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P FIFTHANNUAL REPORT OF THE SECURITIES
" - AND EXCHANGE COMMISSION

- . WASHINGTON, D. c.

C INTRODUCTION

- At the close of the ﬁfth fiscal year since its creation, the Securlﬁles

and -Exchange Commission was administering three statutes, .the
Secarities. Act of 1933, the Securities Exchange Act of 1934, the Pub-
lie Utility . Holding Company Act of 1935, and had certain duties
under Chapter X of the amended Bankruptcy Act.!

.. The full administration of the Public Utility Holding Company
Act was delayed in many respects by the failure of a substantial
portion of the industry to register until after the decision of the
Supreme Court, on March 28, 1938, upholding the constltutlonahty
of the registration provisions. Thus, the Commission at the close
of the fiscal year had had only a year and three months of full adminis-
tration of the-Act. The amended Bankruptcy Act was adopted by
Congress on June 22, 1938, so that the Commission had exercised its
duties with respect to corporate reorganizations under Chapter X
of the-Act for only slightly more than one year.

Proposed new issues of securities registered under the Securities
Act of 1933, thus making full data available to prospective investors,
had reached a 5-year total of over $14,500,000,000 by the end of the
fiscal year. Twenty securities exchanges were subject to the juris-
diction of the Commission and data was available to investors on
more than 4,000 securities listed on these exchanges. Nearly 7,000
brokers and dealers doing a business in the over-the-counter security
markets were registered with the Commission. Fifty-one public
utility holding company systems, comprising 142 registered holding
companies and including 1,542 separate holding, sub-holding, and
operating companies, were subject to the Commission’s regulation.

1 A fifth statute; thie Trust Indenture Act of 1939, was enacted just after the close of the fiscal year. This
act adds a new title (Title IIT) to the Act of May 27, 1033, as amended, Title I of which is the Securities
Act of 1933. Briefly, the Trust Indenture Act of 1939 requires that bonds, notes, debentures, and similar
secarities publicly offered for sale, sold, or delivered after sale through the mails or in interstate commerece,
except as speciﬂcallyl exempted by the Act, be issued under an indenture which meets the requirements of
the Aect and has been duly qualifiéd with the Commission. The provisions of these two Acts are so inte-
grated that registration pursuant to the Securities Act of such sécurities to be issued under 8 trust indenture
shall not be permitted to become effective unless the indenture conforms to the specific statutory require-
ments expressed in the Trust Indenture Act. The indenture is automatically “qualified”” when registra

tion becomes effective as to the seourities themselves,
1
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During the year the Commission filed notices of appearance in
reorganization proceedings under Chapter X of the Bankruptey Act
in cases involving 87 principal debtors and 18 subsidiary debtors.

In the enforcement of its laws during the past five years the Com-
mission has stopped the issuance of 119 proposed security issues and
14 security issues have been delisted from stock exchanges as a result
of inability or unwillingness to make the required disclosure. Six
persons have been suspended from membership in national securities
exchanges for violations of the Securities Exchange Act of. 1934, and
two members have been ordered expelled. The registration of 60
brokers and dealers in over-the-counter security markets has been
suspended or revoked.

The Commission has intensified its prosecution of fraudulent pro-
moters, stock swindlers, bucket shop operators, and others who abuse
the confidence of the investing public and, during the past five fiscal
years, has brought 312 suits in the United States courts to prevent
violation of its laws. Of these, 288 had been concluded at the end of
the fiscal year and as a result 657 firms and individuals had been
permanently enjoined from further violation of the law. In addition,
the Commission has referred 158 cases to the Department of Justice.
As a result, 403 defendants had been convicted at the end of the year.

The Commlsswn s activities in the regulation of securities ex-
changes during the past year have been directed principally towards
securing protection against avoidable financial risks for the customer
of stock exchange brokerage firms. The Commission’s report on its
investigation of the failure of Richard Whitney & Company revealed
lax standards and recommended a broad program of measures designed
to protect customers’ funds and securities. Continuing its policy of
encouraging self-policing by securities exchanges—as an alternative
to direct and detailed regulation by the Government—the Commission
sought to have the exchanges effectuate, under their own rules, a
program for customer protection. Although various plans and pro-
posals had been discussed, at the end of the fiscal year adequate
measures for customer protection had not yet been put into effect by
the exchanges.

During the year the Commission continued its work with invest-.
ment bankers, dealers, and brokers to effectuate the system of cooper-
ative regulation of the over-the-counter security markets envisioned
by the Maloney Amendment to the Securities Exchange Act (adopted
June 25, 1938). At the close of the fiscal year plans for the organi-
“"zation and registration.under the Act-of a-national:assoeiwtionof -
securities dealers were nearing maturity.?

t Shortly after the close of the fiscal year the National Association of Securities Dealers, Inc., rogistered
‘with the Commission under the Act.
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Perhaps the most important single effect of the Public Utility
Holdirg- Company:Act has been on the security issues of the utility
companjes. From December 1, 1935, when the Act became effective,
until the close of the fiscal year, utility companies had issued over
$2,500,000,000 of securities, all of them sufficiently in harmony with
the aims and spirit of the law to permit their issuance. Of this
amount, $1,449,810,000 were issued during the past fiscal year.

In addition the Commission has passed on nearly every variety of
financial transaction covered by the statute.

With respect to the integration and simplification provisions of the
Act, six companies have had plans of simplification approved by the
Commission -and eight companies had plans pending before the Com-
mission at June 30, 1939.

On August 3, 1938, William O. Douglas, former Chairman of the
Commission, addressed & letter to the chief executives of all registered
holding companies requesting them to inform the Commission of their
tentative ideas as to how Section 11 (b) could be complied with. The
purpose of this request was to focus the attention of the industry
upon the steps needed-to comply with the statutes, and to assist the
Commission in determining the best means of securing such compli-
ance, as well as to obtain both data and ideas that might prove helpful
to the Commission. With few exceptions the registered holding
companies submitted more or less elaborate statements in response
to this request. These have been carefully studied and analyzed
and have aided considerably in the formulation of working plans for
securing commpliance with the statute. The next step is the specific
and separate determination of each company’s problem, a matter
which in each case must be based on the evidence produced, both
by the Commission and the company, at a public hearing.

Paring the past fiscal year the Commission adopted 27 new rules
under its statutes and repealed 14 rules.

The courts: have almost invariably sustained the orders of the
Commission in cases where review has been sought. During the past
five years the Circuit Courts of Appeal have been asked to review
orders of the Commission in 49 cases. Thirty-nine of these petitions
were ‘dismissed or withdrawn, in two cases the order of the Commis-
sion was affirmed and in only one case was the Commission’s order
vacated. Seven cases were pending at the end of the year.

Dygti;%géphe year & new chairman was elected when, on May 18, 1939,
Commissioner Jerome N. Frank succeeded Chairman William O.
Douglas, who resigned April 16, 1939 as Chairman and Commissioner
to accept an appointment as Justice of the United States Supreme
Court. On June 30, 1939, Commissioner Frank was reelected Chair-
man of the Commission, for the period ending June 30, 1940,
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Edward C. Eicher of Iowa was appointed Commissioner on Decem-
ber 1, 1939, for the term ending June 5, 1940, vice John W. Hanes,
who res1gned to accept an appointment as Assistant Secreta,ry of the
Treasury.

Leon Henderson was appointed Commlssmner on May 17, 1939,
for the term ended June 5, 1939, vice William O. Douglas. Com-
missioner Henderson was reappointed Commissioner on May 29, 1939,
for the term ending June 5, 1944,

During the past fiscal year, the Commission established a new
division, known as the Reorganization Division. On June 9, 1939,
the Commission abolished the Forms and Regulations Division' and
transferred its functions and personnel to a new Forms-and Regu-'~
lations Unit, created in the Registration Division. On November
21, 1938, the Commission announced the establishment of a new
regional office in Cleveland, Ohio. The Commissioners, staff officers,
and regional administrators, as of the close of the past fiscal year,
were as follows:

Commissioners:
Frank, Jerome N., Chairman.
Mathews, George C.
Healy, Robert E.
Eicher, Edward C.

Henderson, Leon.

Staff Officers:

Allen, James, Supervisor of Information Research. _

Bane, Baldwin B, Dnector of the Reglstratlon Division.

Blaisdell, Thomas ., J1., Director of the S. E. C. Monopoly
Study.?

Brassor, Francis P., Secretary of the Commission and Director
of the Administrative Division.

Clark, Samuel O., dr., Director of the Reorganization Divisien.*

Davis, Sherlock, Technical Adviser to the Commission. ., ., ¢

Lane, Chester T., General Counsel.

Neff, Harold H., Foreign Expert.

Purcell, Ganson, Director of the Trading and Exchange
Division.

Schenker, David, Chief of the Investment Trust Study.

Sheridan, Edwin A., Executive Assistant to the Chairman.

Smith, C. Roy, Du'ector of the Public Utilities Division.® ,

Werntz, William W., Chief Accountant.

8 Mr. Blaisdell resigned June 29, 1939:

¢ Mr. Clark resigned July 27, 1939 and Edmund Burke was appointed Director of the Reorganization
Division on September 6, 1039.

8 Mr. Smith resigned Septernber 5, 1939 and Joseph L. Weiner was appointed Director of the Public
Utilities Division on September 6, 1939.
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Regional Administrators:
Allred, Oran H., Fort Worth Regional Office.
Caffrey, James J., New York Regional Office.
Green, William, Atlanta Regional Office.
Judy, Howard A., San Francisco Regional Office.
Karr, Day, Seattle Regional Office.
Kennedy, W. Mc¢Neill, Chicago Regional Office.
Lary, Howard N., Denver Regional Office.
Malone, William M., Washington Field Office.
Moore, Dan Tyler, Cleveland Regional Office.
Rooney, Joseph P., Boston Regional Office.






Part I

NEW DUTIES OF THE COMMISSION WITH RESPECT TO
CORPORATE REORGANIZATIONS UNDER CHAPTER X OF
THE BANKRUPTCY ACT, AS AMENDED

During the past fiscal year, the Commission inaugurated its functions
under Chapter X of the Bankruptcy Act, as amended in 1938 (Publie
No. 696, 75th Congress), relating to the reorganization of corporations and
superseding Section 77B of that Act.

Chapter X affords the appropriate machinery for the reorganization of
corporations (other than railroads) in the Federal courts under the Bank-
ruptey Act. The Commission’s duties under the chapter are, first, at the
request or with the approval of the court, to act as a participant in pro-
ceedings thereunder in order to provide independent, expert assistance on
matters arising in such proceedings. Second, the Commission is em-
powered to prepare, for the benefit of the courts and investors, advisory
reports on plans of reorganization submitted in such proceedings.

COMMISSION FUNCTIONS UNDER CHAPTER X

The functions of the Commission as a participant in Chapter X
proceedings are governed by Section 208 of the Act. That section
provides that the Commission shall, if requested by the judge, and
may, upon its own motion if approved by the judge, file a notice of
its appearance in a proceeding under Chapter X. Upon the filing of
such notice, the Commission is deemed to be a party in interest and
has a right to be heard upon all matters arising in the proceeding,
However, it may not appeal or file any petition for appeal in the
proceeding.

The Commission’s functions in connection with advisory reports
on reorganization plans are governed primarily by Section 172 of the
Act. That section provides that the judge shall, if the indebtedness
of the debtor exceeds $3,000,000, and may, if the indebtedness does
not exceed that amount, submit to the Commission for examination
and report any plan or plans of reorganization which the judge deems
worthy of consideration. Section 173 of the Act provides that the
judge may not approve any plan until the Commission has filed its
report or has notified the judge that it will not file a report, or urless
no report has been filed within the period fixed by the judge. Section
175 provides that upon the approval of any plan by the judge, the
Commission’s report, if one has been filed or a summary prepared

189101—40-——2 7
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by the Commission, must be transmitted to creditors and stockholders
who are being asked to vote on the plan, along with certain other
material.

In general, the Commission’s functions under Chapter X are ad-
visory in nature, and are designed to make available to the courts
and security holders the expert and impartial assistance of the
Commission. .

In order that its functions under Chapter X may be more effectively
and efficiently exercised, the Commission established the Reorganiza-
tion Division in Washington and reorganization units in the several
regional offices. This decentralization was designed to meet the
needs of the courts and the parties involved and to avoid the delay
and expense that might have been occasioned by the exercise of all
the functions directly from Washington. It has been accomplished,
however, without the delegation by the Commission of any power of
decision.

PROCEEDINGS IN WHICH THE COMMISSION PARTICIPATED

The amended Act did not become fully effective until September
22,1938, but the provisions of Chapter X thereof were made applicable
in their entirety to proceedings in which the petition for reorganization
was approved within 3 months prior to that date. It was further
enacted that the provisions of Chapter X should apply, to the extent
that their application was deemed practicable by the judge, to pro-
ceedings in which the petition was approved more than 3 months
before September 22, 1938. Through the operations of these pro-
visions, the Commission has therefore been active not only in cases
instituted since the enactment of Chapter X, but in numerous cases
which originated under the provisions of Section 77B of the Bank-
ruptey Act.

In reaching the decision that it should seek to become a participant
in any case, the Commission has borne in mind the criterion that the
more important provisions now embodied in Chapter X of ‘the Bank-
ruptcy Act were designed to assure greater protection for the interests
of the public investor. Accordingly, the Commission has concerned
itself with all cases involving a definite public interest, and, generally
speaking, has sought to participate in all cases involving more than
$250,000 face amount of securities outstanding in the hands of the
public. However, the Commission also has become a party to smaller
cases in which there were special factors which indicated the desira-
bility of its participation, such as a questionable corporate history, or
the proposal of an improper plan of reorganization, or inadequate
representa,tlon for the public investors, or wolatlons of vanous pro-

visions of the new Act. - o
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During the period ‘from September 22, 1938 (the date on which
the amended Bankruptcy Act became fully ‘effective), through June
30, 1939, the Commission filed its notice of appearance in 87 proceed-
ings involving the reorganization of 105 corporations (87 principal
debtor corporations and 18 subsidiary debtors). Of these 87 pro-
ceedings, 38 were commenced under Chapter X, while 49 originated
under Section 77B. In 53 proceedings the Commission filed its
notice of appearance at the request of the judge; while in the remaining
34 it became a party upon approval by the judge of its own motion
to participate. In only one instance was the Commission’s motion
to participate denied. = .

The 105 debtors involved in the proceedings to which the Com-
mission became & party showed aggregate assets of over $550,000,000
and aggregate indebtedness of over $440,000,000. These proceedings
embraced a wide variety of industries, as indicated by the following
table:

X Ni g’e’{)btg‘mof_ s |. Total assets Total indebtedness .
- Industry P ¢
Princi- | Subsidi ercen Percent
Amount | of grand | Amount | of grand
pal ary total total
Thousands Thousands
of dolinrs of dollars
Agriculture . _____seeseeees - 1 - 1,100 0.2 100 @
Mining and other extractivess..____ - 8 4 126,763 22.8 85, 652 190.3
Manufactu‘ring [ 21 4 249,328 4.9 170, 426 38.4
¥Financial and investment....___.____.__ -3 PN, 9,749 1.8 6, 645 1.5
Merchandising. ..o oo omeac]eaaaes 2 385 0.1 355 0.1
Real estate. - .o ceoeenooonocoieeoee 4 3 b 51, 566 9.3] 62464 14.1
Construction . ) S SR 19, 269 3.5 9, 366 21
Transportation and communication_. .. 2 1 40, 417 7.3 56, 339 12.7
Service. I, 5 7,177 1.3 7,543 1.7
Electric light, power, and gagseewss ... [} 4 48,9023 8.8 44, 664 10.1
s ‘Grand total.sssesessese _ssesesses Jd - 87 18 b 554, 677 100. 0 <443, 554 100 0
 Less than 0.05%.

* Does not include 2 companies whose assets were not ascertained.
« Does not include 1 company whose indebtedness was not ascertained.

Included among the various industries listed above were the follow-
ing -types of companies: A drug concern, traction and power com-
panies, an investment trust, paper manufacturing concerns, a radiator
concern, & toll bridge, cil companies, gold and silyer mining companies,
warehouses, a tanning .company, a. coal company, and numerous ho-
tels, apartment houses, and other real estate concerns. In individual
cases, the outstanding indebtedness of these companies varied from
iess than $100,000 to over $50,000,000. In 23 instances the indebt-
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edness aggregated over $3,000,000 and in 5 instances it exceeded
$25,000,000. The distribution of cases by amount of indebtedness is
shown in the following table:

Disiribution by amount of individual indebtedness of cases under Chapter X and
Section 77B in which the Commission was a party to the proceedings—Fiscal
year 1939 ‘

Total indebtedness
Amount of individusl indebtedness in dotlars Tammberd |- Percent of
Amount grand
total
Thousands
of dollars

Less than 100,000 5 271 0.1
18 3,057 0.7
20 7,818 L8
13 9, 058 20
17 25. 394 67
8 21,788 4.9
14 80, 316 18.1
4 67, 529 15.2
3 106, 207 2.0
50,000,000 A1d OVEr—==" o= comt cemmmmn e v sm=me smmmmems e me — e =] 2 122, 116 2.6
Grand total ... hbdd 2 b bt hbdd a 104 @ 443, 504 100.0

& Docs not include one company whose indebtedness was not ascertained.

STATISTICS ON REORGANIZATIONS UNDER CHAPTER X

In order to determine in which cases-its-participation would, in the
light of the public interest involved, be desirable and practicable, and
in order that it might be in a position to respond to the requests of
judges seeking its advice and assistance in connection with specific
cases, the Commission has endeavored to keep informed as to the
nature of all pending cases. Accordingly, the Commission has inves-
tigated or examined during the figcal year a total of 1,104 reorganiza-
tion cases, including the cases in which it became a party. Of this
number, 527 were proceedings commenced under Section 77B prior
to enactment of the Chandler Act, and the remaining 577 were insti-
tuted under the provisions of Chapter X of the amended Act.

As an aid to the Commission in the performanee of its duties under
the Act, it was provided in Section 265a of Chapter X that the Clerks
of the various Federal District Courts-shall-transmit-to the Commis-_
sion copies of all petitions for reorganization filed under that-Ghapter,
as well as copies of various other specified documents filed in the pro-
ceedings. Thus, the Commission possesses files or records of the more
important papers in all Chapter X cases and is in a position to make
available to many users information otherwise practically inaccessible

to them.
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With a view to dissemination of this information, the Commission
has inaugurated a series of statistical surveys presenting data on the
total number of proceedings under Chapter X and the aggregate
assets and indebtedness of the companies involved, classified according
to industry, location of principal assets, location of principal place
of business, Federal judicial district in which proceedings were insti-
tuted, amount of individual indebtedness, and type of petition filed.
The first of these statistical analyses, covering the period from Septem-
ber 22, 1938, to March 31, 1939, inclusive, was released on May 8§,
1939. A statistical adaly&is in“similarform:covering the period from
June 22, 1938 to June 30, 1939, inclusive, is contained in Appendix
IX of this report.

THE COMMISSION AS A PARTY TO PROCEEDINGS

In general, it may be said that the Commission’s activities in re-
organization proceedings in which it participates may be as extensive
as the issues arising in the proceedings and as varied in their scope.
Asa party in interest, the Commission is represented at all important
hearmgs in the proceedings. It pa,rtlclpates in the discussions on all
major issues and on appropnate occasions files legal or factual memo-
randa in support of its views., In addition, its views with respect
to the fairness and feasibility of reorganization plans are fully dis-
cussed with all interested and proper parties, and proposals as to
plans are fully examined in connection with the Commission’s views.
In many cases this has led to extensive amendment and improvement
in such proposals in advance of the hearings thereon before the court.
The range of matters with which the Commission has been concerned
is outlined in the following paragraphs.

The Commission has encountered a number of instances of viola-
tion of, and noncomplignce with, the-procedural provisions of Chapter
X. In many cases where such situations came to the Commission’s
attention, a conference with the parties was sufficient to dispose of
the matter. In other cases, it was necessary to file a formal motion
in court.

Insuring Adequate Notice of Hearings to Security Holders.

Among the more important of such violations of the Act were those
connected with the provisions for notice which must be given of the
various hearings required by the statute. Occasionally, for example,
the Commission has advised the parties of their failure to give notice
to the various partxes entltled thereto, or of the inadequacy of the
notice even when g g1ven, as rélating'to’ the*hearings’on the questlon of
continuance in possession of the debtor or the retention in office of
the trustee. The Commission has similarly objected to failure to
give notice of the statutory hearings for the approval of a plan. Ina
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number of instances applications for interim allowances to the trustees.
and their counsel were made without the requisite hearing on notiee
to all creditors, security holders, and parties. In all of these instances
it was possible to accomplish a correction of the violations without
undertaking any formal court action. Many other examples of
procedural noncompliance with the statute could be adduced as to
which the Commission has taken remedial action,. It is to be emphas
sized that these matters, though procedural in nature, are of signifi-
cance to security holders in safeguarding their rights to be heard on
all matters arising in reorganization proceedings under the statute.

Securing Compliance With Provisions Regarding Trustees. -

A most important phase of the Commission’s activity in dlscermng
and correcting noncompliance with the Act dealt with the appoint-
ment of independent trustees. As an essential element in the proper
conduct of reorganizations, the statute prescribes certain standards of
disinterestedness which must' be: mef- by trustees: appointed under
Chapter X. Wherever there was any doubt as to the qualifications
of the trustees, the Commissien undertook thoroughgoing examina-~
tions into the facts. - In threecases, for example; sufficient evidence
of conflicting interests was developed to warrant an appearance in
court for the purpose of urging the removal of trustees. In one of
these cases, where it appeared that the trustee had been in charge of
the debtor’s operations at the time of his appointment, the trustee
resigned after the Commission filed its motion and before testimony
was to be taken at the court hearing. In the second of these cases,
the court removed the trustee after hearing. In the third case, the
Commission was of the opinion that both the trustee and his attorney
were disqualified under the statute, but the court overruled its objec-
tion and continued them in office.

In a few cases, independent trustees were not appointed although
the indebtedness of each of the several debtors was in excess of
$250,000, the point above which the statute makes their appointment
mandatory. However, in all such instances, the omission was prompt-
1y cured when attention was directed to the violation. In other cases
questions arose concerning the powers of the disinterested trustee as-
distinguished from those of the interested trustee Under the statute
the court can, in unusual cases, designate as an additional co-trustee
an officer, dlrector or employee of the debtor, but only for the pur-
pose of assisting in the operation of the business. Accordingly, the
Commission objected to an order directing both the disinterested
trustee and the co-trustee.to prepare and file a plan. The Commis-
sion likewise objected to an order depriving the disinterested trustee
of the power to participate in the operation of the business and con-
fining his functions to the formulation and submission of the plan.
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In both instances, the Commission’s views were approved and the

orders amended.

Securing Compliance With Provisions Regarding Protective Committees and
Indenture Trustees.

Another general phase of the Commission’s efforts to remedy non-
compliance with the provisions of Chapter X related to the activities
of protective committees and indenture trustees. The Commission
has constantly been alert to secure compliance with the provisions of
the statute which require disclosure by committees and indenture
trustees of relevant information concerning their appointment, affil-
iations, and security holdings, Considerable attention also has been
given to the controversial question whether formal intervention
should be granted to committees and indenture trustees in proceed-
ings under Chapter X. The position advanced by the Commission
in the courts has been that, since the new statute affords committees
and indenture trustees an unqualified right to be heard, such inter-
vention is unnecessary as a general rule. In only one of the many
cases dealing with the question was this view rejected.! _

. In connection with the activities of protective committees, the Com-

mission was also concerned with the problem of solicitation of the
assents of security holders to plans of reorgamzatmn prior to approval
of such plans by the courts. The provisions of Chapter X were
designed to assure to creditors and stockholders the information
essential to the exercise of an informed judgment concerning the plan
beforp their vote thereon is exercised, and also to remove from the
courts the pressure which customarily attended “‘support” of plans
that were frequently neither fair and equitable, nor feasible. Con-
gistently with the purpose of these provisions, the Commission in a
number of cases objected to such solicitations prior to the court’s
consideration and approval of the plan under consideration.

PLANS OF REORGANIZATION UNDER CHAPTER X

Many of the more complex problems which confronted the Com-
mission as a party in reorganization cases were concerned with the
failure of proposed reorganization plans to conform with the standards
of fairness and feasibility required by Chapter X. As a preliminary to
consideration of all plans of reorganization, it was necessary to assem-
ble the essential information bearing on the physical and financial
co:qdltlon of the company, the causes of its financial collapse, the
quality of its management, its past operating performance and future
prospects, and the reasonable value of its properties. Information on

1 The numerons cases in which this view was apheld include The Philadelphic andl Reading Coaland Iron

Co. case which was appealed to the Cirguit Court of Appeals for the Third Circuit. The opinion of the
appellate codrt in that case is summarized infra, pp. 20-21.
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these matters was obtained through voluntary cooperation on the part
of the trustees and the parties; through examination by the Commis-
sion’s accountants of the books and records of the companies involved;;
and through the examination of witnesses in court. This information
was complemented by the independent research of the Commission’s
analytical staff into general economic factors affecting the particular
company and competitive conditions in the particular industry.

Feasibility of Plans.

Although it is obviously difficult to design a pattern of feasibility
into which all cases will fall, a number of matters of concern-to the
Commission in this category may be summarized. Thus, the Com-
mission found it necessary in a number of cases to direct attention to
the inadequacy of proposed working capital; to object to proposed
fixed charges which were either in excess of or were not sufficiently
covered by reasonably anticipated earnings; to object to proposed
funded debt or capital structures bearing no reasonable relationship
to property values; and, generally speaking, to point out the con-
ditions essential to a sound financial basis from which to look forward
to successful operating results. As a typical instance of the latter,
the Commission was, in one case, concerned with a plan which pro-
vided for the issuance of large blocks of cumulative income bonds,
the charges on which would have been in excess of the earning power of
the company, even before making allowance for necessarily substantial
depreciation charges. It appeared likely that accumulations of in-
terest would continually accrue and increase the debt of the company;
by the same token, there seemed little likelihood of any consider-
able retirement of the bonds during the life of the issue to counter-
balance this increasein debt. As a consequence, at the maturity of the
bond issue, the company might well have been burdened with a larger
debt, while at the.same time the value of its properties, against.which
no depreciation reserve was provided, would be considerably lower.
The Commission advised the interested parties that, in its opinion,
the plan would serve only as a prelude to another reorganization and
the plan was materially modified. A number of similar improvements
in plans were accomplished in this manner and through recommenda-
tions to the courts.

Fairness of Plans.

Perhaps the most controversial of the issues presented in the
course of the Commission’s participation in reorganizations is the
question whether a proposed plan is “fair and equitable’’ as required
by the statute. In appraising this aspect of plaus, the Commission
has taken the position that, to be fair, plans must provide full recog-
pition for claims in the order of their legal and contractual priority,
either in cash or new securities or both; and that junior claims may
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participate in reorganizations only to the extent of the value remain-
ing in the debtor’s properties after the satisfaction of prior claims.
The Commission has not considered a plan as fair which accords
recognition to junior interests unless there is a residuum of value for
such-interests or such recognition is based on a fresh contribution
made in money or money’s worth,

The Commission’s position in this regard was fully sustained by the
decision of the United States Supreme Court in Case v. Los Angeles
Lumber Products Co., Lid., decided November 6, 1939.2

Consistently with the foregoing, the Commission has considered a
determiriation’ of the value of the debtor’s properties essential in
evaluating the fairness of reorganization plans. Its view in this re-
gard was recently upheld in a significant decision of the Circuit Court
of Appeals for the Third Circuit in the Philadelphia & Reading Coal
& Iron Co. case? in which the court held that solvency, and by that
token, value, is appropriately to be determined in advance of approval
of any plan of reorganization. It may be added, in connection with
the complex: problem- of-determining value-for the purposes described,
that the Commission shares the view of financial experts generally
and of most courts, that an appropriate capitalization of reasonably
foreseeable earning power is the most reliable guide to value in re-
organization cases.

Although limitations of space preclude any summary in this report
of the varying fact situations in which the question of the fairness of
plans has been presented to the Commission, a typical instance is
briefly outlined in the following paragraphs, which serves also as an
indication of the expedition with which the Commission must consider
and act upon these matters as presented.

In the case in question, the debtor owned and operated a cold stor-
age warehouse and had outstanding $1,646,000 of first mortgage bonds,
$598 500 of second mortgage bonds, $470,000 of unsecured indebted-
ness, $550,000 of preferred stock, and 30,000 shares of common stock.
The reorganization proceedings had been pending before the court for
several years and several plans of reorganization had proved abortive.
In order to expedite the proceedings, the judge, on October 21, 1938,
ordered the trustees to file, on or before November 10 of that year, a
plan of reorganization or a report of their reasons why a plan could
not be effected, pursuant to Chapter X. It was further ordered that a
hearing on the plan should be'held on November 18. On November 2,
1938;-the-judge entered an order, pursuant to Section 208 of Chapter
X, requesting the Commission to file a notice of its appearance.

? In this case, the Commission’s position was presented to the Court in a brief filed for the United States as
amicus curiae and in argument by the Solicitor General. The Commission participated in the preparation

of the brief and argument.
3 The opinion of the court is referred to infra, pp. 20-21.
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Members of the Commission’s staff immediately began a study of the
company’s books and records, and the assembling of information
from all other pertinent sources which would bear on the company’s
history, its financial condition, and its future prospects. In the
meantime, the trustees had filed a proposed plan of reorganization
which had the support of representatives of holders of the various
classes of securities. This plan provided for a bank loan to raise
money to pay accrued taxes and for the issuance of second mortgage
income bonds and common stock to the bondholders and other
claimants, and included substantial participation for the existing
stock.

After a study and analysis of the plan based on the data which had
been obtained concerning the company, the Commission was convinced
that no equity existed for any interests junior to the claims of first
mortgage bondholders. This conclusion was founded principally on
an examination of past operating results of the debtor and on an
estimate of its prospective earning capacity. In the light of this
conclusion, it was apparent that the substantial participation accorded
junior interests was unfair. Furthermore, the amount of the funded
debt proposed by the plan and the difficulty of amortizing the bond
issue in any substantial amounts before its specified maturity cast
doubt on the feasibility of the plan. These and other considerations
led the Commission to believe that the substitution of equity securities
would present a more feasible capital structure.

The Commission’s views in these various respects were presented
to the interested parties at a conference held a few days prior to the
hearing, and again formally at the hearing on November 18. As a
result of the Commission’s suggestions, the plan was substantially
amended. The amended plan was approved by the court on December
6, 1938, approximately one month after the Commission had entered
its appearance in the proceeding.

ADVISORY REPORTS ON PLANS OF REORGANIZATION

As already noted, the second aspect of the Commission’s functions
under Chapter X relates to the submission of advisory reports on
plans of reorganization. The advisory report serves as an impartial
survey and critique for the use of the judge in his consideration of
the plan. If the plan is approved by the judge, copies of the report
or summaries thereof prepared by the Commission are submitted
to all those affected by the plan, thus serving also as an aid to
creditors and stockholders in making their decision as to acceptance
or rejection of the plan.
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It has been noted already that in its capacity as a party the Com-
mission may be actively concerned with every issue arising in a
reorganizetion proceeding under Chapter X, Throughout such pro-
ceeding, it lends assistance and advice as to legal and financial matters
to the court with respect to both the administration of the estate
and the working out of a fair, equitable, and feasible plan of reorgani-
zation. In this latter connection, the Commission’s duties as a party
require it in effect to undertake in every case the same intensive legal
#nd financial studies which are necessary for-the preparation of formal
advisory reports. The Commission, therefore, seeks to become a
party in every case in which it is expected that plans will be referred
to it for such reports. On the other hand, the Commission has become
& party in many other cases where such reports will be neither required
nor requested, but in which the burden of study and analysi- respecting
plans is in no wise lessened, sin¢e the Commission must be prepared
to comment thereon in any event in its capacity as a party. In
effect, therefore, the Commission performs both of its functions in
all cases in which it participates.

During the past fiscal year, the Commission issued formal advisory
reports in 4 reorganization proceedings. In 2 other cases during
this period, plans of reorganization were submitted to the Commission
for advisory reports, which reports were in the course of preparation
at the close of the fiscal year. In.more than 20 other cases, the
proceedings had not progressed to a point where the plans therein
could appropriately be referred to the Commission, but it was clear,
in the light of the amount of indebtedness involved, that these must
eventually be submitted for advisory reports.

The four proceedings in which the Commission submitted advisory
reports during the past fiscal year, were all Section 77B proceedings to
which the judge deemed the application of the provisions of Chapter
X practicable. Three of these cases involved indebtedness in excess
of $3,000,000. In the remaining case the indebtedness was less than
this figure and the Commission was requested to file its advisory
report. There follows a brief discussion of these reports:

Penn Timber Company.—The plan in this case provided for gradual
liquidation over a period of years of the debtor’s assets, which con-
sisted entirely of timberlands. It provided for a 10-year extension of
the maturity date of the debtor’s first mortgage bonds and, even
though the debtor was admittedly insolvent, for participation in the
new company by stockholders as well as junior creditors. The Com-
mission, in its report, took the position that the proposed plan was
not feasible because factors affecting the marketability of the timber
indicated that liquidation within the 10-year period could not rea-
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sonably be anticipated. As a consequence, further reorganization at
the expiration of that period appeared likely. The Commission
further pointed out that inasmuch as the probable net proceeds of the
sale of the assets would not exceed the principal and interest accrued
and to accrue on the bonds, any plan providing for participation by
interests jumior to bondholders would be unfair. Therefore, the-
Commission concluded that the plan did not meet the statutory and
judicial requirements of fairness and feasibility, and that it should
not receive the approval of the court. At the close of the fiscal year,
the matter was still pending, the court having neither approved nor
disapproved the plan.

Detroit International Bridge Company.*—The plan referred to the-
Commission in this proceeding provided for the issuance of common
stock to holders of bonds and debentures, 92.3 percent to be issued to-
bondholders and 7.7 percent to debenture holders. Although the-
value of the assets was less than the amount due on the first mortgage,
the Commission was of the opinion that the provisions of the plan,
allocating 7.7 percent of the new, common stock to debenture holders,
were not unreasonable, it appearing that ‘at the time the proceedmgs
were instituted, there was a substantial amount of cash on hand to
which the debenture holders had a claim.

In addition to the common stock to be issued, the plan provided
that present stockholders were to receive warrants entitling them to-
purchase approximately 2% percent of the common stock of the new
company at twice the anticipated market value of the stock as of the
time of reorganization. The issuance of warrants was justified in
the plan on the ground that it was desirable to obtain the consent of
stockholders to amendments to the charter of the corporation so as
to avoid possible difficulties which might arise through the transfer
of the bridge franchise to a new corporation. It had been intimated,
moreover, that the warrants were of little, if any, value and, therefore, -
that their issuance was unobjectionable. The Commission questloned
the advisability of issuing such securities and suggested that if the
benefits to be derived from the issuance of the warrants justified their
inclusion in the plan, consideration be given to restricting their trans-
ferability. The plan was approved by the court on March 27, 1939.

National Radiator Corporation.—Prior to the time the Commission
became a participant in this proceeding, a plan of reorganization had
been filed by the trustees which accorded to stockholders a participa-
tion in the reorganized company. Upoen-subsequent, investigation of
the company’s financial condition, the Commission concluded, as did

¢ The advisory report of the Cormmission in this case was cited by the United States Supreme Court in-
its opinion in the Los Angeles Lumber Products Co. ease, supra.
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‘the court, that the debtor was insolvent. The trustees thereafter
filed an amended ‘plan of reorganization which provided for the issuance
of all of the common stock of the reorgamzed company to creditors,
in exchapge for their claims. It appearing that the amended plan
‘was fair and feasible and that the management provisions were
-generally acceptable, the Commission reported favorably on the
amended plan. The plan was approved by the court on March 17,
1939, and thereafter accepted by creditors and confirmed.

Griess-Pfleger Tanning Company.—The plan in this case provided
for the issuance of $1,540,000 in capital income debentures and 9,240
shares of common stock.to holders.of the $1,540,000 prineipal amount
-of first-mortgage:59-percentvbertdsbiit§tanding, on which interest had
accrued in the amount of $134,000. Holders of 9,875 shares of $100
par preferred stock on which unpaid dividends amounted to $548,063,
were to receive 37,031 shares of common stock, and holders of 19,000
shares of $80 par common stock were to receive 4,222 shares of the
new common stock.

The capital income debentures proposed to be issued to first mort-
gage bondholders. were not to be a.lien on the assets of the new cor-
~ poration”and Wwére to rhik’jdHibr to the cldims of all creditors, present
and future. The debentures were to mature in 1954, an extension of
15 years, and were to bear contingent interest at a rate varying from
1 percent to 5 percent. They were to be convertible into stock at
-any time in the ratio of one share of stock for each ten dollars of
.debentures. Although no sinking fund was provided for, the deben-
tures were to be redeemable under certain conditions. Holders of the
“1ssue, as a class, ‘would be entitled to elect a varying majority of the
‘board of directors so long as the amount outstanding exceeded
-$700,000, and a varying minority thereafter. The Commission ex-
pressed the opinion that the debentures were in substance a preferred
stock and that they should be frankly labelled as such. It was further
pointed out that such a security, practically unknown in the public
markets, was unsound- and- deeeptive -and- would place the initial

**holders, as woll ‘d¥“sibsequentpurchssers amd sellers, ut serious dis-

-advantage in their dealings with one another.

" The Commission concluded that, in its opinion, the plan was unfair
in that first mortgage bondholders, without being adequately com-
pensated, were required to accept burdensome sacrifices, including
-elimination of acerued interest, reduction in future interest rates,
elimination of their lien on the debtor’s property, subordination of
their claim te. the.clagims of, all present, and future creditors, and
-extension of maturity date, while "preferred stockholders, whose equity
in the property justified at best only minor recognition, were to
Teceive 73.3 percent of the common stock of the new company; and
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common stockholders, who should have: been eliminated entirely,
were to receive 8.4 percent of the new common stock.: The plan was,
however, approved by the court. - .

APPEALS

In the event that appeals by other parties are taken in cases in
which the Commission is participating, the Commission is enuﬂed
to appear in the proceedings before the appellate courts. In four of
the cases in which the Commission has participated during the past
fiscal year, questions were brought before the Circuit Courts of Appeals,
concerning which the Commission submitted briefs expressing its
views, and counsel for the Commission appeared in oral argument,

The appeals in two of the cases were disposed of on grounds which
did not deal directly with the substantive issues involved.® In the
other two cases, the opinions of the courts adopted the views urged
by the Commission. Because of the signal importance in reorganiza-
tion law of the propositions established in these eases, there is included
below a brief summary of the opinions therein. . )

In the Maiter of South State Street Building Corporation.—In this
case, the Circuit Court of Appeals for the Seventh Circuit recognized
the responsibility of a reorganization trustee, under the provisions
of Section 167 of Chapter X, to examine into the financial worth of
an individual who was a personal. guarantor of the debtor’s bonds
and who, there were reasonable grounds to believe, was also indebted
directly to the debtor. The court upheld the subpoena of books and
records relevant to this issue.

Inthe Matter of the Ph'tladelphw & Rea,d'mg 00al &: Iron O'ompany —
The Commission participated in various appeals arising in this reor-
ganization proceeding. In ome Instance, the Commission filed a
motion seeking the appointment of an examiner to investigate and
report upon the affairs of the debtor company and to formulate a
plan of reorganization. The Circuit Court of Appeals reversed the
district court decision denying the.Commission’s motion because of
the district court’s failure to consider, on the merits, the practicability
of appointing an examiner. The matter was remanded to the district
court to hear evidence and determing,whether an.examiner or a trustee
should be appointed in the proceeding. In its opinion, the Circuit

$ Mara Villa Realty Company, Debtor, and James 1.'D. Straus, Appellants, v. Paul E. Weadock, as
Examiner, Securities and Excha