
PURSUIT OF TWO OBJECTIVES IN SUPERVISING
THE SECURITIES MARKETS *

by
Andrew Downey Orrick m~

The regulatory posture of the Securities and Exchange Commission In
supervising the securities markets might be described as "objective firm-
ness.1I

What are the most Important manifestations of this attitude? First,
It Impells the Commission to administer a vigorous and aggressive program
to strike down any attempts - particularly by Issuers, promoters, broker-
dealers, and securities salesmen - to defraud the public. Second, It
urges constant vigilance In securing fair and adequate dIsclosure In all
offerings of' securities which are not exempt from the registration require-
ments of the Securities Act and by companies required to file reports under
the Securities Exchange Act. And, third, It stimulates the search for
realistic solutIons to Securities Act problems posed by complex financial
transact Ions.

This discussion of the two principal objectives of the Commission will
embrace, first, a brief examination of Its enforcement record, and, second,
a review of some of the difficult interpretative problems Involving the
statutory requirements for registration.

* Adapted from an address given to The Washington Society of Investment
Analysts, Washington, D. C., on December 18, 1957. As a matter of policy,
the Commission disclaims any responsibility for any private publication by
any of its members or employees. The statements made herein do not neces-
sarily represent the views of the other members of the agency. The work per-
formed by Richard W. Walden, my legal assistant, In collecting material for
the footnotes Is gratefully. acknowledged.

** Member of Securities and Exchange Commission.
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Prevention and Prosecution of Fraud

An Important component of the Commission's program Is the prevention
and prosecution of fraud In securities transactions.ll The Commission Is
currently Investigating approximately 1,000 matters that appear to Involve
violations of the securities laws. During the fiscal year 1957 a total of
26 cases were referred to the Department of Justice for criminal prosecution
compared with 17 referrals during the previous year.ll A total of 71 pro-
ceedings were Instituted in the federal courts during the fiscal year 1957
to enjoin Illegal activities in the securities markets compared with 35 In-
Junctive actions during the previous fiscal year.l1 The enforcement record
for 1957 fiscal year further shows that the Commission Issued 132 denial or

II 68 Stat. 686 (1954), 15 U.S.C.A. Sec.77q(a), amending 48 Stat. 84
(1933), reads as follows:

lilt shall be unlawful for any person In the offer or sale of any securi-
ties by the use of any means or instruments of transportation or communica-
tion In Interstate commerce or by use of the malls, directly or Indirectly -

11(1) to employ any device, scheme, or artifice to defraud, or
11(2) to obtain money or property by means of any untrue statement of

a material fact or any omission to state a material fact necessary In order
to make the statements made, In the light of the circumstances under which
they were made, not misleading, or

11(3) to engage In any transaction, practice, or course of business
whIch operates or would operate as a fraud or deceit upon the purchaser.11

Also see 15 U.S.C.A. Secs.77q(b) (written descriptions of securities without
disclosure of consideration), 781 (manipulation of security prices), 78J
(manipulative and deceptive devices), 780 (c) (over-the-counter markets,
fraudulent, deceptive or manipulative acts), 77w and 78z (unlawful representa-
tions as to the Commission passing upon the merits).

1/ 48 Stat. 86 (1933), as amended, 15 U.S.C.A. Sec.77t(b) (1951), and
48 Stat. 899 (1934), as amended, 15 U.S.C.A. Sec.78u(e) (1951) provide that
the Commission may transmit evidence to the Attorney General who may In-
stitute criminal proceedings under the Securities Act of 1933 and the Securi-
ties Exchange Act of 1934. Also see corresponding provisions in the other
acts administered by the Commission, namely, Public Utility Holding Company
Act of 1935, Trust Indenture Act of 1939, Investment Company Act of 1940
and Investment Advisers Act of 1940.

3/ See note 2 supra for statutory sections which authorize the Commls-
slon,-In Its discretion, to bring actions In the federal district courts to
enjoin acts or practices which will or do constitute violations of the Securi-
ties Act of 1933 and the Securities Exchange Act of 1934. The Commission has
sImilar powers under the other four acts which It administers.



- 3 -
suspension orders for non-compliance with the small offerings exemptlon,~/
revoked 29 broker-dealer registrations, denied the applications for regis-
tration of 6 broker-dealers,~1 and Instituted 10 stop-order proceedings
to prevent registration statements of securities from becoming effectlve.~1

This acceleration of the Commission's enforcement program has been caused
primarily by the record volume of capital formation required by American
Industry.l1 The public appetite for corporate securities as a medium for
Investing Individual savings has expanded with the Increasing tempo of the
economy. The intensified activity In the financial markets has attracted to
the securities Industry a fringe element of stockateerlng promoters and securi-
ties salesmen. These persons are the principal subjects of the Commission's
Investigative attentlon.~1

~I See 17 C.F.R. Sec.230.261 (Supp. 1957) for the grounds of suspen-
sion or denial.

2/ See 48 Stat. 895 (1934), as amended, 15 U.S.C.A. Sec.780(b) (1951)
for the denial and revocation provisions. Also see 52 Stat. 1070 (1938),
15 U.S.C.A. Sec.780-3(b) (4) (1951) which provides that If the Commission finds
specified persons connected with a registered broker-dealer to be the cause
of any suspension, revocation or denial order, the rules of the registered
national securities association must provide that such broker or dealer can-
not be continued In or admitted to membership In such association except by
the approval of the Commission. There Is only one such association register-
ed with the Commission.

Section 780-3(1)(2) of title 15 U.S.C.A. authorizes the Commission to
suspend for a period not exceeding 12 months or to expel from a registered
securities association any member thereof whom the Commission finds to have
violated either the Securities Act of 1933 or the Securities Exchange Act of
1934 or any rule thereunder.

&/ See 48 Stat. 79 (1933), 15 U.S.C.A. Sec.77h(d) (1951), which provides
that If it appears that a registration statement Includes any untrue state-
ment of a material fact or omits to state any material fact, the Commission
may, after opportunity for hearing, Issue a stop-order suspending the effective-
ness of the registration statement.

II The aggregate dollar amount of securities registered with the Commis-
sion under the Securities Act of 1933 in the fiscal year 1955 was 11.0 billion;
13.1 billion In fiscal year 1956; and 14.6 billion In fiscal year 1957.

The market value of sales of securities effected on registered and
exempted exchanges In calendar year 1954 was $29,156,725,158; In calendar year
1955 It was $39,260,611,043; and In calendar year 1956 It was $36,359,779,496.

81 In the fiscal year 1956 the Commission Instituted 13 Injunctive ac-
tions-against broker-dealers under the Securities Exchange Act of 1934 and 46
such actions In the fiscal year 1957. At the end of the flstal years 1956 and
1957 there were registered, respectively, 4591 and 4771 broker-dealers. In
the same respective fiscal years the Commission's staff made 952 and 1214
broker-dealer Inspections, and In the same periods there were 44 and 74 pro-
ceedings instituted to deny or revoke broker-dealer registrations.



4 -

The schemes of some stockateers are whimsIcal. In March of thIs year
the promoter of a company represented to own a patent for a wIngless aIr-
craft that was capable of carrying 4,000 persons a dIstance of 25,000 miles
non-stop at half the cost of any other plane was convicted of securities fraud
and sentenced to three years Imprisonment. More than 800 stockholders lost
approximately $200,000 In thIs fraudulent venture. In selling the securities,
the promoter claimed that the development of thIs wingless airplane was com-
parable to the achIevements of the Wright Brothers, Leonardo da VincI,
Sikorsky, Billy Mitchell and Charles Lindbergh and that thIs plane was the
greatest advance in aviation since the advent of flying. However, he omItted
to disclose, among other things, that the prototype simply consisted of a re-
modelled small standard airplane from which he had sheared all but eight feet
of each wing, that It was less efficient than existing types of planes, and
that it had not been successfully test flown.~/

Recently an 011 promoter was sentenced to seven years imprisonment for
fraudulently selling investment contracts In oil and gas interests through
making false promises of great.wealth to prospective investors. He falsely
represented that the lands covered by the leases had already been proved for
oil and were highly productive and that there was no risk In making the Invest-
ment. The promoter represented himself to be a highly qualified and success-
ful 011 9perator who had never drilled for 011 without brlnglng In a producing
well. The Indictment alleged, however, that the defendant had never been
successful as an 011 operator and that his profits had been made wholly as a
result of promotional actlvltles~/

~/ U.S. v. Wm. E. Horton, et al ., U.S.D.C. S.D. Calif. C.R. No. 24615.
The Commission's experience with Horton commenced prior to April 23,

1954 when it filed a complaint to enjoin him from violating the regIstration
and anti-fraud provisions of the SecurItIes Act. A final InjunctIon as to
both provisions was Issued September 14, 1954. On October 21, 1954, a crImi-
nal contempt action was instituted against Horton for violation of the pre-
liminary injunction and temporary restraining order which had been Issued
only as to the sales without registration. Horton pleaded guIlty and on
January 5, 1955 he was sentenced to ninety days Imprisonment. Subsequently,
he was allowed to withdraw his plea of guilty and on April 7, 1955 Horton was
found guilty of criminal contempt by the court and-he was fined $1,000 and
placed on probation for five years.

Horton Aircraft Corporation filed two registration statements._ Stop-order
proceedings were Instituted and on October 29, 1957. a stop-order was Issued
(SecurIties Act Release No. 3855) as to both of them.

lQ/ u.S. v. Price, et al ., U.S.D.C. N.D. Ga. C.R. No. 20862.
Price has a long record of alleged violations of the securItIes laws.

On March 9, 194" he was Indicted in the District of Kansas for vIolations of
the registration and anti-fraud provIsions of the Securities Act and the Mall
Fraud Statute (U.S. v. PrIce, D.Kans. C.R. No. 2571). He successfully resIsted
removal of trial to the Western DistrIct of Texas. However, It was later
removed to Texas for trial but the prIncIpal wItness for the government was
killed In an automobile accident and the delay and the death of the witness
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•Securing Fair and Adequate Disclosure

The second principal aspect of the Commission's program Is to exercise
constant vigilance In securing fair and adequate disclosure of material busi-
ness and financial facts In reports filed under the Securities Exchange Act
and through the registration process In all offerings of securities not exempt
from the requirements of registration under the Securities Act. During the
fiscal year 1957, 943 registration statements, offering to the public a record
volume of 14.6 bill ion dollars of corporate securities, were processed by the
Commisslon.11/ However, Investigations conducted by the Commission have dis-
closed that a considerable quantity of capital was raised by the sale of un-
registered securities in transactions where substantial doubt exists whether
the exemptions from registration relied upon by the Issuers were avallable.l1/

caused the government to dismiss the indictment In 1949. He was again In-
dicted for violation of the registration provisions In 1951 (U.S. v. Price,
N.D. Ohio C.R. No. 9760) and he caused the indictment to be remanded ~xas
for trial. He was convicted on all four counts and sentenced to 13 months
imprisonment and $1,000 fine. Price appealed and the conviction was reversed
on January 6, 1953 (Price v. U.S., 200 F. 2d 652 /C.A. 5 19537) for a techni~
cal error in charging the jury and the case was remanded for retrial. Prior
to retrial he pleaded nolo contendere and was fined $5,000.

Price is presently out on $10,000 bail pending appeal on his conviction
and sentence to 7 years imprisonment.

11/ See note 7 supra.
12/ Sections 3 and 4 of the Securities Act of 1933, 15 U.S.C.A. Sees.

77c and 77d (1954), exempt certain securities and securities transactions from
the registration provisions. Among the more problematical of the securities
exemptions Is that of exchanges by the Issuer with Its existing security holders
and the so-called "intrastate" exemption. Other securities exemptions include
securities Issued or guaranteed by federal and state governmental Instrumen~
talltles; commercial Instruments of Indebtedness used for current transactions
with maturity dates not exceeding nine months; securities Issued by persons
exclusively organized for religious, educatlonal,benevolent, fraternal, charit-
able or reformatory purposes; certain securities of savings Institutions and
securities of qualified farmers' cooperatives; securities Issued by common or
contract carriers subject to Section 20(a) of the Interstate Commerce Act;
insurance and annuity contracts subject to local supervision; and certain ex-
changes subject to the approval of various governmental authorities.

The more frequently encountered problems In connection with the transac-
tion exemptions are those where it Is claimed that either an underwriter or a
public offering is not involved.

It should also be noted that the "no sale" theory of Rule 133, 17 C.F.R.
Sec. 230.133, Is sometimes considered to be an exemption. Actually, it Is an
Interpretative rule of the definition of the term 'Isal~' found In Section 2(3)
of the Act, 15 U.S.C.A. Sec.77b(3) (1954).
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In some of these cases the nature of the business transactions raises
close legal questions respecting the necessity for registration. Others
clearly Involved Illegal schemes to evade the registration requirements of
the Securities Act. The effect, In both Instances, has been to place In the
channels of commerce large blocks of stocks without providing public investors
with adequate business and financial facts on which an Informed Investment
Judgment can be predlcated.l1/

Regulatory Approach

What fundamental principles should guide the Commission in performing
its Important function of deciding the necessity for registration of securi-
ties issues? In interpreting the various statutory provisions the Commis-
sion must, first, carefully adhere to the language of the statutes, supple-
mented by an analysis of the legislative history In cases where the applica-
tion of the statute to a particular situation may not be clear; second,
give attentive consideration to the growing body of securities Jurisprudence
such as court decisions, Commission opinions, orders, rules and administra-
tive determinations which have evolved over the past 23 years; and third,
find reasonable and practical solutions to the disclosure problems involv-
Ing legitimate business activities, within the framework of the statutory
language and financial and administrative precedents.

The Commission has been diligent to require the registration of securi-
ties In all transactions brought to Its attention where some exemption Is not
available. Frequently, however, complex interpretative problems are created
'for the financial bar and the Commission by particular factual situations and
by various statutory provisions relating to the registration requirements.

Who Is an Underwriter?

The definition of Ilunderwriter" in the Securities Act 'has far-reaching
Implications to Issuers and purchasers of securities In solving registration
problems. In the context of the Act, the term "underwrlter" has a scope far
broader than Its common meaning in financial circles. It Is defined to in-
clude "any person who has purchased from an Issuer with a view to, or sells
for an issuer In connection with, the dlstf4butlon of any security •• , or
participates in any such undertaklng.II 1 This definition is closely
related to the exemption from registration afforded by the first and second
clauses of Section 4(1) of the Act .!..2/ These provisions exempt IItransactions

11/ The Intendment of the Secur ities Act of 1933 Is.lito prov Ide fu 11
and fair disclosure of the character of securities sold in Interstate and
foreign commerce and through the mails, and to prevent frauds In the sale
thereof •• II as recited In the title of the Act.

14/ 68 Stat. 684 (1954), 15 U.S.C.A. Sec.77b(II), amending Stat.
74 (1933)

.!..2/ See note 16 Infra.

-
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by any person other than an Issuer, underwr Iter or dea 1er!' and "transact Ions
by an Issuer not involving any public offering.1I

The basic concept of the Securities Act is to require registration of
securities offered for sale by the issuer to the public unless some exemption
is available. The Commission has long regarded the term "distribution" as
used In defining underwriter, to be essentially equivalent to the term "pub lIc
offer ing.Ilj2/ A "pub llc offering" has been broadly defined by the United
States Supreme Court to include transactions in which the purchasers or offer-
ees need the protection afforded by registration.lll Consequently, a person
who bUSS unregistered securities from an issuer with a view to reselling
thern,_l_1or who participates 12/ in the transaction by which the securities
move from the Issuer to ultimate investors, may, unwittingly, be acting as an
underwriter, in the statutory sense, if the resales are deemed to be a public
offering.

In order to carry out the registration objectives embodied in the Act,
the Commission is compelled to examine the stream of transactions in which
securities flow from the issuer to the ultimate purchasers. Thus, where a
private sale of securities by an issuer Is made to a person who Intends to re-
sell them to others, the circumstances involving the resales are included in

16/ It Is important to note that a person becomes a statutory under-
writer-by definition when he has the requisite Intent to distribute the ac-
quired securities or intends to participate in such a distribution. There-
fore, under the fir6t clause of Section 4(1) of the Securities Act of 1933
(15 U.S.CeA. Sec. 77d(1», the mere offering of unregistered securities by
such a person is in violation of the Act.

11/ Securitie? and Exchange Commission v. Ralston Purina Co., 346 U.S.
119 (1953).

~I In regard to resale of an issuer's securities, the Commission has
defined the term IIdistribution," as found in 15 U.S.C.A. Sec.77b(11), in its
Rule 140, 17 C.F.R. Sec.230.140, to include situations where a person primarily
engaged in the purchase of the securities of anyone issuer sells Its own securi-
ties to furnish the proceeds with which to acquire the securities of such
Issuer.

~/ See Rule 142,17 C.F.R. Sec.230.142, for the definition of "partic-
lpa tes!' and IIparticlpatlon" as used In Section 2(11) of the Securities Act of
1933 in relation to certain transactions. Note the Inclusion in this rule of
the phrase "who purchases such securities for investment and not with a view
to distribution.1I

"Participation" in an underwriting means participation In the underwrit-
ing as such and does not include a person merely furnishing another with

money to act as an underwriter. Conference Report on Securities Act, H.R.
Rep. No. 152, 73d Cong., 1st Sessa (1933) 24.
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determining whether or not the whole transaction constitutes a public offerlng.1Q/

The converse of taking securitIes "with a vIew to dlstrlbutlonll Is pur-
chasing for Investment and not for resale.111 Where a purchase of securities
Is made from an Issuer by a person, or a small group, who takes the securitIes
for Investment, no publIc dIstribution Is involved, and registration Is not re-
qulred.221 The application of the expression IIpurchaslng for Investment" must
be ascertained by reference to the IntentIon of the purchaser at the tIme of ac~
qulsltlon. A person's Intent can ordinarily be discovered only by weighing
objective evidentiary factors and not by relying on self-servIng statements
such as contained in so-called investment letters that a particular purchase
was made for Investment. One of the most significant, although not necessarily
conclusive, of the relevant evidentiary factors to be considered would be the
length of time elapsing between the acquisition and resale of the securities.
The longer the period of retention, the stronger might be the Inference that the
securities had been purchased for Investment. The concept of taking for Invest-
ment does not, of course, preclude for all time the right of the purchaser to
resell without becoming an underwriter. However, It does Impose a heavy burden
on the purchaser to establish that when the securities were acquired, he, in
fact, did not have a premeditated plan to make a distributlon.231

20/ It Is believed that reliance upon the exemptions afforded by Sec-
tions 3(a)(9), (10) and (II) and 4(1) (first and second clauses) of the Securi-
ties Act of 1933. 15 U.S.C.A. Secs.77c(9), (10) and (11) and 77d(I). must be
considered In the light of the definition of "underwriter" contained In Section
2(11) of the Act, 15 U.S.C.A. Sec.77b(II).

11/ Apparently the phrase "purchase (take, acquire, etc.) for Invest-
ment,1I as related to the Securities Act of 1933, had its origin in an Interpreta-
tive Inquiry to the Chief of the Securities Division, FTC, In October, 1933, in
which It was stated that a person would take shares "solely for an Investment and
not for the purpose of resa le ,'" The reply of the Division stated, In part:
"And since the agreement •• to purchase all shares of the new issue not taken
up by the old stockholders Is for the purpose of Investment and not for resale •• 
It Is apparently not to be considered an underwriter."

22/ Second clause, Section 4(1) of the Securities Act of 1933, 15 U.S.C.A.
Sec.77d"D)

23/ See Opinion of General Counsel, Securities Act Release No. 1862 (1938).
Although this opinion relates to Rule 142, which In effect excludes the so-called
"old-fashlonedll underwriter from the statutory definition of an underwriter, the
considerations relating to purchases for IIlnvestmentll should be the same In all
situations.

Another evidentiary factor Indicated In Release No. 1862, which deserves
to be mentioned, relates to the character of the purchaser's business. The
opinion stated that "In the case of a securities dealer or an Investment banking
house, the nature of the business ordinarily carried on would create an extreme-
ly strong presumption of purchase for resale." In order to overcome this presump-
tion lIit would be necessary to establish by the clearest kind of evidence that
the scope and character of the person's business were consistent with the purchase
of large blocks of securities for Investment rather than with a view to distribu-
tion .11

-
-

• 
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A recent administrative decision of the Commission Illustrates the type
of case where the existence of a premeditated plan to make a distribution
negated the representation of taking for Investment. A limited number of
large purchasers acquired subordinated debentures and common stock In a com-
pany organized to engage In a speculative venture. The securities had been
purchased with the Intent to hold them until the business would become
established. Since the purchasers had the preconceived Intention, at the
time of acquisition, to liquidate their holdings when this point In the develop-
ment of the company would be reached, the Commission determined that registra-
tion would be required prior to any public offering.

Another significant ruling by the Commission Interpreting the phrase
"wlth a view to dlstrlbutlon" Involved a sale by a controlling person of a
large block of common stock In an unseasoned, highly speculative 011 venture
to a single purchaser In a private transaction. Some months later, the
financial condition of the purchaser became critical and It desired to make
a public offering of Its holdings. Although the purchaser represented that
the company was unwilling to register the securities to be sold, the Commis-
sion denied a request for assurance that It would not take action If the
securities were sold without registration. The Commission was not persuaded
that the purchaser had not acquired the securities with a view to their dis-
tribution. The speculative character of the securities, the nature of the
purchaser1s business and Its precarious financial condition at the time of
acquisition were relevant objective facts that negated Investment Intent.

The Commission recently pointed out the dangers of making or relying on
vague representations of Investment Intent by persons who do not have a clear
understanding of the meaning of that term under the Securities Act. An
exemption for an alleged private offering originally made to a restricted
group of persons may be destroyed and the original purchasers may be trans-
formed Into statutory underwriters where the participations are subdivided
or resold to others. In the Crowell-Collier Publishing Company financing
of convertible debentures In 1955-56, the Issuer had secured commitments
from 27 persons who executed Investment letters stating they had no present
Intention of distributing the securities. However, prior to the closing
date, approximately one third of these purchasers subdivided and resold
their allotments, resulting In at least 79 purchasers. The Commission
concluded that the Issuer could not rely on the exemption from registration
provided for trausactlons not Involving a public offering in the sale of
the debentures.l-/

24/ Securities Act Release No. 3825 (Aug. 12, 1957) wherein It was
more fully stated:

lilt has been and Is the Commlsslon1s position that an Issuer or an
underwriter may not separate parts of a series of related transactions com-
prising an Issue of securities and thereby seek to establls~ that a particular
part Is a private transaction If the whole Involves a public offering of the•
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Convertible Securities

From time to time, the Issuance of convertible securities becomes a
popular medium, with both sellers and buyers, for capital formation and invest-
ment. During the fiscal year 1957, $1,273 million of convertible securitIes
were registered with the Commission, compared with $1,361 million In 1956, and
$369 million In 1952.

The Issuance and sale of convertible securities involves a simultaneous
offering of two securities: the convertible security Itself and the security
Into which It Is convertlble.251 Where the Issuer makes a public offering of
the convertible security and the conversion privlle6e Is immediately exercis-
able, registration of both securities is required.l-I

securities.
II

IIAn issuer may not establish a claim to an exemption under Section 4(1)
merely by collecting so-called 'investment representatlonsl from a limited
group of purchasers If in fact a distribution by such persons occurs. Counsel
and their Issuer and underwriter clients cannot base a claim to exemption from
regIstration under the Securities Act upon the mere acceptance at face value
of representations by purchasers that they take for investment and dIsclaim
responsibility for Investigation and consideration of all relevant facts and
circumstances pertinent to a determination that the transactions do not Involve
a public offering. A representation by a purchaser that he Is taking for
Iinvestment' when In fact he concurrently Is dividing a participation among
others or reselling a portion of a commitment to others Is worthless. Issuers,
underwriters or counsel cannot claim that a transaction does not Involve a
public offering If they do not know the Identity and number of Initial offer-
ees or purchasers or whether such purchasers offer and sell to others.1I

251 Ibid.
clearmeanlng of
Immediately into
tles.1I

lilt has long been a matter of common knowledge based on the
the statute that an offering of a security convertible
another security Involves a simultaneous offer of both securi-

The reasoning underlying the quoted statement stems from the last
sentence of the definition of the term IIsale,11etc., In 15 U.S.C.A. Sec.77b(3).
If a right of conversion not exercisable until some future date Is not an
offer of a security when originally Issued, then It Is Implicit that a right
of conversion immediately exercisable Is an offer of a security when origInally
Issued.

261 Ibid at page 6, Release No. 3825.
For the historical aspect of the problem of regIstration of convertIble

securities, see Loss, Securities Regulation 366 (1951) and Throop and Lane,
Some Problems of Exemption under the Securities Act of 1933. 4 Law and Con-
temp. Probe 89, 98-100 (1937).
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Upon completion of a public distribution of registered convertible
securities, the Commission does not consider that the delivery of an up-to-
date prospectus in connection with the Issuance of the underlying securities
upon exercise of the conversion privilege Is required by the statute. The
rationale of this position is that where the distribution of the convertible
securities has been completed through the public offering, the transaction
of conversion Is exempt as an exchange made IIby the Issuer with Its exist-
Ing securIty holders exclusively where no commission or other remuneration
Is paid or given directly or Indirectly for soliciting such exchange.II~1
In this situation the exempt transaction is considered not to be a device
to achieve a distribution since that has already occurred.

Difficult problems concerning the statutory requirements for registra-
tion are frequently raised, however, where Issuers sell convertible securi-
ties In transactions which purport not to Involve any public offering. In
a number of Instances coming to the attention of the Commission, purchasers
In these transactions have exchanged the convertible securities within a
relatively short period after the original take-down and have made a dis-
tribution of the underlying securities to the public when no registration has
been effected. Even though the Initial sale of the convertible securities
might have been so limited as to qualify for the exemption afforded for
transactions not Involving any public offering as to the convertible securi-
ties, an appropriate exemption must be found for the subseque~t resales In
order to avoid violations of the registration requlrements.~/

One exemption which has been relied upon for the conversion and the
subsequent-sales of the underlying securities Is the exchange exemption. 'It
would seem, however, that the exemption provided for exchanges of securities
by an issuer exclusively with Its exsltlng security holders where no commis-
sion or other remuneration Is paid or given directly or Indirectly for
soliciting such exchange Is available only for the transaction of conversion.
This exemption does not afford a permanent exemption for the securities
received upon conversion. It does not clothe such securities with an exempt
status In subsequent transactions. It applies only to the transaction of
exchange. The rationale of this conclusion Is that securities which are
Issued In exchange for convertible securities do not possess any Intrinsic
qualities that should cause the extension of the exemption afforded by the

!II The quoted exemption Is 48 Stat. 906 (1934), 15 U.S.C.A. Sec.
77a(9) (1951), amending 48 Stat. 75 (1933).

281 IIAnyother construction of Section 3(a) (9) would encourage wlde-
scale-evasion of the registration and prospectus provisions of the statute
by the simple expedient of so-called private sales of convertible securities
looking to the publ ic distribution of the underlying secur Ity on conver slon,!'
Securities Act Release No. 3825.
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transaction of exchange to subsequent resales.291

Another theory Is relied upon to relieve subsequent sales of the under-
lying securities from the registration requirements. It has been urged that
since the convertible securities were acquired In a private offering trans-
action, this exemption continues to be available for the securities Issuable
upon conversion. Reliance on this exemption, however, overlooks the fact
that a person whQ ~onverts a security Is, in fact, purchasing a new security
from the Issuer.1Q1 If the purchaser's intent, at the time of conversion,
Is to resell the underlying securities to the public, he appears to fall
within the statutory definition of underwriter, for the reason'that he has
purchased the securities from the Issuer with a view to dlstrlbution.ill

Not all the perplexing implications of these types of transactions have
been satisfactorily resolved. The view that the existence of an exemption

291 The contention Is sometimes made that because the "exchange"
exemption is found in Section 3(a) of the Act, which relates to exempted
securities, the securities received pursuant to such an exchange are not
required to be registered when reoffered by persons who acquire with the
Intention to make a distribution. Prior to an amendment of the Act In 1934,
Sections 3(a) (9) and (10) were found In Section 4(3), which related to
exempted transactions. The relocation of the exemption In Section 3(a)
was merely to make certain that dealers dealing In the securities within a
year were subject to no restrictions. H.R.Rep. 1838, 73d Cong., 2d Sess.,
40. liThe sale to the public of a large block of securities previously
exempted from registration when they were exchanged for other securities
possesses all the dangers attendant upon a new offering of securities to the
public by the Issuer. Section 3(a) (9) does not, therefore, permanently
exempt securities offered In a transaction of exchange." In the Matter of
Thompson Ross Securities Co., 6 SEC 1111, 1118 (1940).

The view that Section 3(a)(9) continues to be a transaction exemption
was reaffirmed by the Commission In Its Report on Proposals for Amendments
to the Securities Act of 1933 and the Securities Exchange Act of 1934 (1941)56. '

As to the necessity of bona fides In relying upon the exemption, It was
stated In Opinion of General Counsel of the Commission, Securities Act Re-
lease No. 646 (Class C) (1936) that lithe mere fact that the exchange ••• 
might comply with the literal conditions of Section 3(a) (9) would not avail
to defeat the necessity for registration ••• " where merely a step In a
plan to evade the registration requirements of the Act.

1QI This theory, which is known as the "package theory," basically
urges that a sale of the underlying security occurs at the time of sale of
the convertible security.

l!/ See d lscus s Ion of "Who Is an Underwrlter" and note 14 supra.
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for sUbsequent resales of the underlying securities depends upon the circum-
stances surrounding the origInal acquisition of the convertible securities
Is consistent with the concept that an ordinary Investor who acquires securi-
ties In an exempt private transaction does not become an underwriter merely
because at some future time he disposes of his investment.32/ On the other
hand, If the status of exemption is not related to the purchaserls Intent
at the time of conversion, the private placement of convertible securities
might become a medium for publicly distributing, without the protections
afforded by registration, the securities Into which they are convertlble.33/

Rule 133
During the course of the Commlssionls administration of the securities

statutes a vast volume of unregistered securities have been Issued In connec-
tion with corporate reorganizations. Under Rule 133 securities Issued In
mergers, consolidations, recapitalizations and transfers of assets effected
pursuant to state statutes providing that a favorable vote by a majority of
stockholders will bind all stockholders (With a~~/alsal rights for dissenters)
are not subject to the registration provlslons.-- On the other hand,
voluntary exchanges made by a person or corporation to the public security

32/ In 1941 the Commission concurred In a proposal by representatives
of the securities industry that the definition of the term "underwriter" be
amended to make It clear that the "ordinary private Investor" exercising a
warrant or conversion privilege would not be an underwriter as to the securi-
ties acquired although he Intended to resell. Securities and Exchange Com-
mission Report on Proposals for Amendments to the Securities Act of 1933 and
the Securities Exchange Act of 1934 (1941) 20.

33/ See note 28 supra.
34/ 15 C.F.R. Sec.230.133 reads as follows:

"For purposes only of Section 5 of. the Act, no 'sale, I "of f er ,"
'offer to sell,1 or loffer for salel shall be deemed to be Involved so far as
the stockholders of a corporation are concerned where, pursuant to statutory
provisions In the State of Incorporation or provisions contained In the certif-
Icate of Incorporation, there Is submitted to the vote of such stockholders a
plan or agreement for a statutory merger or consolidation or reclassiflcatton
of securities, or a proposal for the transfer of assets of such corporatIon to
another person In consideration of the issuance of securities of such other
person or voting stock of a corporation which Is in control, as defIned tn Sec-
tion 368(c) of the Internal Revenue Code of 1954, of such other person, under
such circumstances that the vote of a required favorable majority (1) will
operate to authorize the proposed transaction so far as concerns the corpora-
tion whose stockholders are voting (except for the taking of action by the
directors of the corporation Involved and for compliance with such statutory
provisions as the filing of the plan or agreement with the appropriate State
authority), and (2) will bind all stockholders of such corporation except to
the extent that dissenting stockholders may be entitled, under statutory pro-
visions or provisions contained In the certificate of Incorporation, to
receive the appraised or fair value of their holdings."
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holders of another company are subject to registration. Voluntary exchanges.
however, have constituted only a small fractIon of the total offerings regIs-
tered under the Securities Act, and are InsignifIcant In relatIon to the
total amount of securities Involved In corporate acquIsitions and mergers.

From the present time back to the enactment of the Securities Act
contrariety of opinion among practitioners, regulators and other students of
the securities laws has existed as to the soundness of the legal theory
relieving securities issued In these types of statutory reorganizations from
the registration requlrements.35/

Rule 133 qualifies the definitIon of IIsalell contained In the Securities
Act by stating that, for purposes of registration, the Issuance gf securi-
ties In these statutory reorganizations does not Involve a sal~/ The
legal theory supporting this IIno salell Interpretation Is that the securities
transactions In such a reorganization occur through corporate action by sJQ7k-
holders exercising their franchise to vote as members of a corporate body~
The voting rights of stockholders to accept or reject, as a class, a proposed
reorganization plan are created, and the procedures to consummate the trans-
actions are governed, exclusively by the laws of the interested states. The
exercise of voting rights by stockholders, acting as a class, does not have
the same legal effect as making a choice as an individual to accept or reject
a security offered In exchange for another security. The prime elements of a
contract, namely, mutual assent between the corporation and the Individual
stockholder, are lacking.

35/ The legal theory Is critIcized by Louis Loss, former Associate
General Counsel of the Securities and Exchange Commission, as "unforgivably
formalistic." Loss, Securities Regulation, (1951) 336. Also see Field,
Some Practical Aspects of a Merger, 60 Harv , La Rev. 1092, 111-2 (1947),
where the author refers to a passage contained in H.R. Rep. No. 85. 73d Cong.,
1st Sessa (1933) to the effect the exemption afforded to Judicially super-
vised reorganizations Is not broad enough to Include reorganizations without
such supervision and concludes that the Commission's Interpretation "Ignores
the substance of the transaction."

36/ Rule 133 was promulgated In 1951. It was amended to Its present
form In 1954 to reflect a change In the Internal Revenue Code. The IIno salell
theory was originally adopted as a note to Rule 5 of registration Form E-l
by Securities Act Release No. 493 In 1935. The form was discontinued In 1947;
however, the "rule" was considered to be "Interpretive" rather than IIsubstan-
tlvell and was administratively adhered to by the CommIssion until Its formal
adopt Ion.

11/ A thorough exposition of the theory Is treated of In Brief of SEC.,
National Supply Co. v. Leland Stanford, Jr. University, 134 F. 2d 689 (C.A. 9,
1943). cert. denied, 320 u.S. 773. Also see Proposed Amendments to the
Securities Act of 1933 and to the Securities Exchange Act of 1934, 3 Hearings
before the House Committee on Interstate and Foreign Commerce (1941) 842-845,
where the "no salell theory and problems Involved were presented to the Congress.
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The repeal of Rule 133 has been urged on the ground that the Act broadly
defines the term IIsale" to Include every disposition of a security for
value, and that many of these reorganization transactions Involve the dis-
position of a new security for value to at least some of the stockholders of
the constituent companles.~/

This approach, however, oversimplifies the problem. It would appear
to be rudimentary that the Interpretation of the word "sale," as used In
the context of "dlsposltlon for value," should follow Its historical legal
meaning, absent an express Congressional mandate to the contrary. A
solicitation of stockholders to vote on a proposed reorganization plan does
not have the connotation of an "offer to sell." Furthermore, an equally
artificial construction of the term "sale" would be Involved by deeming that
a sale of securities has occurred when the approval of stockholders to a
merger, consolidation, reclassification or transfer of assets Is obtained.

The no-sale theory, respecting the Inapplicability of the registration
provisions to these types of corporate reorganizations, has received 23
years of administrative acceptance by the Commission as well as some Judicial
sanctlon.391 ~ht1e the doctrine has been described as "unforglvably
formallstlc,"40 the legalistic Justification for holding that an offer to
sell or a sale of securities Is Involved where a proxy Is solicited or voted
Is subject to the same criticism. The conclusion that the present structure
of the Securities Act was not designed to encompass the registration of securi-
ties Issued In Inter- and Intra-corporate transactions of this kind Is not
unreasonable.

During the past year the courts and the Commission have clarified the
legitimate limitations of the no-sale rule. These decisions have reemphasized
the interpretation that the rule does not have the effect of IIfreelng Up"
from the registration requirements the securities Issued In merger transactions,
which are merely a maneuver to effect a public distribution of securities.
The articulation of this sound proposition should effectively preclude further
attempts to use the rule as a loop-hole to avoid registration.

38/ 68 Stat. 684 (1954), 15 U.S.C.A. Sec.77b(3L amending 48 Stat. 74
(1933Y-reads In part as follows:

liThe term 'sale' or 'sell' shall Include every contract of sale or
d~sposltlon of a security or Interest In a security, for value. The term
'offer to sell,' 'offer for sale,' or 'offer' shall Include every attempt
Or offer to dispose of, or solicitation of an offer to buy, a security or
Interest In a security, for value."

39/ See notes 36 and 37 supra. The court In Its opinion stated: '~Ith-
out going Into the matter, we may say that we are In accord with the views of
the Commisslon."

40/ See note 35 supra.
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In SEC v. Micro-Moisture Controls, Inc.,~/ decided last year by the
United States District Court for the Southern District of New York, defendant
Issued more than 2,000,000 shares of Its stock In exchange for the assets of
another corporation. The shares were distributed as a liquidating dividend
to the shareholders of the merging corporation, who signed powers of attorney
appointing the largest stockholder of Micro-Moisture as their attorney-In-
fact to sell the shares. The shares were sold without having been registered
and In purported reliance on Rule 133. In granting the Commission's petitton
for a preliminary Injunc t Ion, the Court held that Rule -J)_3cou ld not be reI led
upon to exempt the subsequent resales from registration IIfor the reason that
the shareholders of (the merging corporation) were and are In control of
Micro-Moisture and that the 'exchange' of (the merging corporation's) assets
for Micro-Moisture stock was but a step In the major activity of sell ing the
stock." The sellers of the stock were also held to be statutory underwriters.

The Great Sweet Grass 0115 Limited and Kroy Oil Limited case,42/
decided by the Commission In April 1957, was a proceeding to del 1st the
securities of the two companies on the ground that they had filed false and
misleading reports with the Commission and a national securities exchange.
The Commission found that respondents had issued their stock In exchange for
the 011 and gas properties of a number of ostensibly Independent corporations.
These corporations were, In fact, under the common control of respondents.
The stock was then sold without registration to the publ Ie through the use of
flamboyant literature and high-pressure sales techniques. The reports filed
by respondents stated that registration was not required by reason of Rule
133. In rejecting this claim, the Commission said: "Where there Is a pre-
existing plan. ; to use stockholders merely as a conduit for distributing a
substantial amount of securities to the public, Rule 133 cannot be rel led upon
by the Issuer •• In any event, where the persons negotiating an exchange,
merger or similar transaction have sufficient control of the voting stock to
make a vote of shareholders a mere formality, Rule 133 does not apply.1I

Just two months ago the Commission rendered a further Important Inter-
pretation under Rule 133 In a case not Involving any of the aspects of fraud,
such as were Involved in the Micro-Moisture and Great Sweet Grass cases.
In a proposed merger transaction, a substantial stockholder of the merging com-
pany contemplated selling the shares to be received upon consummation of the
merger. The Commission decided that while registration would not be required
for the Issuance of shares of the surviving company to the security holders
of the merging company, the substantial stockholder would be a statutory
underwriter If he effected a public distribution of the 5hares received.
Following the receipt of this Interpretation, a registration statement was
filed to cover the shares to be Issued In the merger transaction.

iLl crv, No.1 16-190 (S.D.N.Y.).

42/ Securities Exchange Act Release No. 5483 (April 8, 1957).
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Conclusion

The Securities and Exchange Commission assumes an Important responsibility
for preserving public Investor confidence in the securities markets. While
continuing Its diligent policing of the securities Industry, the Commission
must attempt to clarify further Its Interpretations of the statutory require-
ments applicable to the registration of securities. The issuance of con-
vertible securities in private transactions must be adequately controlled
so that the practice does not become a subterfuge for the distribution of
the underlying securities without registration. Likewise, the Commission
should continue to be vigilant to prevent the use of the "no-salell rule as
a means of effecting unregistered public distributions of securities.

*****

580254


