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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 Exchange Commission, Bondholders Protective Committee of ‘“The Mara Villa™
Bond Issue, Michigan Public Trust Commission, Appellees; Wilton Realty Corporation, Debtor, and
Equtable Trust Company, as Trustee, Intervener, v. Paul E. Weadock, as Examiner; Securities and
Exchange Commission, Bondholders Protactive Committee of “The Wilton' Building Bond Issue: Michi-
gan Public Trust Commission, Appellees, decided b) the Circuit Court of Appealsfor the Sixth Cu-cult on
September 18, 1939, and October 6, 1939, respectively. )

6 105 Fed. (2d) 630 (C C. A. 7th, Julv 13, 1939). ied's P .

7105 Fad. (2d) 354, 357, 358 (C. C A. 3d, June 30, }939). 1 R v e
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Court indicated that it was following the Second Circuit Court of
Appeals in holding that the provisions of Chapter X should be applied
wherever practicable.

In another phase of this case the Commission participated in an
appeal involving principally the question whether the court could
properly pass upon a plan of reorganization prior to a determination
of solvency or insolvency. The Circuit Court of Appeals reversed
the decision of the district court and held that solvency or insolvency
must be determined before a plan can be considered. In its opinion
the Circuit Court also indicated its adherence to the “absolute pri-
ority”’ rule in judging the fairness of plans.

The Commission also opposed the granting of intervention in this
proceeding to the various committees participating in the reorgani-
zation. The district court denied intervention and such denial was
upheld by the Circuit Court of Appeals. That court held that by
the terms of Chapter X the rights which had previously been ac-
corded only to interveners are now available generally to all parties
in the proceedings, and that therefore, in the absence of & showing of
cause other than a desire to appear generally and to participate in the
proceedings, such parties had no right to intervene.






Part I

_ ADMINISTRATION OF THE SECURITIES ACT OF 1933

The Securities Act of 1933 is designed to compe} full and fair disclosure to
investors of material facts regarding securities publicly offered and sold

s in interstate commerce or through the mails. Its provisions are also
designed to prevent fraud in the sale of securities. Issuers of securities
to be publicly offered and sold in interstate commerce are required to file
registration statements with the Commission. These registration state-
ments are required to contain specified information on the proposed
offering, and are available for public inspection.

REGISTRATION OF SECURITIES UNDER THE SECURITIES ACT OF 1933

Nature and Effect of Registration.

The Securities Act of 1933 does not confer upon the Commission
the power to approve the merits or value of any security; instead, it
provides for the full and fair disclosure of material facts concerning
securities to be offered publicly for sale and the issuers thereof.

A security may be registered under the Securities Act of 1933 by
filing with the Commission, on #n appropriate form, a registration
statement meeting the requirements specified in that Act and the
rules and regulations of the Commission promulgated thereunder.
Registration forms have been prescribed by the Commission to meet
the requirements peculiar to various types of securities. In each
case, the form is designed to secure a fair disclosure of material facts
concerning the security proposed to be offered for sale or sold to the
public in order that the investor may be aided in appraising its desira-
bility as an investment. There is filed with each registration state-
ment a prospectus containing the more essential information set
forth in the registration statement. No offering of the security or
delivery of it after sale may be made in interstate commerce or through
the mails unless accompanied or preceded by such a prospectus.

The registration statement becomes effective on the 20th day !
after its filing with the Commission, except in certain cases specified
in the Act, so that an investor is thus given a 20-day period in which
to consider facts concerning the proposed security issue before it is
offered for sale. This period also gives a reasonable time for the
Commission to make an examination of the registration statement

1 The Commission adopted, effective on July 20, 1939, a revision of Rule 930 (b) of the General Rules and
Regulations under the Secarities Act of 1933, providing that such “twentleth day” shall begin immediately

upon the closp .of business at the Commission at 4:30 p. m., Eastern Standard Time, after 10 days from the
date of filing have elabsed counting weekdays, Saturdays, Sundays, and other holidays alike.

189101-—40——3 23
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for omissions, incomplete disclosures and inaccuracies. Where an
amendment to a registration statement is filed prior to the effective
date of the registration statement, such amendment has the effect of
establishing a new filing date and starting a new 20-day period running,
although the Commission is given the power to relate the filing of
the amendment back to the original filing date when such action is
not detrimental to the public interest.?

Unless a registration statement under the Act is in effect as to a
security, the security may not (except where an exemption from regis-
tration provided by the Act is available) be publicly offered for sale
or sold in interstate commerce or through the mails. Yet it should
be emphasized that the Act provides that neither the fact that a
registration statement for a security has been filed or is in effect, nor
the fact that a stop order is not in effect with respect to that particular
statement, shall be deemed a finding by the Commission that the
registration statement is true and accurate on its face, or that it does
not contain an untrue statement of material fact, or a material omis-
sion, or be held to mean that the Commission has in any way passed
upon the merits of, or given its approval to, the security. 'The statute
makes it a criminal offense to represent otherwise to any prospective
purchaser. Since the registration statement constitutes a record of
the representations made in connection with the offering, such regis-
tration statement serves, where any such representations are false, to
simplify the problem of proof in any legal proceedings which may
result.

Examination of Securities Act Registration Statements.

In an effort to achieve an intelligent and orderly administration of
the Securities Act of 1933 it seemed best, at the beginning, to adopt the
practice of sending to a registrant, whose registration statement upon
examination and analysis discloses any omission or incomplete state-
ment of material facts, a so-called deficiency letter informing the
registrant of the weaknesses appearing in the statement. It has be-
come routine procedure, except in unusual cases, to send such letter
or memorandum to the registrant within approximately 10 days after
the filing of the registration statement, thus affording the registrant
an opportunity to correct the statement by -amendment before the
indicated effective date and before the securities are offered for sale.
While in such cases the deficiency may be corrected ordinarily by the
filing of amendments, there may be instances where it may be neces-
sary first to request the registrant to furnish additional information to
contribute to an understanding of a complicated situation. --In some
instances, discussions with the registrant may lead to a discovery that
the Commission’s suggestions as to amendments are inappropriate in

* An amendment filed after the effective date becomes effective on such date as the Commisgion may deter-
mine, with due regard to the public interest and the protection of the investor.
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the light of additional facts developed. Clearly, however, the result
of the procedure of thus pointing out informally to the registrant what
appear to be material misrepresentations or omissions in the informa-
tion filed with the Commission, rather than the alternative of allowing
the defective statement to become effective and then either having
the security sold upon such misrepresentations or instituting stop
order proceedings, constitutes not only fair treatment of the regis-
trants, but also serves the main purpose of the Act which is to insure
that investors have the opportunity of exercising intelligent judgment
based upon fair disclosure of the facts concerning the enterprise.
The same procedure followed in the examination and analysis of
registration statements is used for amendments to registration state-
ments and annual reports supplemental thereto filed by registrants
subject to the Securities Act of 1933 under the conditions specified in
Section 15 (d) of the Securities Exchange Act of 1934, as amended.

Disclosures Resulting from Examination,

The following brief summaries of a few actual cases will give some
indication of the nature of typical fair disclosures of material infor-
mation resulting from the Commission’s examination of registration
statements:

(1) Intangible assets reduced by $2560,000.—The total assets shown
on the balance sheet of a registrant engaged in manufacturing aggre-
gated $776,626 of which $708,589 was shown under the caption
“Intangibles” in an account titled “Development of Aviation Devices
and Licenses.” An investigation of this intangible item disclosed
that approximately $425,000 only had been expended by the registrant
and its predecessor on such devices and licenses and that an attempt
had been made to capitalize approximately $150,000 spent by the
United States Government in the late 1920’s, that is, long before the
formation of the registrant’s predecessor. Furthermore, an attempt
had been made to capitalize approximately $130,000 which repre-
sented work orders given the registrant’s predecessor by the United
States Government. The propriety of capitalizing expenditures by
others on devices similar to those of the registrant and of capitalizing
orders for products was questioned, and, as a result, the registrant
reduced its assets $250,000 by reducing the intangible account by
such amount and at the same time decreased the amount of capital
stock issued to its predecessor from 150,000 to 100,000 shares.

(2) Property depreciation increased by $825,000.—The registration
statement filed by an oil and gas producing company included a report
by an independent oil expert in which it was stated that the deprecia-~
tion provisions in respect of intangible drilling costs were inadequate
to amortize such costs over the useful life of the property. The
income account reflected charges of approximately $186,000, $339,000,
and $329,000 during the years 1936, 1937, and 1938, respectively,
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relating to property dismantled and retired and against which de-
preciation had not been provided. In a conference with the regis-
trant’s representatives and the independent oil expert, the latter
indicated the rate which he considered would be adequate for the
purpose of computing depreciation. As a result of this conference,
the registrant amended its balance sheet and income statements to
reflect an additional provision of $825,000 for depreciation. Of this
amount, approximately $424,000 was charged to earned surplus as
at the beginning of the 3-year period and approximately $116,500,
$131,000, and $144,000 was provided out of income for the years
1936, 1937, and 1938, respectively.

(8) Item of 81,277,083.34 bond discount eliminated—From an ex-
amination of the registration statement filed under the Securities
Act of 1933 by a utility company, it appeared that the property
accounts included an amount of $1,277,083.34, representing the dis-
count on the sale to an affiliate of certain bonds which the registrant
had issued to the affiliate for certain physical properties. The bonds
had been redistributed by the affiliated company at the above-
mentioned discount. There appeared to be no justification for carry-
ing this discount in the property accounts and the registrant was
so advised. The registrant amended its balance sheet to eliminate
the amount involved from the property accounts and to charge off
against earned surplus at the beginning of the three-year period, and
against income for each of the three annual periods under review, a
pro rata amount of the discount in question. The unamortized
portion of the discount at the balance sheet date, namely $893,958.34,
was shown as a separate item and appropriately captioned and
classified on the amended balance sheet.

(4) Hazards of enterprise disclosed.—A registrant, which with its
predecessor had been engaged in the manufacture of automobiles
over 20 years, filed a registration statement covering an offering of
$600,000 of stock, accompanied by a prospectus which failed to dis-
close clearly certain important features of the company’s future plans.

After an investigation, during the course of which an engineer and
an attorney of the Cormmission inspected the registrant’s plant and
physical assets and examined its future plans, substantial amend-
ments were made. The amended prospectus reveals under a caption
entitled ‘“Present Hazards of the Enterprise’” that, due to circum-
stances beyond the control of the issuer, it is possible the necessary
working capital will not be procured, that future production of cars
for the latter and other reasons might be considerably hampered, that
the future of the company is wholly dependent on the ability of the
management successfully to manufacture and sell a different type of
car from that made by it in the past, and with its limited resources
the company will be unable to conduct any extensive advertising
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campaign for the sale of this new type of car. The facing sheet of
the amended prospectus contains a statement that the shares are
offered “solely as a speculation.”

(5) Implication of continued gold production eliminated.—In a regis-
tration statement filed by a mining company, it was stated, in effect,
that (1) the company was engaged in prospecting, exploration, and
development; (2) the mine workings consisted of workings on several
levels down to the 600-foot level; (3) the property was equipped with
a mill’capable of treating 100 tons of ore per day; and (4) gold bullion
was being recovered at the rate of about $25,000 per month, it being
the hope of the management to maintain this rate of production.

Upon examination of the maps and other information supplied with
the registration statement, it appeared that the nature of the under-
taking was not accurately reflected in the statement and the regis-
trant was notified of the particular items of the statement which
appeared to be deficient or misleading.

The registrant thereupon amended its registration statement to
show that (1) the mineral values became progressively impoverished
with depth below the 200 foot level, the veins being non-commercial
where exposed on the bottom level; (2) “The construction of the mill
may not have been warranted by the extent of the known ore, and
may not be warranted by the amounts of ore presently indicated;”
and (8) “* * * the registrant feels that it may have no reasonable
ground to believe that the recent rate of production can be main-
tained over a substantial period.”

(6) Dim profit possibilities revealed— Investors would furmsh 98% of
cash capital for 119, Qf vot'mg rights.—A registration statement, as
originally filed by a mining company, proposed the public sale of
stock amounting to approximately $1,650,000 for the purchase and
operation of a gold placer mining dredge. It was stated that prelim-
inary results, according to the company’s officials and engineers, indi-
cated the existence of vast deposits of gold bearing material from
which exceptional profits would be realized. Upon examination of
the registration statement, it appeared that substantial amendments
and clarifications were required, and the deficiencies noted were
pointed out to the registrant in conferences and by correspondence.

The registration statement, as subsequently amended, states that
success for the undertaking involves the successful completion of two
stages: (1) the exploration for and discovery of adequate gold deposits
of commercial value, and (2) if and when such deposits are developed,
the provision of extractive equipment and operating capital of an
estimated cost in excess of $1,000,000. It was also disclosed that no
deposits of substantial value had yet been discovered, and that actual
operations involved numerous difficulties because of the physical loca-
tion of the property. The first stage of the undertaking was stated
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to require a minimum expenditure of approximately $155,000, at
which time the investing public would have contributed about 93
percent of the cash capital in return for 11 percent of the entire voting
rights. If substantial deposits were not discovered by the expendi-
ture of such funds and the venture was terminated, it appeared that
“all funds put into the project.would be lost.”” The second stage,
contingent upon the discoveries of the first, would involve the public
contribution of approximately 98 percent of the cash capital in
return for 38 percent of the voting rights. The remainder or 62 per-
cent of control would be vested entirely with the promoters. Further
disclosure was made that, according to preliminary indications at the
present time, approximately 27 years of commercial operations would be
required to vepay the original offering price of shares to an investor.

Statistics of Securities Registered.

At the beginning of the fiscal year, there were 3,740 registration
statements on file, of which 2,943 3 were effective, 1563 were under
stop or refusal order, and 578 had been withdrawn, while 66 * were
under examination or held pending the receipt of amendments.

During the period July 1, 1938, to June 30, 1939, inclusive, 375
registration statements were filed, and there were 359 registration
statements which became effective during the period (of which all
but 25 were fully effective); a total of 3,249 statements were effective
at the end of the period, 53 of those effective at the beginning of the
period or during the period having been either withdrawn or placed
under stop order.

The net number of registration statements withdrawn increased
by 69 to a total of 647 on June 30, 1939. The net number of stop or
refusal orders increased during the period by 6, a total of 159 of such
orders being in effect on June 30, 1939. As of June 30, 1939, there
were 60 registration statements in the process of examination or
awaiting amendments.

The following table indicates the disposition of registration state-
ments filed under the Securities Act of 1933:

To July1, 1938,
to Total

June 30, 1938 June 30, 1939
Statements filed_ .2 .t ettt o et 3,740 e 375 4,115
Statements effective__2% _. bod vl 2] 2,043 359 % 3,249
Statements withdrawn—net. 22 _____ 2o%eesees __seee [ L 578 69 647
Stop or refusal orders issued—mnet_22°r ________ 2% ___22%%0e 153 6 159
In process of examination or awaiting amendments.........._.._..__s¢ 66 60 60

¢ Does not include 186 registration statements refiled during the year by registrants who had withdrawn
statements previously filed.

% Does not include 53 statements effective at the beginning or during the period which were either with-
drawn or placed under stop order.

¥ Adjusted figure.
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Appendix III identifies by name the registrant and indicates the
aggregate dollar amount of the proposed offering involved in the case
of each registration statement as to which stop orders, consent refusal
orders, and withdrawal orders were issued during the year.

A total of 1,275 amendments to registration statements were also
filed during the past fiscal year requiring examination by the Com-
mission.* The corresponding number of amendments filed during
the 1938 fiscal year was 1,815.°

There were also filed during the year a total of 172 annual reports
and 66 amendments thereto by certain registrants pursuant to Sec-
tion 15 (d) of the Securities Exchange Act of 1934, as amended, re-
quiring examination, These figures compare with figures for the pre-
vious fiscal -year of 150 ® reports and 62 amendments to reports.

In addition, the following figures show the volume of certain sup-
plemental prospectus material filed during the past fiscal year under
the Securities Act of 1933: (1) 328 prospectuses were filed pursuant
1o Rule 800 (b) which requires the filing of such information within
5 days after the commencement of the public offering; (2) 244 sets of
supplemental prospectus material were filed by registrants to show
material changes oceurring after the commencement of the offering;
and (3) 413 sets of so-called 13-month prospectuses were filed pur-
suant to Section 10 (b) (1) of the Act. Thus during the past fiscal
year there were filed in the aggregate 985 additional prospectuses of
these 3 classes.

At the same time, 259 supplementary statements of actual offering
price were filed as required by Rule 970; and there were 41 instances
where registrants voluntarily filed supplemental financial data.

During the fiscal year ended June 30, 1939, registrations for $2,494,-
000,000 of securities ? became effective under the Securities Act of
1933. This compares with a total of $1,912,000,000 for the previous
fiscal year and $4,687,000,000 for the fiscal year ended June 30, 1937.

Of the total of $2,494,000,000 of securities registered during the
fiscal year ended June 30, 1939, $2,052,000,000 was proposed for sale
by issuers. Approximately one-half, or $1,008,000,000, of this
amount represented issues of electric and gas utility companies.
Manufacturing companies with $575,000,000, or 28 percent of the
total, were next in importance. Securities of financial and invest-
ment companies totalled $309,000,000, or 15 percent of the total.
‘These three major industry groups thus accounted for all but about
8 percent of the total.

¢ These amendments include 873 classed as “pre-effective’” and 402 as “post-effective,” and do not take
.inl:oA%%oount 463 others of a purely formal nature classed as “delaying’’ amendments:

§ Adjusted figure.

7 In addition to these issues, there were effectively registered during the fiscal year ended June 30, 1939,
approximately $85,000,000 of reorganization and exchange securities as well as the guarantee of one issne.
In the preceding fiscal year registrations of reorganization and exchange securities covered securities valued
.at $193,000,000 as well as the guarantee of one issue.
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Approximately three-fourths of the effectively registered securities:
proposed for sale by issuers consisted of fixed interest-bearing securi-
ties which aggregated $1,581,000,000. Included in this total were
$907,000,000 of secured bonds, or 44 percent of the total, and $674,-
000,000 of debentures and short term notes, or 33 percent of the
total. Common stock ranked next in importance among the various.
types of securities with $191,000,000, or 9 percent of the total, fol-
lowed by certificates of participation with $168,000,000, or 8 percent,
and preferred stock with $112,000,000, or almost 6 percent. Thus all
equity financing combined amounted to slightly less than one-fourth
of total registrations.

A detailed breakdown of the registration statistics for the fiscal year
ended June 30, 1939 shows that 316 statements for 487 issues became
effective in the gross amount of $2,494,000,000. Of this total, how-
ever, $442,000,000 represented securities not proposed for sale by
issuers. Among the larger items representing securities not proposed
for sale by issuers were $215,000,000 of securities reserved for con-
version, $101,000,000 of securities to be issued in exchange for other
securities, $68,000,000 of securities registered for account of others,
$47,000,000 of securities reserved for other subsequent issuance, and
$10,000,000 of securities reserved for exercise of options. The re-
maining amount of $1,000,000 consisted of securities to be issued
against claims, for other assets and as compensation for selling and
distributing services.

There remained after these various deduction items $2,052,000,000
of securities proposed for sale by issuers. The total compensation to
be paid underwriters and agents on these securities was $61,000,000,
or approximately 2.9 percent of expected gross proceeds. Other
selling and distributing expenses aggregated $13,000,000, or 0.6 percent
of gross proceeds.

Indicated net proceeds to accrue to issuers after all selling and
distributing expenses amounted to $1,978,000,000. Some 62 percent
of these net proceeds was'to be applied for repayment of indebtedness
and retirement of preferred stock. Repayment of indebtedness alone
amounted to $1,135,000,000, or 57 percent of net proceeds, and retire-
ment of preferred stock to $105,000,000, or 5 percent. Net proceeds
to be applied for expenditures for plant and equipment totalled
$264,000,000, or 13 percent of the total, and for increase of working
capital $153,000,000, or 8 percent. Therefore, indicated expenditures
for these new money purposes aggregated slightly more than one-fifth
of total net proceeds. The amount to be expended for purchase of
securities for investment was $265,000,000, or 13 percent of net
proceeds.
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The proportionate distribution of the proposed uses of net proceeds
for the past fiscal year as against proposed uses for the two preceding
fiscal years is shown in the following table:

Year ended] Year ended| Year ended

June 30, June 30, June 30,

1939 1938 1937

“Total expected net cash proceeds ($000,000) 222222 L ol $1,978 $1,286 £3, 402

Intended for: Percent Percent Percent
Repayment of indebtedness. .2% .2 e i 57.4 35.1 55.4
Retirement of preferred stock-—ce=re - co-o=- . 5.3 12 8.5
Increase of working capital 7.7 14.4 18.1
Plant and eqnipment expenditures..—o-> .22 : 13.3 21.1 7.4
Purchase of securities for investment. . 13.4 27.1 10.1
Other purposes— el : ceeallnll 29 11 2.5
Total S e e S 100.0 100.0 100.0

The great bulk of effectively registered securities proposed for sale
by issuers was to be offered through underwriters. A total of
$1,580,000,000, or 77 percent of the total, was to be offered through
underwriters, as compared with $390,000,000, or 19 percent, to be
offered through agents, and $82,000,000, or 4 percent, to be offered
directly by issuers. The amount of securities to be offered to the
public aggregated $1,695,000,000, or 83 percent of the total, with
offerings to security holders amounting to $251,000,000, or 12 percent,
and offerings to all others $106,000,000, or 5 percent.

Detailed statistical tables showing the number of issues, type of
securities, classification of issuers, gross proceeds, net proceeds, cost
of distribution, channels of distribution, and proposed use of funds for
the securities registered under the Securities Act of 1933 during the
fiscal year ended June 30, 1939, are contained in tables 1 to 9 of Appen-
dix V. In interpreting the tables, as well as the summary figures
quoted above, it should be kept in mind that these statistics are based
solely on the registration statements filed by the registrants with the
Securities and Exchange Commission. Therefore, all the data refer
to the registrants’ intentions and estimates as they appear in the
registration statements on the effective dates and, thus, in reality
represent statistics of intentions to sell securities rather than statistics
of actual sales of securities.?

Securities registered under the Securities Act of 1933 constitute
only part of all new issues offered for cash. Whereas the statistics of

8 The difference between the amount of securities registered and the amount of registered securities actually
s0ld may be assumed to be largest—apart from registrations by investment companies and trusts with con-
tinuous sale—for the issnes of small and unseasoned corporations. Special inquiries of the Commission

show that for issues of this type actual sales have averaged less than one-fourth of the amounts registered.
“The relevant figures may be found in “Belected Statistics on SBecurities and on Exchange Markets,” table 19,
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registrations reflect only registrants’ intentions to sell securities, the
statistics of new offerings include only actual offerings. Compre-
hensive statistics of new cash offerings of securities for the period
July 1, 1934, through June 30, 1939, are presented in tables 10 and 11
of Appendix V. The tables show the estimated gross proceeds of
issues offered for sale, classified by type of offering, type of security,
and type of issuer.’ ’

In general, the data cover only such issues over $100,000 in amount,
and (for debt issues) of a maturity of 1 year or over at date of issuance
as were reported as offered for cash in the financial press, in documents
filed with the Commission, or in other available sources. The statis-
tics include offerings irrespective of whether the issues were publicly
or privately placed, and regardless of whether or not they were
registered under the Securities Act of 1933. The statistics of new
offerings thus embrace certain corporate and non-corporate issuing
groups exempt from registration under the Securities Act of 1933
either by virtue of the nature of the transaction or issuer, chiefly
securities of common carriers, most issues placed privately, and
Federal, State, and local governmental issues.

According to these tables, $6,919,000,000 of new issues of securities.
was offered for cash during the fiscal year ended June 30, 1939, com-
pared to $3,484,000,000 during the preceding year, $7,639,000,000 in
the fiscal year ended June 30, 1937, $11,265,000,000 in the fiscal year
ended June 30, 1936, and $3,768,000,000 in the fiscal year ended
June 30, 1935. Of the $6,919,000,000 issues floated during the fiscal
year ended June 30, 1939, $2,552,000,000 was issued by corporations,
$2,939,000,000 by the United States Government and, Agencies,
$1,326,000,000 by states and municipalities, $83,000,000 by foreign
governments (sold in this country), and $19,000,000 by eleemosynary
institutions. Of the corporate securities offered, public utility
companies were the largest issuers, comprising 59 percent of the total.
The principal instrument of flotation was the fixed-interest-bearing
security, 97 percent of total securities (corporate and non-corporate),
having the form of bonds, notes, or debentures.

EXEMPTION FROM REGISTRATION REQUIREMENTS

Section 3 (b) of the Securities Act of 1933, as amended, authorizes
the Commission to provide by rules and regulations conditional
exemptions from the registration requirements under that Act for
certain small issues. Specifically, these exemptions may be provided.
only where the public offering does not involve an aggregate amount of
more than $100,000. Acting. under this authority, the Commission

$ Monthly figures from Ianuxu"y 1, 1934, through June 30, 1938, may be found in “Selected Statistics on
Becurities and on Exchange Markets,” tables 2 and 3.
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has adopted Regulation A, governing such exemptions other than
those relating to oil and gas interests; Regulation B, covering exemp-
tions pertaining to fractional undivided interests in oil or gas rights;
and Regulation B-T, providing exemptions of interests in an oil
royalty trust or similar type of trust or unincorporated association.

During the past fiscal year there were received and examined a total
of 179 prospectuses filed pursuant to Rule 202 of Regulation A.
These prospectuses related to exempted issues (exclusive of oil and
gas offerings), which represented mainly stocks and involved a total
offering price of $13,352,323. The individual issues ranged in
aggregate offering price from a low amount of $10,000 to the maximum
possible amount of $100,000. The decline in the filing of these pro-
spectuses, compared with the number received during the 1938 fiscal
year (353 prospectuses involving a grand total offering price of
$26,827,793) appears to be due largely to the greater use being made
of the newer exemption available under Rule 210 of Regulation A.

Also, during the past fiscal year, there were filed with the Com-
mission, under Rules 202, 203, and 210 of Regulation A, 52 prospectuses
and numerous amendments to correct deficiencies in the prospectuses
as originally filed, relating to exempted issues of oil and gas offerings.
The aggregate offering, as disclosed by the prospectuses, amounted
to $3,427,816.

As one of several measures adopted temporarily by the Commission
to aid small business enterprises in raising capital, Rule 210 of Regula-
tion A was, on February 25, 1939, continued in effect until further
action by the Commission. This indefinite extension will afford the
Commission further opportunity to study the results of the operation
of this rule in the light of a proposed complete revision of all exemp-
tions provided under Regulation A. The Commission received and
examined under Rule 210 during the year a total of 284 letters of
notification for issues involving a total amount of $20,958,450, the
aggregate amount of individual issues ranging from $7,000 to the
maximum possible amount of $100,000.

In addition to the indefinite extension of Rule 210 and work on
the proposed complete revision of all exemptions provided under
Regulation A, the Commission took other steps during the year in
its effort to ascertain how the requirements may be revised so that
particularly the small business enterprises will find the raising of
new capital easier and less expensive. These additional measures
include an indefinite extension of Amendment No. 32 to the Instruc-
tion Book for Form A-2, which amendment, originally adopted at
the same time as Rule 210 during the latter part of the 1938 fiscal
year, widens the scope of Form A-2 and permits the omission of
certain financial data in specified instances. Also, the work of the
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special unit, created in the Registration Division to aid prospective
registrants and advise them and their representatives on any problems
which may arise in connection with their registration statements, has
been continued throughout the year and is being extended indefinitely.
As before stated, Regulation B of the General Rules and Regulations
under the Securities Act of 1933, pertains to exemptions relating to
fractional undivided interests in oil or gas rights. During the past
fiscal year, 1,607 offering sheets, as well as 633 amendments thereto,
were filed with the Commission pursuant to Regulation B and ex-
amined. The aggregate offering price of the securities described
thereunder was approximately $25,000,000. The following statistics
indicate the various actions of the Commission with respect to those
filings which did not satisfy the requirements of the regulation:

Permanent Suspension Order (Rule 340) ... __________ 1
" Temporary Suspension Orders. .-« _______ 396
Orders Terminating Proceeding After Amendment_____._____ 246

- -+ Orders Consenting to Withdrawal and Terminating Proceeding_ 153
Orders Terminating Effectiveness of Offering Sheet (No Pro-

ceeding Pending) - - . - oo e 87

Orders Consenting to Amendment (No Proceeding Pending).-. 282

Orders Consenting to Withdrawal (No Proceeding Pending)__ 103
Order Terminating Effectiveness of Offering Sheet and Ter-

minating Proceeding . _ _ . . ______. 1

Orderfor Hearing _ - _ o e e 1

Pursuant to Regulation B-T, covering exemptions relating to
interests in an oil royalty trust or similar type of trust or unincorpo-
rated association, two prospectuses, representing an aggregate offering
price for the securities offered thereunder of $119,260, were filed with
the Commission. The following actions were taken in regard thereto:

Temporary Suspension Order (Rule 380) - - - o ccemoemecaa 2

Permanent Suspension Order (Rule 380) ___________________ 1

Order Consenting to Withdrawal and Terminating Proceeding
(Rule 380) - o e oo oo 1



Part IIT

ADMINISTRATION OF THE SECURITIES EXCHANGE
ACT OF 1934

"The Securities Exchange Act of 1934 is designed to eliminate manipulation
and other abuses in the securities markets to make available currently to
the investing public information regarding the affairs of the corporations
whose securities are traded in the securities markets; and to prevent the -
diversion into security transactions of a disproportionate amount of the
Nation’s credit resources. ] .

NATIONAL SECURITIES EXCHANGES

“Efforts to Improve the Disciplinary Procedure of the New York Stock Exchang‘e
and the Business Practices of its Members.

On March 8, 1938, Richard Whitney & Company, & member firm
of the New York Stock Exchange, was suspended from membership
on that Exchange because of insolvency.! This Commission immedi-
ately instituted & preliminary investigation. On April 6, 1938, the
Commission commenced public hearings to determine the facts and
circumstances antecedent to, and culminating in, the failure of that
firm. The hearingsin In the matter of Richard Whiiney et al., continued
until June 29, 1938.

At the very outset of the Commission’s investigation into the
Whitney failure, it became apparent that fundamental revision of
out-moded brokerage practices and a clear reversal of the traditional
viewpoint of certain reactionary but important elements of the
financial community must be immediately brought about if there
were to be even partial assurance that such a catastrophe would not
again occur. This need for increased protection to customers, and the
equally important need that the New York Stock Exchange should no
longer be managed and regarded as a private club but as a public
institution with important public obligations, became “increasingly
apparent as the shocking circumstances of the Wlutney failure were
unfolded during the hearings.

Therefore, the Commission and the new management of the New
York Stock Exchange undertook a joint reappraisal of the whole prob-
lem of increasing protection to customers’ funds and securities. In
particular, this study sought definite remedies for the shortcomings of
a business system which had permitted the insolvency of Richard

1 On April 11, 1038, Richard Whitney was sentenced to an indeterminate term of 8 to 10 years in Sing Sing
Prison on two indictinents charging him with grand larceny in the first degree.
35
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Whitney & Company and the flagrant misappropriation by Richard
Whitney himself of his customers’ securities to continue for so long
unchecked and undiscovered.? Round table conferences were held
with William MecC. Martin, Jr., president of the New York Stock
Exchange, and certain other representatives of that Exchange.
These conferences, begun in June of 1938, were continued at frequent
intervals during the summer and fall of the past year. Although the
statutory powers of the Commission were also reexamined in the light
of the Whitney case, these discussions primarily emphasized the need
for self-regulatory steps which the Exchange itself might take, rather
than direct intervention by the Commission under its rules and regu-
lations. Thus, insofar as possible, the Commission continued to play
its residual regulatory role and to encourage self-réform within the
Exchange.

Reorganization of the New York Stock Exchange and the New York Curb Exchange.

During the preceding fiscal year, which ended June 30, 1938, all
of the more important phases of reorganization of the New York
Stock Exchange proceeded.? This improvement of the administration
of that Exchange was the outcome of the recommendations made by
an independent committee appointed for the purpose of making a
study and report on the need for such a reorganization, which was
headed by Carle C. Conway, Chairman of the Board of Directors of
the Continental Can Company. During the past fiscal year, the Com-
mission has continued its collaboration with the new management of
the New York Stock Exchange, installed in the spring of 1938, in
carrying out some of the remaining details of the reorganization
program recommended by the so-called “Conway Committee.”
Among important steps which were taken was the amendment of the
Exchange’s Constitution on January 1, 1939, classifying as “allied
members” all general partners of member firms who do not individually
hold seats on the Exchange. This measure resulted in an extension
of the direct disciplinary powers of the Exchange, formerly limited to
individual members, to all general partners of its member firms. On
September 28, 1938, the New York Stock Exchange, in accordance with
its revised constitution, elected Messrs. Carle C. Conway, Robert E.
Wood and Robert M. Hutchins to serve on its Board of Governors
until May, 1939, as representatives of the general public.*

2 For at least 314 years prior to its collapse, Richard Whitney & Company had done business as a member
firm while insolvent. Richard Whitney’s own misappropriation of customers’ securities had commenced
as far back as 1926, and, subsequent to 1936, had continued undetected as a regular practice. See page 1 of the
Commission’s Report on Investigation In the matier of Richard Whitney et al,

3 See Fourth Annual Report of the Securities and Exchange Commission, pp. 20-21»

¢ On December 28, 1938, Robert M. Hutchins resigned from the Board of Governors of the New York
Stock Exchange subsequent to its decision to take no further action with reference to certain partners of a8
member firm who were aware of, but who did not report to the Exchange, the insolvency and accompanying
misconduect on the part of Richard Whitney. On May 24, 1939, Curtis E. Calder was elected to succeed

Mr. Hutchins and to serve until May 1840. At the same time, Messrs. Conway and Wood were reelected
tn serve until the same date.
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The New York Curb Exchange also found itself faced with sub-
stantially the same problems that had confronted the New York Stock
Exchange. Accordingly, during the past fiscal year, that Exchange
was likewise encouraged (o address itself to the need for internal
reorganization for the purpose of more properly performing its
obligations to the investing public. On August 31, 1938, a Special
Committee on Organization and Administration rendered its final
report recommending certain moderate revisions in the organization
of the New York Curb Exchange. These recommendations were
considered inadequate and on October 4, 1938, and subsequent to a
geries of conferences between certain of its representatives and
officials of the Commission, the Board of Governors of the New York
Curb Exchange adopted a plan of reorganization considerably more
far reaching than had been the earlier proposals of its Special Com-
mittee. The reorganization, as advocated by the Board of Governors
and adopted with but one dissenting vote, effective February 23, 1939,
reclassified the constituency of the Board and altered the nominating
procedure so as to give a more equitable representation to members
and partners of member firms doing business directly with the public,
to out-of-town firms, and to the public itself. Under this reorganiza-
tion the constitution of the New York Curb Exchange, like the new
constitution of the New York Stock Exchange, provided for three
non-member governors to sit as representatives of the general public.
Among other things, the Board of Governors also proposed and rec-
ommended the study of a central trust institution or brokerage bank
to protect the securities and funds of customers through the assump-
tion of the banking and custodial functions now performed by brokers
in connection with the brokerage business. On April 20, 1939,
George P. Rea was elected president of the New York Curb Exchange.

During the fiscal year ended June 30, 1939, officials of the Commis-
sion have also conferred with representatives of certain other national
securities exchanges in an effort to assist in a reconstruction of their
internal organizations in the interests of more efficient supervision of
their members’ practices and the better protection of the investing
public.

Self-Policing by National Securities Exchanges—The Whitney Report.

In the administration of those phases of the Securities Exchange
Act of 1934, which affect the internal functioning of securities ex-
changes and the business practices of their members, the Commission
continued the policy of encouraging self-policing by the brokerage
and investment banking industries during the past fiscal year.

" National securities exchanges already have disciplinary machinery
which can be very useful in protecting the public interest, particularly
with respect to activities not directly regulated by statute. The
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Commission continuously has urged the exchanges to exercise their
disciplinary powers in a way to provide.adequate protection of the
investing public with respect to these matters outside of our statutory
standards of conduct.

There are many fields of activity which, under the statute, the
Commission may police by or through the promulgation of its own
rules and regulations. With respect to many of these areas, the Com-~
mission has sought to play a residual role with the thought: that-the
exchanges would adopt and enforce adequate self-regulatory and self-
disciplinary measures. To the extent that the exchanges do not
foster such protection to the public, the Commission will, of course,
be forced itself to take direct remedial steps. With respect to those
aspects of the securities business which by law the Commission is
directed to supervise and regulate, we have in many instances assumed
our primary role and obligations in the enforcement of the Act. In
other instances the Commission is proceeding with its studies and with
discussions with the industry to the end of promulgating rules which
will be practicable as well as efficacious in their operation.

In the past, the organization and administration of securities
exchanges have not always been conducive to adequate protection of
the investing public. In fact, it was the failure of the financial
community to recognize its paramount public obligations which
necessitated first the Securities Act of 1933, and later the creation of
this Commission for the purpose of administering that Act, the Securi-
ties Exchange Act of 1934 and other federal legislation relating to
financial matters,

Since the two major exchanges have adopted the framework of
reorganization, the Commission through periodic conferences with
exchange officials has sought to carry forward the program of self-
discipline the necessity for which was indicated so clearly by the
failure of Richard Whitney & Company in 1938.

As noted, the conferences of the summer and fall of 1938 between
the Commission and representatives of the New York Stock Exchange
sought methods of preventing other brokerage failures similar to the
Whitney case. This joint study of the problem of adequately pro-
tecting brokers’ customers gave rise to the recommendations set
forth in Part II of the Commission’s report on its investigation in the
matter of Richard Whitney et al. This particular portion of that
report presents immediate remedial measures which both the Exchange
and the Commission proposed to adopt in a joint effort to control
the major sources of danger to customers’ funds and securities. Ac-
cordingly, on October 26, 1938, a thirteen-point program of immediate
safeguards was adopted and announced by the Board of Governors
of the New York Stock Exchange, in cooperation with this Commis-
sion, and the text thereof included in Part 1T of the Whitney Répoit.
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Briefly, the. New York Stock Exchange Program' of October 26,
1938,° proposed-to permit and encourage  its member firms to organize
“affiliated companies” which would carry on dealer and -underwriting
activities separately from brokerage activities in order to reduce the
risks to customers inherent in the present combination of the brokerage
with the dealer business within the same organization.  ‘This program
also provided for an-increase in the number of members’ periodic
financial statements and foran annual-audit by indepeéndent account-
ants of all member firms doing business with the public. The extent
and frequency of the Exchange’s surprise examinations of its member
firms and partners were to be increased. The minimum capital
requirements to be met by member firms were to be strengthened and
methods were to be studied whereby, to some extent at least, customers
might be insulated against the risks incident to the dealer business
conducted by many brokerage firms for their own'account. This
program further provided that all members, member firms, and
partners, with certain exceptions, must report to:the Exchange all
substantial loans. Furthermore, with but minor exceptions, all loans
by and between officials of the Exchange and its members were to be
prohibited. Weekly information as to underwriting positions was
also to be filed with the Exchange by its members. Finally, the
Exchange undertook to study the feasibility of a central securities
depository which the President of the Exchange had then anticipated
could serve as the first step toward the ultimate formation of a
“Central Trust Institution’ or ‘Brokerage Bank.” Such a brokerage
bank would constitute a depository into which customers’ credit
balances and securities could be placed and thus be wholly removed
from the hazards of brokerage involvences to which they are now
subjected by the present fusion of brokerage with banking funections.

Progress of the New York Stock Exchange’s Program of October 26, 1938.

The series of conferences which had culminated in the New York
Stock Exchange’s self-regulatory Program of October 26, 1938, were
continued throughout the past fiscal year in order that this program
could be achieved through discussion of appropriate enabling rules
of the Exchange. Various aspects of the proposal to insulate broker-
age firms and their customers from the financial risks of the dealer and
underwriting businesses were also discussed at length. During the
late spring of 1939, the Exchange held open hearings upon the pro-
posal to permit, and eventually to require, the formation of affiliated
limited HLability corporations which would take.over the trading,
dealer, and underwriting activities from brokerage firms with a con-

§ This program appears verbatim in Appendix VIIL A

189101—40——4
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sequent lessehing of the'danger to brokerage customers. Other than
this, however, by the close of the past fiscal year, the Exchange had
taken no steps to permit, or to encourage, the formation of such
affiliated dealer corporations.

The revised capital requirements which, under the program, were
to limit members’ aggregate indebtedness to an amount not in excess
of 1,500 percent of the firm’s net capital were discussed also and the
many technical problems and differences -of opinion were ironed out
ultimately in the course of a series of round table conferences. The
Exchange’s new capital requirements, including technical definitions
of the terms ‘‘aggregate indebtedness” and ‘“‘net capital,” were adopted
by the Exchange, effective April 1, 1939. The technical and account-
ing phases of the Exchange’s requirements are similar in most funda-
mentals to the tentative drafts of rules under Section 8 (b) of the
Securities Exchange Act of 1934 relating to brokerage solvency which
were then under study by the Commission. Thus, the operation of the
Exchange’s capital requirements has afforded, and will continue to
afford, a valuable basis of actual experience in the light of which the
Commission can estimate accurately the practical operation of certain
of the fundamental principles which it believes should be embodied
in its own rules directed toward preservation of brokerage solvency.

Another difficult problem which was eventually solved at these
continuing conferences was that of effectuating the principle that
neither brokerage firms nor general partners thereof who do business
with the public should be permitted to trade in securities on margin.
On June 28, 1939, the Board of Governors of the New York Stock
Exchange adopted Rule 616 which, with certain exceptions, prevents
margin trading by those serving the public as fiduciaries. The ban
against margin trading seeks to mitigate, so far as possible, the risks
to customers which in the past were created by speculation of broker-
age firms and their partners. The remaining items of the Program
of October 26 were likewise effectuated only after conferences between
the Commission and the Exchange had worked out the many in-
evitable technical difficulties.

Brokerage Banks.

The Commission’s increasing realization of the dangers to customers
inherent in the present combination of brokerage with banking
functions, the possibilities of which were so tellingly illustrated by
the failure of Richard Whitney & Company, brought it to the con-
clusion that full protection to customers mecessitated either the com-
plete separation of these functions or the imposition of safeguards
upon the broker’s banking function comparable to those which apply
to banks. Rules which do no more than prohibit misconduct or
practices jeopardizing the funds and securities of customers can repre-
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sent no more than an imperfect approach toward that measure of
protection which the Commission feels to be both necessary and
feasible. Rules and regulations, like the law, can always be violated.
‘The science of detection is as yet far from an exact science, as shown
not only by the Whitney case but, more recently, by the Eifast Frisk &
Company case® with its disclosure of the mishandling of accounts.
Therefore, the Commission believes that the complete safeguard to
customers’ credit balances and securities must lie either in the sep-
aration of banking risks from the brokerage business or some equally
effective assurance of the safety of customers’ cash deposits and
securities.

As stated by the Commission in Part II of the Whitney Report, the
banking business done by brokers involves customers’ funds and
securities estimated as totalling more than three billion dollars. Not-
withstanding the recent increase in the regulation which the New
York Stock Exchange has imposed upon its own members the banking
business of the broker, with its concomitant use of customers’ credit
balances and repledging of customers’ securities by brokers, is still
unsupervised as a banking business by the State or Federal Govern-
ment. Following close upon the disclosures in the Whitney case, in
May 1938, William O. Douglas, then Chairman of the Commission,
proposed to the brokerage fraternity the establishment of a “Central
Trust Institution”” which would take over from brokers all the bank-
ing and credit functions which they now exercise. It was antici-
pated that the establishment of such a trust institution would result
in substantial economies to the industry as a whole through central-
ized bookkeeping and the clearance and settlement of transactions
by bookkeeping entry rather than by physical delivery. But it is
most important to note that such an institution, by its very assump-
tion of the banking activities of the broker, would wholly isolate cus-
tomers from the varied hazards of brokerage insolvency. Therefore,
in Part 1T of the Whitney Report, the establishment of such trust insti-
tutions or “brokerage banks’” was unequivocally advocated. Again,
on June 23, 1939, Jerome N. Frank, present Chairman of the Com-
mission, publicly urged that the problem of establishing ‘“brokerage
banks” or providing equally effective substitute safeguards for cus-
tomers be immediately attacked and solved by the financial com-
munity.

It was then the sincere hope of the Commnission that prompt progress
would be made by the New York Stock Exchange and other repre-
sentatives of brokerage interests towards the establishment of “brok-
- $The expulsion of Henry C. Elfast from membership on the New York Stock Exchange on May 24, 1939,
followed the dissolution of the firm of Elfast Frisk & Co. in March 1939, and the consequent disclosure to
Exchange officials of irregularities in the conduct of the business of that firm. It is not without significance

that the Exchange was originally informed of this situation through the complaints of one of the firm’s
partners, nof by its own examining staff of accountants. B
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erage banks’” or some equally adequate substitute under which the-
broker’s banking activities involving the possession and control of
customers’ funds and securities aggregating billions of dollars—the
real source of the present financial risks to customers—would either
be eliminated or protected by the development of adequate safeguards.
Exchanges Registered and Exempted from Registration,

During the past fiscal year there has been no change in the number
of exchanges registered with the Commission as national securities.
exchanges, nor has there been any change for the past three fiscal
years in the number of exchanges exempted from such registration.
The 20 registered exchanges and the 7 exchanges exempted from.
registration remain as follows:

REGISTERED

Baltimore Stock Exchange

Board of Trade of the City of Chicago
Boston Stock Exchange

Chicago Stock Exchange

Cincinnati Stock Exchange

Cleveland Stock Exchange

Detroit Stock Exchange

Los Angeles Stock Exchange

New Orleans Stock Exchange

New York Curb Exchange

New York Real Estate Securities Exchange, Inc.
New York Stock Exchange
Philadelphia Stock Exchange
Pittsburgh Stock Exchange

St Louis Stock Exchange

Salt Lake Stock Exchange

San Francisco Mining Exchange

San Francisco Stock Exchange
Standard Stock Exchange of Spokane
Washington (D. C.) Stock Exchange

EXEMPTED

Colorado Springs Stock Exchange

Honolulu Stock Exchange

Milwaukee Grain and Stock Exchange

Minneapolis-St. Paul Stock Exchange

Richmond Stock Exchange

Seattle Stock Exchange

Wheeling Stock Exchange

There has been, of course, a continuing flux in the rules, practices,.

and organization of the registered and exempt exchangesas reflected .
in their applications for registration or exemption. Thus, during
the past year the national securities exchanges filed 225 amendments -
to their applications. All such amendments were promptly examined
and their effects analyzed not only to determine compliance with
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'relevant legislation and regulations, but also to the end that appro-
‘priate comments and suggestions could be addressed to the exchanges
-concerned in order to facilitate the performance of their public
-obligations.

REGULATIONS PROMULGATED UNDER THE SECURITIES EXCHANGE
ACT OF 1934 PRIMARILY DIRECTED TO NATIONAL SECURITIES
EXCHANGES, THEIR MEMBERS, OR NON-MEMBER BROKERS AND
DEALERS TRANSACTING A BUSINESS IN SECURITIES THROUGH
THE MEDIUM OF SUCH MEMBERS

"Financial Safeguards.

In general, Section 8 (b) of the Securities Exchange Act of 1934
provides for the adoption by the Commission of rules which will
“increase the margin of solvency which must at all times be maintained
by brokers and dealers, whether members of national securities ex-
-changes or nonmembers transacting business through the medium of
exchange members. More specifically, the statute authorizes the
‘Commission to fix & maximum ratio between a broker’s aggregate
indebtedness and his net capital, which in any event cannot exceed
20 to 1. Subsection (c) of Section 8 of the statute further authorizes
the Commission to promulgate rules and regulations governing the
-commingling and the hypothecation of customers’ securities. Section
17 of the Act authorizes the promulgation of rules governing the char-
acter and extent of books and records which must be maintained and
kept by members and other brokers and dealers. Rules and regula-
tions which may be promulgated under these three portions of the
Act would constitute an integrated body of regulation directed toward
the preservation of the solvency of brokerage houses and the safe-
guarding, in other respects, of customers’ securities and credit balances
carried by brokerage houses.

Although the Commission has exhaustively studied the problems
which exist in the effectuation of these basic provisions of the statute
and has considered numerous drafts of rules which might be pro-
mulgated thereunder, the situation prevailing during the past fiscal
year made promulgatién of such rules inappropriate. As previously
stated, the Commission, in June of 1938, was engaged in joint con-
sideration with officials of the New York Stock Exchange to determine
those respects in which the Exchange might itself take appropriate
protective measures to safeguard customers of its member firms.
This consideration resulted in the program of reforms adopted by
that Exchange on October 26, 1938, and embodied in Part II of the
Commission’s report in the matter of Richard Whitney et al. There-
after, the general principles enunciated in the Exchange’s Program
remained to be put in effective operation. Consequently, the joint
consideration by the Commission and officials of the Exchange was
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continued in order to solve the additional problems—more detailed,
more technical, but nevertheless difficult—which were involved in the
drafting of definite Exchange rules. The joint efforts of the Com-
mission and the Exchange to effectuate the latter’s program thus
entailed negotiations and conferences which extended to the close of
the past fiscal year.

The New York Stock Exchange’s program of October 26, 1938, and:
the rules which it has adopted thereunder, counstitute at least an
interim approach toward these objectives of customer protection.
With this evidence of a liberal approach by brokerage and exchange
interests toward the problem of better protection of customers, the
Commission has withheld its own rules and regulations in the hope:
that the financial community would itself undertake thorough-going
measures to achieve with greater flexibility and, if possible, to &
greater extent those objectives to which Sections 8 (b), 8 (¢), and 17
of the Securities Exchange Act of 1934 are directed. As of the close-
of the past fiscal year, the proposal for the establishment of a centralk
trust institution or of some equally adequate alternative for safe-
guarding customers’ funds and securities was still pending. However,
unless an adequate solution is otherwise reached, eliminating wholly
or satisfactorily mitigating the present risks to customers, the Com--
mission will be forced to act through the exercise of its own regulatory
powers. Tentative drafts of the Commission’s rules and regulations-
have already been discussed informally with representatives of the-
industry in order that, when necessary, such rules and regulations.
may be promulgated promptly.

Short Selling Rules.

During the past year, upon the recommendation of the New York:
Stock Exchange and following conferences with its President, William
MecC. Martin, Jr., and other officials, the Commission modified its-
rules governing short selling on national securities exchanges. It
was the view of the Exchange that the amendment would provide:
greater freedom of market action in accumulating short positions.
when market trends were generally upward, but nevertheless would
retain effective restraints on short selling.

The Commission’s short selling rules originally in effect had per-
mitted a short sale of a security at a price above its last sale price.
The amendment, however, permits short sales at the price of the last
sale, prowded that the last sale price was itself higher than the last
different price which preceded it.

In order to determine whether international arbitrage transactions
should be exempted from the Commission’s short selling rule, a study
of international arbitrage operations in their relation to short selling
was undertaken during the course of the year. After considering the
report submitted as a result of this study, the Commission also added
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an exemption applicable to certain short sales made in the course of
international arbitrage which are of a true arbitrage nature, that is,
transactions in which a short position is taken on one exchange which
is to be immediately covered on s foreign market. Thus the exemp-
tion is available only where the market effect of a domestic short sale
is intended to be immediately neutralized by the covering purchase
on a different market.

From time to time, members of the Commission’s staff have dis-
cussed with representatives of the exchanges rumors that the Commis-
sion’s short selling rules were being evaded by persons placing their
orders through European correspondents of domestic brokers. As a
result of these discussions, the New York Stock Exchange presently
requires its members to report periodically any transactions of this
nature which come to their attention.

The Commission also created an exemption applicable in certain
types of situations where a short sale was made.because of a bona

Jfide error.
Pegging, Fixing, and Stabilizing of Security Prices.

On July 1, 1938, the Commission sent to various groups of the
financial community a draft of comprehensive rules under Section
9 (a) (6) of the Securities Exchange Act of 1934, regulating the pegging,
fixing, and stabilizing of prices of registered securities to facilitate dis-
tributions of the same or related securities. During the summer and
fall of the past fiscal year, the Commission continued discussion of this
draft and several subsequent drafts of these rules with representatives.
of the underwriting and brokerage interests. The later drafts em-
braced stabilizing of unregistered securities to facilitate public offerings
of over-the-counter issues as well as stabilization of securities regis-
tered on national securities exchanges. However, the series of con-
ferences held with respect to the tentative drafts of such inclusive
rules indicated the existence of difficult fundamental problems some
of which arose from the many differences between trading on exchanges
and trading in the over-the-counter markets as maintained by the-
various security dealers and trading houses, and the inability of the
two groups to reconcile their differences up to the present time.

The Commission then determined that before taking further steps
it would be desirable to acquire additional detailed knowledge of the
varied practices and techniques employed to stabilize unregistered as
well as registered securities to facilitate their distribution, knowledge
of the precise interrelationships between stabilization and the success
or failure of the accompanying distribution, and knowledge of the
price characteristics and market behavior of stabilized issues under
varying circumstances. On February 9, 1939, the Commission adopted
two related rules for the several purposes of acquiring this data, aiding
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in the enforcement of the anti-manipulation sections of the Acts, and
affording greater protection :to the investing public by requiring
unequivocal disclosure of an intention to stabilize. The first, Rule
827 under the Securities Act of 1933, provides that where stabiliza-
tion is contemplated there must be included in the prospectus a simple
statement that it is intended to stabilize security prices to facilitate
the distribution in respect of which a registration statement is filed
under that Act. : The second, Rule X-17A-2 under the Securities
Exchange Act of 1934, in effect requires that any underwriter of the
issue or any other broker or‘dealer who stabilizes in aid of a distribu-
tion as to which a Securities Act registration statement is filed, must
submit daily reports to the Commission showing all transactions
effected during-the period of stabilization and distribution of the issue.
These rules, and the forms for reports prescribed by Rule X-17A-2,
became effective on March 15, 1939.

Rules 827 and X~17A~2 do not purport to regulate market opera-
tions effected.for the purpose of pegging, fixing, or stabilizing security
prices. Consequently they are not, and are not intended to be, a
substitute for regulation pursuant to Section 9 (a) (6) of the Securities
Exchange Act of 1934. Furthermore, the disclosure and reporting
requirements of these rules in no wise limit the applicability or opera-
tion of those provisions of the Securities Exchange Act of 1934 or the
Securities Act of 1933 which prohibit mampulatlve or fradulent
practices.

All daily reports of stabilizing are analyzed as received. On the
basis of the information supplied by these reports, price charts are
kept current which show the market behavior of the stabilized secunty
in relation to the movement of market averages of comparable securi-
ties. In addition, statistical summaries and ansalytical studies are
prepared with respect to all stabilizing operations subject to the rules.

In the 3% months’ period from March 15 to June.30, 1939, 142
registration statements were filed under the Securities Act of 1933, of
which 83 contained a statement that it was intended to stabilize the
issue. Of these, 56 became effective prior to June 30, 1939. Stabiliz-
ing operations were conducted to facilitate 21 of the offerings, aggre-
gating $208,459,041, to which these effective statéménts related.
Eleven of these stabilizing operations were completed prior to June 30,
and 10 were still in progress as of the close of the past fiscal year.

REGISTRATION OF SECURITIES ON EXCHANGES

Nature and Effect of Registration of Securities on Exchanges.

Section 12 of the Securities Exchange Act of 1934 provides that an
issuer may obtain the registration of a security on a national securi-
ties exchange by filing with the Commission and the exchange an
application containing certain specified information. Section 13
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of that Act provides for the subsequent filing of certain annual and
other periodic reports in order to keep the basic information up to
date. Thus, one of the chief purposes of the Act, that is, to make
available to investors reliable, comprehensive, and current informa-
tion as to the affairs of the issuers of securities listed and registered
on a national securities exchange, is accomplished.

The information which is required to be submitted in an applica-
tion for registration must be prepared on the form prescribed by the
Commission as appropriate to the particular type of issuer or security
involved.

In general, the Act provides that an application for registration
shall become effective 30 days after the receipt by the Commission
of the Exchange’s certification of approval thereof, except where the
Commission determines it may become effective within a shorter
period of time. It is unlawful under the statute for any member,
broker, or dealer to effect any transaction in any security (other
than an exempted security) on any national securities exchange unless
a registration is effective as to the security for such exchange.

An annual report is required to be filed with the Commission and
the exchange within 120 days after the close of the fiscal year 7 of
the registrant, except where an extension of time is granted in a
particular case under the conditions specified in the Commission’s
rules and regulations. Approximately 10 percent of the registrants
subject to the filing of annual reports sought, during the past year,
such an extension of time in their particular cases. It may be noted
that the reason most frequently stated for seeking such an extension
is that the accountants of the registrant will be unable to complete
within the prescribed time the preparation of the necessary financial
statements because of the pressure of their work arising particularly
from the fact that a majority of the registrants have an identical
fiscal year, coinciding with the calendar year. Another reason fre-
quently stated by certain registrants with foreign subsidiaries is the
considerable delay after the close of the fiscal year in the receipt by
the registrant of the accounts of its subsidiaries.

Examination of Data Filed Under Sections 12 and 13.

The applications and reports filed under Sections 12 and 13 of the
Securities Exchange Act of 1934 are examined by the Commission for
the purpose of determining whether they contain full and adequate
disclosure of. the information required by the Act and the rules and
regulations promulgated thereunder. This examination does not
involve an appraisal of and is not concerned with the merits of the
registrant’s securities. When the examination discloses that gener-

7 Approximately 80 percent of registrants have fiscal years ending on or about December 31, 5 percent on
or about June 30, and the remaining 15 percent on other dates.
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ally accepted accounting principles and procedures have not been
followed in the preparation and presentation of financial statements,
or that any material information has not been fully disclosed in ac-
-cordance with the requirements, the registrant is so advised, either
by sending it a so-called deficiency letter or through the medium of
a conference held with its representatives, and necessary amend-
ments are obtained. These amendments in turn are examined in
the same manner as the original application or report. That this
-examination procedure, together with the policy of releasing opinions
of the Chief Accountant with respect to certain accounting practices
which are of general interest to registrants, has led to a greater under-
standing of the requirements for the proper preparation of the appli-
cation and periodic reports is suggested by the fact that a total of
4,493 amendments to applications and annual and current reports
were filed during the previous, fiscal year, as compared with 3,210
-such amendments filed during the past fiscal year.

Registrations Terminated Under Section 19 (a) (2).

Under Section 19 (a) (2) of the Securities Exchange Act of 1934,
the Commission, if in its opinion such action is necessary or appro-
priate for the protection of investors, has the power to deny, delay,
-suspend, or withdraw the registration of a security if an issuer fails
to file any required data. During the past fiscal year, the Commis-
sion instituted action under Section 19 (a) (2) against 16 registrants,
based upon their alleged failure to comply with Sections 12 and 13 of
the Act and rules and regulations thereunder, in order to determine
whether to suspend for a period not exceeding 12 months or to with-
draw the registration of their securities. At the beginning of the
fiscal year, 3 such cases were pending, making a total of 19 cases
pending during the year. Seven of these proceedings were disposed
of during the year, 2 by dismissal and 5 by orders of the Commission
withdrawing the registration; and 12 were pending at the close of the
year. Four such actions were instituted in the case of foreign private
issuers who subsequently filed certain delinquent reports in question
(including three cases where such reports were filed after the close of
the year).

Statistics of Securities Registered or Exempt From Registration on Exchanges.

At the close of the past fiscal year, securities of 2,449 issuers were
Tegistered on national securities exchanges. These registrants include
most of the leading nationally known commercial and industrial
enterprises in the United States as well as many others with activi-
ties ‘confined largely to a particular region or locality. They also
include a number of foreign private issuers, governments and political
subdivisions. : )
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‘The number of applications, reports, and amendments filed with
‘the Commission during the past year relating to the registration and
Tisting of securities on national securities exchanges are as follows:

New applications on basic forms and supplemental applica-

tions for registration_ . ______________________________ 289
Applications for “when issued” trading__________________ - 19
Exemption statements for issued warrants_____.____._____ - 24
Annual and current reports__ . _________________________.- 4,657

Amendments to applications and annual and current reports. 3, 210
Annual reports of issuers having securities listed on exempted
exchanges_ _.______________ . ___________..__.____..T7 125

‘The following table identifies the basic forms used by issuers in
registering securities on national securities exchanges and shows for
each form the number of securities registered and issuers involved as
«of June 30, 1938, and June 30, 1939:

As of June 30,1938 | As of June 30, 1939
Form Description
Securities; Issuers |Securities| Issuers
registered| involved | registered| involved
7 | Provisienal registration form. _ 1 1 1 1
10 | General-corporations. ..o ocoa o acmccmaacaen 2, 806 1,871 2,742 1,842
11 | Unincorporated issuers. .. - 25 13 24 13
12 | Issuers making annual reports under Section 20 of th:
Interstate Commerce Act, as amended, or under Sec-
tion 219 of the Communications Act of 1934______.____ 687 189 674 182
12-A| Issuers inreceivership or bankruptey and making annual
reports under Section 20 of the Interstate Commerce
Act, as amended, or under Section 219 of the Com-
munications Act of 1934 ——— . .=<=l-—=. = 128 25 115 25
113 | Insurance companies other than life and tltle msuranee
companies__._..__. ——==w====ss=====c— 15 15 15 15
.14 | Certificates of deposit issued by a committee ....._.... 43 30 61 29
»15 | Incorporated investment companies. .. ... ... 101 58 97 58
16 | Voting trust certificates and underlying securities 37 32 36 30
17 | Unincorporated issuers engaged primarily in the busi-
ness of investing or trading in securities_.._.____° L 8 5 9 6
48 | Foreign governments and political subdivisions thereof_ 179 84 201 85
19 | American certificates issued against foreign securities
and for the underlying securities. . ..o oo 12 11 12 11
20 | Securities other than bonds of foreign private !ssuers..-- 2 1 2 1
21 | Bonds of foreign private issuers.___.____ S A— 90 54 87 54
22 | Becurities of issuers morgamzed in insolvency pruceed-
ings or their SUCEESSOLS=—==- ~——=ccmm=—cr=—c—=zz—===== 93 46 93 47
23 | Securities of successor issuers other than those succeed-
ing insolvent issuers. ... ... __...___ 78 50 79 52
24 | Bank holding companies-——— - 5 5 4 4
Total == : 4,315 | ©2,490 | 4,252 | 2,455

& Includes 5 issuers having securities registered on 2 basie forms.
d Includes 6 issuers having securities registered on 2 basic forms,
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There is presented below a classification, by industries, of issuers
having securities registered on national! securities exchanges as of
June 30, 1938, and June 30, 1939:

Number of issuers
Industry
As of June | As of June
30, 1938 | 30,1930

Transportation and eommunieatlon (mﬂroads, telephone, etc) .................. 314 308.
Mining, bt - 274 270-
Machinery and tools" — ez iy : 211 209
Merchandising (chain stores, department stores, etc) . 2 161 166
Transportation equipment (sutomobiles, parts, accessories, etc.) .- o-n---.22%... | 163 163.
Financial and investment (lnvestment trusts fire insumnee. ete. )_._.._..__‘.__ 139 137
Food and related products.— : 103 103
Utility operating (electric and gas)= e S 97 02-
Miscellaneous manufacturing - : = sz 85 8t
Oil and gas wells— 82 81
Building and related companies (including oonstruction and lumber)._.o_______| 80 79
Chemicals and.allied protlucts z b 74 75
Beverages (breweries, distilleries, etc.) e : 56 58-
Textiles and their products N = 5 51
Iron and steel (excluding machinery) d o 54 55.
8Bervices (including advertising, amusements, hotels, ete.).*__2 : 2 55 53
Utility holding (electric, gas, and water)- 56 52-
Oil refining and distributing. : e 43 41
Paper and paper products : : = : 39 35-
Rubber and leather products (txres, shoes, ete.) - - - 37 35.
Coal mining——- 2 27 27"
Printing, publishing, and allied industries - RN 25 26-
Real estate 28 %
Tobacco products= 2 2 e e 22 21
Utility operating-holding (electric, gas, and water).. : 23 20
Agriculture-——— - === 18 17
Miscellaneous domestic companies— S . 15 16
Foreign private issuers, other than Canadian and Cuban : 62 62
Foreign governments and political subdivisions. ... . cceoca v 83 85

Total . [ . . 2455 24,

The following table shows, separately for stocks and bonds, the-
number of securities, classified according to basis for admission to
dealing, on all exchanges as of June 30, 1939. The number of shares.
of stock and the principal amount of bonds are shown for securities
other than those admitted to unlisted trading privileges:
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STOCKS
Column'y (s) ' Column I (b)
Basis for admission
Number of Number of
to dealing Jssues | Numberof | shares an- Issues | Numberof | sharesau-
shares listed | thorized for shares listed | thorized for
addition tolist| addition tolist
Registered oo ooemmemnmnnn €2,798 | 2,325,721,838 | 217,542,300 | < 2,798 | 2,325, 731, 838 217, 542, 380
Temporarily exempted from
registration ....coeeaeaeo- 54 18, 408, 848 1, 100, 423 54 18, 408, 848 1,100, 423
Listed on exempted ex-
changes__.______ . eeoon. 144 37, 206, 949 88, 523 191 104, 390, 459 1,985, 843
Admitted to unlisted trad-
ing privileges on national
h n 633 1,225
Admitted to unlisted-trad-
ing privileges on exempted
exchanges. 106 154 .
Total coomeeeaeeee 3,735 | 2,381,427,635 | 218,731,336
BONDS
Principal cipgl Principal Princip:l
D! amoun pal amoun
Basistgo‘xiez‘ilgﬂssion Issues amount authorized | Issues | amount authorized
g listed for addition listed for addition
to list to list
Registered. 41,450 |$23,062,986,991 |$1,498,516,968 | 4 1,450 |$23,962,986,991 | $1,408,516,068
‘Temporarily exempted from
registration. . ...coocaoooo. * 52 655, 149, 373 10, 914, 600 52 655, 149, 373 10, 914, 600
Listed on exempted ex-
changes. . cueen-- 27 92,032, 000 1, 000, 000 29 160, 432, 000 1, 000, 000
Admitted to unlisted trad-
ing privileges on national
exchanges. .. .ococea . 377 - 418
Admitted to unlisted trad-
ing privileges on exempted
exchanges. ___....coceeene. 11 12
Total. o eocemmee 1,017 1$24,710,168,364 |$1,510,431,568

« Duplications in this column have been eliminated both as to exchanges and bases for admission to
dealing, e. g., if a security is registered on more than one national securities exchange, listed on an exempted
exchange, and also unlisted on another national securities exchange, it is counted only once under “Reg-
istered.” Thus, the totals for this column are the totals of securities admitted to trading on all exchanges
after elimination of all duplications.

% Duplications in this column have been eliminated only 8s to exchanges, e. g., if a securlty is listed on
more than one exempted exchange, it is counted only once under siich status.

¢ Includes 2 stock issues in pounds sterling in the amounts of £2,803,381 listed and £301,690 for addition to
Yist, These amounts are excluded from the number of shares shown above.

¢ Includes 8 bond issues in pounds sterling and 2 bond issues in French francs in the amounts of £36,956,330
and 65,376,500 French franes listed. These amounts are excluded from the prineipal amount in dollars
shown above: '

» Includes certain securities resulting from modifications of previously listed securities, securities of certain
banks, and securities of certain issuers in bankruptoy or receivership or in the process of reorganization under
the Bankruptey Act. These securities have been temporarily exempted from the operation of Section
12 (a) of the Securities Exchange Act of 1934 upon specified terms and conditions and for stated periods
pursuant to rules and regulations of the Commission.
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The following table shows, separately for stocks and bonds, the-
number of securities registered and admitted to unlisted trading-
privileges on one, or more than one, national securities exchange as.
of June 30, 1939:

STOCKS
(8ee footnote for explanatjon of
columna headings)
Classification
ONEORNORRONNORNORNCORIO]
‘Total stock issues registered- M 2,708 | 1,807 01335 0272|158 | 66 75-
Total stock issues admitted to unlisted trading privi-
leges on national exchanges 1,225 0635 0| 24272153 | 66| 75-
BONDS
Total bond issues registered-— 1,450 | 1,272 | O 141] 0] 34 1] 2| o
Total bond issues admitted to unlisted trading privi-
leges on national exchanges-— 416 0] 379 1] 0| 34 1 2 0

‘Unduplicated total of stock issues registered and admitted to unlisted
trading privileges on national exchanges_.._> 3, 457.

Unduplicated total of stock issues registered and admitted to unlisted
trading privileges on mational exchanges which were admitted to

dealings on more than 1 such exchange 925-26.75%, of unduplicated total..
Unduplicated total of bond issues registered and admitted to unlisted
trading privileges on national exchanges 1,829.

Unduplicated total of bond issues registered and admitted to unlisted
trading privileges on national exchanges which were admitted to
dealings on more than 1 such exchange.22%". .22 soeeese. 22 178—9.73% of unduplicated total,.

(*) Registered on 1 exchange only.

(*) Admitted to unlisted trading privileges on 1 exchange only.

() Registered on more than 1 exchange.

(9) Admitted to unlisted trading privileges on more than 1 exchange.

(¢) Registered on 1 exchange and admitted to unlisted trading privileges on 1 exchange.

(" Registered on 1 exchange and admitted to unlisted trading privileges on more than 1 exchange.

(s) Registered on more than 1 exchange and admitted to unlisted trading privileges on 1 exchange,

(») Registered on more than 1 exchange and admitted to unlisted trading privileges on more than 1.
exchange.



- 'FIFTH ‘ANNUAL REPORT ’ 53:

The following table shows for each exchange the numbers of issuers.
and securities and basis for admission to dealing-as of June 30, 1939:

Btocks Y Bonds
Name of exchange Tigfal Total
suers | 155168 .
R | X | U | XLiXU|Totali” R | X | T |XLj XU Total
Baltimore.«cececeeeaex -—-- 801 121 51| 4| 24 79 31 1| 10 jemeaf-—-- 42-
Boston——_soc—oo————-—=..| 364 | 460 | 163 | ‘1| 219 383 %] 1 |- JR 7
Chieago Board of Trade...|] 43 51 4 |....} & 50 ) N (RO S A P 1
Chicago Stock Exchange..| 280 | 375 | 325 | 15 {oeaua]-—-.|--—-| 340 23 (12 |- 35
cemereeemmmeees| 66 105 85| 1 oweea]o || 06 8| Ifiaacaac]imae 9
72 86 8|1 1|.._f.--.] 85 b U DR SRR SO RO B 1
Colorado Springs . B I 10 S T G Y 16 foued] 16 [omcoan|onenfionen e 0.
Detroit—; D=t 16| 128 | 108 feon| 18 | feees] 124 foemcenfommn|onenn |omfeae 0-
Honolualu s —- 981 124 |...._. R ST, 59 | 55 | 114 levennre|onen]-cee- 71 3 10-
Los AngeleS. cevrwrwmmeewe=} 172 | 213 136 | 1| 59 [ocaa]-aea| 196 17 17-
Milwaukee Grain & Stock ¢| 55 81 {.eo.- RN ST ———| 72 2 |oeeeen ceecommnnenna]| 9 9
Minneapolis-St. Paule____{ 21 29 2| 3 29 (... S J— 0
New Orleans . —veeeeeeeeer| 17 34 2] 18 [cacl]ooa{ 18 b 8 U RS B . T S I 18.
New York Corb-ce—eeeee=={1,043 {1,476 | 510 |____1 601 |.___| ___i1,111 62 1302 [....[--—~] 365
New York Real Estate...—{ 95} 182 | _.... .z} 87 -] 87 95 |ocec]ieee 95
New York Stock______.__. 36 1,284
3 84
- ———- 2
e jmemen| 8 [eeee 3
2 ae 10-
——femmee PGS . [1]
San Franel.soo Mining_..__| 0
San Francisco Sbock.--___. 284 2
§7 49 . | fracen 13 j.... 13
37 32 J S R S, J, J—, 0-
33 38 (1 T R S PR SO 10-
7 40 {oeeo - [ P, 33 |....| 33 PO R 4 PO 7

¢ Exempted from registration as a national securities exchange.

R, registered; X, temporarily exempted from registration; U, admitted to unlsted trading privileges on a.
national securities exchange; XL, listed on an exempted exchange; and XU, admitted to unlisted trading
privileges on an exempted exchange.

Withdrawal or Striking of Securities from Listing and Registration on Excharges..

During the preceding fiscal year, which ended June 30, 1938, the
New York Stock Exchange developed a policy of removing from its
list of securities eligible for trading those issues which, for one reason
or another, had become no longer suited to trading in the auction
market which it maintdins. During the past fiscal year, that Ex-
change continued this policy by seeking to remove from listing and
registration those issues which, because of inadequate public distribu-
tion, inactivity, or the reduced market value of public holdings, it
considered to be no longer properly included within its security list.
In carrying forward this program to improve the quality of its stock
and bond lists, that Exchange filed 22 applications for' withdrawal
or striking of securities from listing and registration in accordance:
with the requirements of Section 12 (d) of'the Securities Exchange-
Act of 1934, of which 15 were granted a.nd 7 were pend:ngas of the:
endoftheyear sroer o Beadin

PR . e (i....’,iil‘n
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In all, 54 applications were filed with the Commission during the
past fiscal year seeking ‘the delisting and striking from registration of
securities fully listed and registered on national securities exchanges.
As of June 30, 1938, 21 such applications were pending. Of this
combined total of 75 applications, 60 were granted and 15 were
pending as of June 30, 1939.

The Commission also received during the past fiscal year 154
certifications, filed in accordance with the Comiission’s rules, from
exchanges which had stricken securities from listing-and registration
because of their payment, redemption, or retirement.

Applications for the Granting, Extension, and Termination of Unlisted Trading
Privileges on Exchanges.

Pursuant to the amendment of May 27, 1936 to Section 12 (f) of
the Securities Exchange Act of 1934, national securities exchanges
may extend unlisted trading privileges to securities as to which cor-
porate information comparable to that available in the case of securi-
ties fully listed and registered is contained in registration statements
filed with the Commission. Since the provisions of this amendment
became effective, a considerable reduction has occurred in the num-
ber of securities which continued to enjoy unlisted trading privileges
by reason of their admission to such trading privileges prior to March
1, 1934, At the time of the passage of the Securities Exchange Act
of 1934, there were 2,685 stock and 1,288 bond issues dealt in on an
unlisted basis and as to which unlisted trading privileges were auto-
matically continued by the original, as well as the amended, Section
12 (f) of that Act. By June 30, 1939, there were but 1,531 stock and
409 bond issues so admitted to unlisted trading privileges, a total
decline of 2,033 issues. During the past fiscal year, the Commission
was notified, in accordance with its rules, of the removal for various
reasons of 121 securities from unlisted trading privileges. -

On June 30, 1938, 13 national securities exchanges had facilities
for permitting trading in securities on their floors on an unlisted basis.
During the past fiscal year, the Cleveland Stock Exchange and the
Cincinnati Stock Exchange revised their practices so as to permit this
type of trading, thus bringing the.total number of exchanges affording
facilities for unlisted trading to 15. Of these exchanges, 5 permitted
unlisted trading in.both stocks and bonds, and 10 in stocks only.

At the end of the previous fiscal year, the number of-stock and bond
issues admitted to unlisted trading privileges on registered exchanges
was 1,603 and 514, respectively, a combined total of 2,117 issues.
On June 30, 1939, the number of stock and bond issues so admitted
was 1,639 and 426, respectively, 'a combined total of 2,065 issues.
Thus, during the year, there was a net decline of 521 1ssues dealt in on

an unlisted basis on registered exchanges.® -

$ The ﬁguresinthlspamgmph include somse slight duplication becau.seofthe taot that cemin securlty
#ssues are admitted to unlisted trading on more than one exchange.
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As of June 30, 1939, 5 exempted exchanges permitted unlisted
trading in 157 stock and 12 bond issues. As of the close of the fiscal
year, one exempted exchange had pending before the Commission an
application to extend unlisted trading privileges to a security on the
ground that it is listed and registered on a national securities ex-
change.

Clause 2 of Section 12 (f) of the Securities Exchange Act of 1934, as
amended, provides that the Commission, upon application by a
national securities exchange, may extend unlisted trading privileges
to any security duly listed and registered on any other national
securities exchange. Clause 3 of Section 12 (f) permits the Com-
mission, upon application by a national securities exchange, to extend
unlisted trading privileges to securities, in respect of which there is
available from a registration statement and periodic reports or other
data filed pursuant to rules or regulations of the Commission adopted
under the Securities Act of 1933 or the Securities Exchange Act of
1934, information substantially equivalent to that required in respect
of a security duly listed and registered on a national securities
exchange. -

The work of the Commission in administering the provisions of
Section 12 (f) of the Securities Exchange Act of 1934, relating to the
extension of unlisted trading privileges, is summarized in the following
tables:

TasLe 1.—Disposition, during the Fiscal Year Ended June 30, 1939, of Applications

Filed by National Securities Exchanges for the Extension of Unlisted Trading

Privileges to Securities Pursuant to Clause (2) of Section 12 (f) of the Securities
Ezchange Act of 1984, as amended

Stocks Bonds
8 2 2
g |2&] |3 g

I o 2 2|8 s 8

Exchange Sl e o5g 8| a g8 8 S

L sg 8 = 2

< 3 3 B < < 3 <

o gH S22 %1812 2 ]

ElE 118|325 |18|8|5 gigl s

B % Z|E5|8|S|2|5|5|2|2|2|2)3

&R |60 |AlA|B|lR|&l A |([s|lolAal&
Boston Stock_—==seeees 17| 24 4] 15| of 2] 1| 28] 0 ol o] o] o 0
Cinecinnati Stock..____ | 0 6| 6 6| of of of B} o o of o o 0
Cleveland Stock____=_{ 0 1] 1 1{ o] of o] o] -0 0} o| o] o 0
Detrolt Stock. ———z=c=== o 17} 17 2| 21 o} o} 13| o of o) o o 0
Los Angeles Stock..____{ °1 o] 1 1] of of o] of o 6| o] o o 0
New York Curb.— 0 o| o ol of of o] of 1 11 2| 1] 1 0
Philadelphia Stock.....] 2] 33| 35| 22 6] o] 3] 4} o© of of o o 0
Pittsburgh Stock- o] 3¢f 3] 21 12( of 1| o o el ol o]l o 0
San Franelsco Stock._..| 4 o] 4 o] 4] ofl of of o ol o} o] o 0
Total. .ccceceeeeu| 924 | 1151130 | 62 241 2| 5] 46 1 1 2 1 1 []

‘a AS of June 30, 1938, decision on one application of the Los Angeles Stock Exchange was “reserved” by
the Commission.

189101—40——5
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TABLE 2.—Disposition, during Fiscal Year Ended June 30, 1939, of Applications
Filed by National Securities Exchanges for the Exiension of Unlisted Trading
Privileges to Securities Pursuant to Clause (3) of Section 12 (f) of the Securities

Exzchange Act of 1934, as amended

Btocks Bonds

[~ [=
2 3 2

| B 2z 3 - g -

8 o g 18| 3 8

Exchange g s g8 B8 8| a g
s | 8 8 Ele 8

& = L= =] ] wm | w = s &

g1 F 2o lZlel2|8|EIE | |2|8)|8

T2 |E|85(5 |2 S| |8 (2 |8|8|2|%

5] o =1 173 D D < = o @ 1

& | & |20 |ajAa|BlaIA| &R |B|E]A|&

New York Curb_..._... 1 0 1 1 0 0 0 0 3 6 6 [ 0

TaBLe 3.—Disposition, from May 27, 1936 * to June 30, 1939, of Applications
Filed by National Securities Exchanges for the Extension of Unlisted Trading
Privileges to Securities Pursuant to Clause (2) of Section 12 (f) of the Securities

Exchange Act of 1934, as amended

Stocks Bonds
B
E% g o
2| = 2
Exchange 2 | BT "'3 g B
< |°8] % Bl g g
5138 3 |2 | B elels|z |52
E|E5| 8|5 | 8|88 |8 | % |5|8]3%
Z{8 |8|RA|R|B|A|Z|C|RARI|E |
Boston Stock . ... 56 161 815 0 2 1 23 0 0 [ 0 0
Cincinnati Stock.. - 6 1] 0 0 0 0 6 0 0 [} 0 /]
Cleveland Stock._.. - 1 1 0 0 0 0 0 0 0 0 [\] 0
Detroit Stock...-. - 18 3 0 2 0 0 13 (1} 0 1} [ 1)
Los Angeles Stock........_ 18 11 0 4 0 3 [1} 0 0 1] 0 0
New York Curb_... 2 2 0 ] [} 0 [} 4 2 2 0 0
Philadelphia Stock.....__| 41 22 4 6 0 1] 4 (1} 0 1] 0 0
Pittsburgh Stoek._ ... 5 23 8 21 0 1 0 6 0 4 2 0
San Francisco Curb ¢..___ 7 5 0 2 0 0 0 0 0 0 0 0
8an Francisco Stock_...__. 4 0 0 4 0 0 0 0 [} 0 0 0
Total. .o ooaeo 206 82|27 39 2 10 46 10 2 (] 2 [

& Date on which Section 12 (f) of the Act was amended:
» One of these issues was removed from unlisted trading privileges on 9/21/37.

¢ San Francisco Curb Exchange merged with S8an Fraaocisco Stock Exchange on 4/30/38.

TaBLE 4.—Disposition, from May 27, 1936 ¢ to June 30, 1939, of Applications
Filed by National Securities EBxchanges for the Extension of Unlisted Trading
Privileges to Securities Pursuant to Clause (3) of Section 12 (f) of the Securities

Exchange Act of 1934, as amended

Stocks

Bonds

1ots

Exchange

Nymber filed

@ vound Tots
Granted odd lots only
Denied

Decision reserved
‘Withdrawn
Rending
Number filed

Granted

Denied
Withdrawn
Rending

New York Curb.._....__. 2 1 0 0

=
-
8
o

o)
[N
<l

s Date on which Section 12 (f) of the Act was amended.
& T'wo of these issues were removed from unlisted trading privileges on 3/15/38.
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Proposals for the Registration of the Securities of ‘“Unlisted Issuers.”’

On November 22, 1938, the Board of Governors of the New York
Stock Exchange adopted a report which, among other things, took the
position that it would be in the public interest if all of the major
corporations whose securities, although widely distributed in public
hands, are not registered under the Securities Exchange Act of 1934
but, on the contfrary, are traded only on an unlisted basis or in the
over-the-counter market, were subjected to corporate information and
reporting requirements comparable to those which now apply to
issuers of registered securities. The Commission has undertaken a
study of the legislative, economic, and market problems which are
raised by a proposal for the registration of all issues in which the
investing public has a substantial interest. Although circumstances
prevented any major progress towards this objective during the past
fiscal year, the Commission has nevertheless continued its study of
the problem and of the mechanisms whereby the investing public may
most easily be afforded the protection of corporate information, proxy
regulation, and the prevention of speculation by corporate ‘“insiders”
with respect to all securities which enjoy an interstate trading market
and not, as is now the situation, only with respect to those securities
which are listed and registered on national securities exchanges.

OVER-THE-COUNTER MARKETS

Formation of National and Affiliated Securities Associations Pursuant to Sectlon
15 (a) of the Securities Exchange Act of 1934, as Amended.

In the over-the-counter secuntles markets, the Commission, during
the period covered by this report, has ‘continued to administer the
program inaugurated by the Maloney Amendment to the Securities
Exchange Act of 1934 (Public, No. 719, 75th Congress), approved
by the President on June 25, 1938. This amendment, in its essen-
tials, provides for a system of regulation in the over-the-counter
markets through the formation of one or more voluntary associations
of investmént bankers. brokers, and deslers doing business in these
markets under appropriate governmental supervision.

In furtherance of this program of voluntary regulation among
brokers and dealers, it was deemed advisable to have the new legis-
lation and the policies of the Commission thereunder explained in
detail to as large a number of firms and individuals conducting an
over-the-counter securities business as possible. Furthermore, from
the outset it was the desire of the Commission to obtain the views
with respect to the formation of effective voluntary associations of as
many such brokers and dealers as might wish to express themselves.
To accomplish these objectives, members of the Commission and of its
staff conducted conferences, open to all interested persons, in financial
communities situated in the various sections of the country. This
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work was deemed to be an essential preliminary to the registration
with the Commission of any national or affiliated securities association.

To facilitate this work and to assist brokers and dealers in the
formation of associations, the Commission created a special unit,
designated as the Securities Association Unit, within its Trading and
Exchange Division. This unit has conducted a large number of
informal round table conferences with committees of the Investment
Bankers Conference, Inc., their counsel, and other interested groups
and individuals. During the course of such conferences, the principal
objective has been to be of all possible assistance to the representatives
of the securities business in their work of creating an organization
designed to secure the approval and support of the better element of
brokers and dealers throughout the country and to be effective in the
regulation of the business conduct of members.

The very scope of this program, together with the fact that it is
without precedent in the over-the-counter securities markets, has
made the task of organization a necessarily protracted one. However,
as of the close of the past fiscal year, there was every indication that
the Investment Bankers Conference, Inc., reconstituted as the National
Association of Securities Dealers, Inc., and provided with a duly amended
constitution, by-laws and rules of fair practice, would file an application
for registration with the Commission in the reasonably near future.?

Membership in this new association will be open to all brokers and
dealers conducting business in the over-the-counter markets, except
those who have disqualified themselves by their previous conduct and,
as a result, are laboring under certain disabilities set forth in the
statute. However, both the Commission and the Conference have
expressed themselves as favoring the grouping of those brokers and
dealers who transact business in the more specialized types of securi-
ties, oil royalties, for example, in affiliated associations to be formed
subsequent to the registration of a national association.

In order that every reasonable opportunity may be afforded such
association or associations as may become registered with the Com-
mission to exercise as broad a regulatory function as possible, the Com-
mission has refrained from any substantial amplification of its own
rules for regulation of over-the-counter markets. However, the
Commission recognizes its duty under the law to eliminate by direct
regulation such abuses and undesirable practices as may be found by
experience to be beyond the reach of registered securities associations.
In this connection it should be stated that at conferences preliminary to
the registration of an association it was definitely indicated that many
of the regulatory measures intended by the Maloney Act which could
have been assumed by such an association would not be so assumed.

9 The National Association of S8ecurities Dealers, Inc., filed its application for registration as a national

securities association on July 20, 1939, which, after hearing, was granted by the Commission on August 7,
1939. See Securities Exchange Act Release No. 2211,
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Registration of Brokers and Dealers.

The following tables denote the principal facts with regard to the
registration of brokers and dealers pursuant to Section 15 (b) of the
Securities Exchange Act of 1934. Table 1 is a record showing the
disposition of all applications received since May 28, 1935, the date
when the registration program was inaugurated. Table 2 shows simi-
lar figures pertaining to the work covered during the past fiscal year.

TaBLE 1.—Regisiration of brokers and dealers under Section 15 (b) of the Securities
Ezchange Act of 1984—Cumulative from May 28, 1936 ¢

Cumulative
June 30, 1938 June 30, 1939
Applications:
Filed. ... 9,530 10, 665 |..-.
‘Withdrawn. 346 n
Registrations:
Effective. 6,800 |—___._. 6, 796
Denied.._ 21 25
Suspended... 3 9
Revoked 32 |- 51
‘Withdrawn_... 2,161 3,126
Cancelled 64 | 185
Applications and suspended registrations cancelled by operation of
amendment to Section 15 (May 27, 1936) ® 17 17
Applications pending_ 8 PO 75
Total_ 9,530 | 9,530 | 10,665 | 10,865

& The registration program was ingugurated in May 19035, and the first applications were received on May
28, 1935. The cumulative record therefore dates from May 28, 1935:

& When the amendment to Section 15 of the Securities Exchange Act of 1934 became effective (May 27,
1936) brokers and dealers whose applications were pending on that date and registrants whose registrations
were under suspension were afforded opportunity to bring their applications under the amended Act. The
figure shown here includes 13 applications and 4 suspended registrations which were cancelled by operation
of the amendment because of the failure of such appticants and registrants o request that their applications
be considered as applications filed under the amended Act.

TaBLE 2.—Regieiration of Brokers and Dealers Under Section 15 (b)—DF7scal
Year Ended June 30, 1939

June 30, June 30,
1938 1039

Effective registrations at close of preceding fiscal year. 6,736 6, 809
Applications pending at close of preceding fiscal year_ 92 7
Applications filed during fiscal year. 1,254 1,135

Total 8,082 8,021
Applications withdrawn during year_ 28 25
Registrations withdrawn during year...... 1,083 * 965
Registrations canceled during year 64 131
Registrations denied during year_ 3 4
Registrations suspended during year. 2 [
Registrations revoked during year___.... 16 19
Registrations effective at end of year. 6, 809 6, 796
Applications pending at end of year. . 77 75

Total 8,082 8,021

¢ Actually 963 withdrawals during year plus 1 withdrawal in 1837 and 1 withdrawal in 1938 not heretofore
reflected.
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SOLICITATION OF PROXIES, CONSENTS, AND AUTHORIZATIONS
UNDER THE SECURITIES EXCHANGE ACT OF 1934

On August 11, 1938, the Commission published a complete revision
of its rules and regulations under Section 14 (a) of the Securities
Exchange Act of 1934, relating to the solicitation of proxies, con-
sents, and authorizations in respect of securities registered on national
securities exchanges. These revised rules and regulations, desig-
nated as ‘“Regulation X-14,” became effective October 1, 1938, and
supplanted the LA proxy rules under which the Commission operated
for approximately 3 years. .

Regulation X-14, like the LA rules, is a ‘““disclosure’” regulation
and requires that persons from whom proxies, consents, or authori-
zations are solicited be furnished with information pertinent to the
matters in respect of which the solicitation is made and to the
interest of the persons who make it. Whereas the LA rules, in
addition to certain items of general information, merely called for a
brief descriptiou of the matters in respect of which the proxy, consent,
or authorization was solicited, Regulation X~14 specifies in some detail
the types of information to be furnished the persons solicited, the speci-
fications varying according to the character of the matters involved.

During the fiscal year, 1,595 original filings and 557 supplemental
filings of proxy, comsent or authorization soliciting material were
exeamined for compliance with Regulation X-14 and the LA rules.
On innumerable occasions, the staff considered drafts of soliciting
material and had conferences with persons proposing to solicit proxies,
consents, or authorizations, or with counsel for such persons. In
cases in which definitive soliciting literature was materially deficient
(in failing to respond to the express requirements of Regulation X-14,
or to respond adequately, or in containing false or misleading state-
ments), supplemental corrective material was,. at the suggestion of the
Commission, sent to security holders. In such cases, depending upon
the nature of the Commission’s objections to the soliciting material,
action pursuant to the proxies, consents, or authorizations obtained
from the use of the deficient soliciting material was deferred until the
proxies, consents, or authorizations had been confirmed by the security
holders on the basis of literature complying with Regulation X-14,
or until, on the basis of similar literature, the security holders had
been afforded a reasonable opportunity to revoke the proxies, consents,
or authorizations which they had given. k

In one case, the management of an investment company solicited
proxies for the reelection of directors, two of whom were originally
selected by persons who later became involved in lawsuits based upon
alleged fraudulent transactions with the company. It was charged
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that the proxy soliciting material falsely stated that the original desig-
nation of the two candidates for reelection to the directorate origi-
nated with the board of directors. It was further alleged that the
annual report to stockholders which accompanied the proxy soliciting
material was designed to mislead the stockholders as to the true con-
dition of the company. It labelled the company’s deficit as “‘earned
surplus,” and then relied upon scarcely distinguishable italicized
figures to correct the misnomer. Moreover, the balance sheet on
its face stated a ‘“Quoted Market Value’’ for the company’s securities,
whereas approximately 70 percent of the amount shown as quoted
market value represented the cost of a security which had no quoted
market value and which had been acquired otherwise than in an arm’s
length transaction; furthermore, the right of the issuer of such security
in the underlying assets appeared to be precarious. There was also
included in the proxy soliciting material & message by the president
of the company which dealt in part with the above mentioned law-
suits, but which omitted to state that he and one other candidate for
reelection to the directorate were defendants in one of the suits. Asa
result of the position of the Commission that by reason of these defi-
ciencies the proxy soliciting material failed to comply with Regulation
X-14, the management agreed to defer use of the proxies obtained
from the solicitation until they had been confirmed on the basis of a
further communication to stockholders fully complying with Regula-
tion X-14. Upon the filing of revised soliciting material, it was
noted that the two directors, concerning whose original designation
objectionable statements had appeared in the original soliciting
material, had resigned as directors and officers and had been replaced
by other persons having the approval of a State court, which, as of a
date prior to the original solicitation, had appointed a custodial
receiver of the company’s assets.

In another case, the management of a corporation submitted to the
Commission a draft of the material proposed to be used by it in
soliciting proxies for a special meeting of common stockholders to
amend the by-laws of the corporation so that 33% percent (rather than
50 percent) of the stock entitled to vote would constitute a quorum at
any meeting of stockholders. After examination of its files, the
Commission found that the president of the corporation, who was also
a director thereof, owned approximately 38 percent of the common
stock. The management was requested by the Commission to state
these facts in its proxy soliciting material and to indicate therein that
the president of the corporation could, if the proposed by-law amend-
ment were adopted, assure a quorum solely by use of his own stock at
any meeting at which the preferred stock of the corporation had no
vote. The management agreed to make these disclosures but, at a
later date, gave up the proposed plan as not being feasible.
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In a further case, the management of a corporation filed with the
Commission proxy soliciting material containing the following state-
ment: “One of the purposes of said Meeting is the election of five
directors, each for a term of 3 years. Other matters may properly
be brought before said Meeting by stockholders, but proxies in such
form will confer authority only with respect to the election of directors
and will not confer any authority with respect to any such other mat-
ters.”” Prior to the preparation of the management’s proxy soliciting
material, a stockholder of the corporation had advised the president
that he proposed to offer at the annual meeting certain amendments to
the by-laws of the corporation, one of which would change the place
of the stockholders’ meeting and another of which provided for the
election of independent auditors by the stockholders instead of their
being appointed by the management. The Commission took the
view that, since the proposed amendments pertained to matters to
which the stockholders might properly address themselves, and since
the management was advised of the proposed amendments prior to
the time its proxy soliciting material was prepared and sent to stock-
holders, and since the proxies were apparently to be used for purposes
of a quorum supporting action upon the proposed amendments, the
omission from the proxy soliciting material of information concerning
such amendments rendered the above quoted statement of the
management misleading within the meaning of Regulation X-14.
Thereupon, the management of the corporation sent to stockholders a
further communication fully apprising them of the two proposed
amendments, in the meantime adjourning the meeting two weeks in
order to give the stockholders an opportunity on the basis of the sup-
plemental information, to revoke the proxies which they had given.

The Commission has received the support of a Federal court in its
administration of Regulation X-14. An injunction was granted in
the United States District Court for the District of Massachusetts
against one party to a proxy contest who, it was alleged, had violated
the provisions of such regulation by the use of false and misleading
statements and otherwise. The injunction restrained the defend-
ants from using those proxies which the court determined were ob-
tained in contravention of the Commission’s proxy regulations, and
further restrained them, in future solicitations of proxies in respect
of the common stock of the corporation, from using false and mis-
leading statements, particularly in specified respects. The complaint
in the case was the first one filed by the Commission to enjoin viola-
tion of its proxy rules.



Part IV

ADMINISTRATION OF THE PUBLIC UTILITY HOLDING
COMPANY ACT OF 1935

The Public Utility Holding Company Act of 1935 is designed to
eliminate abuses and to provide a greater degree of protection for investors
and consumers in the field of public utility holding company finance and
operation. In addition to requiring full and fair disclosure of financial
transactions, the Act provides for Commission supervision of security
transactions by holding companies and subsidiaries; supervision of acqui-
sitions of securities, utility assets, and other interests by holding companies
and their subsidiaries; and supervision of dividends, proxies, intercompany
loans, and service, sales, and construction contracts. The Act also calls for
simplification of uneconomic holding company structures.

REGISTERED HOLDING COMPANIES

The past fiscal year has been the first full year in the administration
of the Public Utility Holding Company Act of 1935. It will be re-
called that a substantial percentage of holding companies delayed
registration under the Act until after the decision of the Supreme
Court of the United States on March 28, 1938, upholding the consti-
tutionality of the registration provisions of the Act. Thereupon, how-
ever, all companies affected by the Act, with the exception of such
companies as claimed exemption, registered and are now subject to
the regulatory provisions of the Act. At the end of this fiscal year,
the registered holding companies represented 51 separate public
utility systems, comprising 142 registered holding companies ! and
including 1,524 individual holding, subholding and operating com-
panies. The total approximate consolidated assets of these companies
“at book” amount to approximately $14,097,000,000.

During the time the Act has been in effect, the Commission has had
before it applications, declarations, and proceedings under almost all
of the provisions of the Act. In both numbers and amounts involved,
those relating to the issuance of securities lead the rest.

SECURITY ISSUES

Since the effective date of the Act approximately $2,637,718,000 of
securities have been issued in accordance with the provisions thereof,
all of them complying sufficiently with the statutory standards to
permit their issuance. Of this amount, $1,449,810,000 of securities

1 Appendix VII contalns a complete list of the holding companies which were registered as of June 30, 19391
63
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were issued during the past fiscal year. Moreover, at the close of this
fiscal year, there were pending before the Commission 60 applications
and declarations relating to securities amounting to over $592,723,000.

Each security issue to be considered by the Commission under the
Public Utility Holding Company Act of 1935, unless exempt, must
meet the-statutory standards of Section 7 of that Act. That section
prohibits the Commission from permitting the issuance of preferred
stock or unsecured obligations by holding companies except in the
case of certain refinancing, refunding, or reorganization operations
or in cases where the issuance is necessary for urgent corporate pur-
poses and a more rigid standard would impose an unreasonable finan-
cial burden upon the company. The section further requires, in the
case of operating as well as holding companies, that the security be
reasonably adapted to the security structure of the company and
the system and to the earning power of the issuer; that the financing
involved be appropriate to the economical and efficient operation of a
business in which the applicant is lawfully engaged or has an interest;
that the fees, commissions, and other remuneration paid in connection
with the issue or sale or distribution of the security be reasonable;
and that the terms and conditions of the issue or sale be not detri-
mental to the public interest or the interest of investors or consumers.

The determination of whether a particular security issue meets the
standards of the Act demands accounting, engineering, and legal
gkills, together with an expert knowledge of public utility financing.
The Commission, while insisting at all times upon adherence to the
standards of the Act, does not approach security issues with a rigid
preconceived set of requirements applicable to all situations, nor does
it measure its effectiveness by the number of issues stopped. It
considers one of its major functions to be that of helping companies
to meet the requirements of the Act. For example, where the terms
of a proposed security issue, as initially filed with the Commission,
fail to meet one or more of the statutory standards, the Commission
does not simply refuse to permit to become effective the declaration
concerning the issue, but seeks to strengthen the terms of the issue
to the point where investors and consumers receive the protection
afforded by the safeguards of the Act. This work is done largely
over the conference table and in informal meetings with the company’s
officials and its financial and legal advisors.

In a great number of cases, conferences precede the formal filing
of the issue with the Commission and here, in its embryonic stage,
the company and the Commission build up the terms of the issue to
meet the requirements of the Act. For example, changes such as
more adequate maintenance and depreciation charges, restrictions on
dividends, greater voting rights, limitations as to the future issuance
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of securities having a preference over the proposed issue, elimination
of conflicts of interest of indenture trustees, restatement of certain
accounting items, and similar matters, have been worked out infor-
mally, both before and after filing. In several instances, it has been
possible to promote the rehabilitation of a weak company and to
convert a speculative issue into one more conservative. In those
cases where the conference method is not used fully or where it fails
to produce an agreement, the Commission’s order permitting the
declaration to become effective has often been conditioned upon the
company’s amending the terms of the security or the underlying
indenture so as to comply with the standards of the Act.

For all its flexibility, the Commission has required strict adherence
to the standards of the Act. As a result, securities issued under the
Act have been in many respects of a considerably higher grade than
those not so issued. For example, in the case of preferred stock, the
Commission has insisted that such shares carry fair voting rights.
In certain cases provision has been made that preferred stock normally
carry the right to elect & number of directors as a class, and, in the
event of a stated number of dividend defaults, the right to elect the
majority of the board.?

In certain cases where the proposed issue has already been approved
by a State commission, the issue is exempt and the jurisdiction of the
Securities and Exchange Commission is lmited to attaching, for the
protection of investors and consumers, terms and conditions to its
order of exemption. It has been the Commission’s practice to com-
municate with the State commission which has approved the security,
to discuss the problems raised by the issue. Where differences of
opinion have arisen, they have been settled cooperatively and to the
mutual satisfaction of both commissions,

The Commission has attempted to avoid every unnecessary delay
In the issuance of its order permitting a declaration to become effec-
tive. The financing by The North’' American Company ® furnishes a
striking example of this.

On December 31, 1938, The North American Company (the top
company in a system with consolidated assets of approximately
$1,247,000,000) and North American Edison Company filed a joint
application pursuant to Section 11 (e) of the Act, for the approval of
a plan for partial simplification of the corporate structure of the North
American system. In connection with the plan, and for purposes of

., 3 In the Matter of The North American Company, Holding Company Act Releases Nos. 1425, 1427, and 1430,
In the Matter of New York State Electric & Gus Corporation, Holding Company Act Releases Nos, 1613
and 1627,

3 For the Commission’s findings, opinions, and orders in this matter, see Holding Company Act Releases
Nos. 1425, 1427, and 1430,
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a refinancing program of its own, The North American Company
proposed to amend its certificate of incorporation so as to change
various provisions of its outstanding preferred and common stock; to
issue 696,580 additional preferred shares, $50 par value; and to call
its outstanding debentures and issue new debentures in the .principal
amount of $70,000,000. The plan involved the elimination of North
American Edison Company, one of the principal intermediate holding
companies in the North American system, by having The North
American Company acquire its assets. This was to be done by
retiring the outstanding debentures and preferred stock of North
American Edison Company out of proceeds of the issuance and sale
of debentures and preferred stock of The North American Company.
The proposal involved the largest financing under the Publie Utility
Holding Company Act of 1935 to that time.

The magnitude of the issue, and a renewal of the threat of war in
Europe, emphasized the importance of the prompt offering of the
securities, provided they complied with the standards of the Act.
Within 23 days of the filing of the application, voluminous supple-
mentary material had been gathered and analyzed and preparations
made for a hearing, which was held on January 24 and 25, 1939, on
all phases of the plan, except the offering price of the securities. The
findings, which included provision for various conditions deemed to be
essential, were prepared in time for the Comimission to issue on Mon-
day, January 30, 1939, its order authorizing the proposed alteration
of the rights of outstanding securities, so that the proposed changes
might be voted on by the stockholders at a special meeting called for
later that day. The changes were approved, and on the following day
the final hearing was held as to the public offering prices of the new
securities. On the afternoon of that day, the Commission issued its
supplemental findings and the necessary orders for the authorization
of all undisposed matters, and the securities were offered in a very
favorable market the next morning, February 1, 1939,

The following table discloses the number of applications and decla-
rations under Sections 6 (b) and 7 relating to issues of securities, re-
ceived and disposed of during the year ended June 30, 1939:

Number | Number
Number | Number | Number | withdrawn | pending at
received |approved| denied or dis- close of fis-
missed cal year

To June 30, 1938. 213 162 1 21 29
July 1, 1938, to June 30, 1939 . . oo ee 166 122 0 13 60

Total.._. 379 284 1 34 | .zmziineea.
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ALTERATION OF RIGHTS OF AN OUTSTANDING SECURITY

Apart from its duties in regard to the issuance or sale of the securi-
ties of companies subject to its jurisdiction, the Commission is also
called upon to regulate the exercise of any privilege or right to alter
the priorities, preferences, voting power, or other rights of the holders
of outstanding securities of such companies. Under Section 7 (e)
of the Public Utility Holding Company Act of 1935, the Commission
may not permit the exercise of any such privilege or right where it
would result in an unfair or inequitable distribution of voting power,
or would be otherwise detrimentsal to the public interest or the interest
of investors or consumers.

One type of situation, in particular, has arisen a number of times
during the past fiscal year. Some companies were willing to restate
their property accounts downward so as to eliminate questionable
items, such as those arising from revaluations and intra-system profits.
But since charging such write downs to earned surplus account would
in the usual case create a deficit in that account, and thereby prevent
the payment of dividends, it was desired to make the charges to capital
surplus account. In a number of instances, those write downs were
so substantial as far to exceed both the earned and the capital surplus
accounts of such companies. Therefore, in such cases, it was sought
to reduce the par or stated value of the common stock in order to
create a capital surplus against which to charge the amount of such
write downs,

Undoubtedly, the immediate effect of such a procedure would be
beneficial, to the extent that it would make more trustworthy the
balance sheets of such companies. But it would be far from an un-
mixed blessing so far as preferred stockholders are concerned, for it
would permit the payment of dividends to common stockholders as
well as to preferred instead of having that money go to build up the
equity junior to the preferred stock.* Amnother result would be to
leave the preferred stock in a poorer condition to weather any future
storm,

The Commission has sought to achieve the good and guard against
the evil by permitting the outlined procedure, but attaching conditions
to its order designed to protect perferred stockholders. The Columbia
Gas & Electric Corporation case is a particularly interesting example,
because of the amounts involved. The capital represented by the
common stock was to be reduced from $194,349,005.62 to
$12,304,282.00—=a total of $182,044,723.62, to be set up in a separate

¢ The New York Court of Appeals bas recently decided, Matter o) Kinney, 279 N. Y. 423, 18 N. E. (2d)
645 (1939), that a redaction in stated capital accompanied by a corresponding addition to capita} surplus
which the court held available for the payment of dividends was such an alteration of the preferential rights
of the preferred stock as to give a non-assenting preferred stockholder the right to have his stock appraised

and paid for.
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account designated ‘‘Special Capital Surplus.” The Commission
permitted the company’s declaration to become effective, subject to
the following conditions:®

(2) That the proposed restatement of common capital account
be submitted to a class vote of the preferred and preference stock-
holders, and receive the approval of a majority of the stock of
each class voted at the meeting called for such purpose;

(b) That no charge be made to ‘Special Capital Surplus”
without giving 30 days’ prior notice to the Commission. The
Commission reserved jurisdiction to disapprove such charge after
notice to the company and opportunity for hearing;

(¢) That, unless the time be extended by application to the
Commission and order thereon, any balance remaining in “Special
Capital Surplus”’ on December 31, 1942, be restored to the com-
mon capital stock account as of the date last mentioned.

In addition, the Commission reserved broad jurisdiction over divi-
dends and surplus, including jurisdiction to prevent the payment of
dividends on common stock unless, after the declaration thereof and
making provision for all existing dividend requirements on the pre-
ferred and preference stocks, there would remain consolidated ‘“Earned
Surplus Since December 31, 1937,” equal to the requirements for six
quarterly dividends on the preferred and preference stock of the
company. Moreover, the Commission required that all published
balance sheets of the company indicate, by appropriate footnotes, the
conditions and limitations imposed by the Commission’s order.

ACQUISITIONS OF SECURITIES, UTILITY ASSETS, AND OTHER
INTERESTS

Acquisitions by registered holding companies or their subsidiaries
of securities, utility assets, or any other interest in any business also
come under the scrutiny of the Commission. Since the Act requires
holding company systems to be reduced to integrated systems, it was
obviously desirable that the Commission have power to control their
growth in the meanwhile. Also, the Commission can prevent the
pyramiding of control through many layers of holding companies,
which was one of the evils principally complained of with respect to
holding companies.

Application must be made for approval of an acquisition, and the
procedure in passing on it is closely parallel to that used in connection
with security issues. Among the standards by which the Commission
must be guided in approving acquisitions is a requirement that no

8 Holding Company Act Release No. 1417. Comimissioners Healy and Mathews each wrote separate
concurring opinions, not agreeing with the majority of the Commission on all points. Commissioner Frank

explained his views concerning the Columbia Gas & Electric Company decision in his dissenting opinion
in The North American Company, Holding Company Act Release No. 1427, pp. 63-73,



FIFTH ANNUAL REPORT 69

acquisition shall be approved unless the Commission finds that it will
serve the public interest by tending toward the economical and
efficient development of an integrated public utility system. The
Commission must also deny an application if it will tend toward
interlocking relations or the concentration of control of public utility
companies in a manner detrimental to the public interest or the
interest of investors or consumers; if the consideration to be paid is
not reasonable; if the acquisition will unduly complicate the capital
structure of the system; or if it will otherwise be detrimental to the
public interest or the interest of investors or consumers or the proper
functioning of the system.

Here, too, as in the case of security issues, in determining whether
these conditions are satisfied, an examination is made not only by
financial experts and lawyers, but also, in appropriate instances, by
engineers. Again, as in the case of security issues, the Commission
does not regard it as its duty mechanically to deny those applications
which do not, as first filed, comply with the statutory requirements.
Wherever possible, modifications and conditions which make the
transaction acceptable are suggested and worked out with company
officjals and counsel.

The following statistics indicate the number of applications under
Section 10 relating to the acquisition of securities or other assets,
received and disposed of during the past fiscal year:

Number | Number
Number | Number | Number with- pending
received | approved} denied | drawnor | atclose
dismissed of year

To June 30, 1938 ... 125 90 1] 15 20
July 1,1938, toJune 30,1939 .. ... .. 71 45 0 8 38
Total 196 135 0 p< 70 I

INTEGRATION AND CORPORATE SIMPLIFICATION OF PUBLIC UTILITY
HOLDING COMPANY SYSTEMS

Section 11 (b) of the Public Utility Holding Company Act of 1935
imposes upon the Commission certain duties with regard to the
integration and corporate simplification of public utility holding
company systems. The Commission is directed to require every
registered holding company to take such action as the Commission
shall find necessary to limit the operations of its system to those of
a single integrated public utility system and to such other businesses
as are reasonably, incidentally, or economically necessary or appro-
priate to the operation thereof. However, the Commission must
permit one holding company to control more than one integrated
system if it shall be proved that each such additional system cannot
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be operated independently without the loss of substantial economies,
that all of such additional systems are located in one State or in
adjoining States or in a contiguous foreign country, and that the
continued combination of such systems under the control of the one
holding company is not so large (considering the state of the art and
the area or region affected) as to impair the advantages of localized
management, efficient operation, or the effectiveness of regulation.

The Commission must also cause the companies under its jurisdic-
tion to bring about a simplification of holding company structures
80 as to eliminate unnecessary complications or unfair distributions
of voting power. This must include elimination of holding companies
beyond the second degree.

Instead of waiting for the Commission to bring action, registered
holding companies or subsidiaries may invoke the aid of the Com-
mission in carrying out voluntary reorganizations designed to satisfy
the integration and corporate simplification requirements. If, after
hearing, the Commission finds such a plan necessary to effectuate
the provisions of Section 11 (b), and fair and equitable to the persons
affected by the plan, the Commission is directed to issue-an order
approving the plan.

On August 3, 1938, William O. Douglas, former Chairman of the
Commission, addressed a letter to the chiel executives of all registered
holding companies, requesting them to inform the Commission as to
their tentative plans for compliance with Section 11 (b). Since
publication of such tentative plans might be misleading, the Com-
mission stated that they would be treated as informal and confi-
dential. The purpose of this request was to focus the attention of
the industry upon the steps needed to comply with the statute, and
to assist the Commission in determining the best procedure to secure
such compliance, as well as to obtain both data and ideas that might
prove helpful to the Commission. With few exceptions, the regis-
tered 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 compliance with the statute. The next step is
the specific and separate determination of each company’s problem,
& matter which in each case must be based on the evidence produced,
both by the Commission and the company, at a public hearing.

Turning now to the specific accomplishments of the last fiscal year,
on July 20, 1938, the Commission instituted its first proceeding
under Section 11 (b) (1). On January 4, 1937, Utilities -Power &
Light Corporation, a holding company owning securities of widely
scattered utility and non-utility subsidiaries, filed a petition for reor-
ganization under Section 77B of the Bankruptcy Act in the United
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States District Court for the Northern District of Illinois. In view
of the non-integrated character of the properties, and the need of
reorganization apart from the provisions of the Public Utility Holding
Company Act of 1935, the Commission considered it appropriate to
require attention to the integration provisions in the course of the
reorganization. The plan of reorganization now pending® filed by
Atlas Corporation, principal creditor of Utilities Power & Light Cor-
poration, provides for the conversion of Utilities Power & Light Cor-
poration into an investment company through the disposal of assets,
the reorganized corporation not to own 5%, or more of the voting
securities of any public utility holding or operating company. The
new company is to submit to this Commission, within 30 days after
completion of the reorganization, a plan under Section 11 (e) for the
divestment of control of securities or other assets, for the purpose of
enabling the new company and its subsidiaries to comply with Section
11 (b) of the Act. The proposed 11 (e) plan is to provide that such
divestment of control be accomplished within two years from the date
filed and shall also provide that, if the plan is not consummated
within such time limit, the Commission may apply to a court for the
appointment of a trustee to carry out the terms and conditions of the
plan. The procedure provided for in the amended plan of reorganiza-
tion was worked out in the hope of making it unnecessary for the
Commission to continue with the Section 11 (b) (1) proceeding by
reason of the voluntary compliance with the integration provisions of
the Act.

On October 28, 1938, the Commission approved a plan filed under
Section 11 (e) by Republic Electric Power Corporation 7 providing for
reorganization and simplification in conformity with the provisions of
Section 11 (b). Republic Electric Power Corporation, a Delaware
holding company, controlled four utility companies operating in Cali-
fornia and Oregon, a small natural gas distribution system in Okla-
homa (Apache Gas Company) and two non-utility subsidiaries (Gas
Transport Company and Needles Steam Laundry). The plan pro-
vided for the merger of the California and Oregon utility companies,
the disposition by Republic Electric Power Corporation to third per-
sons, other than the present management of Republic Electric Power
Corporation, of its interest in Apache Gas Company and Gas Transport
Company, and the dissolution, within one year, of the Republic
Electric Power Corporation through distribution of its stock holdings
in the surviving operating company to its stockholders.

¢ The plan, as amended July 10, was approved by the Commission on July 26, 1939, the Commissjon
reserving jurisdiction with respect to the Section 11 (b) (1) proceeding. See Holding Company Act Release
No. 1655,

T Holding Company Act Releases Nos. 1270, 1297,

189101—40——6
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Five additional applications under Section 11 (e) were filed during
the past fiscal year by (1) American Gas and Electric Company, (2)
Columbia Gas & Electric Corporation, (3) East Tennessee Light &
Power Company, (4) Redfield Proctor, C. Brook Stevens, and Henry
G. Wells, Liquidating Trustees under an Agreement of Trust between
International Paper and Power Company,® International Paper Com-
pany and said trustees, and (5) International Utilities Corporation.
All of these applications were pending June 30, 1939.

The voluntary plan filed by The North American Company for the
dissolution of North American Edison Company, a sub-holding com-
pany, has been previously discussed (p. 65).

The following table indicates the number of applications under
Section 11 (e) relating to plans for the reorganization and simplifica-
tion of registered holding companies or subsidiaries of registered
holding companies, received and disposed of during the fiscal year
ended June 30, 1939:

Number Number
Number | Number { Number | withdrawn | pending at
received |approved| demfed | or dis- | close of
missed | fiscal year

ToJuned0, 1938, . . o 6 4 0 0 2
July 1, 1938 to June 30, 1939_. ..o .. 8 2 0 1 7
Total. e 14 6 0 ) ) P

REORGANIZATION OF REGISTERED HOLDING COMPANIES AND
SUBSIDIARY COMPANIES THEREOF

Sections 11 (f) and 11 (g) of the Public Utility Holding Company
Act of 1935 give the Commission extensive powers over the reorgan-
ization of companies subject to its jurisdiction. Briefly, these may be
summarized as a right to be heard concerning the appointment of
trustees or receivers; a veto power over plans, plus the privilege to
propose plans; and regulatory jurisdiction over protective committees
and solicitation practices, including claims for fees and expenses.

In passing upon reorganization plans, the Commission has insisted
upon adherence to the principle, usually associated with the Boyd
case,® that the assets of an estate must be divided among security
holders, as far as they will go, in accordance with their contract rights

§ This step was taken in connection with the plan of International Paper & Power Co. to divest itself of
its power properties so that, as a paper company, it would not be subject to the Act. The power properties
ultimately will constitute a registered holding company.

0228 U. 5. 482 (1913).
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and priorities.!® During this past fiscal year, the Commission has
approved three plans, those of The United Telephone and Electrie
Company, West Ohio Gas Company, and Mouniain States Power
Company.'t Each one of these indicates the Commission’s concern
with that equitable and democratic principle. They also show the
Commission’s concern with the fessibility of the plan, to the end of
avoiding the waste and hardship involved in repeated failures.

Undoubtedly, the focal point of most reorganization proceedings
is a proper valuation of the enterprise. The Commission has relied
upon reasonably foreseeable earning power as a paramount considera-
tion, while endeavoring to give due weight to other factors and to the
many varying considerations which may be present. In arriving at
a conclusion, the Commission has been guided by the consideration
that, from the standpoint of investors, the commercial value of the
enterprise is the dominant consideration.

The Commission approved the plan of The United Telephone and
Electric Company, allowing the old common stock a participation of
2.8 percent of the new stock, largely on the ground that ‘‘a substantial
amount of the common stock is held by operating men employed by
the company’s subsidiaries, and that their participation in the plan
involves an element of goodwill, which may be of importance to the
senior security holders.” The opinion makes it clear, however, that
even that would not have been a ground for allowing the old common
stock to participate, were it not for the small amount involved.

Not only does Section 11 (f) empower the Commission to pass upon
plans before they may be submitted to a court, but, also, it gives the
Commission jurisdiction over reorganization fees and expenses. A
number of such applications, for interim allowances, have been
approved, although in some cases it was found that unreasonably
high allowances were being sought and that the interest of investors
required a modification. In passing upon these applications, the
Commission has considered the following to be some of the relevant
factors: past experience in reorganization; time devoted, both from
point of view of length of time spent and of whether other activities
were carried on currently; extent and nature of services rendered;
additional expenses incurred in rendering the services, e. g., appoint-
ment of attorneys or engineers as assistants; itemized schedule of out-
of-pocket expenses; interest in companies for whose benefit the services
were rendered ; and division of fees or arrangements therefor.

19 Many attempts have been made to distinguish on legalistic grounds the Boyd case and its related cases.
The Commission has consistently refused to adopt such arguments, and its position in that respect has
recently been clearly vindicated by the Supreme Court of the United States 1n Case v. Los Angeles Lumber

Products Company, Lid., decided on November 6, 1939, The opinion in that case clearly and definitely

reaffirmed the Boyd doctrine.
11 Holding Company Act Releases Nos. 1187, 1284, and 1570, respectively.



74 SECURITIES AND EXCHANGE COMMISSION

The following table indicates the number of applications under
Section 11 relating to fees and expenses, received and disposed of
during the past fiscal year:

Number | Number
Number | Number | Number { withdrawn | pending at
received [approved | denied or close of the
dismissed | fiscal year

To June 30, 1938. - . neoeeeoee oo 4 3 0 1 0
July 1, 1938 to June 30, 1989_ ..« .o .ooooo. 57 15 1 0 4
Total_ SIS 61 18 1 b O O

With regard to solicitation practices, the Commission has been
given express 