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- EIVERSIFOFM DISHONESTY
_ Mr, Chai¥man,’ members of the amlonal Association of Securities Come-
missioners,  Ladied and Gsntlemen: - .

At past meetings you gdave me the opportunity to discuss with you
certain aspects of fraud an?d dishonesty in connection with securities
transactions. It is a problem which undoubtedly will be present. in our

:economy so long as there exists 2 scramble for profits and power. It is
d problem which day in and day out increases your responsibilities and
burdens as 1t does ours. So long as therz-is any money in the public
pocketbook;’ those who would promote ventures: for their own profit will

" engage in fraudulent and deceitful practlces in spite of any statutory

attempt to prohibit them.

"We ‘are all fairly famillar with the great variety of fraudulent
schemes designed to circumvent the various Federal and State sccurities
laws in selling securitles. We have been wvery successfful in bringing to,
‘justice those who indulged in such schemes and, as Chalrman Purcell said
~to you yesterday, "We may all be justly proud of the extent to which, fLaLﬂ
-has been suppressed.” :

In addition to its disclosure .Tequirements the Securities Act of
1933, a& you well know, was designed to prevent frausd in the distribution
and sale of securities. The fraud prevenﬁion and disclosure provisions
of that Act were strengthened by the enactment cf the Securities Exchange
Act of 1934, Last year I discussed Rule X~10B-5 adopted by the Commisslon
under the latter Act. I stated I thought there was no difference in pro-
‘tecting people from purchasing securities from dishonest promoters than
there was in protecting persons fron selling their securities to insiders
who persuade investors to give up their sceccurities by techniques as
vicious as thosz used by dishonest promoters, I heve heard it sald that
my discussion on that subject was prdvocative., I have heard protestations
made in answer to charges brought by the Commission, tottemed upon alleged
fraud upon the seller of sccurlities, that that type of fraud is a new con-
cegt. I did not think it a new concept at the time the Rule was adopted,
nor do I think so today. Frezud and dishonesty in-conncction with
securities transactions, however varied, however diversiform, are nonc
the less fraud and dishonesty. :

I would like today to follow .fraud in its deneral sense bﬂyonﬂ that
practiced in the ordinary purchase or sale of securities. "Fraud, indeed,
in the sense of a court eof equity" says Mr. Justice Story, 1/ "proparly
includes all acts, omissions and concealments which involve a breach of
¥ X K tpyst * X ¥v ygaving in mind fraud in this zeneric sense I propose
to discuss with you some.of the applications of Section 36 of the Invest-
ment Company Act of 1340, g/ That Section authorizes the Gommission to
seek an injunction.in the proper United States Tistrict Court against any
person for gross misconduct or gross abuse of trust in respesct of any

1/ Story Eq.Jur. § 187; Moore v. Crawford, 130 U.s., 122, 128,
2/ Section 36, 15 U.S.C. 80a-35.
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registered investment company which such person serves in any of certaln
designated capacities, If the Commission's charges of gross abuse of
trust are csteblisghed, then the Court is obliged toc enjein such person,
either permanently or for a period of time, from acting or serving in the.
designated capacities.

In discussion the applications of Sectiom 36, let it be recalled
that the Investment Company Act is the result of zbuses and defects un-
covered in an exhaustive study made by the Commission. Let it be clear
that the investment company industry itself recognized the existegnce of
these abuses and defects and joined the Commission in urging the passade
of the Act. Let it be very clear that the terms and provisions of the
Act were worked out in conference by the representatives of the industry
and the Commission with the approval of the Congressional committees con-
~erned. Let it not be unclear that I am very zppreciative of the fact
that invesiment companies are vitallyr associated with our mnational
economy although relatively few of them are more than 20 years old. As
of June 30, 1945 the total assets of all registered investment companies,
excluding fized and semi-fixed trusts, installment investment plans, face-
amount certificate companies and companies in process of liquidation and
dissolution, agdregated approximately three billion dollars, The assets
of companies excluded from that figure run into several hundred millions
of dollars. At the end of 1944 there were 371 investment companies regis—
tered with the Commission. The numﬁer.gﬁ security holders of investment
companiss has been sharply increasing since the advent of the Act and in
the Spring of this year therz were two million persons scattered through-
out the country holding such securitics. These fidures are of importance,
not only in considering the relation of investment companices to our
national economy, but are of vital importance in considering the concspt
of the invesiment compary business -~ a business which provides a medium
for public invesiment in common stocks and other securities -~ a business
desidned to administer a pool of money belonging to a large -and widely
scatterad body of investors. These figures are of importance not only in
considering the investment trust business, but in giving consideration to
particular investment companies and to those who make up thzir manage~
ments. Managements after all assume the high responsibility of administer-
ing other pceople’'s money.

Basically the problems of the industry filow from the very nature of
the assets of investment companies. Those assets for the most part consist
of cash and securities which are usually completely liguid and rz2adily
negotiable. DbDecause of these characteristics, control of such funds
offers manifold opportunities for exploitation by an unserupulous
management.

It is a funfamental of trust lrw, as with all other fiduciary relation-
ships, that thz trustee must be whc.iy faithful to the interest of his
trust. In conscience and in equity the beneficjary, nét the trustee, is
the owner of the trust property. I am confident that the industry as a
whole is vitally interested in seeing to it that fiduciary standards are
maintained., Indeed they must be if public confidence in the investment
company btusiness is to continue.
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1 think Federal and’ State aéenCLGS charded with the administration
of ths regulatione ‘and r qulrements p&rtalning to the distribution of
investment company sharbs, as well as the 1ndustry itself, are quitc aware
that not all the managenents of 1nvestment companies are good and there is:
no assurance that past good managements maJ ‘ot deteriorate as internal
personnel changes occur. This hazard can be overcome by careful invsstie
gation agd‘copstant watchipg of rerformance,

. In considering the "gross abuse of trust" sectiom of the Investment'
Company Act, I should Jike to present td you the facts of some of the
less lnvolved cases wh;ch nave ‘come before the Commission and the Courts
Time will nob. permi§ a.discussion of all of the cases because¢ the fac’
of each are 1nvolved and complicated.

' The fl:st g;mg “the provisions of Section 36 were invoked by the Come
mission was in 1ts action filed in the Federal [istrict Court at Kansas
City, Missouri in 1942 against Unitcd Funds Management Company, a face-
amount certificate company; and its officers and directors. The nature
of the contract which United sold wes such- that in the later years in
which it was in force the burden of raintdining it bocame iricrcasingly
difftcult, The management knew the company did not have sufficient re-
serves to provide for the payment of its outstanding certificates at
maturity. Faced with these bothersome facts, the management embarked
upon a campaign to switch their security-hélders out of their certificates
into other investments. As a'bant of this campaign United mailed to its
certificate holders a letter'stating that its reserves had been guestioned,
The purpose of that Ietter was obviouss

Here was a company whose certificatz holders were being induced by
the management to surrernder uhe¢*‘"ertificat=s for less than they had
pald and to relinguish the bencfit of the proportionatsly grzater improve-
rent called for by the certificates as they procaeded to maturity. This
plan was calculated to relieve the company of its burdensome obligations
at -the expense of the certificate holders and thus to enrich the direc-
tors and officers, who wersz the p“lnblpal owners of the equity stock.
Here was a situation where the directors and officers had refused and
failed to effect a plan of liquldation which would have been fair and
equitable to¢ the real owners of the trust's-prcpe”ty-

Eecause of these allebed'facts the Comrmisgsion flled its action under,
Section 36.0f the Act _sceking the removal of the officers and directors.
for their gross-misconduct and gross abuse of trust. . In addition the
Commissxon .asked for the app01ntment of a receiver to conserve the com- -
pany's assets ond to hold them subject 40 the order of the.Court: fcr
liquidation and distribution. The District Court issuzd a tﬁmpotavy re-
straining gorder and appointed a trustee to take over the company's assets.
While our aﬁtlon was pending, United filed a petition in banPrupt”J and
was subsequent;y adgudicatad a bankrupt.

R

I think vhls case illustrates “hat an investment compary may not
cperated in the ‘interests of its o! fficers or directors or in the inter
of special classes of security holderss It'must be operated in the in-
terests of all classes of security holders.

* - :

ot
egt
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Let us look at another situation. In the Spring of this year the
Commission filed an action against First Investment Company of Concord,
Hew Hampshire and its president, one Charles L. Jackman. 3/ The company
was comparatively small  and was dominated and controllesd by Jackman., He
»lso controlled the Northern ‘Securities Company, a personal holding
company.

Jackman had engaged in a scheme té acquire the stock of the investe
ment company at less than asset value throudh hies personal holding company
as the ostensible purchaser by means of misleading statements in violation
of Rule X-10B-5. In addition, this investment company had failed to file
with the Commission or submit to its stockholders finznecizal réports as re-
quired by the Act. The complete absence of financial information regard-
ing the condition of the company was of great assistance to Jackman in his
stock acquisition program. Lack of financial information certainly pre-
vented the establishment of any true over-the-counter market for the
company's stock. The company was charged with other violations of the
Investment Company Act such as making loans to controlled affiliates and
rurchasing securities of affiliates. The Commission's action resulted in
a final juddment against First Invesiment Company, Jackman its president,
and his personal holding company. The judgment, which was consented to,
baesides enjoining the many violations of the Investment Company Act and
the Securities Exchange Act, enjoined Jackman from serving or acling in
the capacity of officer, director or investment adviser of the investment
company., In addition, Jackman stipulated that upon liquidation of the
company he would pay to the perscns from whom he had purchased the com-
rany's securities the difference between the price a2t which he acquired
the stock and the final liquidating value of the stock.

I think this case illustrates the proposition that it is dross abuse
of trust for 2 manadement of an investment company to purchase company
securities from its sharcholders without fairly presenting adequate
financial information concerning the company.

The last of my illustrations involving the applicztion of Section 36°
is the Commission's action against Aldred Investment Trust and its of-
ficers and trustees. 4/ The Trust was established as a common law irust
under the laws of Massachusetts, Its investment policy, until January 1,
1944 was to invest its assets in readily marketable securities of public
utility and industrial corporations. The absolute eontrol of the Trust
was vasted in the trustees. To the debentures which it sold to %he pub-
lie were attached 10C,000 common shares. In addition there were issued
112,000 free common shares which were not attached to the debentures. All
shares had equal voting ridhts, It will be seen that the bolder of the
free shares had complete control of the Trust. Absent 2 dezfault in in-
terest the sharcholders were not entitled to put an end o the Trust until
the year 2002, The trustees, howaver, could terminate the Trust earlier.
The trust agrcement provided that no investment would be deemed improper
because of its speculative character, The Trust had been insolvent since
1927, The asset value of thz Trust was substantially less than its funded

3/ Civil Action, File No. 400; USDC New Hamp. June 19, 1945,

4/ S.E.C, v. Aldred, 53 Fed., Supp. 724, —— F, '2d —__, (cca 1, Sept.
17, 1945).
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debt, Earnings were insuffictent to meet the interest requirement on this
debt. To prevent a default in interest and a possible termination of the
Trust, a large pfoportion of intzrest was paid out of capital., In ths
latter part of 1941 the Trust had essets of approximately $2,000,000 and
a funded debt of $5,900,000, That was the picture in October: 1941 when °
one Hanlon bought the cont*ollin* block of voting stock for less than
$20,000.

What were thé detzils of his conduct and that of most of the othe
trustees which the Court found to constitute eross misconduct and drocs
abuse of trust? .

Immediately after acquiring control Hanlon .clected himszlf and cor-~
tain friends as trustees and officers. He was made president of the com-
pany. Salaries were pald to trustees and officers. The office of the
Trust was movad to Hanlon's brokerafe office in Eoston. With the Truct
facing bankruptcy and unable to meet interest except by the sale of porti-
folio securities, Hanlon sought to effectuate various plans of reor’aniza-
tion which would relieve him of the pressures of the intercst requircments.
He was stopped at the outset by the position of the Commission that any
plan would be grossly unfair which did not leave the debentures holdars in
full control of the Trust., Hanlon, however, continued to use capital to
meet interest requircments and manafement expenses when fairness should
have indicated the necessity of a fair recapitalization or liguidation,
Finding the way blocked to any recapitalization which woulé leave him in
control, he gambled one-third of the Trust's cholcest securities in pur-
chasing control of the Suffclk Downs Horse-Racing Track, Since this pur-
c¢hasc involved a chande in investment policy, the Investment Company Act
razquired stockholder approval. In procuring such approval,’ the trustess
deliberately refraincd from teliing stockholders anything about the race
track purchase, the detzils of whicdh had already been completely arranged.
Such notice as was diven was a masterful bit of understatement.

The Circuit Court of Appeals in susteining the judgment of the Lis~
trict Court against thedefendazts in the Aldred case, sa2id:

"We havé examined the record carefully, and in ocur opinion the
only inferences permissible from the evidence and testimony pre-
sentad at the trial are clearly to the effect that Hanlon and
his associates during the period they had the management of the
Trust were motivated primarlly by ideas of personal gain, From
the moment they took over they embarked upon a course of action
which culminated in the acquisition of Fastern Racing Association,
That transaction enabled Hanlon and his associates to elcct thom-
selves as directors and officeérs of Suffolk Downs Horse-racing
Track, a business about which they knew nothing but which carried
the certain prospect of handsome salaries.”
Even elimihating the race track incident, I personally telieve the
other facts indicated the necessity for 1ngunctive action.



- 64

The Eistrict Court,iin order t9 prevent futurs violations by Hanlon
or any other nominees he might selccet, appointed receivers "with the
power either to rcorganize the capital structure of the Trust or liguidate
the Trust and distribute the assets . . ." The Court of Appesals, in af-
firming the.judgment of the District Court, sala:

"With respect to the appointment of receivers, the appellants con-
tend that Hanlon, as the owner of voting control, has the power,
'with which no one has any right to interfere', to superseds the
enjoined trustees and elect new trustees; and thabt, conceding the
propricety of receivership, the Commission under the statute has no
authority to ask for such relief.

"We do not agree with either of thes¢ contentions. Hanlon's vot-
ing control represents no equi’” interest in the Trust, and to
permit him to remain in contrel would be to perpetuate the very
conditions that brcught about this suit. In granting relief the
Pistrict Court relied upon its esguity power to asppoint receivers
with power either to reorganize or liguidate the Trust. In the
light of the circumstances surrounding this case the only effoe-
tive means of protecting the interests of the debenture holders was
to remove Hanlon from the contro}jofwihe trust assets which do not
beleong to him. § 36 invokes the eqiity power of the Federal Court
and that calls into play its inherent powers where necessary to do
Justice and grant full rclief. The appointment of receivers in

the case at bar was an appropriate exercise of the court's inkersnt
equity power ¢ . . "

The problem of breach of duty has apparently been of much concern to
the English. In June of this year the Committez on Company Law Amendment,
which was appointed bafore the present Labor Government came into
power, recommendad major amendments to the Companies Act, 1929, The
amendnents recommended would be applicable to all companies and would in
several respects be broader than Section 36. Undzar the proposed amend-
r2nts the Board of Trade would be empowered to appoint inspectors to
irvestigate the affairs of a company if it appears that:.

", . .thereis reasonable ¢round for suspecting that there has
been fraud in the promotion or formation of the company or that
there has bezn fraud or misfeasance or breach of duty in tre
managerent of the business or affairs of the company®*or that

the company has been party to frzud or misfeasance or bdreach

of duty or that a mirority of the members cr of a class of

the members has been oppressed by the majority, or that irforma-
tion has been withheld from mermbers which ought reasonably to

have been given to them. . ." _/

Inspectors may bz appointed also upon the recommzndation of a court or
upon the request of a certain number or percentage of the stockholders.

A}

5/ Report of the Committce on Company Law Amendment - p. 101.
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Where the insﬁeéﬁérsf report indlcatesta.prima facle case of fraud
or misfeasance the Board of Trade would have the power to apply to the
Court for an arder to wind up the company.

. Referéncg'for‘crim;ngl prosccution is provided where the Board of
Trade deems the facts to justify such action, .

While Section 36 of the Investment Company Act is not as broad as
the proposed amendment to the Companices Act, once the charies of <ross
abuse cf trust are established to the satisfaction of the Court it hLas
the inherent power to rsorganize or liquicdate the Trust, The Aldrad case
is authority for this: propesition.

I want to make it clear that the recitation of the facts in thz cases
to which I have referr2d is not in any way to be taken as delimiting the
extent of Section 26, ‘Like fraud, abuse of trust is not a fact but a
conclusion to te drawn from facts, The térms "gross abuse of trust" or
"iross misconduct" should not bz limited by any herd and fast definition,
Eoth constitute fraud in its general sense., In this connection I think
a guotation I cited last year is applicable. Judge Lamb of the Missourd
Supreme Court said: . .

"Fraud is kaleidoscopic, infinite, Fraud being infinite and
taking on protean form at will, were courts to cramp themselv:s
by defining it with a hard and fast definition, their jurisdictior
would be cunningly circumvented at once by new schemes beyond the
defirition, Messieﬁrs, the fraud-feasors, would like nothing '
. half so well as for courts to say they would go thus far, and no .
farther in its pursuit." 6/ .

The deglarations of policy as set forth by Congress in Section 1 (t) of
the Investment Coﬁpany.Act afe a gcod fuide in any.interpretation of
gross miscorduct and gross abuse of trust. As the Court properly hold
in the Aldrcd.caéc'¥hé ihter@rétation of gross mis~onduct and gross
abuse of trust as used in Section 26 will dJdepend net only upon relevant
common law principles of fiduciary duties tut also upon the dzclaration
of policy as sat forth in the Acte
Congress has declare? that the policy and purposcs of the Act are
to mitigate and so far as is feastblz to elimlnale certaln snumerated
conditions which it found adverscly affscted the national public interest
and the interest of investors. Congress states that the provisions of
the Act shall bz intzrpreted in accordance with its policy and purposcs.
bOBQPESS.has also declared that the netional public interest and the
interest of investors até zdversely affected -~ ’

"(1) when investors ... receive dividends upon, vote, ... s21l,
or surrender securities issued by invostment companies without
adequate) "accurste, and éxplicit information, fairly prasertad,
concerniﬁé the character of such securitics and ire c?rcumstance§,
policies, and finanéial responsibility of such companics and thoir

-  management;

8/ Stonemets v, Head, '248 Mo. '243; 154 S.W. 108 (1913).
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"(:2) when investment companies are ... operated, managed, or their
portfolio securities arc selected, in the interest of dircctors,
officers ... or other affiliated persons ... rather than in the
interest of all classes of such companies’ security holders;

A
“(3) when investment companies ... fail to protect the preferences
and privileges of the holders of their cutstanding sccurities;

. » e o & 9 o o o

"(5) when investment companies, in keeping their accounts, in
maintaining reserves, and in computing thzir earnings and the asszt
value ¢f their outstanding securities, employ unsound or misleading
maethods, or are not subjecied to adequate independent scrutiny;

"(6) when investment companies are reorganized, become inactive,
or change the character 5f‘ﬁhe1; business ... without the cons=nt
of their security holdsrs;*" -

L2 ] . . ® e ¢ s =

"(8) when investment companies operate without adequate assets or
ressrves, "

I believe that any substantial deviation from that codification of
the fiduciary obligations imposed upon directors and officers of invesi-
ment companies, ipso facto, constitutes gross misconduct and gross abuse
of trust, And once such a dcviation is established the power of the
Court to reorganize or liquidate the Trust should not be lost sight of,

My remarks are not meant to imply that most investment companies
which had been Operatiné in this country before 1940 were guilty of un-
fair practices cr were mismenaged, I feel we should be pleased that pro-
gress has bezn made ty the members of the industyy voluntarily to eliminate
some of the major abuses and deficiencies and to improve generally
standards of practice.

With personnel problems being gradually alleviated, those charged
with the adminlstration of the regulations and requirements pertaining to
the distribution of investment company shares will be able to give more
and more attention to the problems in the industry. To paraphraseée a
statement by a member of the industry, although no amount or kind of
Covernment regulation can guarantee good investment management or insure
irvestors adainst losses, the investment company industry itself can pro-
vide considerable protection against the recurrence of past abuses and
cxcesses that characterized early investment company history. Z/

At no time in the history of the country has the bulging public
pocket book looked so inviting to our perennial get.rich-quick Wailiniforls.
We must thereforeintensify our efferts tc combat the subterfuge and sharp-
tongued salesmanship of those who would indulge in nefarious schemes in
connection with the purchase or sale of securities. At the same time we

"/ Investment Companies -~ 1945 Edition - Arthur Wiesenberger - p. 47.

hS
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must not lose sight of the more devious hishonest practices within the
corporate enterprise ltoelf., Wz must be alert to dishonesty howaver
diversiform. The prospective investor must te alerted to investi zte
before he invests in any venture, including an investment company, and
to watch the performance of any company in which he invests. I repeat,
the investiment company is important in our natianal economy and providss
a medium for public investment in common stocks and othar securities;
But we should never forget the limitations on conduet of manajemznt or
those in control of a corporate enterprise. I close with this statzment
of Mr. Justice Douglas: -
-
"He who is in such a fiduclary position cannot scrve himszlf
first and his cestuis sccond... He cammot use his power for
his personal advantage and to tho detriment of the stockholdsrs
and creditors no matter how absolute in terms that power may be
and no matter how meticulous he is to satisfy technical require-
ments, For that power is at all times subject to the equitable
limitation that it may not be exercised for the aggrandizenent,
preference, or advantage of the fiduciary to the exclusion or
detriment of the cestws s, Where there is a violation of those
principles, equity will undec the wrong or intervene to prevent
its consummation .., Otherwise, the fiduclary duties of Jominant
or. management stockholders would go for naught; exploitation woul4d
become a substitute for justlce; and equity would be pervserted as
an instrument for approving what it was designed to thwart, " §/

&/ Pepper v. Litton, 308 U.S, '295, 311 (1939).



