76T CONGRESS } HOUSE OF REPRESENTATIVES Rerorr
3d Session No, 2639

INVESTMENT COMPANY ACT OF 1940 AND INVESTMENT
ADVISERS ACT OF 1940

Jung 18, 1940.—Committed to the Committee of the Whole House on the state
of the Union and ordered to be printed

Mr. CoLe of Maryland, from the Committee on Interstate and
Foreign Commerce, submitted the following

REPORT

{To accompany H. R. 10065)

The Committee on Interstate and Foreign Commerce to whom was
referred the bill (H. R. 10065) to provide for the registration and
regulation of investment companies and investment advisers, and
for other purposes, having considered the same, report favorabl
thereon with amendments and recommend that the bill, as amended,

do pass.
The amendments are as follows: ‘
Page 12, line 9, strike out “prescribed’’ and insert in lieu thereof

“described”’.
Page 19, line 2, after the word “‘securities’’, insert ‘‘or the issuer

thereof’’. ) ) ) R
Page 20, line 3, strike out all the line and insert in lieu thereof:

so determined is not in excess of market value or asset value of such securities in
the case of majority-owned subsidiaries, and is not in excess of market value in

the case of other controlled companies.
Page 31, after line 23, insert a new paragraph as follows:

(3) Any company which since the effective date of this title or within five years
prior to such date has been reorganized under the supervision of a court of com-
petent jurisdiction, .if (A) such company was not an investment company at the
commencement of such reorganization procecedings, (B) at the conclusion of such
procecdings all outstanding securities of such company were owned by creditors
of such company or by persons to whom such securities were issued on account
of creditors’ claims, and (C) more than 50 per egntum of the voting securities of
such companxy. and securities representing more than 50 per centum of the net
asset value of such company, are currently owned beneficially by not more than
25 persons; but such exemption shall terminate if any security of which such
company is the issuer is offered for sale or sold to the public after the conclusion
of such proceedings by the issuer or by or through any underwriter. For the
purposes of this paragraph, any new company organized as part of the reorganiza-
tion shall be deemed the same company as its predecessor; and beneficial owner-

ship shall be determined in the manner provided in section 3 (¢) (1).
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Page 31, line 24, change “(3)" to * (4)".
Page 33, after line 16, insert a new paragraph as follows:

d) The Comumission, by rules and regulations or order, shall exempt a closed-
end investment company from any or all provisions of this title, but subject to
such terms and conditions as may he vecessary or appropriate in the public

interest or for the protection of investors, if—
(1) the asggregate sums received by such company from the sale of all its

outstanding securities, plus the aggregate offering price of all securities of
which such company is the issuer and which it proposes to offer for sale, does
not exceed $100,000;

(2) no security of which such company is the issuer has been or is proposed
to bhe sold by such company or any underwriter therefor, in connecection
with a publie offering, to any person who. is not a resident of the State under
the laws of which such company is organized or otherwise created; and

(3) such exemption is not contrary to the public interest or inconsistent

with the protection of investors,

Page 33, line 17, change “(d)” to ‘“(e)”.

Page 46, after line 7, strike out all of lines 8, 9, 10, and 11 and in
licu thereof insert the following: _

(2) such investment adviser is registered under title II of this Aet and such
investment adviser is engaged principally in no business other than that of
rendering investment supervisory services as defined in title 1I;

Page 56, line 2, after “of”’, strike out “only”’.

Page 56, line 2, after “stock”, insert “only”’.

Page 56, line 22, after “company’, insert “and any company o1
companies controlled by such registered company”

Page 57, strike out all of line 14 and in lieu thercof msert the

following:
or any State, or to affect the right under State law of any insurance company to
acquire securities of any other insurance company or insurance companies.

Page 71, line 20, after “place’”, insert “and maintain”,
Page 72, strike out all of lines 1 to 14, inclusive, and in lieu thereof

insert the following:

subject to such rules and regulations as the Commission may from time to time
preseribe for the protection of investors; or (3) such registered company, but only
in accordance with such rules and regulations or orders as the Commission may
from time to time preseribe for the protection of investors. Rules, regulations,
and orders of the Commission under this subsection, among other things, may make
appropriate provision with respect to such matters as the earmarking, segregation,
and hypothecation of such securities and investments, and may provide for or
require periodic or other inspections by any or all of the following: Independent
public accountants, employees and agents of the Commisgion, and sucﬁl other
persons as the Commission may designate. No such member which trades in
securities for its own account may act as custodian except in accordance with
rules and regulations prescribed by the Commission for the protection of investors.

Page 93, line 3, after the period at the end of the line, insert a new

sentence as follows:

Any company which, as of March 15, 1940, was required by provision of its charter,
certificate of incorporation, articles of association, or trust indenture, or of a
bylaw or reguiation duly adopted thereunder, to postpone the date of payment or
satisfaction upon redemption of redeemable securities issued by it, shall be exempt
from the requirements ol this subseetion; but such exemption shall terminate upon
the expiration of one year from the effective date of this title, or upon the repeal
or amendment of such provision, or upon the sale by such company after March
15, 1940, of any security (other than short-term paper) of which it is the issuer,

whichever first occurs. X .
Page 93, strike out all of lines 12, 13, and 14 and in
the following: .

lieu thereof insert
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(g) No registered open-end company shal' issue any of its securities (1) for
services; or (2) for property other than cash or securities (including securities
of which such registered company is the issuer), except as a dividend or distribution
to its security holders or in connection with a reorganization.

Page 93, strike out all of lines 17, 18, and 19 and in licu thereof insert

the following:

Sec. 23. (a) No registered closed-end company shall issue any of its securities
(1) for serviees; or (2) for property other than eash or securities (including securi-
ties of which such registered company is the issuer), except as a dividend or distri-
bution to its security holders or in connection with a reorganization.

Page 93, line 23, after “which”, strike out “price’”’ and insert in lieu
thereof “net asset value”. )

Page 93, line 24, after ‘““determined”’, strike out ‘““on the basis of

values caleulated”.
Page 94, line 4, after “its”’, strike out ‘““common-stock holders”

and insert ““common stockholders”,

Page 96, line 1, after “commerce,” strike out “or’”” and insert “to”.

Page 98, strike out the word “opinion’ and insert in lieu thereof the
“ord “report” in lines 2, 6, 7, 9, 17, 19, 21, and 23.

Page 103, line 21, after “investment’’, strike out ‘“company, or”
and msert in lieu thereof “company issuing periodic payment plan
certificates, or',

Page 103, line 22, after “any”, strike out “‘periodic payment plan”
and insert “such”.

Page 105, line 19, strike out ‘“‘company, or” and in lieu thereof
insert “company issuing periodic payment plan certificates, or”.

Page 105, line 20, after “‘any’’, strike out “periodic payment plan”
and insert “such”.

Page 108, line 5, after “the”’, strike out “specified”’.

Page 108, line 17, after “minimum rate’’, insert a comma.

Page 108, line 18, after “of’’, strike out the comma and “the

nearest’’,
Page 109, line 16, after “holder’’, strike out ‘“‘under the terms of

his certificate’.
Page 110, lines 9 and 10, strike out ‘“‘under the terms of his certifi-

cate”.
Page 110, line 10, after “of”’, strike out “a’’ and insert “‘any’’.
Page 120, line 19, after “Sec. 29.”, insert “(a)”. ‘
Page 121, line 2, strike out the figures ‘45"’ and insert the figure 2",
Page 121, line 23, strike out “October 1, 1940’ and insert in lieu
thereof ““January 1, 1941”, :
Page 124, line 20, after “‘section’, insert 13 or”.
Page 130, line 1, strike out ‘‘such holders” and in lieu thereof

insert ‘“‘stockholders”. .
Page 130, line 13, change the period at the end of the line to a colon,

Page 130, after line 13, insert the following:

Provided, That if the selection of an accountant has been rejected pursuant to
paragraph (2) or his employment terminated pursuant to paragraph (3) the
vacancy so occurring may be filled by a vote of a majority of the outstanding
voting sccurities, either at the meeting at which the rejection or termination
occurred or if not so filled then at a subsequent meeting which shall be called

for the purpose. «
Page 130, line 22, after the end of the line, insert the following:

In the event of such termination and removal the vacancy so occurring may be
filled by "action of the holders of record of a majority of the shares of beneficial
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interest either at the meeting, if any, at which such termination and removal
occurs, or by instruments in writing filed with the custodian, or if not so filled
within a reasonable time then at a subsequent meeting which shall be called by
the trustees for the purpose. The provisions of paragraph (40) of section 2 (a)
as to-a majority shall be applicable to the vote cast at any meeting of the share-
holders of such a trust held pursuant to this subsection.

Page 149, line 4, =fter ‘“‘misleading”’, strike out the comma and insert
“in the light of the circumstances under which they were made”.

Page 155, line 8, after “broker”, insert “‘or dealer’.

Page 155, line 10, strike out ‘‘brokerage’” and after the word
“business’ insert ‘‘as a broker or dealer”.

Page 155, line 25, at the end of the line strike out “and’” and insert
¢ ‘control’ and”,

Page 156, strike out all of lines 3, 4, and 5. _

Page 156, line 6, strike out ‘““(14)” and insert ‘‘(13)”.

Page 156, lines 8 to 12, inclusive, strike out the following:
For the purposes of this paragraph the term ‘‘continuous advice’’ shall mean at
least & quarterly rcview by the investment adviser of the investments of the
client entrusted to his supervision.

Pages 166 and 157, renumber paragraphs (15), (16), (17), (18),
(19), (20), and (21), respectively, to paragraphs (14), (15), (16), (17),
(18), (19), and (20). ) o .

Page 161, strike out all of lines 5 and 6 and in lieu thereof insert the
following:

(2) A statement as to whether such investment adviser is engaged or is to engage
primarily in the business of rendering investment supervisory services.

Page 165, strike out all after line 17 and in lieu thereof insert the

following:

(3) acting as principal for his own account, knowingly to scll any security to
or purchase any security from a client or acting as broker for a person other than
such client, knowingly to effect any sale or ﬁurchase of any sccurity for the
account of such client, without disclosing to such client in writing before the com-
pletion of such transaction the capacity in which he is acting and obtaining the
consent of the client to such transaction. The prohibitions of this paragraph (38)
shall not apply to any transaction with a customer or a broker or dealer if such
broker or dealer is not acting as an investment adviser in relation to such trans-
action.

Page 166, strike out all after line 19 and in lieu thereof insert the

following: )

(¢) It shall be unlawful for any person registered under section 203 of this title
to represent that he is an investment counsel or to use the name investment
counsel as descriptive of his business unless such person is primarily engaged in
the business of rendering investment supervisory services or unless his registration
application as amended or as supplemented by the most recent report on file with
the Commission states that such person is engaged or is about to engage primarily
in the business of rendering investment supervisory services.

This bill is a substitute for H. R. 8935, introduced March 14, 1940,
and as originally introduced was identical with S. 4108, reported fa-
vorably to the Senate on June 6, 1940, by its. Committee on Banking
and Currency. The Senate bill itself was a substitute for S. 3580,
introduced March 14, 1940, as a companion bill to H. R. 8935.

These bills are the outgrowth of a comprehensive study and investi-

ation of investment trusts and investment companies made by the
Securities and Exchange Commission pursuant to the direction of the
Congress. A subcommittee of the Senate Banking and Currency Com-
mittee held hearings on S. 3580 for a period of approximately 4 weecks
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and carefully and exhaustively .. mtinized and explored all of its pro-
visions. In its consideration of tnis bill, your committee had before
it the complete testimony on the original Senate bill and the reports
of the Securities and Exchange Commission.

At the hearings before the Senate Committee on Banking and Cur-
rency the immediate need for national legislation regulating invest-
ment companies was admitted by virtually every witness who testi-
fied, but objection was made to several features of the bill. At the
conclusion of these hearings the investment companies who had ap-
peared submitted to the Senate committee specific principles for
the regulation of investment trusts and investment companies.
Following the submission of these counterproposals for regulation by
the investment companies themselves, representatives of the Securi-
tics and Exchange Commission and of the investment companies in-
formed the Senate Committee on Banking and Currency that it might
be possible for them to reconcile their differences and to recommend a
bill which would be acceptable both to the Securitics and Exchange
Commission and to the investment-company industry. .

As a result of this cooperative cffort upon the part of the Secu 1ties
and Exchange Commission and the representatives of the investment-
company industry, this bill, H. R. 10065, and its companion bill in the
Scnate, S. 4108, were recommended. They represent the result of
intensive effort for a period of 5 weeks by representatives of the in-
dustry and of the Commission.

The bill as drafted has the unqualified support and endorsement of
practically the entire investment-company industry and of the
Securities and Exchange Commission, the {)ody by whom the pro-
visions of the bill are to be administered. No opposition to the bill
was expressed by any witness who appeared before the subcommittee
of this committee which held hearings on the bill Every witness rep-
resenting the industry who appeared, unqualifiedly endorsed the bill,

Thus this bill is arﬁighly salutary indication that Government and
business can come together in a cooperative spirit to do a constructive
job. Representatives of investment companies urge that the present
international situation should not only not constitute an impediment
to the passage of this bill but rather should serve as a vital reason for
its immediate enactment. )

These representatives of the investment-company industry stressed
the fact that proper and reasonable regulation of investment companies
may substantially stimulate investment companies to supply new
capital for the expansion of industry, particularly industries vital to
the national defense, to a far greater extent than has been done in the
past. To accelerate this activity upon the part of investment com-
panies the bill expressly authorizes investinent companies to contribute
a portion of their capital to companies organized by themselves to
underwrite the securities of, and to furnish capital to, industry.

TirLe 1. INvesTMENT TRusTs AND INVESTMENT COMPANIES

A detailed discussion of the background of this bill and the evils it is
intended to remedy appears in the report of the Senate Banking and
Currency Committee to the Senate, Report No. 1775, and the reports
of the Securities and Exchange Commission to the Congress made
pursuant to section 30 of the Public Utility Holding Company Act
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of 1935. Only a brief recital of the background of the bill and the
more important abuses in investment companies will be described in
this report. :

Investment trusts and investment companies are in essence insti-
tutions for the investment of the savings of small investors in secu-
rities, particularly the common stocks of industrial and other com-
panies., FKour types of investment enterprises exist:

(1) Management investment companies in which management has
complete discretion as to the investments to be made. These com-
panies are subdivided into open-end companies—those in which the
security holders can at their option compel the company to redeem
or repurchase their securities at the actual asset value of such securi-
ities; and closed-end companies—those which do not accord this
privilege to the stockholders;

(2) Unit investment trusts in which no management exists and the
investor is sold an undivided interest in a specific package ox unit
of securities, the composition of which is relatively unchangeable;

(3) Periodic payment plans which in essence are merely devices to
sell the securities of management investment companies or unit in-
vestment trusts on the installment plan to small investors; and

(4) Face-amount-certificate companies which sell to the public face-
amount certificates whereby in consideration of the payment of certain
specified installments the corporation agrees to pay to the purchaser
at maturity a definite sum, the face amount of the certificate; or to
pay, prior Lo maturity, a specified surrender value of the certificate.

Ko ert B, Healy, Commissioner of the Securities and Exchange
C'ommission, who had general supervision of the investinent-trust
study, generally described these organizations as follows:!

Iet me try my hand at a general description of investment trusts and invest-
ment companies.  Essentially these organizations are large liquid pools of the
public’s savings entrusted to managements to be invested.  The sales and pro-
motional literature of investment trusts and investment companies has created
the impression that they are not unlike savings banks and insurance companics,
except that they are not limited to so-called legal investments. The sales em-
phasis by promoters of investment companies has been upon the necessity for

providing security for old age and for emergencies, and upon the claim that by
expert management and diversification of risk, this security can be furnished
hy these organizations. )

For example, Charles A. Kettering, vice president and research director of
General Motors Corporation (and I pause to say, one of our most useful and
finest citizens), testitied at the public examination that in 1930 he purchased
40,000 shares of an investinent company for $260,000 in the belief that it gave
him a participation in a wide range of securities and was ‘‘akin or about the
same participation vou would get in, say, one of these single payvment life-insur-
ance companies.”” He said that he did not know that investment companies
were not subjeet to supervision as were life-insurance companies or banks.  Ulti-
mately Mr. Kettering realized only $20,000 on his investment—that is, he lost
approximately a quarter of a million dollars.  And, incidentally, I may add that
he served as a director of that company; said hie had been unable to attend meet-
ings, and said he did not understand investments; adding, what interested me
greatly, that he saw life through the lahoratory window.

Commenting on the losses of the American public in these institu-

tions, Mr. Healy stated:

The interest of the public in investment trusts and investment companies has
been and still is very large.” In the last 15 years approximately 1,300 such com-
panies have heen created.  Speaking gencrally these organizations have made

! Hearings before a subcommittee of the Compmttee on Banking and Curreney, U, S, Senate (76th Cong,,
3d sess.), on 8. 3540, a bill to provide for the reglstration and regulation of investiuent companies and invest.,

ment advisers, pp. 33 el seq.
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comparatively little original contribution of capital to industry, the investments
for the most part being in securities already issued and outstand’iug. The reason
for that 1 think will appear before 4he hearings are over. It is due, in part, to the
necessity of some companies keeping themselves in a strictly liquid position. The
American public has contributed over $7,000,000,000 to these organizations.
That is on the hasis of investment.  You can compare that with $14,000,000,000
roughly estimated as the investment in the electrie light industry. The value of
their assets at present is approximately $4,000,000,000. At present only some 650
or approximately one-half of investinent companies formed in this country, are
still in existence. The other companies have disappeared through bankruptoy,
receivership, dissolution, mergers, and consolidations,  With respect to 22 of the
bhankrupt companies upon which the Commission has reasonably accurate figures,
the security holders sustained a capital loss to December 31, 1935, of approximately
$510,000,000 out of a total net capital contribution of almost $360,000,000, or a
loss of about 90 percent. Altogether investors have sustained a capital shrinkage
of approximately $3,000,000,000 in all types of investmnent trusts and investment
companics.

Discussing the national public interest in investment trusts and
investment companies, Mr. Healy stated:

Many individual investment companics have total assets equal to those of the
larger savings banks. Their sceurities are owned by approximately 2,000,000
investors throughout this country, with the majority of the individual investments
in such securities having a value of under $500. The number of security holders
of investment trusts and companics probably exeeeds that of all other industries
except utility holding company systems. It is estimated that one out of every
10 holders of securities of all types in thix country is a holder of investment trust
and investment company shares or certificates,

In addition, investment companies at present control or are in a position to
control or importantly influence various industrial, banking, utility, and other
enterprises having total assets which, as of the end of 1935, amounted to some
$30,000,000,000. Furthermore, these investment trusts and investment com-
panies, beeause of their very substantial trading in securitics on xtock exchanges,
are a most substantial factor in our securities markets,

Beeause of the large publie interest in these organizations, and because these
investiment trusts and investment companies represent. unsupervised pools of
savings, these institutions have been a matter of concern to representatives of the
investment company industry, stock exchanges, financial writers, and govern-
mental bodies from the early period of their existence in this country. The
potential dangers of these organizations have been indicated, and with the passing

vears criticism has increased.

This tremendous loss must be principally attributed, of course, to the
sharp decline in security values since 1929. However, in a substantial
number of instances, losses suffered by investors were caysed in good

art by selfish, and in some cases unscrupulous, mismanagement of
mvestment trusts and investment companies.  The record of the study
and the reports'to the Congress of the Securities and Exchange Com-
mission and the testimony taken before the Senate Committee on
Banking and Currency contains many examples of abuses'in the organi-
zation and operation of investment trusts and investment companies.
These abuses have been persistent and have occurred and recurred
constantly during the last 10 years.?

That investors in investment trusts and investment companies
are subject to substantial losses at the hands of unserupulous persons
is obvious from the very nature of the assets of such companies.
Their assets congist almost invariably of cash and marketable securities.
They are liquid, mobile, and casily negotiable.  These assets can be
ensily misappropriated, “looted,” or otherwise misused for the selfish

! Bee Report of the Securities and Exchange Comniission on Investment Trusts and Investment Compa-
nies, pt 11, H. Doc. 279 (76th Cong.): also testimony of David Schenker, counsel to Investiment T'rust Study,

bearings before Senate Banking and Currency Committee on 8. 3550, pp. 970, et seq.
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purposes of those in control of these enterprises. In the absence of
regulating legislation, individuals who lack integrity will continue to
be attracted by the opportunity available for personal profit in the
control of the liguid assets of investment trusts and investment
companies.

Little capital is needed to form and market the securities of invest-
ment trusts and investment companies, and there is nothing to prevent
irresponsible individuals and even individuals actually convicted of
or enjoined by the courts for, financial frauds from forming and
controlling investment. companies by a variety of devices such as
special voting  stocks, long-term  management, and underwriting
contracts, voting trusts, and the pyramiding of investment companies
which do not require them to make any pecuniary investment in the
enterprise.  In addition, brokers, security dealers, and investment
bankers are in a position to use controlled investment companies
solely as financial adjunets to enhance their own banking and brokerage
businesses.

The distribution and repurchase of the securities issued by invest-
ment companies have on oceasion resulted in diserimination in favor
of the management or other “insiders’” who have been able to acquire
the securities and to have the companies repurchase them on a basis
more favoruble than that accorded to puh‘ic stockholders. In the
open-end companies the method of pricing their securitics which they
are continuously selling and redeeming may tend at times to substan-
tial dilution of the investors’ equity in the companies and in some
instances have been used by persons closely connected with the
compunies to realize riskless trading profits, )

Furthermore, the capital structures of investment companies have
often been extremely complex, and the rights, preferences, and divi-
dend or interest elaims of the senior securities of such companies sold
to the public; that is, their bonds and preferred stocks have in many
cases been inadequately safeguarded. In the ease of unit investment.
trusts and open-end management investment companies, investors
have been sold securities in one of such enterprises and then repeatedly
“switched’” into other investment trusts and companies organized by
the promoters of the original company or trust s«)‘oly for the purpose
of exacting additional selling charges and profits from the investor.

Some of the most unfair selling practices have ocenrred in the case
of the companies which sell investinent-company securities on the
installment  plans --the so-called  periodie-payment. plans.  These
companies sell to investors in the lowest income brackets who are
not in a financial position to invest their surplus funds in common
stocks and who almost invariably have great ({iﬂiculty in making-the
required installment. payments.  They have sold securities carrying
soﬂing charges which sometimes approached 25 percent of the price
paid by the investor. "With the knowledge that the class of indi-
viduals who invest in these installment plans, beeause of their finan-
cial status, will rarely be able to complete even the first year’s pay-
ments, the entire first year's payments have been used to pay selling
charges. As a result, thousands of small investors have lost their
entire savings in these plans.

Similar practices exist in the case of companies selling face-amount
certificates on the installment plan. The L\pse experience of inves-
tors in these certificates has been high and in some cases the assets
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of the companies have been carried at highly fictitious values and in
some cases inadequate reserves have been maintained to meet the
obligation of the companies of their outstanding certificates. No
uniform actuarial reserve system is required by Exw for these com-
panies,

With respect to the management of the assets of investment com-
panies many abuses have existed. First the promoters and managers
of investment companies determine the direction and scope of the
business activities of the company and have the power to change, with-
out the prior approval of the security holders, investment policies
originally undertaken. The security holder has, thercfore, no assur-
ance of the stability of any announced investment policies of his
company and no voice in the determination of any desire of the
management. to change such policies.  Similarly, after investors have
invested in investment companies on their faith in the reputation
and standing of the 'existing managements, control of the public’s
funds has frequently been transferred without the prior knowledge
or consent of stockholders to other persons who have looted the assets
of such companies or to other investment companies which have
subjected the stockholders to grossly unfair plans of merger, consoli-
dation, or other corporate romﬁ ustments. '

Second, unscrupulous individuals in control of investment com-
panies have not hesitated to engage in self-deaiing; that is, transac-
tions between officers, directors, and similar persons and the invest-
ment companies with which they are associated. These individuals
have sold worthless securities at extravagant prices to their controlled
compnnies, have purchased securities and other property from such
companies at unfairly low prices, and have borrowed extensively and
without repayment. from such companies. The industry recognized
that even for the most conscientious managements, transactions
hetween these afliliated persons and the investinent companies present
many difficultics. Many investment companies have voluntarily
barred this type of transaction.

Finally, the investor has been unable to obtuin adequate financial
information as to the operations of investment companies. The
accounting practices and financial reports to stockholders of manage-
ment investment companies frequently are deficient and’inadequate
in many respeets.  Often they are misleading.  In many eases divi-
dends have been paid without notifying stockholders that such divi-
dends did not constitute earnings but were a return of the capital

invested by the stockholder.
NECESSITY FOR LEGISLATION

It is not to he implied or inferred that most investment trusts and
investment companies at present operating in this country were guilty
of unfair practice or were mismanaged. 1n the last decade some prog-
ress has been made by the members of the industry voluntarify to
climinate some of the major malpractices,.and to improve generally
standards of practice in the light of experience. However, it is clear
that malpractices cannot be eliminated without the enactment of a
Federal law to regulate these institutions. This conclusion was con-
ceded by virtually every witness who appeared before the subcommit-
tee and is the virtually unanimous opinion of the entire industry itself.
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~ The Securities Act of 1933 and the Securities Kxchange Act of 1034
have not actéd as deterrents to the continuous oceurrence of abuses
in the organization and operation of investment companies.  Gen-
erally these acts provide only. for publicity.  The record is clear that
publicity alone ig insuflicient to climinute malpractices ininvestment,
companies,  Further, the great majority of investinent companies
have never come within the purview of these aetas.

In the opinion of the committee, the Securities and Exchange (Com-
mission, and the industry itself, this legislation is needed to protect
amall investors from breaches of trust upon the part of unscrupulous
managements and to provide such investors with a regulated institu-
tion for the investment of their savings. This legislation will also
prevent those abuses which have damaged the reputation of the in-
dustry ns a whole. ‘

Representatives of the Securitiea and Kxchange Commission in
connection with the bill and members of the industry who appeared
at the hearings ealled the attention of the subcommittee to the serious
tax problem affecting investinent companies. This problem has
alrendy heen recognized by the Congress in the ease of certain open-end
management investment companies which receive specinl tax trent-
ment under existing Federal revenue acts.  The record before the
committee indieates that the tax problem is very pressing with respeet
to closed-end management investment companies of the type classified
in this bill as “diversified.”” If the bill is passed the committee
believes that the tax problem of these companies should receive prompt
consideration by the Congroess,

ANALYSIS, BY SFOCTIONS

Seetion 1: Findings and declaration of policy,

Seetion 2: General definitions.

Seetion 3: Definition of investment company.

Section 4: (lassifieation of investment company.

Section 5: Subelassification of management companies.

Section 6: Kxemptions,

Seetion 7: Transactions by unregistered investiment companies.

Section 8: Registration of investment companies.

Section 9: Ineligibility of certain affiliated persous and under-
writers,

Seetion’ 10: Affiliation of directors,

Seetion 11: Office of exchange.

Seetion 12: Funetions and activities of investient companics.

Section 13: Changes in investment policy.

Section 14: Size of investment companies.

Section 15: Changes in boards of directors; provisions relative to
striet tousts,

Section 17: Transactions of certain aflilinted persons and under-
writers.

Section 18: Capital structure,

Seetion 19: Dividends.

Section 20: Proxies, voting trusts, eirenlar awnership,

Section 21: Loans. '

Section 22: Distribution, redemption, und repurcnuse of redeem-

able securities.
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Section 23: Distribution and repurchase of securities: Closed-end
companies, .

Section 24: Registration of securities under Securittes Act of 1933,

Section 25: Plans of reorganization. :

Section 26: Unit investinent trusts,

Section 27: Periodic-payment plans.

Section 28: Face-amount-certificate companies,

Seetion 20: Bankruptey of face-amount-cert:  1te companies.

Section 30: Periodic and other reports; reporis of afliliated persons,

Section 31: Accounts and records.

Section 32: Accountants and auditors,

Section 33: Settlement of civil actions.

Seetion 34: Destruction and falsification of reports and records.

Section 35: Unlawful representations and names,

Section 36: Injunctions against gross abuse,

Seetion 37: Larceny and embezzlement.,

Section 38: Rules, regulations, and orders; general powers of Com-
Mission. ‘

Section 39: Rules and regulations; procedure [or 1ssuance,

Section 40: Orders; procedure for issuance,

Seetion 41: Hearings by Clommission,

Section 42: Enforcement of title.

Seetion 43: Court roview of orders.

Seetion 44 Jurisdiction of offenses and suits.

Section 45: Information filed with Commission.

Section 46: Annual reports of Commission; employees of the Com-

mission.

Section 47: Validity of contracts,

Section 48: Liabilily of controlling persons; preventing compliance
with title.

Section 49: Penalties.

Section 50: Effect on existing law.

Section §1: Separability of provisions,

Section 52: Short title.

Section 53: Effective date.

Section 1. Findings and general policy

“This section sets forth the findings of the Congress with resnect to
investiment companies and the declaration of policy of the bul.

1
Section 2. General definitions

This section sets forth the general definitions of terms used in the

bill.
Section 3. Definition of investment company.

s{)eciﬁ(es that the following companies are within the

Subscetion (a) s v _ ]
{)urvinw of the bill: Companies which are engaged primarily in the

yusiness of investing, reinvesting, and trading in securities; and issuers
which invest in or hold securities (other than securities of noninvest-
ment company subsidiaries) having a value exceeding 40 percent of the
value of their total assets. A third group of companies covered by
the bill are compunies which engage in thie business of issuing so-called

faco-nmount installment certificates.
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Subsection (b) excludes from the bill companies primarily engaged,

directly or through subsidiaries, in the operation of a business other
than tgat of an investment company.
Subsection (¢) specifically exclm{;?s brokers, underwriters, banks,
insurance companies, common or commingled trust funds adminis-
tered by a bank, bank-holding-company affiliates subject to the super-
vision of the Board of Governors of the Federal Reserve System, com-
panies subject to the Interstate Commerce Act, and those of their
wholly owned subsidiaries substantially all of whose assets consist of
securities of companies which themselves are subject to the Interstate
Commerce Act, small-loan companies, factoring companies, companies
dealing in mortgages or discount papers, holding companies subject
to the Public Utility Holding Company Act of 1935, and certain vther
special types of companies.

Section 4. Classification of investment companies

Section 4 classifies investment companies into three categories:
Management companies, unit-investment trusts, and face-umount-

certificate companies,

Section 6. Subelassification. of management companies

Subsection (a) divides management companies mto two types:
Open-end companies-- companies in which the stockholder or cer-
tificate holder hes a right to compel the company to redeem his shares
at their asset value; and closed-end companies--companies in which
the shareholders do not have such a right.

Subsection (b) further subclassifies management companies, both
of the open-end and closed-end types, upon the basis of the extent
of the diversification of their investments, into diversified companies
and nondiversified companies. Diversified companies must have at
least 75 percent of their assets in diversified securities, and with
respect to this 76 percent of the assets, nc more than § percent can
be invested in more than 10 percent of the outstanding voting securi-
ties of any one company. Nondiversified companies are not required
so to diversify their investments.

Subsection (¢) is a technical paragraph and provides that if the
company has invested only 5 percent of its assets in one company
and if the market value of that investment goes up so that its value
is more than 5 percent of the investment company’s assets, it does

not lose its status of a diversified company.
Section 6. Kremptions

Subsection (a) (1) exempts from the provision of this bill invest-
ment companies organized or created under the laws of Alaska,
Hawaii, Puerto Rico, the Philippine Isiands, the Canal Zone, and the
Virgin Islands, provided they do not sell any securities to residents
of any State other than the State in which thoy were organized.

Paragraph (2) exempts companies which, on the effective date of
this act, were in receivership or bankruptey, and such exemption shall
continue as long as the company’s business is under court jurisdiction.

Paragraph (3) exempts companies which have gone through re-
organization and are temporanly investing their cash in securities.
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Paragraph (4) exempts face-amount-certificate companies which
were organized under the insurance laws of a particular State and are
subject to the supervision of an insurance commissioner, and all of the
stock of which has been sold in that State.

Subsection (b) empowers the Commission to exempt by order
employees’ investment companies, -

Subsection (¢) empowers the Commission to exempt other com-

anies if such exempttion i3 consistent with the protection of investors,

Subsection () authorizes the exemption of certain small closed-end
investment companies doing an intrastate business,

‘Subsection (e) provides that a company is not required to be regis-
tered in order to subject it to specific provisions of the bill; and con-
versely, the Commission is empowered to relieve the company from all
provisions, including registration, and just subject it to those which
it may find are particularly applicable to that company.

Section 7. Transactions by unregistered investment companies

Subsection (a) provides that an investment company, unless it is
exempt, or unless it is registered as provided in the bill, is forbidden
to conduct its activities through use of the mails or instrumentalities
of interstate commerce.

Subsection (b) makes the same provision with respect to fixed and
semifixed investment companies.

Subsection (¢) provides that no promoter of a proposed investment
trust shall use the mails or any means of interstate commerce to sell
preorganization certificates.

Subsection (d) provides that foreign investment companies may
not register as investment companies or publicly offer securities of
which they are the issuer in the United States unless the Commission
finds that these foreign investment companies can be effectively
subjected to the same type of regulation as domestic investment

companies,
Section 8. Registration of investment compunies

Subsection (a) provides that the registration of an investment-
company may become effective upon the filing with the Commission
of a notification of registration.

Subsection (b) provides that the formal registration statement may
he filed by a company after effective registration at some time to be
fixed by the Commission. In the main, the Comimission may require
the information required to register securities under the Securities
Ac’ of 1933 and the Sccurities Exchange Act of 1934. 1In addition,
the registration statement must state the policy of the company as
to items specifically enumerated in the bill and supply information
with respeet to the business affiliation and exp-rience of the officers
and directors of the company.

Subscctioi: (¢) makes provision for the simplification of the reg: - ra-
tion procedure by permitting the filing of copies of registration state-
ments already filed under the acts now administered by the Commis-
sion.

Subsection (d) empowers the Commission to exempt unit invest-
ment trusts from supplying information in its registration statement

H. Repts., 76-3, vol. 4 ——-90
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which may duplicate information supplied by a registered investment
company all of whose securities are substantially owned by the unit
investment trusts.

Subseetion (e) sets forth the mechanies for correcting and for
revealing omission of material facts.

Subsection (f) empowers the Comimission to cancel the registration
statement of an investment company.if the Commission find that a
company has ceased to be an investment company.

Section 9. Ineligibility of certwin affiliated persons and underwriters

Subsection (a) provides that any person who within 10 years has
been convicted of a crime, or is enjoined by. a court in connection with -
a sccurity or financial fraud, is prohibited by the bill from acting as
an officer, director, member of an advisory hoard, investment adviser,
or depositor of any investment company, or principal underwriter
for any registered open-end company, registered unit investment
trust, or registered face-amount company.

Subsection (b) authorizes the Commission to exempt persons from
the prohibition set forth under subsection (a) where it is shown that
the penalty as applied to any such person would be unduly or dis-
proportionately severe or that the conduet of such person fms been
such as not to make it against the public interest or protection of
investors that such exception be granted.

Section 10. Affiliations of directors

Subsection (a) provides that at least 40 percent of the bhoard of
directors of an investment company shall be “independent’’; that is,
no more than 60 percent may consist of investment advisers to the
company or affiliated persons of such an adviser or oflicers or employ-
ees of the company.

Subsection (b) provides that a majority of the board of directors of
an investment company must be composed of persons who are not
regular brokers for the company or principal underwriters of its
securities, or investment bankers, or in each case persons afliliated
with them.

Subsection (¢) provides that after the effective date of this title,
the majority of the board of directors of an investment company may
not consist of persons who are officers or directors of any one bank,
except that any investment company which, on March 15, 1940,
shall have had a majority of its directors consisting of such persons
may continue to do so.

Subsection (d) exempts from the provisions of subsections (a)
and (b) of this section (10) directors of certain types of investment
companiey which are closely aflilinted with investment advisers and
which are designed primarily to make available the medinm of diver-
sification to the smaller customers of these advisers. ‘This exception
is carefully safeguarded by specifie condition.

Subsection (e) provides that any change in the board of directors
resulting from the death, resignation, or disqualification of a director
resulting in a violation of subsections (a), (b), or (¢) must be filled
within 30 days, if only the action of the board of directors is required,
or within 60 days if a stockholders’ vote is required to fill the vacanoy,
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as the Commission may designate by rules and regulations or order.

Subsection (f) prohibits investment companies from purchasing
securities underwritten by persons affiliated with the investment
company, unless the investment company itself is a principal under-
writer of such securities, until after the termination of the under-
writing syndieate.

Subsection (g) subjects the members of an advisory board to the
restriction of subsections (a), (b) ang 1 (¢), (e) and (f).

Subsection (h) makes the plovmom of subsection (a) as modified
by subsection (e) applicable to the boards of directors of the depositor
of an unincorporated management company; makes the provisions of
subsections (b) and (¢) as modified by (e) npph(-ablv to the board of
directors of the depositor and of every investment adviser of such
company; and makes the provisions of subsection (f) applicable to
nequisitions of securities when the depositor or investment adviser,
or persons affiliated with them, is the underwriter of such securities,

Section 11. Offers of exchange

Subscction (a) provides that exchange offers of open-end com-
panies made on any other basis than I(‘S[)OC(IVC asset values of the
securities involved must be submlttvd for the approval of the Com-
mission.

Subsection (b) exempts from the provision of subsection (a) those
exchange offers which are made in connection with reorganizations.

Subsection (¢) subjects the exchange offers of the securities of
open-end companies for the securities of unit-investment trusts or
face-amount-certificate compariies, and the exchange offers of secu.
rities of unit-investment trusts or face-amount-certificate companics
for the securities of any other investment company, to the restriction
set forth in subsection (a), irrespective of the basis of exchance,

Section 12. Functions and activities of investment companies.

Subsection (a) makes it unlawful for investment companies to
trade on margin, partlclpute in ]OIlltrt;Ifl(lll](’ accounts, or effect short
sales in portfolio securities in contravention of rules and regulnmons
which may be prescribed. '

Subseetion (b) provides that an open-end company cannot be its
own distributor except in accordance with the Commission’s rules and
regulations,

Subsection (¢) permits a diversified company to engage in under-
writings provided these commitments do not exceed 25 percent of its
total assets. .

Paragraph (1) of subsection (d) provides that an investment com-
pany or group of controlled companies may not purchase securities
issued by another investment company if as a result of such acquisition
such group will have more than 3 percent of the outstanding voting
securities of such other investment company, or 5 percent of a spouuL
IM‘(I investment compuny. Investment compantes, however, may
increase their holdings in other investment companies of which they
already hold 25 percent of the voting stock, since such holdings
constitute presumptive control.

Paragraph (2) of subsection (d) limits the acquisition by investment
companies- of an insurance company’s stock to 10 percent of such
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company’s outstanding stock. However, investment companies may
increase their holdings in insurance companies of which they already
hold 25 percent of the voting stock,

Paragraph (3) of this subsection prohibits investment companies
from acquiring securities of persons engaged in the brokerage business
or in the business of underwriting and dealing in securities unless the
investment company will, after such acquisition, own all outstanding
securities of such person and the principal business of such company
is that of underwriting securities.

Subsection (e) permits investment companies, either alone or jointly
with other investment companies, to purchase stock of a company
engaged primarily in the business of underwriting and distributing
securities and to acquire stock of a company formed to engage in the
business of furnishing new capital to industry, financial promotional
enterprises, and similar activities.

Subsection (f) provides that a face-amount-certificate company
can acquire the securities of not more than two other face-amount-
certificate companies only upon certain prescribed conditions.

Subsection (g) permits an investment company to acquire more than
10 percent of the outstanding voting securities of an insurance
company where it is found that such acquisition is in the public interest
because the financial condition of such insurance company will be
improved as a result of such acquisition or any plan contemplated
as a result thereof. This subsection also permits investment com-
panies to participate in the organization of new insurance companies
and to purchase the stock of newly created insurance companies
from other investment companies. The powers of any insurance
commissioner or similar official or agency of the United States or any
State are in no way to be affected by any of the provisions of this

section. )
Section 13. Changes in investment policy

Subsection (a) provides that no shift in an investment company’s
fundamental policies as stated in its registration statement may
be made without the approval of a majority of the company’s out-

standing voting securities. .
Subsection (b) defines what shall constitute a vote of the majority

of the outstanding shares in the case of & common-law trust.

Section 14. Size of investment companies

Subsection (a) provides that no investment company -organized
after the effective date of this bill may make a public of{ering of its
sceurities unless it has or is assured of having at least $100,000 through
private subscriptions.

Subsection (b) authorizes the Commission to study and report
from time to time the effect of size of investment companies, both on
the national economy and on the trusts themselves.

Section 16. Investment advisory and underwriting contracts

Subsection (a) provides that after 1 year from the effective date
of this title all investment advisory or management contracts must
be in writing, must prescribe in detail the compensation to be paid,
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and must be nonassignable and terminable upon 60 days’ notice.
Such contracts have to-be approved by a majority of the voting stock,
may be for an initial period of 2 years, and renewable annually there-
after by the board of directors or stockholders.

Subsection (b) makes the provisions of subsection (a) except stock-
holders’ approval applicable to contracts for the distribution of
open-end company securities. .

Subsection (c) provides that investment advisory or management
contracts and underwriting contracts for the distribution of the
securities of open-end investment companies can be entered into or
renewed only upon the approval of a majority of the directors inde-
pendent of those persons who may either be parties to the contract
or persons who may be affiliated with such parties.

Subsection (d) provides that contracts in existence as at March 15,
1940, are permitted to continue for a period not exceeding 5 years,
unless such contracts have been renewed in accordance with the
provision of subsection (a) or (b) prior to March 15, 1945.

Subsection (e) defines what shall constitute the vote of a majority
of the outstanding voting securities in the case of a common-law trust.

Subscction (f) provides that none of the restrictions set forth in the
foregoing subsections of this section are to apply to the members of

an advisory board.

Section 16. Changes in board of directors; provisions relative to strict
trusts

Subsection (a) provides that in the future no person shall serve as a
director of an investment company unless elected by the holders of its
outstanding voting sccurities, except that, in effect, vacancies not
exceeding one-third of the board occurring between meetings of
stockholders may be filled in any otherwise legal manner.

Subsection (b) provides a procedure for the removal of trustees of
existing strict trusts by certificate holders where no provision is made

for their election.
Section 17. Transactions of certain affiliated persons and underuriters

Subscction (a) of this section makes it unlawful for persons who are
officers, directors, promoters, investment advisers, etc., or persons
affiliated with such persons acting ds principal, knowingly to sell to or
purchase from their investment company any securities or property
or borrow from such investment company.

Subsection (b) provides that the Commission may grant exemptions
from subsection (a) if the transaction is fair and is consistent with the
investment policies of the company and with the purposes of this bill.

Subsection (c¢) provides that notwithstanding subsection (a) a per-
son may sell to or purchase from any investment company merchan-
dise, or may enter into a lessor-lessee relationship with an investment
company. .

Subsection (d) prohibits joint participation and transactions be-
tween investment companies and their officers, directors, investment
advisers, principal underwriters, etc., in contravention of rules and
regulations of the Commission promulgated for the purpose of limiting
or preventing participation by the investment company on a basis dif-
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ferent from or less advantageous than that of such other participants.

Subsection (e) provides that brokerage commissions from investment
companies obtained by aflilinted persons are to be limited to standard
rates, with provision f‘(’n' apecial exemptions, )

Subsection (f) provides that the portfolio securities of investment.
companies must be placed in the custody either of banks or with cer-
tain types of stock-exchange firms or with the investment company
subject to supervision by the Commission as to methods of safe-
keeping, ete.

Subsection (h) provides that directors and officers, and subsection
(i) provides that principal underwriters and investment advisers of
registered investment companies are not to be permitted to exculpate
themselves from liability for willful misfeasance, bad faith, gross
negligence, or reckless disregnrd of their duties,

Section 18. Capital structure

Subsection (a) makes it unlawful for closed-end companies to issue
securities representing indebtedness or preferred stocks unless such
securities have an nsset coverange of at least 300 percent and 200 per-
cent, respeetively, Dividends may not be paid on the common stock
unless the securities representing indebtedness have an asset covernge
of 300 percent. and the preferred stock an asset coverage of 200 percent.
Dividends cannot be paid on the preferred stock unless such indebted-
ness has an asset coverage of 200 percent. Unless these coverages are
maintnined repurchases of securities junior to senior securities are
forbidden. Voting rights are also provided for preferred stocks and
in certain contingencies for senior securities representing indebtedness
other than loans.

Temporary borrowings up to 5 percent are exempt from the fore-
going provisions,

Subsection (b) provides for the tine at which asset, coverages must
be enleulated for the purposes of the preceding section.

Subsection (¢) provides that investment companies may not issue
more than three elasses of securities—-—one class of security represent-
ing indebtedness (including loans not publicly distributed), one class
of preterred stock, and one class of common stock.

Subsection (d) provides that hereafter investment companies may
not issue warrants to purchase their securities except warrants or
rights offered to their security holders which expire in 120 days. In
the case of a reorganization, however, warrants may be issued for
existing warrants.

Subseetion (0) exempts from other provisions of the section senior
securities issued by investment-companies to refund senior securities
and senior securities issued in conneetion with reorganization pro-
vided, speaking generally, that as a result of the reorganization the
ratio of senior securities to various stocks is not inereased over such
ratio as it existed prior to the reorganization,

Subsection () prohibits open-end companies from issuing senior
securities except t‘mt such companies are permitted to borrow from
banks provided that an asset coverage of 300 percent is maintained
at all times for such borrowings.

Subsections (g) and (h) define “senior securities” and ‘‘asset cover-

age,” respectively.
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Subsection (i) provides that hereafter every share of stock issued by
a registered management investinent company (except a common-law
trust of the character described in sec. 16) shall be a voting stock and
have equal voting righta with every other outstanding stock, The
right to elect a majority of the directors must be accorded to preferred-
stock holders in the event of default in 2 years’ dividends on tlwir stock,

Subsection (j) provides that in the {uturo face-amount certificate
companies cannot issue senior capital securities or, if such company
has such securities outstanding, to make any distribution or pay any
dividend in contravention of rules and regulations of the Commission
prescribed to insure the financial integrity of the company and to
prevent the impairment of the company’s ability to meot its obliga-
tion on its face-amount certificates, 1f a face-amount certificate
company does not maintain the minimum certificate reserves on all its
fnce-nmount certificates issued prior to the effective date of the hill,
then the company cannot make any distribution or pay any dividend
on any senior eapital security which exceeds a prescribed percentage
of its earnings or which the Commission determines might impair the
financial integrity of the company or its ability to meet its linbilities
on its outstanding face-amount certificates. Finally. face-amount
certifieate companies may issue their securities only for cash or secu-
rities including their own outstanding securities,

Section 19. Dividends

This seetion provides, in respeet of dividends on existing securities
issued by investment companies as well a8 securities issued by such
companies in the future, that the investment companies must disclose
by written statement accompanying such divi(h-m;s the source of such
payment when made other than from current or accumulated net

income as defined.
Section 20. Proxries; roting trusis; cireular ownership

Subsection (a) provides that solicitation of proxies, consents, and
authorizations relating to securities of investment companies regis-
tered under this bill are to be subject to the regulations te which
solicitations relating to securities listed on national securities exchanges
are already subject by reason of the Commission’s regulecions adopted
under section 14 (a) of the Securities Exchange Act of 1934, To
assure uniformity of interpretation and administraticn as between
that act and the present bill, section 20 (a) of the bill has heen so
drafted as to follow verbatim section 14 () of the Securities Kxchunge
Act, with only slight modifications of lancuace as are necessary hecause
of the spocin] classes of companies to which section 20 (a) of this bill
applies. :

Subsection (b) provides that hereafter no public offering by the
use of the mails or means or instrumentalities of interstate commerce
shall be made of voting-trust certificates of investinent companies.
However, existing voting trusts for investment companies may
continue until their expiration,

Subsection (¢) provides that no investment company shall purchase
any voting security if to the knowledge of such company cross or
circular ownership of securities exists or will exist between the invest-
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ment company and the company whose securities it purchases.
C'ross ownership is defined to exist between two companies when
each company owns more than 3 percent of the voting securities of
the other company. Clircular ownership is defined to exist among
companies included in a group of three or more companies if two or
more of such companies own 3 percent or more of the voting securities
of each other. '
Subsection (d) provides that eross or cireular ownership between
investment or other companies now in evidence must be eliminated
within 5 vears. If cross or cireular ownership comes into effect
between an investment company and other companies after the
effective date of this bill upon the purchase by a registered invest-
ment compatiy, such company is required to eliminate <ueh cross or
~eircular ()wnors‘lip within 1 yvear after knowledge of its existence

Section 21. Loans

- This cection makes it unfawful for investment companies to lend
money or property to any person if (1) such loan is not authorized by
the investment policies of the company as recited in its registration
statement and reports filed with the Commission, or (2) the foan is
made to a person which controls or is under common control with the
imvestment company.  Exception is made for the renewal of loans
outstanding prior to Mareh 15, 1940, and for lonne by a registered
compnny to a person owning all of its outstanding securities.

Section 22. Distribution, redemption, and repurchase of redeemable
gecurifies

Subeeetions (n) and (b) empower an association of gecurities dealers
registered under section 15A of the Securities Exchange Aet of 1934,
subject to the provisions of that section, to make rules to proteet
investors so {ar as is reasonably practicable, against any dilution of
their equity due to the methods of pricing, distribution, and redemp-
tion of redeemable securities issued by investment companies and to
prevent grossly exeessive sales loads upon such securities.

Subsection (¢) empowers the Commission, after 1 year, to make
rules and regulations to deal with the subjects mentioned in subsec-
tions (a) and (b). In other words, the industry is given a vear to
solve these problems for itself. )

Subsection (d) prohibits investment eompanies from selling their
redeemable seeurities to any person other (-“mn a dealer or principal
underwriter at a price less than that at which the security is sold to
the publie,

Subsection (e) prohibits the suspension of redemption of redeemable
securities iscued by investment companies for a period more than 7
days except duning certain specified emergencey periods or other periods
fixed by the Commissgion.

Subseetion (f) provides that the negotiability or transferability of
redeemable secunties of open-end companies may not be restricted in
contravention of rules and regulations which ti\e Commission may
prescribe.

Subsection (g) provides that open-end investment companies may
issue their securities only for cash or securities. However, such
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securities may be issued as stock dividends or for property pursuant
to a plan of reorganization of such company.

Section 23. Distributinn and repurchase of securities: Closed-end
- companies

Subsection (a) provides that no closed-end investment compan
may issue its securities except for eash or securities. However, sue
company may issue securities as stock dividends or for property in
connection with a plan of reorganization of such’ company.

Subsection (b) provides that closed-end companies may not issue
their common stock below asset value except in connection with an
offering to their own security holders, conversion of a convertible
security, exercise of any warrant outstanding at the date of enactment
of the bill, or with the consent of & majority of their common-stock
holders.

Subsection (¢) provides that no closed-end company may repurchase
any of its outstanding securities except on a securities exchange or
open market upon preseribed notice to its stockholders or pursuant to
tenders or unde. other circumstances to be preseribed to insure fair
treatment to all security holders,

Section 2. Registration of securities under Securities Act of 1933

In order to eliminate duplication in the material filed under the
Securities Act and this hill, subsection (a) of this seetion provides that
investment companies may register under the Securities Act of 1933
by filing copies of their registration statements under this title and
such other information as the (‘ommission may prescribe,

Subsection (h) provides that sales literature intended for distribu-
tion to prospective purchasers of the securities of open-end companies,
unit investment trusts, and face-amount certificate companies must,
be filed with the C'ommission within 10 days after the distribution of
siuech literature by the use of the mails or means or instrumentalities
of interstate commeree.

Subsectian (¢) empowers the (‘omimnission to prescribe the form in
which information shall be presented or summarized in the prospec-
tuses used by face-amount certificate companies and periodic payment
plans,

Subsection (d) provides that the provisions of section 3 (a) (8) of
the Securities Act shall be inapplicable to securities issued by invest-
ment companies. The provisions of section 3 (a) (11) of the same
act. are mude inapplicable to securities of registered investment
companies,

Seetion 26, Plans of reorgani zation

Subsection (a) requires that information relating to plans of re-
organization of investiment companies be filed with the J‘mnmi%ion.

Subsection (b) provides that the Commission, st the request of 25
pereent of any class of the security holders to be aflected by such
rearganization, or at the requost of a company which is a party to
such a plan, may render an advisory report as to the fairness of the
plan.  The company is required to send a copy of any such report
to its security holdors.
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Subsection (e) authorizes the Commission to inatitute injunction
proceedings in a Federal eonrt to restrnin the consmmmation of any
grossly unfuir plan of reorganization or nny plan which constitates
gross misennduct or gross abuse of trost '

Subeeetion () mnkes it elenr that the funetions and dutiee of the
Secnritice and Fxehange Commizsion under the Bankraptey  Aet
remain unehanaed.

Seefion 261 nit inrvestment truate

Under enbeeetion (), the troet indentures of uanit investment
trnete et desirnate ne trocter or enstodion o bank of » apecified
minimom <ize s mngd voguire that ol property nnd fund< of the (roa
will he held by the froctee: and must procide. nmone other fhinge.
that the trnstee cehieh mae pot recien unleea panee e Lrastee hae
hoen deddennted or the et Bguidatedy be enfitled to reimbores itoolf
ot of the teast properte for ite expenees netoalls inenreped ond e
actanllv entned Exeept ander sperinl civenmmatnnecs the dopo it
or anderwriter met e prohibited from dericing ang Tees Tremy She
troct avhor than the oriednal aealee Tond Tor disteibnting the  hnooe
Provicien et alen he made G advier chneehaldere ol pocfaljo
chanoee

o view of the faet that amendment of exieting troet indenture s fo
comply with snheoction (08 may in certain ensed involve appreciable
effort and T SR LTSI antheprtion Sh\ pvrmi!q the eame reslt 1o bhe secame
plished By nowritten conteact Stween the depositor and froeten

Sabecetion o) anthorizes the ingtitntion of proccedingin conet hy -
the Commizaon fo liguidnte =o.enlled “orphan™ froefa

Neetion 20 Depiodie payment plans

Subheeetion () containe provicions which limit the enles lond an
pertodic-pavment-plan cortifieates 1o 9 poreent; permit hall of the
anloa load fo be talcen ont duving the fivet venr of the plan bot reguire
the balanee to he epread nqnnl‘v\' over the eubeequent yenrs; regnire
the inttial paxyment ander any plan to be at least $20 and ench anb.
coquont pavment at leact €100 and to prevent evasion of the yestyice
fions on enles load by the imposition of co-ealled manngement fees;
authorize the Commiesion to preseribe masinumm mensgement foea,

Under snbecetion (b, the Commission may modify the provisions
of enbseetion (a) velative to salea lond in order to meet, the problems
of smaller companies, -

Subzeetion () vogquires that peviodic-payment-plan cortifientes
be redeemnble securinies and that the proceeds of paymenta thereon
be deposited with a truetee o m]clmfinn having the qualifientions
reguired for unit-investment trastz, under an indenture or agreement
meeting cortain of the conditions required of the trust indentures of
unit-investment (rosts,

Section 28 Faecc-amount ecrtificale companies

Parageaph (1) of <ubsection (a) provides that companiox which sell
face-amount cortificates are generally subjeet to the provisions of the
bill but must comply with eertain provisions which ave specifically
applicable (o that type of companyv.  The bill contmng provisions
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with respeet to minimam eapitalization of face-amount-cortificate
companies.

Paragraph (2 of subsection (a) provides that all companies which
in the future sell these cortifieatos must at all times maintain reserves,
which, necimalated at a rate not to exeeed 3% pereent componnded
annnnlle e provide an onmount safficient to meet at all times all
the liebilities and obligations of the company to all its cortifieate
holdere '

Suheoetion (b provides that companies must have each or ¢ualified
investments finvestiments which are qualified under the Code for the
Distriet of Cohunbin for life insurance companies) of a value not lesq
than the agpregnte of their capital and reserve requiremente,

Suhsgection (o) requires foece atnonnt-certificate companies to deposit
with eovtain qualified bank< all or any part of the investments innin-
fnined by enel company as cortifiente reserve requirements, eseept
that the cotmpany moy he credited with deposits made pursuant to
lnw or regulation with State aathorities in rospect to linhilities of the
cortiticatee enld fo the recidenta nf aneh States

<nheection (d) reguires that the loading charee fthe maximum
smonnt of swhich eharge i« fixed by the hith for the distribution of the
cortiliente be spread over the life of the certifieate In escenee, no
more than 50 pereent of the load may he tolien ont the fir<t year, no
more than 7 pereent in each of the Tollowing 1 vears, and not maore
than 1 pereent in ench of the remaining venes. The surrender valne
of the cortifiente for the first venr must o equal to at Jeast 50 pereent,
af the grossg annual pasment made on the cortifieate, Jess a preseribed
anrrender charge,

Qihecetion (o) provides that a cortifiente may not contain a pro-
vision making the holder linble for any unpaid halanee on the cor.
lifiente.

Subeeetion (F) requires that the cortifiente mnst provide for the
penpnee of o so-eallod paid-up certifieate to the certifieate holder
npon the happening of certain contingeneies,

Sithseetion (o provides that the foregoing provisions are not appli-
eoble to enrtitientes jssued to holders n’i cortifieates issued hefore the
effeetive dote of the aet,

Subseetion (hy provides that if o face-amount company does not
maintain the minimum certifieate reserve on all its outstanding face-
smornt ecertifieatos issned prior to the effective date of the bill, then
the company cannot make any distribution or pay any dividend on
nny senjor eapital soewrity which exeerds o preseribed percentage of
ils earnings or which the Commission determines night, impair the
finnneinl integrity of the company or ite ability to meet its linbilities
on the ontetanding eertifientos

Seetion 29 Bankrvuptey of fuee-amonnt-certificate compianies

Subsection (n), while preserving the rights, even in the event, of
hankruptey, of regidents in those States which require specifie deposits
with their State officinls, promotes more cqual treatment. of all certifi-
cate holders by providing that residents of other States must receive
an amount equal to that received by the residents of States with
deposits, before the Intter ean share in the general assets of the bank-

rupt company.
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Subsection (b) provides that the trustee in bankruptey of a face-
amount-certificate company shall be appointed by the court instead
of being elected by certificate holders and other creditors scattered
throughout the Nation. The Securities and Exchange Commission
is entitled to be heard by the court before the appointment is made.

Seetion 30. Periodic and other reports; reports of affiliated persons

Subsection (a) requires investment companies to file with the
Commission annual reports, including financial statements, similar
to the annual reports now filed with the Commission under the
Securities Kxchange Act of 1934 by companies having securities
listed on national securities exchanges.

Subsection (b) authorizes the Commission to require less compre-
hensive reports on a semiannual or quarterly basis. It also provides
that investment companies must file with the Clomunission copies o1
reports sent to their security holders.

Subsection (¢) provides that copies of reports filed hereunder may

be filed in substitution for reports which the company would other-
wise be required to file pursuant to the Securities Exchange Act of
1934,
Subsection (d) authorizes the Comumission to require investinent
companies to transmit semiannually to their stockholders reports
containing certain specified financial ‘and other information. The
reports to stockholders may not be misleading in any material respect
in the light of the reports filed with the Commission.

Under subseetion (e), annual reports to the Commission and to
stockholders may be required to be certified by independent public
accountants, whose eertificate must be based on a reasonably com-
prehensive audit.,

Under subsection (f), the provisions of section 16 of the Securities
Exchange Act of 1934 relating to transactions of officers, directors,
and controlling persons, which now apply to equity securities of in-
vestment companies whose seeurities are listed on a national securities
exchange, are made applicable to all securities of all registered closed-

end companies,
Section 31. Accounts and records

Subsecetion (a) authorizes the Commission to require investment
companies and certain of their majority-owned subsidiaries to preserve
accounts, records, and documents upon which their financial state-
ments  filed  with  the Commission are predieated.  Investment
advisers, depositors, and prineipal underwriters of eertain investment
companies may likewise be required to preserve records showing their
transactions with the investment companies with which they are
associated. '

Under subsection (b), the accounts, records, and documents kept
pursuant to subsection (a) are subject at all times to examination by
the Commission or its representatives. '

Subsection (¢) authorizes the Commission to provide for a reason-
able degree of uniformity in the accounting policies and principles
to be followed by investment companies in maintaining their accounts
and records and preparing the financial statements required in their
reports to the Commission and stockholders, '
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Subsection (d) authorizes the Commission in special cases to grant
exemptions from its accounting rules under subsection (c).

Section 32. Accountants and anditors

Under subsection (a), the selection of independent public account-
ants of investment companies, subject to certain exceptions, must be.
submitted for ratification or rejection to stockholders who, in addition,
at any time by a majority vote may terminate their employment,
The auditor's certificate must be addressed to security holders as
well as the directors.

Subsection (b) requires that the controller or other principal ac-
counting officer of an investment company bhe chosen cither by the
hoard of directors of the company or by its security holders, and not
merely be appointed by its executive officers.

Under subsection (¢), the Commission is empowered to require
accountants and auditors to keep reports and work sheets and other
documents relating to investment companies.

Section 33. Settlement of eivil actions

Subsection (a) requires that the documents specified in subsection
(b) be transmitted to the Commission if an action or claim for an
alleged breach of official duty on the part of an officer, director, in-
vestment adviser, trustee, or depositor of an investment company has
been compromised with court approval, or if a verdict has been ren-
dered or final judgment entered thereon.

Subsection (b) enumerates the pleadings, written record, and other
papers relating to the proceedings which are to be filed. The Com-
mission is authorized to use any information derived from such docu-
ments, except the names of the persons concerned, in connection with
any report or study which it may make of lawsuits,

Seetion 34, Destruetion and falsification of reports and records

Subsection (a) prohibits the willful destruction, mutilation, or
alteration of accounts and papers required to be preserved pursuant
o section 31 (a) or 32 (¢). !

Subsection (b) contains the usual provisions prohibiting misrepre-
sentations and half-truths in registration statements, applications,
reports, accounts, and other documents provided for in the bill. 1t
also imposes a similar reponsibility upon accountants and auditors
insofur as financial statements and reports signed or certified by them

are concerned.
Section 35. Unlawful misrepresentations and names

Subsections (a) and (b) contain the usual provisions prohibiting the
misrepresentation of the effect of registration with the Commission.

Subsection (¢) makes it clear that subsections (a) and (b) do not
prohibit a statement that a person or security is registered, if the
effect of such registration is not misrepresented.

The use of misleading names by registered investi:at companies
is specifically prohibited by subscction (d). This prohibition may
be enforced by order of the Commission when the name is adopted
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after the effective date of the hill, and by a court at the suit of the
Commission as to names theretofore adopted.

Section 36. Injunctions against gross abuse

This section authorizes the Commission to bring an action in a
proper court of the United States to enjoin certain affiliated persons
and underwriters of investment companies from acting in those
capacities, alleging that the defendant or defendants have ﬁeen guilty
of gross misconduct or gross abuse of trust in respect of the investment
comly;anly with which he or they are associated. If ‘the allegations are
established by evidence before the court, the court is required to
enjoin the defendant or defe:.iants for such period of time as appears
appropriate to the court. A 5-year statute of limitations is provided.
As in the case of noncriminal proceedings which the Commission is
authorized to bring pursuant to other sections of the bill, actions under
this section are to be brought in the Commission’s own name and by

its own attorneys.
Section 37. Larceny and embezzlement

Larceny and embezzlement from investment companies registered
under this title is made a Federal crime. This provision is in line
with similar provisions relating to national banks, interstate carriers,
and other institutions subject to comprehensive Federal supervision.

PROCEDURAL, ADMINISTRATIVE, ENFORCEMENT, AND FORMAL
PROVIBIONS \

The remaining provisions of title I, with certain minor exceptions
hereinafter noted, closely follow similar provisions in statutes now
administered by the Securities and Exchange Commission. All
these provisions, as well as the substantive provisions of the bill,
bave been earefully scrutinized by the members of the industry and
their counsel.

Section 38: Contains the usual provisions authorizing the Commis-
sion to promulgate rules, regulations, and orders in order to carry out’
its functions under the bill. Subsection (a) of the corresponding
section of the original -bill has been modified to make it clear that
this section does not grant the-Commission substantive powers but
merely implements powers elsewhere conferred.

Seetion 39: Provides for publication of the rules and regulations
of the Clommission,

Seetion 40: Sets forth, in somewhat more detail than in the statutes
now administered by the Commission, the procedures to be followed
in the issuance of orders.

Section 41: Provides for hearings by the Commission.

Seetion 42: Contains appropriate provisions for investigations,
injunetive proceedings, eriminal references, and other enforcement
procedures, :

Section 43: CGontains the usual provisions for review by the courts
of orders of the Commission.

Section 44: Contains the usudl provisions regarding jurisdiction and
venue of offenses and suits. To avoid the necessity of bringing
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certain types of criminal proceedings in the District of Columbia, the
third sentence of the scction contains a special provision making it
clear that such proceedings may be brought in the district wherein
the defendant is an inhabitant or maintains his principal office or
place of business.

Section 456: Provides for confidential treatment of information filed
with the Commission, and for the sale by the Commission of copies
of information which is available to the public.

Sections 46, 47, and 48: Contain the usual provisions relating to
annual reports, validity of contracts, liability of controlling persons,
and preventing compliance.

Section 49: Contains the penalties for willful violations of the bill.

Section 50: Saving clause for existing laws.

Section 51: Separability clause.

Section 52: Short title.

Section 53: Effective date.

TirLE II. INVESTMENT ADVISERS

Title II of the bill which deals with investment advisers is based on
a survey of these organizations by the Securities and KExchange
Jommission made in connection with its study of investment trusts
and investment companies. As in the case of title I, many of the
original provisions of title II were opposed by many investment ad-
visers who appoared at the hearings before the Senate Committee on
Banking and Currency. However, at the conclusion of these hearings,
the representatives of the Securities and Exchange Commission and
of those investment advisers who opposed the provisions of the original
title I1 met and as a result of their cooperative endeavors the present
title II was drafted. As now drafted, the title has the approval and
endorsement of the investment advisers who appeared at the hearings
before the committee. In addition, the title is unqualifiedly endorsed
by the Investment Counsel Association of America and by a large
number of investment advisory organizations which did not testify
hefore the congressional committee.

GENERAL STATEMENT

Investment advisers are persons who for compensation engage in
the business of advising others, either dircetly or through publications
or writings, as to the value of securities or as to the advisability of
investing in, purchasing or selling securities or who for compensation
and as part oFa regular business, promulgate analyses or reports con-
cerning securities. The provision or occupation of investment adviser
came into being after the World War and since 1929 the number of
individuals and firms engaged in this vocation has increased rapidly.
Although it is difficult to determine with precision the amount of
public funds administered by investment advisers, some idea of the
size of such funds may be deduced from the fact that only 51 firms
for which information was available to the Securities and Exchange
Commission, managed, supervised, and gave investment advice with
respect to funds aggregating approximately $4,000,000,000, a sum
roughly equivalent to the entire assets of all investment trusts and
investment companies now operating.
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The essenitinl purpose of title IT of the bill is to protect the public
from the frauds and misrepresentations of unscrupulous tipsters and
touts and to safeguard the honest investment adviser against the
stigma of the actfvitios of these individuals by making fraudulent
practices by investment advisers unlawful. The title also recognizes
the personalized character of the setvices of investment advisérs and
especial care has been taken in the drafting of the bill to respect this
relationship between investment advisers and their clients.

The title requires investment advisers doing business by the use of
the mails and facilities of interstate commerce to register with the

‘ommission, which is empowered to deny or revoke the registration
only of individuals convicted or enjoined by the courts for securities
fraud or who have made misleading statements in their registration

statements.
ANALYSIS BY SECTIONS

Section 201
Beetion 202
Seetion 203

advisers,

. Findings.
. Definitions.

. Registration of investment

Section 212,
Section 213.
Section 214.

suits,

Hearings,
Jourt review of orders,
Jurisdiction of offenses and

Validity of contracts,

Section 204, Annual and othet reports. Section 215.
Annual reports of commis-

Section 205, Investment advisory con- Section 216.
tracts. slon,
Section 206, Prohibited transactions by Section 217.
registered investment advisers. Sectlon 218,
Section 207. Material mirstatements, sion,
Section 208, Unlawful representations.  Seetion 219. Separability of provisions,
Section 209. Enforcement of title. Section 220. Short title.
Section 210. Publicity,
Section 211. Rules, regulations, and
orders.

Penalties.
Employees of the Commis-

Section 201, Findings

This section recites the findings of the Congress with respect to
investment advisers based on the report of the Securities and Exchange
Commission made pursuant to section 30 of the Public Utility Holding
Company Act of 1935 and facts otherwise ascertained.

Seetion 202, Definitions

This section defines the general terms used in the title. The term
“investment adviser’” is so defined as specifieally to exclude banks,
bank holding company afliliates, lawyer, accountants, engineers,
teachers, brokers (insofar as their advice 18 merely incidental to broker-
age transactions for which they receive brokerage commissions),
yublishers of bona fide newspapers, news magazines, or financial pub-
{ications of general and regular circulation and persons whose advice
is limited to securities issued by the United States and certain instru-
mentalities of the United States. In addition, the Commission is
authorized by rules and regulations or order to make certain further
exceptions according to preseribed standards.

Section 203. Registration of investment advisers

Subsection (a) makes it unlawful for any investment adviser, unless
he falls within one of the specific exemptions provided for in subsee-
tion (b), to make use of the mails or any means or instrumentality
of interstate commerce in connection with his business unless regis-
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tered with the Securities ahd Exchange Commission as provided in
subsection (c).

Subsection (b) exempts from the registration requirement (1) an
investment adviser, all of the clients of whom reside in the State in
which such adviser maintains his place of business and who does not
furnish advice ds to securities traded on national securities exchanges;
(2) an investment adviser whose only clients are investment com-
panies or insurance companies; and (3) any investment adviser who
during any year had less than 15 clients and who does not hold him-
self out to the public as an investment adviser.

Subsection (¢) provides that investment advisers may register by
tiling an application for registration containing certain information
the character of which is specified in the bill. The administrative
machinery for registration is similar to that provided in the Securities
Exchange Act of 1934 for the registration of over-the-counter brokers
and dealers. N

Subsection (d) provides that registration of an investment adviser
may be denied or revoked by the Commission if the registrant has
within 10 years been convicted of a crime or is énjoined by a court in
connection with a security or financial fraud, or if his application for
registration is materially misleading.

Subsection (e) provides that the commencement of a proceeding
to deny registration shall not operate to postpone the effective date
of registration unless the Clommission shall find such postponement
necessary in the public interest and shall so order.

Subsection () provides that a successor of a registered investment
adviser shall be deemed to be registered if within 30 days from its
succession Lo the business it files an application for registration with
the Commission.

Subsection (g) permits investment advisers to withdraw their regis-
tration on such terms and conditions as the Commission finds neces-
sary in the public interest and for the protection of investors.

Section 204.  Annual and other reports

This section provides that the data contained in the application for
registration must be kept reasonably current by such annual and spe-
cial reports as the Commission may require for that purpose.

Section 206. Investment advisory contracts

In order to prohibit arrangements for contingent compensation to
investment mlvisers based on profit-sharing arrangements with
clients which encourage advisers to take undue risks with the funds
of clients, this section provides that contracts between advisers and
clients may not provide for compensation to the investment adviser
based upon capital gains or capital appreciation. However, compen-
sation based on the total value of a fund to be administered is not
prohibited. Contracts between an investment adviser and his client
must be nonassignable by the investment advisers without the con-
sent of the client, and if the investment adviser is a partnership, the
client must be notified of any change in the membership of the firm.

H, Repts., 76-3, vol. 4 ——07
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Section 206. Prohibited transactions by registered investment advisers

This section makes unlawful transactions and practices by invest-~
ment advisers which defraud or operate as a fraud or deceit upon
clients or prospective clients. Registered investment advisers are
also forbidden to purchase securities from or sell securities to any
client, either as principal or as broker for another person, without
first advising the client of the transaction and obtaining his consent

thereto.
Section 207. Material misstatements

" This section makes it unlawful for any person willfully to make
any untrue statement of material fact or to omit to state any material
fact in any registration statement or report filed with the Commission
pursuant to sections 203 and 204.

Sections. 208-221, inclusive. Unlawful representations, administrative
and enforcement machinery .

These sections contain provisions comparable to those in title I.
Section 210, which relates to publicity, recognizes that in many in-
stances the adviser-client relationship is a personalized one and pro-
vides for confidential treatment of information obtained in the
administration and enforcement of the title, to the extuiit that such
treatment is consistent with efficient enforcement.

CHANGES IN Existing Law

In compliance with paragraph 2a of rule XIII of the Rules of the
House of Representatives, changes in existing law made by the bill
are shown as follows (new matter is printed in italic and existing law
in which no change is proposed is shown in roman):

Section 44 of the act entitled ‘‘ An act to establish a uniform system
of bankruptcy throughout the United States,” approved July 1, 1898,

as amended:

Sec. 44. TRUSTEES; CREDITORS’ COMMITTEES; AND ATTORNEYS.—4, The cred-
itors of a bankrupt, exclusive of the bankrupt’s relatives or, where the bank-
rupt is & corporation, exclusive of its stockholders or members, its officers, and
the members of its board of directors or trustees or of other similar controlling
bodies, shall, at the first meeting of creditors after the adjudication, or after a
vacancy has occurred in the office of trustee, or after an estate has been reopened,
appoint a trustee or three trustees of such estate. If the creditors do not appoint
a trustee or if the trustee so appointed fails to qualify as herein provided, the
court shall make the appointment. ’

If the bankrupl 18 a }t)rce-amount-certiﬁcate company, as defined in seclion 4 of the
Investment Company Acl of 1940, the court alone shall make the appointment; but
the court shall nol make such appointment without first nolifying the Securities and
Exchan¢e Commission and giving it an opportunity to be }eard.

b. Such creditors may, at their first meeting, also appoint a committee of not
less than three creditors, which committee may consult and advise with the trustee
in connection with the administration of the estate, make recommendations to
the trustee in the performance of his duties and submit to the court any question
affecting the administration of the estate. )

e. An attorney shall not be disqualified to act as attorney for a receiver or
trustee merely by reason of his representation of a general creditor.

Section 67 of the said act of July 1, 1898, as amended:

8gc. 67. LIENS AND FRAUDULENT TRANSFERS.—a. (1) Every lien against the
property of a person obtained by attachment, judgment, levy, or other legal
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or equitable process or proceedings within four months before the filing of a
petition in bankruptcy or of an original petition under chapter X, XI, XII,
or XIII of this Act by or against such person shall be de¢gmed null and void
(a) if at the time when such lien was obtained such person was insolvent or (b)
if such lien was sought and permitted in fraud of the provisions of this Act:
Provided, however, That if such person is not finally adjudged a bankrupt in any
proceeding under this Act and if no arrangement or plan is proposed and confirmed
such lien shall be deemed reinstated with the same effeet as if it had not been
nullified and voided.

(2) If any lien deemed null and void under the provisions of paragraph (1) of
this subdivision a has heen dissolved by the furnishing of a bond or other obliga-
tion, the surety on which has been indemnified directly or indirectly by the
transfer of or the creation of a lien upon any of the nonexempt property of a
person before the filing of a petition in baunkruptey or of an original petition
under chapter X, X1, XTI, or XIII of this Aci by or z:fainst him such indemnifying
transfer or lien ghall also be deemed null and void: Provided, however, That if
such *person is not finally adjudged a bankrupt in any proceeding under this Act,
and if no arrangement or plan is proposed and confirmed, such transfer or lien shall
be deemed reinstated with the same effect as if it had not been nullified and voided.

(3) The property affected by any lien deemed null and void under the pro-
visions of paragraphs (1) and (2) of this subdivision a shall be discharged from
such lien, and such property and any of the indemnifying property transferred to
or for the benefit of a surety shall pass to the trustee or debtor, as the case may be,
except that the court may on due notice order any such lien to be preserved for
the benefit of the estate, and the court may direct such conveyance as may be
proper or adequate to evidence the title thereto of the trustee or debtor, as the
case may be: Provided, however, That the title of a bona fide purchaser of such
property shall be valid, but if such title is acquired otherwise than at a judicial
sale held to enforce such lien, it ghall be valid only to the extent of the present
consideration paid for such property.

(4) The court shall have summary jurisdiction of any proceeding by the
trustee or debtor, as the case may be, to hear and determine the rights of any
partics under this subdivision a. Due notice of any hearing in such proceeding
shall be given to all parties in interest, including the obligee of a releasing bond or
other like obligation. Where an order is entered for the recovery of indemnifying
property in kind or for the avoidance of an indemnifying lien, the court, upon
application “of any party in interest, shall in the same proceeding ascertain the
value of such property or lien, and if such value is less than the amount for which
such property is indemnity or than the amount of such lien, the transferee or
lienholder may elect to retain such property or lien upon payment of ite value, as
ascertained by the court, to the trustee or debtor, as the case may be, within such
reasonable times as the court shall fix,

(5) The liability of a surety under a releasing bond or other like obligation
shall be discharged to the extent of the value of the indemnifying property recov-
ered or the indemnifying lien nullified and voided by the trustee or debtor, or,
where the property is retained pursuant to the provisions of paragraph (4) of
this subdivision a, to the extent of the amount paid to the trustee or debtor.

b. The provisions of section 60 of this Act to the contrary notwithstanding,
statutory liens in favor of employees, contractors, mechanics, landlords, or other
classes of persons, and statutory liens for taxes and debts owing to the United
States or any State or subdivision thereof, created or recognized by the laws of
the United States or of any State, mayv be valid against the trustee, even though
arising or perfected while the debtor is insolvent and within four months prior
to the filing of the petition in bankruptey or of the original petition under chapter
X, XI, XII, or XIII of this Act, by or against him. Where by such laws such
liens are required to be perfected and arise but are not perfected before bank-
ruptey, they may nevertheless be valid, if perfected within the time permitted
by and in accordance with the requirements of such laws, except that if such
laws require the liens to bhe perfected by the seizure of property, they shall instead
be perfected by filing notice thereof with the court. .

¢. Where not enforced by sale before the filing of a petition in bankruptc
or of an original petition under chapter X, XI, XII, or XIII of this Act, though
valid under subdivision b of this section, statutory liens, 'including liens for
taxes or debts owing to the United States or to any State or subdivision thereof,
on personal property not accompanied by possession of such property, and liens
whether statutory or not, of distress for rent shall be postponed in paymeat to
the debts specified in clauses (1) and (2) of subdivision 8 of section 64 of this
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Act, and, except as againat other liens, such llens for wages or for rent shall be
restricted In amount of their lmyment to the same extent as provided for
\ugm and rent pompectively in subedivision s of section 84 of this Act.

. (1) For the purposes of, and c.clusively applicable to, this subdivision d:
(w) “Property” of a debtor shall Include only his nonexemnpt property; (h) “deht’’
in any legal liability, whether matured or unmatured, liquidated or unliquidated,
abeolute, fixed, or contingent; go) “oreditor’” in a person in whose favor a debt
exists; (J) a person is “insolvent’’ when the presmint feir salable value of his ro‘mrty
in less than the amount required to pay his dehts: and to determine whethor &
partnership is insolvent, thore shall be added to the partnership property the
present falr salable value of the separate property of each 7mmrnl pairtner in
excens of the amount required to pay his separate debts, and also the amount
realizable on any unpaid subseription to the partnership of each lhnlited partnor;
and (o) commideration given for the property or obligation of a debtor in “fair’
(1) when, in gowd faith, In exchange and as a fair equivalant therefor, property is
tranaferred or an antecedent debt in satisfled, or (3) when such m;;mr‘y or obliga-
tion is received in good faith to secure a prosent advance or antecedont debt in an
amount not disproportionately small as compared with the value of the property
or obligation obtained, -

(2) Every transfor made and every obligation incurred by a debtor within one
year prior to the filing of a l)emi«m in bankruptoy or of an original petition under
chapter X, X1, XII, or XIII of thin Aot by or againat him is fraudulent ss) as to
oreditors existing at the thine of auch transfer or obligation, if made or ineurred
without fair consideration by a debtor who is or will be thereby rendered innolvent,
without regard to his actual intent; or (b) as to then existing creditors and as to
other persons who become ereditors during the continuance of a business or trans-
action, if made or incurred without fair consideration by a.debtor who is engaged
or is about to engage in such business or transaction, for which the property
remaining in his hands iy an unrcasonably stuall capital, without rogard to his
actual intent; or (¢) as to then existing and future ereditors, if made or inourred
without fair consideration by a debtor who intends to incur or believes that he will
incur debta beyond his ability to pay as they mature; or (d) as to then existing and
future creditors, if made or incurred with actual fntmn., as distingiished from
intent presumed in law, o hinder, delny, or defraud either existing or future
creditors,

(3) Every transfer made and every obligation inourred by a debtor within
four montha prior to the filing of a retition in bankruptoy or of an original petition
under chapter X, X1, XI1I, or XTH of this Act by or against him i fraudulent,
aa to then existing and future creditora, if made or incurred with intent to use the
consideration, ohtained for the transfer or obligation, to effect a preference to a
third person voidable under section 80 of this Act. The remedics of the trustee
for the avoidance of such transfer or obligation and of such preference shall be
oumulative: Provided, howerer, That the trustec shall be entitled 1o only one
satisfaction with reapect thereto.

(4). Every transfer of partnership property and avery partnership obligation
incurred within one year prior to the filing of & petition in bankruptey or of an
original petition under chapter X.I or XII of this Act by or against the partner-
ship, when the partnership is insolvent or will be thereby rendered Insolvent, is
fraudulent as to partnership creditors existing at the time of such transfer or
obligation, without regard to actual intent if made or incurred (a) to a partner,
whether with or without a promise by him to pay partnership debts, or (b) to a

rson not a partner without fair consideration to the partnership as distinguished
m)m consideration to the individusl partners.

(8) For the purpoeses of this subdivision d, a transfer shall be deemed to have
been made at the time when it became so far perfected that no bona-fide pur-
chaser from the debtor and no creditor could thereafter have acquired any rights
in the property so transferred superior to the rights of the transferee therein, but,
if such transfer is not so perfected prior to the filing of the petition in bankruptcy
or of the original petition under chapter XI or X1J of this Act, it shall be decemed
to have been made immediately before the filing of such petition,

(6) A transfer made or an obligation incurred by a debtor adjudged a bankrupt
under this Act, which is fraudulent under this subdivision d against creditors of
such debtor having claims provable under this Act, shall he null and void againsat
the trustee, except as to a bona-fide purchaser, lienor, or obligee for a present fair
equivalent value: Prorided, however, That such purchaser, lienor, or obligee, who
without actual fraudulent intent has given a consideration less than fair, as de-
fined in this subdivision d, for such transfer, lien, or obligation, may retain the
property, lien, or obligation as security for repayment.
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(7) Nothiug contained in this suhdivision d shall be construed to validate a
transfer which in voidable under nection 60 of this Act.

¢. For the purpose of any recovery or evoidance under this section, where
nlenary procoedings are necessary, any State court which would have had ;nrlldio-

on it bankruptey had not intervened and any eourt of bankruptey shall have
roncurront jurisdiction,

cé. (1) For the purposes of, and exclusively applicable to, this subdivision { (a)
“deblor” ashall mean a face amount certificate company as defined in section 4 of the
Investment Company Act of 1940; (b) “face-amound certificate’’ shall mean a face-
amount certificale as defined in seclion 2 of the Investment Company Act of 1840;
(¢) “deponitary’ is a person or Slale agency with whom securities or other property of
a deblor 18 deporited or lo whom property of a deblor is transferred, sn trust or otherwise,
pursuant to the requirements of a Stale law or an agreement by the deblor providing
Jor the dintribution of such property or ils proceeds lo creditors or accurity s of
the deblor in the event 'of the inaolvency of the deblor or under other apecified cireum-
slances; (d) "‘deposit creditor’ is a creditor who, under the provisions of a State law
or agreemenl providing for a deposast with or tranafer lo a deposilary, Aas righls as to
the securities or properly so deposiled or transferred which exceed the rights of a general
creditor; and (e) “State agency’’ ia an official or agency of a Siate dem lo act as
deponitary or lo distribule property, or the proceeds o} property held by a tary.

(2) Every depoait or transfer o} securilies or olher property made by or on I
of a deblor with or lo any depocilarg'for the benefil or prolection of or to secure the
Aolder of m:z‘mvm'm sold by or on behalf of the on-or after January 1, 1941,
shall be voidable as aym’rut the trustee of such deblor if the property of the estate is
inaufficiend for the full payment and discharge of all clasms on account of all face-
amount certificates sold ﬁ: or on behalf of (he deblor, and such deponil or tranafer and
every lien created (hereby shall thereupon be avoided by the truatee aubject to the pro-
visions of ggmgraph 3 of thia subdivision ld

() In the event any depoail or tranafer described in paragraph 2 of this aubdivision f
shall be avoided the trustee shall segregale the property received by the irustee from the
depotitary and char&e the aazae with the costs and expenses of mainlenance und liguida-
tion and distribute the net proceeds thereof lo the creditors who would have been entitled
therelo under the provisions of the law or mmenl providing for the deposit or tranafer
of the property, and each such creditor a thereafter be entitled to dividends from
the estate only after all creditors of the same rank shall have received the same per-
cenlage,

(4) The court shall have summary jurisdiction of any proceedings to Aear and
delermine the rights of any parlies under this subdivision of and to Aear and deter-
mine the sufficiency of the property of the estate for the full payment and dz‘acharz
of all claims on account o, face-amount cerlificales sold by or on behalf of ¢

blor. Due notice of any hearing in such proceedings shall be given to every de-
positary and State agency which is a party in interest.

(5) Where the provisions of subsection (c) of section 28 are mot applicable, the
provisions of this section will not apply.

The committee also wishes to point out, for the information of the
House, that certain other provisions of existing law are of significance
in relation to the present bill though not amended thereby, as follows:

Section 24 (c) of the bill relates to section 10 of the Securities Act
of 1933, as amended, which reads as follows:

INFORMATION REQUIRED IN PROSPECTUS

Sec. 10. (a) A prospectus—

(1) when relating to a security other than a security issued by a foreign
government or political subdivision thereof, shall contain the same statcments
made in the registration statement, but it need not include the documents re-
ferred to in paragraphs (28) to (32), inclusive, of Schedule A; .

(2) whon relating to a security issued by a foreign government or political
subdivision thereof shall contain the same statements made in the registration
statement, but it need not include the documents referred to in paragraphs (13)
and (14) of Schedule B.

(b; Notwithstanding the provisions of subsection (a)—

(1) When a prospectus is used more than thirteen months after the effective
date of the stration statement, the information in the statements contained
therein shall be as of a date not more than twelve months prior to such use, so
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far as such information is known to the user of such prospectus or can be furnished
by_such user without unreassonable effort or expense.

(2) there may he omitted from any prospectus any of the statements required
under such subsection (a8) which the Commission may by rules or regulations
designate as not being necessary or appropriate in the public interest or for the

protection of investors.
(3) any prospectus shall contain such other information as the Commission

may by rules or regulations require as being necessary or appropriate in the publie
interest or for the protection of investors,

(4) in the exercise of its mwen under paragraphs (2) snd (3) of this subsec-
tion, the Commission shall have authority to classify prospectuses according to
the nature and circumnstances of their uss, and, by rules and regulations and
subjact to such terms and conditions as it shall W;IJ' therein, to prescribe as
to each class the form and ocontents which it may find appropriate to such use
and consistent with the public interest and the protection' of investors.

(¢) The statements or information required to be included in a prospectus by
or under authority of subsection (a) or (b), when written, shall be placed in a
conspicuous part of the prospectus in type as large as that used generally in the

MX of the prospectus. .
(d) In any oase where a prospectus consists of a radio broadeast, copies thereof

shall be filed with the Commission under such rules and regulations as it shall
rescribe. The Commission may by rules and Iations require the filing with
t of forms and proapectuses used in eonnection with the sale of securities registered

under this title.

Section 24 (d) of the bill relates to paragraphs (8) and (11) of section
3 (a) of the Securities Act of 1933, as amended, which read as follows:

EXEMPTED SECURITIRS

Sxc. 3. (a) Except as hereinafter expressly provided, the provisions of this
title shall not apply to any of the following o%uu- of securities:
* * *® * * * *

(8) Any insurance or endowment policy or annuity contract or optional sunuity
contract, issued by a corporation subject to the supervision of the insurance
commissioner, bank commissioner, or any agency or officer E.rforming like func-
tions, of any State or Territory of the United States or the District of Columbia;

] * * [ *» L L

(11) Any security which is a part of an issue sold only to persons resident
within a single State or Territory, where the issuer of such security is ‘:dperaon
resident and doing business within, or, if a corporation, incorporated by doing
business within, such State or Territory.” .
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