
INVESTNENT TRUSTS AND INVESTMENT COMPANIES 


FRIDAY,JUNE 14, 1940 


The suhcommlttee met a t  10 a. m., in the committee room, pursuant 
to adjournment, Hon. William P. Cole, Jr. ,  chairman of the subcom- 
mittee, presiding. 

Mr.  COLE. The subcommittee will come to order. Judge Healy. 
hfr. HEALY. If the chairman please, 1woidd like to offer a sugges- 

tion for j-our consideration, and i t  is that since Mr.  Schenker and 
Mr.  EIollands have worked on the recommendations for the com-
mittee, and hlr.  Jaretzlii nnd Mr. hlotley for the industry, that if the 
four of them could sit togelher before the committee here, it might 
facilitate a full explanation of the various sections. 

hfr. COLE. Very well. 

ROBERT E. HEALY, COPMISSIONER; DAVID SCHENKER, A N D  
JOHN HOLLANDS, OF THE SECURITIES A N D  EXCHANGE COM- 
MISSION; ALFRED JARETZKI, JR., AND WARREN MOTLEY, 
REPRESENTING THE INDUSTRY 

Mr. COLE. The subcommittee will be glad to hear jrou gentlemen 
and to hare  a complete record from this quartet. We will give you 
all of the time you need. 

Gire your names for the record. 
Xfr. SCHENKER.David Schenker, Securities and Exchange Com- 

mission. 
Mr.  HOLLANDS.John Hollands, Securities and Exchange Com-. .

misslon. 
Mr. XOTLEY,Warren Motley, of Gaaton, Snow, Hunt & Rice, 

New York. 
Mr.  JARETZKI. Alfred Juret,zki, Jr. ,  Sullivan & Cromwell, New 

York. 
h3r. Chairman, you asked hfr.  Bunker to submit a copy of the 

memorandum that was circillated among the investment companies. 
A t  his r c q u ~ s t  I :tm submitting that now. 

That is a rnrniorardunl of ngreen~ent in principle. Suhsecluently 
the bill before you was tlraftctl. Tllc bill as i t  was drafted was then 
also submitted, as Mr.  Bunker stated. 

Mr .  COLE.Very well. 
95 



96 INVESTAIEST TRUSTS AKD 1RTVESTIW:NT COJIPANIES 

(The memorandum above referred tmois us follows:) 
MAY13, 1940. 

OF PROPOSED C,ORIPANYFRAMEWORIC INVESTMENT BILL (TITLE I) 

EMBODYING SUGGESTIONS RESULTING F R O M  COXFERENCES BETWEEN SECURITIES 
AND EXCHANGE COIMMISS1C)N A N D  REPRESESTATIVES O F  INVESTMENT COM-
PANIES 

1 .  Findings and declaration of policy (secs. 1and 8,present bill).-These s h o ~ l d  
be revised to accord with the revision of the bill. They should includc a tleclara- 
t,ion of policy against the purchase by a n  investment company of securities of any 
issuer for the purpose of obtaining collateral advantages to any person affiliated 
with such investnie~~t  company. 

The C.~ommission and the industry unite in the earnest suggestion to t,he Senate 
committee that i t  call attelltion to the tax problem and to t.he desirability of pro- 
viding spccial tax t.reatment not merely for certain classes of open-end invcst,ment 
companies as under the present law, but for closed-end investment companies as 
well. 

2. Dejhzition o.f investment companies (sec. 3, present bill) .-These definitions are 
in  the main satisfactory but careful consideration should -be given by counsel 
(e. g., counsel for the Cornmiasion and counsel for the industry) to make certain 
tha t  there are eliminated those companies whosc inclusion under the present bill 
was neither intended nor desired. As in the present bill, power should be lodged 
in the Comnlission upon application to  determne that  a company is not an invest- 
ment company, whtre such is the case, even if i t  falls within the scope of tlie 
technical definition. 

3. Classification of investment companies (sec. 4, present bill).-The classifica-
tions in this section of the present bill are sat,isfactory. 

4. Subclassi'cntion of management invest.rnent con~panies (sec. ,5, present bill) .-
The division of n~anagernent investment cornpanies into "open-end" and "closed- 
end" con~panies is satisfaclory. The further subclassifications of t,his section 
should be revised to provide for olily t'wo types of cornpanies, perhaps known as 
diversified conipanies arid ~~o~ldiversified companies, as follows: 

(a) A diversified company should be defined as a company which as to a t  
least 75 perce~it of its total assets holds no security of any one company in an 
amount greater than 5 percent of its total assets and not more than 10 percent, 
of the voting securities of any company. 

(b) A nondiversified company should constitute any management investment 
company not falling within the requirements of a diversified investment company. 

5. Eremptions (sec. 6, present bill).-The present provisions of the bill are 
satisfactory substant,ially in their present form, including the powers delegated 
to  the Co~nmission. 

6. Transactions by unregistered ir~vestment companies (sec. 7, present bill).-The 
provisions of the bill constit~uting a ban on transactions of unregistered corn-
panies are satisfactory in substance as a means of enforcement of the provisior~s 
of the bill. 

There is doubt as  to the desirabilit,~ of precluding the registration of foreign 
investment companies, although the difficulty of providing a machinery for 
enforcing the bill against foreign companies is recognized. If coun~elare able to  
formulate a satisfactory machinery for enforcing provisions of the bill against 
registered foreign companies, such is to he included in the bill, otherwise the pro- 
hibitions against the registration of foreign investment companies will remain. 

7. Registration of investment companies (sec. 8, present bill).-The formalities 
for registration are t o  be worked out by counsel w ~ t h  a veiw to  sill~plification of 
requirements and avoidance of unnecessary duplicat'ion under other acts. 

I n  addition, the registration statement should contain a declaration of tlie 
fundamental policy of the investment company in respect of the following items: 

(a) Classification in which the company proposes to  operate; 
(b) Policy as to borrowing; 
(c) Policv as to issuance of senior securities; 
(d) Policy as  to underwriting; 
(e) Policy as to concentration of investment in any particular industry or group 

of industries; 
( f )  Polioy as to  purchase of real estate or commodities and as t o  niaking loans. 

This may take the form of a statement tha t  th,e cornpauy reserves freedom of 
action to pnrchase real estate and cornmodities or to  make loans. 

The registration statement should contain a further declaration in general 
terms of policy iu respect of portfolio turn-over, arid shall give theportfol~o turn-
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t,hereafter there shall Fe over of the company for the last 3 fiscal years. ~ ~ i n b a l l y  

filed the t,urn-over of the company for the preceding fiscal year. This declaratidn, 
however, is not binding on the management which is t o  be free in its discretion t o  
purchase or sell securities whenever in its best judgment such action is desirable. 

The registration statement ~ h o u l d  further contain a list of the officers, directors, 
managers, and principal underlvriters of the company, to be revised periodically, 
giving in respect of each his affiliations and business experience and such other 
data as  counsel may agree. 

The bill is to  provide tha t  the registration statement becomes effective auto- 
matically upon filing, but  the Com~nission is to  have anthority after a reasonable 
time for examination of the registration stat'en~ent to deregister the company if i t  
finds any false or misleading st,atements in the registration statement, or if i t  finds 
tha t  the registration statement does not  contain the  required informat,ion; pro- 
vided, of course, tha t  the deficiencies are not met,. Such power in the Commission 
will be subject to court review. 

8. Prohibi t ion o n  certain  persons act ing a s  ogicers or directors (sec. 9 ,  present 
hill) .-In lieu of the provision for the registration of officers and directors, there 
is to be a flat prohibition of any pcrson act,ing as officer, director, manager, or 
principal underwriter who has wit,hin the past 10 years heen con\-icted of a felony 
or misdemeanor involving the p ~ ~ r ~ h a s c  sale of any securit,?, or is under in-or 
junction by court from acting in cert,ain capacit,ies as specified in the present, bill. 
However, power is to be given to the Conlmission in its discretion to grant exemp- 
tions frori this prohibition, 

9. A@hat ions  of dircctors (sec. 10, p~resentbill).-As a coriiplete substitution for 
the urovisions of section 10 of the b111 as introduced, the follo\\ing is to  be sub- 
st,it~;teci: 

( I )  In the evcnt that thc board of dircctors of any invest'ment company shall 
have a majority of directors who arc independent of principal underwriters, 
r e p l a r  brokers, investment bankers, ail restrictio~~s of t'he present section 10 are 
cl~rninated except "So  registered investment company shall purchasc any security 
a principal underwriter of which is a dircct,or, officer, or manager of such registered 
company, unless in acquiring such securit'y such registered company is itself 
acting as a principal underwriter for t,he issuer, or unless such security was first 
offered to the public and the period of the offering syndicate shall have terminated. 
The Comn~ission is also to have power to grant by general rules and regulatiom 
exenlptions nndcr certain circumstances to the foregcing prohibition.'' 

(2) In respect of ir~vcstment compa,rlies whcre no officer or director act's eit'her 
as principal unrler~vriter, rcgular broker, investment I~anker, or manager, the 
dircctors, independent of managers or officers, nced number only 40 percent. 

10. R~crrr ren t  promotion qf investment  compan ies  (scc. 11, p r c a d  bill) .-The 
provisions of scctioi~ 11 of the present hill are to hc eliminated but provision will be 
made in an appropriate wetion of the bill for the follo~ving: 

, 71herc is to I x  a prohibition on formal cxcl~ange oifers made in wspect of securi- 
ties of open-end iuvtstrncnt con~panies n-here t,he exchange involves a premium 
over liqnidat,ing valuc, n r ~ l e s  such offers arc approved by the 8. E. C'., or permitted 
by its rules or rcgl~latiol~a. 

11. Certo,in prohibitio~bs (sec. 13, present bill)  .-Margin pl~rcliasesand joint brad- 
i ~ r gaccoulrts should he prohibited and also short selling ill contravention of rules 
and regulations of t,llc Comn~ission. TTndcrwriti~~g ofeon~mit,~nents diversified 

be limited to a m a x i m t ~ ~ n  25 percent of total invest,~nerlt conlpa~lies s t io~~lt l  of 
assets and should be pcrmittcd only t'o t,hose companies which have in their registra- 
ti011statemcwt declared that they proposed to  underwrite. In respect of mder- 
writing, provision slioultl also br  made for carrying on nnder\vrit,ing and related 
activit,ics through subsidiaries or companies to be o~vtlcd by more than one 
invest,meiit company. 

In t,he future no irrvest~mcnt company should IIC pcrmittcd to acquire t,he stock 
of another iuvcst~ment company i f  such acquisition will result in a holding of more 
than 3 percent of the voting s h c k  of the comparrv \vhosc stock is pr~rchased. 
Propcr cxcept io~~,howcvcr. shol~ltl he madc in c.&~ncetion n-it11 tra~~sact,ions 
designed tto simplify esisti~ig i~~vcstn~c~~:-cor~~!)n~~~-s~~qternsrind i t ,  corlnectiorr ~ \ i t h  
rcorganizationr, merpcrs, etc. Further csception shol~ld be mnrle to 1)ermit t,he 
invrstment of a limited percentage of the assets of an i n v ~ s t m c ~ l t  conlparly of auy 
class in a jointly organized flew venture cornpall\-. It is understood that there will 
bc n limitation in the maximum size of any suit: netv venture company. 

Operl-er~d investment companies are to  be prohibited from acting as distributors 
of their own securities in contravent,ion of rules and regulations of t,hc Cornmission, 
language to he agrecd to by counsel. 
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C o u ~ ~ s e lare to draft suitable provisions in respect of cross and circular ownership. 
12. Changes in  inucstnzent policy (sec. I S ,  present bill).-With classification and 

investnieut policy provided for, there should be a prohibition against any change 
without stockholders' colrseiit i l l  classification or ill fundarnental investment 
policy as announced in the registration statement. 

13. size of investment companies (scc. 14,  present bill).-There is to be no limita- 
tion on maximum size of investmcl~t conlpanies. The m i ~ ~ i n l u m  size is to  be 
$100,000. 

The bill will aut,horizc the Commission, if i t  should believe that further growth 
of investnlelit companies creates a problem, t,o make a special study in respect 
of the size of invest~ncnt companies and to  report to Congress thereon. 

14. Compensatio?~ of manag~ment; management and unduwriting contracts 
(sec. 15, present bill).-This provision should contain substantially the same 
requirements for approval by stockholders and prohibition on transfer of nranage- 
ment. contracts without consent of shareholders. The Connnission recommends, 
t)ut does not insist, that certain typcs of profib-sharing contracts be outlawed. 
Underwriting contracts should also be covered sr~bstaritiallj*as in the present 1)ill. 
Existingrights under contracts outstanding March 15, 1940, are to be left un-
disturbed. 

15. Clianges in board of directors (sec. 16, present bill).-The provisio~is of 
sectiou 16 arc satisfact'ory except in respect to' a epecial situation ~vhich now 
exists. 

The bill is not to interfere in this respect u-ith tire operat,ion of existing strict 
trusts except to provide for the right of reinoval of trustees hp the hoitlers of 
two-thirds of olltsta~idil~g certificates. Provision is t,o be made in line with esist- 
ing prosy reglllations for distribut,ion by the nlanagement of i~otices or letters 
by certificat,e lmlders dcsiring to rall a mecti~ig for the purpose of removing trus- 
tees. Exc~~lpatoryclalises arc to be limited to a form approved by counsel 
which is to follo\v quite closely the draft proposed by Mr. Gris~wld. 

16. Transactions of certain ngilinted peisons a.nd zinderu,rite,.s (sec. 17, present 
bill).-The prohibition on sclf-dealing is approved and there should be prohibited 
ally sales to or purchaecs from ir~sidcrs whether of portfolio securities or other 
propert,y and also any loarr~ t,o insiders. Specified ageiicp fees, such as brokerage 
(other than real estate), fiscal arid transfer agencies and similar payments, and 
such otl~crs as the Conlnlission may prescribe, are to be exempt. The Con~mission 
is also to have power to g r a d  by general rules and regulations exemptions under 
certain circumsta~~ccs to the flat prohibition 011 sclf-deali~lgas pri~lcipal. 

Provision is to be made that all portfolio securities bc placed with (1) a bank 
or trust conlparly- subject to Federal or State supervision; (2) a private tmnking 
orga,riization, if subject to State or Federal supervision; or (3) institl~tioris suhject 
to  control and discipline of a national securities exchange under the Securities 
and E:rcl~ar~ge .4ct of 1934, provided appropriate rules and regulations can be 
agreed upoil b e h e e n  coi~nscl. 

Officers who have access to  securities or funds may be compelled to be bonded 
against larceny and emtjezzlcment in reasonable amounts under rules and regn- 
lations a r ~ d  by orders of the Co~nmission. 

The Comnlission is to have the right to bring proceedings in courts of appro- 
priate jurisdiction to  enjoin any proposed gross misconduct or gross abuse of 
trust,, or for an adjudication of gross miscorduct or gross abuse of trust for the 
purpose of disqualifyirig a person undcr paragraph 8. Larceriy and embezzle- 
ment are to be made specific Federal offenses. 

17. Capital structure (scc. 18, present bill).-In lieu of the prohibition on 
the future issue of senior securities, provision should be made for the limitation 
on the future issue of senior securities of closed-end companies as f o l l o ~ s :  I n  
the case of deventurcs, there should be a minimum coverage of assets a t  the 
time of issuance of 300 percent and in thc case of preferred stock, a minimum 
coverage of 200 percent, including any obligations senior to  the preferred stock. 
Dividend rcstrict.ions to correspond should be provided as  to future issues. of 
stnior securit,ies. ,411 stock, whether preferred or common, should have voting 
privileges, with protective provisions for preferred stock to  be worked out by 
counsel. There is to hc only one class of debentures and one class of preferred 
stock insofar as  priorities are concerned, but provision may be made for dlf- 
ferent series to  take care of such things as differences in int,ercst rates. Pro-
vision should be ma,de for some voting rights to debentaure holders, on future 
issues, in the event that the assets of t,he company fall below the face amount of 
the debentures. The exception with respect to existing strict t,rusts heretofore 
discussed would apply to this situation. 
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No future issue of senior securities is to be permitt'ed for open-end investment 

conipanies, but such colnpanies are to be permit,ted to I~or ro~v  from banks up to 
33>41)crcent of their assets a t  t l ~ c  conipletion of such borrowing, such maximum 
limitation to be maintained a t  all times. 

Ref~lnding of existing senior securities will be permitted irrespective of above 
restrictions. 

, 7I hc sulxcvtion dcaling witli rcdietributio~i of exihtiug voting rights is to be 
c l i n ~ i ~ n t ~ d  

18. l ) i r ~ i ~ ~ c n ~ l u  be ni2de for full di.5clo~ure ( s e c .  il/,p r e s m l  hill).-Proviiio~~ SIIOIIICI 
10 s l ~ n r t ~ l ~ ~ ~ l ~ l e r sns to  t , l~c  w i m e  of  any dividend. h!l ot,her provisions of the 
~ Y P - I I ~bill 're to  11e ~:1i111inntd. 

19. 1'ro.ric:s: l'o/,i/1.7 trrc.ts (sec. W ,  present hill).-T!;e proxy reyuircme~~ts of 
the Srr:nrit,ies nnd Escl~:t~ige ilct of 1931 whicli vo\r 3plily to such i~lvcst,ment 
coriipariic~s a.s arc list,cil l o t i  any nntional seciiritics csclla!~g~ are to IJC made to 
:tl)ply tr.1 all i n v c ~ t ~ ~ i ~ i ~ t ,  c i ~ i i i p n ~ ! i ~ ~ .  

'Tlie prohil~ition of votirlg t,r.l~sts is approved except that votirlg trust's prc~eutly 
c5xiqt.in.i 1111cicr Stal.:: lnws are t,o 1)c p r ru l i t t~d  to co~~titiuc. 

20. Loanc (scc. 21, prc.scrat bill).--L{or~,o\vings are to  I)(; prol~il~itcd o~lly t'o the 
cxtctit of thr: l i~r~itation capitnl itructtue nad ou ini1cl)tetlnc-es ci.cnling with f ~ ~ t ~ i r e  

i: nl-o to I ) ?  nindc pcr~nit t i l~g of any csistinq i~idebtrd- p r ~ > ~ i r i o t ~  t , l~e r s f r~n i l i~~g  
ncss :HI;! p v r ~ n i t t i ~ ~ ghorro~vings f!)r t~nipornr!- p~~rposes.  IJoans to it~siders are 
proliil>itc.tl n j  s~lfclcaling. Upstream loans arc to he prol~ik~it'ed,but exiqting 
~ ~ p d r ~ : ~ l ~ iI I X I I I S  mn>- l)c r~:funded, 

21. D~islril,irtiot~,~etlenzption,and ~eprirchoseof rctleenlnb!c sec~iiities (sec. 22, 
p r e . ~ c ! dlilll).-.Is 1.0 it:e s11I)ject matter of subsectioi~a (a) ,  ( I ) ) ,  and ic) of section 
22 (of the prwent 1)ill) rc,lati\rc to pricing, dilution, a:ltl load, the Commission is 
n-illill$ t.o agrw to i folln\viug: 

(11) Ail express pro\-isiol~ authorizing an association under the 3is!oney Act 
(for cxanipk, S.  A. S. G.)  to  mtke rulcs covering this subject ~na t te r .  

(11) A gr:~l~t l)o\ver t o  the Securit'ies Exchange Commission, i)ro- of c q l ~ i v a l e ~ ~ t  
~iilctl  that the same shall not l ~ c  exercised for 1 year fro111 tlic cffectivr rlnte of 
t11e act,. 

Provisior is also to  be made t,liat t,he rcden~ption privileges of nnl- rctleemable 
security shall r~ot  be suspended except (11) for n period of not more than 7 days, 
or ( h )  in c3.w of an emergency, includizig a period during which the S e w  York 
Stock Rrc!iangc is closed, or (c) u ~ ~ d e r  iuch other circnnistanccs as the Commis- 
sion may by r111(.s atld regulations or 11)- orders permit. 

~Xo secr~rity issued I I all investment conlpang shall 1)e sold to  insiders or t'o 
anyone other tlmn an lu~derxvriter or dealer, except on t,he snme terms as are 
ofc.rcd t r )  c~tlier investors. .\pprol~rint,e provi~ions may I I ~made for mergers. 

I?cstrict~io~~stransferability of shares shall be subject t,o rules and regulations o ~ i  
of the Cbmn~is,iion. 

22. 1)istribution and repurchase ql securilies: Closed-end management companies 
( s r c .  2.1. present bill).-The salo of common stock of closed-end companies below 
nac t  value is to 1)e prohibit,cd unless in an offering to all common-stock holders, 
or with the coriserit of stockholders, or upon coiiversio~i, or exercise of existing 
\vnrra~~ts ,or untlrr s~lch circumstauccs as tlic Co~nmission may by rules arid regula- 
tions or by ordcr pcrmit. 

Tlie purc*l~nsr 1))- closed-end investment conipanics of outstanding securities 
should be pcrniit,tcd only on the open market or pursuant to tenders, in both 
cnscs \vit,ll approprintr disclosures, or under such other circmnstanccs as t,lic Corn- 
n~issiorl may ljrcscril)c by rillcs and regulations or ordcrs. 

23 .  I'criodic rcpnrts, accounk, onrl accountants (srcs. 50, 31, and 32. prcscnf bill).-
Invest 'mc~~t  to send to t,heir shnrclloldcrs periodic ro~ripanies are to  be rcrl~~ircd 
reports. Bearing in mind the expensr in relation t,o smaller companies, the 
reqr~ircmetit should prohahly not. I)e for rnore than se ln ia r~n~al  report,^. These 
reports sho~~!tl by independent public accountants. he ccrtificd to at  least a ~ ~ t ~ ~ ~ n l l y  
Fhrh rcpori sl~ould include (and s11c11 arlditiol~al itcnis as col~r~sel should decide) : 
(d R:~lsl~ceshcct showing the niarkrt or appraised valuc of securities and a 

list of s c c ~ ~ ~ , i t i r s  held. 
( b )  \Then certified by public accountant, the certificnte should include a verifi- 

cation of securities held or confirnlation thereof from the custodian in certain cases. 
(c) The iliconie nrcouut should show the source of all sul~stantial items of 

income. 
((1) Esperiscs shot~ld 1)e broken do~vn in detail a t  least as to those items consti- 

tuting 10 pcrcrnt or more of the total expenses. 
(c) The rrport s h o ~ ~ l d  paid to any iilcl~ldea supplcrnental shtement  of a r n o ~ ~ n t s  

director or ir~tcrested person in the way of stock-exchange commissio~~s, legal fees, 
or agcncy or similar payments. 
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The Con~mission is to  have power after consultation with representatives of the 
industry and public acconnt,ant,s to  provide for a reasonable degree of uniformit,y 
in accounting standards. The detail of this is t o  be left t,o counsel. IVhether or 
not periodic verification of security holdings and transactions is advisable in view 
of the ot,her provisions agreed to is a question t,o be left to counsel. 

24. Supplemenlal sales literature (see. 54, present bill).-Supplemental sales 
literature is t.o he filed with the Comniission within 10 days after usc but is not to 
be a part of the registration statement. 

25. Rrorganization (see. 26, p:,e.sent Dill).-The Commissioi~ is to  have power to  .*,
bring proceedings for an injunction ~ J Ia rourt of competent jurisdiction to enjoin 
ally reorganizat,ion the provisiorrs of xvhich are such as to  constitute gross mis- 
coltduct or gross abuse of trust. on the part of the directors, managers, or other 
sponsors of the rrorganizatiorr plan, or which arc grossly unfair. 

Plans of reorpanieatioii, etc., are to be filed ir~formally wit>h the Commission 
so that  it rnay be advived in the premises. The Comrnissiori is to be ant.horized, 
if requested by any in\-est'rnent compa.ny or by 2.5 percent of it,s stockholders, to  
render mi advisory opinioi~ in respect of airy reorganimtion plan, etc. 

Provision must be n~arle by co~tnsel that  oil reorganizations or consolidations 
esisting rights contirrur not,\\-ithsta~iding the provisions of the bill in respect of 
certain prohibitions as to  future -transactions. 

26. 1)esfr.r~ction and ,falsification of rrporfs and records (sec. 54,present bill).- 
This section dealing with tlestruction and falsification of reports aud records is. 
to  be colifii~ed to corporate documents and corporate accounts. 

27. linlav:f~tl representations and names (scc. 3.5, prrscnt bill).-The prohibit,ion 
in the present hill in respect to u~rlawfnl representations is satisfactory and the 
atlol~tion of rnislea.ding namw sho111d be prohibited. There is to be no discretion 
to the Commission. 

28. Rules, regulnfions an,d orders: General powers o j  Commission (sec. 36, present 
bill).-The general authority contained in subparagraph (a) of section 36 of the 
present bill is to  he more limit'ed in scope, arid is to state clearly that, it is pro- 
cedural only as t,o scope. 

29. Hearings by Cotrtmission (see. 57,present bill).-A policy should be expressed 
for consnltatiori by t'he Commission with representatives of the indust,ry, and for 
public hearings in the discretion of the Commission whe~iever i t  appears tha t  
there is a substantial demand for such hearings. Neither should be mandatory. 

Provision should be made for hearings in respect of any formal proceeding before 
the Coinmission in rclatiolt t,o any proposed order. 

30. Enforcement of t i t le (sec. 58,present bill).-The Cornmissioii is to  be giveti 
appropriat'e enforceinent powers but less drastic than in the present bill, such t,o be 
agreed to by cou~~sel .  

31. Court rroiew of orders: Jurisdiction o j  oflenses and suits (secs. 39, 40, present 
bill).-The provisions of sectiom 39 and 40 in the present hill are satisfactory. 

32. Information Pled with the Commission (sec. 4 1 ,  present bill) .-This section 
is satisfactory as applied t o  the bill herein proposed. 

33. Annual reports of Commission, etc. (sec. 42, present bill).-This is satisfactory. 
34. Penalties (sec. 4.7, present bill).-The industry makes no objection to t h e  

provisions of this sect,ion. 
35. Effect on existing laic (sec. 44, present bill).-This section as i t  now stands is' 

satisfactory. 
36. General definitions (sec. 4.5, preset~t bill).-Many of these definitions need 

revision, but this is a matter for detailed drafhing. 
37. Separabilitg o j  provisions (ser. 46, present bill) .--This is satisfactory. 
NOTE.-In addition,, provision is to  be made applying to closed-end cornpanics, 

section 16 of the Secunt~es and Exchange Act of 1934, in respect of theliability of 
directors, etc., for profits made within 6 months on the purchase and sale of the  
corporation's secutities. 

B,lr. SCHENKER.May I procecd, Mr.  Chairman? 
Mr. COLE. Yes. 
hh.SCHENKER.6ection 1 ( a )sets forth the findings of the Congress, 

and section 1 (b) &its forth t,he declaration of the policies of the bill. 
Sect'ion 2 contains general definitions, and with respect t'o those 

general definitions, Mr. Chairman, I think the most expeditious way 
to handle t h m  is, wllrn we come to a section wl~erc! the term has a 
meaning or significance, t'o expostulatc that  meaning and show t'llc 
import'a,nce of the particular term in t , h t  section. 
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I may say this, generally, that  many of the definitions were incor- 

porated from the 1933 act and the 1934 act, and that was done a t  the 
suggestion of the industry. They felt that  they would like to h a w  the 
entlre bill in one volume- instead of having to refer to one act and then 
to another act, you s e e  

Mr.  COLE. Has the f o r k  of the Conlmission under scclion 30 of the 
Holding Compaily Act, been pretty much a continuous job since the 
work started? 

Mr.  SCHENKER. We started in December of 1933 m d  have been 
continually s t  i t  since that  time including the conduct of public 
hearings, investigations, preparation of reports, including the prepa- 
ration of the conclusiorls which u-ere incorporated in this bill. 

Mr.  COLE. And the conclusions reached \vhich are found pretty 
much in section 1, entitled "Findings and Declaration of Policy," 
were not only reco~nmended by the Commission following this study, 
but hare  been agreed to as proper findings by the industry itself? 

l l r .  SCHENKEIZ.That  is correct, hlr .  Chairman. They accepted 
those findings upon the basis our studies and reports which substan- 
tiated these findings of the abuses. 

5 l r .  COLE. All right. 
hlr .  SCHZNKER. brings us to section 3, Definitions of Invest- T l ~ t  

ment Cornpany. 
Mr. COLE. T h a t  page is that? 
hlr .  S C H E X ~ E R .  That  is page 22. Now, with respect to that 

definition an investment company is a company or an issuer which is 
engaged primarily in the business of investing, reinvesting, owning, 
holding, or trading in securities. I n  order to elin~inate any doubt that 
the face-amount-certificate conlpanies are within the category of 
investment companies contemplated by this legislation, they are 
specifically enumerated as investnlent companies. The third sub- 
division is what we call our statistical formula. The definition was 
based upon a very detailed analysis we made of every corporntion 
which was listed on any exchange in this country. On the basis of 
our studies and analyses, we devised this formula, which in essence 
says that if a company has 40 percent of its assets in securities other 
than securities of its subsidiaries, they are investnlent companies. 
Curiously enough, N r .  Cole, this definition has been in circulation 
since the time of our first report in 1938 and no company, virtually 
no company, that  is not popularly regarded as an investment com- 
pany, has been caught by this formula, except possibly one, and I 
will discuss that  in a moment. 

We have made an exception in that instance, and that company 
was not really caught. 

The adrantage of this formula has been and will be that a company 
examines its assets and if i t  does not ht~ve the prescribed percentage 
in diversified securities (securities of companies which are not subsid- 
iaries) the company ~ ~ I ~ O W Sthat it  is not an investment company. 
Immeditxtely, all of the holding compmies in this country can look 
a t  their portfolios and say, "Well, we do not have 40 percent of our 
assets invested in securities other than our subsidiary companies, so 
we are not touched by this legislation." And the fornlula has worked 
out. 

Now, we have, in order to be meticulously careful, specifically 
escluded some types of companies from the purview of this bill. 
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On page 23, section (3) subsection (b) ( I )  excludes an  issuer who, 
through n wholly-owner1 subsidiary or subsidiaries, is engaged in a 
business or busiriesses other than that of investing, reinvesting, own- 
ing, holding, or trading in securities. That subsection covers the 
pure holding type corporation like the LTnitecl States Steel, or General 
Motors. That  is, if you pierced the corporate structure and removed 
the corporate veil, and looked down through the companies, the 
General Motors is eng.agetl in the business of making auto~nobiles arid 
not the business of boldin:: securities. That  provision therefore is a11 
added caution to exclude companies wbich are not investment corn- 
panies. If companies are engaged in ;I business other than that  of an 
investment cfinipany, whether directly or irdirectly through ~ l ~ o l l y  
o\vnecl subsitliary, this hill does not cover them. 

Similarly, if a company upon applicntion prows that it is rngagcd 
in busincss othcr tliarl iiivcs'i~nc~nt-coin:~nn~busirirss, citl~cr through 
mnjority-owned snl)sitliaricts or controllrd subsidia~ics, then t l ~ c  Coni- 
mission c : ~ )  cscmpt tlr ern frorn t liis act. 

Kow, \Y(' rn:ll,o :I distinction 1wtwccw wllo!ly omni~l  subsidiaries 
nncl a m::jority-ow~rctl subsidiary, hccausc. you might gct a situation-- 
an(l tlwrc art. wc11 i n v c s ~ ~ n c ~ l t  companics in tlw couritry tot l i i~--~vl~rr~ 
they I)uy a controlling i ~ ~ t r \ r w t  in a cwmparry, not bccnusr they dcsiw 
to cmg:qy in that 1)11sin(w, 1)111 as :In invvstrnmt in tha t comp:lny 
and gct out of that in\-rstmcmt wllcn tlic value of thc  ir~vcstrnent 
i nc r t~~s r s .So t h y  arc not rngngwl in nianufacturing steel, or auto- 
moldcs, for instances. Thcn thcy Iinw mntlc all invcstincnt, a sub- 
stantial inrcstmcnt in a company, and if  tllc stock gow np thcy g(.t 
out of thcir invcstmcnt. Tl'c liavcl to tlrstinpuisll bctnccn t h  company 
which, through a majority-owned suheitliary or controllrd subsidiary, 
is in tlw businc,ss of m:mufactu~in or optlrating a company, and a 
company which invcsts a wt)sti~ntial portion of its nssrbts in a company 
mcrcly for ilivcstmcnt or lroltlirig for othcr purposes. 
Now,n-c go on to suhscdion ( 3 ) ,  wl~icll co\-crs a sitn;~tion t\lic.rc 

you niny h a ~ c  a wllolly owncd sulmitlinry which migllt full nitllin 
the drfinitions of an invc~tmc~nt company. A classic csamplc of that 
is, Mr. Colr, an industrinl company n-hicli may have qomc surplns 
funds which it wants to invcst in blur-chip stocks or markctable 
securities. Rathcr than investing its fl~ntls intlircc~tly, it organizcs a 
wholly ownrd subsidiary to take a part of its flint1 and tlic whollg 
owned suhsitliary invc.sts in those securities. JYc have c~sclutlrtl 
that type of wholly owned subsidiary from the purvicn. of this 
lcgisla lion. 

I n  ordcr to eliminate private holding companies or prirntfl invest- 
ment trusts- we used this forniuln throughout our entire studivs 
and it did not crmtc any tlifficliltics-unless the company has 100 
public stockholders, i t  is not a public investment company within 
the purview of this lcgislntion. That  is pa ragrnph (c) , srllr)section (I) .  

I n  ordcr to prevent circumvcntion, wc linvc said that if  any corn- 
pany owns 10 percent of an  investment-company voting stock, ~ n c l  
thc 10 percrnt owning company is o w n 4  by mow than 100 people, 
then you count the stockholders of thr ownirrg company as stock- 
holders of the controlled company. We haw to adapt this pro- 
cetlurc. Othc~wisc you can sccl what woulcl llappcn. A p m o n  
organizes s n  investment trust, and has anotller corporation take all 
of Ihc stock of the investment trust, which corporation sells its stocli 


