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LETTER OF TRANSMITTAL

SECURITIES AND EXCHANGE COMMISSION,
Philadelphia 8, Pa., April 21, 1945.

Sir:

I have the honor to transmit to you the Tenth Annual Report of the
Securities and Exchange Commission, in accordance with the provisions of
Section 23 (b) of the Securities Exchange Act of 1934, approved June 6,
1934, Section 23 of the Public Utility Holding Company Act of 1935, approved
August 26, 1935, Section 46 (a) of the Investment Company Act of 1940,
approved August 22, 1940 and Section 216 of the Investment Advisers Act of
1940, approved August 225 1940.

In addition to reviewing the principal developments of the past fiscal
year, the report includes a ten-year survey of the Commission's work. This
survey sets forth the results of the Commission's operations under the vari-
ous statutes committed to its charge. At the end of a decade it seemed most
desirable that the Commission should render to the Congress such an account
of its activities. Because of space limitations no attempt has been made to
detail the entire development of practices and policies as reflected in our
orders; rules and regulations as they have become established and exist today.
Since this course has been followed in the historical exposition contained in
the report, I think it only proper to point out that the survey is one of
results and not one of step-by-step development. In reading these pages one
should bear in mind that they do not describe all of the difficulties which
have been encountered or all of the problems which remain unsolved. While
I do not wish to minimize the importance of the results obtained during the
ten years of operation under these statutes, I should not like to give the
impression that no mistakes have been made. Where they have been made, we
have endeavored not to repeat them.

Let me assure you that the Commission will continue to review the
steps already taken and,iin dealing with new problems as they arise, will
exert every effort to reach sound conclusions and results and perfect its
administration of the tasks Congress has assigned to it.

Respectfully,

4% ﬂ,\...u.

Ganson Purcell,
Chairman.

THE PRESIDENT OF THE SENATE,
THE SPEAKER OF THE HOUSE OF REPRESENTATIVES,
Washington, D. C.
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?OREWORD

= mmtmmmhmgewmmmatedbymd%nmaainw% (hJuneBO,
1934, the President sppointed the original five members of the Commission. In its first year,
the Commission was charged with administering two statutes: the Securities Act of 1933, which
wasadniniaterodbytheFedaralIradsCmﬂssimuntﬂSepbmberE%,end,theSecuritissEx-

' change Act of 1934. These two liws Were the initial steps in‘a comrehensive program for the

" pootection of investors in'corporate securities. In the years that followed, the scope of. the
cm'smmwm”mmmntyfwthemfmmtormlmm
:l.odgedvd.th the cuninaim. “The Cammission’ now administers six statutes: .

' Securities Act of 1933,
Securities Exchange Act of 1934,

Public Utility Holdingcapawlcto!'1935;
mm@mutorlm, .
Investment Company Act of 1940,

Investment Advisers Act of 1940

and, in addii)'.ion, performs various functions under Chapter X of the National Bankruptcy Act (the

moftheselmmdthopﬂmipaldevwemderthmmdescﬂbedmthisnepm
i mﬂhichwehmgivenanaccmmbofthecanissim'smkovarthepastdecade.

Raferaneeisuadeinﬂlemsporbtothecmitimwhichledﬁoﬂaeanactmentotthelma:L
m:lnistered'byﬁxe(:anisaim. ImgberorathepaasagaortheSecuritiesActinl933mdtheSe-
curities Exchange Act-#d 1934, it had becoms clear to careful observers, including the more dis-
cerning elements in the business and financial commnity, that the lax financial and ethical
ﬁmmmmmmmmgmmgﬁymdhaﬂthdmc@i-
tal markéts, wére destroying investor confidence and were leading the business and financial
" enterprises of this country to disaster. ‘Everyons who honestly appraised the situation appreci-
abedthemumgmedfwthewmorhi@atmdmﬁsorcmdun%irtheAner:!.cansyatm
orpﬂvsbeoayimmddmocracymtosuruw. Pramoters of new enterprises and those solicit-
ing additional capital were seeking other people's money in increasing amounts. Corparate
mMsmmmmmwwm&Wﬁomntﬂewm
- voice in the management, Insidarsmusingotherpeople'smeytomnipulatemhtsfor
thedranse]ﬁabmdstoﬂmdetﬁmtefimoeentmvutm It is trite but true that there
was an dorgy of speculation, which culminated in the disastrous stock market crash of 1929,
wwamdrmmtiﬂtymwuntueormmgulatimbythefednal
governnent Clearly revealed the nbed for législation that would cwr'd financial malpractice and
reqnirathmnﬁngmdso]iciﬁngthemofethapeq]s'amtocmfmathmtothe
niriwise standards of fiduciaries or trustees—all to the end that investors might be protected
and the publis interest furthered. The several statuteés entrusted to the Seourities and Exchange
Wm‘duimdtomuphshtheuobjwummthemmctmm]mtomm
applys

‘meprhnyobjectinofthes”uri.uulctorm :latoproboct:lnvubursbymn:lnng
mﬂmmamﬁfmeMEmmmmmm sale in
‘Mcmwbymofthenﬁhmdbymﬁngﬂmmm fuud
sale of securities. Undsrit,thecm.uiondoeanatpassaxthemﬂ.taof ecurities.
can offer any security for sale 1f it is effectively registered and all the truth is told
1t. - While the necéssity of disclosing ths truthcmningprocpectinsocmityotteungs

(ho
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attention of issuers through the medium of the flexible and informal "deficiency® letter rather
than by stop order proceedings. That technique has had marked success and in no small measure
for the fact that for more than two years, the Commission has not found it neces-

sary to issue any “stop orders® as prescribed by the statute with respect to improper registra-

&
:
g

i

When the Securities Act was passed and shortly thereafter, there was widespread prediction
tharbthecivilnabﬂityprodaionaofthektwoﬂdmnltmanoodotlawmuagﬂmbeu-
officers, directors and experts who had signed registration statements. A
court records covering a period of eight years reveals that there were less thamn
two dozen actions under all three of the civil liabilities of the Act, Moreover, so far as could
be determined, not more than five suits resulted in recovery by the plaintiffs.

From the begimning of its administration of the Securities Act, the Comnission, through its
Securities Viclatiom Service, has cooperated with the several State security authorities, Bettex
Business Bureaus, and Chambers of Commerce in establishing a natiomal clearing house of informa-
cancerning frandulent securities transactions, As of June 30, 1944, the Commission had
assembled in its filed data concerning an aggregate of 44,399 persoms against whom Federal or
State action had been taken with regard to securities violations. The Commission's enforcement
activities have resulted in the indictment of 2316 individuals and firms for securities frauds,
manipulation, sales of unregistered securities, perjury and freudulent operations of brokerage
firms, The types of frand which the Commission has encountered have been as varied as human in-
gonuity could devise, Of the criminal cases which have been concluded, 95 percent were success—
fully prosecuted as to ome or mare of the defendants named in the indictments, In cases of
appeal verdicts of guilty were reversed as to all defendants in emly six cases, and in five of
these couvictions were cbtained after retrial. In civil suits instituted by the Commission,
permanent injunctions have been entered against 1057 firms and individuals.

I
gﬁ

b

One of the important results of the disclosure requirements of the Securities Act and the
Securities Exchange Act has been their effect on accounting practices. The administration of
these statutes by the Commission has been instrumental in bringing about numerous important re-
forms in accounting and auditing techniques, It has also had a beneficial influence on the
character of the financial statements included in annual reports to stockholders.

Under the Securities Exchanpge Act of 1934, significant achievements have been made in the
regulation of trading in securities both on E& organized exchanges and in the over—the-~counter
markets. As developed in more detall in this Report, these include the adoption by the exc.hmges
of suggestéd rules for the regulation of various phases of trading; the reor

administrative structures of the exchanges; control of the use of credit in security transao—
tions; the systemabic surveillance of the volume of trading and the movement of securities prices
to eliminate manipuiative practices; the comtrol of short selling; the disclosure of transactions
in 2 company's stock by its officers, directors and principal stockholders; the registration of
brokers and dealers; and improvement In the standards of conduct in over-the-counter business.
Finally through the Commission's proxy regulations, affecting corporations with securities listed
on exchanges, important advances have been made toward a fuller degree of corporate democracy.

The Securities Exchange Act was amended in several important respects in 1936 and in 1938,

The amendments of 1938, imown as the Maloney Act, permitted the formation and registration of
national securities associations which would supervise the standards of conduct of their members

under Commission regulation. In August 1939, the National Association of Securities Dealers, .
Inc., which now has approximately 2100 members, was registered under the Act. A major portion
of its activities has been devoted to raising the business standards of over~the-counter brokers
and dealers,

PartHIdtheﬂeportdealsﬂththemtrationafthePubncﬂtm{ﬁﬂ%gm
Act of 1935. Under that Act there are registered some 53 electric and gas utility ho! g com=
pany systems, with aggregste comsolidated assets of nearly $16 billion. A major part of the
Commission's work for the past five years has been the task of passing upon the reorganization
of the complex financial and corporate structures of these systems as required by Sectiom 11 of
the Act. By the end of the past fiscal year most of the long-protracted hearings to determine
the nature of the Section 11 issues in the various systems had been held and substantially all
of the more important orders specifying the action that mmst be taken to camply with the
geographical integration requirements of that section had been issued. There has been a steady
procession of applications by the holding companies to give effect to these outstanding orders.
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Sufficient progress has been made to indicate both the practicability and the beneficial effects
of compliance with the simplification requirements of the Act., Of course the Camnission will
not order dissolution of any holding company which holds together what can realistically be re-
garded as a system the contimmed existence of which is justified by gemuine economic or physical
considerationss

Under this program complex capital structures are being replaced by simple eapital struc-
tures. Holding company debts are being paid off, risky holding company preferréd stocks, with
their huge accumlations of dividend arrearages, are being converted to cammon stock so as to
permit once again a flow of income to the security holders, But what is more important, the
holding companies are going through a shrinking process, They are being reduced in size be=
cause they must slough off their scattered holdings, snd their security holders are receiving,
either in exchange or ad liquidating dividends, the common stocks of ‘sound operating companies.
This is a factor of great significance both to the operating companies themselves and to the
investors who thought they had an equity interest in the utility industry but found that all
they had was a speculative interest in a holding company, Under these conditions in the years
to come, the operating utility industry will have a greater ability to raise equity capital on
a sound basis to finance its ever-growing needs; and the investors who furnish that capital
will receive their dividends direct, without being subjected to the expense and the risk of sup-
porting an outmoded holding company organization. Also worthy of mention is the fact that
management and supervision fees paid by the operating utility subsidiaries have been reduced many
millions of dollars ammually.

In addition to the program of reorganizing the holding companies, the Commission, acting
under the Holding Company Act, has passed upcn the issuance of more than $6 billion of securi-
ties of registered holding companies and their subsidiaries. Under the applicable standards of
the Act, this afforded the opportunity to improve the financial structures and policies of the
operating utility companies, Inflation is being taken out of their balance sheets. Their debt
is being reduced by every legitimate means to establish conservative debt ratios. Depreciation
aceruals have been increased and their depreciation reserves are being built up to good health.
Among the more important benefits have been the #beps taken by the Commission to eliminate
banker domination of utility companies. One important measure to accomplish that result was the
adoption by the Commission in April 1941 of a rule requiring competitive bidding in the sale of
public utility securities. These benefits are helping to build a better future for the operat-
ing utility companies, their investors and their consumers.

Chapter X of the Bankruptcy Act

Under a provision in the Securities Exchange Act, the Coomission was directed to make a
study of reorganization committees and to report its recammendations to Congress. The Commis-
sion's report on this matter, in eight volumes, described serious abuses in the functioning of
these conmittees as well as other defects in existing reorganization procedures. These dis-
closures gave impetus to a reform of the National Bankruptey Act in 1938. Under that legisla-
tion, the Commission has the duty to serve as adviser to United States District Courts in con-
nection with proceedings for the reorganization of debtor corporations in which there is a sub-
stantial public interest. It participates as a party to these proceedings, either at the request
or with the approval of the courts. It renders independent expert advice and assistance to the
courts with respect to plans of reorganization. Of primary jmportance is the Commission's
assistance in the financial rehabilitation of debtor companies and in the formulation of reorgani-
zation plans which will provide falr and equitable treatment to the various creditors and other
security holders and which will assure that the corporations will emerge from bankruptecy in a
scund financial condition. From September 1938 to June 1944, the Commission participated in 243
reorganization proceedings under Chapter X,

Anothsr consequence of the Commission's investigation of reorganization procedures was the
enactment of the Trust Indenture Act of 1939. Prior to 1939 most of the average indenture was
devoted to exculpating the trustee. This Act aims to bring all indenture trustess up to a high
level of diligence and loyalty and to place them in a better position to protect security
holders. The means adopted is a requirement that bonds, notes, debentures and similar debt se-
curities exceeding $1,000,000 in principal amount may not be offered for sale to the public
unless they are issued under a trust indenture which conforms to specific statutory standards

- and has been duly qualified with the Commission. The smphasis is upon an effective and independ-
ent trustee, whose interests do not conflict with those of the investors. Under the Trust In-
denture Act there has been no litigation and only two refusal order proceedings have beemn
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initiated. In each of these cases the indenture was qualified after appropriate amendment. From
Pebruary 4, 1940 to June 30, 1944, 304 trust indentures, covering more than $4-1/4 billion prin-
cipal amount of securities, were qualified under this Act.

Investaent Company Act_of 1940

In the years 1936 to 1940, the Commission made an extensive study of investment trusts and
similar companies as directed in Section 30 of the Public Utility Holding Company Act. The in-
vestigation confirmed widespread suspicions concerning existing abuses and revealed case after
case in which investors! funds had been used to serve the selfish interests of investment company
promoters. The Commission's studies indicated that the honest and respectable elements in the
investment trust business recognized that these abuses had also cast discredit upon their opera=-
tions and they joined in urging the passage of remedial legislation. Accordingly, the terms and
provisions of the Investment Campany Act were worked out in conference by representatives of the
Coomission and of the investment trust industry and the Congress. The Act passed both houses of
Congress without a dissenting vote.

As more fully set forth in Part VI of this Report, the Act provides that investment compan-
ies must register with the Commission; their affairs must be conducted In accordance with the
applicable provisions of the Act; and various transactions, including transactions between
affiliates, are prohibited or made subject to approval by the Commission. The Commission also
is authorized to apply to the Federal courts for orders removing or suspending from office
directors, officers, and other fiduciaries of registered investment companies who have been
guilty of gross misconduct or gross abuse of trust. The Commission has exercised the authority
in a number of instances. At Jume 30, 1944 there were registered with the Commission 371 in-
vestment companies having estimated assets aggregating approximately $3 billiom,

The Investment Advisers Act of 1940 was enacted at the same time as the Investment Company
Act. This statute provides for the registration of all persons engaged in the business of giving
investment advice, requires investment advisers to make full disclosure of their interest in
transactions executed for their clients, and makes unlawful practices which consitute frauvd or
deceit. At June 30, 1944 there were registered with the Commission 719 investment advisers.

The Commission's experience in the administration of the Investment Advisers Act over the
past four years impels the conclusion that it camnot be enforced effectively in its present form.
The cases of Robert J. Bolts and Albert K. Atklinson, outlined in Part VII of this report, illus-
trate the type of fraudulent activities in which certain unscrupulous investment advisers are
able to engage at present without affording this Commission the slightest overt evidence of their
occurrence., The Commission is unable to detect or prevent such activities principally because
it lacks the power to inspect the books and records of inmestment advisers—a power which it has
in the case of brokers and dealers under the Securities Exchange Act of 1934. To remedy this
signal wealmess as well as other related weaknesses in the Investment Advisers Act; the Commission
submitted a report to the Congress on January 31, 1945 recommending certain amendments to the Act.

Since the substantive provisions of the several statutes are interrelated in many ways, it
has been feasible to effect a high degree of standardization and uniformity of forms, procedures,
and interpretations. For example, as more fully discussed in the Commission's Ninth Ammual Re-
port, the Commission has effected a camprehensive simplification of a number of registration and
reporting requirements to eliminate duplicate filings by campanies subject to more than one Act.
Uniform regulations have been prescribed as to the form and content of financial statements
filed under the Securitiss Act, the Securities Exchange Act and the Investment Company Act.
Similarly uniform practices, interpretations and forms apply to proxy solicitations under the
Securities Exchange Act, the Holding Company Act, and the Investment Company Act; this is also
true as to Trust indentures under the Trust Indenture Act and the Holding Company Act. Further
administrative advantages stem from the uniformity of procedures, law and interpretation under
the reorganization provisions of Chapter X, Sectiom 11 of the Holding Company Act and Section 25
of the Investment Company Act.

In the adoption of rules, regulations, forms, and accounting principles and policies, it is
the practice of the Commiseion to submit them prior to adoption to all interested persons and
invite their criticisms and suggestions. This procedure is followsd provided the subject matter
iz of gemeral importance, is not of a temporary nature, and is not due to an emergency demanding
early action. Oftem such matters are discussed with those affected or interested in informal
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conferences with the staff or the Commission, and sometimes in public conferences. When the
Commission makes its decision under such circumstances, it usually states the reasons for its

conclusions.

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

Most of the cases which the Commission decides involve applications by private parties
seeking permission to undertake or contimie specified activity, or seeking exemption from require~
ments imposed by the Acts or rules and regulstions thereunder, The Commission also decides is-
sues in various proceedings initiated by it pursuant to statutory direction, and it reviews cer-
tain actions of a registered association of securities dealers,

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

Hearings are held before trial examiners designated by the Commission. The trial examiners
have no other function than to preside at hearings and in certain cases to file an advisory re-
port. They are instructed to and do observe strict impartiality., In all cases the parties and
the inferested division of the Commission's staff, where it takes a position, are afforded op-
portunity fo file exceptions to a trial examiner's report, to file briefs and requests for
specific findings and to present oral argument to the Commission.

Where the interested division of the Commission's staff has taken no adversary position,
the Commission will normally avail itself of the assistance of the division in the prepara-
tion of findings and opinion. However, where the division has taken an adversary position,
and in other cases in which the Commission considers it desirable, the Commission employs the
assistance of its Opinion Writing Office, which reports directly to the Commission and func-
tions independently of the division which has participated in the proceedings. After thorough
analysis of the evidence and the contentions of the parties, the Commission directs the prepara-
tion of findings and opinions in which the Commission states its decision and its reasons for
it. All final orders of the Commission are subject to judicial review.

The Commission's files have become a tremendous repository of information with respect to
the corporate enterprises of the nation. This informatlon is digested by representatives of
financial and statistical services, banks and insurance companies, investment houses, industrial
corporations, members of stockholders committees and by individual investors, and is passed on
to the public in mumerous ways. The Commission itself issues to all who are interested statis-
tical releases and reports of surveys. At the request of a number of goternment war agencies,
the Commission recently published a four-volume rpport on the profits and operations of American
corporations, and other work is being done on similar projects. The Commission also issues
quarterly releases on savings by individuals and on the working capital position of corporations
in the United States. The accumulation of financial information and the services of technical
experts on the Commission's staff are available to and have been frequently employed by the
Congress. In addition, the Congress has availed itself of the personnel of the Commission in
conmnection with numerous investigations, the most important of which was the investigation con-
ducted by the Temporary National Economic Committee on which the Commission was represented.

“~IDuring the first decade of its activities, the Commission issued more than 2,000 formal
orders under the several Acts, and while all the Acts provide for judicial review of Commission
orders, only 100 petitions for review have been filed. Of these 8} resulted in either denial
of the objections raised on the merits or dismissal of the petition by stipulation or on motion
of the petitioners, Ti{e decisions in three concluded cases set aside the Commission's orders
in whole or in part and thirteen cases were pending at the end of the past fiscal year. In
addition to the proceedings for jJudicial review of Commission orders, the record of c¢ivil ac-
tions in Federal district courts instituted by or against the Commission (including cases in
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which the Commission appeared as intervener or participated as amicus curiae) comprised more
than 500 cases, of which only 10, or less than two percent, resulted in decisions adverse to
the Commission.

An outstanding result of the enactment and administration of these statutes has been the
establishment of a higher standard of ethics in the handling of other people's money. New
standards prevail in the business of inducing investors to part with their money and in the busi-
ness of managing that money once it has been entrusted to a particular enterprise, There now
prevail new concepts of fair dealing, of adequate disclosure and of the duties of management and
insiders. The general acceptance of these ethical standards by the business commmnity is re-
flected not alone in bhe policies and outlook of those subject to the Commission's’ jurisdiction,
but it is also evidenced in many respects in the practices of businesses not within the juris-
diction of the Commission.

Proposals for Amendments to the Securities Act of 1933 and the Securities Exchange Act of 1934

In 1940 bills were introduced in both Houses of Congress to amend the Securities Act of
1933. 1/ The House Committee on Interstate and Foreign Commerce reouested the Commission to
comment on these bills. As a result of this request, and with the approval of the chairman of
that Committee and the chairman of the Senate Committee on Banking and Currency, the Commission
undertook to study thoroughly with representatives of the securities industry and others the
advisability of amending both the Securities Act of 1933 and the Securities Exchange Act of

1934.

In the course of this study the Commission conferred at length with representatives of the
Investment Bankers Association of America, Inc., the National Association of Securities Dealers,
Inc,, the New York Curb Exchange and the New York Stock Exchange, The views of all the regional
stock exchanges were also invited, and proposed amendments were discussed in detail with repre-
sentatives of thirteen of those exchanges. In addition, the Commission socught and received the
views of executives of corporations which had had experience in registering securities with the
Cormission, executives of many life insurance companies, and numerous individuals from all parts
of the country.

The results of this comprehensive study were submitted to the committees of the two Houses
in a report filed by the Commission on August 7, 1941. 3/ A1l of the proposals made either by
the representatives of the securities industry or by the Commission were then combined in a com-
prehensive committee print for purposes of convenience. 3/

As to many of the proposals the Commission and the representatives of the industry were in
agreement, In the area of disagreement, however, were some proposals which the Commission op-~
posed as serious threats to the protection of the investing public and as a retrogression
toward evils which had impelled the enactment of the two statutes in 1933 and 1934.

The nature of the proposals as to which there wad disagreement was varied. For example,
periaaps the two most important suggestions under the Securities Exchange Act involved the regu-
1stion of proxy solicitations under Section 14 and the provisions of Section 16 governing trad-
ing by eorporate insiders. On one hand, the two New York exchamges proposed extending the
coverage or those two sections generally to the securities of large national corporations not

g./ S. 3985, 5. 4006, H.R. 9807 and H.R. 10013, 76th Cong., 3d Sess.

2/ "Report of the Securities and Exchange Commission on Proposals for Amendments to the Securi-
ties Act of 1933 and the Securities Exchange Act of 1934%", House Committee Print, 77th Cong.,
1st Sess. (Aug. 7, 1941). A separate report had been filed on July 30, 1941, by the repre-
sentatives of the four groups of the securities industry referred to above; "Report on the
Conferences with the Securities and Exchange Commission and its Staff on Proposals for Amend-
ing the Securities Act of 1933 and the Securities Exchange Act of 1934 by the Representatives
of Investment Bankers Association of America, National Association of Securities Dealers, Inc.,
New York Curb Exchangs, and New York Stock Exchange" (July 30, 1941).

2/ "Comparative Print Showing Proposed Changes in the Securities Act of 1933 and the Securities
Exchange Act of 1934" (Oct. 18, 1941).
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listed on exchanges. On the other hand, the representatives of the securities industry (includ-
ing those exchanges) urged the repeal of Section 16 (b), which provides for the recapture of
profits made by insiders from trading in the securities of their companies.

The House Committee on Interstate and Foreign Commerce began hearings to consider the pro-
posed amendments on October 28, 1941. The hearings were conducted continuously until interrupted
by the outbreak of war on December 7, 1941. Reconvening in January, the hearings were terminated
during that month, {0/ The proposals were then referred to a subcommittee of the House Coammittee
and no further action was taken up to the close of the session.

Significant statistics concerning the work of the Commission and its activities during the
past fiscal year and cumlative to June 30, 1944 are set forth on the last page of this foreword,

Since the Commission was organized the following Commissioners have held office for the
period indicated:

From To
Joseph P. Kemnedy% July 2, 1934 September 23, 1935
George C. Mathews July 2, 1934 April 15, 1940
James M. Landis# July 2, 1934 September 15, 1937
Robert E. Healy July 2, 1934 Term Expires June 5, 1946
Ferdinand Pecora July 2, 1934 January 21, 1935
Je« Do Ross October 5, 1935 October 31, 1937
William O.Douglas* January 31, 1936 April 16, 1939
Jerome N, Franks December 27, 1937 April 30, 1941
John W, Hanes Januwary 14, 1938 June 30, 1938
Edward C. Eicher# December 3, 1938 February 2, 1942
Leon Henderson lay 18, 1939 July 8, 1941
Summer T, Pike June 4, 1940 Term Expires June 5, 1948
Ganson Purcell June 17, 1941 Term Expires June 5, 1947
Edmmnd Burke, Jr. July 31, 1941 October 19, 1943
Robert H, O'Brien February 3, 1942 December 28, 1944
Robert K. McConnaughey December 29, 1943 Term Expires June 5, 1949

# Served as Chairman.

The Commissioners, Staff Officers, and Regional Administrators at the close of the past
fiscal year were as follows:

Commissioners

Ganson Purcell, Chalrman
Robert E, Healy

Sumner T. Pike

Robert H, O'Brien
Robert K, MoConnaughey

Staff Officers

Orval L. DuBois, Secretary

Baldwin B. Bane, Director of Corporation Finance Division
Milton H. Cohen, Director of Public Utilities Division

James A, Treanor, Jr., Director of Trading amd Exchange Division
Roger S. Foster, Solicitor

William W. Werntz, Chief Accountant

Robert M, Blair-Smith, Head of Opinion Writing Office

Peter T. Byrne, the Assistant to the Chalrman

Leslie T. Fomrnier, Special Assistant to the Commission

Hastings P, Avery, Director of Administrative Division

James J. Riordan, Assistant Director of Administrative Division and Budget Officer
Philipp L. Charles, Director of Personnel

4/ The hearings are reported in a Committee Primt (77th Cong., 1st and 2d Sess,, 1941-1942) con-
sisting of five volumes plus an index volume.
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Regional Adminjstrators

James J. Caffrey, New York Regional Office--Zone 1

Paul R. Rowen, Boston Regional Office——Zone 2

William Green, Atlanta Regional Office——Zone 3

Charles J. Odemweller, Jre., Cleveland Regional Office——Zone 4
Thomas B. Hart, Chicago Regional Office——Zonse 5

Oran H. Allred, Fart Worth Regional Office~—Zone 6

John L Geraghty, Denver Regional Office—Zone 7

Howard A. Judy, San Francisco Regional Office—~Zone 8

Day Karr, Seattle Regional Office—Zone 9

William M. Malone, Baltimore Regional Office--Zone 10

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

Zone l--New York, New Jersey, and Pennsylvania
Regional office—~Room 2006, Equitable Building,
120 Broadway, New York 5, N. Y.

Zone 2—Massachusetts, Connecticut, Rhode Island, Vermont, New Hampshire, and Maine
Regional office—Room 426, Shawmut Bank Building,
82 Devonshire Street, Boston 9, Mass.

Zone 3-—Tennessee, North Carolina, South Carolina, Georgia, Alabama, Mississippi, Florida,
and the portion of Louisiana east of the Atchafalaya River
Regional office——Rocm 415, Palmer Building,
Forsyth and Marietta Streets, Atlanta 3, Ga.

Zone 4—Chio, Michigan, Indiana, and Kentucky
Regional office—Room 1608, Standard Building,
1370 Ontario Street, Cleveland 13, Chio

Zone 5--Mimnnesota, Wisconsin, Iowa, Illinois, Missouri, and Kanses City, Kans,
Regional office—Room 630, Bankers Building,
105 West Adams Street, Chicago 3, Ill.

Zone 6~~Oklahoma, Arkansas, Texas, Kansas (with the exception of Kansas City), and the por-
tion of Louisiana west of the Atchafalaya River
Regional office—~United States Courthouse,
Tenth and Lamar Streets, Fort Worth 2, Tex.

Zone 7--Wyoming, Colorado, New Mexico, Nebraska, North Dakota, South Dakota, and Utah
Regional office~~Room 822, Midland Savings Building,
444, Seventeenth Street, Demver 2, Colo,

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

Zone 9—Washington, Oregon, Idaho, Montana, and Alaska
Regional office—1411 Fourth Avemue,
Seattle 1, Wash.

Zone 10-Virginia, West Virginia, Maryland, Delaware, and District of Columbia
Regional office—~Room 2410 O'Sullivan Building,
Baltimore, Md,

Washington, D. C. Liaison Office—~Twelfth floor, Tower Building,
Fourteenth and K Streets NW., Washington 25, D. C.
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Significant Statistics Concerning the Work of the Commission.

Daring Cummlative to (¥)
Fiscal Year or as of (&%)
Ended June 30, 1944 June 30, 1944
Securities Act of 1933
Number of registration statements effective under
the Act——net 221 4,337
Amount of securities effectively registered under .
the Act—net $1,759,780,000 $25,345,392,000%
Number of stop orders effective under the Act 0 182%
Securities Exchange Act of 1934
Number of national securities exchanges registered
under the Act——net o 19%x%
Number of security issues registered on national
securities exchanges-—net:
Stocks 2,550
Bonds 1,185%%
Sscurities registered on national securities
exchanges~~net :
Stocks (shares) 2,285,763,088%x=
Bonds (face amount) $21,358,063,564n»
Number of security issues admitted to unlisted trading
privileges on registered exchanges:
Stocks 458m%
Bonds 178m%
Amount of securities admitted to unlisted trading
privileges on registered exchanges:
Stocks (shares 383, 632,380%x
Bonds (face amount) $1,987,016,946x%
Dollar amount of security trading on natiomal
securities exchanges:
Stocks $8,792,692,000 $118, 588, 393,000%
Bonds 1,946,296,“ 21,4%,6”,%
Number of broker-dealers registered under the Act 328 >
Number of broker-dealer registrations revoked,
suspended and denied - 17 210%
Number of "flying quizzes™ made to check on market
manipulation 102 1,137
Public Utility Holding Company Act of 1935
Number of holding companies registered under the Act
(51 systems) 12/nn
Assets of registered holding companies and subsidi-
aries (December 31, 1943) 315,773,108, 778x%

Securities issued by registered holding companies and
their subsidiaries pursuant to Sections 6 (b) and 7

of the Act $985,981,951
Proceedings instituted by the Commission under Section
11 (b) of the Act (62 pending as of Junme 30, 1944) 2

Voluntary plans of reorganization submitted by registered
holding companies or subsidiaries thereof (45 pending as
of June 30, 1944) 2

Chapter X of the National Bankruptcy Act
Number of corporate reorganizations in which the Commission

has become a party under Chapter X (106 active cases re-
mained as of Jue 30, 1944) 19

(xix)

$ 6,015,167,912%
0%

5=



Trust Indenture Act of 1939

Number of trust indentures qualified under the
Act
Face amount of securities qualified under the Act

Investment Company Act of 1940

Number of investment companies registered

Number of investment companies which have ceased to
be reglisterad

Investment Advisers Act of 1940

Number of investment advisers registered
Number of investment advisers which have ceased to be
registered

Enforcement Statistics

Number of firms and individuals enjoined for violation
of Acts administered by the Commission

Number of defendants jndictsd fLor violation of Acts
administered by the Commission

Number of defendants comvicted for violatiom of Acts
administered by the Commission

Number of persons docketed in Commission'!s Seecurities

During Cumulative to (%)
Fiscal Year or as of (wx)
Ended June 30, 1944 June 30, 1944

0 304

$716,530,756 $ 4,346,127, 738

8 489%

27 118

90 1,083

6 3643

66 1,057

93 2,316%

88 1,100%

960 44y 9%

Violation files

(xx)



PART I
ADMINISTRATION OF THE SECURITIES ACT OF 1933

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

ENACTMENT AND SCOPE OF THE SECURITIES ACT OF 1933

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

"I recommend to the Congress legislation for Federal supervision of traffic
in investment securities in interstate commerce,

#In spite of many State statutes the public in the past has sustained severe
losses through practices neither ethical nor honest on the part of many persons
and corporations selling securities.

#0f course, the Federal Government cannot and should not take any action which
might be construed as approving or guaranteeing that newly issued securities are
sound in the sense that their value will be maintained or that the propertles which
they represent will earn profit.

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

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

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

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

"What we seek is a return to a clearer understanding of the ancient truth that
those who manage banks, corporatiocns, and other agencies handling or using other
people's money are trustees acting for others.®

Following the first World War, the American people purchased corporate securities in un-
precedented amounts., During the period from 1920 to 1933 approximately $50,000,000,000 of new
issues were sold to American investors, In a majority of cases the public purchasers were not
furnished adequate information upon which to base an informed judgment to buy or not to buy,
By 1933, some $25,000,000,000 or 50 percent of those securities had become worthless.

State blue sky laws, which were on the statute books of practically all the states, had not

fully met the situation, since it was difficult for a state ic protect ita citirans from the
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depredations of unscrupulous promoters operating across state lines in interstate commerce.

Even if the limitations of the state!s own statutes and of the comuerce clause of the Federal
constitution presented no obstacle to the prosecution of such a promoter, he was physically .
outside the state's jurisdiction and extradition was seldom feasible, Accordingly, responsible

federal protection of investors in corporate securities, supplementing that afforded by the

state blue sky authorities, was an essential need.

As Louis D, Brandeis had emphasized so vigorously twenty years earlier, those who managed
corporations were managing other people!s money and those who were seeking new capital were
seeling other peoplet!s money, There arose an insistent demand that, in order to reduce hazards
to investors, the fiduciary character of the financial process be accorded legal recognition.
So, when President Roosevelt asked Congress, as part of the administration's program of reform,
to enact the Securities Act and the Securities Exchange Act, he initiated a series of conserva-
tive steps to cope with an unhealthy situation that had long festered and could no longer be
ignored,

The Securities Act, often referred to as the #truth in securities® act, was designed not
only to provide investors with adequate information upon which to base their decisions to buy
and sell securities, but also to protect legitimate business seeking to obtain capital through
honest presentation against competition from crooked pramoters and to prevent frawd in the sale
of securities., At the same time its purpose was to encourage the productive employment of
capital which had been frightened into hoarding, and to aid in providing employment through the
restoration of buying power. The Act was administered by the Federal Trade Commission from
May 27, 1933, the date of enactment, until September 1, 1934, when responsibility for its en-
forcement was transferred to the Securities and Exchange Commission,

REGISTRATION

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

In order to register securities the issuer must file a registration statement on the par-
ticular form prescribed by the Cammission as appropriate to the type of security proposed to be
offered, When a registration statement is filed it becomes a public document designed to set
forth all the material facts known to the issuer and the underwriters with regard to the company
and the securities to be sold. These include, among other things, statements with regard to the
character, size and profitableness of the business, its capitalization, the purpose of the
issue, options cutstanding against securities of the issuer, remuneration of officers and di=-
rectors, bomus and profit-sharing arrangements, underwriters! commissions, and pending or
threatened legal proceedings, Certified financial statements must be included. In order that
investors may have in convenlent form the basic material contained in the registration state-
ment, the Act also requires that they be furnished a prospectus containing at least the more
important information in the registration statement. In addition to providing the public infor—
mation on which to reach an informed judgment with regard to whether or not to purchase securi-
ties, the registration statement and prospectus serve as a record of the representations made at -
the time the securities were sold, and thereby simplify the problem of proof in any legal pro-
ceedings which may arise with regard to whether the registration statement or the prospectus
contains untrue or misleading statements or omits material information.

Experts were drafted from specialized classes of issuers to assist in the preparation of
forms and rules suitable to the specialized needs of their particular fields. It has been the
Commissionts established practice from the outset to submit every proposed registration form to
those persons to whom it would apply and to seek their comments and criticisms. Through this
system improvement has been made from time to time in the process for registering securities.

It has been the constant aim of the Commission to devise additional ways of simplifying the
mechanics of registration that could be made effective without foregoing the protection of the
public and investors. It should be borne in mind, however, when it is asserted that some of the
discloswres required appear to be needlessly searching, that the evaluation of a corporate se~
curity by the public is difficult under the most favorable circumstances and it is rendered
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unnecessarily hazardous if it must be done without all the relevant fects. It is not a simple
thing to draft a registration form to meet the needs of vast corporations which are not simple,
which have intricate capital strucutures, scores of subsidiary companies and far-flung and
varied business activities, Late in 1942 the Commission effected a comprehensive simplification
of a mumber of registration and reporting requirements under several of the statutes, including
a pew general form for registration of commercial and industrial corporate securities. This
form, S-1, permits the filing of the prospectus as a principal part of the registration state-
ment, thus eliminating much duplication between the prospectus and the registration statement

proper.

The examination of a registration statement by the Commissiont!s steff does not involve and
is not concerned with an appraisal of the merits of the security as an investment since the
Commigsion is not authorized to and does not pass Judgment upon the scundness of any security.
Under the Act, speculative or apparently unsound issues can be registered and sold provided the
whole truth is told., It follows that the Commission does not direct the flow of capital or try
to do so, although, of course, the necessity of disclosing the truth concerming the security
flotations may affect their reception. The basic policy is nol to attempt to protect the in-
vestor by insulating him from risk but to make available to him the information with which to
gauge the risk,

The Commission has no authority specifically to require an amendment to the registration
statement, However, it is authorized by Section 8 of the Act to issue an order preventing or
suspending the effectiveness of a registration statement if, after notice and opportunity for
hearing, it finds that the statement is inaccurate or incomplete in any material respect.
Ordinarily this procedure is unnecessary and the Comnission does not ,resort to it except in
those cases where there has been a definite or intentional effort to conceal or mislead,

In the interest of good administration, fair treatment of registrants, and minimm inter-
ference with business, a procedure not specifically spelled out in the Act was adopted early in
its administration, Registrants are informally advised of any material misrepresentations or
omlssions as promptly as possible after the statements are filed, thus affording an opportunity
for the filing of correcting amendments before the statements become effective. Through this
nletter of deficiencies® the Commission is able to advise the registrant of the information that
must be corrected or supplemented in order to meet the disclosure standards prescribed by
Congress, Another informal procedure that has proved useful is the pre-filing conference in
which representatives of registrants and underwriters discuss problems in connection with the
proposed filing with the Commission's staff for the purpose of determining in advance what types
or methods of disclosure would be necessary under the circumstances of the individual case,

This informal method of handling cases has injected an element of flexibility into the registra-
tion procedure which has proved so satisfactory that it has not been necessary to issue a stop
order since 1941.

The time required to examine and clear a registration statement depends largely on whether
a simple or complex situation is involved., The original Section 8 (a) of the Act required a
twenty-day waiting period after filing before the registration statement could become effective.
Moreover, any amendment filed prior to the effective date starts the twenty~-day period running
anew unless the Commission accelerates the amendment by dating its filing back to the original
filing date of the registration statement., The principal objectives of the waiting period are
to give the public an opportunity to absorb the information in the prospectus or registration
statement and to get away from the hasty methods of distribution previously in vogue which
practically compelled minor distributors and dealers to make commitments blindly,

The Commnission has endeavored to adapt its procedures to the accustomed practices of busi-
ness men and distributors of securities in so far as this is consistent with the intent of
Congress and the protection of investors, When the Commission found, therefore, after a study
of the needs of the business, that a twenty-day waiting period after the filing of amendments
would, in many cases, involve an unnecessary hardship, it adopted the policy, when amendments
are not too important and complicated, of permitting registration to become effective on the
twentieth day after the original filing date or as soon thereafter as possible.

On August 22, 1940, Section 8 (a) was amended, with the support of the Commission, to give
the Commission discretionary authority to accelerate the effective date under certain circum-
stances without regard to the original twenty-day period. In other words, the amended section
provides that the effective date shall be the twentieth day after the filing of a registration
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statement or such earlier day as the Commission may determine but the Commission is required to
give due regard to such matters as the adequacy of the information respecting the issuer which
has previously been made public and the ease with which the rights of the holders of the secu-
rities to be issued can be understood. The Commission cooperates with registrante in expediting
registration as much as possible consistent with the public interest and the protection of
investors. Reglstrants who sre able readily to meet the standards of the Act and the rules of
the Conmmission obtain effective registration of their securities in substantially leass than

twenty days after filing,

Since Seetion 5 of the fet prohibits offers or sales to be made prior to the effectiveness
of the registration statement, issuers and underwriters were, at first, reluetant to send out
any information to potential investors during the waiting period for fear such circulation would
be construed as an offer to ssll securities., ERarly in its history, therefore, the Commission,
in order to make information available to potential dnvestors, published severel cpinions of its
general counsel to the effect that distribution of information contained in the registration
statement prior to the effective date of the registration statement would not constitubte an
n.llegal offer provided it were wery clearly explained that the circulation was not intended as
an offér of the security. This has resuited in the more or less common practice of underwriters
and dealers eirculabting, prior to the effective dabe of the registration statement, the so-
called "red herring" prospectus which derives its name from the practice of printing in red
lettera either diagonally across or along the margin of each page a clear statement that the
document is not intended as an offer of the security and dirscting attention to the prohibitions
in the Act against offers prior to effective registration. o

VOLULE OF REGISTRATIONS UNDER THE SECURTTIES ACT

From the date of its enactment to June 30, 1944, there were filed under the Act 5,420
registration statements, of which 4,510 became effective covering securities of a total value of
$25,345,392,000, Of the statements which had beccome effective, 173 were later withdrawm or sub-
Jjeect to stop order so that the ultimate disposition of the 5,420 registration statements filed
was as follows: 4,337 became effective and were not subsequently subject to stop order or with-
dérawn; 855 were withdrawn; 182 were subject to atop or refusal orders; and 46 were pending at
the end of the period, For the fiscal year ended June 30, 1944, 221 repgistration statements

“became effective, covering 301 ipsues of securities in the amount of §1,759,780,000, which was
nearly three times the volume of that category in the preceding fiscal year. Approximately one-
half of the new issues registered in the past fiscal year for cash sale were debt securities,
Detailed statistics relating to new issues of securities offered for cash sale, the proposed
uses of net proceeds from the sale of all new corporate issues, and the issues effectively
registersd under the Securities Act, including data on costs of flolation of equity issues
registered by small companies, will be found in the Appendix Tables 1 to 4, inclusive,

The following table indicates the disposition of registration statements filed under the
Securities Act of 1933 as amended:

Disposition of Registration Statements

To H ]
June 30, 1943 : July 1, 1943 to : Total
A t June 30, 1944 + - .
Statements filed 5175 5420
Stetements affective ‘ 4123 (a) 216 {a} 4337 (a)
Statenents withdrawn « nst 831 24 855
Stop or refusal orders = net 182 0 . 182
Jn process of examination or awaiting amendmwents:
At close of year ended June 30, 1943 43
At close of year enmded Juns 30, 1944 . : &b

(a) Does not include effective statements which were later withdrawn or on which a stop order
had been placed which was still in effect at the end of the period, For the fiscal year
ended Juns 30, 1944, four registratlion statements which became effective in the period
were later withdrswn and were therefore not. included m the nmumber of statements effective -
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A total of 734 amendments 1/ to registration statements were also filed and examined
during the past fiscal year, compared with a corresponding total of 471 during the preceding
year,

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

In addition, the following supplemental prospectus material was filed and examined during
the past fiscel year under the Securities Act of 1933:

222 prospectuses pursuant to Rule 800 (b) which requires the filing of such
information within 5 days after the commencement of the public offering,

107 sets of supplemental prospectus material showing material changes occurring
after the commencement of the offering,

222 gets of so-called 13-months prospectuses pursuant to Section 10 (b) (1) of
the Act,

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

At the same time, 213 supplementary statements of actual offering price were filed as re—
quired by Rule 970; and there were 11 instances where registrants voluntarily filed supple-
mental financial data.

EXEMPTTONS

Securities of the following issuers are exempted from registration under the provisions of
the Securities Act: The United States, any state, territory, municipality or political sub-
division thereof, a national bank or banking institution organized under the laws of any state
or territory or the District of Columbia and supervised by a state or territorial banking come
mission or similar official; railroads the issuance of whose securities is subject to approval
by the Interstate Commerce Cemmission; persons organized and operated exclusively for re
religious, educational, benevolent, fraternal, charitable or reformatory purposes and not for
pecuniary profit; building and loan associations and farmers! cooperative associations as
defined in specified sections of the Revemme Act, Securities issued in the following transace
tions are also exempted from registration; securities which are part of an issue exchanged by
an issuer with its existing security holders exclusively where no cormission or other remunera-
tion is paid or given for the solicitation of the exchange; securities issued in exchange for
one or more oubtstanding securities, claims or property interests, or partly in such exchange
and partly for cash, where the terms and conditions of the issuance thereof have been approved
by a court or regulatory body of the United States or any state which is authorized to approve
the issuance after a hearing upon the fairness of the terms aund conditions of the offer at
which all parties have a right to appear; and securities which are part of an issue sold only
to persons resident within a single state or territory where the issuer of such securities is
incorporated in and doing business within such state.

In addition, the Act provides exemptions from its registration and prospectus requirements
for transactions by any person other than an issuer, underwriter or dealer; transactions by an
issuer not involving any public offering; and dealers! transactions made more than a year after
a registered offering except in situations where the dealer is performing the functions of an
underwriter of the securities,

1/ These amendments include 486 classed as "pre-effective" and 248 as “posteeffective®, and do
not take into account 361 others of a purely formal nature classed as "delaying" amendmenis.

_2/76 of the above anmal reports and the 250 quarterly reports were filed pursuant to
Section 30 of the Investwment Company Act of 1940 also,
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Moreover, Section 3 (b) of the Act gives the Commission authority to exempt from the
registration requirements any class of securities issued in an amount not exceeding $100,000,
subject to such conditions as the Commission may prescribe. In accordance with this section,
the Commission has issued rules and regulations which enable an issuer to sell securities
without registration in an amount not exceeding $100,000. These rules merely require the
filing of a brief letter of notification with the Commission at least 24 hours prior to the
offering, together with copies of any prospectus proposed to be issued in connection with the
offering.

Private Placements

For the ten~year period ended June 30, 1944, $22,272,641,000 of new corporate securities
were offered for cash in the United States. Of that amount, approximately $14,757,530,000 or
6643 percent were registered, and nearly $7,515,000,000 were exempt from registration under the
Securities Act, Slightly over half of the exempt securities were privately placed, and most of
the balance were issued under the authority of the Interstate Commerce Commission,

The substantial amount of corporate bond issues sold privately to institutional buyers in
recent years is attributed by some critics of the Securities Act to a desire on the part of
issvers to avoid the registration requirements of the Act. In the Commission's opinion,
however, the real causes for the growth of private placements will be found in the unfolding of
certain broad economlc forces totally unrelated to the registration requirements of the Securi-
ties Act. They include the combination of a great expansion in the assets of legal reserve
life insurance companies with a material decline in the volume of corporate bonds available for
investment. It was primarily the resultant pressure of institutional funds for investment
which led to the large increase in private placements, Moreover, as a result of the decline in
interest rates in recent years, coupled with increasing individual income tax rates, high grade
corporate bonds have been less attractive to individual investors and the market for corporate
bonds has been predominantly among institutional investors. Since 1941, when the Commission
adopted its rule requiring competitive bidding in the sale of securities by registered public
utility holding companies and their subsidiaries, the relative volumes of private placements of
utility securities has greatly declined.

Small Financing

As a means of facilitating small financing, representatives of the securities industry
have urged that the present exemption 1limit of $100,000 be raised and the Commission has given
serious consideration to the suggestion. 1In the hearings before the House Committee on Inter—
state and Foreign Commerce in 1941 on various proposals for amending the Securities Act of
1933 and the Securities Exchange Act of 1934, the Commission stated that it would not object
to raising the exemption limit specified in Section 3 (b) of the Act to $300,000, if the pro-
visions giving the Commission authority to impose terms and conditions essential to protect the
public interest and the interest of investors were retained. 3/

The exemption permitted by Section 3 (b) of the Act is not complete exemption from all
provisions of the Act, It is limited by express provisions in Section 12, which imposes civil
liability on persons who sell securities in interstate commerce or through the mails by means
of untrue statements or misleading omissions, and in Section 17, which makes it unlawful to
sell securities by such means or by other types of fraud., Each of these sections by its omn
terms is applicable to transactions regardless of whether the securities involved have been
exempted under Section 3 (b). The principal effect of a Section 3 (b) exemption is to permit
the sale of securities on the basis of a less complete disclosure than that required by the Act
in the case of a registered security. Moreover, civil liebilities will be incurred only by the
seller and the person controlling the seller, while in the case of the sale of a registered se-
curity, the full and fair disclosure described in the Act is required to be made and the civil
liabilities of Section 1l run against all the persons specified in that Section. This latter
sanction against practically all persons concerned in the distribution of a security is one of
the most important of implements in carrying out the policy of the Act, since it results in a
concerted effort on the part of all concerned to provide full and fair disclosure of the
character of the securities offered.

3/ On Jamary 6, 1945, Senator Vandenburg introduced S.62, to amend Section 3 (b) of the Secu~-
rities Act of 1933, as amended, so as to permit exemption of security issues not exceeding
$300,000 from the registration provisions of the Act.
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It has been urged that the proposed amendment to broaden the exemption permitted by
Section 3 (b) will be helpful to small businesses that seek financing through public offerings
of securities and for that reason the Commission has concluded that it merits a triale Yet the
Comnission'!s records of the cost of small flotations of issues indicate that the major part of
such costs is compensation to underwriters and distributors, and only a relatively small part
is represented by other expenses, inc¢luding those affected by registration requirements, This
would seem to indicate that the registration requirements of the Securities Act have very
little to do with the high flotation costs of small issues, .

Statistics showing the flotation costs of equity security issues of small companies during
the period from Jamuary 1, 1938 to June 30, 1944 are presented in Appendix Table 2, There are
included all common and preferred issues filed separately for primary distribution by companies
having less than five million dollars of assets, other than issues of investment trusts and
extractive industry companies. The analysis shows that the total flotation costs of equity
issues of companies reporting less than one million dollars of assets amounted to 21,6 percent
of the expected gross proceeds, which included 19.7 percent as compensation to underwriters and
dealers and 1.9 percent for other expenses, Comparable figures for the companies reporting
assets of between one and five million dollars were 15,8 percent total flotation costs, which
included 14,0 percent as compensation and 1.8 percent for other expenses.

Of course only a part of the "other expense" category is attributable to registration.
Such expense items as issuance taxes, registrar's fees, trustee's fees, the cost of complying
with State securities laws, and the cost of printing certificates and the preparation of
underlying documents such as charter amendments and mortgages must be paid even though securi-
ties proposed to be offered are exempt from registration. Furthermore, even though registra-
tion were not required, there would in most cases be certain fees for legal and accounting
services and expenses for the preparation of selling literature. It seems clear, therefore,
that any measure designed to diminish that portion of the 1.8 or 1.9 percent "other expense®
figure attributable to registration costs alone may not afford very substantial relief to en-
terprises that must pay in addition from fifteen to twenty cents out of every dollar as com-
mission to underwriters for selling their securities.

In connection with security issues for which exemption from the registration requirements
of the Securities Act of 1933 is provided by the Commission's rules and regulations promlgated
under Section 3 (b) of the statute, there were filed with the Commission during the past fiscal
year a total of 427 letters of Notifieation, pursuant to Regulation A, and 209 amendments
thereto, representing an aggregate offering price of $21,933,994 of which 40 Letters of Notifi-
cation with an aggregate offering price of $1,413,252 related to offerings of oil and gas
leases and securities of companies engaged in various phases of the oil and gas business,
During the past year also the Commission received and examined 362 Offering Sheets, filed pur-
suant to Regulation B, and 376 amendments to such Offering Sheets, relating to fractional
undivided interests in oil and gas rights. The following table indicates the action taken with
respect to these Offering Sheets:

Various Actions on Filings under Regulation B

Temporary suspension orders (me 340 (a)) 0000000000000 00000¢0000000e 69
Orders terminating proceeding after amendment eeeocscescssscsscsccssnse 56
Orders consenting to withdrawal of offering sheet

and terminating Proceeding eeeescesssssessetcesscsccccscsscncaconcsce 4
Orders terminating effectiveness of offering sheet

(no proceeding pending) ®es0000000000s00000000s0000ss00ssssrssenseses 34
Orders consenting to amendment of offering

sheet (no proceeding pending) *eccescssecscncsrsserstssnssnssesassocs 231
Orders consenting to withdrawal of offering

sheet (m proceeding pending) ooooooooooo-o.oo.oo..o.coooooooooo-o-ooE

Total Orders esssannrrrresssn o rrestann  rrrreIao 2283333 P2233% % % escee 411

Also during the past year the Commission received and examined confidential written re-
ports concerning sales from a broker-dealer or offeror to an individual, or from one dealer to
another, required under Rules 320 (e) and 322 (d) of Regulation B. Of these reports, 3,237
were o:il?':]r; 1-G and 599 on Form 2-G, representing sales aggregating $1,739,153 and $957,731,
Irespec 3
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CHANGES MADE IN RUIES DURING PAST YEAR

The principal change in rules and regulations of the Commission adopted under the Secu~
rities Act of 1933 during the past year consists of amendments to Rules 5-Q4 and 12-06 of
Regulation S-X. On December 22, 1942 the Commission adopted comprehensive amendments to Regu-
lation S-X designed to simplify -and shorten reports required to be filed by registrants by
permitting under designated conditions the omission or partial omission of certain schedules.
The Commission's experience with those amendments had not been entirely satisfactory. The
revisions of December 9, 1943 are designed to secure with a minimum burden and expense certain
information deemed essential relating to property, plant, and equipment. While the rules as
amended call for the filing under certain circumstances of information with respect to
property, plant, and equipment not previously required, the new requirements relating thereto
are less than those existing prior to December 22, 1942,

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

During the past year the Commission also amended the Instruction Book for Form A-2 for
Corporations so as to eliminate unnecessary and obsolete matter and to clarify several of its
instructions,

ENFORCEMENT AND COMPLIANCE

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

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

Section 17 (a) of the Securities Act of 1933 makes unlawful the use of any misrepresenta-
tions or fraudulent schemes in the sale of securities, A very considersble part of the Commis-—
sion's litigation involves injunctive actions to restrain violations of this section, For
example, in S,E.C. Ve Timetrust, Inc,, 39 F. Supp. 145 (N.D. Calif. 1941), an injunction was
obtained where representations were made that Timetrust certificates were similar to a savings
account, whereas the solicitation to purchase such certificates was merely a device for selling
Bank of America stock on the instalment plan. 4/ In S.E.C. v.m(n. Minn,
1943), an injunctlon was obtained where representations were ce cates sold
were better or safer than United States War Bonds, that the purchase of such certificates was a
patriotic duty and aided the war effort, that the yield was higher than War Bonds, and that the
certificates were guaranteed by the United States or the Securities and Exchange Commission., A

_1:/ On appeal, the Ninth Circuit Court on July 31, 1942, remanded the case to the trial court
for specific findings of fact as to whether or not the defendants devised a fraudulent
scheme within the prohibitions of the statute, On October 24, 1942, the trial court re-
turned its additional findings of fact in which it found that all of the defendants em-
prloyed Timetrust as a device, scheme and artifice to defraud, The Circuit Court on May 8,
1944 affirmed the judgment as to Timetrust Inc., Parker, Wood and Blanchett, and reversed
the judgment as to Bank of America, A. P. Glannini and L. Mario Giannini,
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detailed description of this case will be found under the discussion of the Investment
Company Act of 1940,

The disclosure requirements have been discussed in some detail above., Where it appears
after investigation that any of such requirements has been or 1s about to be violated, the
necessary action is instituted by the Commission., It may be noted at this time that Section 23
of the Securities Act of 1933 (as well as Section 26 of the Securities Exchange Act of 1934 and
Section 35 of the Investment Company Act of 1940) prohibits any representation that the Commis-
sion has passed upon the merits or given approvel to any security for which a registration
statement has been filed, Where such statements were made, the Commission has instituted the
necessary injunctive action to halt such activities.

The provisions of the Securities Act authorize the Commission to refuse to permit a regis—
tration statement to become effective if it appears on its face to be incomplete or inaccurate
in any material respect, and empower the Canmission to issue a stop order suspending the effec-
tiveness of any registration statement which at any time is found to include any untrue state-
ment of a material fact or to omit to state any material fact required to be stated therein or
necessary to make the statements therein not misleading, These provisions of the Act have been
construed by the courts in several important cases, 2/ In.Jones Ve S.E.C., 298 U.S. 1 (1936),
a majority of the Supreme Court (Justices Cardozo, Brandeis and Stone dissenting) held that the
commencement of stop order proceedings by the Commission prevented Jones! registration state-
ment from ever becoming effective and that since none of the securities sought to be registered
had been offered or sold there was no public intersest which could be prejudiced by its with-
drawal in accordance with Jones! request. On this basis the Court held that the Commission had
erred in denying withdrawal of the statement. This decision has been considered as largely
limited to the procedure which the Supreme Court deemed proper far the Commission to employ in
connection with the suspension of the effectiveness of registration statements, In a later
case in 1939, Oklahoma-Texas Trust v. S.E.C., 100 F, (2d) 888, the Circuit Court of Appeals for
the 10th Circul® unanimously allirmed an r of the Commission suspending the registretion of
securities because of fraudulent misstatements contained in the registration statement, There
it appeared that all of the securities registered had been sold prior to the commencement of
the stop order proceedings and the Trust contended that under the authority of the Jones case
the Commission had lost its power to issue a stop order. The court distinguished the Jones
case, however, on the ground that here the public interest would be prejudiced by permitting
the registrant to withdraw its registration statement. Immediate and subsequent purchasers of
the securities were emtitled to be apprised of the fact that the registration statement, a
matter of public record, upon which they had relied, was false and misleading, and to have the
benefit of the civil liability provisions which gave them various remedies for the losses which
they sustained on the securities. In other cases the courts have held that a stop order sus-
pending the effectiveness of a registration statement is not reviewable by the courts after it
has been lifted upon the filing of amendments in accordance with the stop order (Austin Silver
%_fm_. ¥e S.E.C., 1.S.E.C. Jud., Dec, 732, App. D.C., 1939), and that an order denying a

on for pe!m,n to withdraw a registration statement without prejudice to remewal at the
conclusion of the hearing then pending in comnection with the stop order proceedings is merely
interlocutory and not reviewable under the Act (Resources Corporation ve. S.E.C., 97 F. (2d)
788, C.C.A. 7, 1938).

The question of the enforceability of contracts relating to the issuance or sale of secu-
rities which have hot been registered as required by the Securities Act has been considered in
two cases, In Frost & Co., v. Coeur d'Alens Mines Corporation, 312 U.Ss 38 (1941), the Supreme
Court held that an option to sell securities in violation of the Securities Act was not void
and could lawfully be the subject of an action for damages for its breach. In that case the
Commission, without taking any position as to the disposition of the particular case, filed a
brief as amicus curiae in the Supreme Court, urging that, as a general proposition, the
question whether such agreements should be enforced ought to depend upon whether or not in
the circumstances of the particular case the public policy in favor of the protection of in-
vestors would be served or hindered by enforcing the agreement between the parties. In a later

case, Judson v. Buc| 130 F. (2d) 174 (C.C.A. 2, 1942), the Commission filed an amicus
curiae memorandum Circult Court of Appeals for the Second Circuit, explaining its view
of the principle emunciated in the Coeur d!Alene case and contending that the agreement in the

2/ See Appendix Table 32 for list of citations of court cases involving the various statutes
administered by the Commission.
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instant controversy should not be judicially enforced because there was no investor interest,
immediately or otherwise, to be served by enforcement, The Second Circuit accepted the
reasoning of the Commission but held that on the basis of facts in the record which neither the
district court nor the Commission had considered, the parties were not equally guilty of
violating the Act and that, accordingly, recovery should be allowed.

It must be remembered that in enforeing either the fraud or disclosure provisions, it is
necessary that a sale of a security be involved. Not only is the Commission presented with
instances of flagrant disregard of the statute in the sale of ordinary securities without
compliance with the statute, but more subtle efforts have been made to evade such provisions,
Sales of securities have been disguised and camouflaged so as to appear to be simple sales of
real or personal property. The scheme usually adopted is to execute to the investor what
appears to be an ordinary bill of sale. Coupled with this is an oral or written understanding
that the property sold is to remain in the possession and control of the promoter who is to
distribute the profits to the purchaser, In S.E.C. v. Payne, 35 F, Supp. 873 (S.D.N.Y. 1940},
the security was disguised as a purported sale of silver foxes, In S.E.C. v, Cultivated QOyster
Farms, 1 S.E.C. Jud. Dec. 672 (S.D. Fla., 1939), it was oyster bottom acreage. In S.E.C. Ve
Tung Corporation, 32 F. Supp. 371 (N.D. T11l, 1940), and S.E.C. V. Bailey, 41 ¥. Supp. 647

(5.D. Fla. 1941) » it was interests in tracts for the development of tung trees. Other cases of
the same nature were S.E.C. V. 33 F. Supp. 988 (D. Mass. 1940), shares in fishing boats;

S.E.C. V. Bourbon Sales Corp., F. Supp. 70 (W.D. Ky., 1942), whiskey bottling contracts;
5.E.C. v. Universal service Corp., 106 F. (2d) 232 (C.C.A. 7, 1939) cert. den., 308 U.S. 622

s contributions to a scientific crop growing enterprise; S.E.C. v. Crude Oil Corporation
93 F. (2d) 844 (C.C.A. 7, 1937) crude oil; S.E.C. V. Joiner, 320 U,S. 344 (1943), oil % gas
leases; S.E.C. V. City Meter Service (D NoJ.; 1939) and 5.E.C. v. Parking Meter Corp. (N.D.
Ohio, 1939), parking meters; 5.B.G. Ve Sentenal (S.D. Ohio, 1941), popcorn ines; 5.E.C, V.
Gilbert, 29 F. Supp. 654 (S.D. Ohio, 1939), shares in cargo boats; S.E.C. V. George ifashington
Cemelery (D. N.J. 1942), cemetery lots; S.E.C. v. Honjar (D. Mass. 1942), "perso oans'e,
Such efforts to evade the statute are due usually To the inherent unsoundness of the securities
sold, In the case of the sale of tung tree land, for instance, it was shown that the acreage
being sold was not suitable for such production,

The Commission, of course, does not take the position that an ordinary sale of real or
personal property involves the sale of a security. But where a purchaser has no intention of
assuming any control of the property purchased, but is really buying only an interest in a
business enterprise and looks solely to the efforts of the promoter to earn a profit for him,
the courts have sustained the Commission's position that the substance contrels the form and
that there is involved the sale of a security and in the use of misrepresentations and
fraudulent schemes an injunction should be issued, As the Supreme Court recently said in the
Joiner case:

" ., « « the reach of the Act does not stop with the obvious and commonplace,
Novel, uncommon or irregular devices, whatever they appear to be, are also
reached if it be proved as matter of fact that they were widely offered or
dealt in under terms or courses of dealing which established their
character in commerce as 'investment contracts® or as 'any interest or in-
strument commonly known as a “securityng't

In several cases the courts have defined the statutory term sale of a security to include
the stamping by a company of securities previously issued by it with a legend reciting an
agreement of the holders to an extension of maturity (S.E.C. v. Associated Gas & Electric Co.,
2/, Fo Supps 899, S¢D. N.Y., 1938), the solicitation of subscribers to an investment advisory
service to sign statements that they would or "may? accept stock in a corporation not yet in
existence (S.E.C. v. Stamont, 31 F. Supp. 264, E,D. Wash., 1939), and an exchange of property
for stock (U.5. Ve {edeY, 126 F. (2d) 81, C.C.A. 7, 1942). In U.S. v. Kopald-Quinn & Co.,

1 S.E.C. Jud, Dec. mn. Ga., 1937), a dealer's confirmation slips w?ﬁg%ﬂ'ﬁ._a_ﬂze
securities transactions and the final step in their sale for the purpose of determining
whether the mails were used in the sale of a security, In National Su Co, v. Leland
Stanford Junior University, 134 F. (2d) 689 (C.C.A. 9, 1943), the Eomiss:LEon‘s interpretative
rule excluding finition of a sale the issuance in a statutory merger or consolida-
tion of new securities exclusively to the security holders of the constituent corporations was
upheld,
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In two criminal cases the courts have included within the definition of 4% Yeider liable
for using the mails to sell securities without a registration statement being in effect,
promoters and stockholders who complétely dominated the corporations concerned ( Ve
U.S., 108 F, (2d) 698, C.C.A. 6, 1939, and Shaw v, UoSo, 131 F. (2d) 476, C.C.A. s 42).

In S.E.C. V. Chinese Benevolent Assn., Inc., 120 F. (2d) 738 (C.C.A. 2, 1941), the court
held that a benevo assoc acted as an underwriter where it solicited offers to buy
bonds of the Republic of China and received funds therefor which it transmitted to that
country, and accordingly was not entitled to the benefit of the statutory exemption permitting
the sale of unregistered securities by any person other than an issuer, underwriter or dealer.
So, t0o0, in Merger Mines Corporation v. Grismer, 137 F. (2d) 335 (C.C.A. 9, 1943), it was held
that the president of & mining corporation occupied the position of an underwriter in public-
ly offering stock issued to him in replacement of stock previcusly loaned to the corporation;
and persons who purchased securities with a view to distribution from a corporation under
common control with the issuer were held to be underwriters as defined by the Act and their
sales of stock through use of the mails and facilities of interstate commerce were in violation
of the registration provisions of the Act (S.E.C. v. Saphier, 1 S.E.C. Jud. Dec. 291, S.D.
N.Y.’ 1936)0

While the Securities Act contains a number of provisions exempting various types of secu-
rities and securities transactions from the registration provisions of the Act, only a few of
these exemptions have been considered by the courts. Perhaps the most important of the cases
dealing with this problem in S.E.C. V. Sunbeam Gold Mines Co., 95 F. (2d) 699 (C.C.A. 9, 1938).
That case involved the interpretation of the provision of sSection 4 (1) of the Act which
excepts from the registration provisions "transactions by an issuer not involving any publie
offering.® The question was whether the solicitation of loans from stockholders of two mining
companies for the purpose of completing the purchase by one of the assets of the other and of
raising enough monsy to register a contemplaved new issue of stock with the Commission involved
a ®public offering.,® The total mumber of stockholders of both companies was 530. The court
held that the distinction between "publich® and "private" depends upon the circumstances under
which the distinction is sought to be established and the purposes sought to be achieved by the
distinction, In accordance with the legislative history of the Act, the court held that an
offering to stockholders other than a very small mumber was a public offering. To the same
effect is Corporation Trust Co, V. lLogan, 52 F. Supp. 999 (D. Del. 1943).

The Securities Act, lile the other statutes administered by the Commission, autharizes the
Commission to conduct investigations for the purpose of determining, upon camplaint or other—
wise, whether any provisions of the Act or of any rule or regulation issued thereunder, have
been or are about to be violated. For the purpose of such investigations, the Commission, any
of its members, and any officers designated by it, are statutorily empowered to administer
oaths, subpoena witnesses, take evidence and require the production of books, records and other
docunments which the Commission deems relevant or material to the inquiry. Information dis-~
cloged through investigations may be made public by the Commission, and may serve as the basis
for formal hearings conducted by the Commission, for injunction actions instituted by the Com-
mission or for reference to the Department of Justice to institute criminal proceedings.

Considerable litigation has arisen from refusals to appear in response to Commission's
subpoenas., In such situations, applications are made to the appropriate United States Court
for enforcement. The subpoenaing of witnesses and documentary evidence in the course of in-
vestigations instituted by the Cammission has resulted in nearly 50 legal actions brought for
the most part by the Commission for the purpose of obtaining judicial enforcement of the sub-
poenas and in a few cases against the Commission for the purpose of enjoining enforcement of
the subpoenas. The Jones case discussed above was actually a suit by the Commission to obtain
judicial enforcement of a subpoena requiring Jones to appear and testify in the Commissionts
stop order hearing., Jones! challenge of the constitutionality of the registration and in-
vestigation provisions of the Securities Act was rejected by the New York District Court and by
the Second Circuit, which upheld the Commission's right to obtain Judicial enforcement of the
subpoena in that case. Although the Supreme Court reversed the judgments of the courts below,
for the reasons previously stated, it did not disturb their holdings sustaining the constitu-
tionality of the Act., Noteworthy in this connection is the case of Newfield 7.5%, 91 F. (24d)
700 (C.C.A. 5, 1937), cert. den, 302 U.S. 729 (1937), & consolidation of three s brought
against the Commission's representatives, and the Western Union and Postal Telegraph Compenies
to enjoin compliance with subpoenas calling for the production of certain telegrams, After the
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Supreme Court denied certiorari, the subpoenas were ordered enforced. A similar situation
arose in McMann v. s 16 Fo Supp. 446 (S.D. N.Y. 1936), affd. MclMamn v. S.E.C., 87 F. (2d)
377 (C.C.KT 2, 1937), cert. den. 301 U.S. 684 (1937), where an effort was unsuccessfully made
to prevent a brokerage firm from complying with a Commission subpoena. In these cases and in
Consolidated Mines of California Ve S.E.C., 97 F. (2d) 704 (C.C.A. 9, 1938), the courts
unanimously upheld the propriety and Tegality of the Commission's investigations against
charges of "snooping® and "fishing expedition", as being adequately justified by facts in the
possession of the Commission; and found the subpoenas to be properly issued and reasonably
limited so as not to constitute an unreasonable search or seizure or invasion of privacy. In
three recent cases, S.E.C. ve. Penfield COQ, 143 F. (2d) 71}6 (C-G.A. 9, 1944), SeE.Ce V. GuIf
States Royalty (S.D. Wass. No. 615, 1943), and S.E.C. v. McGarry (D. Colo. 194%), the courts -
in connection with Securities and Exchange Commission subpoenas have followed the rule in
Endicott-Johnson v. Perkins, 317 U.S. 501, in which the Supreme Court held that the Secretary
of 1abor was enbitled To enforcement of a subpoena upon a showing merely that it was not

plainly incompetent or irrelevant,

The circumstances of the Penfield cass have brought to the fore a weakness in the Commis-
sion's statutory investigation procedure which was undoubtediy not foreseen by the framers of
the Commission's Acts. Although the Conmission was doubtless given the power to conduct in-
vestigations for the purpose of discovering whether viclations of the Acts have occwrred, in
order to provide a law-enforcement weapon that would be more effective than the cumbersome
grand jury investigation procedure, it has been the Commission's experience, drawn from the
Penfield case and other cases, that suspected wrongdoers designedly may seek to delay the dis-
covery of their violations by forcing the Commission to go through lengthy court proceedings to
obtain enforcement of its subpoenas. The decision in the Penfield case illustrates the prob-
lem. As the court pointed out, the Copmission began an investigation against Bourbon Ssles
Corporation and several individuals on May 14, 1942. The purpose of the:investigation was to
determine whether they had violated the registration and fraud provisions:of:the Securities Act
in the sale of whiskey bottling contracts. A subpoena issued by the Commission was not cbeyed
and the Cosmission was obliged to apply to a federal district court for an enforcement order,
which was issued on October 15, 1942, The enforcement of that subpoena disclosed a hitherto
unknown relationship between Penfield and Bourbon Sales, The Commission found that Penfield
had been acting as agent for the Bourbon Sales Corporation in selling bottling conmtracts
through the mails to persons to whom Bourbon Sales or Penfield had previously sold whiskey
warehouse receipts and that Penfield had subsequently sold its own bottling comtracts through
the mails in exchange for such receipts. The Commission also learned for the first time that
stock of Penfield was being sold to the public through the mails in exchange for bottling con-
tracts previously issued either by Penfield or Bourbon Sales., On April 8, 1943, the Commission
expanded its investigation to name the Penfield Company and to cover the sale of Penfield
stock. On April 9, 1943, a duly authorized officer of the Commission served a subpoena duces
tecum upon one of Penfield's officials requiring the production of specified items contained in
PenfTeld's books and records. Penfield refused to comply with the subpoena and the Commission
was again obliged to resort to a federal district court for its enforcement. The district
court issued an order enforcing the subpoena on June 1, 1943. The appeal to the Ninth Circuit
Court of Appeals followed, and on June 30, 1944 it affirmed the district court!s enforcement
order. Shortly thereafter the mandate of the Ninth Circuit was stayed to permit the Penfield
Company to apply to the United States Supreme Court,

PR
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Thus more than two years had elapsed and the Commission had not been able to cbtain
certain facts sought in its investigation. The fact that prosecutions are barred three years
aftter the offense, makes it apparent that such delays may often prevent proper enforcement of
the law, 6/ A possible remedy for this situation would be an amendment to the general statute
of limitations tolling the statute for the period during which an administrative investigation
is in progress with respect to enforcement proceedings or at the very least while proceedings
to enforce subpoenas are pending in the courts.

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

g Since the close of the period covered by this report, the Penfield Company and several of
its officials have been indicted,



-13—

At the direction of the President of the United States, investigations have been made of
certain corporations holding important war contracts., Confidential reports of such investi-
gations have been forwarded to the White House,

PROCEDURE

Thousands of complaints are received from the public each year in addition to matters
brought to the attention of the Commission by the several state securities officials, Better
Business Bureaus and other federal and state authorities., All of these receive careful atten-
tion and where it appears that the statutes have been violated, an investigation is instituted.
The bulk of the investigative work is performed by the ten regional offices which are strategi-
cally located in financial centers throughout the country. Where violations have occurred
legal action is instituted by the Commission. Such action may be either civil or criminal.
The civil actions consist primarily of actions for injunctions against the continuance of the
violations., Such actions are instituted in the appropriate United States District Court and
permanent injunctions are obtained in the great majority of cases. These are usually preceded
by preliminary injunctions, and in instances where serious and immediate violations are
threatened, by a temporary restraining order., During the 10-year period ended June 30, 1944,
the Commission had instituted a total of 508 civil proceedings and disposed of 478, Permanent
injunctions had been obtained against 1,057 firms and individuals. Of 516 terminated cases
brought by or against the Commission, it was successful in 98% of them, only 10 cases being
adversely decided. 7/

The most stringent remedy possessed by the Commission is its power to refer cases for
criminal prosecution to the Department of Justice, When such action is warranted after a
thorough investigation, a detailed report is made and submitted to the Attorney General,
M¥embers of the Commission!s staff work in conjunction with the Department of Justice in pre-
paring the case and presenting it to the Grand Jury and also frequently participate in the
trial,

Recognizing the advantages to be realized from cooperating with other federal and state
agencies and certain private organizations such as Better Business Bureaus, Chambers of
Commerce, etc., interested in the prevention of fraud in the sale of securities, there has been
established in the Division, in connection with its enforcement duties, a Securities Violations
File, This serves as a clearing house for information concerning fraudulent securities trans-
actions. Law enforcement officials and cooperating agencies throughout the nation forward in-
formation and data to the Counsell's office where it is classified and compiled and becomes
available to such officials and agencies in the cooperative purpose of suppressing illegal
practices in the sale of securities, As of June 30, 1944, these files contained data concern—
ing 44,399 persons, During the past fiscal year alone, additional items of information re-
lating to 4,069 persons were added to the files, including information concerning 960 persons
not previously identified therein, '

INVESTIGATIONS OF OIL AND GAS SECURITIES TRANSACTIONS

Because of the technical nature of securities representing oil and gas interests and the
specialized lnowledge necessary in order properly to apply the statutory requirements to
offerings of such securities, the Commission established, on July 1, 1936, a separate 0il and
Gas Unit, It also adopted separate regulations, under Section 3 (b) of the Act, mroviding
exemptions from registration for offerings of securities of this character not in excess of
$100,000. The 0il and Gas Unit administers these regulations and registration statements
covering the securities of oil and gas companies are referred to this Unit for examination and
where necessary for field investigation,

7/ There have been a mmber of private suits by investors to enforce the civil liabilities im-
posed by the Act for the sale of securities which were not registered, in violation of the
Act, and for the sale of securities by means of registration statements or prospectuses con-
taining false statements of or omitting to state material facts. The Commission has no
statutory duties with respect to such suits and is not fully advised of their muber or out-
come, However, a search of the court records covering a period of eight years reveals that
there were less than two dozen actions under all three of the civil liabilities of the Act,
Moreover, so far as could be determined, not more than five suits resulted in recovery by
the plaintiffs. See also 50 Yale Law Journal, 90, 1940, "Civil Liability under the Federal
Securities Act.®
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During the past fiscal year investigations were made with respect to a total of 123 oil
and gas properties or proposed securities offerings, Most of these investigations arise out of
complaints received by the Cormission and are conducted primarily to ascertain whether the
transactions in question were effected in violation of either Section 5 or 17 of the Securities
Act of 1933, An increasing number of such cases, however, relate to possible violations of
Section 15 of the Securities Exchange Act of 1934. Wwhere these investigations show evidence of
criminal violation, the results are transmitted by the Commission to the Department of Justice,
and criminal proceedings are instituted in the discretion of the Attorney General of the United
States. In the event such proceedings are instituted, the Commission's attorneys and engineers
who participated in the investigation leading up to the proceedings assist the United States
attorneys in the preparation of the cases for presentation to the grand jury and for trial.

A tabular summary of the oil and gas investigations made last year follows:

0il and Gas Investi)g‘ations

Status Preliminary Informal Formal
Pending 6/30 43 eveeccsssescsvencsrssesssescse 22 44, 31
Initiated 7, /43 to 6/30/44 seso0ssssvsnecose 11 11 1&

Total to be accounted for ssaccessversasece _32 Z g
Changed t0 Informal or FOrmal ceesccscsccccces 1 1 -
Closed or Completed seeecesscesscocccescsscee 16 1 8

Total disposed of #883333%%%CPPPPPETSIRA%% . hiy) 5 3
Pending 6/30/44 0000800000000 00000800000000500 _]_-_é é_q _2_2

ADVISORY AND INTERPRETATIVE ASSISTANCE

From its inception, the Commission has realized that the technical nature of the statutes
administered by it requires the maintenance of an interpretative and advisory service to pro-
vide attorneys and the general public with prompt advice concerning problems arising under
those statutes. These requests embrace a wide variety of subjects and often involve intricate
factual situations. A knowledge of the legislative history of the statutes and the application
of the statutes to practical business situations is required of the attorneys engaged in this
worke

Many of the general inquiries pertain to small business enterprises seeking capital, The
Commission is fully aware of the problems confronting such concerns and endeavors to assist
them by furnishing upon request detailed advice as to the procedure for registration and the
possibility of exemption from the registration and prospectus requirements. The more compli-
cated situations are studied and an opinion by the Counsel to one of the Divisions is rendered
as to the applicability of the various statutes administered by the Commission. These opinions
are generally sought by careful attorneys and securities houses in situations which might in-
volve duties under the various Acts, Counsel's opinions are not rendered with respect to
possible private civil liabilities since the Commission has no jurisdiction over these matters.
Although a compilation of interpretations has been prepared to assist in according uniform
treatment in recurring situations, the great variety of problems has not made it feasible to
publish a glossary of annotations., Nevertheless, a nmumber of interpretations of general
application have been made public in release form as opinions of the Counsel to the Division
administering the statute to which the interpretation relates.

One of the problems frequently presented for interpretation is whether or not a stockholder
who intends to offer a security to the public through an underwriter is in Ycontrol®™ of the
company which has issued the stock, If a control relationship éxists the securities may be re-
quired to be registered under the Securities Act. As there is no fixed statutory definition of
“control®; the determination often depends on a study of all the facts relating to the history
and operation of the company, its officers and chief stockholders, and their business affili-
ations, If there is a dispute on this question, the only way to settle it is to go to court,
for, while the Commission has the power of investigation, there is no provision in the statute
for administrative proceedings to reach such determination. During a recapitalization or re~
organization the question is frequently asked at what point when, as, and if issued trading in
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the new securities may be commenced, Various types of option agreements and trusts for the
benefit of close relatives give rise to questions with respect to the duty of an officer,
director or 10% equity stockholder of a listed company to file reports pursuant to the Secu-
rities Exchange Act showing changes in the beneficial interest of such officer, director or
10# stockholder in the securities of the listed company.

In order to assure uniformity, the offices of Counsel to the Corporation Finance Division
and Counsel to the Trading and Exchange Division review the interpretations rendered by the
staffs of the ten Regional Offices of the Commission, The New York Regional Office alone
handles about 20,000 inquiries a year which it receives from attorneys, brokers, investment
companies and other members of the public,

PROPOSALS FOR AMENDMENTS TO THE SECURITIES ACT
OF 1933 AND THE SECURITIES EXCHANGE ACT OF 1934

The status of this program has been described in the foreword to this report,
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PART II
ADMINISTRATION OF THE SECURITIES EXCHANGE ACT OF 190384

The Congressional investigations and hearings in 1934 had demonstrated that widespread
and flagrant abuses, including the excessive use of credit, existed in the securities markets
which materially impaired the economic usefulness of these markets and which adversely affected
the stability and orderliness of the economic life of the nation, precipitating, intensifying
and prolonging emergencies in that area. In order to insure the maintenance of fair and honest
securities markets, and to prevent the undue use of credit, the Securities Exchange Act of 1934
was promalgated., It is designed to eliminate manipulation and other sbuses in the trading of
securities both on the organized exchanges and in the over-the-counter markets, which together
constitute the nation's facilities for trading in securities; to make available to the public
information regarding the condition of corporations whose securities are listed on any national
securities exchange; and to regulate the use of the mation's credit in securities trading, The
authority to issue rules on the use of credit in securities transactions is lodged in the Board
of Governors of the Federal Reserve System, but the administration of the rules and all pro-
visions of the Act is vested in the Commission, The following is a review of the major phases
of the Commission's administration of the Act.

REGULATION OF EXCHANGES AND EXCHANGE TRADING

Mration of Exchagg_e_g

Section 5 of the Securities Exchange Act of 1934 requires that all exchanges in the United
States elther register with the Commission or obtain exemption from such registration. Accord-
ingly, the Commisaion's first task under the Act was to set up the machinmery for registering
securities exchanges and for handling applications for exemption.

Pursuant to the Act, 28 exchanges have filed applications for registration as national
securities exchanges, practically all of them filing in 1934. Before granting registration to
certain exchanges, investigators were sent into the field to examine them, and reports were
filed by trial examiners before whom hearings were held. In comnection with these applications
for registration, the constitution, by-laws, and rules and regulations of each exchange were
examined and analyzed, Moreover, as the statute required, agreements were obtained from each
exchange to comply with the provisions of the Act and any rules and regulations thereunder, to
enforce compliance with such provisions by its members, so far as is within its power, and to
supply the Commission with coples of amendmemts to its rules. In conformity with the provie
sions of the Act, each exchange was also required to include in its rules provision for the
disciplining of members for conduct inconsistent with just and equitable principles of tradse,
and to declare that any willful violation of the Act or the Rules or Regulations adopted
thereunder shall be considered inconsistent with Just and equitable principles of trade.

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

Since October 1, 1934, mergers and dissolutions have reduced the number of registered ex=-
changes to 19, The Buffalo Stock Exchange, Denver Stock Exchange, Chicago Curb Exchange Associ-
ation, and New York Real Estate Securities Exchange, in that order, were granted permission to
withdraw from registration. The los Angeles Curb Exchange merged with the lLos Angeles Stock
Exchange, and the San Francisco Curb Exchange merged with the San Francisco Stock Exchange. It
is to be noted that all six of the exchanges which terminated their existence had opened for

trading during the years 1928-1929.
The following exchanges are now registered as national securitiss exchanges:

Baltimore Stock Exchange Detroit Stock Exchange
Boston Stock Exchange Salit Iake Stock BExchange
Chicago Board of Trade San Francisco Mining Exchange
Chicago Stock Exchange San Francisco Stock Exchange
Cincimnati Stock Exchange los Angeles Stock Exchenge

Cleveland Stock Exchange Now Orleans Stock Bxchange
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New York Curb Exchange St. louls Stock Exchange
New York Stock Exchange Standard Stock Exchange of Spokane
Philadelphia Stock Exchange Washington Stock Exchange

Pittsburgh Stock Exchange

Section 5 of the Securities Exchange Act of 1934 provides that exemptions from registra-
tion may be available for an exchange when the limited volume of transactions renders it un-
necessary and impracticable to require registration. Pursuant to this provision, 22 exchanges
have applied for exemption since 1934. Ten exchanges have been granted permanent exemption
from registration as national securities exchanges: The Honolulu Stock Exchange, Milwaukee
Grain and Stock Exchange, Minnesota-St. Paul Stock Exchange, Richmond Stock Exchange, Wheeling
Stock Exchange, Colorado Springs Stock Exchange, Seattle Stock Exchange, Standard Stock Ex-
change of Spokane, Chicago Curb Exchenge Association, and San Francisco Mining Exchange. The
lsst three subsequently became registered exchanges and the Milwaukee Grain and Stock Exchange
and Seattle Stock Exchange subsequently suspended operations as securities exchanges, thus

leaving but five exsmpted exchanges.

Most of the remaining exchanges withdrew their applications and dissclved., These exchanges
were typically small, had & limited mumber of members, and had brief trading sessions. In some
cases, the quotations arrived at and published on these exchanges were similar in character to
those prevailing in the over-the-counter markets. 1in other cases, the rule:s of the exchanges
wers altogether inadequate,

The rules, practices, and organization of the various registered and exempted exchanges
hzve been stbjected to constant study by the Commission. The first of thess studies was made
zoursusnt to the direction of Congress embodied in Section 19 (&’ of the Securities Exchange Act
of 193/ which directed the Commission -

"to make a study and investigation of the rules of national securities exchanges with
respect to the classification of members, the methods of election of officers and
comnittees to insure a fair representation of the membership, and the suspension, ex-
pulsion, and disciplining of members of such exchanges.®

This report was made on Jamuary 25, 1935. y Numerous other studies have since been made
@which will be referred to from time to time below.

4s 2 result of the Commission's recommendations, as well as on their own initiative, the
various exchanges have made many changes in their rules, practices and organization which have
been reflected in amendments to their application for registration or exemption. The exchanges
have filed, on an average, about 230 amendments and supplements to these applications each
year during the past ten years. Each of these amendments and supplements has been studied and
analyzed for its effects upon the public interest and its compliance with the relevant regula-
tory provisions,

Reorganization of Securities Exchanges

The Comrzission's early study of the rules and organization of the exchanges, referred to
above, had disclosed certain serious defects which were hindering the exchangest! effective as-
sumption of a substantial degree of responsibility for the conduct of their business. There-
fore, the Commission's report to the Congress recommended that governing committees and other
committees of the exchanges be more truly representative of the members and members! partners,
that nominations be by pebition instead of by nominating committees, that the public be repre-
sented on the governing cormittees and in executive offices, and that expenses of arbitration be
reduced.

After numerous conferences with representatives of the exchanges, the Jommission in 1937
publicly requested the New York Stock Exchange to work out a satisfectory pian of reorganizaiion,
In apcordance with this request, the New York Stock Exchange appointed an indspendent comnittes
to study and report on the need of reorganization. This committee, hesded by Carie 0. Corway,

y 'Report'on the Govermment of Securities Exchanges,® H. R. Doc. No. 85, 74th Cong., ist Sesa.
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Chairman of the Board of Directors of the Continental Can Company, submitted a report to the
exchange on January 27, 1938, The report recognized the fact that national securities exchanges
are public institutions, and it provided a plan for a modern administrative organization.

Six weeks later, Richard Whitney & Company was suspended for insolvency. The facts regard-
ing the administration of the New York Stock Exchange which were disclosed as an aftermath of the
insolvency emphasized the pressing need for a thorough reorganization of exchange affairs; this
case is discussed more fully below. On May 16, 1938, a radically revised constitution was
adopted and a newly elected administration assumed office. The first paid president of the
exchange, as provided for in the revised constitution, was elected on June 30, 1938.

This reorganization provided for direct representstion of the public on the Board of Governors
and increased the representation of exchange firms doing business with the public. It greatly
simplified the administrative structure, reducing the number of standing committees from 17 to 7.
It created a paid president, who must be a nonmember, and executive staffs were created to carry
out functions formerly conducted by the Governors sitting as committee members.

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

partners.,

The Chicago Stock Exchange effected a revision of its constitution in 1938, and the Detroit
Stock Exchange materially amended its constitution and rules in the same year following in
various respects the revision undertaken by the New York Stock Exchange.

Effective February 23, 1939, the New York Curb Exchange adopted a plan of reorganization,
following special committee reports and conferences with officials of this Commission. This
reorganization reclassified the constituency of the Board and altered the nominating procedure
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. This plan,
too, provided for three governors not identified with exchange members to sit as representatives
of the general public.

The fact that a thorough revision of exchange administration had been long overdue was
illustrated not only by the Whitney case, which involved the New York Stock Fxchange, but also
by the so-called Cuppia case, involving the New York Curb Exchange. In the latter case, the
Commission reviewed disciplinary proceedings of the New York Curb Exchange with respect to
viclations of the exchange's rules by various of its members, including J. Chester Cuppia. 2/
Cuppia, a leading member of the New York Curb Exchange and active in the exchange government,
had for a long period violated an important provision of the exchange constitution prohibiting
the splitting of commissions. For eight years, Cuppia pursued the demoralizing practice of
soliciting floor brokers, whom he was in a position to favor with a share of his firm's ex-
tensive business, for rebates of their commission.

The practice was not confined to one or two floor brokers but was pursued on an extensive
scale and went unchecked until a falling out between Cuppia and one of the brokers led to
litigation. It was only then that the New York Curb Exchange's Business Conduct Committee
undertook to investigate the practice. The investigation took place in 1940, after the New
York Curb Exchange had determined to reorganize but before the reorganization was completed.

Although Cuppia and his associates were found guilty of the charge of commission splitting,
the punishments provided by the constitution for such an offense were not invoked. Cuppia was
permitted to sell his seat and resign from the exchange. Punishment of his associates was
confined to a private reprimand.

In the course of the Businness Conduct Commlittee's investigation, various members made

deliberate and proven falsifications to the Committee, an offense punishable by suspension or
expulsion. Again, punishment was confined to private reprimand,

3/ For a review of the case, see "Report on Investigation," The Disciplinary Proce s of the
New York Curb Exchange pursuant to Section 21 (a) of the MEﬁchgge Act of 193
issued by the Commission in 1941, ’




All of the exchange's proceedings were conducted with the utmost quiet and a complete
absence of publicity. Indeed, so greatly concerned was the exchange with the possibility that
publicity might be harmful that William J, Plate, the member who had instituted the litigation
which “broke" the case, was severely condemned, in his first appearance before the Business
Conduct Committee, for resorting to the courts amd not to exchange arbitration.

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

"This Commission cannot help but question at least the efficacy of the Curb's investigatory
procedure. The subsequent handling of this case by the Curb also compels us to doubt the
adequacy of its disciplinary procedure."

The report concluded:

"Existing legislation gives this Commission no express power to compel compliance with
exchange rules. The record in this case, as well as its experience in the Whitney case,
convinces the Commission, that in order that the public interest be safeguarded, there
should be appropriate power for it to take direct action where an exchange fails to enforce
its own safeguarding rules of such importance that their viclation entails the penalty of

suspension or expulsion.”

On August 7, 1941, as a part of a joint program of the Commission and the industry for
amendments to the Securities Act of 1933 and the Securities Fxchange Act of 1934, the Commis-
sion proposed amendments to Clauses (1) and (3) of Section 19 (a) of the latter Act. These
proposals,which have never been acted on, would empower the Commission to suspend or withdraw
the registration of an exchange for failure to enforce compliance with the exchange's rules
and would empower the Commission also to suspend or expel an exchange member from his exchange
for wilful violation of an exchange rule which subjects a member to suspension or expulsion.

The Whitney Case and Brokers' Solvency

On March 8, 1938, it was announced from the rostrum of the New York Stock Exchange that
the firm of Richard Whitney & Company had been suspended for insolvency., Whitney, senior
partner of the firm, had been & member of the exchange since 1912, He had been a member of
the governing committee of the exchange contimuously since 1919 and its president from 1930 to
1935, At various times, he had been chairman of the Committee on Business Conduct, a trustee of
the Gratutiy Fund of the exchange and a direct