity of the company and its ability to pay off commercial paper
holders was. Although such a study would appear to have been in
order at this time, Goldman, Sachs did not conduct any further in-
vestigation, and made no disclosure of the above information while
continuing to actively promote the company’s commercial paper.
Customers were not told that the company expected to be in a tight,
cash position in the near future; were not told about the ICC order or
the information about the deficit working capital situation or the fact
that the company’s commercial paper proceeds were being used for
long-term financing.

Reguests by Goldman, Sachs that Penn Central increase the lines of
credit backing up its commercial paper
There was other information Goldman, Sachs was receiving in
the latter part of 1969 and in early 1970 which indicated a deteriorating
financial condition and raised questions concerning the liquidity of
the company.
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As early as September of 1969, Goldman, Sachs initiated a request
that the company increase its back-up lines of credit ¥ for its commer-
cial paper. At the September 19, 1969, meeting described above,
O’Herron had described how the railroad was currently borrowing
$250 million out of a total $300 million revolving credit. He went on
to state that the company intended to use the remaining $50 million
of the revolving credit lines plus $50 million of outside lines of credit
as back-up for the $200 million in commercial paper. Wilson then
asked O’Herron if it were possible to get an additional $50 million in
back-up lines. According to Wilson, O’Herron replied that it was,
but he would prefer not to do so. O’Herron’s account is: “I can’t
remember specifically whether I said I preferred not to, or said I
didn’t think I could.” When asked why the company could not have
increased its lines, O’Herron replied:

Because I think the Penn Central had already had a line of credit, some of
which was used at that time, of $300 million, and which was a pretty sizable
amount of credit availability, for even a company of that size. So, the probability
of increasing that was not very great in my opinion. So, I can’t recall if I said
“preferred not to,” or ‘‘couldn’t,” I think they arc hoth the same. :

Wilson testified that Goldman, Sachs’ concern was to convey to
the company their feeling that customers were considering back-up
line coverage as being more important because of the tight money
market which prevailed in late 1969 and early 1970. Although it is
his opinion that back-up lines were not a firm commitment to lend
money, Wilson did state that back-up lines are important to customers.
as an indication of some willingness on the part of the banks to supply
credit to back up their paper, especially in times of tight money. In
fact, when asked what the average commercial paper investor looks.
to in determining whether an issuer will be able to make repayment,
Wilson replied:

I think they look at all these things, I think they look at cash flow; I think they
look at back-up lines; I think they would look atv capacity to get lines, capacity
to do financing, all these things.

There is conflicting evidence as to whether or not it was unusual
for Goldman, Sachs to have been requesting more than 50 percent
line coverage of the company at this time. In any case, Goldman,
Sachs was to ask the company repeatedly for an increase in line
coverage on into the first quarter of 1970 without success (eventually
Goldman, Sachs even began asking [or 100 percent coverage). The
management of the company was very reluctant to ask the banks [or
more line credit. Although Goldman, Sachs never inquired too deeply
into the reasons for the company’s reluctance, it should have been
apparent that the company had exhausted all credit.

According to Wilson's testimony cited above, the fact that the
company only had 50 percent line coverage and the fact that it was
unable to obtain more was information that investors would have
considered important. The unwillingness and inability of the company
to raise more than 50 percent of the coverage was never disclosed to
customers. Furthermore, this information, just as the other available
information described in the previous section, was a further indication
of the financial problems of the company and should have caused
Goldman, Sachs to investigate further. During the period in question,

12 Back-up lines’'of credit represented varying degrees of commitments by banks to loan money to the
company in the event that it should need it.
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when a tight-money market existed, access to credit was even more
important. Goldman, Sachs kept a close watch on the banks par-
ticipating in credit lines to the company. By their own actions, Gold-
man, Sachs acknowledged the importance of the inability of the
company to raise 100 percent coverage at this time. In fact, on
February 5, 1970, O’Herron had told Wilson that the company could
not raise any additional lines of credit. The inability of the company
to obtain 100 percent backup lines, as with other relevantinformation,
was not disclosed to customers. : '

Publication of 1969 year-end earnings by Penn Central Transportation
Company

On February 5, 1970, the transportation company announced a $56
million operating loss for 1969, which indicated a loss of $16 million
for the fourth quarter. This was contrary to the company’s recent
assurances that the fourth quarter would be in the black. In addition
to this loss the company wrote off $125 million in passenger equipment
and facilities as an extraordinary item. On the same day Wilson called
O’Herron to set up a meeting on the next day to discuss the loss. At
the meeting, at which Levy and Wilson of Goldman, Sachs, and Bevan,
O’Herron, and Robert Loder of the company were in attendance,
Bevan attempted to explain the 1969 loss and the company’s projected
budget—another $56 million loss—for 1970. :

Bevan explained that they all had anticipated that the railroad
would break even in the fourth quarter but that at the last moment
their accountants had suggested certain writeoffs which changed the
results. The 1970 official budget, according to him showed an es-
timated loss of $56 million, and the railroad needed an additional $170
million for capital improvements and equipment, causing the total
cash requirement for 1970 to be $226 million. Bevan then explained
that this would be raised by trust certificates—8$70 million—a long-
term financing through Pennsylvanis Company—$100 million—and
a Euro-dollar loan—$50 to $75 million. Although the timing on these
was uncertain, they intended to set up a $50 million bridge loan in the
near future. Bevan added that although the official budget showed a
$56million loss, the management target for the railroad shows a loss
of zero to $23 million for 1970. '

This expianation of the manner in which the company was to con-
tinue operating appears to have completely answered whatever
questions Goldman, Sachs had at this time about the financial situa-
tions of the railroad. Levy and Wilson asked no questions about any
of the methods mentioned above, by which Bevan intended to raise
the necessary funds for 1970. According to Levy no questions were
asked because ‘‘as I said, I had complete confidence in Mr. Bevan’s
integrity; that he could do what he said he could do.” Furthermore,
Levy did not confer with anyone at Goldman, Sachs about Bevan's
plans, or direct anyone at Goldman, Sachs to contact the company
personnel to inquire into Bevan’s statements or to request the railroad
to supply Goldman, Sachs with any statements or figures about their
budget situation or cash forecast because Levy had *complete confi-
dence in Bevan and O'Herron.”

In spite of the fact that the railroad bad suffered a loss {or 1969 and
the fact that it was now having great difficulty raising additional
lines of credit, Wilson stated, concerning Bevan’s explanation of the
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1969 loss and the 1970 projections, that, “We had no reason to doubt
him at that time, and we were satisfied with the answers to the ques-
tions we asked in these areas.” It appears, however, that very few
questions were asked. According to Wilson’s testimony, the elements
which he considered as affecting the company’s creditworthiness on
February 6, were the fact that the Pennsylvania Company had over
$900 million in securities, the fact the railroad had large real estate
holdings, and the magnitude of the railroad itself. All these assets,
however, had never been evaluated by Goldman, Sachs to determine
their actual worth, how encumbered or pledged they were, or whether
those that were held by subsidiaries could .be liquidated for the
company’s purposes. Vogel, head of the credit department, who was.
also at the meeting testified that at this time no reexamination of
the company took place as a result of these events:

As a result of information obtained through these meetings we were reassured
by the management—at least in our opinion—of the railroad—that the situation
was one that was explainable, normal, and not of any problem. To that cxtent
we accepted that reassurance. ’

So, as a result of the announcement of a $56 million loss for 1969,
Goldman, Sachs had sought the assurance of management that all
was well, got that assurance and was apparently satisfied with same.

The National Credit Office (NCO) continues prime rating after 1969
results announced ' '

On February 5, 1970, Allen Rogers of NCO called Jack Vogel of
Goldman, Sachs to express concern over the sharply reduced earnings
announced in the newspapers that day. Vogel told Rogers that Gold-
man, Sachs was continuing to sell the company’s paper in spite of the
sharply reduced ea.rningsi/'ogel also suggested that the company had
& number of valuable properties and securities, and he was certain
that something could be worked out should it ever become necessary.
According to a memo written by Vogel, Rogers stated, “that as a
result of my comments, he would continue to carry Penn Central
Transportation Company as a prime name.” According to & memoran-
dum written by Wilson of a conversation with Levy, “I also explained
Allen Rogers’ conversation with Jack Vogel and that Allen’s feeling
was that as long as Goldman, Sachs was going to continue to handle
the company’s ¢/p (commercial paper) he would keep the prime rat-
ing.”” In fact, NCO continued the prime rating until June 1, 1970.

As will be more fully described below, customers relied heavily on
the NCO prime rating as an independent opinion of the credit-
worthiness of commercial paper issuers. Goldman, Sachs also utilized
the availability of the NCO ratings as a selling point to assure custo-
mers of the low risk involved in purchasing commercial paper.
Specifically with regard to the company’s commercial paper, Gold-
man, Sachs was aware that customers relied on the prime rating of
the company’s commercial paper, and Goldman, Sachs used the com-
‘pany’s commercial rating of “prime’ in selling it.

As a result of this conversation with Rogers, Goldman, Sachs
became aware of facts which undermined the value of the prime
rating given by NCO to the company’s paper and the independent
nature of that determination. Thus, from this point on it appears
that NCO was not the thorough, independent rating service that
Goldman, Sachs had represented to customers that it. was. Tn addition
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from this point on, Goldman, Sachs was aware that the “prime”
rating was based. to a great extent on the fact that Goldman, Sachs
was continuing to offer 1t. They also believed that the “prime” rating
was based in part on Vogel’s opinion that the company had sufficient
properties and valuables—which fact Goldman, Sachs had never
investigated—to liquidate if necessary. Furthermore, if they were
looking to liquidation as a means of determining creditworthiness,
the rallroad clearly was no candidate for the “prime’ rating.

Certainly -investors involved in such short-term investments as
commercial paper where liquidity is so vital would want to rely on
liquidation of corporate assets as a means of payment. Also Rogers’
apparent reliance on the simple statement of Vogel would indicate
that NCO was not engaged in the kind of analysis required to make an
independent determination to continue the prime rating. Nor had
Goldman, Sachs done any kind of analysis which would substantiate
these statements. In additiorn, Goldman, Sachs never disclosed to any
customers any of these matters.

Goldman, Sachs reduces its inventory of Penn Central paper

Goldman, Sachs’ analysis about the significance of the year-end
results may be ascertained with greater reliability from the actions
they took rather than from their statements. Thus, on the very same
day they learned of the first quarter losses, they contacted the company
and got a commitment from the company to buy back $10 million
of its commercial paper from Goldman, Sachs’ inventory. Further-
more, Goldman, Sachs insisted that from then on, the company’s
paper be sold under a tap issue arrangement whereby Goldman;
Sachs would no longer buy any paper from the company, but would
ask the company to issue certain paper only after it had found a cus-
tomer for the paper, an arrangement involving no risk for Goldman,
Sachs. At the time the company went into bankruptcy, Goldman,
Sachs held none of the company’s paper.

The coincidence of the timing of the reduction of inventory and the
tap issue arrangement with the announcement of year-end results
would appear to indicate that Goldman, Sachs’ concern with the
company made them more unwilling to risk their assets. In their
testimony, Goldman, Sachs’ people have admitted that one of the
primary reasons for this action was the feeling that the yearend results
would make the company’s commercial paper much less marketable.
Accordingly, they wanted to reduce their inventory. Most customers
believed that Goldman, Sachs maintained an inventory in all com-
mercial paper which they offered for sale. Many who purchased the
company’s paper after February 5, 1970, looked to the fact that
Goldman, Sachs had an inventory of the company’s paper as assurance
that Goldman, Sachs felt the paper to be credit worthy. Goldman,
Sachs never informed its customers of its decision to reduce and
eventually eliminate its inventory.

Receipt of adverse information as to first quarter results

On March 23, 1970, in a conversation with Wilson, O’Herron stated
the first quarter’s figures would look terrible.

Goldman, Sachs made no further inquiry as to how adverse the
first quarter results would be or how this would affect commercial
naner holders. They did not seek to examine records.of the company
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a loss of $60 million for the first quarter. :

Goldman, Sachs continued to actively promote the sale of the
company’s commercial paper for the period of March 23 to April
14, when another discussion was held with the company’s management
concerning first quarter results. A total of $17.3 million in commercial
paper was sold to 18 customers during this time. None of these custo-
mers were told about these expected terrible results for the first
quarter.

On April 14, 1970, Goldman, Sachs learns that there will definitely be a
loss for first quarter; public learns on April 22, 1970

On April 14, 1970, O’'Herron told Wilson that the losses for the first
quarter would be “lousy,” and, in fact, “staggering.” O’Herron added
that he did not see the turnaround in the railroad yet, and that the cash
position is in very serious shape.

Based on these comments Wilson recommended to Levy that they
stop offering the company’s paper until the current situation could be
clarified. A meeting with Bevan and O’Herron was scheduled for later
- in the day for that purpose.

At that meeting O’Herron apologized to Wilson for the casual
nature of his remarks made earlier in the day. Bevan indicated that
he could not tell exactly what the first quarter losses would be, but
they would be substantially in excess of the-$12 to $13 million lost in
the first quarter of 1969. The losses, he explained, had resulted from
a $20 million reduction in anticipated revenues and larger expenses
due to the most severe winter in the history of the railroad. Bevan
stated that he did not anticipate that the losses for 1970 would be
worse than those sustained in 1969. He further stated that the entire
system had been put on a severe cost-cutting program by Gorman,
the new president.

There was more discussion about what measures were being taken
to improve conditions. Bevan stated that they expected to announce
the final loss figure next Wednesday (April 22) and at the same time
would file for the upcoming $100 million public debt offering. Bevan
then outlined the ways in which he intended to meet the forthcoming
. cash needs of the company. He described specific steps that could be
taken should it become necessary. Included in these was a plan to sell
some of the real estate. Wilson asked whether these properties had
several layers of mortgages and Bevan answered aflirmatively.
Bevan added that their cash position has been the subject of an
intensive hearing in the past 30 days before the full ICC and Trans-
portation Secretary Volpe. Bevan and O’Herron asked them to con-
tinue to offer the company’s commercial paper until they effected
their $100 million bond offering in early May.

Again based on g brief explanation by Bevan, Goldman, Sachs was
assured that ‘““there was no emergency at the Penn Central Transporta-
tion Co.” At this meeting Bevan stated that the losses for all of 1970
would not be more than $56 million. Eight days later, the company
announced that it lost $62.7 million in just the first quarter of 1970.
Bevan outlined new contingency plans for liquidation of real estate,
equipment, and securities. As in the past, few questions were asked
(Wilson did ask if the real estate was encumbered and Bevan replied
that it did have several layers of mortgages), and no steps were taken

have discovered that internal documents of the company indicated
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to investigate Bovan’s reassurances. The next day, Levy told O’Herron
that Goldman, Sachs would continue to offer the company’s paper.

Bevan’s statements at this meeting bore no resemblance to the reality
of the situation. The situation was much worse at this time for in
addition to the magnitude of the anticipated losses, O’Herron indi-
cated that a substantial part ($51 million) of the income to be reported
on a consolidated basis was to come from extraordinary and non-
recurring sources. The actual consolidated losses were, therefore,
actually greater than sas reported for the first quarter.

During the time between this meeting and the time that the first
quarter losses were announed to the public, Goldman, Sachs made one
sale of $300,000 of the company’s cornmercial paper. This customer
was told nothing of the first quarter results.

Sales of Penn Ceniral Transportation Co.'s commercial paper after

announcement of first quarter results

On April 22, 1970, the company announced the results of the first
quarter. The parent, Penn Central Co., reported first-quarter con-
solidated losses of $17.2 million (compared with net income of $4.6
million for same period in previous year). The results included extra-
ordinay income of $51 million. Penn Central Transportation Co.
reported a loss of $62.7 million for the first quarter.

Goldman, Sachs continued to offer commercial paper to its cus-
tomers and in the period April 22 to May 15 sold $5 million to one
customer, the American Express Co., on May 1, 1970. Goldman,
Sachs witnesses have testified that on April 30, their salesmen were
required henceforth to read from press releases announcing first
quarter results. .

There is some dispute as to what American Express was told. The
Goldman, Sachs salesmen stated that they were told about the first
quarter results. American Express testified that this was not the case.
It had been reluctant to purchase the company’s paper, but Jack
Vogel, head of the credit department, told it that there were adequate
assets to back up commercial paper in order to persuade it to change
its mind about buying the company’s paper. The paper purchased by
American Express resulted from a buy-back by Goldman, Sachs from
Mobil Oil and then a resissue to American Express. American Express
claims that at this time Goldman, Sachs told it that there was no
reason to be concerned about the ability of the company to meet the
maturity of the paper.

By mid-May it was clearly impossible to sell any more of the
company’s Eaper and all further effort was terminated by mutual
agreement between Goldman, Sachs and the company. One of the
reasons for the company’s bankruptcy was its inability to roll over its
commercial paper, for the amount of redemptions which could not be
rolled over totaled $117 million for the first half of 1970.

Oruer FinanciaL RevaTionsHirs BrrwreEn GorLpman, SAcCHS
anND THE TransportaTIiON CoO.

" In addition to the compensation received for the sale of commercial
paper, there were many other areas of financial relationship with the
company which were being developed around the time in question,

which could have and did produce additional sources of revenue for
Aldman Rache On Nawvemher 4 10RQ ronrocontativoc.af (Faldman
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Sachs and the company met to discuss a $350 million pension fund and
a high performance contingent compensation fund in which Goldman,
Sachs was “hopeful that we will be able to make a contribution.”

On November 17, 1969, Goldman, Sachs was invited to participate
as a syndicate member in the underwriting of a $50 million Penn-
sylvania Co. debenture offering.

On December 9, 1969, in discussions with the company, Goldman,
Sachs uncovered ‘‘some possible lease finance business.”

On January 2, 1970, Canada Southern Railway Co., a subsidiary
of the company, purchased commercial paper of another issuer from
Goldman, Sachs ($1.5 million). Also Mahoning Coal Railroad Co., &
company subsidiary, purchased commercial paper of another issuer
from Goldman, Sachs ($1,300,000). On January 8, 1970, the Peoria
and Eastern Railroad Co., a subsidiary of the company, purchased
another issuer’s commercial paper from Goldman, Sachs ($250,000).
This was the first time these subsidiaries had ever purchased com-
mercial paper.

By February 12, 1970, the company and its subsidiaries had
purchased over $60 million of commercial paper from Goldman, Sachs
m the last 7 weeks.!?

On February 26, 1970, Robert Haslett of the company called Gold-
man, Sachs and stated that he would like Goldman, Sachs to start
working with him on the compeany’s thrift plan (they invest about
$250,000 each month). George Ross of Goldman, Sachs stated that
he had every reason to believe that they can do substantial securities
business with the company and that Levy should mention Goldman,
Sachs’ investment management services to Bevan. Goldman, Sachs
did eventually handle the thrift plan for the company.

Around this time Levy indicated to Wilson that he should get in
contact with Bevan, who stated that the company may have a blanket,
mortgage from which Goldman, Sachs may benefit, and that this
could amount to as much as a billion dollar underwriting.

Meraops EMPLOYED BY GoLbMAN, SacHs To SeELL THE ComMPANY'S
CoMMERCIAL PaPER TO CUSTOMERS

GENERAL REPRESENTATIONS MADE ' ABOUT COMMERCIAL PAPER

Since Goldman, Sachs is the oldest and largest dealer in commercial
paper, most customers believed that Goldman, Sachs would offer them
only commercial paper which met their requirements and which
Goldman, Sachs felt was credit-worthy. This impression was created
in large part by oral representations made by Goldman, Sachs person-
nel and by written materials (pamphlets and brochures) distributed
by them which extolled Goldman, Sachs as the ‘‘largest,” and “most
important,” commercial paper dealer. Further enhancing this image
were representations made by Goldman, Sachs that commercial
paper is the equivalent of Government securities in terms of safety,
that Goldman, Sachs only offered the paper of the top companies;
that it maintained a credit department to review commercial paper
issuers, that it offered investment advice to purchasers; that it pur-
chased the paper of ‘“outstanding’”’ companies for resale to investors;
that it would provide financial information on issuers'whose paper

13 Most of these funds came from the proceeds'ol the $50 million Pennco debenture offering in December
1060
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it was offering for sale; and that it only offered paper rated “prime” by
NCO, an independent credit rating service.

Most customers had sufficient contact with Goldman, Sachs for the
latter to become familiar with the nature of the customers’ businesses.
Furthermore, this familiarity enabled Goldman, Sachs to learn that
most customers contemplated that there would be & minimum risk
involved as the funds were almost always earmarked for some purpose
in the near future. In almost all cases Goldman would assure the
customer, when asked, that the purchase was suitable for his situation.

Initially Goldman, Sachs would often provide a customer with a
book which contained the latest financial statements of the companies
whose paper they offered {or sale. After a customer had made a
purchase, Goldman, Sachs would send a copy of the issuer’s latest
available financial figures which would update the information about
the issuer which was contained in the book. The information Goldman,
Sachs was sending customers about thé company, even as late as the
end of March of 1970, was the year-end financial statement for 1968.

Rarely would a customer investigate an issuer on its own. Most
customers either just stated to Goldman, Sachs that they were relying
on Goldman, Sachs to provide them with the “very best paper’” or
“NCO prime paper” or in a very few cases, gave Goldman, Sachs an
“approved list.”

Most customers would call Goldman, Sachs and ask what was
available which would fit their maturity requirements, and the sales-
man would describe what was available. In a few cases a customer
would ask questions about the financial or general condition of the
issuer and would be given answers. The customer would then select a
particular paper for purchase. :

HOW THESE CUSTOMERS INVESTED 1N THE COMPANY’S COMMERCIAL
’ PAPER

In the sales of the Penn Central Transportation Co.’s commercial
paper, most customers asked no questions and when some did, they
were reassured that everything was fine. When questions were raised
by customers concerning the company’s increased losses, the salesmen
usually replicd that merger or other temporary problems were the
cause, and with $6.5 billion in assets there was nothing to be worried
about. Frequently, the salesmen, through the beginning of April 1970,
would cite to customers the company’s 1968 results in answer to these
questions. Some customers who still resisted were persuaded only
after arguments by salesmen that, additionally, the high rate of return
(in 1970 the company was offering the highest commercial paper
paper rates), and the fact that the company’s paper could be tailored
to their needs, made it the best for their purposes. Furthermore, most
customers at the time of purchase did not have any current financial
information about Penn Central Transportation Co., or any of the
information described in sections above which was in the possession
of Goldman, Sachs, and Goldman, Sachs did not offer any of it prior
to the sales. If the customer indicated to the salesman that he had
heard something adverse about the company, the salesman would
often firmly reply that the company was still “NCO prime” and there
was no risk at all involved.
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An example of the type of situation in which the customer placed
complete reliance on Goldman, Sachs’ recommendations is that of a
textile manufacturer in Clinton, S.C. The relationship between the
customer and Goldman, Sachs originated in 1960 at the time the.
customer was considering a merger. Goldman, Sachs was consulted
to help preparc the rate of the exchange. Although this merger fell
through, a subsequent merger attempt in 1964 in which Goldman,
Sachs worked out the details (and for which they were paid a fee) was
8 success.

The two had intermittent contact through the sixties. Goldman,
Sachs set up a revolving credit agreement for the customer to enable
it to build another plant.'*

In the fall of 1968, Goldman, Sachs assisted the customer in another
merger. In the course of this merger, Goldman, Sachs was furnished
with complete financial information on the customer.

In August of 1969, the customer had accumulated $1 million in
cash in anticipation of another merger (although it had drawn down
$4 million from the revolving line of credit). Since it would be months
before the merger took place, the customer contacted the individual
at Goldman, Sachs with whom it had been dealihg and explained the
situation. The individual recommended commercial paper. The cus-
tomer reminded him of the limitation on commercial paper placed by
the revolving credit agreement and stated that it would be relying on
the recommendation of Goldman, Sachs and no one else. In fact, the
customer’s president gave instructions that the company was to buy
whatever was recommended by Goldman, Sachs. In September of
1969, Goldman, Sachs by letter recommended certain commercial
paper. The customer purchased it. When this paper matured in
December, Goldman, Sachs recommended the company’s paper. The
customer bought it. When this matured in March of 1970, Goldman,
Sachs recommended repurchasing the company’s paper, which the
customer did. This paper and an additional amount, which Goldman,
Sachs had at the same time recommended to be placed in the com-
pany’s paper, were not repaid because of the company’s bankruptcy.

The treasurer of a small college in Pennsylvania described, in an
affidavit, the circumstances surrounding the college’s purchase of the
company’s paper on March 30,.1970, as follows:

At this point the availability of Penn Central was mentioned. I hesitated because
the college already held $400,000 in Penn Central. On asking for pertinent informa-
tion from the latest financial report, I was informed the company reported con-
solidated revenues of $2,251,716,000 compared with $2,102,770,000 the previous
year and preliminary carnings of $4,388,000 versus $86,961,000. At this point the
problems of consolidation as a result of the merger were pointed out. I next
questioned the current asset to current liability ratio, which was indicated at
approximately one to one. When I indicated my concern over this, the representa-
tive reassured there was no need for concern since total assets exceeded 6% hillion.
With some hesitancy I agreed to the purchase of 300M of Penn Central paper.

On April 3, 1970, I received the letter of confirmation and a copy of the financial
data on Penn Central. I was dismayed to learn the information conveyed over the
phone was as of December 31, 1968, and not December 31, 1969. This, coupled
with reports in the newspapers of the increased financial plight of the company,
prompted me to call our representative to attempt to sell the paper held by the
college. I was informed our represcntative accepted another job and the college
had been assigned a new representative. I do not know what efforts were taken by
Goldman, Sachs & Co. to resell the paper, but in any event they were unsuccessful.

1 A clause of this agreement limited the customer to investing ‘‘in securities issued by the United States,
CD'’s of banks and prime commercial paper as determined by generally accepted banking practice.”
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KINDS OF CUSTOMERS WHO PURCHASED THE COMPANY’S.COMMERCIAL
PAPER

The customers who purchased the company’s paper during this
period fall into diverse categories: Institutions sophisticated in securi-
ties analysis; companies primarily engaged in manufacturing; colleges
and universities; small banks; and individuals purchasing through
banks. The vast majority of the customers were institutions or cor-
porations.

Almost all the customers did no investigation of the company before
or after purchasing its paper from Goldman, Sachs for a number of
reasons. First of all, most of the institutions and corporations were not
sophisticated in terms of their ability to gather and analyze the neces-
sary information. Secondly, they did not have access to the kind of
information necessary to make a meanineful investment decision on
Penn Central’s commercial paper. In addition, the quickness with
which the decision had to be made would have prevented them
from undertaking such an analysis. And last, almost all of the custom-
ers were relying on Goldman, Sachs’ recommendation, and on the
NCO rating and on the general reputation of the company.

SUMMARY

Between November of 1969 and May of 1970 Goldman, Sachs sold
$83 million of Penn Central Transportation Co.’'s commercial paper
which was not repaid because of the latter’s bankruptey. During this
time they became aware of information which cast doubt on the safety
of this commercial paper. Most of the nonpublic information described
above was not disclosed tc¢ customers. The information they did
disseminate was out of date.

Despite repeated warning signals, Goldman, Sachs initiated no
in-depth analysis. If they had, they would have {ound matters to be
much worse.

In addition, Coldman, Sachs failed to disclose that they had reduced
and were eliminating their inventory of the company’s paper, that
NCO had been induced to maintain the prime rating and that the
company’s paper was meeting strong resistance from customers.

GoLpMAN, SacHS’ PosiTION oN THE SALES OF THE COMPANY'S
ComMmERcIAL PAPER

. Goldman, Sachs’ views concerning its sales of the company’s com-
mercial paper may be summarized in the following way. First of all
according to Goldman, Sachs, its commercial paper operations were
not lucrative when compared to its other activities. (For example in
1969 Goldman, Sachs had outstanding an average of $4.7 billion in
commercial paper, but their net profits from these sales was only
'$435,000.)

According to Goldman, Sachs, the customers were sophisticated
investors who purchased commercial paper in $100,000 denominations.
Goldman, Sachs felt that these customers were capable of making
their own investment decisions and did not huve to rely on Goldman,
Sachs’ opinion. Goldman, Sachs viewed itself as merely a conduit of
commercial paper which' made no recommendations as to the quality

ML AL i i Af i d lmmiiars A0 mnan Qanhe
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would merely inform the customers as to what paper was available,
and the customer would decide which paper it wished to purchase.

Goldman, Sachs also maintained that in the company, which was
the country’s fourth largest corporation, there were always sufficient
assets which could be liquidated should the need arise, which provided
sufficient protection for commercial paper holders.

Goldman, Sachs did take certain steps to disseminate mformn.tlon to
customers and at least on two occasions did call in the company’s top
management for an explanation of what was happening. In addition,
customers, if they so desired, could have obtained some information
on the company since as a pubhcl y held corporation it was required
to make public its financial condition.



III-B. RoLe oF NartioNnaL Crepit OrricE IN RATING THE
CoMMERCIAL PaPER oF PENN CENTRAL

‘"The concealment of Penn Central’s condition was aided by Gold-
man, Sachs as described in the preceding section. Another entity, the
National Credit Office (NCO), also contributed to the misleading of
investors. This section is concerned with the activities of NCO prior
to June 21, 1970, the date of bankruptey, with respect to the comuner-
cial paper issued by the Transportation Co. and sold by Goldman,
Sachs.

National Credit Office is & wholly owned subsidiary of Dun & Brad-
street, Inc. (D. & B.) which until on or about August 23, 1971, func-
tioned as a rating agency for commerecial paper. On August 23, 1971,
the commercial paper rating service of NCO was transferred to
Moody’s Investors Services, Inc., another wholly owned subsidiary of
D. & B. which is a registered investment adviser.

NCO had been rating commercial paper since 1920 and prior to 1970
it was essentially the only national commercial paper rating service.
NCO was never registered with the Commission as an investment
“adviser.

As a standard method of operation, NCO would enter into a sub-
scription agreement with the prospective issuer of commercial paper
wherein the issuer would agrce to pay an annual fee to NCO {or
appraising commercial peper and pursuant to which NCO agreed to
evaluate and assign one of the following classifications to subscriber’s
(i.e., the issuer’s) commercial paper:

Prime.—Companics with a net worth or capital funds (net worth plus loug-term
subordinated loans) in excess of $50 million, which also meet NCO requiremnents
and credit judgment in all other respects.

In the cases of “captlive’’ finance companies, net worth or capital funds in excess
of $15 million are required in addition to mecting NCO requirements and credit
judgment in all other respects.

Desirable —Companies with net worth or capital funds (net worth plus long-
term subordinated loans) of $25 million to $50 million, which also meet NCO
requirements and credit judgment in all other respects.

Satisfactory.—Companies with net worth or capital funds (net worth plus long-
term subordinated loans) ranging from approximately $10 million to $25 miilion,
which also meett NCO requirements and credit judgment in all other respects.

Fair.—~Companies which do not meet a sufficient number of NCO's require-
ments for the three preceding classifications. .

No Rating.—Companies which do not meet any NCO requirements for inclusion
in the commercial paper market. .

Additionally, the issuer agreed to ‘furnish promptly to NCO
pertinent financial reports and other data normally provided line
banks,”in order that NCO may accurately appraise the commercial
paper.

From the foregoing it would appear that NCO’s function was to
rate the desirability of specific commercial paper. It would also seem
apparent that as Mr. Kugene Schenk, the president of NCO, has
stated:

(292)
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NCO is the agency on which virtually all prospective buyers rely for ratings in
the commercial paper field. Through the years our authoritative appraisals have
been of material assistance in making a market for these short-term notes.

The commercial paper market which NCO had been engaged in as
the sole national rating agency had experienced phenomenal growth in
the late 1960’s, primarily due to the severely tight money markets of
that period and the relative ease and privacy of raising short-term
debt afforded by this market. As the market grew rapidly, NCO’s
rating responsibilities grew concomitantly as the following data
illustrates: NCO rated the following number of issuers in the respective
categories at the indicated date.

December December December

Apr. 1, 1970 1969 68 1967

Industrial_.......... . 266 236 149 108
Public utili - 163 153 82 25
Finance... 118 112 99 92
Banking. - -- 47 L,
Insurance.._.__..._. - 10 9 S
Transportation 11 9 4 2
Total o iiiieos 615 563 335 227

Thus in a period of 27 months the number of commercial paper
issuers rated by NCO had increased by 388 or 271 percent. Further, by
June 1, 1970, this number had increased to 647 issuers.

Included in this group of 615 issuers were Penn Central, King Re-
sources Co. and Four Seasons Nursing Centers of America, Inc. all
of which received a ‘‘prime’’ or highest possible rating.!

The relationship between NCO and the Transportation Co. which
began in July 1968 was the customary one, described previously, be-
tween an issuer of commercial paper and NCO. After the execution
of the subscription agreement and presumably after & custornary re-
view by NCO, the Transportation-Co. was assigned a “‘prime’”’ rating.
This rating was listed by NCO and disseminated to all subscribers to
its rating service.

Additionally, certain subscribers could at their election receive
special service from NCO which consisted of a more extensive analysis
of the issuer. In the case of Penn Central this would consist of excerpts
from the latest annual report and interim financial data, if any, pub-
lished by the issuer. The only other information contained in this
report to subscribers not also contained in the annual report or interim
financial statements were the rating classification by NCO, the identity
of the dealer handling the paper and condensed information regarding
the bank lines of credit available to the issuer, names of the leal
banks, and amount of available credit, if any, from such banks.

All of the foregoing information plus, in the case of Goldman, Sachs,
more detailed and current financial data was also customarily avail-
able to the dealer in the paper who also provided similar information
to its customers. :

Furthermore, the data contained in these NCO releases, except for
the specific items heretofore mentioned, does not differ in any ma-

1 Tt is interesting to note that not only was NCO's estimation of the quality of the notes issued by king
Resources and Four Seasons deficient, but also that certain of such notes of both entitics had a stated

maturity of more than 270 days which would not qualify same for the statutory definition of commercial
paper and exemption from registration.
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terial way from that which Penn Central itself publicly disclosed
etther in annual or quarterly reports or in press releases which it is-
sued. Moreover, none of these releases contains information as of a
date prior to such public release by Penn Central. In fact, most of
the data contained in the NCO releases is a mere reprint of Penn
Central press releases or excerpts from annual reports. .

Preliminary to a specific examination of NCO activities in rating
the Transportation Co.’s commercial paper it is necessary to examine
the standard or customary operating procedures at NCO during this
period. ' ) )

On September 15, 1969, Rudolph G. Merker was assigned as vice
president in charge of NCO’s commercial paper rating service. Prior
to the assignment of Merker, responsibility for operation of this de-
partment had been assigned to Allen Rogers (now deceased.) However,
Rogers had only been physically present in NCO’s office twice since
January 1965, preferring, apparently because of illness, to do his work
from his home. The other analysts employed by NCO were located in
the Manhattan office and the number of these individuals varied from
three to four during this period.

Merker had previously been employed by D & B as manager of the
retail and wholesale division of NCO, which apparently is part of the
traditional D & B retail credit reporting system. Merker had been
employed by NCO for 42 years, primarily in the retail credit-reporting
area. Merker has no college education and is not & chartered financial
analyst. Prior to becoming head of the commercial paper division of
NCO, Merker had very limited experience in the commercial paper
rating area. .

_Merker stated that he was to assume Rogers’ supervisory respon-
sibilities, but that he did not know why he in particular was selected
for this position. The following colloquy is illustrative of the conditions
prevalent at NCO during this period:

Question. When you assumed your responsibilities, were you instructed or informed
as to what these responsibilities would be specifically, and if so, by whom were you
informed? ) :

Answer. No; it was not spelled out.

Question. How were you aware of what your responsibilities and duties would be?

Answer. Well, it was just that being a department head, I knew what the
responsibilities of a department head had been at NCO.

Question. At the time you assumed your responsibilities, did you have any con-
versation or meeting with Mr. Rogers to explain whal he expected of you and what
you expecled of him? )

Answer. Noj;not along these lines; no.

Questton. How was it determined what responsibilities you would have and Mr.
Rogers would have after you assumed your new position?

Answer. Well, he was a consultant and he was guiding me in my new position
as director of commercial paper.

Question. At the time you assumed your responsibililies, were there any writien
policies or operations manual for the different responsibilities in NCO?

Answer. No; nothing in writing.

Question. How did you become familiar with your duties and the manner of dis-
charging them? :

Answer. Just by working with them.

Question. With whom?

Answer. With the problems and the reports and inquiries, and the workload
of the day; and guiding and calling Allen Rogers and having his long years of
knowledge in the department.

It would seem apparent from the foregoing that NCO’s commercial
paper department was relatively disorganized and of scant importance
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in the D. & B. corporate complex as the person selected to manage
same is a veteran functionary of limited skills and experience in this
area and as he received no training or ongoing guidance in the per-
formance of these duties. :

In any event, Merker was responsible for the daily activities of
the commercial paper division subject to the overall supervision of
Eugene Schenk, president of NCO. Merker described the daily
activities of his department as essentially consisting of ‘'supervising the
activities of a limited number of analysts—three or four during the
period from September 1969 to June 1970—who reviewed files,
inteérviewed prospective issuers and responded to inquiries from sub-
scribers to NCO’s rating services. .

Merker indicated that the analysts in rating the commercial paper
would consider the issuer’s .annual reports and general operating
statements to determine the issuer’s liquidity. The analyst would
individually review the issuer and assign a rating. However, the same
analyst - would not necessarily continue to be responsible for the
rating of a particular issuer or a specific group of issuers. Thus, this
responsibility would be rotated among the various analysts depending
upon their availability and workloads. Prior to March 1970 there was
no individual responsibility, for as Merker states:

* * * we didn’t have this individual control. It was a case of taking the reports
and writing them as they became due to be written but no accounts were assigned
to any specific analyst.

It should be noted that the system of rotating responsibility for
assigning and/or reviewing the rating of issuers necessarily resulted in
varying degrees of familiarity and expertise about such issuers by the
NCO analysts.

In the ordinary course of rating commercial paper the issuer would
enter into a subscription agreement whereby the issuer would agree to
provide NCO with information which would differ in no material way
from that information provided by the issuer to its line banks. This
information would normally consist of the company’s annual fiscal
report, quarterly reports, profit-and-loss statements and press releases.

It was normal procedure for NCO to agree with the issuer that a
specified officer of the company would provide the aforementioned
information to NCO and be available to answer inquiries from NCO.

Normally, NCO, after having had an opportunity to review the
aforementioned material might have occasion to personally contact the
financial officers of the issuer for purposes of clarification.

However, it should be noted that NCO would not ordinarily con-
sider whether or not the issuer had conformed to any or all applicable
regulatory requirements prior to the issuance of the paper. The reason
for this was that NCO was concerned primarily, if not exclusively,
with the financial condition of the prospective issuer rather than the
regulatory environment in which it might operate.

oreover, the information that NCO would normally obtain in
order to issue or continue a rating would not differ in content, detail
or timeliness from that which was publicly available except as Merker
stated: :

* * * bapk information, the individual bank lines from an individual bank for
that particular issuing company, the amount outstanding in bank lines, amount

owing, and the high and low in bank borrowings for a period of time, either three
months or it could be 6 months.
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Merker also indicated that this information would be provided in
the ordinary course to NCO by the banks without the need for prior
authorization by the issuing company. However, this bank checking,
if itudid occur, would be quite infrequent, not even as often as an-
nually.

Me)rker summarized the NCO prime rating as follows:

The NCO prime rating for a commercial paper issuer is giving our opinion of the
liguidity of the company in that the commercial paper notes in our opinion would
be met at maturity.

The NCO prime rating would be assigned after a review by NCO
analysts of the issuer’s financial statements. However, in making these
determinations NCO did not have any internal guidelines or stand-
ard which it required issuers to meet; that is, standards regarding
liquidity ratios, asset/liabilities ratios, quick capital ratio, or any other
type of objective statistical stanard.

Further, NCO regarded “liquidity,” ‘“‘bank support’”’ and “operating
performance’” as the most important factors in assigning a rating.
While Merker never specifically defined what NCO considered liquid-
ity to be, his understanding of liquidity would appear to be the ability
of the issuer to repay any outstanding amount of comnmercial paper at
maturity.

NCO regarded “‘operating performance’” as relating to the profita-
bility of the issuer’s operations for a period of time and ‘‘bank support”’
as the lines of bank credit available to “‘support’” commercial paper.

NCO regarded 100 percent bank line coverage as desirable but not
required in all instances. The percentage of bank line credit could
even be 50 percent depending upon the 1ssuer. Moreover, these lines
of credit were not required to be confirmed or revolving, but merely
unconfirmed lines would suffice to meet this NCO requirement.

NCO considered other factors also in making its credit determina-
tion. In particular, NCO considered the issuer’'s working capital posi-
tion indicative of the issuer’s ability to repay the commercial paper
notes at maturity.

NCO defined “working capital” as current assets less current
liabilties, including that portion of long-term debt due within 1 year.
A concomitant part of this analysis of “working capital’’ was an evalua-
tion of the issuer’s ability to meet its cwrrent debt through cash flow.
However, this cash flow was defined by NCO to include not only cash
generated through operations but also the ability to raise short-term
debt capital. Moreover NCO did not require any minimum dollar
amount of working capital.

Further it is important to note that NCO did not require that the
issuer’s current assets exceed its current liabilities, although com-
mercial paper itsell is & current liability. NCO would also consider the
availability of other assets which might be utilized to collateralize
loans or which might be available for sale, if necessary, to raise capital.

NCO did not, however, require that the issuer have any specific
ratio of assets which would be unencumbered by mortgage or lien and
available for such use. Moreover, apart from reviewing the balance
sheet, NCO would not confirm the amount and types of assets available
for collateralization or disposition by sale, either from the issuer or
its banks.
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NCO also considered the investments of the issuer in securities of
subsidiaries, affiliates, and unrelated parties, account or trade receiv-
ables, and investments in equipment or inventory.

NCO would not however inquire whether there were any restrictions
on such investments (e.g. “letter”’ stock) or whether such investments
had been used as collateral for loans, nor would NCO determine
whether such investments were marketable or at what price, if any,
these were marketable. As NCO stated, it was concerned solely with
“the mere existence’ of such investments.

Although NCO did state that it would consider the collectability
and terms of payment of receivables, as well as encumbrances on
inventory or equipment, its information would be provided by the
issuer and would not be confirmed with any other source, for example,
equipment trustees. :

A further element in the NCO analysis is an “‘examination’ of the
corporate complex if an issuer should be part of same, for example,
Penn Central Transportation Co. and Penn Central Co. NCO would
evaluate the corporate complex, even though in the present market
the issuer of the paper is solely responsible for its repayment, and no
subsidiary, parent of affiliate guarantees repayment of principal and/or
1nterest.

It should be noted moreover that NCO at this time did not consider
any debt ratings of the issuer’s securities, by either Standard & Poor’s
or Moody’s, even though Moody’s, like NCO, was a subsidiary of
Dun & Bradstreet.

While the foregoing discussion of NCO’s mode of operation was
gleaned from testimony taken from Messrs. Merker and Rogers it is
illustrative to consider the following excerpts from a letter written on
January 29, 1969- by Louis C. Ward, manager, commercial paper
division of NCO to Steven Clarke of the St. Louis Office of Goldman,
Sachs & Co.2

As mentioned in my telephone conversation with you last week, it is difficult
to list cach standard we use in evaluating the quality of comercial paper notes,
duc to the diverse industries on which we report.

Evea factors which may appear intangible to others, may be of pertinence in
our rcaching a rating decision, as per the examples I gave vou on the phone.

However, some of the major points we look at are the following:

(a) We compare each issuer’s various ratios against industry averages.

(b) Judge progress at least over the previous 10 years.

(¢) Evaluate the company and its markets and the market's potential.

(d) Make an appraisal of principal officers and their business experience.

(e) Analyze the company’s potential in future years.

(f) Review bank support and periodically contact a sampling of the com-
pany’s linc banks, as deemed necessary.

After reviewing the above, and taking into consideration the company’s capital
funds position (at least $25 million nst worth of capital funds are requisite for
“prime”, $5 million for ‘““desirable’”, $1.5 million for “‘satisfactory’), we then
determine the classification.

Another requirement we have is direct confact and discussion with financial
management of the company, at least once a year when they are in New York
to sce the banks.

Occasionally, a nationally known firm seeks to enter the market, but somehow
docs not measure up to our evaluation of a prime company. Recognizing the
questionable acceptance by the market were we to rate it as less than prime,
we endeavor to persuade it to delay its plans to issue, until the particular problem
we feel it has is alleviated or corrected.

2 Tt, should be noted that Clarke attached a photocopy of this letter to a letter he wrote on January 21,
1970 to W. N. Feddqg{gggl, compgroller of the Granite CityASt.eel Co. of Granite City, I, as part of an

Avolamnbine af sha welinb mameiaan b anfreean,
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If the company, or dealer, decides to issue, anyway, we either withhold a rating
completely or rate it as less than prime. .

. We fecl this approach is equitable to the company and provides a measure of
safety for the investor.

NCO had a continuing and extensive relationship with the major
commercial paper dealers. This relationship consisted primarily of
ongoing contacts between NCO and the dealers relative to information
and/or opinions about specific issuers handled by the dealers. The

“dealers utilized NCO ratings as a marketing tool in offering com-
mercial paper to their customers since many customers, particularly
nonfinancial institutions, were required by statute or resolutions of
their boards of directors or trustees, to purchase only that commerical
paper which was rated prime by NCO, then the only national com-
mercial paper-rating service. Due to the importance of an NCO
rating, preferably a prime rating, dealers would require their issuers
to obtain (at the expense of the issuer) a rating from NCO.

The largest and most influential commercial paper dealer is Gold-
man, Sachs & Co., which started as a commercial paper dealer and
later expanded into a full-line broker-dealer. Goldman, Sachs was a
subscriber to NCO’s rating services and. its issuers, whenever possible,
obtained an NCO rating. Goldman, Sachs, as a customary part of its
marketing of commercial paper, would communicate, orally and in
writing, the NCO rating of the issuers it handled.

NCO personnel, in particular Merker, were acquainted with and had
frequent contacts with Goldman, Sachs.®> This relationship with
" Goldman, Sachs did not differ in any material way from those main-
tained by NCO with other commercial dealers. It apparently consisted
primarily of frequent telephone conversations between NCO and
Goldman, Sachs and the receipt by NCO of Goldman, Sachs’ infor-
mation sheets about the issuers handled by that firm.

The information sheets referred to were prepared by Goldman,
Sachs and distributed to their customers. These were a short precis of
the issuer and, according to NCO, did not contain any more extensive
information or any more current information than that which was
publicly available. Further, Goldman, Sachs did not explicitly make
any evaluation on these sheets of the credit-worthiness of their issuers.

During the period from September 15, 1969, to June 1970, Merker
was primarily responsible for the rating of Penn Central’s commercial
paper.* He stated that the reason why he became directly responsible
for the Transportation Co. rating was: “Well, I had concern, but I was
not overly concerned about it, and I was watching it.” :

When asked to explain the reasons for his concern Merker replied:

The bottom line was on the downgrade, aud the railroad company was losing
money very definitely, and it was a case that had to be watched very closely.

However, it should be noted that during this period Merker could
not recall any other issuers for which NCO had the same concern.
While Merker stated that his assumption of responsibility for the
Transportation Co. rating was coincident with his becoming head of
the NCO rating service on September 15, 1969, the first indication of
any activity by bhim in this area was on October 2, 1969.

3 The individuals at Goldman, Sachs were Robert G. Wilson, partner in charge of the commercial paper
department of Goldman, Sachs; George Van Cleave, Wilson’s assistant; Jack Vogel, the chief credit analyst
of the comunercial paper department; and Walter Fekula, a eredit analyst.

4 It is significant to note that Merker could not recall any other issuer for which he had the primary re-
sponsibility of rating during this period.
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Merker’s concern was prompted by a telephone conversation with
Rogers who discussed an unfavorable item about Penn Central appear-
ing in the Robert Metz column in the New York Times of that day.
After receiving this information Merker reviewed the June 30, 1969,
data in Moody’s Transportation Manual which disclosed dechnma
profits on a consolidated basis and a loss for the Tra,nsportatlon Co.
itself for the 6 months ended that day. On October 3, 1969, Merker
spoke with Jack Vogel of Goldman, Sachs regarding Penn Central.
Vogel stated that he was not concerned about the 6-month results
nor the unfavorable items in the New York Times. With respect to
this conversation with Vogel, Merker testified as follows:

Question. Did you rely on Mr. Vogel's comments?

Answer. Yes; 'f

Question. Did you have any basis for relying on his comments?

AzliS\tver. He is a responsible man and well recognized in the commercial paper
market.

Question. You were aware though, I assume, that at the time he was working for
the dealer in Penn Central commercial paper and as such it would seem lo me that he
would tend to be as favorable as possible on the security. Did you take this into
consideration?

Answer. I do not think that Jack would have misled me. )

Question. Did you see any conflict of inlerest in his position in thal he vs handling
and his organization s selling this particular issue and you are asking him for his
opinion on paper which they are selling on a continuing basis?

Answer. No; I didn’t sce any conflict of interest, no.

The reason for Vogel’s lack of concern was the existence of bank
lines of credit of $300 million available to the Transportation Co.
Merker, however, did not inquire as to what amounts were then
a;railable or what conditions, if any, were applicable to the availability
of same

After speaking with Vogel, Merker wrote to Jonathan O’Herron,
Penn Central’s vice president (finance) and asked for interim opera-
tions figures, a list of banks of Penn Central’s and bank credit lines
and the high and low borrowings and other short-term debt. Merker
received the requested information from O’Herron in October 1969.
Merker stated that in reviewing the Transportation Co. file: “* * * 1
saw no need for action as far as the rating was concerned.”

On October 28, 1969, NCO issued a release to its subscribers on the
Transportation Co., which gave consolidated earnings and revenues
for 9 months of 1969 which indicated a downward trend. NCO how-
ever, then stated:

From this office’s point of view the commercial paper standing of this company
is not affected because of the readily salable assets of the subject, if the need arcse.

On October 29, 1969, NCO issued another release on Penn Central
which stated in part:

Jonathan O’Herron vice president—finance, has advised that the company has
available a $100 million line of credit to support its commercial paper position.

At this same time Penn Central had approximately $150 mil-
million in commercial paper outstanding.

On November 6, 1969, the ICC authouzed Penn Central to issue
another $50 million in commercial paper, increasing the authorization
to $200 million. The ICC’s concern with the use of short-term debt
has already been described.®* However, despite the fact that this

6 Seo discussion at page 280.



300

concern was expressed in a public document, NCO never reviewed 1t
and was unaware of the serious implications of the ICC statement.

On November 26, 1969, Penn Central announced that for the first
time in its history it was suspending payment of quarterly dividends.
This action was taken by Penn Central “* * * to conserve cash and
in keeping with responsible management.” Apart from notifying its
subscribers of this already public information, NCO did not take
any action with respect to the company’s rating.

In December 1969, Pennco for the second time in 6 months was
used as a financing vehicle to raise money for the Transportation Co.
NCO took no action regarding a review of the Transportation Co.
rating, even though these facts, evidencing lack of financing capability
by the parent Transportation Co., were publicly stated in the offering
circular for the debentures issued by Pennco at this time.

On February 4, 1970, Penn Central announced preliminary 1969
results on & consolidated and unconsolidated basis. On a consolidated
basis Penn Central had earnings before extraordinary items of $4.4
million in ‘1969 as compared with $87 million in 1968. The Trans-
portation Co. lost $56.3 million, compared with only $5.1 million 2
year earlier.

When asked what NCO did upon receipt of this information Merker
replied: “We had discussed it among the analysts and decided to
“wait for the balance sheet of December 31, 1969.”

According to Merker, NCO did nothing else about Penn Central
at this time. However, on February 5, 1970, Allen Rogers of NCO
spoke with Jack Vogel of Goldman, Sachs. According to Vogel their
conversation was as follows:

Alan Rogers of NCO called me today to express concern over the sharply
reduced earnings announced in the newspapers today. He asked if we were con-
tinuing to sell the company’s notes and whether I felt that Penn Central had
sufficient resources which could be converted to cash to pay down debt, if neces-
sary. I said that Goldman, Sachs was continuing to sell the commercial paper
notes of Penn Central Transportation Co. In answer to question No. 2, I suggested
that the company has a number of valuable properties and securities, and that I
was certain that something could be worked out should it ever become necessary.
Alan said that as a result of my comments, he would continue to carry Penn
Central Transportation Co. as a prime name.

In his testimony Rogers stated that he could not recall such a
conversation, but he admitted that it was possible that NCO continued
rating the Transportation Co. as prime as a result of Goldman, Sachs’
confidence in it.

In March 1970 Penn Central released the audited 1969 results and
a balance sheet as of December 31, 1969. This report confirmed in
detail the preliminary results announced on February 4, 1970.

Upon receipt of this report NCO reviewed same. However, this
report was reviewed by a committee of NCO personnel, namely
Merker, Rogers, Dan Cahalane (a junior analyst), and Eugene Schenk.
NCO did not, however, take any action whatsoever with respect to
the Penn Central rating until April 23, 1970. On that day Merker
wrote to O’Herron as follows:

We are presently reviewing our classification. Because of the very substantial
losses recorded last year; and it is apparent that the operating performance for
the first quarter of the current year was rather disappointing for the parent
organization just reported a loss of $17.2 million, we would appreciate your assist-
ance in furnishing some additional information.

ATnn anndlne nem Tlancans m Tard T Af dhin vamant
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Mr. O'Herron, in the event that additional capital must be raised, what assets
would be available for this purpose? Also, please tell us how the funds from the
sale of commercial paper notes are being used. )

This information, and any other comments that you care to make would be
very helpful in our analysis. '

Unfortunately for NCO, O’Herron never responded to this Inquiry
even though Merker sent a followup letter on May 18, 1970. :

On April 22, 1970, Penn Central announced a first~quarter loss of
$17.229 million compared with consolidated net income of $4.601
million for first quarter 1969. The Transportation Co. had a first
quarter loss of $62.7 million compared with a Joss of $12.8 million in
1969. And it was obvious that even these substantial losses were not
reflective of the underlying situation since they included the impact
of large reported profits on two transactions.” .

During the period from April 23 to May 18, 1970, NCO discusse
the Penn Central situation but did not ever consider lowering the
company’s rating from prime, nor did they take any further action.
In fact, the primary topic of discussions during this period was the
failure of Penn Central to reply to the letter of April 23.

Moreover, NCO was not aware that the last sale of the Transporta-
tion Co.’s commercial paper occurred on May 1, 1970; that Goldman,
Sachs ceased to offer the company’s commercial paper on May 20,
1970; and that as of April 23, 1970, Goldman, Sachs required its sales
personnel to inform prospective customers of the Penn Central earn-
ings announcement of April 22, 1970. :

%\TCO was unaware that the May 12, 1970, offering circular for the
Pennco $100 million debenture offering contained the following state-
ment at page 4:

At May 8, 1970, railroad had outstanding $152.1 million of commercial paper
pursuant to orders of the Interstate Commerce Commission authorizing up to
$200 million of such paper. To the cxtent that commercial paper outstanding has
been less than $200 million, railroad has borrowed under a $50 million bank line
of credit. As additional backing for its commercial paper railroad has available
350 million under the credit agreement referred to under introduction. Between
April 21, 1970 (the day preceding the announcement of the operating results of
railroad for the 3 months ended March 31, 1970) and May 8, 1970, maturities
and payments of commercial paper exceeded sales of commercial paper by $41.3
million. Of the commercial paper outstanding at May 8, 1970, approximately
$75 million matures prior to June 30, 1970, and the balance at various dates.to

December 16, 1970.

Although this was a preliminary offering circular, it should have
been available to NCO pursuant to their subscription agreement with
Penn Central. NCO, however, did not become aware of the fact that
the company’s redemptions of commercisl paper were exceeding sales
until the appearance of a Wall Street Journal acticle on May 27, 1970.

On May 15, 1970, Standard & Poor’s downgraded the bond rating
of the Pensylvania Company and its proposed $100 million debenture
offering. On May 18, 1970, Merker spoke with Jack Vogel of Goldman,
Sachs. According to Vogel, Merker asked him if he still felt the same
way about Penn Central in view of Standard & Poor’s rating change.
Volgel replied affirmatively and Merker accepted his explanation for
the change.?

On May 28, 1970, Merker spoke with Jack Vogel about Penn Cen-
tral. Vogel after stating that the Transportation Company had bank

7 See discussion at page 54.
8 Merker, however was unable to recall that the conversation took place and the content of same,
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credit still available to redeem commercial paper, also suggested that
Merker check the May 12th offering circular.

Merker did obtain a copy and on June 1, 1970, after internal discus-
sions at NCO between Merker, Schenk & Rogers, Merker called
O'Herron asking for more information. O’Herron declined to provide
same and this, coupled with the fact that the $100 million offering
was aborted, prompted NCO to reserve Penn Central’s rating pending
further information. Effectively this meant that NCO while not
refusing to rate the Transportation Company’s commercial paper,
was not assigning a rating for a limited period as well as downgrading
it from prime.

After discussing this action with Vogel and O’Herron, NCO then
issued a press release regarding this action. A mere 3 weeks later,
Penn Central filed for reorganization.



PART IV

IV. PENPHIL COMPANY (PENPHIL)
INTRODUCTION

Penphil, a private investment company whose stockholders include
David Bevan (D. Bevan), other members of the Pennsylvania Rail-
road Co.’s (PRR) financial department, and officers of companies
in which it made investments, purchased securities at a cost of over
$2.2 million between 1962 and 1968. Charles J. Hodge (Hodge) and
D. Bevan controlled Penphil. , .

Penphil was closéely related to the PRR. Most of the funds for
Penphil’s investments came from loans made by Chemical Bank. At
the time these loans were made D. Bevan was the chief financial
officer of the PRR (and later the Penn Central) which had substantial
banking relationships with the Chemical Bank: D. Bevan was also in
charge of the investments of the PRR and its employee funds. In
nearly all instances, the PRR and its employee funds invested in com-
panies in which Penphil was to make or had made investments.! The
possible conflicts of interest arising from Penphil’s investments were
never disclosed to the PRR board of directors.

Penphil also engaged in the practice of inviting officers and directors
of companies in which Penphil invested to become members of Penphil.
This put Penphil in the position of having an avenue of access to infor-
mation concerning the day-to-day operations of the companies.
© In July 1962, D. Bevan and Hodge, a partner in Glore Forgan—who
was to become instrumental in PRR’s diversification program of the
mid-1960’s—organized Penphil for the purpose of buying and selling
securities of companies about which Penphil had intimate knowledge
because of close business relationships between Penphil shareholders
and the companies.?

In connection with these purchases D. Bevan, Glore Forgan, and
Hodge arranged for the Chemical Bank, New York, to extend a line of
credit to Penphil. Because of D. Bevan’s position at the PRR, the
Chemical Bank was willing to make these loans to Penphil at the
prime rate without compensating balances and with the securities
purchased as the only collateral. Prior to 1966, the Chemical Bank
loaned Penphil more than 95 percent of the cost of its investiments in
stocks, most of which were traded over-the-counter. Overall, the
Chemical Bank, between 1962-1968, loaned Penphil over $1.7 million
to buy securities at a cost of more than $2.2 million. The loan balance
was at times as much as $1.2 million 3

11n the latter parts of this section no distinction is drawn hetween the investments made by the company
and by the employee funds. Both are referred to as PRR or Penn Central investments hereinafter, unless
otherwise specified.

2 A table giving background information on Penphil shareholders hias been attached as Exhibit 1.
3 See discussion infra at p. 307 et seg. .
(303)
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SummarY oF TRANSACTIONS

In July 1962, Penphil made its first purchases of securities when,
on the recommendation of Hodge, o Kaneb Pipe Line Co. (Kaneb)
director and a member of its executive committee, Penphil bought
Kaneb stock at a cost of $115,925. The July purchases were made
with knowledge of nonpublic information regarding -a substantial
increase in Kaneb’s éarnings during the first third of 1962 and ean-
ings per share estimates for the year. Penphil purchased additional
Kaneb stock at a cost of $40,000.in February 1963. At that point
Hodge had information about Kaneb’s 10-year estimates of {avorable
revenues, earnings and cash flow. During 1962 and 1963, the PRR
and various Penphil stockholders also purchased Kaneb stock. These
purchases were made when each had nonpublic information concerning
major pipeline expansion plans and significant increased earnings of
the company. As of April 20, 1972, Penphil still held its shares and
had an unrealized profit of $926,000.

Penphil’s next purchase was 10,000 shares of Great Southwest
Corp.—GSC—common stock in July 1963. Hodge, a GSC director,
had nonpublic information about a dramatic and unexpected improve-
ment in GSC fiscal 1963. earnings which were expected to double
1962 earnings. In March 1964, D. Bevan personally purchased GSC
shares while in possession of information not publicly available that
the PRR was considering acquiring 80 percent of GSC’s outstanding
stock. In November and December 1965, Penphil, D. Bevan, and
Hodge sold their shares of GSC to the PRR at substantial profits.
Penphil’s profit was $212,500.

In August 1963, Penphil, on Hodge’s recommendation, made pur-
chases of the common stock of Tropical Gas Co., Inc. (Tropical)
Hodge, also & Tropical director, was intimately aware of the com-
pany’s affairs. '

In May 1964, Penphil bought Continental Mortgage Investors
(CMI) shares for $196,800. Prior to this purchase Penphil had obtained
significant confidential information from CMI’s investment banker.
This information came from a partner of that firm who was also a
Penphil stockholder. This information concerned CMI’s confidential
plans for $10 million of long-term debt financing and its cancellation
of plans for further equity financing; both announcements, when
publicly made, were expected to have the desired effect of removing
the lid on the price of CMI stock. Penphil still holds these shares and
as of June 2, 1971, had an unrealized profit of more than $1 million.

From May 29 to June 2, 1967, nine Penphil stockholders and the
PRR bought an aggregate of 5,539 shares of Symington Wayne
Corp. (Symington Wayne). On June 27, 1967, -Penphil bought 1,000
Symington Wayne shares. These purchases were made with knowledge
of private merger discussions Symington Wayne was conducting
with two competing companies.

The terms being proposed were very favorable to Symington Wayne
and its shareholders in that if either offer was accepted it would
cause Symington Wayne shares to immediately increase in price. The
subsequent public disclosure of these negotiations resulted in the
stock selling at an immediate and substantial premium. By the end
of January 1968, Penphil, seven of its stockholders and the RPR sold
thoir Syminetan Wavne shares at substantial profits.
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In late 1965, D. Bevan, Hodge, and Benjamin F. Sawin (Sawin)
a Penphil stockholder and its bank expert, made plans for Penphil to
invest in a chain of Florida banks. They determined to do this through
initial investments in two banks in Boca Raton, Fla. controlled. by
Thomas F. Fleming, Jr. (Fleming). Penphil used personnel and assets
of Arvida Corp. (Arvida) o newly acquired subsidiary of the PRR,
to meet with and obtain an agreement from Fleming that he would
arrange for stockholders of these banks to sell Penphil some of their
bank stock which, at the time, was tightly held. At least Penphil’s
initial purchases of this bank stock were made at a time when some
of its members were in possession of nonpublic information concerning
significant business developments in the Boca Raton area and private
plans of the bank to sell stock to its stockholders at $6 below market.
Penphil has an unrealized profit on these purchases of more than
$742,000.

Finally, in June 1968, Penphil bought 5,000 shares of National
Homes Corp. (National) common stock on the recommendation of
Lawrence M. Stevens, a Penphil stockholder who was the manager of
the Philadelphia office of Hornblower and Weeks-Hemphill, Noyes.
During that same month three Penphil stockholders bought an aggre-
gate of 2,200 National shares. National is the only instance where it
appears Penphil invested without having any inside relationship
with the target company. It is significant that Hodge opposed this
investment, saying that the stock should not be held blindly.

As aresult of its iInvestments Penphil has made a profit of $226,895.51
from securities bought and sold, and, as of June 1971, had an unrealized
gain of $3,026,476.40 from securities held. Penphil has not had a loss
on any of its investments with the single exception of a $40,000 note
which it purchased from Holidey International Tours. The latter
investment was associated with the EJA situation discussed elsewhere
in this report.

BackerounD—PENPHIL

In the summer of 1962, D. Bevan and Hodge were the principal
organizers and promoters of Penphil, a closely held corporation which
was designed to engage in the business of purchasing, holding, and
selling securities for its own account.-On July 19, 1962, the day after
its first securities purchase, Penphil was incorporated in Pennsylvania
by Thomas Bevan, an attorney who was David Bevan’s brother.
Prior to Penphil’s incorporation, 13 personal friends of David Bevan
and Charles Hodge were invited by them to be stockholders. All were
substantial businessmen, many being officers or directors of publicly
held companies. Immediately upon 1ts incorporation, Penphil ‘issued
3,000 shares of its common stock by selling 200 shares to each of the 13
friends as well as Charles Hodge and David Bevan for a total capi-
talization of $15,000. It was planned that Penphil’s capital structure
would be thin with substantially all of the funds needed for its business
to come from bank loans.

Between July 1962 and the present, Hodge and Bevan invited and
arranged for 15 additional people to become shareholders of Penphil.
Ten of these persons purchased their shares either directly from Penphil
or from one of the original shareholders. Five persons %ecame share-
holders when a corporation of which they were stockholders, Florphil
Co., was merged into Penphil. Florphil had been incorporated to give
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‘these five sharcholders an opportunity to participate in certain of
Penphil’s investments. This matter will be discussed subsequently.
The evidence indicates that Penphil’s investment objective was to
purchase securities of issuers about which it had a great.deal of current
material information. Although any Penphil stockholder could suggest
possible investments, investment decisions were, in fact, made by a
small number of Penphil stockholders who dominated the affairs of the
‘company. ' -
* From its establishment in July 1962 until October 20, 1970, Penphil
made investinents in common stocks, notes, warrants, U.S. Treasury
bills and commercial paper. The following is a list of all of Penphil’s
investments other than U.S. Treasury bills and commercial paper:

Shares
purchased Cost or
Trade-date Issuer and (sold) (proceeds)
July 18-23 1962 __._.._ Kaneb Pipe Line 00 e e 22,633 $115,925.35
Feb. 1, 1963 d 5,000 40, 000. 00

10,000 165, 000. 00
10, 000 191, 495, 27

o= 10, 000 196, 800. 00
65 .. Great Southwest Corp..__..__.____ 1. (10,000) (376, 949, 00)
. . 8,250 249,972.00
Jan.'12~Mar. 27, 1967._____ University National Bank of Boca Raton, Fla__________ 4,733 62, 640. 00
June 27,1967 ____.______. Symington Wayne Corpo.._ ... ... ... 1,000 24,234.38
Nav.2,1967 ... ... Kaneb Pipe Line Co_.. .- 2 $500, 000 493, 544.90
DO oo do____________._ 17,653 7,653.00
Jan. 4,1968_ Symington Wayne Corp él, 000) (41, 549.16)
Feb. 21, 1968 Holiday International T 1,000 25, 000. 00
June 5, 1968. Nationai Homes Corp___ 5,000 74,101.53
June 21, 1968 _ Holiday International Tou 2§40, 000 40, 000. 00
July 26,1968 __ .. First Bank & Trust Co, of Boca Raton, Fla__ 1,815 90,750, 00
Aug.21;1968_ ____ _______ Holiday International Tours___ ... ___._.__ - (51, 000) 2(25, 000. 00)
‘Sept. 10,1968 _____.__... Kaneb Pipe Line Co.____._____.._.__.._._. 2 ($500, 000) (916, 423.62)
Nov. 18, 1968-}an. 13,1970_ First National Bank of Deerfield Beach, Fla QG (12,886.11)
0ct. 20,1970 ___ ... ._.__ U.S. Freight4. .. . (8,900) (138, 345.74)
Dol National Homes COrp_ __ .o (5, 000) (82, 407.01)
L Warrants.
2 Note.
3 Advance.

4 Penphil received 8,900 shares of United States Freight Co., in exchange for its 10,000 shares of Tropical Gas Co., Inc.,
upon Tropical’s acquisition by United States Freight in October 1969. . ]

" As the result of purchases, sales, stock di'vid(_ands-and splits, Penphil’s
investment portfolio as of June 2, 1971, contained the following shares
of common stock and warrants to purchase common stock:

¥sHuer: Shares
Kaneb Services, Ine______ . 130, 488
Continental Mortgage Investors__ - ________________._._____ 60, 000
First Bancshares of Florida, Inec__ . ______________.___ 252, 096
Kaneb Services, Inc., warrants__ ________________________.__.:_ 7,653

1 Kaneb Services, Inc. is the successor of Kaneb Pipe Line Company. : )
- 2 Penphil received shares of First Bancshares of Florida, Inc. (First Bancshares) in exchange for its shares
of First Bank and Trust Co. of Boca Raton (First Bank) and University National Bank of Boca Raton
(UNB). First Bancshares is a registered bank holding company which was formed on or about October 15,
5)70 to hiold the stock of First Bank, UNB, First Bank of Riviera Beach, and Citizens Bank of Palm Beach
ounty. ) .

- Only a small portion of the money which Penphil invested in
securities came from Penphil shareholders. Penphil shareholders
invested only $389,062, and $209,000 of this amount was not invested

- until late 1969. Penphil’s largest source of funds was a line of credit
extended by the Chemical Bank. Such loans were made at the prirme
rate with no compensating balances required and were secured entirely
b tha cannritiae which tha lnans were used to purchase.
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CuemMicaL Bank

The PRR had done banking business with the Chemical Bank since
1891 and its account with Chemical was one of the PRR’s largest and
one of the bank’s oldest accounts, As of the latter part of December
1961, the PRR had more than $22,718,000 in outstanding loans from
the Chemical Bank and was maintaining a compensating balance of
between $4,543,000 and $5,818,000. : ,

The banking relationship between the Chemical Bank and the PRR
was a close one, and as vice president—finance, D. Bevan was a key
man in the relationship. Bevan had known William S. Renchard,
president of the bank since at least 1946, when Bevan was with N.Y.
Life Insurance Co. D. Bevan had a personal line of credit with Chem-
ical at the prime rate since at least 1960.* Hodge’s and Sawin’s relation-
ship to the Chemical Bank also appears to have been very close.
Glore Forgan had a long standing banking relationship with .the
Chemical Bank. Since 1961, Hodge had a personal line of credit,
which reached a loan balance of nearly $950,000 by November 1968.%
Sawin was president of an important Philadelphia bank and ac-
quainted with Renchard.

During the week of July 16, 1962, D. Bevan telephoned Renchard
to arrange financing for Penphil’s purchase of Kaneb. Renchard’s
memorandura of this conversation is as follows:

To: Messrs. M. P. Chamberlain, C. A. McLeod.
From: Mr. W. S. Renchard. . .
. David Bevan, financial vice president of the Pennsylvania Railroad Co.,
called me on the telephone today and said that he and a group of friends, totaling
about 15, are planning to organize a corporation to purchase a substantial block
of common stock of Kaneb Pipe Line Co. The group will include Charlie Hodge
of Glore, Forgan & Co., Benjamin F. Sawin, president of Provident Tradesmens
Bank & Trust Co., Messrs. Gerstnecker and Haslett of the Pennsylvania Rail-
road’s financial staff and others. :
They have in mind the purchase of a block of 25,000 shares of Kaneb stock at
a.price of somewhere between $5 and $6 a share. Mr. Bevan said he had made
a thorough study of the outl * * * company and thought this was a very
desirable purchase. Apparently * * * block is being sold for taz reasons. The
group * * * equity into * * * ould pay in $7,500 additional * * * months’
* % * amounts of money borrowed * * * would like to set the loan up * * *
basis at the prime rate of interest. WSR told Mr. Bevan we would be glad to
handle this accommodation for him and suggested that he have whoever is
handling the mechanics get in touch with Mr. Chamberlain or, in his absence,
Andy McLeod. ’ s
Frankly, the rate on the proposed loan is too low, but, in view of the size of
the deal and the fact that it has such good friends connected with it, WSR felt
it was preferable not to quibble with Mr. Bevan over the rate. He indicated that
George Bartlett of Glore, Forgan & Co. would probably be the one to negotiate
the purchase of the stock and very likely Charlie Hodge would be the one to
work out the mechanics of the loan arrangement. ¢

Hodge, a managing partner of Glore Forgan, thereafter contacted
C. A. McLeod, a Chemical Bank vice president, regarding the loan
on the morning of July 23, 1962, and that day McLeod mailed Warren
Bodman, another Penphil member, and a partner in Yarnall, Biddle
& Co., a broker-dealer, the necessary corporate papers for the loan
account to be opened by Penphil along with a demand note form and
loan purpose -statement form. Penphil completed its purchase of

¢ Prime rate loans for individuals are highly unusual.
6 Staff Report of the Committee on Banking and Currency, House of Representatives on The Penn

Central Failure and the Role of Financial Institulions, 92nd Cong., 1st Session, (“Patman Report’), p. 201.
8 The memprﬁud_um i8 in poor condition and pieces of it are missing. Letters ilalicized are veadinos fram

[ SRS
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22,633 shares of Kaneb stock the next day, and _Grlore Forgan s_ub-
sequently delivered the certificates to the Chemical Bank against
payment. oo .

Although the purpose of the initial Chemical Bank loan was to
burchase shares of Kaneb stock, the effect was that Hodge and

. Bevan established for Penphil a line of credit with the Chemical
Bank which was to provide it with a ready source of funds for 1ts
purchases of securities. From the time of this first loan through August
of 1968, Penphil, when it wished to buy stock, would merely have
T. Bevan contact the bank by telephone, advise the bank that stock
was being purchased, that a loan of a specified amount would be
required and that the certificates would be delivered against payment.
The evidence shows that the bank would then mechanically and
routinely pay for such stock upon delivery. During the period {from
July 1962 to at least February 1968, Penphil purchased, among
other secwities, 27,633 shares of Kaneb, 10,000 shares of GSC,
10,000 shares of Tropical, 10,000 shares of CMI, 10,065 shares of
First Bank and 4,733 shares of UNB. All of these securities were
traded in the over-the-counter market. In connection with the pur-
chases of the Kaneb, GSC and Tropical stock, Glore Forgan was the
executing broker-dealer and Hodge was the salesman. After each
yurchase Glore Forgan caused the stock to be delivered to the Chemical

ank against payment. As previously noted, Hodge, a partner of
Glore Forgan, had participated in the arrangments whereby the
Chemical Bank extended the credit for the purchase of these securi-
ties.” Similarly the CMI shares were purchases on credit extended by
the Chemical Bank although the executing broker-desler delivering -
the shares to the bank against payment was Hemphill, Noyes. At
least the 1,815 shares of the Florida bank stock purchased on July 26,
1968, were delivered to the Chemical Bank as collateral by T. Bevan.
Purchases of the rest of the First Bank and UNB shares by Penphil
were largely made with proceeds from the sale of securities originally
purchased with Chemical Bank loans.

The following chart reflects the dates and amounts of loans made
by the Chemical Bank to Penphil to finance the purchase of securities.

” Regulation T of the Federal Reserve System establishes margin requirements on loans by a hroker-
dealer Ior the purchase of securi ties, and further prohibits him from arranging for loans by others on a basis

more favorable than he hiiself could provide. [t appears that the credit extended was not in accordance with
the provisions of regulation T.



309

Purchase
Loan Date . : Loan Amount Amount  Security °
August 20,1862 ... ... . .. .._._ $102, 000. 00 $115,925 35 Kaneb common.!
February 8,1963_ ... .. _________._._. 40, 000. 00 40, 000. 00 Do.t
July 25,1963 . . 120,000.00 = 165,000.00 Great Southwest common.!
August 8,1963___ 47,450, 00 47,450.00 Tropical Gas commeon.!
August 14, 1963_. 25,012.30 25,012.50 Do.t
August 16, 1963 . 27,187.50 27,187.50 Dot
August 26, 1963 _. _____ . 30, 026. 25 30, 026. 25 Do.!
September 9, 1963 245,636.75 42,036.75 Do.t
September 11 1963__ 8,057.52 8,057. 52 Do.t
September 13, 1963~ 4,000,060 4,000. 00 Do.!
September 20, 1963 3,749.95 3,749.95 Do.!
March 23, 1964____ .~ .- 31,739,95
May 25, 1964 ... ._ . 196, 800. 00 196, 800.00 CMI shares.!
December 29, 1965_ . 2379, 000. 00 372,433.33 U.S. Treasury Bill 10
September 15, 1966. . 115, 000. 00
June 29,1967.._..___ 10, 000. 00 34,234.38 Symington Wayne common.
October 17,1967 __ -- 540, 000. 00
November 2,968 __. . . ____ ... 493, 000. 00 501,197.90 Kaneb $500.000 debenture and
warrants.
June24,1968____ . . ... ... ... ___ 850, 000. 00 74,101.53 National Homes common.
June 29,1968 .. e 40, 000. 00 40,000.00 1nternational Air Bahamas and
- Holiday International Tours notes.
August30,1968____ . ________.__.__.... 760, 000. 00 90, 750.00 ‘First Bank commoa.!
October 4,1968 ... . .oiioi...- $30, 000. 00
Total . il v1,768,659.92 .. . ... .....

i Delivered to Chemical Bank against payment and held by Chemical as colfateral.

2 The disposition of the additional funds is unknown,

3 The purpose of this loan is unknown.

4 Loan to pay estimated Federal tax.

& Funds used fo purchase Penphil stock from the estate of Leslie Cassidy.

¢ Purpose of this loan is uncertain but it appears to be for the purpose of purchasing National Homes stock.
7 With this loan, Penphil’s loan balance reached its maximum figure, $1,228

2 Money borrowed to be deposited in overdrawn bank account to pay mteresl due and to pay current bills.
¢ As of June 30, 1971, Penphii still had an outstandmg foan balance of $280,01

10°A series of short term investments were made on a *‘roll over’’ of these funds.

It was possible for Penphil to buy securities at a cost of more than
$2,200,000 because of the highly unusual and enviable relationship
between the Chemical Bunk and certain Penphil stockholders. This
relationship enabled Penphil to borrow, at the prime rate and without
compensating balances, 95 percent of the costof the securities purchased
before 1966 and 79.7 percent of Penphil’s total investments.

Kaxer Pire Line Co.

BACKGROUND

Kaneb Pipe Line Co.,® a Delaware corporation with its principal
office in Houston, Tex., was organized in 1953, for the purpose of
transporting petroleum products by pipeline in Kansas and Nebraska.
As of December 31, 1961, the company had 885,385 shares of common
stock outstanding. The stock traded in the over-the-counter market.
As of December 31, 1961, the PRR and the following persons who
became Penphil shareholders owned Kaneb stock:

Shares

{{‘lsger LS 9;, 263
Od B — _ e , 954
D. Bevan_ e 155
T. Bevan__ _ e 100
Horner 2 e 3,082
PRR e e 15, 782

! As of December 31, 1961, Fisher was Kaneb's second largest stockholder with 97,263 shares. The North-
western Mutual Life Insiwrance Co. was the largest shareholder with 99,189,
2 Edwin Horner, an investinent banker of Lynchhurg, Va. was a [riend of Hodge.

8 The name was changed in 1971 to Kaneb Services, Inc.
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Herbert Fisher (Fisher) was president of Kaneb and was also presi-
dent of Pipe Line Technologists (Pipetech), a consulting firm which
provided the management of Kaneb under contract and which had
been a consultant to the PRR since the 1950’s. Hodge had been a
d rector of Kaneb and, along with Fisher, a member of its three man
executive committee since the mid-1950’s. Glore Forgan was Kaneb’s
investment banker.

KANEB’S BUSINESS OPERATIONS 1961-62

For 1961 Kaneb’s net income of $38,547 was down from $505,815 in
1960 due to ‘“‘generally depressed conditions . . . throughout the Mid-
west petroleum products market during 1961.” However, on March 5,
1962, Fisher wrote the Kaneb directors, including Hodge, and reported
that shipments of fuel oils in January and February were at record
highs due to severely cold weather in the areas served by Kaneb. He
‘also stated that ‘“As a result revenues are up more than 20 percent and
e:fl-rnings are expected to more than double those for the first 2 months
of 1961.”

A report to the shareholders included in the 1961 annual report and
dated March 15, 1962, and distributed about April 1, briefly mentioned
that business during the first 2 months of 1962 was stronger than dur-
ing the comparable period of 1961, but gave no figures and no indica-
tion of the magnitude of the improvement. A detailed report of first
quarter earnings was presented at Kaneb’s annual shareholders
meeting on April 16, 1962, but since only two persons who were not
part of management were present and no press release was issued no
public dissemination of this information occurred. During the latter
part of May 1962, Hodge was informed that Whatley estimated 1962
earnings per share would be 58 percent greater than in 1961. A public
announcement of the significant information concerning the improve-
ment in Kaneb’s earnings was made during the last week of August
1962, when Kaneb’s semi-annual report was mailed to shareholders.

At least by August 1961, and continuing into 1962 Kaneb was also
privately considering several proposals for the expansion of the
transmission of liquid propane to its main line system. Fisher believed
that this expansion would have a significantly favorable effect on
Kaneb’s earnings.

KANEB STOCK PURCHASES DURING 1962 BY THE PRR AND PENPHIL
' STOCKHOLDERS

From February 1962 to June 1962, D. Bevan and Robert Haslett,
who was director of investments of PRR and also a Penphil member,
caused the PRR to buy in 10 transactions 9,642 Kaneb shares at
prices ranging from $6 to $7 per share. These purchases increased
the PRR’s holdings to 25,424 shares, an increase of 61 percent.
Each of these transactions was executed by Glore Forgan on an
agency basis with Hodge as the saleman.?

? Included in thess ten transactions was a purchase or{ February 9 and a purchase on April 18, the same
days that Horner, a friend of Hodge and subsequently a Penphil stockholder, bought Kaneb stock. Although
a great majority of Horner's previous and subsequent transactions were executed through another broker-

dealer, the Kaneb shares were purchased through Glore Forgan. Whether Hodge recommended these
purchases is presently unknown.
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On July 18, 1962, the day before Penphil’s incorporation, Hodge
and D. Bevan caused Penphil to begin buying Kaneb stock by pur-
chasing 3,000 shares at $5 per share. On July 19, Penphil purchased
an additional 19,033 shares and on July 23 another 600 shares at
$5 per share for a total of 22,633 shares at a cost of $115,925.35.
Of that amount $102,000 was borrowed from the Chemical Bank.
Glore Fforgan was the executing broker-dealer on these transactions,
and Hodge was the salesman. At or about this same time, 1D. Bevan
bought 1,200 shares, T. Bevan purchased 300 shares, and Hodge’s
secretary, Martha Fonner, purchased 50 shares. As noted above,
information concerning the improved earnings did not become a
matter of public knowledge until the last week of August 1962.

1963—KANEB STOCK PURCHASED BY THE PRR, PENPHIL AND PENPHIL
STOCKHOLDERS AND RELATED EVENTS

On November 15, 1962, Kaneb’s board approved an expansion of
its business in the transportation of liquid propane. This information
was released to the press on January 7, 1963. .

On December 10, 1962, in connection with the possible acquisition
of Kaneb by another company, James Whatley, vice president of
Kaneb, mailed to Hodge a preliminary worksheet outlining estimated
earnings and cash flow for Kaneb over the next 10 years. These
estimates, which projected substantial growth in revenues and
- earnings, were never made public. :

Shortly thereafter, Glore Forgan, with Hodge as salesman, executed
substantial purchases of Kaneb stock for Penphil and Penphil mem-
bers. On January 2, 1963, 5 days before the press release regarding the
propane expansion, D. Bevan purchased 500 shares at 814 bringing his
holdings to approximately 1,855 shares. On January 8, 1963, Fred
Billups !® purchased 1,000 shares at 8!/, per share. On January 31,
1963, D. Bevan met with Fisher, Hodge, and William R. Gerstnecker,
treasurer of PRR, for lunch. The stated purpose of the meeting was
to discuss pipeline studies being undertaken for the PRR by Pipetech,
but the possibility of Fisher joining Penphil was discussed. At this
time Fisher strongly indicated his interest in becoming a Penphil
stockholder.”! The next day, February 1, Penphil purchased 5,000
shares of Kaneb at $8 per share, increasing its Kaneb holdings to
27,633 shares. Penphil borrowed the entire purchase price from Chem-
ical Bank.

In late November 1963, Fisher and Glore Forgan arranged for a
placement of 17,900 unregistered Kaneb shares for the New York Life
Insurance Co. Of these, 4,500 shares were purchased at 10'/; by Penphil
stockholders, as follows: Gerstnecker, 500; D. Bevan, 1,000; Haslett,
500; 500 by Paul Fox, another PRR vice president; and Hodge, 2,000.
On December 6, Hodge bought an additional 200 shares.!?

10 Billups was president of Tropical Gas, a company of which Hodge was a director. He became a Penphil ~
member on June 30, 1963 and Tropical Gas became another Penphil investment.

1 On February 5, Fisher wrote to Gerstnecker requesting the names, business connections, et cetera of all
members of Penphil. Fisher commanted: “It appears that this substantial group of successful businassmen
could do much towards putting some good deals together. If I am to join them, it is quite important that we
Dbecome better acquainted. I ain sure that we all have the same interest; namely to get into some good growth
situations where we can recoup substantial capital gains.”

12 Other than the purchases by D. Bevan and Billups in early January 1963, there were only two purchases

of Kaneb stock by Penphil shareholders prior to November 1963. On June 18, Hodge bought 200 shares and
on October 11, bought 100. N
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As of December 31, 1963, Kaneb had issued and outstanding
972,503 shares of common stock of which Penphil owned 29,462
shares, Penphil shareholders owned 158,597 shares and the PRRE
owned 56,974 shares. These shares, totaling 244,059 constituted 25.1
percent of the issued and outstanding Kaneb stock.

KANEB STOCKHOLDINGS BY PENPHIL, PENPHIL STOCKHOLDERS AND
THE PRR 1964—69

During 1964, Penphil’s holdings of Kaneb increased by 2,026 as the
result of stock dividends. Penphil stockholders as a group increased
their holdings, primarily from stock dividends, by 9,956 shares and the
PRR increased by 24,479 as the result of both purchases and stock
dividends. As of December 31, 1964, Penphil owned 30,488 Kaneb
shares, Penphil stockholders 168,193, and the PRR 81,453 shares.
This constituted 26.9 percent of the issued and outstanding shares.
From 1964 through 1969 Penphil and its stockholders changed their
holdings very little.®® However, the PRR increased its holdings by
purchasing an additional 34,047 shares. As of December 31, 1969,
Penphil still owned 30,488 shares; Penphil stockholders owned
167,297 shares and the PRR 115,500 shares, which constituted 23.5
percent of Kaneb’s shares. As of the present time Penphil still owns
these shares which had been purchased at a cost of $155,925.35. The
shares now have a market value of $1,082,324, giving Penphil a
$926,398.65 paper profit.!*

GreEaT SouTHWEST CORP.
BACKGROUND

Great Southwest Corp., whose principal office is in Arlington, Tex.,
was incorporated in Texas in 1956 for the purpose of owning, leasing,
and developing real estate. As of June 30, 1963, GSC had 1,076,501
shares of common stock outstanding, which was traded over the
counter. At that time Toddie Wynne (T. Wynne), chairman of the
board and a director of GSC, his son, Toddie Wynne, Jr. (T. Wynne,
Jr.), a director of GSC, and Angus Wynne, Jr. (A. Wynne), president,
a director and chief executive officer of GSC, owned or controlled
approximately 45 percent of the outstanding shares. Rockefeller
Center, Inc., (RCI) owned 220,851 common shares of GSC or 20.48
percent of the outstanding shares.

From at least January 13, 1960, until October 1970 Hodge was a
member of the GSC board of ‘directors, and during the same period
was a partner of Glore Forgan, GSC’s investment banker.'®

From its inception in 1956 through September 30, 1961, the end of
GSC’s fiscal year, the company sustained continued operating losses.
For fiscal 1962, however, GSC achieved a consolidated net profit of
$5665,246 representing earnings of 52 cents per share. This turnaround
was due largely to the successful operation of Six Flags Over Texas
(Six Flags), a division of GSC.

130n Nov. 2, 1967, Penphil purchased a $500,000 face amount Kaneb 624 percent subordinated note
and 7,653 warrants for the purchase of an equal number of shares at $30 per share. Penphil paid $493,644.90
for the note and $7,653 for the warrants. Chemical Bank loaned Penphil $493,000 of the tetal price of $501,-
197.90 at 534 percent (later increased to 6 then 64 percent). Penphil sold the note for $§516,423.62, including
interest, on September 10, 1968, and as of June 2, 1971, Penphil still held the warrants.

!4 Calculated on the AMEX closing price on Apr. 20, 1972.

O 5 o Lo T SN R T
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PENPHIL'S PURCHASE OF GSC STOCK

On June 4, 1963, GSC held a board of directors meeting attended
by Hodge, among others. At this meeting it was reported that GSC
was doing better than had previously been estimated and it was
expected that net income for fiscal 1963 would double that of fiscal
1962. This dramatic increase in projected net income was due to
beltter than expected net income of Six Flags and to profit from land
sales. :

On June 14, 1963, 10 days after this board meeting, Hodge wrote
A. Wynne inviting him to become a Penphil stockholder. This letter
confirmed an earlier oral discussion of the matter. The addition of
A. Wynne as a Penphil stockholder gave Penphil direct access to the
person who was conducting the day-to-day affairs of GSC. A Wynne
accepted the invitation and in September 1963 sent his check in the
amount of $9,000 to D. Bevan. '

On July 10, 1963, Haslett and Edward D. Meanor (a private
investor), both Penphil stockholders, flew to Texas and met with
A. Wynne to discuss GSC. On July 15, after returning from Texas,
Haslett spoke with Hodge by telephone concerning the purchase of
GSC stock by the PRR and on July 17 he went to New York City
to meet with Hodge.

A Glore Forgan research report dated July 17, 1963, concluded that
GSC’s earnings per share for fiscal 1963 would at least double fiscal
1962 earnings. This report and the conclusion therein incorporated in
large part the financial and operating information which had been
disclosed and discussed at the board meeting on June 4, 1963.'

On July 18, 1963, Penphil purchased 10,000 shares of GSC at
$16.50 per share from Glore Forgan. Hodge was the registered repre-
sentative who placed the order. The total cost of this purchase was
$165,000; this transaction was financed by a loan from the Chemical
Bank in the amount of $120,000 secured by the 10,000 GSC shares.
These shares were delivered to the Chemical Bank against payment.
On the same day the PRR purchased 4,000 shares of GSC at $16.50
per share from Glore Forgan. Again Hodge was the registered repre-
sentative. In connection with both of these purchases, the investment
decisions were made by D. Bevan, Haslett, and Hodge.

No public release of the improvement in GSC’s fiscal 1963 earnings
was made until August 5, 1963. On that day the Wall Street Journal
published an article based on an interview with A. Wynne in which
Wynne stated that earnings for GSC for the fiscal year ending Sep-
tember 30, 1963 (fiscal 1963) were going to be within the range of
from $1.35 to $1.50 per share: (actual fiscal 1963 earnings per share,
published later, were $1.44). Such earnings would be nearly three
times GSC'’s earnings for fiscal 1963.

THE PRR ACQUIRES GSC

In February 1964, as part of Glore Forgan's efforts to suggest
certain areas of diversification for the PRR, Hodge recommended
to D Bevan that the PRR acquirc 80 percent of GSC’s outstanding
stock. In his letter Hodge noted that there was “‘a distinct possibility
of acquiring in one fell swoop about 40 percent of the company”

18 Tt is unclear whether this renort was ever dictribatard har Mlava Tavman bo i acmbaceans Lok 24 o
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at a price between $20 and $22 per share. Hodge also informed D.
Bevan that Glore IForgan owned 28,000 shares of GSC and that
Mrs. Hodge was the owner of GSC convertible debentures in the face
amount of $84,000. :

During the spring of 1964, D. Bevan, Gerstnecker, and other mem-
bers of PRR’s finance department considered the merits of Hodge’s
recommendation. While it was under consideration, D. Bevan, on
March 19, 1964, purchased 150 shares of GSC from Glore Forgan at
18%; Hodge was the registered representative.

On June 24, 1964, D. Bevan and Stuart Saunders recommended,
and PRR’s board of directors approved, the purchase by Pennco of .
518,439 shares of GSC (approximately 49 percent of GSC’s outstand-
ing stock) from RCI and the T. Wynne family at a price of $22.50
per share. This purchase was closed on July 15, 1964, at a total cost
to Pennco of $11,924,097. Glore Forgan, agent for both the buyer and
sellers, received a commission of 50 cents per share, totaling
$529,219.50. It was the PRR’s intention to acquire 80 percent of
GSC’s outstanding stock.? :

Almost immediately after the above purchase, Haslett, at D.
Bevan’s direction, began to purchase additional shares of GSC for
Pennco in the open market. Between July 1964 and October 1966
Pennco purchased 320,986 GSC shares in 118 transactions.!® This
series of purchases commenced on or about July 22, 1964, with a pur-
chase of 2,000 shares at $20.75 per share. From that date to Novem-
ber 30, 1965, Pennco bought 280,795 shares of GSC stock. During the
period July 1964 to July 1965 the price of GSC stock remained rela-
tively stable, fluctuating between 18% to 22% per share. Near the end
of July 1965, however, the price began to rise and by November 30,
1965, Pennco was paying $39 per share for GSC stock.

-On December 7, 1965, Penphil sold to Glore Forgan a 10,000 share
plock of GSC stock at $37.75 per share. On that same day Glore
Forgan marked up these 10,000 shares $.43 per share and resold them
to Pennco at a profit of $4,300. Penphil originally purchased. its 10,000
shares of GSC at a total of $165,000. Upon the sale to Glore Forgan
Penphil realized total proceeds of $377,500 and a profit of $212,500.

Between November 3 and December 8, 1965, Hodge sold, either
through or to Glore Forgan, 1,900 GSC shares at prices ranging from
$37.75 to $45 per share for -a profit of $30,721.14. Hodge had pur-
chased these shares on April 20, 1965, at 21%. On December 21, 1965,
D. Bevan sold 107 GSC shares to Glore Forgan at $35 per share. The
result of this sale was a profit of $1,752.13 or 87.9 percent. At the
time of the initial purchases Hodge and Bevan had material non-
public information as to PRR’s interest in the acquisition of at least
80 percent of GSC’s outstanding stock.

Although Penphil’s records contaein no resolutions, discussions or
explanations regarding its purchase and sale of GSC common stock,
D. Bevan set forth an explanation of these transactions in a letter
dated July 2, 1970, to Mr. Edward J. Hanley, a director of Penn
Central and a member of Penn Central’s “information, disclosure and
conflict of interest committee.”

17 This intention was not publicly disclosed. .
18 Of the 118 transactions, 54 were cxecuted by Glore Forgan, gencrally as principal.
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Drar Ep: This is to confirm our verbal conversation.

At the time we bought a small amount of Great Southwest stock for our con-
tingent compensation fund, Penphil bought another odd lot offering with the same
idea in mind that it was an interesting speculation.

-At that point, control of Great Southwest was tightly centered in the Rocke-
feller and Wynne families. No one had any possible way of knowing that at a
later date a rift would occur in the Wynne family. However, this occurred in the
following year and as a result Toddy Wynne, Angus Wynne's uncle, thereupon
expressed a desire to dispose of the family’s interest in Great Southwest. Since
the understanding between the Rockefellers and the Wynnes was that they
would act in consort, control of the company became available and it was offered
@:otus tiu‘ough Glore Forgan and, of course, as you know we purchased controlling
interest. B

A few months later I expressed a desire that Penphil sell its Great Southwest
stock so that we would be sure to avoid any future possible conflict of interest.
My wishes were respected and the stock was sold at a price of $38. All members
of Penphil made a sacrific in this connection as the price of $38 compares with
even today’s very low price of approximately $60 a share since the stock was
later split 10 for 1. Actually at its highest the stock sold at $430 a share which
was just a little over a year ago.

Sincerely,
i Davip C. BEvan.

This explanation, written at a time when D. Bevan and his associ-
ates were being investigated by the PCC committee for these trans-
actions, inaccurately described the reasons for the transactions in the
staff’s view. Moreover, it conceals certain significant aspects of these
transactions. Specifically, the odd-lot transaction referred to was,
in fact, a-10,000-share purchase by Pennco; the ‘“few months later”
referred to was, in fact, a 17-month period. Also, the letter fails to
disclose that Bevan was responsible for Pennco’s open market pur-
chases including a 10,000-share purchase on December 7, 1965;
that Penphil purchased its 10,000 shares on December 7, 1965; that
Penphil purchased its 10,000 shares of GSC stock at $16.50 per share
and received a profit of $212,500 (a 130-percent profit) on the sale
of such securities; and that in November and December 1965, at the
time D. Bevan was causing Pennco to buy GSC stock on the open mar-
ket, he and Hodge were selling GSC stock held personally by them to
and through Glore Forgan at a substantial profit. It would appear that
the actual reason for the sales by Penphil, D. Bevan, and Hodge in
December 1965 may not have concerned a conflict of interest as D.
Bevan stated, but may have been because they knew that Pennco had
virtually completed its program of acquiring at least 80 percent of
GSC’s outstanding stock. Furthermore, the crucial moment insofar
as a conflict of interest was concerned was when the PRR decided
to acquire an 80 percent interest in GSC. At that time Penphil had
a major investment in GSC stock which-was not disclosed to the
board of directors of the PRR.

Although Pennco continued to purchase GSC stock from December
1965 to October 1966, it had, by December of 1965, bought 281,000
of the 320,000 shares 1t was to purchase. At the present time, Pennco
owns over 90 percent of GSC’s outstanding stock. It has sustained
an unrealized loss on its investment as of June 9, 1972, of more than
$42 million. This is in sharp contrast to the substantial benefits
Penphil, D. Bevan, Hodge, and Glore Forgan gained through their
transactions. :
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Troricarn Gas Co., Inc.

BACKGROUND

Tropical Gas Co., Inc., with principal offices in Coral Gables, Fla.,
was incorporated in Panama on April 14, 1954, for the purpose of
selling and distributing liquified petroleum gas (I.PG) and gas-con-
suming appliances. As of May 1962, Tropical and its subsidiaries sold
LPG throughout the Caribbean and Central America. Tropical’s
wholly owned subsidiary, Southeastern Natural Gas Corp. (subse-
quently known as Tropigas Inc. of Florida), sold LPG and LPG
appliances in the southern half of Florida.

During the period from 1962 through 1969 Frederick H. Billups
(Billups) was Tropical’s president and chairman of the board and
Hodge was a director and vice president.’® Tropical’s 10-member board
of directors also included Hobart Ramsey (Ramsey) and Alfonso
Manero (Manero).2® Billups, Hodge, and Ramsey were on Tropical’s
executive committee, of which Billups was chairman and Hodge was
vice chairman.?! Each of these persons became a Penphil stockholder.

During 1962, Tropical realized a net income of $1,689,633 on net
sales of $14,146,872. At December 31, 1961, Tropical had approxi-
mately 950,000 shares issued and outstanding, which were traded in
the over-the-counter market. :

PURCHASES OF TROPICAL COMMON STOCK FROM 1962 THROUGH 1964
BY PRR AND PENPHIL

Prior to May of 1962, under the direction of D. Bevan and Haslett,
the PRR had purchased 2,300 Tropical shares and between May 1962
and May 1963, the PRR purchased 29,000 additional shares of Tropi-
cal stock through Yarnall, Biddle & Co. and Glore Forgan at prices
declining from 25 to 20% per share.”

By letter dated June 14, 1963, Hodge invited Billups and Ramsey to
join Penphil. They accepted and became Penphil stockholders on June

- 30, 1963. The inclusion of Billups as a stockholder gave Penphil direct
access to the person running the day-to-day affairs of Tropical. On
July 3, the PRR bought 2,900 Tropical shares through Glore Forgan
-at $18 per share. : '

Between August 1 and August 7, 1963, upon Hodge’s recommenda-
tion, Penphil purchased 5,415 shares of Tropical common stock through
Glore Forgan at prices ranging from $18 to $18% per share.

From August 19, 1963, to August 29, 1963, Penphil purchased
4,585 more Tropical shares through Glore Forgan at prices ranging
from $19.75 to $20 per share. As a result of these purchases, Penphil
held a total of 10,000 shares of Tropical stock. :

In January 1964 Tropical management, including Hodge, began
considering the listing of Tropical common stock on the American
Stock Exchange (ASE). Tropical’s board of directors authorized an
meen a Tropical director since 1954. . X

20 Manero was a partner in Glore Forgan; Ramsey was a limited partner in that firm.

2 On April 26, 1962, Comer J. Kimball was clected to Tropical’s board of directors and executive commmittee.
Kimball, who was chairman of the hoard of the First National Bank of Miami and Arvida Corp., played a
role in the PRR acquisition of Arvida and in Penphil’s acquisition of the stock of First Bank & Trust
-Co. of Boca Raton and the University National Bank of Boca Raton.

22 The 2,300 purchased prior to May 1962 were bought for the compensation plan; the 29,000 were bought for
the pension plan as were all shares purchased thereafter.
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application {for listing on February 21, 1964. This meeting was at-
tended by Hodge, who from February 26 to 28, 1964, bought 1,000
shares of Tropical at $2074 to $21 per share. At the time of Hodge’s
purchases, Tropical’s intention to list its stock on the American
Stock Exchange was nonpublic. On July 29, 1964, 1,130,298 shares of
Tropical common were listed on the ASE.

D. Bevan became a director of Tropical in November 1964, on the
invitation of Billups, and subsequently became a member of Tropical’s
executive committee.

From June 23, 1965, to October 15, 1968, the PRR increased its

“holdings of Tropical stock by 56,000 shares bringing the PRR holdings
to 90,400 shares. Most of the transactions in Tropical stock during
this pertod were made through Glore Forgan.*

On October 23, 1969, stockholders of U.S. Freight Co. (U.S. Freight)
and Tropical approved an agreement which called for the exchange
of 0. 89 shares of U.S. Freight stock for each share of Tropical. Trop-
ical became a wholly owned subsidiary of U.S. Freight on January 9,

©1970. As a result of this transaction, Penphil received 8,900 shares
and the PRR received 79,566 shares of U.S. Freight in place of their
Tropical holdings.

Billups died on May 12, 1970, and on May 27, 1970, Hodge was
elected to fill Billups’ positions as Chairman of Tropical’s board
of directors and director of U.S. Freight. Hodge continues to hold both
of these positions. D. Bevan and Ramsey continue to be Tropical
directors and, along with Hodge, are members of Tropical’s executive
committee. :

On October 20, 1970, Penphil sold its 8,900 shares of U.S. Freight
through Yarnall, Biddle & Co. at $22.50 per share. The proceeds of
$198,345.74 from the trade represented a profit of $6,850.47 for
Penphil. ' :

CoNTINENTAL MORTGAGE INVESTORS

BACKGROUND

Continental Mortgage Investors, a Massachusetts real estate in-
vestment trust, was organized on November 29, 1961, for the purpose
of investing in first mortgage construction and development loans and
m FHA and VA insured mortgages. Its principal offices are located in
Boston. Since CMTI’s inception, Mortgage Consultants, Inc. has ad-
ministered the day-to-day operations of CMI and serves as the invest-
ment adviser and consultant to CMI’s board of trustees.?® As of
March 31, 1964, there were 1,710,644 CMI shares of beneficial interest
issued and outstanding. CMI shares were traded over the counter
until Apri} 14, 1965, when they were listed on the New York Stock
Exchange.

= Bevan had been asked to become a Tropical directar before but had deelined because of alleged possible
conflicts of interest while the PR R was looking into possible pipeline acquisitions.

2 On October 2, 1968, Mapco Inc., an Oklahoma based producer and distributor of oil, natural gas, and
liguid plant foods, announced that it planned to make a tender offer for Tropical stock with the objective
of acquiring 80% of Tropical's stock. In addition, as of October 2, 1968, Tropical was planning a public
offering of 230,000 shares of common stock. (A registration statement covering this offering was filed with the
SXEC on October 15, 1968). Between October 3, and October 15, 1968 Penn Central purchased 9,800 Tropical
snares.

25 At about the time of CMI's formation, D. Bevan was asked to becone a member of CMI’s board of

trustezs. Bevan says that he turned it down after consultation with attorneys in PRR’s legal department
because of possible conflicts of interest with real estate operations of the PR R and its subsidiaries.
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PENPHIL AND THE PRR BUY CMI SECURITIES

In 1963, CMI, with the assistance of Hemphill, Noyes & Co., its
investment banker, began developing plans for the private placement
of $10 million long-term notes. The proceeds of these notes were to be
used to replace part of CMI’s outstanding short-term bank loans with
lower cost, long-term borrowing. As of March 31, 1964, CMI short-
term bank loans were approximately $40 million. .

On April 1, 1964, Lawrence M. Stevens (Stevens), the managing
partner of the Philadelphia office of Hemphill, Noyes & Co., and a
member -of Penphil’s investment committee, wrote a confidential
memorandum to the other members of Penphil’s investment commit-
tee, recommending that Penphil invest in CMI shares. In his meémo-
randum Stevens wrote that Hemphill, Noyes & Co. was placing $10
million of 4)4 percent 20-year notes and 10,000 shares at $15 per
share, the proceeds of which would be used to pay off part of CMI’s
current bank debt. The memorandum stated: - :

Incidentally and confidentially, the company has a bank line of approximately
$20 million at the prime rate (4% percent). These loans require a compensating
balance, however, whercas present financing will permit 109 percent use of the
funds derived. As far as the additional common stock is concerned, it would repre-
sent only quite minor dilution and would not, in my opinion, represent a material
factor.

Following this financing the company plans to announce, as you may note on
one of the enclosed sheets, that no further debt or equity financing is contemplated
at the present time. A quite substantial portion of the $10 million of notes and
stock has been reserved for one of the large New York City companies. One other
institution has indicated that it will take a substantial amount of notes and stock
and, in addition to that, two or three other institutions have the proposal under
consideration.

Dividend payments for the 1963 fiscal year were $1.10. We expect dividend pay-
ments for the 1964 year will amount to $1.35 per sharc. At a price of $17% for the
stock this would afford a yield of about 7.6 percent.

May I again reiterate that some portions of the enclosed are confidential in
nature.

Attached to Stevens’ memorandum were four pages taken from a

confidential memorandum prepared by Julius Jensen, II1, a partner of
Hemphill, Noyes & Co., in the corporate finance department. (Jensen’s
memorandum). These four pages, on the first of which was written
~the word ‘‘confidential,” first stated that CMI shares had-been selling
~at an ‘“‘artificially depressed’’ price between $14% and $16 per share.
According to Jensen, ‘‘numerous security analysts and investment
advisers,” believed that the artificially depressed price resulted from
the request made to CMI stockholders that they authorize the issuance
of up to 1,900,000 additional shares at a minimum price of $15 per
share; and that this request, and the stockholder approval, were
thought to have created an expectation that a substantial equity
offering was imminent and would result-in an immediate dilution of
stockholder equity.?

Jensen’s memorandum then stated that to remove the “lid” on the
market price of CMI shares, the trustees planned to announce that no
further permanent debt or equity financing was contemplated after
the preposed $10 million debt financing was completed ; that CMI’s
trustees also planned a broader distribution of information about
CMI, since the SEC’s limitation on communications during periods

* This was in spite of public announcements by CMI that o decision had been made regarding the time
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of such financing would not apply;* and that these steps would cause’
CMI’s price to rise to $18% to $20 per share shortly after the pro-
posed financing. '

Based on projected earnings for the next 3 fiscal years, Jensen
predicted that the market value of CMI stock would rise to $25%
to $30); per share by the end of the next fiscal year, $31% to $37 per
share by the end of the second succeeding fiscal year, and $36 to
$43 per share by the end of the third fiscal year.

On April 2, 1964, after receiving this information as a member of
Penphil’s investment committee, Francis A. Cannon,?® purchased
500 CMI shares for bis wife’s account at $17% per share. By April 9,
1964, three investment committee members had recommended CMI1
as a proper speculation for Penphil. )

By May 6, 1964, the PRR pension plan through D. Bevan and
Hastlett, Morgan Guaranty Trust Co. of New York as Trustee for
4 pension trust, and First National City Bank as trustee for various
pension trusts, had agreed to purchase $11 million of CMI 4} percent
notes due May 1, 1984, and an aggregate of 110,000 shares at about
$15 per share. , .

Penphil purchased 10,000 CMI shares on May 8, 1964, from
Hemphill, Noyes & Co. at $19.68 per share, at total cost of $196,800,
all of which Penphil borrowed from the Chemical Bank. Hemphill,
Noyes & Co. bought more than 4,500 of these shares from at least
40 other persons and delivered the 10,000 shares to the Chemical
Bank against payment. At the time of these purchases there had
been no public disclosure of the information contained in Stevens-
Jensen confidential memorandum.

The placement of the CMI notes and shares with the three pur-
chasers was concluded on May 20, 1964. The PRR bought $1 million
of the CMI notes and 10,000 of the CMI shares at a price of $15.1648
per share. News of the placement, published in the Wall Street Journal
on May 26, 1964, included the announcement the Stevens-Jensen
memorandum had revealed, that CMI’s management had “Come to
the conclusion that the sale of the additional shares authorized, other
than the 110,000 shares * * * would be inadvisable under the
circumstances and should not be undertaken.”

After its purchase in the May 1964 placement, the PRR continued
to make investments in CMI. By December 1967, the PRR and its
subsidiary, the Buckeye Pipe Line, acquired an additional 27,500
CMLI shares and $2,025,000 in CMI notes.

In August 1968, CMI shares were split 3-for-1, giving Penn Central
a total of 105,750 CMI shares.and Penphil a total of 30,000 shares.?®
In March 1970, CMI shares were further split 2-for-1 with the result
that Penn Central held 211,500 CMI shares and Penphil held 60,000
shares. The market price of CMI shares as of June 2, 1971 was $211%,
and the value of Penphil’s CMI holdings was $1,267,500, an unrealized
profit of $1,070,700 or more than 540 percent.
mreleased by CMI had been limited to quarterly and annual sharecholder reports.

23 Cannon was administrative vice president of First Boston Corp. .
2 On February 17, 1969, the PRR purchased a $1,000,000 CMI 5 percent note due April 1, 1989.
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Froripa Banks

PURCHASE OF FIRST BANK AND UNB STOCK BY PENPHIL AND ARVIDA'S
PURCHASE OF FLEMING/BUTTS REAL ESTATE

D. Bevan and Hodge had been instrumental in Pennco’s acquisition
in mid-1965.of controlling interest in Arvida Corp., which was in the
business of purchasing, developing and selling real estate, principally
on the east and west coasts of Florida. By the close of 1965, D. Bevan,
Hodge, Gerstnecker and A. Wynne Jr., all Penphil shareholders,
were on Arvida’s board.

As early as the fall of 1965, D. Bevan and Hodge were interested in
purchasing on behalf of Penphil a substantial block of stock of banks in
the Boca Raton area. They therefore requested Comer J. Kimball,
Arvida’s chairman®® to obtain informiation on the First Bank and
Trust Co. of Boca Raton N.A. (First Bank), University National
~Bank (UNB), and Boca Raton National Bank, the three banks in
Boca Raton. He forwarded information on the deposits, loans, and
capitalization of the banks to Bevan and Hodge in late November
1965.3' Early in 1966 Bevan and Hodge requested Sawin to have
Kimball arrange for Sawin to meet Thomas Fleming Jr., chairman of
the board and largest shareholder of First Bank and UNB, to discuss
the possibility of investing in these banks. Such a meeting was held on
February 17 in Boca Raton between Hodge, Sawin, and Fleming. In
addition to the availability and price of First Bank and UNB stock,
they also discussed the possibility that the group represented by Hodge
and Swain would participate with Fleming in building up a chain of
banks in appropriate places in Florida. These conversations, without
Hodge, were continued on the i8th. On February 21, 1966, Swain
wrote Fleming thanking him for the information he had made so
readily available and advising him that D. Bevan, Hodge, and he had
discussed an investment by the group of $1 million to $1.2 million.
Because of the very thin market in UNB and First Bank stock, it was
difficult to acquire such stock on the open market.

Shortly after Sawin’s discussion with Fleming about the purchase of
First Bank and UNB stock, Fleming advised D. Bevan that he and his
wife’s family owned certain real property in the Boca Raton area
(Fleming/Butts property) that he wished to sell. On March 23, D.
Bevan advised Arvida's executive committee concerning Fleming’s
desire to sell the Fleming/Butts property. At a meeting of Arvida's
executive comumittee on May 12, 1966, attended by I%avid Bevan
Hodge, and Gerstnecker, Arvida was authorized to negotiate for the
Fleming/Butts property. Thereafter, on May 19, 1966, Brown Whatley
president of Arvida and of Stockton, Whatley, Davin & Co., a large
real estate and mortgage banking company, which provided operating
management for Arvida, wrote Fleming a letter of intent proposing
that Arvida purchase an option on 3,020 acres for the price of $3
million. Whatley concluded the letter by saying:

We would appreciate it if you would keep our interest in your property in confi-
dence. In the event you are interested in our proposal, we would probably want

to take the option in a nominee so that our identity would not be disclosed unless
and until the option is exercised.

3 He had also been a director of Tropical since 1962, Kimball was at the time chairman of the First National
Bank of Miami. .
3 Naaring the cama nerind Tahn Harnar of Glore Forgan sent to Bevan, at his request, information on_
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During the negotiations on the Fleming/Butts property, Fleming
openly expressed his deswe for more of Arvida’s banking business.
At an Arvida board meeting the board authorized the transfer of
one of Arvida’s bank accounts to First Bank. On September 26,
1966, Fleming wrote D. Bevan that he and Whatley had successfully
concluded mnegotiations regarding the sale of the Fleming/Butts
property. :

Pursuant to arrangements with Penphil, on September 27, the day
after the negotiations to purchase the Fleming/Butts property were
concluded, Morgan Zook, executive vice president of First Bank,
opened a brokerage account at the Boca Raton office of Hayden Stone
in Zook’s name as nominee for Penphil. On that day, Zook purchased
100 shares of First Bank; on September 28 he purchased 150 shares
and on October 3, 100 shares. These 350 shares were all purchased for
Peuphil at $30 per share. Penphil’s objective, to acquire a substantial
block of First Bank stock, however, could not be achieved by pur-
chasing stock in the open market because of the thin market.

At least as early as February 1966, Sawin had suggested to Fleming
that First Bank and UNB have & new offering of their shares, the
proceeds of which could be used to construct a new bank building. In
Aungust 1966, after a July bank examination, the Comptroller of the
Currency advised First Bank that it needed additional capital because
of its recent substantial growth. As a result, Fleming and the other
bank directors began to discuss the possibility of a preemptive rights
offering. On September 13, 1966, the board o% directors of First Bank
authorized, subject to stockholder approval, the issuance of 25,000
additional shares at $24 per share. This information.was disclosed to
Sawin sometime prior to Penphil’s purchases in September and Octo-
ber and before other First Bank stockholders were notified on Octo-
“ber 5. Existing stockholders as of October 19, 1966, would recieve
rights to purchase these shares. As noted above, Penphil purchased
350 shares between September 27 and October 3, 1966. Thereafter, on
December 9, Sawin wrote a memorandum to Hodge describing the
rights offering and recommending that Penphil buy approximately
$200,000 of additional First Bank stock and approximately $100,000
of UNB stock. Sawin asked for authority to proceed with the pur-
chase of this stock. Copies of this memorandum were also sent to
D. Bevan and members of Penphil’s_investment committee. Shortly
thereafter, Hodge, on behalf of lgenphil, authorized Sawin to purchase
$200,000 of First Bank stock. This rights offering was made in late
December 1966. First Bank’s directors received the lion’s share of the
rights offered and Fleming arranged for each director to sell a portion
of his rights to Penphil at $1.50 per right. Pursuant to this arrange-
ment, Penphil purchased 30,848 rights between December 30, 1966,
and January 6, 1967, exercised the rights and purchased 7,712 First
"‘Bank shares. The cost to Penphil of the rights and stock was $231,360.3
As of January 6, 1967, Penphil owned 8,250 First Bank shares (6.3
percent of the outstanding shares) for a total cost of $249,972.

It should also be pointed out that during the spring of 1966, at the
same time it was negotiating for the Fleming/ Butts property, Arvida
was also confidentially granting IBM an option to purchase approxi-
mately 500 acres of land located near the Fleming/Butts property

82 This money came from the proceeds received from Penphil’s sala nf ite QN abnate im ™o
Penphil also exernizad the 280 —~te- i civea 11



322

and on which IBM proposed to build a research and manufacturing
~facility. This agreement was known to only a few persons associated
with Arvida and IBM. Arvida wanted to keep the agreement with
"IBM confidential until after IBM purchased the property and Arvida
acquired an option to purchase the Fleming/Butts property. When
Penphil purchased 350 shares of First Bank stock from September 27
to October 3, IBM had already confidentially exercised the option
and planned to build a manufacturing and research facility in Boca
Raton. The entrance of IBM into the area with its attendant favorable
economic impact was almost certein to generate new banking
business. Penphil also had, at the time it made these purchases, the
nonpublic information that First Bank had authorized a rights
offering to existing shareholders at $6 below the current market price.

FLORPHIL

Florphil Co. was incorporated on January 13, 1967, in order to give
Whatley, Joseph Davin, vice president of Arvida,® and three others
not associated with Arvida,® an opportunity to participate in Penphil’s
investments in First Bank and UNB, Upon its incorporation Florphil
issued 1,600 shares at $30 per share to these five individuals. On the
same day Florphil issued 8,250 shares to Penphil in exchange for
8,250 First Bank shares. . -

In early 1967, Penphil and Florphil began to purchase shares of
UNB. On January 12, Penphil bought 328 shares and on January 30,
bought 200 additional shares at $20 per share and on March 6,
100 shares were purchased at $21 per share. On February 8, 1967,
UNB authorized an offering of 10,000 shares. Each UNB share-
holder, as of February 8, received the right to purchase, at $16 per share,
one new share for each five shares owned. Penphil, the record owner of
528 shares, exercised its rights and bought 105 additional shares.
On March 22, Florphil bought 8,500 rights at $1 per right from existing
shareholders, exercised the rights, and bought 1,700 shares at $16
per share. On March 27, Penphil purchased 11,500 rights at $1 per
right, exercised the rights, and purchased 2,300 shares at $16 per share.
The purchase of these rights was arranged in much the same manner
as with the First Bank rights in December 1966. By March 27,
Penphil and Florphil owned 4,733 UNDB shares at a total cost of $98,-
340. UNB as of that date only had 60,000 shares issued and out-
standing, 7.1 percent of which were owned by Florphil and Penphil.

On February 20, 1968, Penphil and Florphil merged, with each
Florphil stockhloder receiving 0.8181 Penphil shares for each Florphil
share owned. The following chart reflects the unrealized profit to each
individual Florphil shareholder which resulted from this transaction.

Penghil Total

, Florphi! Cost of shares netasset  Unrealized

Name i shares shares received value profit

Harry Ortlip. ___ .. .. .. . ... 500 $15,000 ° 409  $19,795.60 $4,795.60
Joseph David _.... - 200 6, 000 163 7,889.20 1,889.20
Alfonso Manero. . - - 200 6, 0C0 163 7,889.20 1,889.20
Brown Whatley_____ . - 500 15, 000 409 19,795.40 - 4,795.60
O.F. Lassiter. oo 200 6,000 163 7,889.20 1,889.20

# Kimball, Arvida's chairman died in March 1966.
TN N N i s Wenokiea Tat A riatian A lfanca Manern of Giera Forgan. and Harry F. Ortlip.
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In August 1968 First Bank had another offérving of its securities at
which time Penphil bought 1,815 shares at-$50 per share for a total
consideration of $90,750. :

FIRST BANCSHARES

Sometime prior to June of 1968 Fleming had been invited to become
a Penphil stockholder and on January 6, 1969 did so by purchasing
2,285 Penphil shares at $35 per share for a total cost of $79,975.

In February 1969, First Bank declared a 100-percent stock dividend
and Penphil received an additional 10,690 shares. UNB declared a
10-percent stock dividend and Penphil recieved an additional 135
UI\}DB shares. Penphil, as of February 1969, owned 19,565 shares of
First Bank and 4,668 UNB shares. :

As already stated, by February 1966, Sawin had been discussing
with Fleming a program whereby a substantial interest would be
acquired in a number of banks in southern Florida. In addition to
Penphil’s investments in First Bank and UNB, various Penphil stock-
holders discussed with Fleming possible investments in other Florida
banks during the period of 1966 through 1969. At about this time,
a bank holding company became a technique employed to circumvent
Florida’s prohibition against branch banking. On September 19, 1969, -
Fleming issued a news release announcing a proposed new bank holding
company which would exchange its shares for outstanding shares of
First Bank, UNB, First National Bank & Trust Co. of Riviera Beach,
and Citizens Bank of Palm Beach County. Fleming was to be chair-
man of the board of the holding company. '

Pursuant to permission granted by the Federal Reserve Board on
May 21, 1970, the holding company, First Bancshares, offered its
shares of common stock; the exchanges of stock were declared effective
as of October 15, 1970. As a result Penphil became the owner of 26,048
sharves of First Bancshares stock. Penphil’s shares, after a 2-to-1 stock
split on March 1, 1971, doubled to 52,096, approximately 7 percent of
First Bancshares outstanding stock. According to a summary of finan-
cial data prepared by Penphil, the market value of such stock as of
June 2, 1971, was $1,181,400 representing an unrealized profit over
Penphil’s cost ($439,062) of $742,338.%

StmingTOoN WAYNE CoORP.
BACKGROUND

Symington Wayne Corp. was incorporated in Maryland in 1924
and maintained its principal office in Salisbury, Md. The company
was primarily engaged in manufacturing gasoline pumps and other
service station equipment, steel castings, and equipment used in the
railroad industry and handtools. During the period 1967—68 Symington
Wayne’s stock was traded on the New York Stock Exchange and as of
December 31, 1966, the company had issued and outstanding 1,956,278
shares of common stock. During the period 1958 through 1967, the
company’s net sales increased from approximately $40 million to

3 As already noted, Pennco acquired its controlling interest in Arvida for approximately $20,400,000.
The last installment fell due in July 1967, and it was necessary for Pennco to borrow $3 miliion from the
First National Bank of Miami to pay the balance owed. First Bank and UNB both participated in the loan
in the amount of $200,000 and $50,000 respectively due July 27, 1969, During January 1969, D. Bevan, through

amine ~htninad an avbaceaine
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$104 million and net income increased from approximately $1,600,000

to "$4,500,000. —Retained -earnings-as- of - December-31, 1967, were. ..

$26,283,105. Hobart Ramsey, a Penphil stockholder and Glore

Forgan partner, was also a member of the board of directors of
Symington Wayne. ' :

DRESSER'S TENDER OFFER

Sometime prior to April 27, 1967, Dresser Industries, Inc. (Dresser)
purchased 140,000 shares of Symington Wayne stock. On April 27,
John Lawrence, president and chairman of the board of Dresser,
advised the Dresser board that these shares of Symington Wayne
bad been acquired and recommended that he explore with Symington
Wayne an exchange of Dresser cumulative convertible preferred
voting for the outstanding common stock of Symington Wayne.

On May 2, 1967, Lawrence contacted William Ig Bateman, presi-
dent and chairman of the executive committee, of Symington Wayne
by telephone and a meeting was arranged for May 16, 1967, to discuss
in detail Dresser’s proposal. By letter to Bateman dated May 15,
1967, Lawrence set forth in some detail the proposal being made.
At the meeting on May 16, Lawrence presented a document entitled
‘Opportunities Resulting From a Merger of Symington Wayne Corp.
and Dresser Industries, Inc. Bateman requested Paine, Webber,
Jackson & Curtis, its investment bankers, to analyze the proposat
and also discussed it with various officers and directors of Symington
Wayne. Bateman concluded that the Dresser offer would ‘‘have to be
sweetened considerably before it would be advantageous to our
stockholders.” Paine, Webber estimated the value of Dresser’s offer to
be $36 per share or a premium of 6% over the then market price of
Symington Wayne common stock. On May 24, 1967, a meeting of
Symington Wayne’s executive committee was held with Hobart
Ramsey, a Penphil member since June 1963, present. The Dresser
proposal was discussed. The members of the committee were unfavor-
ably impressed and directed Bateman to communicate this to Dresser,
which he did that day. The next day, Lawrence and the vice president,
finance of Dresser met with Bateman and an attorney for Symington
Wayne. At this meeting Lawrence improved Dresser's offer for
Symington Wayne’s stock by increasing the amount of the proposed
dividend on the convertible preferred. On May 26, Dresser’s new
offer was communicated to the members of the executive committee,
including Ramsey. Ramsey thereafter discussed these meetings
with Hodge, whose office was next to Ramsey’s at Glore Forgan.

PURCHASE BY PENPHIL STOCKHOLDERS AND THE PRR

On Monday, May 29, at least seven Penphil stockholders purchased
5,300 shares of Symington Wayne. Warren H. Bodman (Bodman), a
general partner of Yarnall, Biddle & Co., a broker-dealer in securities,
bought 100 shares at 33%. Other Penphil stockholders purchasing that
day through Yarnall, Biddle & Co. were D. Bevan, 1,000 shares at
30%, 31, and 31%; T. Bevan, 100 shares at 33% and Vincent G. Kling,
500 shares at 32%, 32%, and 33. Hodge purchased 2,000 shares that day
through Glore Forgan at prices ranging from 30% to 33% per share.
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D. Bevan and Haslett caused the PRR to purchase 1,000 shares at 33
and 33Y% per share through Yarnall, Biddle & Cc..on May 29. In addi-
tion, Gerstnecker bought 100 shares and Haslett bought 500 shares .
through White, Weld & Co. on that day.

On June 1, 1967, Paul D. Fox purchased 100 shares through De-
Haven & Townsend, Crouter, and Bodine, while ou June 2, Ramsey
bought 139 shares through Glore Forgan at 337/; and 34 per share.

Despite the fact that at least seven Penphil stockholders purchased
Symington Wayne stock on May 29, and one other bought by the
first of June, those questioned have denied discussing the matter with
each other and denied knowledge of the Dresser proposal. None, how-
ever, has been able to give any substantial reason for purchasing these
shares except “I must have thought it was a good investment.”

MERGER DISCUSSIONS BETWEEN SYMINGTON WAYNE AND UNIVERSAL
‘AMERICAN

On May 30, 1967, the Symington executive committee met and
discussed the new Dresser offer and determined to make a counter-
proposal. It daes not appear that such a counterproposal was made,
however merger discussions between Symington Wayne and Universal
American Corp. (Universal) were initiated by Bateman during June.
On June 21, 1967, Bateman and a Symington Wayne attorney met
with officials of Universal in New York City to discuss in detail a
possible merger. As a result, Bateman wrote the board of directors on
June 22, stating that the Dresser offer would mean approximately $42
to $43 per share to Symington Wayne’s stockholders; however, Dresser
would not commit itself in writing to continue Symington Wayne as a
separate corporate entity. On the other hand, he pointed out that
Universal’s offer appeared more favorable because it would mean
approximately $53 per.share to Symington Wayne stockholders and
there was a much better chance that Symington Wayne would retain
its identity even to the extent of having an equal number of members
on the board.

On the morning of June 27, Bateman, the Symington Wayne

attorney, Ramsey, and a Glore Forgan analyst, among others, again
met with Universal officials to discuss the merger and arrived at an
agreement in principle to merge the companies. It was further agreed
that letters of intent would be exchanged subject to board approvals
on June 28, 1967, and a joint announcement would be made on June 28,
after the close of trading on the NYSE.
" At 10:42 a.m. on June 27, Penphil purchased 1,000 shares.of Sym-
ington Wayne at prices ranging from 3314 to 34 per share through
Glore Forgan. Hodge was the registered representative on the trade,
which was placed by T. Bevan. On the 28th, the boards ratified the
merger agreement and a public announcement was made. On June 29,
the PRR purchased 4,000 shares at prices ranging form 3314 to 34
per share through Glore Forgan. Hodge was again the registered
representative.

DRESSER ACQUIRES SYMINGTON WAYNE

Subsequent to the merger agreement, Dresser countered on July 7
with a tender offer for Symington Wayne stock at $40 per share.
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Eventually this tactic was successful and Universal withdrew its
merger proposal. In April 1968, Symington Wayne merged with
Dresser.

SUMMARY

As previously noted at least seven Penphil stockholders purchased
Symington Wayne shares on May 29, and two others purchased the
stock on or before June 2, 1967. Penphil itself also purchased 1,000
shares on June 27. The following chart sets forth these purchases, the
subsequent sales and the resulting profits:



PURCHASES AND SALES OF SYMINGTON WAYNE

Hodge Bodman Kling D. Bevan - Haslett T. Bevan  Gerstnecker Fox Ramsey Penphil
Date of PUChASE. . _ o ooeoocmmaaneen May 29,1967 May 29,1967 May 29,1967 May 29,1967 May 29,1967 May 29,1967 May 29,1967 June 1,1967 June 2,1967 lune 27,1967
Number of shares. . 500 1,000 500 100 1 10 ] 1,000
Total Cost....... $55, 203, 03 $3,312.50 $16,614. 69 $31,596. 27 $16, 916, 13 $3,398.31 $3,385.75 $3,147.26 $4,767.70 $33, 875.
Date of sale........ Aug. 1,1967 -Oct. 16,1967 Nov. 30,1967 Dec. 20,1967 Dec. 27,1967  Jan. 4,1968 1 Jan. 5,1968 Q] Jan. 4,1968
Number of shares sol , 000 1,000 500 1,000 500 00 ... ... 100 L. 1,000
Proceeds of sale__.. .. $78,496.55 $4, 000. 00 $20,774.58 $42,046.65 $20,774.58 $4,167.15 $42,000.
[ N §$13,293.52 $687. 50 $4,159. 89 $10, 450, 38 $3,858. 39 $1,019.89 $8,125.

L1t is not known at this time whether or not Gerstnecker or Ramsey have sold their shares,

128
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In addition to the above purchases and sales, the PRR purchased
and sold Symington Wayne stock during this same period:

Purchases Sales

Date Shares . Cost Shares Proceeds

1,000  $33,480.65 . ... _...__...._.._.
4000  136,640.17 . I1TIITITIIITTII I

: 2,000 '$83,198.32
2,000 83,695, 70
1,000 43,589.12

Total . 5,000 210, 483.14
Less cost.___ - 169, 940. 82
£ O 40, 542.32

~ Naironan Homes Corp.

- ' BACKGROUND

Natioral Homes Corp. is an Indiana corporation organized June 25
1940, to engage in the manufacture and sale of prefabricated houses
By 1968, National had formed or acquired a number of subsidiaries
which engaged in manufacturing prefabricated homes, operating sub-
divisions, manufacturing mobile homes, making construction loans to
builder-dealers, and making mortgage loans to purchasers of homes.
National’s headquarters and main manulacturing facilities are located
in Lafayette, Ind. As of December 31, 1967, National had 4,687,754
shares of common stock issued and outstanding and 1967 sales of

- $53,900,072. National’s common stock and warrants were listed on
the Midwest~Stock Exchange.

INVESTMENTS BY PENPHIL, PENPHIL MEMBERS, AND THE PRR

Unlike most of Penphil’s investinents, there does not appear to have
been any interlocking relationship between Penphil shareholders and-
National. Neither the PRR, Penphil nor Penphil stockholders owned
shares of the stock of National prior to June 1968. During 1968, prior
to August, National apparently did not engage in any unusual or
extraordinary business transactions.

During June 1968, Penphil and certain Penphil stockholders pur-
chased shares of National. On June 5, 1968, Penphil, on the recom-
mendation of Stevens, bought 5,000 shares of National through
Hornblower & Weeks, Hemphill, Noyes at prices ranging from $14% to
$147% at a total cost of $74,101.52.3° On the same day, D. Bevan pur-
chased 1,000 shares through Hornblower & Weeks at $14% per share.®
Stevens was the registered representative on the trades through
Hornblower & Weeks, Hemphill, Noyes. Due to an apparent over-
sight, Hodge was not consulted or advised ol Penphil’s purchase until
the morning of June 7th. Although Hodge believed Penphil would

3 Stevens is deceased. There is no record of the reasons for his recommendation of National Homes stock,
31 D, Bevan sold his 1,000 shares on December 9 at $34 per share for a profit of $18,671.82.
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probably make some money on this investment, he nevertheless
disapproved.?.

Penn Central purchased 9,700 shares of National stock on December
2, 1968, at $28)%, 5,200 of these shares were sold during September
1969, at prices ranging from $18% to $19%. Penphil sold its 5,000 shares
of National on October 20, 1970, at $16% for a profit of $9,035.98.

Exuisrr IV-1

PENPHIL STOCKHOLDERS

Original Penphil stockholders

David Bevan did not hold any office with Penphil but was one of the
persons who controlled its affairs. While a Penphil stockholder, D.
Bevan was vice president, finance of the Pennsylvania Railroad Co.
(PRR) and chairman of the finance committee of the PRR and its
successor the Penn Central Company (PCC). In these positions D.
Bevan had overall responsibility for investments in securities by the
PRR, PCC and their subsidiaries, including investments for the plan
for supplemental pensions (pension plan) and the contingent compen-
sation plan (compensation plan).®® During this period D. Bevan was a
director and member of the executive committee of Great Southwest
Corp., Kaneb Pipe Line Co., Arvida Corp., and Tropical Gas Co., Inc.

Charles J. Hodge whose Penphil stock was held in his wife’s name,
was also one of the persons who controlled Penphil’s affairs and was a
member of Penphil’s investment committee. He was a partner or
officer of Glore Forgan & Co. and its successors, a broker-dealer and
investment banking firm, during the period 1962~71. While a Penphil
stockholder, Hodge was also a director and member of the executive
committes of Kaneb Pipe Line Co., the Great Southwest Corp.,
Tropical Gas-Co., Inc., and Arvida Corporation. '

Thomas Bevan the brother of David Bevan, was at various times
‘between” July 1962 and 1970 president, secretary, treasurer and a
director of Penphil. As Penphil’s secretary and treasurer until 1971,
Bevan maintained all of Penphil’s corporate books and records, in-
cluding Penphil’s checkbooks and financial records. Throughout Pen-~
phil’s existence T. Bevan has been a partner of the Philadelphia law
firm of Duane, Morris and Heckscher. Until 1971 he handled all of
Penphil’s legal work.

Lawrence Stevens, whose Penphil stock was held in his wife’s name,
was a member of Penphil’s investment committee until his death in
1969. As a member of the investment committee, he participated in
several of Penphil’s investment decisions. Stevens was the managing
partner of the Philadelphia office of Hemphill, Noyes & Co., a reg-
1stered broker-dealer, and its successor, Hornblower & Weeks-Hemp-
hill, Noyes & Co. during his association with Penphil. :

32 When Penphil made its investment in National Homes without the benefit of an inside position, Hodge
stated in a letter dated June 7, 1968 to D. Bevan:

“I was notified after the fact this morning that Penphil has bought 5,000 shares of National Homes. Larry
called me and explained it was an oversight that I was not notified, and this oversight is understandable and
I am certainly not put out. However, [ must go on record, while this will be a popular and fast moving stock
1 do not agree with the fundamental purpose nor do I agree with the management of the Price brothers who
have not demonstrated any ability in this field. I am confident that stockmarketwise we will probably
make some money in it, but would like to go on record that this is not one to hold blindly.”

3 The pension plan is a qualified pension plan for employees of the PRR, PCC and their subsidiaries
earning more than the amount covered by the Railroad Retirement Act. The compensation plan is a de-

ferred compensation plan for employees of the PRR and the PCC earning an annual salary of more than
$30 thousand.
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Robert Haslett has been a member of Penphil’s investment com-
mittee from the date it was formed until the present and for most of
that period served as its chairman. During his association with Penphil
he has held the positions of director of investments of the PRR and
PCC and also vice president, investments of the PRR and- PCC. In
such positions he has made, under the supervision of Bevan, all invest-
ment decisions for the pension plan and the compensation plan.

Benjamin F. Sawin, although never an officer of Penphil, played a
significant role in several of Penphil’s investments. While a Penphil
stockholder, Sawin was also president and later vice chairman of the
board of directors of Provident National Bank of Philadelphia.

Francis A. Cannon was administrative vice president of the First
Boston Corp., a registered broker-dealer. ’

Warren H. Bodman was a partner of Yarnall, Biddle & Co., a
registered broker-dealer. .

C. Carroll Seward was also a partner of Yarnall, Biddle & Co.

William R. Gerstnecker was treasurer of the Pennsylvania Railroa
and later vice president—corporate of the Penn Central Co., a director
oBf A;]I;vida, and Great Southwest and vice chairman, Provident National

ank.

Paul D. Fox was a vice president of the Pennsylvania Railroad and
vice president—administration of the Penn Central Co. '

Theodore K. Warner was vice president—taxation of the Pennsyl-
vania Railroad and of the Penn Central Co.

F. B. Holmes was vice president of P. H. Glatfelter Co.

Edward D. Meanor managed his personal investments.

John K. Acuff was a partner of Brooke, Sheridan, Bogan & Co., Inc,;
a registered broker-dealer.

Other persons who became Penphil stockholders subsequent to June 1962

Herbert E. Fisher became a Penphil stockholder on or about
June 30, 1963. Fisher was the president and chairman of the board of
Kaneb Pipe Line Co., Inc., 2 company in which Penphil invested in
1962. . -

Angus G. Wynpe, Jr., became a Penphil stockholder in the summer
of 1963. Wynne was the president and chairman of the board of
Great Southwest Corp., a company in which Penphil invested in 1963.

Fred H. Billups became a Penphil stockholder on or about June 30,
1963. Billups was the president and chairman of the board of Tropical
Gas Co., a company in which Penphil invested in 1963. :

Edwin B. Horner became a Penphil shareholder in the summer of
1963. He was with the First Colony Life Insurance Co. .

Samuel A. Breene became a Penphil shareholder in June 1967. He
was a Penonsylvania attorney.

Thomas F. Fleming, Jr., became a Penphil stockholder in August
1968. Fleming was chairman of the board of First Bank & Trust
Co. of Boca ﬁaton (N.A)) and also of the University National Bank
of Boca Raton, companies in which Penphil invested in 1966 and 1967.

Hobart Ramsey became a Penphil stockholder on June 30, 1963.
While & member of Penphil’s Investment Committee Ramsey partici-
pated in some of Penphil’s investment decisions. During his associa-
tion with Penphil, Ramsey was a limited partner of Glore Forgan and
a director and member of the executive committee of Symington
Wayne Corp., a company in which Penphil invested in 1968. -



331

Brown L. Whatley became a Florphil stockholder on January 13,
1967, and a Penphil stockholder on February 19, 1968. He was presi-
dent and a director of Arvida Corp., a company acquired by the
Pennsylvania Company in 1965, and president of Stockton, Whatley,
Davin & Co., a large real estate and mortgage banking company
which provided operating mana%gment for Arvida since 1961.

Joseph W. Davir became a Florphil stockholder on January 13,
1967, and a Penphil stockholder on February 19, 1968. He was vice
president and a director of Arvida and first vice president of Stockton,
Whatley, Davin & Co. )

Alfonso Manero became a Florphil stockholder on January 13, 1967,
and a Penphil stockholder on February 19, 1968. He was a partner of
Glore Forgan & Co.

Olbert F. Lassiter became a Florphil stockholder on January 13,
1967, and a Penphil stockholder on February 19, 1968. He was presi-
dent of Executive Jet Aviation. '

Harry F. Ortlip became a Florphil stockholder on January 13, 1967,
and a Penphil stockholder on February 19, 1968. He was president of
his own. company.

Cornelius A. Dorsey became & Penphil shareholder in August 1968.
He was Haslett’s assistant at Penn Central.
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APPENDIX A

=22 H. R. 12128

To
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- IN THE HOUSE OF REPRESENTATIVES

DeceMzer 8,1971

s, Stageers introduced the following bill; which was referred to the Com-

mittee on Interstate and Foreign Commerce

A BILL

cxtend the protection provided by the Federal securities
laws to persons investing in securities of carriers regulated
by the Interstate Commerce Commission.

Be it enacted by the Senate and House of Representa-

tives of the United States of America in Congress assembled,

AMENDMENTS TO SECURITIES ACTS |

Secrion 1. (a) (1) Section 3 (a) (6) of the Securities
Act of 1933 is repealed.

(2) The second sentence of section 19 (a) of such Act

is amended by striking out “; but insofar as they relate to any-

common carrier subject to the provisions of section 20 of the

Interstate Commerce Act, as amended, the rules and regula-

_tions of the Commission with respect to accounts shall not he

I
(335)
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2

inconsistent with the requirements imposed by the Interstate
Commerce Commission under aufhority of such section 20,

(8) Section 214 of the Interstate Commerce Act is
amended by striking out the second prow-_'iso. |

(b) Section 13 (b) of the Securities Exchange Act of
1934 is amended by striking out “, and in the case of carriers
sui;jecf to the provisions of section 26 of the Interstate Com-
merce Act” and all that follows in such subsection, and insert-
ing in lieu thereof ““ (except that such rules and regulations
of the Commission may be inéonsistent with such require-
ments to fhe extent that the Commission determines that the. '
public interest or the protection of investors so requires).”

~ (c) Bection 304 (a) (4) (A) of the Trust Indenture Act

of 1939 is amended by striking out ““ (6),”.

(d) Section 3 (c¢) (7) of the Investment .Compﬁny Act
of 1940 is repealed. |

EFFECTIVE DATES

SEc. 2. (a) The amendments made by subsections (a)

and (c) of section 1 shall take effect on the sixtieth’ day after

the date of enactment of this Act, but shall' not apply with

' respect to any security which was bona fide offered to the
~public by the issuer or by or through an underwriter before

‘such sixtieth day.

(b) The amendment made by subsection (b) of section

1 shall not apply to any report by any person Trespecting a
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3
fiscal year of such person which began before the date of
enactment of this Act. |
(c) The amendment made by subsection (d) of section
1 shall take effect on the sixtieth day after the date of enact-

ment of this Act.



APPENDIX B

SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549 -

BY SPECIAL MESSENGER

Honorable Harley O, Staggers

Chairman, Comittee on Interstate
and Foreign Coomerce

House of Representstives

2125 Rayburn Housa Office Buuding

Washington, D. C. 20515

Re: H.R, 12128, 92nd Congress.
Déar Mr. Chairman:
In the absence of Chairman Casey, I am pleased to send you herewith
three copies of a memorandum setting forth the Coumission's views
on H.R, 12128, This is in responase to your request for a report
on that bill,
We have Jjust been advised by the Office of Management and Budget
that there is no objection to the gubmissfon of this raport from
the gtandpoint of the Administratfon’s Program.

Sincerely yours,

Hugh F. Owens
Comnisgioner

Bnclosuras (3)

(338)
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MEMORANDUM PREPARED BY THE SECURITIES AND EXCHANGE COMMISSION FOR THE.
HOUSE OF REPRESENTATIVES COMMITTEE ON INTERSTATE AND FOREIGN COMMERCE
WLITH RESPECT TO H, R, 12128, 92ND CONGRESS

H.R. 12128 would amend Sections 3(a)(6) and 19(&) of the Securities
Act of 1933 [15 v.s.C. 77cka)(65, 77s(a{], Section 13(b) of the Securities
Exchange Act of 1934 [15 u.s.c. 78m(£)j; Section 304ka)(4)(A) of fﬂe Trust
Indenture Act of 1939 [15 U.S.C. 77ddd(a)(4)(A)], ééc_tien 3(e)(7) of the
Investment.Company Act of 1940 [15 U.S.C; 80a~5(c)(7)], and also Section 214
of the Interstaté Commerce Act which wasladded_ﬁnder Part II of that Act.by
Section 214 of the Motor Carrier Act of 1935 [4§ U.S.b. 314].

The effeét of these aﬁendment; would be the repeal of certain exemptions
under the federal-gecuriéies i;ws administered by the Securities and Exchange
Commission which are now a;ailéble in connéétion with the issuénce of secur-
ities and the filing of reports by ce?tain interstate carriers by rail and
mof&r which are subject to the jurisdiction of the Interstate Commerce
Commission. An anélysis of each amendment is seé forth below,

While the Commission ha; been aware for some tiﬁe of the existence of a

“weak spot in disclosureé to, and protection of, securities investors who may
acquire securities issued by ICC;rqgulated carriers which are exempt under
the'aone mentioned.provisioqs of the fedefal securities laws, the dangefs in-

j He;ént_i@lthis_situﬁtion beéame much more apparent during recent Congressional
hear;ngs relating to the bankrupﬁéy of-Penn Central Transportation Company.l/ In
the light of this'bac#giound and for the reasons which are more fully déscribea
below, the Securities and Exchange Commission strongly supports enactment of

H.R, 12128 in its prescnt form.

1/ See Hearings before the Special Subcommittee on Investigations of the
Committee on Interstate and Foreign Commerce, House of Representatives,
9lst Cong. 2nd Sess., Scpt. 24, 1970 "Penn Central Transportation Company:
Adequacy of Investor Protection”; also Staff Study for the same Special
Subcommittee, July 27, 1971 "Inadcquacies of Protections for Investors in
Penn Central and Other ICC-Regulated Companies" (Committee Print).
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I. Repeal of Scction 3(a)6) of the Securities Act of 1933,

The Securities Act of 1933 (the "Securities Act"), comnonly called the
"Truth in Securities" law, has two basic objectives: (a) to provide investors
with material finanéinl an& other inforﬁation concerning securities offered
for public sale in.ingerstate comﬁerce or through the mails; and (b) to
prohib&t misrepresentat{on, deceit and other f;auduient acts and-ptactices

" in the sale of securigies generaily, Such information is made eyail&ble
tﬁrough the requirément that a registrhtipnpstatement be filed with this
Commission b;.the-issuer or seller of the securities which must become
eff;ct#vg before sales may be effected, and that a prospectus which must
be filed as part of that registration statement and must contafn the minimum
di§glosures’specified by the Securities Act be furnished to prospective
purchaser§ so that they may exercise an informed judgment on whether or
not to invest in such securities. Civil remedies are provided by the Act
to an investor-who suffers a loss as a result of violations pf the regis-
tration, disclosure or anti-fraud requirements of the Act by the issuer
or selyer of the securities, and such remedies may also be asserted against
others who participated in the violations.

Section 3(a)(6) of the Securities Act exempis fr;m the registration and
prospectus requirements of the Act securities of common or contract carriers,
the issuance of which is subject to the provisions of Section 20(a) qf the
Interstate Commerce Act, a; amended [49'U.S.C. 20(a)]. The term "carrier,
as defined for purposes of Section 20(a), includes virtually ali companigs
vhich arc engaged in interstate tra;sportation as common or éogtract carriers

by rail or motor,
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One result of the exemption under Section 3(a)(6) of the Securities Act
has thus been that investors in such carriers have not been afforded the pro-
tections provided throuﬁh reglstration as envisioned under Section 5 of that -
Act, To this extent, such carriers have been in a class by themselves among
Industrial corporations, Only.banks, savings and loan associations; and
insurance companies have specific exemptions comparable to those granted to
such car;icrs. Moreover, it should be noted that not all carriers enjoy the
exemption under $ccfion 3(a)(6), for example, alr carriers while ostensibly not
different from railroads or trucks in such respects, are subject to the
requirements of the Securities Act in the same manner as other industrial
corporations. Nevertheless, while subject to the federal securities laws,

‘an air carrier is also subject'to concurrent supervision by thé Civil Aero--
nautics anrd, without any special problems arising from such dual jutisdiction.zl

There is very little in the legislative history of Section 3(a)(6) to
provide an explanation for vesting of sole jurisdiction over carriers in the
Interstate Commerce Commissjon including jurisdiction over issuance éf securities,
However, there appears in‘a statement by theuHonorable Huston Thompgon, a former
member of the Federal Trade Commission in which supérvision of the Securities
Act was originally vested, and one of the framers of H.R. 4314 and S. 875 (the
original versions of this Acé in both houses of the 73d Congress), the follow-
ing explanation of the purpose underlying what was to become Section 3(a)(6):

We do not want to have railroad companies file their -information

with the Federal Trade Commission and then go ahead and have to file

it also with the Interstate Commerce Commission. So we say that

where they are covered by a division of the Federal Government that

has supervision, then they shall file their information with that
division, but not with the Federal Trade Commission,

* * * * *

2/ This is applicable also with respect to the concurrent jurisdiction by the
SEC and Federal Power Commission over gas and clectric public-utility
holding companics; see Subcommittee Staff Report, fn 1 supra, pg. a1i).
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But when it comes to advertising, anyone, no matter where

they have filed other information, becomes responsive to the

provisions of this bill, so far as advertising is concerned, 1[

The section of H.R. 4314 dealing with advertising, and referred to
above, was section 8 of the bill, Those sections of the Secyrities Act into
which the originally proposed section 8 has been incorporated, i.e. Sections -;
5(b)(1), 5(b)(2), 6(d), 10(a)(1l), 10(a)(2), 10(c) and 10(d), related to the
form and content, availability for inspection, and requirement of delivery
of prospectuses covering securities proposed- to be 'sold in interstate commerce,
These sections do not, however, apply to carriers, by virtue of the Section
3(2)(6) exemption. ‘A possible explanation for the declsion, at
the time the Securities Act was enacted into law, not to carry through the
original -intention to require compliance with the advertising provisions, may
be.found in a statement by R. V. Fletcher, .General .Counsel of the Association .-
of Railway Executives during the same hearings:

Section 8 was one of the matters 1 wanted to touch on, I

have not had time to do that, That is the section, of course,

which deals with advertisements, so called, and various things

which might be put in there, and it seems to me that this is

another feature which will burden the carriers unnecessarily,

and accomplish no useful purpose insofar as the carriers and

those purchasing their securities are concerned. i/

The most significant effect of the repeal of Section 3(a)(6) of the
Securities Act would be to abolish the exemption now available to ICC-regulated
carricrs from the registration and prospectus requirements of Section 5 of
that Act and as a reéult place the securities of companies now under the
Jurisdiction of ICC alone under the concurrent jurisdiction of both the ICC

and this Commission, With cnactment of this provision-of ‘H.R. 12128, ICC-:

3/ Hearings, llouse Comm. on Interstate and For, Commerce on H.R, 4314, 73d
Cong,, lst Sess., at 29-30 (Mar, 31, Apr. 1, 4, 5, 1933).
4/ 1d, at 204. -
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regulated companics would be required to file registration statements and
proépectuscs with the SEC, and have them become effective prior to any public-
distribution of their securities, and in this connection would be required
to comply wifh other applicable provisio;s of the SeEurities-Act and the
rules anq regulations promulgated thereunder which relate ﬁo the registration
process,

While this memofandum will notlgo into a detailed analysis of
all the differences which exist in conncction'with issuance of securities
by companies which are squect to ICC regulation and those which are
subject to the Securities-Act,él there are several important areas where
the requirements under the latfer legislation do not appear to have counter-
parts which apply 'at present to ICC-regulated carriers but which would do so
with the repeal of the exemption in Section 3(a)(6) of the Secur#tics Act, .
Among these, for example, are (1) the prospectus delivery provisions in
Section 5(b)(2) of the Securities Act which require the dissemination of a
prospectus to underwriters,and dealers,as well as to actual or prospective
investors, prior to or simultaneously with the delivery of a security for
purposes of sale or delivery after ;ale; (2) the obligations of the issuer
to amend or update the prospéctus~after a registration statement haé become
effective and p?ior to completion of the offering; (3) assurance by the
undefﬁriter, pursuant to SEC Rule 460 f}? CFR 230.460]? that proper steps have
been taken to secure adequate distribution of the preliminary prospectus a
reasonable time in advance of the antiéipated cffective date of the registration

statement; and (4) compliance by all dealers effecting transactions in.the

§7> The SEC does not have expertise on ICC procedures or requirements of the
Interstate Commerce Act such as might qualify it to go into a detailed dis-
cussion of all such differences. However, these have been set out in the
Hearings and Subcommittee Staff Report noted in footnote 1 above.
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registered sccuritics, whether or not they are participating in the distribu-
tion of the sccurities, with SEC Rules 174 and 425A [17 cFR 230.174, 230.425a)
regarding'the prospectus delivery dutices of those dealers in the after-market,
These rules relate to the obligation of dealers, including underwriters.no
longer acting as underwriters, to deliver a prospectus in transactions involving
any securities of the same class as those registered,&uring the 40-day or

90-day period after the éffective registration date as spécified in Section

4(3) of the Securities Act (except.wherc they-can prove that such securities
are not part of thé issue so r;éistered), and require a statement to that effe;t
to appear on the cover of .the prospectus. Moreover, SEC Rules 135, 137, 138,
'nnd 139 under the Securities Act [17 CFR 230,135, 230,137, 230,138 and 230,139]
spell éut certain'prohibitions and restrictions with respect to statements that
may_be published or circulated regarding the registered securities in the
absence of an accompanying statutory prosﬁectus, and provide an additiomal
degree of protection which would not appear to be provided for under the ICC
requirements. . .

Repeal of Section 3(a)(6) of the Securities Act Qould subject secondary
distributions of securities by the corporate parent of the carrier, or by persons
controlling, controlled by or under common control with the carrier, to the
same reguirements as initial offerings by the issuer itself, At present, as
pointed out in the Subcommittee Staff Studyélof the House Committee on Inter-
state and Foreign Commerce, the ICC does not have the statutory authority to
regulate such dist;ibutions because they do not involve the issuance by a
carrier of its own securities, Since such large scale offerings by "insiders"
of-a carrier may possess all of the dangers attendant upon a-new offering of

sccurities, to insulate such distributions from the investor protection

6/(Sce fn 1, supra.)
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‘provisions of the Securities Act would not seem to be in the public interest,
Information now contained in prospectuses filed by carriers with the ICC
is not ordinarily examined by the staff of the SEC, and, thercfore, is not

commented on, However, there are certain important differences both in textual.

‘requirements and accounting procedures followed by these two agencies, as was

brought 6ut during the above-mentioned House Committee héarings. For example,
SEC forms under the Secu;ities Act call for more detailed disclosure of shch'
items as management compensation, stock options, and material interests in
certain transactions involving mAnagement and the issuer. The accounting
differences are discussed more fully below under the heading dealing with the
proposed amendments to Section 13(b) of the Securities Exchange Act of 1934,
Certain additional advantages would result from répeal of Section 3(a)(6).
Foremost among these, from the standpoint of investor protection as well as
assistance to issuers in complying with the Act, is the reviewing prdcess
employed by the SEC staff., This process of review is directed to all.filings
with the SEC, ;nd the staff is able to draw on consider&ble expertise gained
over a period of many years relating to investor protection to assure com-
pliance with the.disclosure and protective provisions of the Securities Act.
Moreover, ;epeal of this exemption would bring into play certain adminis-
trative procedurces which are now available to the SEC in aid of its reviéwing :
process, such as investigatory powers conferred by Section 20(a) of the
Securities Act [15 u.s.C. 77t(a)], thelinjunctive powers of Section 20(b)
[15 v.s.C. 77t(b)] whereby this Commission may .ask a court to enjoin or
restrain any person whenever it determines that such person is engaged or
about to engage in any act or practice which constitutes-or will constitute

a violation of the Act, and the power conferred-on the Commission under Section
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8(b) [15 u.s.c. 77h(b)] to issue a “stop order" which will delay the effective-
ness of a'registration statement until all-deficiencics are remedied or which
can stop all sales gnder an effective registration statement where such
deficiencies are digcovered after the effective date thus making any sales
thereafter illegal until the deficiencics are rémedied and the "séop order" .
has been lifted. When compliance with the disclosure rcquirementé ﬁf the Secur-
ities Act is not obtained, or when any of the provisions of the Act or the
rules or reguldtioﬁs promulgated thereunder are wilfully violated, the penalty,
7provisions of Section 24 may be in;oked by the SEC [15 u.s.c. 77x] under wh&ch
a court may impose fines up to $5,000 or imprisomment up to five years or both
upoﬁ convinction.. Finally, the civil remedies pré?ided by Sections 11 and
12(1) of the Act [15 U.S.C. 77k, 771(1)] would be available to purchasers of
such securities not sold in compliance with the Act, remedies which would be
in addition éo the civil anti-fraud remedies provided by Sections 12(2) and
17(a) of the Act [15 U.s.C. 771(2),.77q(a)] and by Rule-10b-5 under the
Securities Exchange Act of 1934 [17CFR 240,10b-5} which-gre already avallable to
purchasers of securities of carriers subject to ICC jurisdiction. Tﬂe benefits-
inherent in briﬁging a civil action under Sections 11 and 12(1) of the ) :
" securities Act, which have no counterpart under ICC legislation, are that affirma-
tive tesponsibility for complete and truthful disclosure is placed on the various
classes of persons participating in the -sale or distribution of the securities,,
and as a general rule the defrauded investor 1s entitled to recover upoﬁ proof
of the misstatement or omission of a material fact in a registration statement
or prospectus without being requiréd to establish reliance thereon or the
defendant's knowledge Sr intent to déceivé as was required at common 1Aw, or .
upon a showing of failure to register such sccurities with the SEC when such.

reglstration is required.
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II. Striking Out the Last Clause of the Second Senteonce
of Section 19(a) of The Securities Act of 1933

Section 19(a) of the Sccurities Act provides that the Commission shall’
have authority to make, amend and rescind such rules and regulations as may
be necessary to carfy out the provisions of the Act, including those - governing
registration statements.and prospectuses for various classes of securities
and issﬁers, defining'aécounting, technical and trade terms used in the Act,
and prescribing the form or forms in which required information shall be set
forth, the items o; details to be shown in-the balance sheet snd earnings
statement, and the methods to ye followed in the preparation of act¢ounts, in
appraisal or valuation of assets and liabilities, in determining depreciation
and depletion, in_differentiation,of recurring and nonrecurring income and of
investment and operating income,.and in the preparation of consolidated balance
sheets and income accounts of persons in a control relationship to the issuer.
Such authority is qualified, however, by a final clause reading: 'but insofar
as they relate to any common carrier subject to the provisions of section 20
of the Interstate Commerce Act, as amended, the rules -and régulations of the
Commission with respect to accounts shall not be inconsistent with the require-~
ments imposed by-thc Interstate Commerce Commission_under authority of such
section 20."

‘Section 1(a) of H.R. 12128 would strike ou; the above quoted language
from Section 19(a) of the Securities Act. The effect of this amendment would
be to extend to the SEC the same authority with respect to rules and regulations
which it may adopt under Scction lg(a) of the Securities Act for carriers
whose securities arc now issued under Section 20(a) of the Interstate Commerée
Act as it now has for other issuers. Thus financial'statcmcnts of such carriers
would have to meet the same general requirements as those of other issuers now

subject to the Sccurities Act,
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Should Section 3(a)(6) of the Securities Acg be repealed,-thg proposed
amendment to Scctioﬁ 19(a) would be necessary in order that the full benefit
and impact of the delgtion of the Section 3(a)(6) exemption be achieved.
Without such amendment, ICC-regulated carriers brought under the registration
requirements of Section 5 of the Securities Act might be able to continue to
utilize'thcir own methods of presenting financial inforhation which now vary
matefially from those required by the SEC for other issuers. (The shortcomings
of these alternatives from an accounting standpoint are discussed in those
portions of this memorandum wﬁich deal with the proposed amendments to Section
3(a)(6) of the Securities Act and Section 13(b) of the Securities Exchange Act
of 1934) The proposed amendment to Section 19(a) of the Securities Act, on-
the other hand, would insure uniformity of reporting under this Act and would
enable the average investor to make a more meaningful comparison bet@een com~"
peting investment opportunities. Moreover, in the opinion of this Commission,
applying present SEC requirements to financial statements of such carriers
would make more readily apparent the true financial condition of such carriers.
The SEC requirement that financial statements ‘be certifie& by an independent
public accountant would strengthen investor confidence in such reports and

thus also bencfit the carriers in this respect,
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III, Amendment Of Section 214 Of The Interstate Commecrce Act

Section 214 of thg Interstate Commerce Act Qﬁsfadded under fart 11 of
that Act by Section 214 of the Motor Carrier Act of 1935, The second proviso
in Scction 214 states:

Pro;ided further, That the exemption in section 3(a)(6)

of the 'Securities Act,' is hereby amended to recad as

follows: '(6) any security issued by a common or contract

carrier, the issuance of which is subject to the pro-

visions of section 20(a) of the Interstate Commercc

Act as amended;*®
-Ihe efféc; of that addition was to extend the exeﬁption under Section 3(a) (6)
of the Securities Act to motor carriers which the 1935 Act brought under
the jurisdiction of the ICC..

Section 1(a)(3) of H.R. 12128 would repeal this exemption for contract
motor carriers anﬂ.place such carriers on the same basis with respect to
issuance of their securities for public sale as common carriers by rail under
the proposed repeal of Section 3(a)(6) ;f the Securities Act.

This amcndmenﬁ to Section 214 of the Interstate Commerce Act would be
neceséary since the repeal of Seétion 3(aX6) of.the Securities Act with
respect to rail carriers would otherwise create the anomalous situation of
continuing the Securities Acé exemption as to motor carfiers while abolisﬂing
it as to rail carriers, )

Since the reasons for repealing the exemption are the same as to both
types of carriers and have been fully stated earlier, they are not.reﬁeatcd

here.
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IV, Amendment of Section 13(h) of The Securities Exchange Act

In addition to providing for registration with the Securities and Exchange
Commission of securities exchanges, secufities associations and broker-dealers,
and for market surveillance and certain restrictions on trading and pro-
hibitions apgainst market manipulatfion and fraud, and for regulating prbxy
and tender offer solicitations, the Securities Exchaﬂge Act of 1934.exténds
on a continuing basis the disclosure doctrine of investor protecfion which
was initiated with the Securities Act. Its requirements in this area apply
to companies with securities traded on national securities exchanges, and to
those with securities traded in the over-the-counter market which have total
assets of more than one million dollars and whose shareholders of a class of

_equity security number 500 or more, all of which are required to be registered
with the Securitiés and Exchange Commission under Section 12 of the Act, For
pu;pOSes of this memorandum, only the financial reporting requirements and
related prov{sions will be discussed as they constitute the primary continuing
disclpsure mechanisms of the Securities Exchange Act..

Section 13(a) of that Act requires every issuer subject to the regis:
tration requirements of Section 12 of the Act to file with the Commission,
in accordance with such rule; and regulations as the Commission may pre--
scribe as necessary or appropriate for the proper protection of inyesto;s

and to insure fair dealing in the security, (1) such information and documents

as the Commission shall require to keep reasonably current the information

and documents filed under Section 12 of the Act (with one minor exception

not pertinent to this discussion), and (2) sugh annual rcports, certified if
required by the ruies and regulations of the Commission by independent public

accountants, and such quarterly reports as the Commission may prescribe,
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Section 13(b) of the Securitics Exchange Act authorizes the Commission
tp'.plrcs_c.ribe the form or forms in which the required information shall be s-et
forth, the items or details to be shown in thé balance-sheet and the earnings
statement, and the methods to be followed in the preparation of reports, in
the appraisal or valuation of assets and liabilities, in the determination of
deprcciation and depletion, in differentiating between recurring and nonrecurr-
ing income and also between investment and operating income, and in the pre-~
paration (where the Commission deems it necessary or desirable) of separate
and/or consolidated balance sheéts or income accounts of any person in a

control relationship with the issuer,

Section 13(b) contains two qualifications to such authorizations, the
first of which states:

W,.. but in the case of the reports of any person whose methods of

accounting are prescribed under the provisions of any law of the

United States, or any rule or regulation thercunder, the rules and

regulations of the Commission with respect to reports shall not be

inconsistent with the requirements imposed by such law or rule or
regulation in respect of the same subject matter."

In essence, this qualification places the Commission in a subordinate
position with respect to the prescription of the proper method of accounting
to be used in reports filed with tht Commission under the Securities Exchange
Act when the companies in question are also under the jurisdiction of. other
laws of the United States prescribing proper methods of accounting for those
companies, épecﬁfic_exémples of such companies would be those regulated by
the Interstate Commerce Commission, the Federal Power Commission, the Civil
Aeronautics Board, the Federal Communications Commission, the Federal Home Loan
Bank Board, and the Board of Governors of the Federal Reserve System,

This limitation on the Commission's authority in this area is’ further

defined with respect to ICC-regulated carricrs by the second qualification in
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Section 13(b) which states:

[...the rules and regulations of the Commission with respect to-

reports] .o+ ", in the case of carriers subject to the provisions

of scction 20 of the Interstate Commerce Act, as amended, or carriers

required pursuant to any other Act of Congress to make reports of

the same general character as those required under such section 20,

shall permit such carriers to file with the Commission and the exchange

duplicate copies of the reports and other documents filed with the

Interstate Commerce Commission, or with the govermmental authority

administering such other Act of Congress, in lieu of the reports,.

information and documents required under this section and section

12 in respcct of the same subject matter."

As a consequence of the language quoted immediately above, ICC-regulated
carriers presently file with the SEC duplicate copies of reports which they
have filed with the ICC in lieu of reports which would otherwise be required
of them, As a result, such carriers are not required to file annual reports
with the SEC on SEC Form 10-K, quarterly reports on SEC Form 10-Q, or
occasional reports of material changes on SEC Form 8-K,

The substitute forms filed by such carriers do not parallel SEC.forms in
several imporﬁant respecﬁs. For example, the financial statements included
in ICC reports are not required to be prepared in accordance with generally
accepted accounting principles, nor are they required to comply with the
provisions of SEC's Regulation S-X [17 CFR Part 210] regarding the form and

7l
content of financial statements. Specifically, the ICC does not permit

7/ The 1CC did adopt, on January 25, 1962, in Docket No, 33581, a statemecnt that:

Carriers desiring to do so may prepare and publish financial
statements in reports to stockholders and others, except in reports
to this Commission, based on generally accepted accounting principles
for which there is authoritative support, provided that any variance
from this Commission's prescribed accounting rules contained in such
statements is clearly disclosed in footnotes to the statements,

Thus, even though certain accounting practices followed by the SEC, which are .
based on generally accepted accounting principles, may differ from correspond-
ing practices followed by the 1CC, ICC-regulated companies now have the
discretion to prepare reports for dissemination to shareholders either in
accordance with the rules of the 1CC or with generally accepted accounting
principles, Reports which are required to be submitted to the ICC, however,
must still be prepared in accordance with ICC rules,,
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financial statements to be prepared on a consolidated basis.or the recording
of equity in earnings of unconsolidated subsidiaries, nor does it require that
the statements be certified by independent public accountants, The ICC forms
do not permit carriers to record provisions .for deferred income taxes in their
accounts, nor do they follow the method Erescribed by -the Accounting Principles
Board of the American Institute of Certified Public Accountants for reporting
prior pefiod édjustments. On_the.other hand, SEC forms do call for financial
statements prepared in accordance with generally accepted accounting principles
which require consolidation of subsidiaries, recording of equity in unconsoli-
dated subsidiaries, proviéiqns'for deferred income taxes and adjustment of
surplus for prior period adjustments, and they also require.that the annual
financial statements be certified by independent public accountants (with one.
exception for insurance companies not pertinent to the present discussion),
From a textual standpoint, the ICC forms are not required to contain
itemized reports of security issuances during the year, grants ;f stqck
options, other corporate events wh'ch may affect security valuations, and
managemenﬁ remuneration and bonuses; whereas all, of these are required to be

included in the usual SEC Form-10-K because they are essential for a mean{ng-
8/

ful analysis of the compaﬁies.involyed.
With respect to the Form 10-Q quarterly reports required by Sections 12

and 13 of the Securities Exchange Act, Rule 13a-13(c) promulgated under this

8/ The SEC, constrained by the statutory limitations of Section 13(b) of the
Securities Exchange Act, has adopted certain rules affecting the reports
of the above-mentioned carriers. " In lieu of Form 10-K, carriers file on
SEC Form 12-K which does make provision for disclosure of securities
issuances during the last fiscal year but which also allows them to file
as the major portion of the Form 12-K the carrier's annual report to
the ICC.
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Act [17 CFR 240.13a-13(¢)] permits common carricrs which submit financial
;tatements to the ICC to file as exhibits to reports on this form copies of
certain quarterly reports submitted to the ICC., While the ICC_forms in this
case provide more detail regarding revenue and expcnses than'is required by
SEC Form 10-Q for other corporations, tﬂey lack some of the information which
this Commission-deems essential, such as per share data, capitalization data,
and'che; financial data prepared on a consolidated basis.

Section 1(b) of H.R. 12128 would delete from Section 13(b) of the Sccuri-
ties Exchange Act all of the second qualification (quoted above on page 14)
which specifically conce;ns ICC-regulated carriers; and would substitute for
such deletion a parenthetical clause. The result of these changes would be
that Section 13(b)"would then réad:

(b) The Commission may prescribe, in regard to reports made pursuant
to this title, the form or forms in which the required information
shall be sct forth, the items or details to be shown in the balance
sheet and the earnings statcment, and the methods to be followed in

the preparation of reports, in the appraisal or valuation of assets

and ljabilities, in the determination of depreciation and depletion,

in the differentiation of vrecurring and nonrecurring income, in the
differentiation of investment and operating income, and in the prepar-
ation, where the-Commission deems it necessary or desirable, of scparate
and/or consolidated balance sheets or income accounts of any person
directly or indirectly controlling or controlled by the issuer or any
person under direct or indirect common control with the issuer; but

in the case of the reports of any person whose methods of accounting
are prescribed under the provisions of any law of the United States, or
any rule or regulation thereunder, the rules and regulations of the
. Commission with respect to reports shall not be inconsistent with the
requirements imposed by such law or rule or regulation in respect of
the same subject matter (except that such rules and regulations of

the Commission may be inconsistent with such requirements to the extent
that the Commission determ1nes that the publxc interest or the protection
of investors so requircs)

The effect of the deletion alone would be to place 1CC-regulated carriers

on an equal footing with the companies whose methods of accounting are prescribed

9/ The parenthetical "cxcept" clause, which we have underscored, is what would
be added by Section 1(b) of H.R, 12128,
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by the provisions of any ‘federal law (other- than.the Securities-Exchange Act)
or by rules and regulations under - such laws, The Comnission's -authority .
with respect-to these carriers, in-the context of periodic reports filed with
the Commission, would remain in a subordinate position to the ICC and.its
rules and regulations regarding 1nconsistencies-"iqbrespect of the same
subject matter." The one important exception to this generalization, however,
would be provided by the parenthetical "except" clause to be inserted in
Section 13(b). This clause would allow the Commission to require compliance .
with its own rules pertaining to proper accounting procedures in reports filed
with it by ICC-regulated carriers, even if inconsistent with procedures called
for byIICC rules, "to the extent that the Commission determines that the
public interest or the protection of investors so requires." As a result,
under the limited.circumstAnces stated in that clause, ICC carriers would be
:subﬁect to filing annual, quarterly, and periodic reports of changes in con-
formity with the requirements of SEC rules and regulations, This would
eliminate the present inconsistencies as outlined above between reports of
such carriers and those of issuers subject to the full reporting requirements
under the Securities Exchange Act. Not only would the investor receive docu-
ments containing more information relevant.to his investment objectives and
purposes, but he would be provided with a.uniformity of reporting not now
available to him-with respect to ICC-regulated carriers which would be more
useful for making coméarative analyses of companies of different industries,
In closing this discussion of the amendments to Section 13(b), one final
point is noted. The insertion of the parenthetical “except" clause discussed
above, coupled with the language left unchanged in Section 13(b), would appear.

to remove the present limitations on SEC authority to prescribe accounting
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procedures as to any person who rcporté to any other agéncy whosc laws, rules
or regulations impose requirements as to methods-of a;counting.which differ
from those of the SEC in respect of the same subject matter when the Commission
determines that the public interest or the protection of investors so requires.
In other words, under the circumstances ;entioned in the parenthetical '"except"
élausc, the-Commission would have the discretionary power to exercise pre-emi-
nent authority over the proper accounting procedures to be used in reports
required to be filed with it by companies subject not just to ICC jurisdiction,
but_also'the jurisdiction of other agencies such as the FPC, CAB, FCC, and
FHiﬁE; It should be noted, however, that such a grant of pre-eminent authority
would merely parallel that already granted the Commission under the Securities
Act of 1953 regarding the issuahce of securities (with-'the exception of securi-
ties issu .ices by ICC-regulated.carriers, an exception which the present bill
would remove). Although the drafters of the proposed legislation may have
intended the thrust of this amendment to be limited .to LCC-regulated carriers,
it thus appears that in fact it would have a much wider impact in terms of
the Commiésion's relationship with other agencies.in accounting and reporting
areas, .
Assuming-that H. R, 12128 would enlarge the scope of the Commission's
authority in this broader fashion, not just vis-a-vis IéC requirements, the
Commission would favor this aspect of the bill because it would mov; the
requirements of the Securities Exchange Act closer to those of the Securities
Act of 1933, ‘something for. which -the Commission has been striving for some time,
It would also afford’ investors information as-to not just ICC-regulated carriers,
but all companics regulated by any other agency whose accounting and reporting’
requiremehts vary from those of this Commission, which would better compare

with that which they presently receive from other publicly held companies.
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V. Delction of Reference to Section 3(a)(6) of the Sccurities Act
Containcd in_Section 304(a)(4)(A) of the Trust Indenture Act of 1939

The Trust Indenture Act of 1939 (the "1939 Act") was ecnacted as a
supplcment to tﬂe Securities Act after studies by the SEC had revealed the
frequency with which trust indentures failed to provgde'minimum protections
for security holders and absolved so-called trustees from minimum obligations
in the discharge of thegr trusts, This Act applies in general to bonds, notes,
debentures and similar debt securities offered for public sale which are issued

P
pursuant to trust indentures under which more than one million dollars of
securitics may be outstanding at any one time,

The 1939 Act requires that such.debt.securities may not be offered to the
publié, even though registered under thengcurities Act, unless they are issued
pursuant to a qualified trust indenture which conforms to the minimum require-
ments specified in the Act. It requires élso that the trustee, or at least
the principal one, be a domestic gorporayion_ﬁith minimum combined capital and sur-

- plus; imposes high sgandards of cqndugt and responsibility on the trustee; require:
that the indenture trustee be free of conflicting interests which might inter-
fere with the faithful exercise of its duties in behalf of purchasers of the
securitics; precludes preferential collection of certain claims owing to the
trustee by the issuer in the event of default; provides for the issuer's supply-
ing evidence to-the trustee of compliance with indenture, terms and conditions
such as those relating to release and substitution of hortgaged property,
issuance of new securities,or satisfaction of thé indenture; and provides for
reports and notices by the trustee to security holders., Other provisions pro-
hibit impairment of the security holders' right to.sue individually for
principal and intcrest except under certain circumstances, and require the

maintenance of a list of security holders which may be used by them
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to communicate with each other regarding their rights as security holders,

The provis?ons of Section 304(a)(4)(A) of the 1939 Act exempt from the
indenture and trustee qualifications requirements of the Act those securities
which are also exempt under certain provisions of the SecuritieslAct; Included
therein is a reference to securities which are exempt under the provisions of
Section 3(a)(6) of the Securities Act., The effect of this excmption, therefore,
is to exclude from the requirements and proscrﬁptions of the 1939 Act all debt
securities which are subject to‘ICC-jurisdiction under Section 20(a):gf the
Interstate Commerce Act.

The amendment proposed under Section 1l(c) of H.R. 12128 is necessary,
therefore, to confofm Section 304(a)(4)(A) of the 1939 Act to the Securities
Act exemption as it would be amended by Section 1 of the bill, Moreover,
the reasons supporting repeal of the exemption in Section 3(a)(6) of the
Securities Act would apply equally to the.repeal of the exemption under the
1939 Act, The importance of this change is supported by the fact that the
1939 Act deals not only with disclosure of the terms of an indenture, but also
with thé.substantive‘nature of the relations between obiigor, obligee and
trustee. For example, where indentures are required to be qualified under
the 1939 Act, the Act prohibits certain relationships or transactions between
the trustee and the obligor or the underwriter for securities of the obligor
in certain instances which arise from certain interlocking management or
directorships, ownership of sccurities or claims against the obligor or
collateral for outstanding obligatiors of the obligor which are in default;
it restricts the right of the trustce, if it becomes a creditor. of the issuer, .
to improve its position as creditor to the detriment of sccurity holders; and

requires certain periodic reports by the trustee to the.sccurity holders for

whom he acts as trustce.
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Indentures now filed with the ICC-by such carriers are not required to
contain the provisions specified in the 1939.Act, nor are trustees subject
to the same proscriptions by virtue of any federal statute., Thus security
holders of:debt: obligations of such carriers are not afforded the same
protections as are purchasers of securities subject to the 1939 Act. Enact-
ment. of the bill with Section 1(c) would extend such requirements and
proscriptions to those carriers and their. indenture trustees and would pro-
vide substantive protections and consistency of treatment to debt securities
issued by such carriers. .

V1. Repeal of Section 3(c)(7) of The Investment Company Act of 1940

The Investment Company Act of 1940 (the 1940 Act") resulted from a study
of the activitics‘and abuses of investment companies and investment advisers
which was conducted by the Securities and Exchange Commission. pursuant, to
direction of Congress. Under this Act, the ;ciivities of companies engaged
primarily in the business of investing, reinvesting, owning, holding and
trading in securities and whose own securities are offered and sold to and
held b§ the investiﬁg.ppblic;igféfsubjqunﬁo ;éftain stétutory prohibit*&hg

> 2 Fr
and to SEC regulation:in accordance with, prescribed standards deemed neceé;afy
to protect the interests of investors and the public.' Such companies are
required to register witﬁ the Commission, and to disclose their financial
condition and invesfment policies so as fo afford investors full and.complete
information about their activities, '

The Act provides a comprehensiJe f%amew&rk of regulation which, among
other ehiﬁgs, prohibits changeslin the nature of an investment company's

business or its investment policies without sharcholder approval, protects
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against management sclf-dealing, embczzlement-or abuse éf trust, and pro-
vides specific controls to eliminate or to mitigate inequitable capital
structures. fhc 1940 Act also provides other basic investor protections
including a requirement that management' contracts be submitted to share-.
holders for apptovai; a prohibition against underwriters, investment
bankers ar brokers constituting more than a minority of the investment
company's board of direcgors; and requirements for safekeeping of its
assets, It also bars persons guilty of security frauds from serving as
officers and direc;ors; forbids issuance of senior securities by such
companies except under specified conditions and terms; prohibits pyramiding
of such companies and cross-ownership of their securities; and provides
specific controls designed to protect against unfair transactions between
investment companies and their affé}iﬂtés.

At presept; Scction 3(c)(7)  of the 1940 Act as amended excludes
from the definition of an iﬁvestment_coﬁpany for purposes of this Act:

(7) Any eompany subject to regulation under the Interstate

Commerce Act, or any company whose entire capital stock is

owned or controlled by such a company; Provided, That the

assets of the controlled company consist substantially of

securities issued by companies which are subject to regulation

under the Interstate Commerce Act.

In effect{ gection 3(c)(7) establishes two criteria, yith the satis-
facgion of either one being sufficient to remove a company from the regulatory
ambit of the 1940 Act. The first excludes a company subject to regulation
under the Interstate Commerce Act, and the second excludes its controlled

companies the assets of which consist substantially of securities of issuers

which are themsclves subject to regulation under the Interstate Commerce Act,

" 10/ Present Scction 3(c)(7) was originally enacted as Section 3(c)(9), but was
redesignated as Section 3(c¢)(7) by the Investment Company Amcndments Act
of 1970 which became effective December 14, 1970 (ﬁ3(b), P.L. 91-547,

84 Stat, 1414). ’ :
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Section 1(d) of H.R. 12128 would repeal Section 3(c)(7) of the
1940 Act which now excludes ICC-regulated companies from regulation by
the SEC under the 1940 Act. The effectfof such repéal would be to extend,
SEC jurisdiction over ICC-regulated companies, which would fall within th;
definiti;n of an investment company under the Act but for such exemption,
in the same m;nner ;s it now applies to other investment companies,

The prqtective_framework of the 1940 Act reflects the concern for the
national public interest which Congress found to be affected by investment
companies which customarily invest and trade in seéurities issued by
companies engaged in business in interstate commerce, and which may dominate
and control or othqrwise affect the policles and management of such companies.
This public interest, historically sensitive to abuse or imb%lance, is
éurther affected adversely when iﬁvestment companies engage directly or
indirectly in the business of an interstate carrier subject to the Interstate
Commerce Act, the policy of which is, inter alia, to foster sound economic
;onditions iq transpo?tation.h

Within this context of eritical public concern, it is anomalous that an
investment company can freélitself of the regulation Congress deemed
necessary to pfotect thé public against abuse, not by a poliéy of self-
restraint,-bht rather, as described below, by expansion into an area in
which it may detract from soﬁnd economic conditions ;n transportation., This
dichotomy is made possible by the gap in federal regulation thggyatises from
the juxtaposition of the 1940 Act and the Interstate Commerce Act. The

. 11/
House Subcommittee Staff Study dramatically documents the detriments to

11/ (See n, 1 above)
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public investors flowing from the regulatory gap created by the
Section 3(c)(7) exclusion in the 1940 Act,

The Commission has on a number of occaslons in past years called to
the attention of Congress that Section 5(c)(7) provides a means whereby
a corporation which largely may be engaged in the business of investing,
reinvesting, owning, holding and trading'in securitiés can avoid regulation
under the 1940 Act simpiy by acquiring, with a small fraction of its assets,
a common carrier, or to Sfmf minor extent direﬁtly engaging in the busineés
of an :I.ntel:st‘.at:e‘car'n.-i.er._g This avoidance is possible in a variety of ways,
First, a company may itseélf be a carrier subject to regulation by the ICC,
but its carriér assets may rep%esent only a small fraction of its total
assets, Second, a parent company, by the simple expedient of controlling -
a single carrier becomes subject to regulation by the ICC and is thus
excluded from the definition of an investment compény even though such

control is exercised by stock ownership representing an insignificant

12/ See Annual Reports of the Securities and Exchange Commission: 21st
" Report, pp, 101-102" (1955), 22nd Report, pp. 188-189 (1956), 23rd
Report, p. 10 (1957), 25th Report, p. 11 (1959); Hearings before
a Subcommittee of the Committee on Interstate and Foreign Commerce,
House of Representatives (86th Cong., lst-Sess. 1959) pp. 124, 132,
140-141, 397-416; Hearing before a Subcommittee of the Committee on
Banking and Currency; United States Senate (86th Cong. lst Sess. 1959)
.Pp. 130-133, 518-634; Memorandum of the Division of Corporate
" Regulation entitled ''Possible Dual Regulatory Status of Investment
Company-Carricrs" transmitted by the Commission to Chairman Staggers
on October 30, 1969; Memoranda of the Division of Corporate Regulation
concerning the Pennsylvania Company, dated July 14 and September 15,
1970 and transmitted by the Commission to Chairman Staggers; Memorandum
of the Division of Corporate Regulation concerning Alleghany Corporatiom,
transmitted by the Commission .to Chairman Staggers on August 21, 1970.
The latter three memoranda are printed in Hearings "Penn Central
Transportation Companv--Adequacy of Investor Protection," (see m, 1
above) pp. 30-43 and 218-236,

At the time of the foregoing reports, hearings and memoranda the present
section 3(c) (7) was 3(c)(9). (See n. 10 above), ’
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percentage of the pargnt's assets, Further, with regard to the-controlled
company, since the Act does not define the term "substantially," a controlled
‘company which has more than 50 per cent of its assets,in non-carrier secu-
riti;s aﬂd an even greater percentage of. its income which is derived from
such.securities, might cléim.it'was excluded from being an investment

company on the theory that-itg,assets consist substantially of securities
issued by ICC regulated companies.

H.R. 12128 would eliminate these anomalies. by repealing Section 3(c) (7)
of the 1940 Act. so that those éompanies currently relying on that exclusion
would be subject to registration and.regulation under the 1940 Act. 1if they
otherwise fall within the Act's definition of an investment company.

Section:3(a) (1) of the 1940 Act defines as an.investmént §ompany any .
company which is primarily engaged, or ‘holds. itself out as being primarily
engaged in the business of "investing, reinvesting, or trading in.securities.”
To cover situations in.which such primary eﬁéagement is not readily apparent
because the company ig either directly, or through controlled, companies,
engaged in an industrial or other business together_with investing in
securities, Section 3(a)(3) .provides a statistical definition.of an invest-
ment company-to include a company if, among other things, more than
40 per cent of the company's assets consist of securities, other than. those

of majority-owned subsidiaries,
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. Section 3(b) (2) of the 1940 Act provides a means whereby the Commission
may declare by order upon épplicatidh that a gdmpany, notwithstanding- the
quantitative definition of Section 3(a)k3), is nevertheless not an investment
company. Thus a company which can demonstrate that it is primarily engaged
in a business or businesses other than that of investing, reinvesting,
owning, holding, or trading in securities, either directly or through
majority-owned subsidiaries or through controlled companies conducting
similar types of businesses, c;n be relieved from registration and
regulation under the 1940 Act. In determining whether a company is so
primarily éngaged the Commissién has traditionally considered the company's’
historical development; its public representations of polic&; the.activities
of its officers and directors; and,;most important, the n;ture of i;s
present assets and the sources of its present income.

Though the original purpose of Seétion 3(c) (7) was to avoid subjecting
companies to dual regulation, we believe that any adverse affect of such ’
regulation has been exaggerated. Investment.company-carriers, in fact,
fall within .the.policy and purpose ;f both theInvestmenbcgmpan§ Act and
the Interstate Commerce Act;. Although regulat%on:under both Acts-may be
dual, it is not duplicative because each has a different purpose with its
own point of focus and concern.

To the extent, however, that duplicative regulation may arise ‘as

a result of the repeal of Section 3(c)(7), the Committee might consideg
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. 13/
an amendment to Section 6 of the 1940 Act to add a new subsection (£)

to provide:

(f) 1If, with rospect to the issue,’ sale, or guaranty of a security,
or assumption of obligation or 1liability in respect of a security,

the method of keeping accounts, the filing of reports, or the
-acquisition or disposition of any security, money, or other property,
and with respect to any other subject matter, any person is subject
.both to a requirement of the Investment Company Act of 1940, as
amended, or of a rule, regulation or order thereunder and to

a requirement of the Interstate Commerce Act or of a rule, regulationm,
or order therecunder, the requirements of the Investment Company Act
of 1940, as amended, shall apply to such person, and such person

shall not be subject to the requirements of the Interstate Commerce
Act, or of any rule, regulation, or order thereunder, with respect

to the same subject matter unless the Securities and Exchange Commission
has exempted such person from such requirement of the Investment
Company Act of 1940, as amended, by rule, regulation or order, in
which case the requirements of the Interstate Commierce Act shall

apply to such person, 14/

L4y

"This sugéestion is patterned after Section 318 of the Federal Power

Act which eliminates duplicative regulation with respect to transactions

which might othervise be subject to regulation by the Commission under

the Public Utility Holding Company Act of 1935 and the Federal Power

" Commission under the Federal Power Act.

As a further safeguard agalnst any unanticipated duplicative regulation
which may arise, it may be appropriate, after experience is acquired,

to adopt rules under the 1940 Act exempting normal and traditional
transactions or practices from sections of the 1940 Act which prove to
be unnecessarily burdensome, or which should be subject to ICC oversight
rather than that of the S.E.C, Such rules could be adopted pursuant to
Section 6(c) which states that the "Commission, by rules and regulations
upon its own motion, or by order upon application, may conditionally or
unconditionally exempt any person, security, or transaction, or any
class or classes of persons, securities, or tramsactions, from any
provision or provisions of this title or of any rule or regulation
thereunder, if and to the extent that such excmption is necessary or
appropriate in the public interest and consistent with the protection
of investors and the purposes fairly intended by the policy and pro-
visions of this title."
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The Commission, as noted above, has long recognized the regulatory

15/

gap created by Section 3(c)(7) and strongly supports repeal of that section., ——
CONCLUSION
For the reasons set forth above, the Commission favors prompt enactment

of H.R. 12128,

‘15/° The Commission has supported earlier bills on this subject including
H.R., 2481 (86th Cong. lst Sess. 1959), That bill was reported out by
the Interstate and Foreign Commerce Committee, (H.R. Rep. No. 2178,
86th Cong. 1lst Sess.), was passed by the House and transmitted to the
Senate. No action was taken thereon by the Senate. S. 1181, the
counterpart of the House bill, was introduced on February 26, 1959,
but was never reported out of Committce,

February 22, 1972
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Iuterstats L,ummzrct Ulnmmxa sion
" MWashington. . G. 20475

Office u_.f-lll:_(!}lguir;nl_én_ . April.lO, 1972

Honorable Harley 0. Smggers
Chairman L
Conimittee on Interstate and

. Foreign;Commerce
House of Representatives
Washington, DC 20515

Dear Chairman Staggers:

The purpose of this letter is to sct forth the requested comments
of the Interstate-Commerce Commission upon H,R, 12128 which seeks
to amend the following existing statutes - the Securities Act of 1933, the
Interstate Con}merce_‘_(\ct, the Securities Exchange Act of 1934, the Trust
Indenture Act of 1939 and the Investment Company Ap_t of 1940,

Sectlon l(a)(l) of H.R. 12128 would repeal, secnon 3(a)(6) of the
Securities-Act-of 1933 which currenrly provides:
Except as helemafl.er expressly provided, the
provisions of this subchapter shall not apply to any ol
“the following classes of securities:

(6) Any security issued by a commeon carrier,
the issuance of which is subject to the provisions
of Section 20a of Title 49;

The appropriate conforming repeal of the.second proviso-of scction 214 of the
Interstate Commerce: Act is.contained in section 1@)(3) of the proposed bill,

" The result of such repeals would be: to subject securities of carriers to the
dual jurisdiction of the Sccurities and Exchange Commission (SEC) and this
Commission.

Section 1{a}(2) would amend the 1933 Act by striking out the larguage
in section 19(a) which reguires SEC's accounting requireinents covering
commion carriers subject 1o section 20 of the interstate Commerce Act to
be consistent with those issuced by this Commission,

(367)
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Section 1(b) of the bill would amend the Securities
Exchange Act of 1934 to authorize the SEC to issue rules and
regulations covering carriers subject to section 20 of the
Interstate Commerce Act which are inconsistent with those of
this Commission's to the extent the SEC determines it is nec~
essary to protect investors or the public interest.

The Trust Indenture Act of 1939 deals with the disclosure
of the terms of an indenture and with the substantive relation-
ship between obligors, obligees and trusteds. Section 304(a)
(4) (A) presently provides an exemption for those securities .
which are exempt from the Securities Act--including, of course,
those of ICC regulated carriers. To bring the Trust Indenture
Act into conformity with the aforementioned repeal of the
carrier exemption in the Securities Act, section 1(c) of
H.R. 12128 would delete the exemption. '

Section 3(c)(7) of the Investment Company Act of 1940,
as amended, currently excludes from the definition of an
"investment company

any company subject to regulation under

the Interstate Commerce- Act, or any

company whose entire outstanding capital
stock is owned or controlled by such a
company: Provided, That the assets of the
controlled company consist substantially of

" securities issued by companies which are .
subject to regulation under the Interstate
Commerce Act,

Section 2 of H.R. 12128 would provide appropriate lead
times for the effective date of the various changes in regula-
tion provided for in section 1,

The 1970 hearings before the Special Subcommittee on
Investigations chaired by you focused needed attention on the
gap in the exercised regulatory jurisdiction of the SEC and
this agency. For example, it was developed during the course
of those hearings that carriers offering securities pursuant to
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scction 20a of the Interstate Commerce Act are not in all cases required to
tender a prospectus to investors as is requlred under the Securities Act of -
1933. .

As a result of your Subcommittee's hearings and our own staff report
completed in 1969 and published by your full Committee in 1970, the Com-~
mission on November 8, 1971, instituted Ex Parte-No. 279, Securities
Regulations-Public Offerings. The proposed rules and regulations set forth
in Ex Parte No. 279 would require carriers desiring to issue seccurities
totalling $100, 000 or more to 25 or more investors to file an "offering
circular"” similar to the registration statement and prospectus used by the
Securities and.Exchange Commission. The "circular” will contain information
and procedures,’ which will'adequately inform the investing public in their
investigation and properly protect them in the purchase of carriers’ securities,-
Financial data will be furnished in accordance with generally accepted accounting
principles, A copy-of the order and proposed regulations are enclosed. We
believe that the anticipated results -of this proceeding negate any need for the .
changes contemplated in sections 1@)(1), (2), and '(3) and- l(c) of H R. 12128

We also oppose the change proposed in section 1(b) of the blll which.
would permit the SEC to-establish accounting requirements which carriers
subject to IcC regulation would have to meet in filing financial data with the
SEC.

Section 13(b( of the Securities Exchange Act of 1934 empowers the
SEC to prescribe the form or forms in which the required information shall
be set forth, and when and how it should be submitted. However, it further
provides that:

. . . in the case of carriers subject to the pro-
visions of section 20 of the Intersite Commerce
Act. . .[it] shall permit such'carriers to file. . .
duplicate copies of the reports and other documents
filed with the Interstate Commerce Commission.,

Pursuant to those requirements, reports filed with the SEC by carriers subject
to our jurisdiction need not follow generally accepted accounting principles but
instead can be filed on the basis of our Uniform System of Accounts, This,
according to thc_e SEC, creates a gap in information.
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As pointed out in our letter to the Subcommittee, dated
November 25, 1970, our accounting regulations differ slightly
from generally accepted accounting principles.. However, we
remain convinced that by following our '"Uniform System of
Accounts", carriers are actually required to submit more complete
and uniform statements than would be required if they merely

- followed ''generally accepted accounting principles', We fail to
see how the enactment of this section of the bill is necessary
to protect investors.

: We support the change proposed in section 1(d) of the bill.
The repeal of section-3(c)(7) of the Investment Company Act would
subject companies now exempt from SEC regulation to the concurrent
regulatory jurisdiction of that agency and this Commission. .There
are sound reasons for this. A carrier falling within the statutory
definition of investment company may have a significant carrier
operation which would warrant economic regulation by us. to the
same extent as any other carrier.. A noncarrier holding company in
control of two or more carriers which do not constitute a single
system,. and thus subject to our regulation under section 5(3) of
the Interstate Commerce Act, may be extensively involved in trens-
portation so that economic regulation by this Commission is
similarly justified. Enactment of H.R. 11030 which expands our
Jurisdiction over holding companies would also include controls
over their issuance of securities. We have the power, in any case,
to decline jurisdiction when it appears that the company's involve-
ment in transportation is relatively slight, and we conceive of

no reason why we should pass on noncarrier operations and financing.
Pursuant to dual jurisdiction, we would retain our full powers
where such a company 1s a carrier, and, at the same time, be fully
informed and be in a position to protect the carrier's interest,
Concurrently, the SEC could exercise its jurisdiction and oversee
the investor aspects. The overall protection of the carrier's and
investor's interests far outweighs any additional burdens imposed
upon the investment companies as a result of dual jurisdiction.

- There is a matter not covered in the bill which warrants con-
sideration, and that is the matter of secondary offerings. By
statute our jurisdiction is restricted to situations where carriers
are issuing securities, I1f someone other than a carrier makes a
secondary offering of carrier securities, we have no authority to
regulate that offering., We believe the Interstate Commerce Act or
the Securities Act of 1933 should be appropriately amended 8o as

to vest jurisdiction over such offerings in either this agency or
the SEC.
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In addition, although we -have indicated that we do not favor the elimina-
tion of the carrier exemption by the repeal of section 3(a)(6) of the Sccuritics
Act of 1933, and related provisions, there is a matter that the Committee may
want to consider if its decision is otherwise. This matter deals with a very
unique form of security, the equipment trust certificate, and for the reasons
outlined below, we are of the view that equipment trust certificates should be .
excepted from any general elimination of the carrier exemption. For one,
these instruments are well-secured, low-risk forms of securities. The
carrier usually puts up 20 percent of the purchase money, while the equipment
itself stands as collateral for the other 80 percent, Secondly, while bids on
these certificates are offercd to the general public, it is invariably the case
that these securities are purchased by sophisticated investing groups, such
as syndicates of institutional investors, The successful bidder will designate
a trustee who takes title to the equipment, Then, the trustee leases the
equipment to the carrier, and when the indebtedness is satisfied through pay-
ment of the lease moneys, the trustee passes title to the carrier, It therefore
seems that thesc certificates are marketed more in a manner like private
placements, rather than public offerings. '

Because of the nature of the instrument and the nature of the investor
dealing in these instruments, it docs not appear that the holders of these
securities require the degree of protection such as is afforded the general
public by the SEC, At the same time, one must consider the fact that since
these certificates constitute a substintial part of carrier business, subjecting
them to the full rangc of SEC regulation would place unwarranted burdens on
carriers in terms of additional time and costs, all to little purpose in terms
of public benefits. Accordingly, we feel that the processing of these securities
should remain solely under the provisions of section 20a of the Interstate
" Commerce Act, If any future changes in the general marketing patterns for
these securities, or a particular issue, indicates that the public needs further
protection, our regulations to be promulgated in Ex Parte No. 279 could take
such factors into account.

LA
Georgg M, Staltord
wairman

I'-

Enclosurc
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.SRRYICE.-DATE

November 8, 1971

NOTTCli OF PROPCSNED AULEMAKIHNG AND 0.DER

TITLE 49 -~ TRANSPORTATION
CHAPTER X - INTERSTATE COMMERCE CCLii
SUBCHAPTER E -~ PRACTICE AND PRCCZEDU
PART 1115 - ISSUANCE OF SECURITIZSG, ”‘udl“TION OF
OBLIGATIONS, AND FTITPC CH ITIFICATES
LND REEORTU

At a General Scusion of the INTERSTATE COMMESCE COHMISSION; held
at its office in Washinrton, D. C,, on the 29th day of
October, 1971.

E{ PARTH MO, 279
SECURITIES REGULATIONS - PUBLIC OFFERINGS.

FOIM OF OFFENRING CIRCULAR REQUIRED FOR PUBLIC S \LES
OF SECUNITLES AUTHCRIZLED.UNDER SECTION 20a 02 214
OF THE INTERSTATE COMMERCE .CT

Securities issued purzuant tc Commission authority under
sectlon 20a or 214 of the fict are subiect %o "such terms and
conGitions as the Conmission may deem necess2ry and appropriate
in the premises...” {Section 20a(3)). n those instances
where carriers desire to issue gecurities to the public at
large, it has been the standard vractice of the Commission to
require the applicant to sell such securs ities ty prospectus or
offering circular only, in the genercl fo and nanner pre-
scribed by the Securities andé Jjizchs nﬂe Corwuission,

Currently, the volume of these Dubl'c offerings has reached
a sulficient number so that, in the inter2sts of convenience and
standardization, the Ccmni n prencses to amend its form BF-6,
Item 7, to set forth its ed Tcrm and procedure in these
matters., Our proposed ncw Ltem 7 s contained in appendix I
attached to this Notice znd Ordor.

The information reculred in the O
"Offering Circular of SBecurity by Tr
esgentially ctyled uftor the ~ecuri+
S-1 form. Bold type stat: -
ticn will notify the

¢.C, "srespeatus’, termed
ortation Cowmpany, ' is

: end change Commission
regard tc £.C,C, jurisdic-
Securities ond Zxchange
Commission does not I on over tne issuz. Persons
concerned wi iti zhiould cavrefully review the
tendered reswlsation to notﬂ OLLﬂr aeoartures from standard S.E,C,
practices.

Anyone wishine te oresent Zheit vizws and zvidence, either
in suppor% orl, or in opposition to, the action proposed in this
order may do:30 by the aubmission of written data, views, or
arguments.
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Fx Parte No. 279

It 1is ordered, That a nroceedins Le, and i1t is hereby,
instituted urder the authority or the intersiate Commerce Act
and the Admlnistrative Procedure.Act {60 Stat, 237, as amended;
5 U.S.C.A, B 553 and 559) for the nurpose above described; that
any views to be expressed by persons interestied in this matter
ghall be filed with this CGommission withiu 30 days of the
cublication of tnis order in the Pederal Reglster; and that
such views should sperifically show any objeciion to thesé pro-
fosed regulationsz, with such rezponses to be presented on any
iten-by-item basis, B Y

it &5 further ordered, Thal on original and 15 coples of
rh data, views, or argurents shail e Filed with the Commis-
3ilon o or belora December 11, 1971 and a“ ccpy thereof
shall e served simnltaneously uron of tre Commission's
regional headquarters ; of this notilce
and order, All ctetem
this oceeding und will be ava
the offices of the ¥ntecstote Co
Conavibutcien Ave,, M. W,, Wash
bugiress hours,

further orday
oi th itver here under censideration will
deporiting a copy of this notice in the GF i the Secretary
of thiz Commission, and in each of thiz Cor sion's rzglonal
headquarters identif'ied in appendix I3 4o this notice Vor public
inzpecticn and by filing a copy.with the Directcr, Office of the
Federal Peyister,

ven oy

And it is Turther orderad, That these proposed regulations
become effective €U days from their publication in the
Register, unless otherwise ordered by this Cummission,

lesion,

Ly the Co

ROBEET L. OSWALD,
Secretary.
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Item 7. Contracts; underwritiqgéL and other arrangements; :
. publlc offerings., . . ’

"(a) How and to whom, and by or through whom, 1t is pro-
posed to issue the securities, with coplées of all contracts,
underwrltings, and other arrangements made or preposed to be
made in connection with the 1ssue, The applicant must require
the undervwriter to undertake to provide coples of any required
offering circular to prospective investors and persons
directly sollclted to invest their funds 1n the security,

(b) If applicant 1s. effecting, causing to be effected, or
has arranged for, the public offering of a transportation .
security, and sald offer wlll be tendered to 25 or more prospec-
tive investors at a total price of not less than $100,000,
" applicant must submit an offering circular for consideration by
this Commission, Separate lssuances made witrin cne year will
be considered as one 1ssuance for the purposes of this paragraph.

(1) General instructions:

() The financial representations contained in the
offering circular should conform to generally-accepted
principles of accounting., However, where there 1s a
digssimilarity between a flgure computed pursuant to gen-
erally~accepted accounting principles, and the: figure
produced under the Commisslon's Uniform System of Accounts,
49 CFR 1200-1219, the difference should be explanied by

. footnoting the item under consideration. .Any such footnote
-should be in language which adequately explains the reason
‘for the dlfference to the ordinary investor.

(11) A copy of any adverti§ement connégted with
the issue, such as "tombstone" or "red herring" advertise-
ment, shall be attached to the application,

(111) In the event the price of the security will
not be determined by an existing market, ¢r a formula
relevant to market prices, as in the case of new issu-
ances, the offering circular shall be made available to
prospective investors, and likewlse shall pe furnished to
those directly solicited to invest their funds in the
security, when the order of the Commissicn authorizing
the issuance of the securltles becomes effective; but no
sales or contracts to sell the securities, except to
underwriters, may be made until 14 days, cor as otherwise
ordered, after the distribution cf the authorized offer-
ing circular has taken place, this time period beginning
from midnight ofﬁ?he day the distribution was initiated,
including weekends and holidays, In all other cases, the
same requirements as those in the above portion of this
paragraph shall be applicable, except the waiting period
will run for a perlod of three days, or as otherwise
ordered by the Commission. Whexe an applicant elects to
take the shorter three-day period, the reascrs for the
inapplicabillity of the fourteen-gay =i« =il be
specified,
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(iv) The information presented in the offering
circular should be presented in plain -and. concilse
language. Excessively verbose or: complex descriptions -
may confuse the investor and should be avolded.
Inapplicable items may be.omitted-and cross-references,
unless otherwise indicated, may be employed.

“(v) The offering: circular: shall contdin an
Opinion of a Certified Public*Accountant as..to the-
financial representations contained therein._

(vi) For purposes of this form, ‘and as a term
of ‘art limited in its application to these particular
regulations, a "speculation" or "speciilative -security"
isrone where applicant has not had any substantial gross
revenues or recelpts frrom transportation.or'from the
sale of services, or any substantial net income from any
source, for any fiscal year ended the past 5 years, has
not succeeded and does not ‘intend to.succeed such a
concern, and does not ‘have and does. not intend to have
.any subsidiaries other than lnactive subsidiaries with
"fio more than nominal assets, If this offering is a
speculation, an introductory statement shall be made
in.the.offering ¢irecular summarizing the factors which
maké the offering a speculation and setting forth such:
matters as a comparison, in percentages, of the
securities being offered to the public for cash and
those issued or to be issued to promoters, directors,
officers, controlling persons and underwriters for cash,.
property and services. Such applicants ‘will follow the
special instructions in the offering circular.

(vii) Attach to the offering circular, for the
use of the Commission, a check list of the items
required in the offering circular form, Identify the
page(s) at which the item appears, in the draft offering
circular. .

(2) Form and content of offering circular:
I. CAPTION AND DISTRIBUTION SPREAD
The outside front cover of the offering clrcular shall

contain the information below in substantially the form ' °
indicated

OFFERING CIRCULAR OF SECURITY ‘BY TRANSPORTATION
. COMPANY Co- .

DESTRIBUTION OF THIS OFFERING CIRCULAR WAS INITIATED ) (Date).
INVESTORS MAY NOT BUY, NOR CONTRACT TO BUY THIS ISSUE UNTIL
~{See General Instructions (111)).
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(number of shares)
(name of issuer as 1t appears on securities)

(type of security; description)

THE ZSSUANCE OF THESE SECURITIES HAS BEEN AUTHORIZED BY THE
INTERSTATRE COMMERCE COMMISSION WHICH DOES NOT PASS UPON THE
INVESTHENT MERIT OF THESE SECURITIES NOR UPCN THE ACCURACY
OF THE INFCEMATION THERFIN,

TiixS OFFERING CIRCULAR IS AN INTEGRAL PART OF ISSUER'S
EPPLIZATION UNDER SECTTON 20(a) OR 214 OF THE INTERSTATE
COMMLERCE ACT, . THIS ISSUE IS NOT SULJECT T0 THE  JURISDICTION
OF SECURITIES AND EXCHANGE COMMISSION,

Price Underwriting Proceeds to
to discounts and registrant or
public commisgslons cther persons

Per Unit
Tctal

Instructions. 1. Only commissions paid by the
applicant or selling security holders in cash are to
be included in the table. Commissions pald by other
persons, and other consideraticns to the underwriters,
shall be set forth following the table with a reference
thereto In the second column of the table., Any finder's

fee or similar paynanbs shall be apprcpriately
aisclosed,

2. 1If the securities are tc be offered at the
niarket, or if the offering price 1s to be c¢etermined by
a formula related to market nrices, indicate the market
iuvolved and the market price as of the latest practic-
able date. Otherwise, the authorlzed c¢ffering circular
must contain the sales price and commlissions.

iI. PLAN OF DISTRIBUTION

(8) %f the securities ave tec be offered ithrough under-
writers, give the names of the prin:ipal underwriters, and
state the respective amounis underwritien., ZIcentify each sach
underwr! ter having/ g matzrial relaticnship tc the issuer and
gztate the nabture of the relatiocnship, State briefly the nuture
of the undnrwr*ter ! obligaticn to take the securities.
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Instruction., The description of the, nature of the

anderwriters' obligatlon shall disclose whether the

. underwriters are, or will be, commlitted to take and to
pay for ail or the securities if any are. naken, of
whelher it is'merely an agency or "best errorts” arrange-
mant- under which the underwrlter: -are required to take
and pay for only such securlties ar they may sell to the.
public. Conditions precedenb Lo the underwriters' taking
the securitles, including "market outs" need not be
descrioed except in the case of an agency or. "best
elfforts” arrangement., All purchasc.agreements, under-
writing agreaments and agreements amcng undcrwriters musf
be submitied as part of the application,

. (b} State briefly the discsounts and commissicns to be
allowed or paid to dealers, including all cash, securities,
contracis or other zconsideration tc be recei Vbd by any dealer

in connection with the sale of tho sécuritises,

Instruction., If any dealers are to act in the capa-
CJEV of sub-underwriters and are to be allowed or pald
any 'additionai discounts or nomm15540ns for actlng In such
capacivy, a general statement to that effect wlll suffice
without giving the additional amounts to he so paid.

(c) Outline briefly the plain of distribution of any .
d#ecurities fto be applied wnich arc Lo be offered otherwlse than
through underwiriters,

izL. . USE CF PROCEEDS ACCRUING TQ AFPLICANT

. State Lhe rrineipal purposes for which the net proceeds fcom
the recurlties o be orfered are intended to bve used, and the
approxinate awount intended to be nged i'or each such purpose,

lnatructions 1.. Letails of proposed éxpehditures
need 7ol de cmphasized for example, 1%t is necessary to
Iurnish only a briel outline of &ny program of construction

v oadditlon of equipment. I£ any material amount of other
s 8 Lo be used in conjunciion with the proceeds, statne
Lhar amonat and sources of such other funds. I any material
anount. of Lthe proeeeds is to be used to acquire assets,

“8e than 1n the ordinary covrse of business,ﬂbriefly
dogerthe the assets and give the names of the persons {row
whom they are to be acqulred. State the cost of the asrsets

3 e ":F “strant and the prlnc:ple fuilowed 1n determLu-uu
O3

PR

2. In the case of speculative : ecuri»:e-, include &
Ziavenent 2s to the use ol the 'actval proceeds if they are
noL sul'fleterit €0 accomplish all oi’ the purps:es set forth,
whaiber or pot the funds will be returned ©o subscribers-ﬂn
such case and, If not, the order of pwricrity in which the
proceeds will be uzed for ihe respective purposes,
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IV, SALES TO CURRENT HOLDERS

if any of the securities are to be offered for the account
of security holders, name each such security holder and state
the amount of securities of the class owned by him, the amount
to be offered for his account and the percentage of the class
(if one percent cr more) to be owned by bim after completion
of the offering.

V. CAPITAL STRUCTURE

Furnish the information called for by the following table,
in substantially the tapbulaxr form indicated, as to each class
of securities of the applicant and each class of securities,
other than those owned by the applicant or its totally-held
subsidiaries,. of all subsidiaries whose financial statements
are filed with the offering circular on either a consolidated
or individual basis: !

- . Amount to be
Amount outstanding

outstanding : if all
Amount ~ as of a - securities

Title authorized specified being
of or to be - date within registered
class. . authorized 90 days __are sold

instructions. 1. Securities hkeld by or for the
account of the issuer thereof are not to be included in
the amount outstanding, but the amount so held shall be
stated in a note to the table.

] -2; Ipdebtedness evidenced by drafts, bills of exchange,
bankers' acceptances or promissory notes may be set forth in
a 'single aggregate amount under an appropriate caption such
as "Sundry Indebtedness.

3. Applicant may, at its option, include in the table
the capital share 1liability in dollars, as well as the amount,
of esch class of shares shown in the table, together with sur-
vlus attributed to each class of stock. Surplus shall be
shown in the same manner as in the balance sheet of applicant,
or in the cunsclidated balance sheet of the applicant and
subsidiaries, ~{% such a consolidated balance sheet is included
in the_offering circular. .

VI. SALES OTHER THAN FOR CASH

If any of the securities are to be offered otherwise than
for cash, state briefly the general purposes of the distribution,
the basis upon which the securities are to be offered, the amount
of compensation' and cther expenses of distribution, and by whom
they are to be borne.
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Instruction, If the distribution is to be made pur-
suant to-a plan of acquisition, reorganization, readjust-
ment or succession,- describe brlefly the general-effect of
the plan and-state when it became or is.to become operative,
If any of the securitles are to be offered in exchange for
securities of any other issuer, the offering circular shall
contaln a description of the exchange. State the’ relation-
ship of the recipient of the securities to the company,
including any’ promoter.'

VII. INFORMATION REGARDING ISSUER

State the year in. which applicant was organized, dts . form
of organlzation, and the name of-the State or .other jurisdiction
under the laws of which it was organizéd, and each of the States
under above laws it is authorized to operate.

List all the parents of applicant sShowing the basis of con-
trol and, as to-each parént, the percentage of voting securities
owned or other basis:of control, .

i Briefly describe the parent's business activities, other
than those of applicant. If applicant's parent is, in turn,
controlled by another parent company, etc., describe that
relationship. S :

- Instructions, "What 1s required is information that
will describe any complex control situation to the pros-
pective investor., And will inform him as to any proposed
plans, -such as acquisitions, sales, intercorporate

~transfers, dividend payments, spinoffs, etc., by the
management of the parent corporation that will have a
direct bearing on the firancial well being of the c¢arrier
subsidiary in which- the 1nvestor is being asked to’ invest

Briefly describe the business. actually done and intended to
. be done (not merely relating the powers authorized in the
charter) The relative importance and size of.various service
and manufacturing endeavors should be’ furnished specifying those
areas subJect to regulation under the Interstate Commerce Act

If the applicant and its subsidiaries are engaged in more
than one line of business, state, for .each of the applicant's
last five fiscal years, the approximate amount:.or percentage
of (i) total sales and revenues, and (11) income (or loss)
before income taxes and extraordinary losses, attributable to -
each line of business which during elther of the last two fiscal
years accounted for--

(A) ‘10 percent or' more of total sales and revenues,' -

(B) lO percent or more-of income-before.income taxes
and extraordinary items computed without deduction .of loss
-resulting from operations of any .line of business, or

(C) a loss which equalled or exceeded 10 percent of
the amount of income specified in (B) above,
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1i i£ is impracticabie to state the contribution to income
(or loss) before income taxes and extraordinary items for amy
line of business, state the contribution thereof to the results
of operations most closely approaching such income, together
with a brief explanation of the reasons why it is not practicable
to state the contribution to such income or loss.

Instructions. 1. If the number of lines of business
for which information is required exceeds ten, the applicant
may, at its option, furnish the required information only
for the ten lines of business deemed most important to an
understandirg of overall operations, In such event, a statement
to that effect shall be set forth

2. In grouping products or' services as lines of busi-
ness, appropriate consideration shall be given to all rele-
vant factors, including rates of profitability of operations,
degrees of risk and opportunity for growth. The basis for
grouping such products or.services and any material changes
between periods in such groupings shall be briefly described.

3. Where material amounts of products or services are
regularly transferred from one line of business to another, the receiving
and traunsferring lines may be considered a single line of busi-
ness for the purpose of reporting the operating results thereof.

4. 1If the method of pricing intra-company transfers
of products or services or the method of allocation of common
or corporate costs materially affects the reported contribu-
tion to income of a line of business, such methods and any
material changes between periods in such methods and the
effect thereof shall be described briefly.

5. Information regarding sales or revenues or income
(or loss) from different classes of products or services in
operations regulated by Federal, State or municipal authori-
ties may be limited to those classes of products or services
required by any uniform system of accounts prescrlbed by
such authorltxes.

VIII. DESCRIPTION OF PROPERTY
!

Briefly describe carrier revenue equipment, trackage, terminals,
and other material tangible equipment and properties. Also describe
“trackage rights, certificates of public convenience and necessity,
and other intangible operating authorities.

Separately descrlbe -other properties not used for prov1d1ng
transportation by applicant or its subsidiaries.

Instructions. Provide information which will fairly
appraise the potential investor of the scope and potential
of applicant’s business. Detailed descriptions of the
physical characteristics of tangible properties or reproduc-

tions of operating authorlties are not requlred and should
.- td ha amnlaved.
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IX. BUSINESS CONDITIONS: REGULATION

Indicate briefly, to the extent-material, the general competitive
conditions applicant faces in its transportation services and, where applicable,
in its non-transportation cnterprises. Discuss any important changes in the
technology or type of service applicant or its subsidiaries render to the public.
Separate consideration should be given to different regions or modes.

List any material financial restrictions imposed upon applicant or
its subsidiaries by the Interstate Commerce: Commission to which it may be
presently subject. Specify any.such restrictions imposed in connection with
this issue, . :

Reproduce the order of the Commission authorizing this issue. -
X. PENDING LEGAL PROCEEDINGS

Briefly describe any material pending legal proceedings, other than
ordinary routine litigation incidental to the business,..to which the applicant
or any of its subsidiaries is a party or of which any of-their property is the
subject, Include the name of the court or agency in which the proceedings '
are pending, the date instituted and the principal parties thereto. Include
similar information'as to any such proceedings known to be contemplated by
governmental authorities. '

Instructions, If the business ordinarily results in actions
for negligence or other claims, no such action or claim need be
described unless it'departs from the normal kind of such actions,
Any material bankruptcy, receivership, or similar proceeding
with respect to the issuer or any of its significant subsidiaries shall
be described. Any material proceedings to which any director, officer
or affiliate of the applicant, or any associate of any such director,
officer or security holder, is a party adverse to the applicant or
any of its subsidiaries shall also be described,

X1. STATEMENT OF INCOME AND EARNED SURPLUS:

Furnish in comparative columnar form a statement of income for each
of the last five fiscal years of the applicant and for any interim period between
the end of the latest of such fiscal years and the date of the latest balance
sheet furnished herein, and for the corresponding interim period of - the preceding
fiscal year. Include comparable data for any additional fiscal years necessary
to keep the statement from being misleading. Where necessary, include
information or explanation of material significance to investors in appraising
the results shown, or refer to such information or explanation set forth
elsewhere in the offering circular. An analysis of earned surplus shall be
furnished for each -period covered by an income statement, as a continuation
thereof or elsewhere in the offering circular,

Instructions, 1, If common stock is to be offered, the
statements shall be prepared toc show eamings applicable to
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2., I preferred stock is to be offered, there shall he shown
the annual dividend requirements-on such preferred stock. To'the '
extent that an issue represents refinancing, only the addxuonal
dividend requirements shall be stated.

3. If debt securitieé are to be issued, the applicant shall
show in tabular iérm for each fiscal year or othér period the ratio -
of earnings to fixed charges. A pro forma ratio of earnings to fixed
charges, adjusted to give effect to the issuance of the securities
to be registered and any presently proposed issuance, retirement or
redemption of securities shall also be shown for the latest fiscal year
or }12-month peried.

4, Statements of income and earned surplus conforming to
the foregoing may be furnished on a consolidated basis, but applicant
must also present, -for the most recent fiscal year, statements of income
for each subsidiary (or appropriate groups of subsidiares).

XI1. DESCRIPTION OF SECURITIES TO BE ISSUED

If capital stock is to be issued, state the title of the class and furnish
the followmg information:

(a) Outline briefly (1) dividend rights; (2) voting nghts (3) 11qu1dat10n
rights; (4) pre-emptive rights; (5) conversion rights; (6) redemptlon provisions;
(7) sinking fund provisions; and (8) 11ab111ty to further calls or to assessment
by the applicant.

(b) If the rights of holders of such stock may be ‘modified otherwise"
than by a vote of a majority or more of the shares outstanding, voting as a
class, so state and explain briefly,

(c) If preferred.-stock is to be issued, outline briefly any restriction
on the repurchase or redemption of shares by the issuer while there is any
arrearage in the payment of dividends or sinking fund installments, If there
is no such restriction, so state.

Instructions, 1.- This item requires only a bref summary of
the provisions which arc pertinent from an investment standpoint. A
complete legal description of the provisions referred to is not required
_and should not be given, Do not set forth the provisions of the governmg
instruments verbatim; only a succinct resume is required.

t
2.. H the rights evidenced by the securities ame materially limited
, or qualified by the rights of any other class of securities, include such
information regarding such.other securities as will enable investors
to understand the rights evidenced by the securities to be registered.
No information need be given, however, as to any class of securities
all.of which will be redeemed and retired, provided appropriate steps
to assure such redemption and retirement will be taken pr1or to or
upon dehvery of the securities to be issued.

3. If the securities described are to be offered pursuant to
warrants or rights, srate the amount of securities called for by such
warrants or rights, the period durning which and the pcice at which

TS AT UIe O e N are exelcigable,
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1f debt securities are to be issued, outline briefly such of the followmg
as are relevant

.(a) Provisions with respect to interest, conversion, maturity, redemption,
amortization, sinking fund or retirement.

(b) -Provisions with fesp_ect to the kind and priority of any lien sécuring_
the issue, together with a brief identification of the principal properties
subject to such lien.

(c) Provisions with respect to the subordination of the rights of holders
of the securities registercd to other security holders or creditors of the
registrant.

(d) Provisions restricting the declaration of dividends or requiring
the maintenance of any ratio of assets, the creation or maintenance of reserves
or the maintenance of properties,

(e) Provisions permitting or restricting the issuance of additional
securities, the withdrawal of cash deposited against such issuance, the incurring
of additional debt, the release or substitution of assets securing the issue,
the modification of the terms of the security, and similar provisions.

Instrucdons, 1. In the case of secured debt, there should be
stated (i) the,approximate amount of unsecured property -
available for use against the issuance of bonds, as of the most 1ecent
practicable date, and (ii) whether the sécur_ities being issued are to be
issued against such property, against the deposit of cash, or otherwise.

2, Provisions permitting the release of assets upon the deposit
of equivalent funds or the pledge of equivalent property, the release
of property no longer required in the business, obsolete property or
property taken by eminent domain, the application of insurance moneys,
and similar provisions, need not be described.

(f) The name of the trustee,if any, and the nawre of any matetial relationship
with the applicant or any of its affiliates; the percentage of securities of the
class necessary to require the trustee to take.action, and what indemnification
the trustee may require before proceeding to,enforce the lien.

(g) The general type of event which constitutes a default and whether
or not any periodic:evidence is,required to be furnished as to the absence of
default or as.to compliance,with the terms of the indenture.

Insruction. The instructions regarding capital stock, as pertinent,
shall apply to debt securities.

If securities other than capital stock or debt are to be issued, outline
briefly the rights evidenced thereby. If subscription warrants or rights are
to be issued, state the title,and-amount of securities called for, the period
during which and the price at which the_ warrants or rights are exercisable.

cer, L Lt

Instruction. The mstrucuons regardmg capital stock shall also
apply to this item,
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XIll. DIRECTOKS AND EXECUTIVE OFFICERS

List the names of all directors and executive officers of the applicant
and all persons chosen to become directors or executive officers. Indicate
all positions and offices with the applicant held by each person named, and
the principal occupations during the past five years of each executive officer
and each person chosen to become an executive officer,

Instructions. 1. If any person chosen to become a director
or executive officerhas not consented to act as such, so state.

2. For the purpose of this item, the term "executive officer"
means the president, vice president, secretary and treasurer, and
any other officer who performs similar policymaking functions for the
applicant.

XIV. REMUNERATION OF DIRECTORS AND OFFICERS

(a) Furnish the following information in substantially the tabular form
indicated below as to all direct remuneration paid by the applicant and its
subsidiaries during the applicant's last fiscal year to the following persons for
services in all capacities:

(1) Each director, and each of the three highest baid officers, of
the applicant whose aggregate direct remuneration exceeded $30, 000,

naming each such person.

(2) All dlrectors and officers of the applicant as a group, without
- naming them,

(A) : : ® (©

Aggregate
Name of individual or Capacities in which direct
identity of group remunemtion was received remuneration

Instructions. 1. This item applies to any person who was a director
or officer of the applicant at any time during the period specified. However,
information need not be given for any portion of the period during which
such person was not a director or office of the applicant,

2. The information is to be given on an accrual basis if-pracﬁcable.
The tables required by this paragraph and paragraph (b) may be
combined if the applicant so desires.

3. Do not include remuneration paid to a partnexship in which any
director or officer was a partner, but see item XVII.

4, If the applicant-has not completed a full fiscal year since its
organization or if it acquired or is to acquire the majority of its assets
from a predecessor within the current fiscal year, the information
shall be given for the current fiscal year, estimating future payments,
if necessary. To the extent that such remuneration is to be computed
upon the basis of a percentage of profits, it will suffice to state such
percentage without estimating the amount of such profits to be paid.
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(b) Furnish the following information, in substantially the tabular form .
indicated below, as to all pension or retirement benefits proposed to be paid under
any existing plan in the event of retirement at normal retirement date, directly
or indirectly, by the applicant or any of its subsidiaries to each director or-
officer named in answer to paragraph (a)(l) above:

(4) - (B) : K (C)

Amounts set aside or accrued Estimated annual
during applicant’s " benefits upon
Name of Individual last fiscal year retirement

Instrucdons. 1. The term 'plan” in this item includes all plans,
contracts, authorizations or arrangements, whether or not set forth
in any formal document.

2. Column (B) need not be answered with respect to amounts
computed on an actuarial basis under any plan which provides for fixed
benefits in the event of retirement at a specified age or after a specified
number of years of service.

3. The information called for by Column(C) may be given
in a table showing the annual benefits payable upon retirement to
persons in specified salary classifications.

4. In the case of any plan (other than those specmed in
Instructdons 2) where the amount set aside each year depends upon
the amount of earnings of the applicant or its subsidiaries for such
year or a prior year, or where it is otherwise impracticable to state
the estimated annual benefits upon reirement, there shall be set
forth, in lieu of the information called for by Column (C), the aggregate
amount set aside or accrued to date, unless it is impracticable to do
80, in which case there shall be stated the method of computing such
benefits,

(c) Describe briefly all remuneration payments (other than payments
reported under paragraph (a) or (b) of this item) proposed to be made in the
future, directly or indirectly, by the applicant or any of its subsidiaries pursuant
to any existing plan or arrangement to (i) each director or officer named in
answer to paragraph (a)(1), naming each such person, and (ii) all directors and
officers of the applicant as a group, w1thout naming them,

Instructon. Information need not be included as to payments to be
made for, or benefits to be received from, group life or accident insurance,
group hospitalization or similar group payments or benefits. If it is impracticable
to state tlie amount of remuneration payments proposed to be made; the aggregate
amount set aside or accrued to date in respect of such payments should be stated,
together with an explanation of the basis for future payments.

XV. OPTIONS TO PURCHASE SECURITIES
Furnish the following information as to options to purchase securities

from the applicant or any of its subsidiaries, which are outstanding as of a
specified date within 30 days prior to the date of iiling.
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If, however, the options are ‘'qualified stock options" or "rwstricted stock
options' or options granted pursuant to a plan qualifying as an "employee
stock purchase plan, " as those terms are defined in Sections 422 through 424 -
of the Internal Revenue Code of 1954, as amended, only the following is
required: (i) a statement to that effect, (ii), a bricl description of the terms
and conditions of the options or of the plan pursuant to which they were
issued, and (iii) a statement of the provisions of the plan or options with
respect to the relationship between the option price and the market price

of the securities at the date when the options were granted, or with respect to
the terms of any variable price option.

(b) State (i) the title and amount of securities called for by such
options; (ii) the purchase prices of the securities called for and the expiration
dates of such options; and (iii) the market value of the securities called for
by such options as of the latest practicable date,

Instruction. In case a number of options are outstanding having
different prices and expiration dates, the options may be grouped
by prices and dates, If this produces more than five separate groups
then there may be shown only the range of the expiration dates and the
average purchase prices, i.e., the aggregate purchase pice of all
securities of the same class called for by all outstanding opdons to
purchase securities of that class divided by the number of securities
of such class so called for.

(c) Furnish separately the information called for by paragraph (b)
above for all options held by (i) each director or officer named-in answer to
paragraph (a)(l) of item XIV naming each such person, and (ii) all directors
and officers as a group without nammg them.

Instructions. 1. "The term "options" as used in this item includes
- all options, warrants and rights other than those issued to security
holders as such on a pro rata basis.

2, The extension of options shall be deemed the granting of options
within the meaning of this item.

3. Where the total market value of securities called for by all
outstanding options as of the specified date referred to in this item
does not exceed $10, 000 for any officer of director named in answer
‘to paragraph (a)(l) of Item 17, or $30, 000 for all officers and directors -
as a group, or for all option holders as a group, this item need not be
answered with respect to options held by such person or group.
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XVI. PRINCIPAL HOLDERS OF SECURITIES.

Furnish the following information as of a specified date within 70 days prior
to the date of f111ng in substanua.lly the tabular form indicated:

(a) Asg to the votmg securities of the applicant owned of record or beneficially
by each person who owns of record, or is known by the applicant to own beneficially,
more than 10 percent of any class of such securities. ' Show in-Column (3) whether
the securities are owned both of rccord and beneficially, of record only, or bene-
ficially only, and show in Columns. (4) and.(5) the respective amounts and percentages
owned in each such manner:

(1) (2) 3) 4) )
Title of Type of Amount Percent of
Name and Address Class Ownership Owned Class

(b) As to.each class of equity securities of the applicant or any of its parents
or subsidiaries, other than directors’ qualifying shares, beneficially owned directly
or indirectly by all directors and officers of the applicant, as a-group, without
naming them.

1) 2) 3)

Title of Amount Beneficially - Percent of
Class Owned Class

Instructions. 1. The percentages are to be calculated on the
basis of the amount of outstanding securities, excluding
securities held by or for the account of the issuer. In any
case where the amount owned by directors and offers as a
group is less than 1 percent of the class, the percent of the
class owned by them may be omitted. -

2. If the equity securities are being issued in connection with,
or pursuant to, a plan of acquisition, reorganization, readjust-
ment or succession, indicate, as far as practicable, the status
to exist upon consummation of the plan on the ba515 of present

holdings and commitments.

3.:: If any of the securities being issued are to be offered for the
account of security holders, name each such security holder and
state the-amount .of the -securities:owned by him, the amount to be
offered for his account, ‘and the amount to be owned after the
offermg L . O st

If rto the, knowledge of the applicant or any principal under- ..
wrlter of the securities being issued, more than 10 percent of. -
any class of voting securities of the applicant are held or are to
be held subject to-any voting trust or.other similar agreement,
state the title of such securities, the amount held or to be-held :
and the duration of the agreement. Give the names and addresses
of the voting-trustees and outline briefly thclr votmg rights and
other powers under the agreement.
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INTEREST OF MANAGEMENT AND-OTHERS IN CERTAIN TRANSACTIONS

Describe briefly, and where practicable, state the approximate amount of

any material interest, direct or indirect, of any of the following persons in any
material transaction during the last three years, or in any material proposed
transactions, to which the applicant, or a person in control of applicant as defined
in Item VII or any of its subsidiaries was, or is to be, a party:

. (a) Any director or officer of the applicant;
(b) Any sec-:urity holder named in answer to XVI(a);
(c) Any persoh listed in Item VIIL.
(d) Any associate of_a-ny of the foregoing persons.

Instructions, 1. See Instruction 1 to Item XIV(a). Include the name
of each person whoseinterest in any transaction is described and the
nature of the relationship by reason of which such interest is required
to be described. Where it is not practicable to state the approximate
amount of the interest, the approximate amount involved in the trans-
action shall be indicated.

2, As to any transaction involving the purchase or sale of assets by or
to the applicant or any subsidiary, otherwise than in the ordinary course
of business, state the cost of the assets to the purchaser and the cost
thereof to the seller if acquired by the seller within two years prior to
the transaction.

3. This item does not apply to any interest arising from the ownership
of securities of the applicant where the security holder receives no extra
or special benefit not shared on a pro rata basis by all other holders

of the same class.

4. No information need be given in answer to this item as to any
remuneration not received during the applicant's last riscal year or
as to any remuneration or other transaction disclosed in response to
Items XIV or XV.

5. Information should be included as to any material underwriting
discounts and commissions upon the sale of securities by the applicant
where any of the specified persons was or is to be a principal under-
writer or is a controlling person, or member, of a firm which was or
is to be a principal undesrwriter. Information need not be given con-
cerning ordinary management fees paid by underwriters to a managing
underwriter pursuant to an agreement among underwriters the parties
to which do not include the applicant or its subsidiaries.

6. No information need be given in answer to this item as to any
transaction or any intercst therein where:

(i) the rates or charges involved in the transaction are fixed
by law or determined by competitive bids;

(ii) the interest of the specificd persons in the (ransaction is
solalv thar of 2 shizevic: 7 anciher unaffiliated ¢ rarjon which is a

e
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(iii) the transaction involves services as a bank depository of
funds, transfer agent, registrar, trustec under a trust indenture, or
other similar services;

(iv) the interest of the specified persons, including all periodic
installments in the case of any lease or other agreement providing for
periodic payments or installments, does not exceed $30, 000;

v) the transaction does not involve remuneration for services,
directly or indirectly, and (a) the interest of the specified persons arises
from the ownership individually and in the aggregate of less than 10%
of any class of equity securities of another corporation which is a party
to the transaction, (b) the transaction is in the ordinary course of
business of the applicant or its subsidiaries, and (c) the amount of such
transaction or series of transactions is less than 10% of the total sales
or purchases, as the case may be, of the applicant and its subsidiaries.

7. Information shall be furnished in answer to this item with respect to
transactions not excluded above which involve remuneration, directly or
indirectly, to any of the specified persons for services in any capacity
unless the interest of such persons arises solely from the ownership
individually and in the aggregate of less than 10% of any class of equity
securities of another corporation furnishing the services to the applicant
or its subsidiaries.

8. This itemn does not require the disclosure of any interest in any
transaction unless such interest and transaction are material.
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XVIIL. OTHER FINANCIAL STATEMENTS AND "BALANCE SHEETS" SCHEDULES.

(a) There shall be furnished a balance sheet of the applicant and a consolidated
balance sheet of the applicant and its subsidiaries as of a date within six months
prior to the dateof fxling the application.

Instructions. The individual balance sheets of the applicant may be omitted
if (i) consolidated balance sheets of the applicant and one or more of its sub-
sidiaries are furnished, (ii) €ither one of the following conditions is met, and
(iii) the Commission is advised as to the réasons for such omission:

(1) The applicant is primarily an operating company and &ll subsidiaries
included in the consolidated balance sheets furnished are totally~held
subs:d1au-es or.

(2) The applicant's total assets, exclusive of investments in and advances to
the consolidated subsidiaries, constitute 85% or more of the total assets shown
by the consolidated balance sheets filed and'the applicant's total gross revenues
for the period for which its profit and loss statements would be filed, exclusive
of interest and dividends received from the consolidated subsidiaries, con-
stitute 85% or more of the total gross revenue shown by the consolidated

profit and loss statements filed.

(b) There shall be furnished for each ma jority-owned subsidiary of the
applicant not included in the consolidated statements, the balance sheets

which would be required if the subsidiary were itself an applicant, If the
applicant owhs, directly or indirectly, approximately 50% of the voting
securities of any person and approximately 50% of the voting securities of

such person is owned, directly or indirectly, by another single interest,

there shall be filed for each such person the balance sheets which would be
required if it were an applicant. The statements filed for each such person
shall identify the other single interest. Where appropriate, group statements
may be filed for such persons.

Instructions.l. Insofar as practicable, these balance sheets shall be as of the
same dates as those of the applicant.

2, There may be omitted all balance sheets of any one or more unconsolidated
subsidiaires or fifty percent owned persons if all such subsidiaires and persons
whose balance sheets are so omitted, considered in the aggregate as a single
subsidiary, would not constitute a significant subsidiary.

(c) (1) There shall be filed for any business directly or indirectly acquired by
the applicant after the date of the latest balance sheet filed pursuant to (a) above
and for any business to be directly or indirectly acquired by the applicant, the
financial statements which would be required if such business were an applicant.
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(2) The acquisitibn'df securities shall be deemed to be the acquisition of
a business if such securities give control of the business*or combined with
securities already held give such control.

(3) No financial statements need be filed, however, . for-any business acquired
or to be acquired from a totally-held.subsidiary. In‘addition, the statements
of any one or more business.maycbe, omitted:if such businesses, considered
in the aggregate as a single subsidiary, . would not constitute a significant
subsidiary.
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REGION 1

Regional Manager Robert L. Abare
Interstate Commerce Commission
John Fitzgerald Kennedy Building
Government Center, Room 2211B
Boston, Mass. 02203

REGION 2

Regional Manager Fred E. Cochran
Interstate Commerce Commission
16th Floor

1518 Walnut Street

Philadelphia, Pa. 19102

REGION 3 -~

Regional Manager James B. Weber
Interstate Commerce Commission
1252 West Peachtree Street, N. W.
Room 300

Atlanta, Ga. 30309

REGION 4

Regional Manager Charles W. Haas
Interstate Commerce Commission
Everett McKinley Dirksen Building
Room 1086

219 South Dearborn Street

Chicago, 1l1., 60604

REGION 5

Regional Manager Harold M. Gregory
Interstate Commerce Commission
9A27 Fritz Garland Lanham

Federal Building

819 Taylor Street

Fort Worth, Tex. 76102

REGION 6

Regional Manager Ernest D. Murphy
Intexstate .Commerce Commission
13001 Federal Building

450 Golden Gate Avenue

P. O. Box 36004

San Francisco, Calif. 94102

O

Ex Parte No. 279





