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MONDAY, APRIL 2, 1934

UNITED STATES SENATE,
COMMITTEE ON BANKING AND CURRENCY,

Washington, D.C.
The committee met in executive session at 10:30 a.m., pursuant to

adjournment on Thursday, March 29,1934, in room 301 of the Senate
Office Building, Senator Duncan U. Fletcher presiding.

Present: Senators Fletcher (chairman), Barkley, Costigan, Eey-
nolds, McAdoo, Adams, Townsend, Walcott, Carey, Steiwer, and
Kean.

Present also: Ferdinand Pecora, counsel to the committee; Julius
Silver and David Sa^erstein, associate counsel to the committee; and
Frank J. Meehan, chief statistician to the committee.

The CHAIRMAN. The committee will come to order, please. This
is a resumption of our executive-session hearings, and wfc have asked
Judge Healy, chief counsel of the Federal Trade Commission, to
come down this morning to give his views about certain phases of
H.K. 8720.

Judge Healy, will you give your name, connection with the Gov-
ernment, and residence?

Mr. HEALY. My name is Robert E. Healy I am chief counsel of
the Federal Trade Commission.

STATEMENT OF HON. ROBERT E. HEALY, CHIEF COUNSEL OF THE
FEDERAL TRADE COMMISSION, WASHINGTON, D.C.

The CHAIRMAN Judge Healy, how long have you held that posi-
tion?

Mr. HEALY. I came to the Federal Trade Commission in February
of 1928.

The CHAIRMAN. Judge Healy, as chief counsel of the Federal
Trade Commission have you had to do a good deal with the handling
of securities, accounting, and that sort of thing, particularly I might
say with reference to sections 12 and 12 (b) of this bill?

Mr. HEALY. Yes; but I think I ought to say
The CHAIRMAN (continuing). Your experience has been in con-

nection with that sort of question, I suppose ?
Mr. HEALY. I think I ought to say that since the Securities Act of

1933 was passed I have had very little to do with the administration
of that act. But I have had charge of the public hearings on SJRes.
83, the resolution which authorized the investigation of utility com-
panies and holding companies; and in connection with that investi-
gation I have seen a great deal of the accounting methods of cor-
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7 5 8 8 STOCK EXCHANGE PEACTICES

porations by which asset statements, income statements, and surplus
statements are built up.

I do not pretend to be an expert about stock-exchange procedure,
or even about accounting, but I have seen some things about ac-
counting methods of various corporations which seem to me to sup-
port certain provisions of this bill.

Senator ADAMS Referring to your expression about accounting
methods and how assets are " built up ", that is quite an accurate
statement, is it, Judge Healy?

Mr. HEALY. Yes, sir; that is also true of surplus statements and
income statements of corporations. I do not know, Mi Chairman,
how much the committee wants to hear from me, but I will go along
and if you are not interested in something I say, if you will just
tell me I will stop

The CHAIRMAN That JS all right You may proceed with your
statement.

Mr. HEALY. One of the most striking things we have come across
m our utilities investigation, so far as it relates to market operations,
was m the case of the Cities Service Co. The Cities Service Securi-
ties Co. staged a campaign for the selling of common stock of the
Cities Service Co*, and the securities company made contracts with
various dealers, with distributors throughout the country, and it also
made many of its own employees distributing agents, or salesmen.
For example, there were 399 employees of the Cities Service Refining
Co., including oil-station attendants, and so forth, in Massachu-
setts alone who were licensed to sell securities They had literally
hundreds, perhaps thousands, of them all over the United States.

These salesmen or distributors sold the stock of the Cities Service
Co by going into people's homes and into offices all around the
country. The arrangement was that if a commission man sold the
stock to an investor who resold his stock within a certain period of
time the commission agent lost his commission. They were
encouraged by means of literature put out by the company and by
contract provisions not to sell m large lots but in small lots, and
that is why we have been getting letters from people who write in
pencil and who misspell words, people who bought 10 or 15 or 20
shares, and some of them put all the money they had into that stock
because these salesmen and distributors solicited them. For in-
stance, if a man anticipated his installment payments he could not
get delivery of his stock until the time provided, the 10 months'
period, was up So that I think our record indicates that every
effort was made to keep the stock off the market.

Senator ADAMS In connection with that, Judge Healy, did you
include within your investigations their campaign for selling stock
to employees of the Cities Service Co. and its various subsidiaries?

Mr. HEALY. Just far enough to learn, as I believe the evidence
showed, that the stock was peddled around by employees But you
are talking about sales to employees, I believe ?

Senator ADAMS. Yes.
Mr. HEALY. Yes. There is no doubt that employees were expected

to invest a part of their earnings in Cities Service Co. securities We
have had information to that effect. But one of the effects of this
particular manner of selling securities, with this provision about com-
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missions and the fact that purchasers could not get delivery of their
stock until the time was up, and so forth, was to keep the stock off
the market.

Now, at the same time that this was going on we should remember
that the contracts provided that sales should be made at the preceding
day's closing price on the New York Curb. Now, how was the price
on the Curb made? I have told you of the methods employed by
which the agents kept the stock from coming onto the market, or
restricting it as much as possible from coming onto the market; and
yet at the same time the Cities Service Securities Co. was buying
immense quantities of stock on the market—yes; immense quantities
of the stock, and I will give you those figures in just a minute. Nowy
in some years, or in some months, purchases by the Cities Service on
the Curb accounted for over 95 percent of all the stock bought on the
Curb. And for the stock-selling campaign period, I believe 3 years
and 8 months, those purchases accounted for over 73 percent of all
purchases made of the stock on the Curb. Therefore the law of sup-
ply and demand was not operating naturally in that stock. They
were keeping the shares off the market on the one hand, and on the
other hand they were making the demand for the stock, with the
result that the stock had the appearance of great activity. And one
of the very striking things about the campaign was that the money the
people paid in on those various contracts was the very money which
was used to make the market at which they bought their securities.

Senator ADAMS. HOW much did the Cities Service Co in the aggre-
gate put into the market 2

Mr. HEALY. Let me give you another figure first, and then I will
give you that figure.

Senator ADAMS. All right.
Mr. HEALY. In the period from April 1, 1927, to the last day of

December 1930 a subsidiary of the Cities Service Co., a wholly con-
trolled subsidiary, known as the " Cities Service Securities Co.",
which carried on those operations, took in from the people of this
country $1,146,518,000, and something over.

Senator COSTIGAN. Quite a staggering figure in one stock.
Mr. HEALY Yes. Now, how much of that did they spend, and

what did they do with it ? In the first place, they spent $965,000,000
in market purchases of the stock. And that answers your question,
Senator Adams. In addition, they paid out over $32,000,000 for the
cost of shares issued in the exercise of warrants, including premiums
that they paid in buying warrant-bearing debentures, warrants
entitling the holder to subscribe to common stock at stated prices.

Now, these big figures I have given of the amount of money that
they took in, of more than a billion of dollars, do not include any-
thing for the money that they took in in selling debentures to other
people. I allude to convertible debentures from the sale of which
they took in many millions of dollars.

Senator KEAN. The result of that was that they sold to the public
the stock and then bought it back from them; is that true ?

Mr. HEALY. NO, sir; I do not think so.
Senator KEAN. Well, then, what was it?
The CHAIRMAN. What was the reason that prompted them to go

and sell to the public stock of an amount exceeding a billion dollars
and then to buy their own stock to the extent of $965,000,000?
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Mr. HEALY. The stock they were selling was being sold to indi-
viduals around in the cities and the country districts.

The CHAIRMAN. At what price?
Mr. HEALY. Oh, at prices that got to be as high as $60 and $65

a share.
Senator KEAN. What was the Curb market?
Mr. HEALT. Approximately that amount at the time when the sales

were made and when the Cities Service Securities Co. helped to make
the Curb market.

Senator KEAN. What I am getting at is this: They sold stock to
the public exceeding a billion dollars, and then they bought back
stock from the public at practically the same price, aggregating
something like $965,000,000.

Mr. HEALY. NO, sir. But the effect of their market purchases was
to help to make the price at which they were selling the stock to the
public. And you have not allowed me to finish my story.

Senator KEAN. All right. Go ahead.
Mr. HEALY. I was trying to tell you what they did with the $1,146,-

518,000. They took $965,000,000 and put it into market purchases,
but that was not a buying back of the stock from the same people it
was sold to. A lot of those people, out in the sticks, that bought
this stock to the extent of more than a billion dollars still have it. The
deal as planned, the whole plan, worked out in such a way that they
restricted the amount of shares coming onto the market, and then
they created a great big demand by buying this vast quantity of
shares themselves.

Senator BARKLEY. But didn't they sell a lot of that stock by ped-
<Hmg it around, door-to-door, on the installment plan, and requiring
the buyer to agree not to put it on the market for sale for a certain
period of time?

Mr. HEALY. Yes, sir.
Senator BARKLEY. SO that the stock could not be dumped back on

the market after it had been purchased by the public.
Mr. HEALY. That is right. And if a fellow who purchased the

stock resold it within a certain period of time the salesman was
penalized by having to forfeit his commission.

Senator 6ARKLEY. I know that one of the salesmen came into my
office in spite of the rule here against peddling in this building, and
sold some of the stock to one of the young ladies in my office, on the
installment plan, and she hasn't finished paying for it yet.

Mr. HEALY. Oh, yes. Now let me give you the next item, showing
what they did with the $1,146,518,000 that they took in.

Senator BARKLEY. Excuse me right there for one minute.
Mr. HEALY. Certainly.
Senator BARKLEY. And this young lady
Senator KEAN (interposing). Of course if the people had been

n little market-wise they could have sold that stock short, couldn't
they?

Senator BARKLEY. Well, if they had sold it short, they would have
had to deliver the stock. They could not receive the stock until
they finished paying for it, and how would they have delivered the
stock in case of a short sale?

Mr. HEALY. That is it.
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Senator CAREY. AS I recall the situation at that time a great many
people bought the stock on the installment plan and had to wait to
get the stock, like the voung lady in your office.

Senator BARKLEY. Oh, yes.
Mr. HEALY. Well, gentlemen, if you could see the letters that come

in to us you would find an indication that they sold a great deal of
the stock to illiterate' people, to people who knew nothing about
the market for securities. The local representatives of the Cities
Service Securities Co. talked those people into buying the stock.
And those representatives were expected to do it, were urged to do it.

The CHAIRMAN. What did those local representatives get for
selling the stock?

Mr. HEALY. They got commissions, but I do not recall the amount*
The CHAIRMAN. All right.
Mr. HEALY. NOW, the next item that I have referred to in telling

you what they did with the $1,146,518,000, shows that they paid
$20,500,000 of it to Henry L. Doherty to buy shares he had. When
that campaign had reached a certain point they took the opportunity
to market some of Mr. Doherty's shares Now, on those sales Mr*
Doherty made a profit of $17,700,000. They paid $2,800,000 to a
company known as the " Gas Securities Co", which was wholly
owned by Mr. Doherty, on which transaction that company made a
profit of about $2,000,000. So that Mr Doherty's personal profit
exceeded $19,000,000.

Now, this may not be quite in point but you may be interested to
know that after they did that he caused the Cities Service Co., or at
least somebody caused the Cities Service Co. to create a new class of
stock, of 1,000,000 shares of $1 a share; each share having full voting
rights, and he bought back, or rather he bought those 1,000,000
shares, with the result that after he had sold certain of his shares and
made profits of more than $19,000,000, he ended up with a bigger
percentage of control of the Cities Service Co. than he had before
he made the profit.

Now, in fairness to Mr. Doherty I must say that the whole arrange-
ment was described in circulars and proxies sent out to the stock-
holders, and the stockholders voted the creation of that new class of
stock. But they were not told anything about Mr. Doherty's selling
of his own securities.

Now, I do not want to take up too much of your time in accounting
for this sum of $1,146,518,000 that they took in. There were certain
shares purchased from Harris-Forbes & Co., and Halsey, Stuart &
Co. There was a cancelation of employees' subscriptions, and there
were expenses and losses to the Cities Service Securities Co. in their
market operations of more than $14,000,000. But, the Cities Serv-
ice Co. itself received as new capital through the issuance of original
shares that were fed into the market in this connection only about
$77,000,000.

Looking at it from the point of view of whether this method of
obtaining capital is economic and well advised, it is interesting to
note that the average yield per share to the Cities Service Co. from
the stock it put out during this period was something less than $25
a share. But many people paid much more than that.

Senator ADAMS. What is the present market for the Cities Service
stock?
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Mr. HEALY. The last time I noticed it the price was around $2 a
share. And it has been lower than that. If some of those folks had
purchased those securities direct from the company when this elab-
orate work was carried out on the New York Curb, the Cities Service
Co. itself would have realized more capital and the purchasers would
have had a very much smaller loss.

The CHAIRMAN. Under the laws of what State was the Cities
Service Co. incorporated?

Mr. HEALY. I don't remember.
Senator KEAN In Delaware, I think
Mr. HEALY The point I would make in connection with this mat-

ter is that this bill now being considered by your committee I believe
should be drawn and I think is drawn so that activities of this char-
acter on exchanges, the making of prices by this sort of process,
would be ended.

Senator KEAN. I think that is right.
Mr. HEALY. I am informed that the Cities Service Co is a Dela-

ware corporation.
The CHAIRMAN. All right.
Mr. HEALY. NOW, I have here a mimeographed copy of the sum-

mary that accompanied our examiner's report when it was presented
for our public utilities record, and I would be very glad to leave
copies here if you would like to read it.

Senator ADAMS. I should like to have a copy of it.
Senator KEAN. And I would like to have one.
Senator MCADOO. Please give me one, if you will.
The CHAIRMAN. Let it go into and be made a part of our record.
(A paper entitled " Summary of the Report of the Federal Trade

Commission Examiner, placed in the record of the Commission's
investigation of power and gas utilities, Tuesday, Apr. 25, 1933,"
will be found at the end of the day's proceedings )

The CHAIRMAN. YOU may proceed with your statement, Judge
Healy.

Mr. HEALY. The complete report, that is, Dr. Mitchell's report,
and my examination of him, in which I tried to demonstrate, through
him, what the report meant, has been printed in Senate Document
No. 92, part 53, which is your print of our utilities investigation
That report goes into the matter in a much more detailed manner
than does this mimeographed statement, which is merely a summary.

The CHAIRMAN. YOU referred to Senate Document No 92?
Mr. HEALY. Yes.
Senator ADAMS. IS there contained in that report a copy of the

contract with the employees who bought Cities Service Co stock?
Mr. HEALY. I do not remember.
Senator ADAMS. YOU see, an employee bought under a 5-year con-

tract which tied up hi£ stock for that length of time.
Mr. HEALY. Of course, the striking thing about it from my point

of view is that those large dealings by the Cities Service Securi-
ties Co. on the market made the price, or at least helped to make the
price, at which the stock was being sold to the public throughout
the country.

Now, there is one other phase of this matter which I should like
to talk about
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Senator KEAN (interposing). This was over what period of time?
Mr. HEALY. This period ox time ran from the first of April 1927 to

the last day of December of 1930, 3 years and 8 months if I have
figured it correctly.

Senator KEAN. Because during that time the people were a little
•crazy.

Mr. HEALY. Yes. Of course, we cannot ascribe all of the rise in
Cities Service Co stock to this activity. I presume the activity in
the stock attracted speculator^ and also aroused the cupidity of many
people. It may be that this campaign was calculated to do that.

Mr. PECORA. Judge Healy, did you come across any evidence as
to the issuance of new securities by the Cities Service Co, not for
the purpose of utilizing the proceeds in the business but to take ad-
vantage of high rates offered for the use of money in the call-loan
market 2

Mi. HEALY. I cannot say that I did, Mr. Pecora.
Mr. PECORA. There was some reference to that made recently

before this committee by an officer of the Cities Service Co., whom
you will recall, Mr. Chairman, was subpenaed by us and who ap-
peared here about a month or a month and a halt ago.

The CHAIRMAN. Yes.
Mr. PECORA. That the Cities Service Co. made very extensive

loans during the year 1929 in the call-money market of New York,
and that they got the money from the sale of securities.

Mr HEALY. We have in process of preparation a detailed report
on the Cities Service Co., which will be presented the latter part of
this month, and m which we expect to analyze their fixed capital
accoupt, their earnings statements, and their surplus statements.

Mr PECOJRA. I will say while on the subject that when I first
became counsel to the committee, a year ago in January, the very
first inquiry I intended to make was into the operations of the Cities
Service Co. Senator Norbeck, who then was chairman of the com-
mittee, entirely agreed to that; in fact, he was one of the gentlemen
who originally suggested it to me. And I had just barely got started
on it when it seemed quite apparent to everybody that an inquiry
into the Cities Service Co. at that particular time might be attended
with very, very serious consequences in the tottering stage of the
economic structure, m January and February of 1933, and for that
reason we withheld our comments. And I haven't really had the
time to get back to it since.

The CHAIRMAN. Also it was along about that time understood
that the Federal Trade Commission was making an investigation
of the matter.

Mr. PECORA. Yes; that is true, too.
Mr. HEALY. Of course, gentlemen of the committee, I can only

refer to just a few high spots of this situation There is much more
of value in our record than I have the time to tell you about.

The CHAIRMAN Just go ahead with your statement, Judge Healy
Mr. HEALY. NOW, I should next like to say that it is our observa-

tion, as a result of our work in these utilities investigations, that
a balance sheet or an income statement of a corporation may be a
very misleading thing; if not misleading intentionally it is at least
not a proper disclosure. I t often fails to show things that ought
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to be shown. So that I very earnestly urge upon you gentlemen of
the committee this point, that if you are going to enact such a bill
as this, and if you are going to give the Federal Trade Commission
jurisdiction, and if you are going to require a corporation whose
securities are registered to make reports, then by all means give
the Commission sufficient authority to the end that we may get
leports that will really disclose the facts.

As proof of why you cannot depend entirely upon a balance-sheet
statement I should like to tell you that in our investigation we have
iound a great many of these so-called " write-ups " of investments
and in fixed capital accounts. I t is not always done in as simple a
form as that which I will try to describe for you, but in its simplest
form it means that a corporation strikes out from its books the cost at
which a particular security or property has been recorded and sub-
stitutes somebody's idea of value, which is always, or nearly always,
far in excess of the book figures We have found up to date,
according to the last compilation L saw, over $1,150,000,000 of
write-ups.

Senator MCADOO. Did you say $1,550,000,000?
Mr. HEALY. NO; I said $1,150,000,000.
Senator MCADOO. Well, that is a pretty big sum
Mr. HEALY. I should like to refer to a few specific instances I do

not want to burden you by too much detail, but one of the most
striking instances was m the case of the Appalachian Electric Power
Co That was a subsidiary of the American Gas & Electric Co., and
it operates in Virginia and West Virginia. The American Gas &
Electric Power Co. at $139,000,000, or a write-up of $66,000,000,
Appalachian Electric Power Co was organized by the American
Gas & Electric Co. m March of 1926 Now, all or the constituent
companies making up the Appalachian Electric Power Co were
owned by the American Gas & Electric Co. at the time of their
consolidation. A dummy intermediary was used. The American
Gas & Electric Co. sold the properties to that dummy, or the securi-
ties were sold to him, and he sold them to the Appalachian Electric
Power Co., the newly formed company.

Now, those properties had had a book value on the books of con-
stituent companies of $72,621,000, but they were recorded on the
books in the fixed capital account of the newly formed Appalachian
Electric Power Co. at $139,000,000, or a write-up of $66,000,000,
which did not represent a single additional dollar of investment by
anybody in the Appalachian Electric Power Co. I inquired of one
of their officials about it, and it appeared that a man rode over the
property, and I don't know how long he took, but not very long,
and he made some figures on the back of an envelop that expressed
his idea of the value of the property being put together. I t was
never approved by any public service commission nor submitted to
any public authority, but it was used to mark up the fixed capital
account of those companies $66,000,000.

Now, the American Gas & Electric Co. in that process got all the
common stock of the Appalachian Electric Power Co., and accord-
ing to a computation made by our man, they owned that stock at
$5,000,000 less than nothing. In other words, through the manner
m which it was handled they got all the common stock plus a profit
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of $5,000,000. According to their claims the common stock cost
ihem about $2,000,000, or possibly $3,000,000, and the pai value of the
stock was $50,000,000.

Now, we have numerous items of that character
Senator KEAN. NOW, in that case suppose they had written it

down, would you have objected?
Mr. HEALY. My information is that conservative accountants, con-

servative business men regard a writing down as necessary and
proper sometimes, but there doesn't seem to be very much support
for writing up, especially when the write-up is carried over into a
stated value of nonpar stock or in par value of par stock, or to create
surplus accounts, or depreciation reserves, or other reserves, which
under such circumstances are nothing but bookkeeping entries.
What we want to say is that the actual cost of that company's capi-
tal was $66,000,000 less than those figures indicate.

That sort of thing is not confined to the Appalachian Electric
Power Co.

Mr. PECORA. I think in the case of the Insull corporate structure
it was shown where investment trusts and holding companies that
were units of the Insull scheme, issued securities and transferred
or sold them to one another at an inflated valuation, which created
large paper profits on the books of the companies that issued and
sold those securities to other units of the Insull system On the
statements or balance sheets they were able to so reflect those large
profits that they sold to the public millions of dollars of other
securities, consisting principally of debentures, which speedily be-
came worthless. That was another scheme of corporate financing
that we were able to bring to the attention of this committee last
year.

Mr HEALY. We saw an instance in the case of one of the Insull
companies, the name of which escapes me for the moment but it was
an operating subsidiary, which had an operating deficit. I t had
some securities m its treasury which it sold to another Insull com-
pany, and the second Insull company paid for those securities in its
own stock. The first company took the stock of the second company
onto its books at the par value thereof and that par value was large
enough to wipe out the operating deficit and to create a surplus of
about $700,000. Our records show instances in the Insull outfit
where stock dividends were kited as people kite checks, where a com-
pany paid a stock dividend to a second company, which took it on
into surplus, and paid a stock dividend, charged against surplus.,
back to the first one

Now, as to earnings statements which do not disclose the source
of the earnings and do not give the Commission an opportunity to
learn whether the earnings statements submitted are built up in
such a fashion, or whether the fixed capital accounts are built up
in such a fashion, if we do not have the proper authority the Com-
mission will not accomplish what ought to be expected of it under
this bill.

Senator STEIWER. Are you going to suggest an amendment?
Mr. HEALY. NO ; that is merely suggested to you as an important

matter I t seems to me that the authority will be given if the bill
is passed in its present form
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Senator STEIWER. YOU are, then, speaking in behalf o± the bill
as it is before us now ?

Mr. HEALT. Yes, sir.
Senator ADAMS. What section or sections of the bill contain that

authority ?
Mr. HEALY I think sections 11 and 12 of the bill.
Mr. PECORA. That is page 35 of the bill H.R. 8720. In other

words, you advocate that these corporations be required to file state-
ments that not only tell the truth, bi}t the whole truth.

Mr. HEALY. That is exactly it.
Senator CAREY. I presume the Commission would set up a form,

that they would have to follow.
Mr. PECORA. The Commission is empowered to do it under section

12 (b).
Senator STEIWER. In your opinion, Judge Healy, would there be

any advantage m requiring two reports, that is to say, reports m
two forms, one for the information of the Commission, and the
other a simplified form to be published for the information of the
public? Would there be any advantage in that^

Mr. HEALY. I would think there would be much advantage in this,
in having the detailed statement, attaching to it a simple summary
which should be informative. There would not necessarily have to
be two separate statements.

Senator STEIWER. IS it not true that many of the corporate returns
have been so complicated and difficult that the average layman
would get no meaning out of them at all ?

Mr. HEALY. Yes, sir; I can agree to that immediately.
Senator STEIWER. Can the Commission devise a way to obviate

that, and to bring about a system of simplified reports from which
the average business man would get at least some meager infor-
mation?

Mr. HEALY. I should think that would be very desirable.
Senator ADAMS I t is not merely the average layman that could

not get anything out of it, but the expert could not get anything out
of a good many of these balance sheets.

Mr. HEALY. I give you my word that in interpreting these account-
ing examinations that the expert accountants of the Commission turn
in to me, I have sweat blood trying to understand some of them. Be-
fore I get through, if you want to hear it, I am going to show you
some things connected with the Associated Gas & Electric Co. that
I think will disclose the complicated nature of many of these trans-
actions. A lot of it grows out of the fact that these groups can
create corporations almost at will, and use them almost as they
please. They have artificial beings that they create, that they can
buy things from and sell things to, and by the time they get through
I do not believe the men who started it can unravel it themselves*
Take the Insull instance I do not believe that the human being
has ever lived that could know enough to run that whole Insull out-
fit. To adopt an expression of Mr. Richberg's, it would require
" double Napoleons.''

Mr. PECORA. Mr. Owen D. Young testified before this committee
a year ago about the Insull structure, that he was absolutely helpless
in contemplation of it, to try to understand it ; that it was a veritable
labyrinth.Digitized for FRASER 
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Senator ADAMS. I think we had one gentleman before the com-
mittee for a very few moments one day who said he was a director of
some 300 companies.

Mr. PECORA. He said they had simplified the Associated Gas. &
Electric organization by reducing its units to some two hundred odd..
That was the simplification.

Mr. HEALY. I think the Associated structure is extremely com-
plex, and the dealings inside the system have been very complex.

Senator MCADOO. fieferring to the very pertinent questions asked
by Senator Steiwer and Senator Adams a moment ago, about this
simplified statement, I think if we are going to give the investor any
protection at all, there must be adequate provision in this bill to
require some such simplified statement that will give the ordinary
layman some sort of comprehension of the game he is getting into.
You think sections 11 and 12 are sufficient for that purpose ?

Mr. HEALY. I t strikes me so, Senator. I confess that I had not
thought particularly about this very point.

Senator MCADOO. I wish you would give some thought to that,
because I realize that it is imperative. Take the ordinary layman
who wants to buy stock or make an investment in any one of these
corporations. I know that I, myself, am incapable of following these
structures. I have tried to at times, and while I do not pretend to
have any more intelligence than anybody else, I refer to it simply
as showing that even where a man has been accustomed to examining
statements and analyzing corporate structures, as you said a moment
ago, it is almost impossible for any man to follow the meanderings
and devious trails of many of these institutions.

Is it possible, in your opinion, under those sections, as I have said
before, for the Commission, m the administration of this act, to
compel such statements as will be informative and give the investor
some idea of what it is that he is getting into ?

Mr. HEALY. The Commission is empowered by sections 12 and 13
to prescribe the forms in which information shall be given, and it
seems to me that if the Commission does well with the act, it will
try to sum up, so to speak, what these reports show in sucn a way
that the average business man can understand them. Of course,
these securities have not been sold to the average business man. A
great many of them have been sold to people who will rate much
below the average business man

Senator MCADOO. I t is those people that I am afraid very little can
be done for, so far as analysis of these statements is concerned.

Mr. HEALY. YOU can do this for them. You can stop manipula-
tions on the market that give an appearance of false activity and
false values at a time when shares are being peddled from door to
door around the country by employees, ex-ministers, and others. In
getting up this simplified statement, however, I think care should
be taken that you do not prevent the Commission from getting the
complicated details that carry the truth.

Senator KEAN. Judge Healy, I would like to ask you this ques-
tion. One of the great difficulties with forming any scheme for in-
vestment, or studying any of these companies, is that you cannot
get any information that is not about 6 months old.
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Mr. HEALY. The bill gives the Commission the authority to get
reasonably current the information and documents filed. This is
found in section 12 (a) 1.

Senator KEAN. That does not mean anything.
Mr. HEALY. But the corporations themselves have to have a little

interim in which to compile this information.
Senator KEAN, The trouble is that every statement you get out of

them is about 6 months old. A great deal may happen in 6 months.
Mr. HEALY. That is true.
The CHAIRMAN. That is better than having nothing.
Mr. PECORA. Subdivision 2 of section 12 specifically requires these

corporations to file such annual, quarterly, monthly, and/or other
reports, the annual reports to be certified by an independent public
accountant or otherwise, as the Commission may prescribe. The
fulfilment of that requirement by the corporations would necessarily
cause them to file reports periodically which would enable the Com-
mission to keep itself currently posted.

Senator KEAN. I am not as much worried about the commission
as I am about the investor.

Mr. PECORA. These reports are to be made public.
Senator KEAN. My experience is that you never can find out until

about 6 months afterwards, what has happened in a lot of these
corporations.

Senator MCADOO. What are you going to do if the security is not
registered?

Mr. HEALY We are going to try to handle it under the Securities
Act of 1933

Mr. PECORA. I wonder if I may ask Judge Healy his opinion on
this suggestion* The suggestion has been advanced here—I do not
at the moment recall by whom—that section 12 (b), which is the
provision that empowers the Federal Trade Commission to prescribe
the form and content of these reports, be amended, in line 20 on page
36, by adding the words u or any State " after the words " United
States ", so that that section would read:

But insofar as the accounts relate to any person whose accounting is subject
to the provisions of any law of the United States or any State, or any rule
or regulation made thereunder, the rules and regulations of the Commission
with respect to accounts shall not be inconsistent therewith

The purpose of the provision in its original form, that is, without
the inclusion of the words " or any State " was to make it unnecessary
for railroad corporations, for instance, whose accounting is pre-
scribed by the Intei state Commerce Commission, largely, to have
to make reports inconsistent with the reports they are required to file
under the Interstate Commerce Act. Do you think the addition of
the words " or any State " would be helpful, or do you think it
might tie the hands of the Federal Trade Commission in prescribing
rules and regulations with respect to the form of these corporate
reports, by such laws as any one of the 48 States might enact with
regard to corporation accounting?

Mr. HEALY. I do not see offhand how the inclusion of that state-
ment would affect the accounts of railroads, the form of which is
prescribed by Federal law and by the Interstate Commerce Commis-
sion, and not by State law.

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



STOCK EXCHANGE PRACTICES 7599

In answering your question as to the effect of the inclusion of a
reference to State laws, I would omit any reference to railroads.
The public-utility commissions, many of them, have a classification
of accounts pursuant to which the operating companies are required
to report. There is no such provision, generally speaking, for hold-
ing companies and sub-holding companies.

Senator KEAN. The law, if it is amended as suggested or spoken
of by Mr. Pecora, would leave you free to regulate all these holding
companies throughout, would it not?

Mr. HEALY. NO, sir; not in my opinion. I t would leave us free to
require information from them, and to exercise the other authority
in this act, but this act does not give the Commission authority to
regulate holding companies, as I read it, at least.

(Senator KEAN. YOU can make up the form of accounts that hold-
ing companies have to give you under the act.

Mr. HEALY. We can prescribe the forms on which they shall re-
port to us, yes. I do not think that the Commission is undertaking
or is authorized to undertake to tell them how they shall keep their
books, although I have not any hesitation in saying—and I am quite
willing to go on record to this effect—that it will not be long before
business itself will be advocating the establishment of uniiorm ac-
counting systems If you drop down to the N.R A., you will see the
difficulty that they are having with the definition of cost, for exam-
ple. Everybody has a different definition for cost, and Mr. Filene's
committee this morning, the Twentieth Century Fund, advocates the
establishment of uniform rules for accounting. This bill does not, as
I understand it. But this bill does permit the Commission to pre-
scribe the forms on which the information shall be furnished. I
think that is a perfectly reasonable thing.

I have not answered Mr. Pecora's question.
Mr. PECORA. Before you proceed to do it, may I call to your atten-

tion the fact that the portion of the section that I have already
read, while it is intended to obviate the necessity for railroad cor-
poration to file one form of report with the Interstate Commerce
Commission and another form of report with the Federal Trade
Commission, is, nevertheless, applicable to all corporate reports, and
if the phrase " or any State " were to be inserted here, I apprehend
that the hands of the Federal Trade Commission, in its desire to
require corporations to submit proper reports, might be tied by some
State law, or laws, thus defeating the very purpose of this provision.

Mr. HEALY. There is no telling what the Btates will enact, or what
the public-service commissions of the States will enact My own
view is unfavorable to the inclusion of such a provision I would
like to tell you why.

In the first place, I am suspicious that the uniform classification
of accounts gotten out and now in use in the United States by many
public-service corporations is more the product of the utility com-
panies than of the commissions. In the next place, the New York
Commission and the Wisconsin Commission have both found occa-
sion to criticize the uniform classification, and one of our examiners,
Mr. Dickerman, who came to us from M.I.T., and who is very skilled
and very impartial, points out many defects in the uniform classi-
fication of accounts.

175541—34—PT 16 13
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Take the case of the Appalachian. The Appalachian Electric
Power Co. report to the public service commission will not dis-
close the facts regarding the write-up that I have just spoken of.
While I think that the uniform classification of accounts in use
by operating public-utility companies is quite informative, quite
disclosive, I do not think it is the last word on the subject, and I
think that if the commission, through experience, learns that addi-
tional information is required, it ought to be allowed to get it.

I would like to give you an illustration of how an account made
according to the uniform classification may be misleading. The
Public Service Co. of Colorado was a Doherty-owned company, and
it undertook to build a new steam plant just outside of Denver, at
a place called Valmont. I t made a contract for the building of it
with the Lakeside Contruction Co., which was not a Colorado cor-
poration. Under the contract the Public Service Co. of Colorado-
was to pay $10,000,000 for the Valmont steam station, and it was to
pay it in securities, and it did pay it in securities, and it entered the
cost of the plant at $10,000,000. In a way, that was a perfectly
truthful entry, but when you come to look at the books of the Lake-
side Construction Co., which is also controlled by the Cities Service,
what do you find^ You find that the Lakeside Construction Co.*
through Doherty & Co., marketed the bonds that they got from the
Public Service Co. of Colorado for $6,000,000 or thereabouts. You
find that the actual cost of building the Valmont station by the Lake-
side Construction Co. was about $4,000,000, so they sold the bonds
and built the plant with a $2,000,000 profit, and in addition owned
$4,000,000 of securities for nothing.

Very much the same thing happened in the Niagara Falls Power
Co. at Niagara Falls, a plan that was put through many years ago*
with the assistance of Francis L. Stetson and his firm, where the
Cascade Construction Co. undertook to build the property for a
stated consideration, for a company which in effect it owned and
controlled. When you examine the accounts of the Cascade Con-
struction Co. you see that it got a large profit on the building. Sor

' there is that type of inflation that is hidden, and that you will not
find until you examine the construction company's books, especially if
the construction company is an allied corporation, as it very often is.
We have a number of instances of that character that make me feel
that the State classification is not quite enough.

The CHAIRMAN. The point was made before the committee that
these companies are required by State laws to make certain reports
and returns and accounting, and upon those reports the rates are
fixed in the States for the power and light companies. They are
required by the commissions of the States to make certain forms of
reports. Now, they raise the question, Should we require them to
make another form of report to the Federal Trade Commission?
They claim that their method of accounting in nearly all the States
is in accordance with the accounting required by the Interstate Com-
merce Commission from the railroads, and on those reports and that
finding by the commissions of the different States, their rates are
fixed.

Mr. HEALY. SO far as the railroads accounting to the Interstate
Commerce Commission are concerned, I offer no suggestion; but
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so far as the forms on which the operating utilities report to the
State commissions are concerned, I think, for the reasons that I
have just given at some length, that the Commission should be free
to supplement that information with further information. In other
words, the Commission should not be bound by those State forms.
I will say that there is much to be said in favor of the State forms,
but they are severely criticized in some quarters. The public utili-
ty companies themselves had a large hand in getting them up,
and certain State commissions are changing them. You do not
know what will be done in these State commissions and in the State
legislatures.

Senator KEAN Might not that be true of your Commission, tool
Mr. HEALY. Yes, sir.
The CHAIRMAN. DO you find that they are comparatively uniform

throughout the country, or do they differ m different States ?
Mr. HEALY. There is a uniform classification of accounts that the

National Association of Public Utility Commissioners have pretty
much agreed on, that is in quite general use. I t is not m universal
use. The New York State commission is changing it, and so is the
Wisconsin commission. I understand the California commission
is considering doing so, and I think our final report, when it comes
to the Senate, in our public utilities investigation, will make some
further suggestions about it.

Senator COSTIGAN. Judge Healy, m the bill as now before you,
have you discovered any undesirable restrictions on the authority
of the Commission to require reports ?

Mr. HEALY. Nothing of that sort occurred to me as I read it
through, Senator.

Senator COSTIGAN. Have you suggested any amendments to en-
large the authority of the Commission?

Mr. HEALY. NO, sir.
Senator MCADOO. I was interested in your observations about the

limitation which you say the insertion 01 the words in line 20, page
36, "or any State" after "United States" would bring out. I
agree with you fullv that that would put a decided limitation upon
the powers of the Commission which ought not to be put there. Do
you think that the language as it is in the bill now gives you ample
authority, regardless of the laws of the States, to accomplish the
desired object?

Mr. HEALY. I believe it does. I would like to say, though, that
I did not help to write this bill, and I have studied it as much as
I could in the time I have had.

Senator MCADOO. I just wanted vour opinion, as to whether you
think the omission of the woids "or any State" leaves you m a
position to get what you want.

The CHAIRMAN. Proceed, Judge Healy.
Mr. HEALY. I fear I shall weary the committee if I give you all

the instances of write-ups that we have found, but if I am not taking
too much time, I will call attention to a few more.

The CHAIRMAN. GO ahead.
Mr. HEALY. In the case of the Florida Power & Light Co., that

company was the result of a consolidation of a number of companies
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all owned by the same interests. Before the consolidation the prop-
erty stood on their books at $28,000,000. After the consolidation the
properties were recorded at $58,000,000, a write-up of $30,000,000,
or 103 percent.

Senator KEAN. HOW did they write it up?
Mr. HEALEY. They entered the properties on the books
Senator KEAN. I mean to say, did they have expert engineers,

and so forth, to go over the property and revalue it, or how did
they write it up ?

Mr. HEALEY. My information is that they did not. It was not
approved by any State commission.

Senator KEAN. Would you think it fair if they had competent
engineers and competent bookkeepers to go over it and say that the
value when they bought it was so much, and the present vslue, ac-
cording to the estimate of the amount of money they had spent,
and the amount of money they had put into the company, and the
present-day value, was so much—would you think it fair, under
those circumstances, to write it up ?

Mr. HEALY, I should say it was unfair. I should think it was
improper. I agree that in a rate case the rate base is the present
fair value of the property, to be arrived at in some such manner as
you have described. I do not agree that present values should be
substituted on books in place of cost. The evil of it is that when
these accounts are written up on books of account, the inflation is
carrried over into the liabilities side of the balance sheet, to create
surplus accounts, or false retirement reserves, or to balance new
security issues.

The CHAIRMAN. Does that represent water *
Mr. HEALY. Nothing but water.
Senator KEAN. When they come to put down so much a year for

obsolescence, that writes that off, does it not?
Mr. HEALY. If the company keeps its accounts properly, the an-

nual depreciation charges tend—but only tend—to write out the
written-up and inflated value from the records. I would like to
say, however, that it has been our observation that a great many
of these companies do not properly depreciate their properties.
Many of them are so eager to pay dividends and keep the public
buying their securities that they disregard depreciation to a great
extent. One of the first things the Insull receivers had to do was to
set up a big reserve on their books to take care of depreciation that
never had been entered.

Senator KEAN. I think they all ought to write off depreciation.
Mr. HEALY. We have several instances in our records where these

companies abandon property and then do not write it out of their
books. They carry the property in fixed capital, which sometimes
does not actually exist at all, or has been completely abandoned.

Mr. PECORA. YOU referred to a write-up of 103 percent a few
minutes ago.

Mr. HEALY. Yes.
Mr. PECORA. There is evidence before this committee that in con-

nection with the organization of the General Theatres Equipment
Co. there was a write-up of its assets from $4,000,000-odd to some
$24,000,000-odd, and that write-up was reflected in the balance sheet
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submitted to the New York Stock Exchange when that company
made application to list its shares on that exchange. Mr. Harley
Clarke was the witness who was identified with the General Theatres
Equipment and its creation, and who admitted that fact very blandly
here.

Mr. HEALY. We showed in our report on Mr. Harley Clarke's
company, the Utilities Power & Light Corporation, a few weeks ago,
that he had something like $4,500,000 of write-up in the accounts
of that company, but if you want a really big figure let me tell you
that the Electric Bond & Share Co. wrote up its investment in
American & Foreign Power Corporation $399,000,000.

Mr PECORA. That is another corporation whose officer admitted
here recently that in 1928 and 1929 they had outstanding a daily
average of $100,000,000 or, more in call loans, and that they got
much of that money through the issuance and sale of securities.

Senator WAGNER. What does the three hundred million-odd rep-
resent ?

Mr. HEALY. The American & Foreign Power Corporation stock at
that time was selling on the market at a very high figure, and Elec-
tric Bond & Share struck out the figures at which the investment in
that stock was being carried on its books, which was approximately
cost, and substituted a higher figure, which approached, but did not
equal, the market value or the stock

Senator WAGNER Was that during the 1929 period?
Mr. HEALY. I t was back about 1927. [After conferring with asso-

ciates :] I am told by one of the men with me that it happened in
March 1929. That was carried over into the surplus account, and,
of course, the public seeing that surplus, the average man, even the
average business man, thinks that surplus represents earnings We
have learned down at the Commission that very often it does not
represent earnings; it represents something e?se

Senator KEAN. And very seldom represents cash.
Senator MCADOO. Mostly deficits probably, we will say, trans-

ferred by some devious process.
Mr. E&SAiiY. Deficits are concealed through such a device as I de-

scribed in the case of the Instill Co The Central Public Service
Corporation, which is now in bankruptcy and which sold securities
all over the country, had a deficit in its earned surplus account dur-
ing the very period—3-year period—when it was selling preferred
stock to the public all over the country.

The Central Public Service Corporation followed another prac-
tice which is very interesting and which is one of the things that
makes me believe that if the Commission is going to administer this
act it ought to be allowed to get the real facts, and that is this:
They followed the practice—so does the Associated Gas & Electric
Co. and several others—of taking onto their books the earnings of
their subsidiaries, which the subsidiaries do not distribute in any
form, as dividend or credit to the parent company or anything else.

In the case of the Central Public Service Corporation it had
over $8,000,000 of that kind of income on the books of that com-
pany which it never received. Then there was a reorganization,
and bankruptcy; there were losses, and it never will receive them.
In fact, the Central Public Service Corporation does not even own
those subsidiaries any longer.
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That is done too much. I t may be proper to reflect earnings of
subsidiaries in the consolidated statements, but I do not believe that
it is proper to take those earnings without receiving them into a
surplus account and then pay out cash dividends against them.

Mr. PECORA. And sell securities on the showing?
Mr. HEALY. Yes, sir; I think that is quite wrong. And they were

selling securities to the public in a very intensive campaign. We
have a lot of their literature in our record.

Here is the American Water Works and the Electric Co., Inc.,
which has recently filed a statement under our Securities Act. I t
shows a write-up of $51,000,000 in excess of the amount at which
the same assets had been carried on the books of a predecessor com-
pany, controlled by the same interests, and one of its own directors
made the valuation. I will not weary you by reciting the write-up in
the case of the Oklahoma Gas & Electric Co. or the Carolina Power
& Light Co,

Senator REYNOLDS. HOW much was it?
Mr. HEALY. Which one?
Senator REYNOLDS. The Carolina Power & Light Co.
Mr. HEALY. The present Carolina Power & Light Co. was created

through an agreement adopted by the stockholders of Asheville
Power & Light Co., Pidgeon River Power Co., Old Carolina Light
& Power Co., Adkm River Power Co., and Carolina Power &
Light Co.

In the process of the merger the assets were written up $19,100,-
478 23. There is a report in our records that gives all of the de-
tail. What I have said, means that the properties of the new Caro-
lina Power & Light Co. were recorded on the books of that company
at a figure $19,100,000 in excess of the figures at which they appeared
on the books of the predecessor companies.

Senator REYNOLDS. That is before they were consolidated ?
Mr. HEALY. Yes, sir.
Senator KEAN. DO you take into consideration whether a com-

pany has earned for a long period of years and put the money
into the company?

Mr. HEALY. Yes, sir. If that occurs, it is not a write-up. If a
company earns a million dollars and invests it in fixed capital, the
million dollars will appear m the fixed-capital account. That is
a legitimate figure.

I would like to say, however, that there have been a lot of fixed-
capital accounts built up through some pretty big earnings, and it
makes one wonder if the State public service commission laws had
been enforced if any such earnings could have come about.

In the case of the Minnesota Power & Light Co. there was a
write-up of something over 21 million dollars, 126 percent. And
that company did an interesting thing that helps to show us how
important it is that the accounting details should be known. I t had
certain lands that it was keeping for development purposes in its
power business. The lands were not being used and were producing
nothing. I t was costing the company something to carry its invest-
ment in the property. I t put that property into its fixed-capital
account at a figure above cost. I t wrote it up, and then computed
interest on it and added the interest to the fixed-capital account, and
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then carried that interest, which it never received, of course, which
is just imputed interest, as the accountants call it, over into the
income account and reported it to a trustee under a bond indenture
under which the amount of bonds that it could take down was
influenced by earnings, controlled by the earnings. In fairness to
that company let me say that after our report was brought out at
the Commission it abandoned doing that sort of thing.

We have a write-up in the case of the Oklahoma Gas & Electric
Co. of about $2,300,000. The Public Service Co. of Oklahoma shows
about $6,700,000 of inflation.

Senator WAGNER. Were the same methods employed in all of
them that were used in these ?

Mr. HEALY. NO, sir; it is not always done the same way. Some-
times they just strike out cost and substitute this larger figure.

Senator WAGNER. Arbitrarily ?
Mr. HEALY. I think, in many instances, arbitrarily. There are

some instances where the write-up is passed upon and approved by a
State commission.

This whole trouble, in my opinion, grows out of the decisions of
the Supreme Court in which reproduction cost new is made one of
the elements in determining present fair value in rate cases. What
they have done in practice is to make that the only element in a rate
case, or the controlling element. Even by the Supreme Court deci-
sions it is only one of the elements that ought to be considered
in fixing present fair value in a rate case.

But they do not confine themselves to determining reproduction-
cost new ior rate-making purposes. They will have an appraisal
made and then put it on the books to balance security issues, or to
create surplus accounts. Sometimes a surplus account so created
has dividends charged against it, or you will find that the corpora-
tion having unamortized discount on bonds that it has sold, instead
of amortizing the discount or, in other words, meeting its annual
interest payments, will write the whole thing off against a surplus
account which has been created out of just a matter of opinion and
this has the effect of overstating the earnings, because over the life
of the bonds there should be annual charges against earnings or
earned surplus large enough to provide for the discount, which the
courts say is merely deferred interest.

Senator WAGNER. What is it in the cases where the new construc-
tion falls below in value what they regard as the actual investment?

Mr. HEALY. There are many instances where they have written
down their properties. They are in the minority, the amounts are
small, and you must remember that most of this writing up was
done during a period of high prices.

Senator WAGNER. Yes; that is right.
Mr. HEALY. We have found more write-ups than write-downs. I

should say, having referred to the Electric Bond & Share Co., that
since March 1929 when they reported that big write-up m American
& Foreign Power Corporation, they have written that down. They
have taken that out of their books by charge against surplus.

Mr. PECORA. Written down the full amount of the write-up 390
million dollars?

Mr. HEALY. Yes, sir; and something more besides.
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Senator KEAN. In other words, the stock went down so that it was
not worth that and they wrote it off?

Mr. HEALY. Yes. But I thmk it cannot be right to keep books on
that basis.

Mr. PECORA. Books kept on that basis reflect a false book value?
Mr. HEALY. I think they have bad effects. I am not an accountant,

but I think the proper function of accounting is to make a historical
record of events as they happen.

The CHAIRMAN. This loss really fell on the people who bought
their stock, didn't it?

Mr. HEALY. I cannot say yes to that. I t is not an actual loss.
They had an investment which had cost them a certain sum. They
wrote it up and credited it, added it to surplus. On the basis of that
showing it is probable that some people bought stock, and those that
brought I presume have lost, or some of them have.

Senator KEAN. That was the market value at that time?
Mr. HEALY. I t was an approach to the market value. I t was

actually less than the market value.
Senator KEAN. Then, the market has gone down and they have

written it down?
Mr. HEALY. They have written it down again. But they never

actually had in my opinion such a surplus as they reported after
that write-up.

Now, we have a write-up of something over 5 million dollars in
the case of the Arkansas National Gas Corporation.

Senator WAGNER. Judge, my last question is, That hardly would
happen again?

Mr. HEALY. That is pretty hard to say. If proper legislation is
enacted it cannot happen again without the security-purchasing
public knowing it.

Senator WAGNER. That is what I was after.
Senator KEAN. They would know it long after it was done.
Senator REYNOLDS. HOW do you propose to get this information

initially to the man who is in contemplation of making a purchase
of stock on the exchange?

Mr. HEALY. That is by giving publicity to the statements to the
extent permitted by this statute. Also it is hoped that the pur-
chasing public will learn that this information is available and can
be had.

Senator REYNOLDS. DO you really think that the people who con-
template making purchases of stock would write to the Commission
prior to making an investment? Do you think enough publicity
could be given to it? Do you think the press of the country would
reveal to their respective readers information pertaining to the
write-up of these various companies?

Mr. HEALY. Not now, no; but it is hoped—at least, I hope—that
in time the purchasing public will come to learn to do that.

Senator REYNOLDS. The fundamental idea of this whole thing is to
protect the investors?

Mr. HEALY. That is one idea. That is not the only idea.
Senator REYNOLDS. The question is whether you are going to get

this information to the people who invest. Now, you made mention
a moment ago to Senator Wagner of some three-hundred-and-some-
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odd stock salesmen who were employees of a certain company going
from house to house and making sales of these shares in blocks of
10 upward on the installment basis. Those people who make those
purchases, there is sold to them what is known in the securities world
as a " one-turkey call.5' They sell them there. They never go back
the second time. They are the people who buy all these securities to
make the millions for the people who write them up, as a matter of
fact. The man who makes a purchase of that is not going to the
trouble to ascertain as to the real value or worth of the stock, and
I venture this, to say that in this matter here, if you will put that
in language as simple as you) can that man would never be able to
understand it. You could not get it through his head what a write-
up means.

Mr. HEALY. Senator, may I make a suggestion, if I am not in-
terrupting you ?

Senator REYNOLDS. Yes.
Mr. HEALY. Don't you think that some of the people who bought

Cities Service Stock, for example, were shown by these stock sales-
men the amount of sales and the prices on the curb ?

Senator KEYNOLDS. Surely; unquestionably; a great many of them.
Mr. HEALY. Don't you think that the activities of the Cities Serv-

ice Security Co. had "a direct effect on the price at which the shares
sold on the curb?

Senator REYNOLDS. Yes; I do.
Mr. HEALY. And on the number that were sold?
Senator REYNOLDS. Yes.
Mr. HEALY. SO in that way those people, those ignorant people

that you refer to, were influenced by a thing that had been done
on the curb exchange, and that may have been done for the very
purpose of influencing them.

Senator REYNOLDS Yes. That is, the volume of shares traded in
had its effect?

Mr. HEALY. Yes, sir.
Senator REYNOLDS. Compelling effect upon those who were think-

ing about the matter ?
Mr. HEALY. Yes; and the price, too.
Senator REYNOLDS. And the price.
Mr. HEALY. Because you do not get a free operation of supply

and demand when the company that is issuing the securities is buy-
ing them to the extent of 92 percent of all those that are offered,
or when the company is spending, as the Cities Service Co. did,
$965,000,000 in a 3^-year period on purchases in the market. In
that respect there is some help here.

Senator REYNOLDS. One question, Mr. Chairman, I want to ask
there in the presence of Mr. Pecora: Take, for instance, the Carolina
Power & Light Co.; they have a write-up of $19,000,000. Take, for
instance, the American & Foreign Power Co.; they have a write-up
of $399,000,000.

When they have those various write-ups on their statements and
they go, out and deliberately sell stock upon those statements, which
are false, in truth and in fact, are not those people violating the
criminal law by obtaining money by false and fraudulent representa-
tions, and could they not be prosecuted under out present statutes ?
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Mr. PECORA. Yes; Senator, they undoubtedly could. At least that
is my opinion. But the necessity of proving the falsity of the repre-
sentation would present a genuine difficulty. If you compel these
corporations to file the reports that are contemplated under this act
your proof would be readily at hand; and those prosecutions would
be calculated to be much more successful, and I think a few prosecu-
tions successfully along that line would have a most salutary effect*

Senator REYNOI^S. In a sense, the burden of proof would some-
what shift in that case where they are required to make a report.

Mr. PECORA. I had something to do with prosecutions for a number
of years in the city of New York, and we came to many instances
where persons had undoubtedly been victimized by false representa-
tions and where, because of the inherent difficulty of obtaining the
necessary legal proof to prove the falsity, prosecutions were
unsuccessful.

Senator REYNOLDS. But in this I understand you have it in written
form.

Mr. PECORA. Yes; and that would afford a great measure of pro-
tection to the investing public, and I think, as I remarked before,
a few successful prosecutions along those lines would go a long ways
toward cleansing the market of these practices.

The CHAIRMAN. I t would have a very good effect on the issuing
company.

Mr. PECORA. Oh, yes; it would have a determining effect on the
company.

Senator WAGNER. A very important factor in all these manipu-
lations is the publicity.

Mr. HEALY. That is apparently an important part of it. But of
course the protection of the investor is not the only purpose of this
bill, as I read the preamble.

Senator WAGNER. But I am speaking generally of all these manip-
ulations and all that sort of thing; publicity plays a very important
part.

Senator KEAN. What are the other purposes?
Mr. PECORA. Since publicity, I think, as Senator Reynolds has re-

marked, might not reach the eyes of the average investor.
Senator WAGNER. I don't say that is the only thing necessary,

but I say that is a very important consideration.
Mr. PECORA. Yes, there is no question about it.
Mr. HEALY. The bill devotes nearly four pages to the preamble

giving the reasons why the framers of it think such legislation is
necessary. It speaks about the adverse effect on credit and inter-
state commerce and the general welfare from excessive speculation,
and bad practices on exchanges. I number myself among those who
think that the orgy of speculation that we came through is in part
responsible for some of our present difficulties.

Senator KEAN. Well, now, Judge, I would like to ask you this:
Suppose this bill passes as is; then you get these reports. Those
reports will come to you. A report will be a month or 6 weeks
late. That is reasonable, isn't it?

Mr. HEALY. Yes, sir; very reasonable.
Senator KEAN. Probably more than that?
Mr. HEALY. Probably a little more.
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Senator KEAN. Then it will take you another 3 weeks to get it
out, won't it ?

Mr. HEALY. We have a 20-day period for examination under the
Securities Act, and, as I said at the outset, I have had no contact
with the administration of the Securities Act, but our accountants
and examiners, by working day and night, have been able to keep
up with that work.

Senator KEAN. We work day and night, too. But you cannot get
that out possibly in a month. That would be 4 or 5 months. In
4 or 5 months a lot can happen. That is what I am talking about,
as far as the investor goes. What I am talking about is that he
cannot get any information for 4 or 5 months. Isn't that about
right?

Mr. HEALY. I should think that that was something of an overesti-
mate of the time required, Senator,

Senator KEAN. Not much.
Mr. HEALY. When a corporation closes its books at the end of

the year it takes it some time to get out its statement, its annual
statement, and it takes the Commission some time to analyze these
statements that come to it. But I don't see any way of avoiding
that. Necessary time has got to be taken.

Senator KEAN. The point that I am getting at is for the investor.
He wants the information of what is happening when he buys the
stock.

Mr. HEALY. All the investors are not going to buy the stock be-
tween the 1st of January and the 1st of March.

Senator KEAN. NO ; but he is 4 or 5 months behind when he does
buy the stock, always 4 or 5 months behind. That is what I am get-
ting at.

Mr. HEALY. Properly analyzed fixed capital or investment accounts,
for example, will give him information that will always be good.
That is, the first disclosive statement that one of our corporations
gets up as to the content of its fixed capital account, will make a rec-
ord which may be always referred to.

Senator KEAN. Of course that is true, but what has happened in
the last 6 months you would not be able to find out.

Mr. HEALY. NO, sir; I presume not, unless the Commission under
the—well, let me amend what I have said. The Commission has
authority to try to keep these accounts current.

Senator KEAN. I know.
Mr. HEALY. But of course the Commission cannot keep these cor-

porations making reports and accounts all the time.
Senator KEAN. NO.
Mr. HEALY. The Commission has got to be reasonable in what it

exacts of them.
Mr. PECORA. But the investor today has no information available

to him within a shorter period of time, and if he has records only on
the kind of information that Judge Healy has alluded, being quite
prevalent, he is going to get misleading information.

Senator KEAN. He has the annual reports.
Mr. PECORA. If he has the information called for by this act he

will get reliable information.
Senator KEAN. What he will do, he can today take 5 years back,

10 years back, and he can compare or have compared those reports,
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which is done, I think, by most people that are a little careful; they
take a period of 5 years and they take their annual report and they
just find out what the differences are between those annual reports,
and then they try to find out where those differences originated and
what they are.

Senator REYNOLDS. Under this act how many different concerns
which file reports would have to make an audit of and an examina-
tion of, for instance on the New York Stock Exchange?

Mr. HEALY. I am informed that there are about 800 listed on the
New York Stock Exchange.

Senator KEAN. That is very small.
Mr. HEALY. Let me suggest that these reports that are filed with

the Commission will also be analyzed by the financial writers and
the financial departments of the various newspapers and also by
certain concerns such as Poor's and Moody's, and I think that they
will have available more information than they have ever had before.

Senator REYNOLDS. In other words, that is where the majority of
the publicity would come from relative to these securities initially?

Mr. HEALY. I am not sure that I understand you.
Senator REYNOLDS. In other words, Moody's and financial writers

would make an analysis of the report rendered by the Federal Trade
Commission. They would give considerable publicity as to the value
of the securities in that way?

Mr. HEALY. Yes, sir.
Senator REYNOLDS. Isn't it a fact that the man who buys securities

on the New York Stock Exchange in average intelligence is far
beyond that of an individual who makes a purchase of stock from
salesmen like you mentioned a moment ago?

Mr. HEALY. I would think so; yes, sir.
I would like to call the committee's attention to the case of

the Nebraska Power Co because of one rather striking feature
There was one corporation which succeeded another, and the new
corporation became the Nebraska Power Co I t was controlled by
the same interests that controlled the old company. The transfer
from the old company to the new company was made through an
intermediary who had no financial interest of his own in the trans-
action. In the process of the transfer from one corporation to the
other the plant and franchise accounts were written up. On the
books of the predecessor company they stood at something like
$6,400,000, and on the books of the new company are something like
$13,500,000.

The holding company, which was the American Power & Light,
one of the Bond and Share group, owned the common stock, and there
were several years that the American Power & Light Co. owned the
common stock of the Nebraska Power Co., when, as a result of these
transactions, it owned that stock at no cost to itself; in fact, at
something less than cost, if I may put it crudely.

Now, during the time that it owned that common-stock equity in
the Nebraska tower Co., the Nebraska Power Co. was making earn-
ings that were applicable to that common-stock equity, and our ac-
countants, of course, under those conditions could compute no rate
of return on the investment to the American Power & Light Co,
because, although the American Power & Light Co. owned the stock
and was receiving income from it, it owned it at no cost.Digitized for FRASER 
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But by 1926 the accumulated earnings of the Nebraska Power Co.
had gotten to such a point that by leaving those earnings on the books
of the Nebraska Power Co. instead of taking them, the American
Power & Light Co. then did have a cost of the investment. But
the cost was not through putting any new money in but because it
left in the Nebraska Co. the earnings which it might have taken out
in dividends.

And the rate of return in 1926, which was the first year that we
could compute it, was 338 percent. In 1927 it was 212, and in 1928,
175 percent. You see, it dropped every year, and I presume it will
continue to drop as the surplus continues to accumulate.

The CHAIRMAN. What did you say was the write-up of that?
Mr. HEALY. The write-up of that company was $6,432,000.
Mr. PECORA. There was a write-up of a little over 100 percent.
Mr. HEALY. I t was nearly $7,000,000.
I would like to spend a few minutes talking about what our

records indicate as to Associated Gas & Electric Co. The corporate
structure of that company is intricate, and it has been with great
difficulty that we have been able to get some understanding of the
accounting methods. They have a subsidiary corporation, among a
great many others, known as "Associated Gas & Electric Securities
Co., Inc.", which carried on the distribution of the securities of the
Associated Gas & Electric Co.

They not only sold the securities of the Associated Gas & Electric
Co. to the public, but when Associated paid dividends in stock the
Securities company distributed the stock dividends. Then there
were a great multitude of exchanges and conversions within the
Associated system. That is, the Associated company would say,
" If you will turn in such a security we will give you such a security
m return ", and a great many of those exchanges and conversions
were made through the Securities Co.

The stock of the Associated Gas & Electric Co., which figured most
frequently in those transactions, was the class A stock. That was
nonpar stock. The directors assigned a stated value of $35 a share to
that stock. When the stock was handed over to the Securities Co,
to distribute to the public in stock dividends it was handed over
at $20 a share. And thereupon the Associated Gas & Electric
Co. carried $15 a share into an asset account which it styled " Cost of
Acquiring Capital", and carried the same $15 over into a surplus
account. In other words, the greater the discount on a sale of the
stock the more their surplus grew to be. Parenthetically, I should
add this practice has been abandoned.
< Now, the Securities Co., having taken the stock at $20 a share,
at the end of every month determines how many shares of class A
stock it is carrying regardless of how they were acquired. That in-
cluded securities delivered for exchange, stock delivered to be paid
out as stock dividends. And when they came to the end of the
month and determined that they had so many shares of class A on
hand they wrote up the class A shares to the market value at that
time and carried the amount of the write-up over into a surplus
account on the books of the Securities Co.

So that in the case of the class A stock that was delivered to the
Securities Co. to be distributed as stock dividend there! was a
write-up from $20 to a higher figure, often a good deal higher.

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



7 6 1 2 STOCK EXCHANGE PBACTICES

In the meantime, as I told you, the Associated Gas & Electric Co,
had carried the difference between $20 and $35 into an asset account
entitled " Cost of acquiring capital" and had carried it into a sur-
plus account in its own books.

Certain of the class A stock that Associated Gas & Electric Co.
carried over to the Securities Co. was turned over at $35 a share,
during the period when the stock was being sold at $50 a share and
sometimes higher.

When the Securities Co. sold that stock at $50 a share it counted a
$15 profit on it, but the Securities Co. was just the alter ego of the
Associated Gas & Electric Co. itself.

Thus I have tried to describe two kinds of profits that the Securi-
ties Co. counted on its books, due largely to the arbitrary valuation
assigned to class A stock when it was issued by Associated Gas &
Electric Co.

In the course of time the Securities Co. built up a large surplus in
that way. I have forgotten the year, but I think it was in 1929—yes;
it was in 1929—that this Securities Co. paid a $22,000,000 dividend to
another Associated company which passed it through its surplus
account and paid a $21,000,000 dividend to the Associated Gas &
Electric Co., which went into the surplus account of the Associated
Gas & Electric Co. When the Associated Gas & Electric Co. issued
its stock, if it had sold its class A stock out to the public at $50 a
share it could not have put any part of that $50 into surplus account,
according to my understanding, but when it sold to the Securities
Co. at $35 and the Securities Co. sold to the public at $50 per share
and counted the difference as profit and carried it into surplus and
paid a dividend out of it, then it came back to the Associated Gas &
Electric Co. and went into its surplus account.

The Associated Gas & Electric Co. has followed the practice of
taking onto its books the undistributed earnings of its subsidiaries.
Let me explain this. A subsidiary has some earnings. The parent
company picks them up and carries them into income and thence to
surplus account. They are not actually received at all by the parent
company. Also they have another practice. Most of the subsidiary
companies have nonpar stock. When the subsidiary has had some
earnings that it is carrying in its surplus account, it transfers a sum
from surplus to the stated value of its nonpar stock. I t does not
distribute any part of the surplus. The next company in line above
it in the Associated set-up writes up its investment account in that
particular stock by the amount transferred from surplus to stated
value of nonpar on the subsidiary's books and carries it into surplus.
That process is repeated over and over again until it finally gets to
the Associated Gas & Electric Co.

It is a long and complicated story to tell you what our records show
about Associated Gas & Electric Co., and I cannot undertake to
do it; but I have tried to indicate how the surplus account is built
up, and in one instance I think I have shown that about $21,000,000,
or a very large part of it, was received into surplus account of the
Associated Gas & Electric Co. which really came from capital which
stockholders paid into the company. So that it is not an earned
surplus.

Senator KEAN. In other words, they bought the stock at a
premium?
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Mr. HEALY. I would not want to say that it was at a premium,
Senator.

Senator KEAJ*. YOU said that the directors had valued the stock at
$35 a share?

Mr. HEALY. Yes, sir.
Senator KEAN. And that they swore that that was the worth of the

stock?
Mr. HEALY. I do not know that they swore that, but I think they

fixed that value.
Senator KEAJST. They fixed that value, and the public bought it at

50 a share?
Mr. HEALY. Yes; but the public did not buy it direct from the

Associated Gas & Electric Co.
Mr. PECORA. They bought it from the securities company ?
Mr. HEALY. They bought it from the securities company, and the

securities company treated the $15 as profit or earnings and carried
it into surplus. I t is not earnings; it is paid-in capital.

Senator KEAK. Yes; but it is the profit that they made on selling
the stock and a profit above what they valued the stock at.

Mr. PECORA. is not that a paper profit?
Senator KEAN. NO ; it is a little different from a paper profit, be-

cause it is actual cash.
Mr. HEALY. Under the laws of the State of New York it is at least

very doubtful whether under the Associated's charter the Associated
in selling that nonpar stock could have carried any part of it into
surplus, because the charter, by State statute, as I read it, says that
they shall carry as stated value of nonpar stock what the subscribers
pay for it.

Senator WAGNER. I was going to ask you whether any of these
•things have come within the scrutiny of the State commission; 1
onean, these financial transactions.

Mr. HEALY. In the case of holding companies and subholding com-
panies, no; in the case of operating companies, yes; in the States
in which there are State commissions.

Senator KEAN. There are State commissions in practically every
State.

Mr. HEALY. There are some few States that have no commissions.
There are quite a number in which the State commissions have
authority over rates but have no authority over securities.

Senator WAGNER. New York has authority over securities; has it
jiot?

Mr. HEALY. Yes, sir.
Senator WAGNER. I S not the State under their charter permitted

to explore the activities of a holding company if their transactions
relate in some way to the fixation of rates that the public utilities
charge the public?

Mr. HEALY. I am not entirely clear, but my memory is that the
State commission of New York has had some rather intensive liti-
gation with the Associated Gas & Electric Co.

Senator WAGNER. Very recently?
Mr. HEALY. Yes, sir.
Senator WAGNER. The older commission I do not think ever at-

tempted it.
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Mr. HEAL?. NO, sir. The New Hampshire commission was taken
into the Federal district court by the Associated interests when it
undertook to learn what the books of certain Associated companies
showed as to companies operating in New Hampshire, and the State
commission was defeated.

The CHAIRMAN. This way of passing the earnings of affiliated
companies or operating companies, for instance, on to parent com-
panies and holding companies deprives the stockholders of the affil-
iated companies of the benefit of those earnings, does it not?

Mr. HEALY. NO, sir. I t results in the parent company taking into
its earnings account and its surplus account earnings of subsidiaries
which it does not receive, which does not mean that those earnings
are diverted to interests outside of the system; it does not mean that
they are embezzled or wasted. The difficulty is that the parent com-
pany takes into its earnings account and into its surplus account
earnings which it may never receive.

The CHAIRMAN. The stockholders of the affiliated company did not
actually lose that money?

Senator KEAN. Oh no.
Mr. HEALY. The earnings of the subsidiary company will appear

in the surplus account of the subsidiary. They also appear m the
surplus account of the parent company.

Mr. PECORA. I t is all a piece of bookkeeping legerdemain.
Mr. HEALY. I have here the balance sheet of the Associated for

December 31, 1929, and on the assets side, page 26, we read: " Plant,
property, franchises, and cost of acquiring capital, $634,000,000."

The operating subsidiaries of the company, of course, have fixed
capital. The Associated Gas & Electric Co. itself has very little
fixed capital, such as buildings and power plants. I t is more or less
of a holding company. If you were to go to the books of all of the
subsidiary companies of the Associated Gras & Electric Co. whose
fixed capital is supposed to be reported in its balance sheet—that is,
the consolidated balance sheet—you would find that the fixed capital,
according to Mr. Nodder, our witness at the Commission who exam-
ined the books, appears on the books of those subsidiaries at about
$402,000,000.

Mr. PECORA. AS against six-hundred-odd millions?
Mr. HEALY. AS against six-hundred-odd millions, as shown by the

consolidated balance sheet.
Now, the question is, What does the difference represent? Here

is a little memorandum that Mr. Nodder gave me in this connection,
which I wall read [reading] :

The significant thing about this entire balance sheet is the fact that there
has been counted in fixed capital an amount of around $2500,000,000, repre-
senting excess cost to Associated Gas & Electric Co of investments in sub-
sidiaries over and above the par or stated value of the investments in those
companies, as recorded by the books of the subsidiary companies, as well as
an item of Cost of Acquiring Capital exceeding $18,000,000 In other words,
what appears to the reader on the printed balance sheet as fixed capital,
which he naturally presumes to be of the value fixed by the balance sheet,
includes a highly intangible amount in excess of $200,000,000.

Senator KEAN. In other words, if they bought an electric company
at $150,000,000 and the value of that company, according to its books,
and so forth, was $100,000,000, they put it in at $150,000,000?
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Mr. HEALY. I t is very nearly that If thev paid $150,000,000 for
a company whose fixed capital was stated as $100,000,000, when they
reported fixed capital in the consolidated balance sheet it went in at
$150,000,000.

Senator KEAN. Of course the earnings of the company may have
warranted that price.

Mr. HEALY. They may have. I am not here to criticize the price
that the Associated Gas & Electric Co. paid for its properties.

Senator KEAN. I say, it may have.
Mr. HEALY. I think that during the years 1927, 1928, and 1929

these holding companies paid some absurd prices for properties
which they bought.

Senator KEAN. There is no doubt about that.
Mr. HEALY. But the point is that the balance-sheet statement does

not disclose the facts that I have mentioned; and when you turn
to the other side of the balance sheet you will find 3urplus reported
in this fashion [reading] :

Class A (5,817,371 shares), Class B (500,000 shares), Common stock (1,703,538
shares)—Capital and surplus $261,266,024 80

In other words, the capital, except the preferred stock, and the
surplus are all thrown in together m one item. There is nothing
that discloses the difference between earned surplus, capital surplus,
or paid-in surplus, or surplus created through write-ups, or surplus
created through the type of dividends that I tried to describe a few
moments ago that arose through the Securities Co. taking Associated
Gas & Electric stock at arbitrary values and then selling them out at
higher values.

Just a few more words, and I will finish.
Senator KEAN. I would like to call attention to the fact that you

are quoting statements and statistics of 1929.
Mr. HEALY. Yes, sir
Senator KEAN. That was many years ago. Are we supposed to

assume that if you get this authority, the best you can do is to fur-
nish us with statements 7 or 8 years old?

Mr. HEALY. NO, sir. I picked this statement for several reasons.
I have got printed balance sheets for the Associated for every year
since 1929. I took this one first because I happened to have it handy.
I have only used it to illustrate or to try to prove the necessity of
disclosing the content of these fixed capital and surplus accounts.
My argument is that the Commission should have authority to get
the facts that underlie figures like these.

A second reason for taking this statement was that in our utilities
investigation we cut off investigation of this company as of the end
of 1929, and I wanted to use this statement because Mr. Nodder,
who made the study of the Associated Gas & Electric Co., had given
me a breakdown of the information as to how these particular figures
were made up. If the committee wishes information as to the As-
sociated Gas & Electric Co. as of a later date, we have the annual
reports and can give you some information about it.

Senator WAGNER. IS there not some very recent information?
Mr. HEALY. Yes, sir.
Senator KEAN. If this bill provided—and it does not so provide—

that you should have authority to pass on the accountants and
175541—34—pr 16 14
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engineers where an outside report is made, it seems to me that you
should have authority to say that these accountants are satisfactory
to us or that they are not satisfactory, or that the engineers are
satisfactory to us or they are not satisfactory.

Mr. HEALY. I hope the day will come, Senator, when we will have
in this country chartered accountants who will be licensed by the
Government and who will be punishable for false statements, and
who will make their reports to stockholders and not to directors.

Senator KEAN. At the present time, under this bill, if you had
that authority you could license accountants and you could license
engineers; but under these circumstances you are not going to be
able possibly to do this work. To make a general report on all the
corporations of the United States is just foolishness.

Mr. HEALY. Of course, under the terms of the bill accountants
incur a civil liability if they are not accurate within certain limits.

Senator KEAN. I know that. But what I thought was that you
ought to have authority in this bill to license accountants and en-
gineers. What do you think of that? I have just put it to the
witness, Mr. Chairman, as to whether the Commission ought to have
authority to license accountants and engineers.

Mr. HEALY. My first reply was—some of the committee were busy
with something else—that I would be very pleased, as far as I am
concerned, if the day would come when public accountants would be
licensed and would have to report to stockholders instead of to
directors and would have a dignified position of responsibility under
Federal laws. Whether or not public sentiment and the sentiment
of Congress is at the point where they are willing that engineers and
accountants should be licensed by the Federal Trade Commission
I do not know. I have some doubt about it.

The CHAIRMAN. We have enough to deal with now without going
into outside questions. The complaint about this bill is that it goes
too far.

Senator KEAN. Yes; it does in some respects; I agree to that. I
am opposed to the bill in some respects, but I am in favor of haying
accountants that are responsible and engineers that are responsible.
For instance, if I make an issue of securities I hire the highest class
and the best people that I can get, and I do not restrain them in any
way. They are to make a report of the situation. I take their
report and publish it, and I am bound more or less by that report.
I issue securities by it, and I pick the very best I can get. If they
make mistakes, I suffer.

The CHAIRMAN. Would it be any better if they were licensed?
Licensed men make mistakes.

Mr. PECORA. I t would not add to their knowledge or efficiency.
The fact that a lawyer has a certificate of admission to the bar
does not improve his knowledge of the law.

Mr. HEALY. I should like to interject an observation, if the com-
mittee will permit, which is not particularly apropos of anything,
that eventually the solution for many of these problems is going to
come from a compulsory incorporating or licensing of all corporations
engaged in interstate commerce.

The CHAIRMAN. YOU mean, to give them Federal charters ?
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Mr. HEAIIY. Yes, sir; either Federal charters or Federal licenses.
There is hardly a State in the United States today that will permit a
foreign corporation incorporated under other laws to come in and
do business in that State without complying with the State require-
ments. But Congress permits anybody or anything or any kind of
a corporation to engage in interstate commerce almost without let
or hindrance. There is considerable support in rather conservative
quarters for this view. Mr. Whitney has favored it, and Attor-
ney General Wickersham favored it and President Taft favored it,
and there are in existence bills that were drawn that represented the
views of some of those gentlemen.

A second thought that I wish to express, which is a little out of
line, is that many of the present difficulties will never be met until
there is created an authority which has the right to decide at what
figures properties shall go on to the books of corporations. Watered
stock and inflation of all kinds depend, according to my observation,
upon the figures that corporations are allowed to put on their books,
particularly in recording assets. Some day, in my opinion, there will
have to be some supervision of that sort of thing in the case of all
corporations who are selling their securities to the public, just as in
certain States today there is that kind of supervision over public-
service operating companies.

I have just one other small matter that I will refer to in connection
with the Associated Gas & Electric Co. and then will conclude, unless
you have some further questions to put to me.

Mr. STodder, our accountant and examiner, made up a revised bal-
ance sheet of the Associated Gas & Electric Co. as of December 31,
1929, and then he undertook to eliminate from it all matters of
write ups, nonreceived income, and certain received income which? in
his view, the Associated Gas & Electric Co. was not entitled to receive.
As a result of his revision making these eliminations the corporate
surplus which was stated at $1,886,000 shows a deficit of $24,056,000.
The capital-surplus account which, according to the statement that
he made up based on the books of the company, stood at $11,167,000,
after his revision had but $4,395,000 left in it. The stated value of
common stock which, according to the books of the company and
Mr. Nodder's interpretation of them, stood at $21,685,000, after his
revision stood at $2,025,000.

The net result of all of his revisions was to reduce the total of
assets by $50,387,000 out of a total of $641,000,000. The company
contests his revision.

A few brief words as to some of the reasons that actuated him in
making these adjustments and eliminations. First, he eliminated
about $8,900,000 to eliminate the cost of acquiring capital account;
the principal items comprising the same consisting of capital and
surplus created for several classes of stocks; and that was done in the
way that I have attempted to describe, in the first instance, earlier
in my testimony.

Senator KEAN. What did he do with the $15?
Mr. HEALY. That is left in capital and surplus. You mean, if I

understand you, the difference between $35 and $50?
Senator KEAN. Yes.
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Mr. HEALY. Yes; he did not eliminate that, as I interpret his
statement. He eliminated $17,800,000 from corporate surplus to
eliminate from corporate surplus amounts received as dividends from,
subsidiary companies and other sources. He eliminates by this proc-
ess certain dividends that they received but which, when he had
traced them back through several layers of corporations, were origi-
nally paid, not out of earnings, but out of write-ups.

He next eliminates from corporate surplus a total of $7,110,000;
$1,640,000 of this was compensation for management and construc-
tion services in return for which, according to Mr. Nodder, the
Associated Gas & Electric Co. never rendered any management or
construction service.

He next eliminates $3,400,000 and something over for current net
earnings of subsidiaries transferred to the stated value of nonpar
capital stock and never actually distributed -

Senator KEAN. Excuse me. Go back one item. The company
received that money, did it not?

Mr. HEALY. Which money?
Senator KEAN. Money for managing.
Mr. HEALY. Yes, sir.
Senator KEAN. Then they have got the money?
Mr. HEALY. Yes, sir. The basis of Mr. Nodder's elimination of

that item was that they were not entitled to receive it, that they
rendered no construction or management service.

Senator KEAN. Yes; but they got the money?
Mr. HEALY. They did.
Senator KEAN. Therefore it is part of their assets.
Mr. HEALY. That is true, in that respect. That is agreed to
Senator KEAN. I t is not a fair statement, so far as that goes,

because they have got the money.
Mr. HEALY. I think it is a fair statement, because I said at the

outset when I began to talk about it that he eliminated, among other
items, items that they actually received but which, in his view, they
were not entitled to receive.

The CHAIRMAN. In other words, did they have to return it to*
somebody else?

Senator KEAN. NO. I do not think there is any chance of their
returning it.

The CHAIRMAN. If they have something that they have no right
to, why not return it?

Senator KEAN. The witness says that they did not have any right
to it, that they did not render proper service for it; but they have
the money in their account, and the only one that could sue them
would be one of the subsidiaries that they own.

Mr. HEALY. One of the State commissions having supervision over
the subsidiaries that paid this management fee may take a hand in it.
I t is not absolutely certain that none of this money will

Mr PECORA. Rates are fixed on the basis of such expenditures ?
Mr. HEALY. Yes, sir; because such expenditures are charged

against income before the return permitted by law is computed.
Senator KEAN. But if they had this money and they earned it and

they charged this in
Mr HEALY. They had it, but they did not earn it.
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Senator KEAN. At all events, they have it ?
Mr. HEALY. They have got it, but can they keep it ?
The second item, however, in this group that I have been dealing

with is $3,490,000, which is simply a transfer of earnings on the
books of the subsidiary company from surplus account to stated
value of nonpar stock and has never been paid over.

Senator KEAN. They are not entitled to that.
Mr, HEALY. The next item is a very interesting one. I wonder

if they are entitled to this one: This is $1,978,513.12, which is Fed-
eral income taxes received from subsidiaries in excess of current
deduction for Federal income taxes. Let me explain what that
means

Senator KEAN. I do not think they are entitled to that.
Mr. HEALY. The practice in the Associated Gas & Electric Co.

system, as in several others, is for each company to accrue and set
up on its books the Federal income taxes which it would have to
pay if it made a return as an individual company and did not figure
in a consolidated return. The holding company for that group
makes a computation of what it would have to pay on a consoli-
dated basis if it made one return for itself and all of its subsidi-
aries. Thereupon the Associated Gas & Electric Co. takes on to its
books what the subholdmg company accrues for taxes. But the As-
sociated Gas & Electric Co. does not pay it to the United States Gov-
ernment. I t gets out a consolidated return, and the amount that
they pay being less than the amount that is in effect paid over to
them by the subsidiaries, they pocket the difference. As a matter of
fact, there have been several years in which this kind of income was
taken up by Associated Gas & Electric Co. when they did not pay
any Federal income taxes. Mr. Nodder has eliminated $1,978,000 of
that kind of income.

The CHAIRMAN. Has that been brought to the attention of the
Treasury 8

Mr. HEALY. Yes, sir. A man named Davison from the Treasury
Department has worked for many weeks in that connection. This
is not the only company that does that. There are quite a few of
these companies that make a profit out of their consolidated return
by assessing each company what it would pay if it made an indi-
vidual return, and then keeping out what it saves by making a con-
solidated return. There is an item of $1,900,000 shown right here
[indicating]

The next adjustment of corporate surplus was $958,000. I will not
stop to give the detail about that, because by comparison the amount
is small and the hour is getting late.

Also, Mr. Nodder removed $15,520,000 from capital surplus to
write off from the capital surplus account certain items, in view of
the fact that the principal items therein consisted of write-ups of
security investments.

That picture, I submit, as of December 31, 1929, can be contrasted
with this one which appears in the published annual report of the
Associated Gas & Electric Co. for 1929, and it seems to me it goes a
long way toward proving the point that I hoped to prove when I
•came up here, and that is that by the provisions of sections 11 and 12
you should give the Commission power enough to learn the content of
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these statements. Give it authority to get the information so that i t
can analyze balance sheets and income statements.

I t is suggested that I ought to state that some of the appraisals
reflected m the books of Associated Gas & Electric Co. have not been
approved by State commissions. Many of the appraisals upon which
many millions of dollars of write-ups have been recorded on the
books of operating subsidiaries of the Associated Gas & Electric Co.
have been made by a man named Cheney m New York; and the
controlling influences in Associated Gas & Electric Co., as I think all
of you know, are Mr. Hopson and Mr. Mange.

I had one of Mr. Hopson's associates on the stand the other day,
a young man named Stix, and I inquired of him as to the rela-
tions between Mr. Hopson and Mr. Cheney because I wanted to
know whether Mr. Cheney's appraisals were independent, and what
his connections were with the system, because, as stated, there had
been many million dollars of write-ups put on the Associated's books
to reflect the appraisals made by Mr. Cheney. Mr. Stix said—I did
not ask him this, because I do not ask witnesses for hearsay testi-
mony, but Mr. Stix said—and he is very close to Mr. Hopson—that
it was common gossip in the Hopson office that Mr. Cheney divided
with Mr. Hopson one half of all the profits that Cheney made from
the operation of his engineering department. We hope that before
many days have passed we will be able to develop with some particu-
larity just what the lelations between Hopson and Cheney are

Senator WAGNER. I S the appraisal for the State 2
Mr. HEALY. NO, sir; for the company. He is represented as an

independent appraiser.
Senator WAGNER. I t is supposed to be a detached appraisal ?
Mr. HEALY. Yes, sir.
Mr. PECORA. Did you not find two companies were in existence,

the stock of which is held solely by Hopson and his associate Mange?
Mr. HEALY. Yes.
Mr. PECORA. And those two companies purport to render manage-

ment and financial service and advisory service of some kind to the
subsidiaries of the Associated Gas & Electric Co. for which they
receive fees that guarantee a million or more dollars a year, which
go simply to those two men?

Mr. HEALY. NO, sir; my memory is not quite that way. The prin-
cipal management companies in the Associated group are subsidiary
to Associated Gas & Electric Co., so that their earnings ordinarily
will oo up to the Associated Gas & Electric Co. However, H. C.
Hop on & Co., and a corporation owned by him and his sisters which
has hucceeded the old H. C. Hopson Co. partnership, does render
financial service and income-tax-return service for which they get
pay. They also render service in connection with the issuance of
various securities; and it is my impression that those services have
been rendered at a profit to Mr. Hopson and his corporation. But
let me say this, that in the report of Associated Gas & Electric Se-
curities Co., Inc., which we put into the record just about 2 weeks
ago, we do show dealings between corporations owned whollv by
either Mr. Hopson or Mr. Hopson and Mr. Mange together, where
the dealings were to the profit and advantage ox the corporations
wholly owned by them and where the profits that they made entailed
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some expense or loss to the companies that were subsidiaries to Asso-
ciated Gas & Electric Co. I recall one such corporation that made
profits through dealings with the Securities Co., and this was the
Associated Securities Corporation, which is owned through a series
of trusts or holding companies by Hopson and Mange. There is full
detail on that in our record, giving the amounts to a penny.

I would like also to say—and this is pertinent in view of Ms\
Pecora's question put to me regarding the insertion of a clause re-
lating to accounts kept according to State requirements—that as you
know, the Associated Gas & Electric Co. is not subject to the State
public service commission and their accounting methods are not pre-
scribed by State authority.

Senator KEAN. If that were put in there, it would not affect your
authority to go into it, would it?

Mr. HEALY. NO, sir; it would not, as the State law now stands.
Senator WAGNER. What do you mean by saying that they are not

subject to the State Public Service Commission?
Mr. HEALY. That the company itself is a holding company and is

not subject to the State Public Service Commission of New York.
Mr. PECORA. Judge Healy, the contention has been advanced here

by opponents of the bill that the provisions of section 12 vesting
the Federal Trade Commission with authority to require certain
corporation reports and prescribe the form of them, and so forth,
would virtually give the Federal Trade Commission absolute dom-
ination and control of the business of these corporations. Do you
see anything in the provisions of section 12 or anywhere else in this
bill that would so opeiate?

Mr. HEALY. I do not. The Commission is not seeking any such
authority. The Commission, if I may speak for it—I have no au-
thority to speak for it, but I am sure the Commission feels that you
should have such provisions in the bill as to make the bill effective.

Senator KEAN. If you have authority to remove the officers at will,
do you not absolutely control the company?

Mr. HEALY. In the first place, the bill does not purport to give
the Commission authority to remove the officers of corporations.

Senator KEAN. I t does as to the stock exchange.
Mr. HEALY. I t gives authority as to the officers of the stock ex-

change, but only in the event that they violate the law.
Mr. PECORA. Where they fail m the duties imposed upon them

by the bill. The objection advanced to this bill, among other things,
was that section 12 clothes the Federal Trade Commission with a
power equivalent to control and domination of the affairs of cor-
porations, merely because that section gives the Federal Trade Com-
mission the right to prescribe the form of reports which such cor-
porations are required to make.

Mr. HEALY. In section 18, subdivision 3, there is a provision that
after notice and opportunity for hearing the Commission may
suspend or may expel any member or officer who violates the law or
the rules and regulations thereunder.

Senator KEAN. YOU might make very unreasonable rules. Suppose
you omitted the words "rules and regulations " Would you con-
sent to that?

Mr. HEALY. I should think if the Commission made unreasonable
rules and regulations, the courts would set them aside.
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Senator KEAN. Probably they would, but in the meantime you have
cut off the other fellow's head.

Mr. HEALY. I think we could not cut of his head under an invalid
regulation; and certainly rules and regulations cannot be made in
excess of the power bestowed by the act.

Senator KEAN. Yes; but suppose you omitted the words " rules
and regulations " ? If they violated a law as passed by Congress,
which they will all know about, that is one thing; but if you make
new rules and regulations every day, that is different.

Mr. HEALY Very different; and I do not think that they could be
penalized for violating a rule or regulation that they did not know
about. I should think the Commission would be wise enough to
make its rules and regulations take effect at such a time that every-
body on the exchange would know about them.

Senator KEAN. Yes; but the trouble is that you make these regu-
lations that you think are wise, and perhaps the Commission might
not always be so wise.

Mr. HEALY. That is the chance we take with the administration of
any law, either in the courts or elsewhere. However, I should hope
that the Commission would take counsel of those members of the
New York Stock Exchange and other exchanges in whom it has
confidence, to see that the rules and regulations are fair and reason-
able. I do not mind saying at all that I have had correspondence
with a man named Hoxsey, who is on their listing committee, and
the trend of his views as shown in the subject of his correspondence
with me was very pleasing to me.

Mr. PECORA. That is the Mr. Hoxsey who is executive assistant to
the stock-list committee?

Mr. HEALY. Yes, sir.
But to answer the Senator's question, I do not think that the

provision by which men may be suspended or expelled if they violate
the rules ought to be taken out. I think if rules are promulgated
inside the authority of the act, those who violate them should suffer
some penalty. We cannot get effective regulation without it.

Senator KEAN. Yes; but that is a very drastic penalty, because it
gives you exactly the same authoritv as if that were put into the
bill, does it not?

Mr. HEALY. NO, sir; not precisely. So far as rules and regula-
tions are concerned that are reasonable and that are authorized by
the act, you are correct, in my opinion, and only to that extent.

Mr. PECORA. The court has injunetive power to restrain the en-
forcement of a rule that is unreasonable or invalid?

Mr. HEALY. Yes, sir.
Mr. PECORA. After all, is this power any greater, if indeed as

great as that invested in the governing authority of the stock ex-
change over its own members for violation of its own rules?

Mr. HEALY. I should judge not, from what I have heard, although
I have very little first-hand knowledge.

Senator KEAN. That is a self-governing body. The members of
the exchange vote for those people to govern them, and they have
their consent. They have given them that power. We take it with-
out consulting them. We put this bracelet around their necks.
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Mr. PECORA. I t is not a bracelet. I t is just simply giving a
desirable disciplinary power over those who are subject to its rules
and regulations and who are guilty of an infraction.

Senator WAGNER. When I was a judge on the bench I issued a
temporary injunction to restrain the stock exchange, until the matter
could be heard by the court, from expelling a member who had,
they claimed, violated their rules by some wash-selling operation,
and when the matter came before the court eventually I was com-
pelled by the evidence to sustain the stock exchange. The man was
expelled, but he had his day in court absolutely.

Mr. PECORA. He will have it here.
Senator WAGNER. That is what I say.
Mr. PECORA. I t provides for notice and opportunity for hearing.
The CHAIRMAN. I was just going to ask the committee to allow

your testimony to be incorporated in the hearings. This is a very
important statement, and I think it should go into the hearings.

Mr. HEAIIY. If that is done, may I have an opportunity to revise it?
The CHAIRMAN. Yes.
Mr. HEALY. Because, speaking here under tension, it is sometimes

difficult to make oneself clear.
The CHAIRMAN. Without objection, it will be inserted in the hear-

ings.
Senator KEAN. The other day Mr. Pecora produced a statement

which he wanted to substitute for one made by Mr. Redmond.
Mr. PECORA. Relating to section 10?
Senator KEAN. Yes. I suppose it was in the record.
Mr. PECORA. SO did I.
Senator KEAN. And so did he.
The CHAIRMAN. That may be inserted in the hearings also; and

we will insert your statement in the record of the hearings so it will
be printed.

Mr. HEALY. I think that is a matter that is up to the committee
entirely. I would be glad to have it appear, however, that I came
here at the committee's request.

The CHAIRMAN. YOU will be given an opportunity to revise the
proof.

(The statement of Mr. Redmond, referred to, was handed to
Senator Kean to be returned by him to the clerk of the committee
for insertion in the record.

The CHAIRMAN. I wanted to ask you one more question. Please
turn your attention to page 52, section 25. As the bill now reads
[reading]:

Any person who willfully violates any provision of this act or any rule or
regulation made thereunder, or any undertaking filed thereunder, or any person
who willfully and knowingly makes, or any person, including a director, officer^
accountant, or other expert thereof who willfully and knowingly is responsible
for any statement in any application, report—

And so forth.
What I have in mind is that expression," Who willfully and know-

ingly is responsible for any statement." I t seems to me that that is
rather ambiguous and indefinite. Can we not explain that in some
way? Can we not make that clearer? You, as a lawyer, would
know how difficult it is going to be to show that someone is re-
sponsible for a thing, and whether that definition is sufficiently clear.
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What da you say, Senator Wagner?
Senator WAGNER. I usually like to have a man responsible for his
t
The CHAIRMAN. HOW can you show that anyone is responsible for

the statement? Ought we not to express clearly the idea that he
must have participated in it in some way?

Senator KEAN. I think so.
Mr. PECORA. The idea, I think, was not to subject anyone to any

penalty for an honest mistake.
Senator WAGNER. " Willfully and knowingly " is all right.
Senator KEAN. I think "responsible" might be left out. How

would it read then?
Mr. HEALY. In reading that I did npt know why it was put that

way, but it occurred to me that it might be for this reason, that
there might be people who did not make the statements themselves,
but who were responsible for them. Very often the fellow behind
the scenes who is most responsible for everything that happens does
not appear much himself in the public eye.

Mr. PECORA. I think, Judge Healy, you are correct, because the
previous part of that clause subjects the one actually making will-
fully, and knowingly, a false statement, to the penalties provided
for by the act.

Senator WAGNER. Where is that?
Mr. PECORA. In section 25: Any person who willfully violates any

provision, or any person who willfully and knowingly makes any
such statement, or any person, including a director, officer, account-
ant, or other expert who willfully and knowingly is responsible for
any statement. There are three different classifications of persons
intended to be reached, and I think the last category is intended to
apply, as Judge Healy has suggested, to those who do not themselves
make the statement, because such persons would fall within the sec-
ond category.

The CHAIRMAN. Would it not be better to say "knowingly and
willfully procures or directs " ?

Mr. PECORA. I think that would be a clarification.
Mr. HEALY. I think it would be a good change. You might say,

"Any person who willfully or knowingly procures, aids, or abets "
Senator KEAN. That is a little broad.
Mr. HEALY. Yes; it is broad; but is it too broad ?
Senator KEAN. I think it is.
Mr. PECORA. That language is almost similar to the language found

in penal statutes making accessories responsible as principals; that
is, those who aid, abet, procure, or cause another to commit a crime.

Senator KEAN. I think Senator Fletcher's suggestion is much
better.

The CHAIRMAN. I t struck me that it needed a little clearing up.
Senator WAGNER. " Who knowingly procures another to make any

statement", and so forth.
The CHAIRMAN. " Who procures, directs, or aids in the making of

a statement." I merely suggest that. We will think about it.
I received this morning, in response to the request of the com-

mittee and in response to objections raised to the bill on constitu-
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tional grounds, a statement from Prof. Noel T. Dowling, who is a
professor of law at Columbia University. I would like to have his
statement in the record in the open hearings.

(Statement of Noel T. Dowling, professor of law at Columbia
University, entitled " Memorandum Concerning the Power of Con-
gress, Under the Commerce Clause, to Regulate Securities Ex-
changes", will be found printed m full at the end of today's
transcript of hearings)

Mr. PECORA. I have just received a communication from Mr. John
Dickinson, Assistant Secretary of Commerce, which I think might
as well go into the executive-hearing record. The letter is accom-
panied by a statement of the amendments which he suggested might
be made when he appeared before this committee last week. He
was then requested, if you will recall, to reduce his proposed amend-
ments to written form. There has just been handed me that list of
amendments.

The CHAIRMAN. I have the original of that.
Mr. PECORA. I did not know you had that, Mr. Chairman.
Senator WAGNER. Judge Healy, I did not have the advantage of

listening to your entire testimony. Did you touch the question of
margins at all today?

Mr. HEALY. NO, sir.
Senator WAGNER. Have you any views about that subject ?
Mr HEALY NO, sir; I had no hand in the writing of the bill

and do not feel competent to talk about that subject.
Senator WAGNER. I wanted to get the benefit of your opinion if

you had one on the subject.
Mr. HEALY. I have just one opinion, which is of a very general

nature, and that is that it is in the public interest to control specu-
lation through the control of credit in connection with margins.
Further than that I would not care to go.

Senator WAGNER. What prompted my question was that in a talk
with Governor Black the other day he suggested as part of the
control that instead of having restrictions or limitations in the act
itself, the Federal Reserve Board ought to have the authority from
time to time to fix the margin limitation. I wondered whether you
had any views about that.

Mr. HEALY I t occurs to me that it would not be wise to leave it
entirely to the Federal Reserve Board if you do something of that
sort. I t seems to me that if the Federal Trade Commission is going
to administer the act it ought to have some official part in any activ-
ity relating to marginal requirements. I do not mean the sole
authority, by any means, but some part.

Senator WAGNER. None of your activities go into the area of
control of credit %

Mr HEALY. NO, sir.
Senator WAGNER. Would not that be a new field for you^
Mr. HEALY. Yes, sir; but of course work in connection with secur-

ities on the stock exchange is something of a new field.
The CHAIRMAN. The law might fix a minimum and draw a line of

its own and then leave the Federal Reserve Board to fix a margin
within that zone.
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Senator WAGNER. I have no very definite views about it myself,,
but I thought I would like to get Judge Healy's opinion.

(Informal discussion occurred which the reporter was directed not
to record; after which the following proceedings took place:)

Mr. PECORA. Judge Healy, will you be good enough to turn to
page 33 of the bill, H.R. 8720, at the top of the page, item no, 10,
requiring the filing of balance sheets for preceding years certified by
public accountants, and so forth?

Mr. HEALY. Yes, sir.
Mr. PECORA. I t has been suggested, and I think it was Mr. Dick-

inson's suggestion, that after the words " balance sheets for " there
should be inserted the words "not to exceed the three preceding
years." That is, to have balance sheets filed for the preceding 3
years. And a similar amendment to item 11, profit and loss state-
ments for a period not to exceed 3 preceding years. Do you think
such an amendment would be a good one?

Mr. HEALY. I t would not occur to me that that was an unreason-
able suggestion. However, it ought to be left perfectly clear, if such
an amendment is made, that nevertheless the commission or the
corporation reporting must disclose the content of its fixed capital
account and its surplus account, various reserve accounts, invest-
ment accounts, and so on, if necessary, in order that their content
may be known. Sometimes it is necessary, in order to get that in-
formation, to go back more than 3 years.

With that much of a reservation 1 should think that the suggestion
was rather a wise one.

Also, I would suggest that the commission should be left with
authority to require balance sheets for other years without certifi-
cate, if it wants to. I do not think anybody wants a certified public
accountant to go back and examine all the balance sheets that have
been put out for years.

The CHAIRMAN. We are very much obliged to you, Judge Healy.
The committee will now taxe a recess until 10 o'clock tomorrow

morning.
(Whereupon, at 1:25 p.m., a recess was taken until tomorrow,

Tuesday, Apr. 3,1934, at 10 a.m.)
For release Tuesday, April 25,1933, after the full report of which this î  oiuy

the summary, has been introduced in the official record, Federal Trade Com-
mission, Washington (This copy will not be made available until the full
report containing the summary has been introduced in the record )

The foUowing summary of the report of the Federal Trade Commission ex-
aminer, was placed in the record in the Commission's investigation of power
and gas utilities, Tuesday morning, April 25 The Examiner, Dr. Thos W
Mitchell, testified regarding this report which is based on his examination of
the books and accounts, of Cities Service Securities Co, of the Doherty group
of utilities

The Cities Service Securities Co is a securities marketing and trading
agency set up in 1927 by Henry L. Doherty & Company and is wholly owned
by Cities Service Company.

The report of which the following is a summary* sets out briefly in Chapter
I the organization and purpose of Cities Service Securities Co and the manner
of its functioning In thirteen sections of Chapters II and III are presented
the activities in thirteen typical securities marketing campaigns based on the
functions and purposes set out in Chapter I

The summary is as follows:
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SUMMABY OF BEPORT ON CITIES SERVICE SECURITIES COMPANY

Henry L Doherty & Company, managers of Cities Service Company, fur-
nished by application of the proceeds of sales during 1927 and 1928 and up to
the stock market crash in 1929, the great bulk of that demand for that latter
company's common stock that was expressed in purchases on the New York
Curb Exchange That stock was purchased continuously in large volume over
the counter and on the New York Curb Exchange. They were enabled to do
this by applying to these " market purchases " a large proportion of the funds
and orders that were obtained through cash, short-time and installment sales to
investors in every nook and corner of the United States. The purchases and
sales were made for account of Cities Service Securities Company. The pur-
pose claimed for these market purchases by the company was that of facilitat-
ing the sale of new blocks of original issue of the stock by providing for the
investors an active resale market in which they could readily dispose of their
holdings if occasion required However, the volume in which these market
purchases were made was not merely sufficient to support and steady the
market price but was such that the market price rose to a great height, from
which it crashed m October, 1929

This organization's market activities constitute an outstanding example of
what is believed to be a general practice in modern finance and stock market
control. The practice has far-reaching effects upon the welfare not only of the
investing and speculating public but of the entire general public. It may con-
ceivably be carried on only in such volume as to support and steady market
prices, or, as in 1927, 1928 and 1929, it may be carried on in such volume as to
induce a continuous rise in the prices of stocks generally, and as to induce a
general orgy of speculation in which stock prices go to absurd heights, from
which they must inevitably crash to the great injury not only of the speculators
but of the entire nation.

Incorporation, Capitalization and Control —Cities Service Securities Company
is a wholly owned subsidiary of Cities Service Company. Its organization on
March 17, 1927, and its incorporation in Delaware on April 9th following were
caused by Henry L Doherty & Co, who transferred to the new company in
exchange for its capital stock ($15,000,000 par value supported by net assets
valued) at $20,000,000), the assets, liabilities and current situation that per-
tained to a certain function that previously had been performed by Henry L.
Doherty & Co. as Fiscal Agent for Cities Service Company and its subsidiaries.
The performance of that function had been carried on with the assistance of
funds advanced by Cities Service Company; and Henry L Doherty & Co reim-
bursed that company for the advances by transferring to it the Securities Com-
pany's capital stock at a valuation of $20,000,000 and by causing the Securities
Company to assume an open account indebtedness to Cities Service Company
of $21,721,175 42

Matm* Function.—The Securities Company's main function, which is the cer-
tain function referred to and which is performed for it by the staff of Henry L.
Doherty & Co. (for the Securities Company has no paid organization of its
own), is that of obtaining or facilitating the raising of additional capital funds,
and it has been variously described as follows:

To facilitate the marketing of securities of Cities Service Company and its
subsidiaries;

To supervise the market, or (in connection with syndicate operations) the
sole handling of the market for such securities;

To provide a ready resale market in which owners of securities of Cities
Service Company and its subsidiaries can readily dispose of their holdings at
retail when they desire to do so.

This function is most actively performed during those periods in which new
original issues of the securities in question are being marketed by banking
syndicates and distributing groups or in which preparation is being made for
the issuance of such new blocks. The Securities Company usually does not
itself market any considerable portion of an original issue of bonds or stocks
of Cities Service Company or of its subsidiaries, although it has occasionally
taken an additional original issue for the purpose of covering a technically
" short" position that it has created in the course of its activities in " super-
vising the market" When the Securities Company does participate in the
marketing of a block of original issue of securities, it usually obtains its portion
of the issue, not from the issuing company, but from the managers of the
syndicate that has undertaken the rnaiketmg of the block
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In connection with the marketing of such blocks of original issue, the Secuii-
ties Company's function may be described as that of making the secunty m
question attractive to the public A natural effect of adding to the supply of
a given security is to depress its market price, it is important from the view-
point of the results to the issuing company that this price-depressing tendency
be counteracted and, if possible, even be converted into a price-advancing ten-
dency. One condition in conjunction with others, that makes a security attrac-
tive to the investing public is an active organized market in which the investor
can readily dispose ot his investment if he has occasion to do so It is therefore
important from the viewpoint of results to the issuing company that such an
active market be created and sustained for some time prior to and during the
period in which the new block of original issue is being marketed In addition
to the investment demand, a speculative demand for a given secunty may be
stimulated by a persistently rising price of the security in question, the motive
of the speculator being to obtain a profit in the purchase and resale of the
security. Such speculative purchases may be made outright; but they can be
made in greater volume on margins Such a speculative demand is likely to
be stimulated if the sustained volume of purchases on the organized exchange
is of sufficient magnitude to cause a fairly rapid and continuous rise in the
market quotations However, purchases by speculators result later m specu-
lators' sales, which add to the Security Company's burden.

Method of Performing Mam Function—The method by which the Secunties
Company performs this function is as follows

Having regard, of course, to the volume of sales to investors effected by the
selling organization, it purchases the security day by day m considerable vol-
ume on the organized exchange These purchases are made through brokers.
They are made m such volume as to constitute a large supplement to the
public investment and speculative demand for the security as expressed in
purchases on the Curb Exchange It also purchases the security " over the
counter", which has the effect of keeping such quantities out of the supply
offered on the organized exchange All of those purchases have the following
effects

(1) They provide the ready resale market for those investors in the secunties
in question who had occasion to dispose of those investments

(2) They tend to prevent the maiket price fiom sagging under the influence
of the addition to the supply, because this added demand by the Securities
Company competes with the public demand as expressed in purchases on the
Cuib Exchange and appears or is augmented in volume just before and dm ing
the period in which a new block of original issue is being offered to the invest-
ing public This supplement to such public demand may even cause the maiket
quotations for the security in question to advance

(3), They induce investment confidence in the security in question and also
speculative cupidity The latter is stimulated especially when the Securities
Company's activities result in successive advances in the market price, which
advances offer the speculator the prospect of reaping a profit by purchasing the
security and reselling it later at a higher puce

Basis of Market Purchases and Sources of Funds —These " market purchases ""
tend rapidly to deplete the Securities Company's cash funds, and it could not
long continue to make them if it did not have means of replenishing its funds
They are provided or replenished, and the Securities Company obtains a basis
on which to determine the volume of its market purchases, by the following
means In addition to their sales offices in New York City, Henry L Doheity
& Co had, in May, 1929, district offices in 25 cities of the United States, and
802 securities salesmen reporting to these offices operated not only m those
cities and adjacent communities but in 28 others also Those salesmen were
continuously active in obtaining from their acquaintances and other sources the
names of likely individual and institutional prospects, and in following up «sueh
leads, soliciting and obtaining orders for the securities Telegraphic reports
followed by daily transmission of copies of the sales confirmations kept the
New York office continuously informed1 as to the details and volume of orders
so obtained The volume of sales orders so obtained and of sales effected " over
the counter " constituted a basis of the volume of " market purchases " made
by the Securities Company " over the counter " and on the organized exchange;
and the down payments of cash by the customers and the later collections of
cash from them constituted an important source from which were replenished
the cash funds that were depleted through the aforesaid market purchases.
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To some extent these sales orders and funds were supplemented for this purpose
by orders and funds obtained from or through investment retailers who par-
ticipated in special offerings and even in syndicate distributing gioups

Thus the Secunties Company, through Henry L Doherty & Co. as agent,
functioned, to the extent of its market purchases, very much like a broker who
received from customers orders to purchase certain designated securities in
specified quantities and then purchased on the exchange or over the counter
the secunties with which to fill the orders However, it differed fiom an
ordinary broker in the following respects

(1) The customer investor did not give an order to purchase the securities
for him, but he contracted to purchase them from Henry L Doherty & Co ,

(2) The securities salesmen of Henry L Doherty & Co took the initiative
in soliciting the orders rather than waiting for orders to come,

(3) Neither the Securities Company nor Henry L. Doherty & Co is a mem-
ber of the exchange, but the purchases on the exchange were executed through
broker members,

(4) The purchases of securities with which, to fill the customers' orders did
not necessarily have to be made immediately after receipt ot the orders, be-
cause of the fact that a large portion of the orders was made on account or
on 10-months installments, thereby affording the Doherty Management leeway
as to the time at which to provide the securities According to the company's
iepresentati\es, the shares sold on the installment plan during the period under
leview averaged something less than 15% of the Securities Company's total
sales of this stock The securities so sold were not deliverable until paid for
m full, and, according to the terms of the installment contract used in 1929,
those sold on such contracts weie not deliverable until the expiration of the
contract period even though the customer completed his payments before that
expiration Also securities needed for delivery to customers, particularly Cities
Service Company common stock, could be and were provided temporarily by
borrowing them from large holders This made it possible to build up sales
balances to cover which securities of new original issue were disposed of to the
lenders or to the ultimate investors The last step accomplished the ultimate
purpose of the whole process—the acquisition of new capital.

Secondary Function —The Securities Company is also a convenient instru-
ment through which gradually to buy in those securities that are to be retired,
or that are to be tendered to sinking fund tnustees, or that are to be taken out
of the market temporarily, or that are to be modified

For example, Public Service Company of Colorado, an indirect subsidiary
of Cities Service Company, found it advantageous to issue 6% rather than 7%
preferred stock, and later to issue 5% rather than 6% preferred stock Up to
January 29, 1931, the Securities Company and Henry L Doherty & Co, who
functioned before the Securities Company was formed, purchased $3,939,21512
par value of the 7% preferred stock at a cost of $4,287,06217, exchanged
$895,000 par value of it for $966,800 par value of the 6% preferred at an annual
dividend saving of $4,634, exchanged $300 000 par value for $375,000 par value
of the 5% preferred at an annual dividend saving of $2,250, and sold $2,690,000
par value of it to Cities Service Company Also after the marketing of 5%
preferred stock was commenced, the Secunties Company gathered in 6% pre-
ferred stock, and, on August 2, 1929, sold $535,700 par value of it to Cities
Service Power and Light Company at cost, $547,500 94 The Securities Com-
pany also marketed $4,112,700 par value of the 6% preferred stock for $4,046,921,
and, during the process, spent $991,348 34 making market purchases to the extent
of $977,000 par value

Again in March, 1927, Cities Service Company sold $15,000,000 face amount
of 5% debentures maturing m 1966 to A B Leach & Co , and the Securities
Company participated in the distribution as a member of the distributing group
The issuing company had outstanding at the time 6% debentures maturing in
the same year, and the Securities Company purchased these in considerable
quantities in the market. It continued these purchases up to the end of 1928,
both in the market and from European bankers, while two other debenture
issues bearing 5% interest were being marketed More than $17,000,000 face
amount of these were sold to Cities Service Company.

Examples of buying in secunties and modifying them previous to resale are
the following On November 1, 1928, when the market price of Cities Service
Company common stock was about $70 per share, that company sold to Harris,
Forbes & Co and Halsey, Stuart & Co, who marketed them through a dis-
tributing group of retailers, $30,000,000 face amount of 5% debentures matur-
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ing in 1963 at 92% and interest These debentures boie non-detachable option
warrants conferring upon the holder of each 1,000-dollar debenture the right
to purchase 15 shares of Cities Service Company common stock at prices
which, commencing at $72 per share, advanced $2 per share each 6 months
Again, in March, 1929, when the market price of this stock was about $126
per share, that company sold to the same wholesale investment bankers at
92% and interest, $50,000,000 face amount of 5% debentures maturing in
1969; and these debentures bore non-detachable option warrants whereby the
holder of each 1,000-dollar debenture had the right to purchase 10 shares of
Cities Service Company common stock at prices which increased at half-
yearly intervals commencing with $122 per share if the option were exercised
within the first six months. Subsequent to the issuance of these debentures
the market quotations for the stock rose to such heights that sale of it at the
debenture warrant prices was not advantageous to the issuing company, but at
the same time the differences between the market prices of the debentures
with warrants and ex-warrants were so narrow that more proceeds could be
realized by purchasing the debentures with warrants, exercising the warrants
and re-selling them ex-warrants The Securities Company purchased these
debentures in large volume, paying high premiums It exercised the warrant
options on $10,818,000 face amount of the Debenture 5's of 1963 and on
$18,328,000 face amount of the Debenture 5's of 1969, thereby making them
available for re-sale as debentures ex-warrants. Of their total cost, $20,996,-
19319, representing the diffeience between their cost and their market value
ex-warrants, was treated as a part of the cost to the Securities Company of
the common shares obtained in the exercise of the warrants Some of the
ex-warrants debentures were re-sold, some were transferred to Cities Service
Company, and, at last accounts, some were still being held by the Securities
Company

Importance of The Securities Company's Chief Function —The chief function
of Cities Service Securities Company was variously designated as " pioviding a
ready resale market for securities ", " facilitating the marketing of securities ",
" supervising the market" and " sole handling of the market" for securities
Another name commonly applied to this function is " sponsoring "

Inasmuch as the Securities Company is wholly owned by Cities Service Com-
pany, its peiformance of this function with reference to the parent company's
stock virtually amounts to Cities Seivice Company's trading in its own stock.
Such activity is regarded with disfavor by the governing body of the New
York Stock Exchange However, the securities of Cities Service Company are
dealt in, not on the New York Stock Exchange, but on the New York Curb
Exchange. Even in the case of many companies whose securities are listed
on the New York Stock Exchange, however, the trading is nevertheless carried
on by the company's Financial Agent, or by pools gotten together by the Finan-
cial Agent, or by a securities company owned by the Financial Agent

These trading activities are not of mere minor and incidental importance in
modern finance They are of major importance, because of their volume and
of the effects produced through their volume. While the practice of "spon-
soring" stocks has been a matter of common report over several decades, the
volume of trading mvolvid in it, the great proportion of the demand for securi-
ties on the organized exchanges that is provided by these company purchases,
the extent to which funds supplied by the investing public are used for this
purpose, and the extent and public importance of the effects are probably little
realized The description in this report of the activities of Cities Service
Securities Company m connection with campaigns to maiket common stock of
Cities Service Company and Class A common stock of Arkansas Natural
Gas Corporation furnishes outstanding illustrations that may convey such
realization

When the Securities Company took over this function from Henry L Doherty
& Co on April 1, 1927, an operation to distribute Cities Service Company
common stock was drawing to a close, and the sale of another 250,000 shares
under a special offering to dealers was under way. In the performance of its
function during the remaining 9 months of 1927, the Securities Company spent
nearly $45,851,000 in market purchases of 936,104 shares of this stock, its sales
during the same period amounting to 938,910 shares for $45,880,75938 Bv
"market purchases" is meant not only purchases on the New York Curb
Exchange but also purchases "over the counter". The latter did not, on
the whole, exceed one-sixth of the total. These market purchases amounted to
924% of the total number ot Cities Service Company common shares traded
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on the New York Curb Exchange duiing the same period and they exceeded
the number traded on the Curb in four of the nine months During that
period, the closing Curb price of this stock, after sagging from $51% to $44
in April, followed a fluctuating rise to $55% at the year end

On March 9, 1928, when the market puce was about $58 per share, Cities
Service Company offered its common stockholders a 10% pro rata subscription
for additional shares at $45 pei share. In the process of supervising the
market for the stock and the rights during this operation, the Securities Com-
pany and Pearsons-Taft Company formed a syndicate distributing group for the
purpose of effecting sales of 300,000 shares at current closing Curb prices plus
% point, and the syndicate participants sold 466,755% shares for $27,327,762 25
The purpose of this distributing group was to provide a channel through which
to sell such shares as the stockholders failed to take, but, the stockholders
having taken the entire 10% offering, the syndicate sales were utilized along
with sales effected by Henry L Doherty & Company's organization as channels
through which to dispose of the shares obtained by the Securities Company m
its market purchases to dispose of 100,000 additional shares of original issue
and to dispose of approximately 51,892 shares held by Gas Securities Company.
Preparatory to making voluminous market purchases in its process of super-
vising the market, the Securities Company guarded against excessive loss m
the resale of such shares by forming a Put Syndicate and paying it a commis-
sion of $300,000 for the privilege of selling to the Put Syndicate not to exceed
200,000 shares obtained m such market purchases and in the exercise of rights
purchased in the market, the " put" price to be $50 per share or cost, which-
ever should be the lower The privilege was exercised to the extent of 55,000
shares, of which 29,300 shares were repurchased The Securities Company also
purchased at a cost of $2,220,219 55 the rights to subscribe for 210,897}^ shares
and exercised most of the rights Also during the nine months, January to
September, 1928, the Securities Company's market purchases of this stock
totalled 1,451,890 shares, which fell short of the total number of shares of this
stock traded on the Curb Exchange by only 18,810 shares or by less than 1 3 % ,
the Securities Company's market purchases exceeded the number traded on
the Curb in five of the nine months During these nine months, the Securities
Company's sales amounted to 1,867,254 shares And the closing Curb quotations
for this stock continued their upward progress from $55% on January 1st to
$68% on September 30, 1928.

Up to September 30, 1928, the Securities Company's market purchases of
Cities Service Company common stock frequently exceeded the total number of
shares of that stock traded on the Exchange, indeed exceeded the totals in 9
out of the 18 months Thereafter the proportion of the Securities Company's
market purchases to the total trading on the Exchange was less than 100% and,
with exceptions, grew progressively less—not, however, through diminished
volume of the market purchases (which increased, instead) but through a
greater increase in the volume of purchases on the Curb Exchange by the
investing and speculating public It is probable that the spectacle of the con-
tinuous and rapid rise in the market quotations for this stock attracted specu-
lators who purchased in larger and larger volumes, doubtless on margins to a
large extent, for the purpose of reaping large profits in the resale

On December 17, 1928, Cities Service Company announced to its common
stockholders another offer of common stock for pro rata subscription at $65 per
sha,re to the extent of 10% of their record holdings on January 8, 1929 The
Securities Company undertook supervision of the market for the rights and for
the stock during this operation. It formed another Put Syndicate and paid it
a fee for the privilege of putting to it not to exceed 200,000 " market shares "
at $75 per share or cost, whichever should be the less In order to provide
channels through which to dispose of any shares that should not be taken by
the stockholders, it joined with Pearsons-Taft Company in the formation ot
another syndicate distribution group, which was'to obtain orders at retail for
300,000 shares at the current closing Curb price plus % point. In its market
" supervising " activities the Securities Company purchased in the market at a
cost of nearly $2,489,000, rights to subscribe ior 110,880 iV shares. Also, during
December, 19(28 and January, 1929, it spent over $56,900,000 in market purchases
of approximately 649,087 shares. Its sales during the same two months
amounted to 890,068 shares with contractual proceeds of $75,079,80564 The
closing Curb quotations rose from $73 on December 1, 1928 to $89^ by January
10, 1929, and to $91 by February 1 The number of shares offered to and
subscribed by stockholders was 552,842%.
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Although, including the Securities Company's subscriptions, the pro rata sub-
scription offer to the stockholders was a complete success, extensive sales had
been effected by the syndicate distributing group and by Henry L. Doherty &
Company's organization These sales were sufficient not only to cover the Se-
cunties Company's market purchases but to leave a margin to which could be
applied more shares With market quotations approaching and attaining $120
per share, the Doherty Management continued the marketing campaign, also
Mr. Doherty decided to sell 200,000 shares of his personal holdings. Steps were
also taken whereby he reinvested $1,000,000 in Cities Service Company's newly
created noncumulative stock in such manner as to increase his voting power
from 144,813 votes or 619% of the total voting power to 1,104,813 votes or
33.11% of the total The company's representatives averred that there was no
connection between these two transactions. With such high prices for a 20-
dollar par stock, steps were also taken to change the common stock to the non-
par variety and split it four shares for one, which became effective on May 2,
1929. A new selling campaign was launched in April, 1929, and was carried on
through a dealers' special offering and through the Doherty organization until
the end of September While the market quotations held at about $120 per
share from about March 19th to the date of the split-up, their upwaid move-
ment resumed after the split-up and continued to a maximum of $68% for the
new non-par stock (equivalent to $272 50 per share of the 20-dollar par stock)
which was attained on October 15, 1929

In this connection the Company's representatives urged that the advance in
maiket price of this stock during 1927 and the greater part of 1928 lagged
noticeably behind the upward trend of the general market for stocks They
also point out that on December 4, 1928 one of the Cities Service Company
subsidiaries brought in the discovery well in the now famous Oklahoma City
oil pool, and they claim that this discovery attracted public interest and
focused attention of investors and speculators upon Cities Service common
stock, that this interest was stimulated as other wells in this pool came in
later; and they point out that it was during this period from November, 1928
to October, 1929—particularly from July to October, 1929—that the market
price of Cities Service common stock had its spectacular rise They point
out that during the period the management was engaged in raising a large
amount of new capital with which to develop its holdings in this oil field
However, that may be, it is a fact that during the 11 months and 6 days from
October 31, 1928 to October 5, 1929, during which large additional amounts of
new capital were sought, the management spent nearly $389,250,000 in the
purchase of the equivalent of nearly 12,072,000 non-par shares of Cities Service
Company common stock over the counter and on the Curb Exchange, with which
to fill sales orders from customers.

The extent to which the Securities Company's maiket activities influenced
and contiibuted to that spectacular elevation of the market quotations for Cities*
Service Company common stock and to the general market condition that was
attained by the beginning of October, 1929, and that culminated in the stock
market crash of that month, may be judged fiom the following summary of
significant facts. The records of Cities Service Company show that, fiom No-
vember 1,1928 to October 5, 1929, that company issued, exclusive of stock divi-
dends, new original issues of common stock to the extent equivalent to 5,763,850
shares of the present non-par variety, for proceeds amounting to $86,789,125
During identically the same period, the Dohertv Management, as agent for the
Securities Company, spent $389,248,248 77 in the purchase, mostly on the Curb
Exchange, of the equivalent of 12,071,692 812 non-par shares of Cities Service
Company common stock Of course, all of the shares so purchased and several
millions more were resold over the counter, by Henry L Doherty & Company's
stock salesmen and through other channels During that period, the market
quotations for the stock rose from the equivalent of about $17 69 to $6175 per
share The contribution of those market activities to that price elevation may
be inferred from the fact that those purchases amounted to 73 5% for the entire
reported demand on the Curb Exchange Any percentages are subject to quali-
fication because not all transactions on the Curb Exchange may have been
reported—in fact, particularly in the early years (1927 and 1928) numerous
discrepancies occurred between quantities reported by different agencies

Prior to September 30, 1928, the Secunties Company's market purchases of
Cities Service Company common stock frequently exceeded the total number
traded on the Curb Exchange The last statement in the preceding paragraph
shows the proportion from November 1, 1928 to October 5, 1929 at 73 5%.
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The proportion from October 1, 1928 to October 5, 1929 was about 74 4% Even
this is a very large proportion, and indicates that the public market demand
of investors and speculatois for this stock was a very small propoition ot the
total* market demand expressed on the Curb Exchange It also indicates, how-
ever, that the general public had been attracted to this stock Piobably these
purchases by the general public consisted in large part of margin purchases by
speculators for the purpose ot reaping large profits in the re-sale at still higher
prices

In September, 1929, the Doherty Management planned another 10% pro rata
subscription offer to Cities Service Company common stockholders of record
November 7th, 1929 In Older to provide an alternative channel in case the
stockholders did not respond fully, another syndicate distributing group was
arranged, and marketing commenced on October 1st. The Secunties Company
undertook supervision of the market

The market condition was exceedingly piecanous, however Doubtless stimu-
lated by the sustained upward trends of market prices of stocks which in turn
were doubtless stimulated by the large and sustained volumes of market pui-
chases by " sponsors " such as Cities Service Securities Company, there was a
very large volume of margin holdings of stocks—10 to 12 billions of dollars—as
was evidenced by brokers loans which stood on October 3, 1929, at the stu-
pendous total of $8,549,383,979 and which had increased during the preceding
tour months to the extent of neaily $1,868,000,000 Call loan rates were high
The prices of many stocks were so high that the income accruing to them rep-
resented yields of 2% or less on those prices, a fact that would naturally pre-
cipitate investment selling Speculatois would have to sell in order to realize
their paper profits in cash These facts invited short selling raids by " bear "
cliques in the hope of producing sufficient drops in market quotations to pre-
cipitate a large amount ot forced selling by the margin specuulators, which
would enable the "bear" operators to cover their short sales at a profit
Once such forced selling was commenced there was not necessarily any stop-
ping point until the last speculator was squeezed out

During the fiist half of October, 1929, the Securities Company spent vast
sums of money in withstanding the selling pressure on Cities Service Company
common stock, and it was so successful that the market quotations actually
advanced trom a closing $60% on September 30 to a high of $68% on October
15th However, on Monday, October 21st, m a panic that was precipitated on
the preceding Saturday, 936,500 shares of Cities Service Company common
stock were hurled onto the market The Securities Company, m an endeavor
to allay the panic, spent more than $48,886,000 in the purchase of 784,644 of
those shares It was only partially successful, however, the price ha\mg
broken from $66% to $59% This price break was followed by even heavier
selling pressure—1,151,900 shares on October 24th, 976,700 shares on October
28th and 1,105,900 shares on October 29th During the whole course ot the
stock market crash in the latter half of October, 1929, the Securities Company
spent more than $138,000,000 in the purchase of 2,372,101 shares of Cities Serv-
ice Company common stock, but, as these amounted only to about two-fifths of
the total quantity of that stock thrown onto the maiket, they were not sufficient
to uphold the maiket price, which broke to a low of $20 on October 29th Dur-
ing October the Securities Company sold, exclusive of the shares taken by
warrant-exercising debenture holders, 3,401,462 shares, the contractual proceeds
of which, after certain adaustments, amounted to $180,314,66310 as against
purchases duung October of 3,080,392 shares at a cost of $181,825,808

The rapid changes in market quotations duung this period resulted in
numerous price adiustments to the customeis for Cities Service Company com-
mon stock By the end of the year these! amounted to $10,605,81152 on sales
effected through the syndicate and to $2,168,658 55 on sales effected by Henry
L Doherty & Company's organization

As a result of the relatively low-market quotations prevailing for Cities
Service Company common stock after the stock-market crash of October, 1929*
the pro rata subscription offer to the stockholders was abandoned, and modi-
fications were made in the syndicate distribution group agreement. A new
special offering to dealers was announced in February, 1930 During 1930r
the sales of this stock through all channels amounted to 7,382,69616 shares,
with a gross invoice value of $210,441,088 86 The companv made maiket
purchases aggregating 7,337,156% shares at a cost of $218,803,730 37 There
was a period of upward trend in the market price of the stock—from a low
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of $25% on December 20, 1929 to $41% on May 1, 1930 But during this
period, the Securities Company's maiket purchases exceeded its total sales
through all distribution channels A market decline set in, in May, 1930, during
which the sales exceeded 1,000,000 shares and exceeded the market purchases
by nearly 279,000 shares; and a fluctuating decline continued throughout the
remainder of that year, the maiket price at the veiy end being $14% per
share

On January 17, 1930, Cities Service Company piovidod the Securities Com-
pany with 600 000 common shares with which to make deliveries to customers
Although the maiket price at the time was about $28 per share, the gross
proceeds available from accumulated sales averaged only $15 91 per share
to be provided, and the price to the Securities Company for these shares
was $12 50, which left the latter a margin of about $3 41 per share with which
to cover commissions and expenses As of December 31, 1930, Cities Service
Company provided the Securities Company with another 633,879,206 shares
at $10 per share This price left the Securities Company with a margin of
about 53 82 cents per share with which to cover commissions and expenses

The Securities Company's accounts represented that company as selling, to
the holders of Cities Service Companv debentures, the common shares that were
issued to them when they exercised the warrant options carried by their deben-
tures, and as obtaining the requisite shares from the issuing company at prices
from $5 50 to $7 per non-par share less than the prices paid by the debenture
holders. As the Securities Company had no function to perform in the issuance
of these shares, this resulted in counting for it a gross profit of $18,429,723 23
for which it did not render service However this made no difference in the
ultimate proceeds to Cities Service Company because the Securities Company's
net deficits from these operations were charged back to it

As of December 31, 1929, the Securities Company wrote down the book cost
of its " Trading Purchases " of Cities Service Company common stock, $21,121,-
097 98 This was not an inventory adjustment, as the company had no unsold
shares, its aggregate sales up to that time having exceeded its aggregate pur-
chases by 1,946,941 shares Such bookkeeping enabled the Securities Company
a year later to count on certain classes of sales of this stock a gross profit of
$99,642 39 instead of an actual gross loss of $21,021,455 29 Profits and losses
made by trading in securities are not, however, taken into earnings but are
treated as more or less capital proceeds ficm the securities of new original issue,
which treatment is represented on the company's books bv cariymg them, not
to Surplus, but to an account called " Reserve for Cost of Distribution ".

After counting piofits and losses on December 31, 1930, the Secunties Com-
pany emerged with a deficit in its " Reserve for Cost of Distribution " of $1,956,-
775 71 This was charged back to Cities Service Company, as also was $12,518,-
998 55 of uncollectible balances of breached partial payment contracts.

MEMORANDUM CONCERNING THE POWER OF CONGRESS, UNDER THE COMMERCE
CLAUSE, TO REGULATE SECURITY EXCHANGES

This memorandum is concerned with the basic question whethei Congress,
by virtue of the commerce clause, has power to regulate secuntv exchanges
Its purpose is to show that a constitutional foundation exists upon which may
be built a statutory structure for the regulation of such exchanges For
if this power can be established, as in my opinion it can, then it becomes
largely a question of fact and of administrative judgment whether and how
far the regulation shall be extended beyond the exchanges themselves and
applied to related and collateral activities

I RFGUIATION OF SECURITY EXCHANGES IS A NATIONAL PROBLEM

The national character of the problem of the regulation of security exchanges
is shown by the facts Some of them are sub3ect to -judicial notice Others
have been brought out by the Congressional investigations or have been
gathered as a result of independent studies A few of the broader aspects
may be noted here as bearing on the national interest

Transactions upon the security exchanges may have a direct effect upon
the ability of the instrumentalities of interstate commerce to perform their
functions New secunty flotation is difficult if, because of manipulation or
loss of public confidence, existing securities have shrunk to abnormally low
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values. With this should be considered the frequent refunding operations made
necessary for the American railways by virtue of their heavy funded debt
The other carriers (air and motor transport, pipe lines) have in general a
small funded debt but their stock distribution is more limited, making specula-
tive movements more severe No reason appeals why the burden which may
thus be imposed upon the efficient functioning of the interstate transportation
system is any less direct or real than that of low mtrastate passenger fares,
Railroad Commission of Wisconsin v Chicago, B & Q R Co , 257 U S 563

Interstate commerce in largest part consists of the movement of goods
financed by credit Without adequate credit facilities the physical instru-
mentalities of interstate commerce are near to useless An unrestrained
speculative activity absorbing, at times, billions of dollars of credit, at
high interest rates, of necessity increases the cost of financing and, to a sig-
nificant extent, diminishes the volume of credit available for the interstate
transaction An even more serious impediment to the continued functioning
of this interstate shipment is found in the vulnerability of the commercial
banking system to extreme fluctuations in the quoted values of securities.
Thiough direct investment and through collateral required of the bnuower,
the commercial banks are so circumstanced that an abrupt decline from a spec-
ulative peak must leap a heavy toll in insolvency, with consequent attrition
of the interstate movement of commodities A Congressional power which
can reach the purchase of stock in competing businesses, Northern Securities Co.
v United States, 193 U S 197, the charging of discriminatory pi ices, Van
Ckrnip & Sons v American Can Co, 278 U S 235, and the publication o± an
" unfair " list, Loewe v howler, 208 U S 274, because of a possible diminution
of interstate commerce, hardly can be said to fall short of protecting the
essential credit foundation from the dangers presented by an uniestiamed
speculative market for securities

Since " commerce among the states is not a technical legal conception, but
a practical one, drawn from the course of business," (Sutft & Co v United
States, 196 U S. 375, 399) one must take a practical view of the nature of lntei-
state commerce In commercial realty it is, in the largest part, the result
of orders placed by business hoping to resell at a profit If their predictions
of their markets fluctuate, so will fluctuate the volume of interstate commerce.
The movement of securities on organized exchanges is an important matter
in shaping the judgment of business men as to the future It seems clear
that a power to regulate interstate commerce is incomplete if it cannot seive
to guard the exchanges from, manipulated movements and speculative hysteria.
The words of Woolsey, J. are peculiarly appropriate in this regard (United
States v. Brown, 5 F Supp 81, 85, (DC, S D N I . 1933))

"When an outsider, a member of the public, leads the pi ice quotations of a
stock listed on an exchange, he is justified in supposing that the quoted price
is an appiaisal of the value of that stock due to a series of actual sales
between various persons dealing at arms' length in a fiee and open market
on the exchange, and so represents a true chancering of the market \alue
of that stock theieon under the process ot attrition due to supply opeiating
against demand "

None but the brave could say that interstate commeice is moie dnectly
burdened by the exclusion of cooperative marketing associations from giam
exchanges, Board of Trade v Olsen, 262 U S 1, than by speculative upheavals
on the securities markets

The marketing of securities in interstate commeice has recently been sub
lected to a large measure of Congressional control See, The Securities Act of
1938, 33 Columbia Law Review 1220 This control is incomplete without con-
trol of the securities exchanges " Market support" is an almost invariable
corollary of security distribution and, in the case of stocks, is often accom-
panied by additional sales on the exchange made by the sponsoring banking
house or syndicate

The strength of the national interest in the pioper functioning of the securi-
ties exchanges hardly can be questioned Ouis is a credit economy, dependent
upon the exchanges for the liquidity of its fixed assets and for the solvency
of its financial institutions This national interest is a factor which of neces-
sity colors any judicial consideration of the implications of the commerce
clause As Holmes, J writing for the Court m Missoun v Holland, 252 U S
416, 433, 435, (sustaining an Act of Congress to carry out a treaty relating to
the protection of migratory birds) said.
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" * * * it is not lightly to be assumed that, in matters requiring national
action, * a power which must belong to and somewhere reside in every civilized
government* is not to be found * * * Here a national interest of very
nearly the first magnitude is involved * * * We see nothing in the Consti-
tution that compels the government to sit by while a food supply is cut off and
the protectors of our forests and of our crops are destroyed. It is not suffi-
cient to rely upon the states The reliance is vain, and were it otherwise, the
question is whether the United States is forbidden to act"

While the existence of a national problem does not prove the existence of a
national power, it does at least provide a good place to begin the inquiry In
the same case from which we have just quoted and in answer to the contention
that the Migratory Bird Act constituted an invasion of power reserved to the
States by the Tenth Amendment, Mr Justice Holmes said (at 434) •

"We must consider what this country has become in deciding what that
Amendment has reserved "

II The scope of the commerce clause is largely a question of fact

That the scope of the commerce clause is commensurate with the national
interest and that in proper circumstances Congress may control situations nor-
mally considered mtrastate, is a doctrine announced by John Marshall more
than a centurj ago In discussing the power of Congress in Gibbons v Ogden,
9 Wheaton 1, he attempted to indicate something of its range by suggesting
what it could not reach

" The genius and character of the whole government seem to be, that its
action is to be applied to all the external concerns ot the nation, and to those
internal concerns which affect the States generally, but not to those which
are completely within a particular State, which do not affect other States, and
with which it is not necessary to interfere, for the purpose of executing some
of the general poweis of the government" (at 195)

Thus was the matter put in 1824 And it should not be forgotten that this
ease, with its wide suggestion concerning the extent to which the delegated
power over commeice may reach mtrastate came shortly after M'Culloch v.
Maryland, 4 Wheaton 316, with its doctrine of implied powers written into
the theory of delegated powers, and constitutes part of Marshall's general de-
velopment of constitutional interpretation. Under the affirmative implications
of the words just quoted, it is permissible for Congress to regulate the internal
concerns of a State if they affect other States and if it is necessary to interfere
with them for the purpose of executing some of the general powers of the
Nation

As a corollary of the general rule that Congress has the implied power to
take such steps as may be necessary to make effective its exercise of an
express power, the Supreme Court has established the authonty of Congress
to enact whatever legislation is appropriate to "foster, protect, control, and
restrain " interstate commerce Second Employers1 Liability Cases, 223 U S 1;
Mobile County v Kxmball, 102 U S 691, 697; The Daniel Ball, 10 Wall 557, 564.
This power, when need arises, extends not only to strictly interstate matters,
but also to mtrastate matters whenever the two are so intertwined or related
as to effeet interstate commerce or its successful regulation by the Federal
Government This exertion of Congressional power is not restricted in nig-
gardly fashion, but is recognized to be a governmental necessity and a
beneficent adjunct of Federal authority

But before examining the method by which the power may be extended to
embrace mtrastate affairs, it is well to note that, for the regulation of security
exchanges, there is a core of interstate transactions around which the power
of Congress may be built. For considerable proportions of the sales on the
larger exchanges are made by interstate communication or contemplate physical
delivery across state lines That the transportation occurs before or after
the sale does not serve to remove the transaction from the power of Congress
to regulate under the commerce clause DaJmke-Walker Milling Co v Bon-
durant, 257 U.S. 282, McDermott v Wisconsin, 228 US 115. That the thing
sold is not tangible property but rather the evidence of indebtedness or of
ownership does not serve to remove the transaction from the scope of the
commerce clause United States v. Ferger, 250 U.S. 199; Champion v. Ames,
188 U S 321.
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Interstate Commerce Commission v Goodrich T. Co., 22A US 194, is illus-
trative In that case the Commission, acting under a Congressional mandate,
ordered the Goodrich Transit Company and a number of other Great Lakes
water carriers to file with the Commission on prescribed forms a statement
of their operating revenues and expenses, their corporate organization and
financial condition, and other desired data. The required statements were to
contain information not only concerning joint rail and water business, which
was the portion of the carriers' business subject to Federal regulation under
the then applicable statute, but also concerning other aspects of the carriers'
operations, both intrastate and interstate The Supreme Court held that the
Commission's orders were valid. Separation of the total business of the cai-
riers into its component parts seemed impracticable, and the accounting in-
structions were needed in order that the Commission could inform itself *>o
as to enable it properly to regulate the matters within its authority. The deci-
sion is especially noticeable m view of the fact that, in the case of one ot the
objecting carriers, the revenue derived from joint rail and water traffic waj»
less than one percent of its entire revenue

Review of the decided cases indicates that the scope of Congressional power
is ascertainable only by reference to the facts surrounding each application of it.
The problem and its treatment are strikingly similar to the procedure in cases
involving the due process clause. For example, in Stafford v. Wallace, 258 U.S.
495, the Supreme Court sustained the Packers and Stockyards Act against attack
under the commerce clause, noting that the business regulated was interstate
commerce or so associated with it as to be within the Federal powers. The late
Chief Justice Taft there said (at 513) r

" It was for Congress to decide from? its general information and from such
special evidence as was brought before it, the nature of the evils actually present
or threatening, and to take sucih steps by legislation within its power as it
deemed proper to remedy them."

Some years later, in Tagg Brothers & Moorehead v. United States, 280 U S.
420, the Court had before it a case arising under the same statute; in this
instance complaint was made that the act, in permitting the fixing of per-
missible charges of market agencies, violated the due process clause The
Court again upheld the act, saying (at 439) that fixing the commission mer-
chants' fees was reasonable because " the purpose of the regulation attacked is
to prevent their (the merchants') service from thus becoming an undue burden
upon, and obstruction of that (interstate) commerce " In each case, the ulti-
mate question was whether there was a reasonable connection between the
means adopted by Congies& and a permissible end. In each case the question
was answered affirmatively

The Supreme Court has often indicated its adherence to the doctrine that a
declaration of a legislative body, charged with the duty of knowing public
conditions, is of great weight in determining whether a particular statute is a
reasonable and necessary exercise of power This rule, while originally applied
in due process cases (see, for example, Block v Hirsh, 256 U S 135) has also
been utilized by the Court in commerce clause cases

Of the latter class, Chicago Boards of Trade v. Olsen, 262 U S. 1, sustain-
ing the Grain Futures Act, is of special significance. And its significance
becomes clear when the case is compared with Hill v. Wallace, 259 U S 44,
holding the Future Trading Act (a tax measure) unconstitutional After the
decision in the Hill case Congress, as a result of an investigation, concluded
that regulation of boards of trade was necessary because trading in grain futures
involved, or tended to involve, a burden upon interstate commerce; and passed
the Grain Futures Act Measured in terms of their objectives, there was no
essential difference between the two statutes But the tax statute was in-
validated, the commerce one sustained. The difference in result turned on
the finding by Congress as to the effect of futures trading upon interstate
commerce.

It is apparent, then, that regulation of intrastate transactions may be em-
braced within the Congressional authority over interstate and and foreign com-
merce, if the fact is that such regulation is related to regulation of interstate
commerce and implements or perfects the latter. A declaration by Congress,
such as the declaration m an introductory section of the proposed act to
regulate security exchanges, is affirmative evidence of the existence of the
required relationship; the Supreme Court will not lightly disregard it.
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I I I . ON FOUNDATIONS OF FACT, A WIDE EXPANSION OF THE COMMEBCE POWER HAS
BEEN ESTABLISHED

The application and results of the doctrine described in Part II of this
memorandum are illustrated by a long line of cases in the Supreme Court
of the United States They show a steady and significant expansion of the
acknowledged power of Congress "to foster, protect, control, and restrain"
where interstate or foreign commerce is concerned They make manifest, in
particular, the reach of Congressional power to remove or to prevent inter-
ferences with or burdens upon interstate commerce. Such interferences or
burdens may arise from the violent actions of individuals (In re Debs, 158 U S.
574), or the peaceful activities of state corporations (Northern Securities? Co. v.
United States, 193 U.S 197), or the duties imposed on public officers by state
laws (Shreveport Rate Cases, 234 US 342). Whatever may be the source and
whatever the kind of interference or obstruction, the subject matter is one
for the consideration of Congress

The cases have arisen under various statutes the Interstate Commerce Act,
Anti-Trust Laws, Federal Trade Commission Act, and otheis. They have
covered a wide range. Aside from differences on the facts, however, all of them
stand together on a common ground, namely, that they are concerned with the
development and expansion of the auxiliary power of Congress to reach as far
into the States as may be necessary effectively to foster and protect interstate
commerce. They make an elaborate array of authority for the exercise of the
power of Congress over affairs normally considered mtrastate In addition to
those already cited, and sometimes by way of repetition in order to emphasize
the development, the most significant cases follow.

Earliest in point of time, as the first important national development, are
the railroad cases In re Debs, 158 U S 564, (removal of obstructions to inter-
state commerce caused by strikers) , Southern Ry vs United, States, 222 U.S
20 (Federal Safety Appliance Act applied to mtrastate equipment of interstate
railroad) ; Shreveport Rate Cases, 234 U S 342 and the Wisconsin Rate Case,
257 U S. 563 (discontinuance of mtrastate rates discriminating against inter-
state commerce), Colm^ado v Umted States, 271 U S 153, and Transit Comm.
of NY v United States, 284 US 360 (discontinuance of mtrastate branches
under orders from Interstate Commerce Commission) ; and Texas & N OR Co
v. Brotherhood, 281 U S 548 (compelling employers to grant free choice of
arbitrators to employees

Paralleling this expansion of federal power ovei transportation facilities has
been the growth of supervision over commercial corporations Powerful com-
binations threatening the welfare of commerce led successively to the Sherman
Anti-Trust Act, the Clayton Act, and the Federal Trade Commission Act. With-
in the scope of these statutes, practices have been deemed restraints which
concerned the organization and security structure ot the corporation, not of
themselves interstate commerce Northern Securities Co v United States, 193
U.S 197 (consolidation of competing railroads by stock transfer to a holding
company) ; Federal Trade Commission v. Western Meat Co, 272 U S 554 (ac-
quiring stock m a competitor) ; Standard Oil Co v United States, 221 US 1
(formation of holding company out of stock of vanous petroleum corporatms) ;
Umted States v Union Pac R Co, 226 U S 61 (purchase by one railroad of
dominating stock interest in another), United States v American Tobacco Co,
221 U. S 106 (monopolizing tobacco industry by stock acquisition) , United
States v Reading Co , 253 U S 26 (holding company controlling coal companies
and their railroad facilities)

As coming closer to the present problem the following may be noted. Swift &
Co v United States, 196 U S 375 (combination of livestock commission mer-
chants violates the Sherman Act) , United States v Patten, 226 U S. 525 (corner
of the N Y cotton market a restraint of trade) , Stafford v Wallace, supra
(sustaining the Packers and Stockyards Act) ; Chicago Board of Trade v Olsen,
supra (upholding the gram Futures Act); Bvnderup v. Pathe Exchange, 263
US. 291 ("exchange" receiving interstate shipments of films and redistribut-
ing them to local exhibitors in the same state held to be a restraint on inter-
state commerce).

In the light of these cases alone, it is no longer open to question that
Congress may reach and control mtrastate affairs whenever such control is
necessary to the effective exercise of its power over interstate commerce.
Ample power exists; and, as the Supreme Court has said in Florida v. United
States, 282 U S 194, it becomes only a question as to the " propriety of the
exertion" of the power.Digitized for FRASER 
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IV THE EXEKTION OF FEDERAL POWER IS NOT RESTRICTED TO THE INTERSTATE TRANS-
PORTATION OF COMMODITIES NOR IS IT LIMITED TO PERSONS ENGAGED IN INTERSTATE
COMMERCE

It is not indispensable for the exertion of federal powei that it be directed
to a specific interstate commerce transaction No commodity need move from
State to State To be sure, where an actual interstate transaction is involved
the_ exercise of power by Congress is more easily supported But Congress is
not so limited Thus, m United States v Ferger, 250 U S 199, the question was
whether the United States could impose punishment where a bill of lading had
been fraudulently issued, no goods having been offered or delivered for ship-
ment The existence of power was vigorously objected to on the ground that
there was no interstate commerce whatever but only a fraudulent scheme.
Yet, the power was sustained In regard to the objection the Court said:

"This mistakenly assumes that the power of Congress is to be necessarily
tested by the intrinsic existence of commerce in the particular subject dealt
with, instead of the relation of that subject to commerce, and its effects upon
it We say mistakenly assumes, because we think it clear that if the proposi-
tion were sustained it would destroy the power of Congress to regulate, as
obviously that power, if it is to exist, must include authority to deal with
obstructions * * ' and with a host of other acts which because of their
relationship to and influence upon commerce, come within the power of Congress
to regulate, although they are not interstate commerce m and of themselves "
(at 203)

Probably no one would contend that the hatters (Loewe v Lawlor, 208 U S.
274) or the coal miners (Coronada Coal Co v United Mine Workers of America,
268 U S 295) or the lessors of shoe machinery (UniteS States Macfwne Go v.
United States, 258 U S 451) were engaged in interstate commerce Still,
because what they were doing had a certain relationship to and undesirable
effect upon interstate commerce in a general sense they were held subject
to Congressional power.

Further illustrations may be found in cases having to do with transactions
sometimes described as interstate contracts Here the cases are chiefly those
holding certain transactions immune from state regulation because of their
interstate character, and invalidating state statutes as applied to them To
the extent that these decisions turn upon objections under the commerce clause,
they identify transactions to which Congressional power may extend Perhaps
the most significant case in this gioup is Dahnke-Walker Milling Go, v. Bondu-
rant, 257 U S 282 In that case there was a contract, between a corporation
of Tennessee and a person in Kentucky, under which certain quantities ot
gram were to bet purchased by the corporation and delivered by the seller in
Kentucky for transportation to Tennessee Default having occurred through
non-delivery and the corporation having brought an action in the courts of
Kentucky, a defense was interposed on the ground that the plaintiff had not
complied with the state corporation laws The defense was disallowed, the
Court holding this to be an interstate transaction which the corporation was
entitled to enter into without complying with the state law. To a like effect
are Lemke v Farmers1 Or am Go, 258 U S. 50 (state gram grading and inspec-
tion act invalid; Rabbins v Shelby County Taxing District, 120 U S 489
(state tax on interstate soliciting agent invalid) ; International Tenet Book Co.
v. Piggt 217 U S 91 (correspondence school corporation not compelled to comply
with conditions imposed by State) That the solicitation of orders for inter-
state shipment is part of the interstate transaction, see Weeks v. United States,
245 U.S 618 (regulation sustained under the Food and Drugs Act); and see
Hall v Geiger Jones, 242 U S 509, for the suggestion that a security, although
a chose in action, is subject to federal control as an object of interstate com-
merce Nor should Champion v. Ames, popularly known as the Lottery Case,
previously cited, be forgotten m considering the power of Congress over the
interstate transportation of such documents as lottery tickets.

V CASES SUSTAINING STATE REGULATION OF INSURANCE AND OTHER SUBJECTS ^ S
NOT INVOLVING INTERSTATE COMMERCE DO NOT STAND IN THE WAY OF FEDERAL
POWER.

An array of cases in which various state statutes were sustained must be
considered, for the reason that the cases are so much relied on in support
of the contention that the transactions with which they had to do are beyond
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the power of Congress Chief among them all is Paul v Virginia, 75 XJ S 168.
An insurance contract was held to be not interstate commerce and a condi-
tion imposed by the State upon the entry of the foreign insurance company
was sustained Following that case it has been repeatedly declared that
insurance is not interstate commerce New York Life Insurance Co, v. Deer
Lodge County, 231 U S 495 Of a somewhat like character and antedating
Paul v Virginia is Nathan v Louisiana, 8 Howard 73, sustaining a state tax
on the brokerage business With these cases also may be grouped Hatch v.
Rear don, 204 US. 152 (state stamp tax on stock sales), Ware & Leland vs.
Mobile County, 209 US 405 (state license tax on brokers in futures) ; and
Umted States F. & G Co, v Kentucky, 231 US 394 (state privilege tax on
commercial agencies) Moore v New York Cotton Exchange, 270 U.S 593, may
be noticed here, though it did not turn on a state statute A contention that
the Cotton Exchange was engaged in interstate commerce was denied and cer-
tain relief sought on the ground that the Exchange's monopoly of its price
quotations was a restraint of interstate commerce was refused Mi Justice
Sutherland's statement (at 604) that " there is no averment of fact in the bill
on which a violation of the Anti-Trust law can be predicated " probably means
no more than that

But thtsse cases do not stand in the way of Congressional power They may
all be put to one side. In the first place, decisions sustaining state statutes
over objections on the commerce clause are hardly in point, certainly not author-
itative, on the question of the power possessed by Congress Assertion of the
contrary would in effect mean that there is a definite division of power between
the Nation and the States ins regard to interstate commerce But we know,
the cases make it perfectly plain, that sometimes Congress can regulate intra-
state commerce and sometimes the States can regulate mferstate commerce.
" It does! not follow that because a thing is subject to state taxation, it is*
also immune from federal regulation under the Commerce Clause ", said Suther-
land, J in Bmderup v. Pathe Exchange, 263 U S 291, 311 (federal anti-trust
litigation), as he called attention to the fact that " cases cited * * * "* up-
holding state taxation as not constituting an merference with interstate com-
merce are of little value to the inquiry here" And see the recent case of
Minnesota v Blasius, 54 Sup Ct 34 (state taxation of livestock in the " current
of commerce.")

In the second place, aside from the emphasis repeatedly put on the personal
nature of insurance contracts as taking them out of an interstate commerce
classification, Paul v. Virginia* and other eases of like character belong to a
period prior to the fullest development by the Supreme Court of the present
constitutional doctrine concerning the effect of the commerce clause on state
power It will be recalled that up to Cooley v Board of Wardens, 12 How.
299, there had been differences of opinion in the Court on the question whether
the commerce clause per se deprived the States of power to regulate interstate
commerce. In sustaining the state action (regulation of pilotage) called in
question in that case the Court announced its much discussed doctrine of
interstate commerce of two kinds, namelv, local and national As to the
former, state action was permissible in the absence of inconsistent federal
action (though as a matter of fact the case actually involved the exercise of
power by the State supported by an express Congressional permission) As to
the latter, state action was inadmissible, it being indicated that in this field
the States were deprived of power Interstate transportation of an article was
thought to be commerce of a national character

Consequently, when the Court faced the question, as it did in Paul v Vir-
ginia, where interstate transportation of insurance policies was involved, it
would have been difficult to uphold state action if the subject matter, insurance,
was conceded to be interstate commerce at all A further reason for upholding
state power came from Chief Justice Taney's doctrine, in Bank of Augusta v.
Earle, 13 Peters 519, asserting an unlimited power of the States over foreign
corporations Paul v Virginia thus belongs to a period not only of uncertainty
about the effect of the commerce clause but also of distrust of foreign corpora-
tions. Such corporations, it was assumed, must be held in subjection to state
power Difficulty in so doing would be encountered if their activities were
classified as interstate commerce But the Supreme Court long since has
pushed the development of the commerce clause to such a point that difficulties
of that kind have substantially disappeared. Not only may a State regulate
interstate commerce of local character; it may even regulate that which is
national in character, if Congress permits it so to do
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VI THE BESPECTIVE FIELDS} OF ACTION OF THE! NATION AND THE STATES AKE NOT
FIXED BY THE COMMEBOE OLAUSE BUT DEPEND UPON THE WILL OF CONGKESS

As a result of the constitutional doctrine developed around the commerce
clause and in the light of a few additional cases presently to be mentioned, it
may be said that the true significance of the commerce clause is found in
treating it, not as fixing a division of powers between the Nation and the
States, but as investing Congress with the primary powei and responsibility
to do two things, first, to determine, fiom a national estimate of interstate
commerce as a whole, the respective fields of action by the Nation and the
States, and second, to use its4 powers withm the national field for advancing
the general welfare

The second is clearly established and so well known that the citation of
authority is unnecessary. Under the first, however, a greater power than is
commonly understood is ascribed to Congress for the purpose of coordinating
and harmonizing state and national action The discernment by Congress of
national needs and its initiative (as well as its lgenuity) in moving to meet
them by means of the power exercisable undei the commerce clause have pro-
duced the vast expansion of federal regulation in part pictured in the ca<k?s cited
herein

But, an aspect of the matter not so frequently noted, Congress has also moved
in the opposite direction when the general interests so required It has re-
stricted the effect of the commerce clause m the furtherance of state action.
Witness, the Wilson Act (sustained In Re Rahrer, 140 US 545) and the Webb-
Kenyon Act (sustained in Clark Dist Co v Western Md Ry Co, 242 U S
311) to enable the States to deal with the interstate aspects of the prohibition
problem, and the Hat&es-Cooper Act (validity not yet passed on) to enable the
States to deal with interstate traffic in convict-made goods

The truth of the matter is that Congress has the power to expand or con-
tract the area of national action under the commerce clause Over against
this power is set, of course, the function of the Supreme Court to check the
expansion (and possibly also the contraction) ii Congress should become
arbitrary in dealing with the facts and attempt to go too far

The check is a real one But that the lesponsibility is after all upon the
Congress is shown by the fact that in the course of the expansion above indi-
cated only three statutes have been held invalid As fai as two of those
statutes are concerned, it may well be doubted whether they would be held
invalid on de novo proceedings today • The Employers' Liability Cases, 207 U S
463 (holding the federal liability act unconstitutional because it included
employees injured in intrastate commerce) and Adair v Umted States, 208
U S 161 (invalidating the federal statute aimed at so-called yellow-dog con-
tracts) Cf Texas & N O R Co, v Brotherhood, etc, 281 US 548 Bammei
v Daffenhart, 247, U S 251, generally known as the Child Laboi Case, remains
Whatever may be thought of the soundness of that ca«e and the theory on
which it was decided, it may at least be distinguished on the facts from the
present proposal as well as on the objectives which Congress seeks now to
attain

It will be noted that the foregoing discussion is directed, not to what may
be done in "emergencies", but to the normal powers of Congress But since,
as shown in Part II hereof, the expanded range of Congressional action is
dependent upon fact foundations, there is ample room for the plav of forces
of an emergency character Ineed, an enlarging function of government to
meet new needs is indicated in a passage from the opinion by Mr Chief Justice
Hughes m the recent case sustaining the Minnesota Mortgage Moratorium
Law (Some B <& L Assn v Blaisdell, 54 Sup Ct 231) Speaking particularly
of the contract clause, but possibly with wider implications, he said (at 239) •

"The policy of protecting contracts against impairment presupposes the
maintenance of a government by virtue of which contractual relations are worth
while,—a government which retains adequate authority to secure the peace and
good order of society This principle of harmonizing the constitutional prohi-
bition with the necessary residuum of state power has had progressive recog-
nition in the decisions of this Court"

In view of the national character of the problem here involved and the
method of solving such problems on the facts, on the basis of the expansion of
power described in this memorandum and on the recognized function of Con-
gress to adjust national and state relationships, it is my opinion that Congress
may establish and maintain its regulatory power over security exchanges It
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may go further, though how far it may go in the regulation of related and
collateral activities will depend on the fact foundation laid therefor, in the
hearings and otherwise, and on the considered judgment of Congress concerning
the public needs

• « • * * * • • •

Professor Walter Gellhorn, of the Faculty of Law of Columbia University,
joins me in the opinions herein expressed. We have been assisted in the
preparation of this memorandum by Messrs W W Gardner and T E Jenks,
both of the Legislative Drafting Research Fund of Columbia University

NOEL T DOWLING
N E W YORK, March 28, 198%.

NATIONAL RETAIL D E Y GOODS ASSOCIATION,
WASHINGTON OFFICE,

Washington, D C, March, 29, 1984
Hon DUNCAN U FLETCHER,

Chairman Committee on Banking and Currency,
United States Senate, Washington, DC

MY DEAR SENATOR FLETCHER This is a protest against certain of the pro-
visions of H R 8720, a bill " to provide for the regulation of National Securities
Exchanges and of ovei-counter markets operating in interstate and foreign
commerce oi thiough the mails, and to prevent inequitable and unfair practices
thereon, and f oi other purposes "

The President forwarded to the Congress a message calling for the enact-
ment of legislation to regulate stock exchanges to make " certain that abuses
are eliminated ", and the President further said " I therefore recommend to
the Congiess the enactment of legislation providing for the regulation by
the Federal Government of the operations of exchanges dealing in securities
and commodities for the protection of investor®, for the safeguarding of values,
and so far as it may be possible for the elimination of unnecessary, unwise and
destructive speculation "

It has been appaient to all observers that there would be definite proposals
looking toward the regulation of security delalmg on exchanges as the out-
growth of the long investigation by the Senate Banking and Currency Com-
mittee of what has been broadly termed " Stock Exchange practices " Upon
the broad principle that specific legislation was required to correct and
endeavor to prevent some of the prior evils, it would seem, there has been
universal recognition that such control was both necessary and expedient. It
can be said that there has been a national feeling that control of stock ex-
changes was desirable Those who were in accord with the basic idea, how-
ever, had a very shocked awakening when the bill was analyzed

The bill provides a control of credit by the Federal Trade Commission where
the credit is based upon securities as collateral loans This feature of the
bill may itself be divided into four distinct parts

1 The maximum percentage that may be loaned on any securities listed on
a stock exchange is statutorily provided for;

2 Another provision is that such loans may only be made by members of
the Federal Reserve system;

3 The prohibiting of loans on all unlisted securities; and
4 The establishment of the Federal Trade Commission as the arbiter of this

credit control
The bill goes directly to the control of corporate accounting and management,

and agavn these provisions may be d&vided into three separate categories •
1 It is provided that corporations whose securities are listed on an exchange

must not only file certain specific information with that exchange upon which
it is listed, but also with the Federal Trade Commission in Washington The
Commission is also given power to request any additional information that it
"may by its lules and regulations require in the public interest or for the
protection of investors"

It has been suggested that the powers given to the Commission are so broad
that it practically sets up the Federal Trade Commission somewhat along the
idea of the war-time " Capital Issues Committee " by providing powers to deny
a lister filing a registration statement the facilities of any exchange, if it be
decided by the Commission that such a listing of an issue was not "in the
public interest and for the protection of investors " In effect this section also
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makes the Securities Act of 1983 retroactive for' all listers, and that means
that the majority of our large corpoiations must of necessity file a complete
registration statement in such foim as the Commission may prescribe in
Washington.

It further provides penalties somewhat analagous to those contained in the
Securities Act for misleading statements, unless officers, directors, accountants,
and others can " sustain the burden of proof that they acted m good faith
and, in the exercise of reasonable caie, had no grounds to believe that such
statement was false or misleading."

2. Certain transactions by directors, officers and principal stockholders are
declared unlawful and make violators subject to heavy penalties

That 10 days after the close of each calendar month " if there has been any
change in his (an officei's, directors, etc ) record or beneficial ownership during
such month," in the securities ot a corporation, each officer, director and
principal stockholder holding 5 per cent or more of any class securities of any
issuer "shall file with the exchange and with the Commission a statement
indicating his owneiship at the close of the calendar month"

That if any officer, director or stockholdei owning 5 per cent of any class of
securities of any issuer who " purchased any such registered security with the
intension or expectation of selling the same security withm six months, and
any profit made by such person on any transaction" extending over a penod
of less than six months " shall mure to and be recoverable by the issuer "

It prohibits " any such registered security it the person selling does not own
the security sold, or if the person selling owns the security but does not delivei
it against such sale within 5 days", which means that the bill would piohibit
short selling by officials of any corporation

The requirement is laid down that each security registrant on a national
exchange shall file with the exchange and also with the Commission " in such
torm and such details as the Commission may by rules and regulations pre-
scribe " annual and quarterly reports certified by an independent public account-
ant, and "monthly reports including among other things a statement of sales
or gross income", and such other reports as the Commission may prescribe
from time to time It is also provided under this section that should an issuer
fail to provide the Commission with such information as may be requested or
laid down in rules and regulations, it will be sufficient justification for the
removal of its secunties from a national exchange "by the exchange or by
the Commission "

3 We also find a provision that when proxies are solicited a list of other
persons being solicited must be sent to those who aie solicited Various corpo-
rate officials have demonstrated the folly of such a provision, and it is believed
that this provision will be coirected to provide simply that a list of stockholders
will be rendered to the exchange or the commission, or both.

The whole effect of the bill, if enacted into law without very substantial
change, would be m my opinion to clothe the Fedeial Trade Commission with
such vast powers as to make it not only the most important branch of the
Federal Government, but actually to make it the dictator of the corporate and
financial life of the nation

Those who were actively engaged in the actual writing of the bill disclaim
any hidden motives of social control of industry through the proposed measure,
and scoff at the idea suggested by a great many of our public men that the bill
has such purposes But certainly it goes far beyond what the President
specifically called for in his own words, which was the regulation of exchanges
" for the protection* of investors, for the safeguarding of lvalues, and so far as
it may be possible, for the elimination of unnecessary, unwise and destructive
speculation "

Not a word in the President's message points to any desire on his part to go
beyond the regulation ot national exchanges The bill violates the principles
laid down by experts m their studies of what is actually required to eliminate
the piactices that have been so greatly condemned

The House Interstate and Foreign Commerce Committee and the Senate
Banking and Currency Committee have both held hearings upon the proposed
regulatory measure Before these committees have appeared many of our
business leaders and representatives of the financial community have tried to
indicate the seriousness of the outcome of a measure of the character that haŝ
been proposed if it were enacted into law
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There is no reason why absolute, detailed control of corporate management
should be exercised through the control of the regulation of stock exchanges
The functions of stock exchanges are to piomote reasonable, honest and fair
open markets for the puichase and sale of securities and for the dissemination
of such corporate information as is necessary for the public to have in order
to pass sound judgment upon the securities of listers Beyond that it is neither
fair nor honest to endeavor to rigidly control corporations through the medium
of a proposed stock exchange regulating bill

The agency given such broad powers under these bills is the Federal Trade
Commission. This Commission has never befoie operated in this field unless
it may be said that they have gained certain knowledge of securities through
the administration of the Securities Act This, however, is hardly the type of
experience that is necessary to formulate sound judgment on credit control,
which rightfully falls in the experienced hands of the Federal Reserve Board
with the supplementing assistance of exchanges themselves, who are equipped
to supply much technical information regaiding the loan values that should be
placed upon securities

There should be no setting up of a great bureaucracy in Washington to dictate
every single detail of what a corporation may and may not do, or what sort of
accounting system they may operate under, and all of the other multitudinous
affairs it is proposed to bung under the wing of the Federal Trade Commission.

As I have pieviously pointed out, many executives have appeared before the
committees and given their views, pointing out the far-reaching effect of what
the proposed bill means to every banker, insurance company, corporation and
individual who handle securities, who issue securities or who own secuiities

It must be said, however, that industry geneially is not alive, it would appear,
to the dynamite contained in this proposed bill If this legislation is passed as
written, or even with some of the minor amendments that have been suggested
by the drafters as a peace offering to those who have raised objections, it will
mean that the country will at a future date realize that they not only have an
onerous Securities Act to contend with but also a piece of legislation that goes
far beyond anything heretofoie conceived The statutory powers set out in
this bill in almost every section of the proposal piovide the Federal Trade Com-
mission, heretofoie mainly identified with inquisitorial investigations, with the
power to assume command over each and every corporation having securities
listed on even the smallest exchange, of not only mtoimation to be supplied in
order to keep their secuiities listed, and it is impossible to use unlisted securi-
ties as collateral, but also to operate their business in such a way that it
receives the approval of this Commission

The bill also provides for the regulation of tiansactions in all securities other
than those listed on an exchange which may become licensed, that is, where
their sale may involve the use of the mails or any instrumentality of interstate
commerce One must draw upon his imagination or personal experience to
visualize just what this means Many of us have seen to what lengths a Bureau
once established with powers to act may go in the direction of exercising those
powers

It will be seen, therefore, that the bill involves important considerations not
only to the corporations whose stock or othei securities may be listed on some
exchange, but to the securities of all other corporations regardless of their
soundness or character, and certainly every present security holder in the
nation should be genuinely interested.

Objection is not directed to the provisions of this bill dealing with the stock
market regulation except insofar as the provisions of the bill tend to put busi-
ness or mercantile corporations in a straight jacket and vest in the Federal
Trade Commission or other governmental agencies jurisdiction to dictate
accounting methods and reports, the burdens of which may prove exceedingly
onerous

Respectfully,
NATIONAL RETAIL DRY GOODS ASSOCIATION,
HAROLD R YOUNG,

Washington Representative.
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