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repurchases from ‘“insiders’ —repurchases of their own securities—
and_sales of portfolio sccurities by “insiders” to investment com-
panies; and in every case it tends to show a heavy concentration in
the months of October, November, and December of 1929 and 1930.
Now, that is a general statistical proof that these fellows go back to
their investment companies when they need money. I do not say
all those transactions are improper, but I say that a lot of them are
very questionable.

You will notice that in dealing with this we have not at this time
advocated complete segregation. Senator Taft was speaking about
banks. My understanding is that investment bankers cannot be
on the board of banks. Is that correct, sir? It is my understanding.

Senator Tarr. Yes; I have no objection up through (d) here.
I have not read (e).

Mr. Smita. Well, Senator, in 10 (d) we say that the same principles
shall be carried down to the operating level, that the officer who is
doing the actual determination of the decisions for purchasing and
buying securities shall be independent, too, and shall not be one of
these people who is receiving money out of the investment company
in various ways, other than just its management.

Senator Tarr. What is the reason for the (¢) provision, if they
cannot?

Mr. Suita. No, I am not there yet.

Senator TarT. Oh, you have not yet gotten there.

Mr. SvitH. May I come back to that in just a moment, sir?

Senator Tarr. Yes; go ahead.

Mr. Smira. In 10 (d) I want to point out one rather important
investment company that illustrates the investment officer type of
problem. There is a resolution from their minutes. It said:

Resaolved, That the authority conferred upon the president or either of the viece
presidents to make purchases of securities for the account of the corporation up
to the amount of $150,000 be and the same is hereby amended Lo increasc that
amount from $150,000 to $500,000.

Resolved—and so forth, in another resolution giving the same authority to
the president and vice pre51dent to give loans up to $500,000 instead of $150,000.

That is why I say a lot of these investment companies have a board
of directors that meets every 2 or 3 weeks, if it does meet then, and
they have an operating group that may consist of an investment com-
mittee or a single operating officer—1like the man in Boston about
whom I was speaking; he was the kingpin.

Se we make the same principle apply down at the operating level as
with respect to the board.

Senator Tarr. Going back to (¢) what is the reason that no director
of one investment trust shall be the director of another?

Mzr. Smrra. If he is an investment banker or broker.

Senator Tarr. Oh.

Mr. Swmrra. I can show yvou some instances where investment
bankers in 1929 were affiliated with four or five different investment
trusts; and you will find that in one case in a fairly high-class firm;
there was a ‘68-percent overlap with the other inv estment companies
in the portfolio; and the portfolios are saturated with instances
which they are interested with investment bankers.

So we say the number affiliated with one investment company and
not a lot of them, in order to avoid it.
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Senator Waaner. Mr. Smith, I was just going to try to qualify
you as an expert. {Laughter.]

Mr. SmiTH. Yes.

Senator Waener. As T understand it, you do manage trust funds
now; do you not?

Mz, Smita. I have been doing so since 1931,

Senator WaenNeEr. You have been managing trust funds of some
size?

Mr. Smrta. That is right,

Senator Tarr. There is no overlapping prohibition against some-
one’s being in the Securities and Exchange Commission and also
managing investment trust funds?

Mr. Smrra. Maybe there should be. [Laughter.j

But I may say, from my personal point of view, I am interested in
seeing this industry grow and not decrease, because I think it serves a
very useful function.

Senator Tarr. That is so with all of us.

Mr. SmitH. But 1 cannot see how they can serve a useful function
until they get cleaned up and stop trying to make their personal
interests 1n the business of the company.

Senator Hueues. May I interrupt you?

Mr. Smitn. Yes, sir.

Senator HuerEes. Do you see any means of cleaning it up, as you
call it, except by regulation? The question arose this morning, and
I have had some suggestion of the discussion as to whether some other
plan might be adopted, other than regulation—that is to say, a
statute forbidding certain practices; instead of regulating the com-
pany, simply shut it off so it could not any longer, without committing
a crime, continue that sort of practice.

Mr. Smita. Well, sir, we have as far as possible attempted here to
put specific probibitions into the statute, as opposed to leaving any
flexibilities. 1 do not say we have done it every place, but I think
yvou will find where we have not done it we have done it for the benefit
of the industry; but I am in favor of as little administrative power as
posstble.

I might say the whole section 10 could be greatly cut down if you
decide to segregate’investment banks and brokers. I am not convinced
that they should be segregated; but in view of the fact that 50 percent
of the industry is sponsored by investment bankers and brokers, our
recomnrendation has been this, instead of complete segregation which
a great many people have recommended in our hearings.

Senator Waaxner. Which is much more drastie.

Mr. SMITH. Yes, sir; much more drastie.

Senator Waener. Yes, sir,

Mr. Smiru. In that respeet T can show you various people in the
industry who have appeared in our hearings, and otherwise, who have
advocated complete segiegation of the investment banker and com-
mercial banks from investment companies; so that the position we
take is a middle-road one between no regulation and complete segre-
gation.

Senator Tarr. Yes.

Mr. Smita. I do not know whether it is enough; T have doubts
whether we should not go further. 'That is the only question T have.

Senator Tarr. But there is a question as to whether there is

R
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certainly an advantage in having on the board a man who knows the
business, if you can get rid of the personal confliet.

Mr. Smira. That 1s right.  On the other hand, sir, I do not think
that the investment bankers or brokers have particularly shown their
qualifications as managers. For instance, the investors’ experience—

Senator Tarr, You are allowing only one director in a bunch of
directors.

Mzr. Smita. That is right. I was going to say that, while in manag-
ing funds they have managed them about as well and no better than
anybody else—that is, managing the funds after they got them—the
investors’ experience with [unds run by investment bankers and
brokers is the worst of all.

Senator Hucares. What is that?

Mr. Smite. I say the investors’ experience. The experience of
investors who put their money into banks operated by investment
bankers and brokers is worse than any other group; and that is based
on the observation of 82 companies.

Senator TArT. And also based on the 1929 fiasco, when many of the
people who went into those companies went into them as gamblers
and knew they were gambling.

Mr. Smrra. Yes; but I think the investment bankers must have the
rosponsibility for that; because they sold over $3,000,000 to the
American public under those conditions.

Senator Huarrs. And on overloaned collateral.

Mr. Smrta. Yes.

Senator Waener. In these securities these stockholders do not
have voting power, do they? Is not that controlled?

Mr. Smrra. That is another thing; we shall come to the devices
for putting up very little money and getting the public’s money and
controlling. In that respect I would say the investment bankers
must also share the responsibility; because I can show you company
after company which has a complicated set-up which achieves that
result and which from my point of view is undesirable.

Senator WaaNER. That is definitely a device, is it not?

Mr. Smrra. 1 think so.

Senator Tarr. What i1s the meaning of subsection (e) now?

Mr. SmitH. Now coming to (e), that is to prevent an investment
company’s having & director on the board of an industrial company
which it owns in its portfolio: If it has a director on the board, there
is always a problem as to whom he owes the duty. Does he owe it
to the investment company or to the industrial company? 1 can
give you an example of one of our leading companies, which is run
by investment bankers, by the way, and which turned over in 1929
its commitment to take up some stock in a packing company. That
investment company took up that stock, and had a $300,000 or
$400,000 interest in the packing company. A banking firm also had a
substantial interest of 1ts own, and they had two directors on the
board, interlocking directorates. Because the investment company
was completely dominated by the banking firm and had nine members.
of the board, those were the only members of the board. Now, these
two directors were both on the packing company and on the investment
company, and sat on that company’s board while it went steadily
down, down, down, down; and finally 1 1932, after some more money
had been put up, it went into receivership. I questioned this director
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who sat on both boards; 1 said, “How could you possible sell the
securities of that company? You are a director and you owed an
obligation to that company.”

He said, “Oh, well, we would have done it.”

Senator Tarr. I do not understand; I do not see that clearly.

Mr. Smrra. The investment company had interlocking directorates
with this industrial company.

Senator Tarr. I understand that.

Mr. Smrra. And the investment company had a substantial invest-
ment in the stock of this industrial company, and also the banking
firm; and they had interlocking directorates.

Senator Tarr. Do you mean the banking firm also had stock in the
industrial company?

Mr. Smita. Yes, that is right; they also had stoek in the industrial
company; but they had also done some underwriting for it, so there is a
further mixture of interests.

This packing company went from bad to worse. Some people think
the handwriting was on the wall.

Senator Tarr. Of course, many people held on to stocks when they
went on down.

Mr. Smarn. That is correct.

Senator Tarr. I mean is there the suggestion that they concealed
the condition of the industrial company?

Mr. Smrra. Oh, no; I am not questioning their integrity. 1 am
just saying that havmg a director on the board in that case, he ad-
mitted, did not do the industrial company any good at all, and he
admitted some of the conflicting loyalties that he owed to the industrial
company and to the investment company.

Senator TA¥FT. Beeause a man sitting like that as a director would
ordinarily pass on all the investments of the investment trust and
also would keep them advised, of course.

Mr. ScHENKER. Senator Taft, may I give you an example with
respect to this section?

Senator Tarr. First T should like to understand what you provide
here. You are providing that it shall be unlawful for any director or
officer of an investment company to serve as a director of an issuer of
an outstanding sceurity, that is, of an industrial company?

Mr. Smima. That is right.

Senator Tary (continuing). If the investment company owns less
than 5 percent of the outstanding voting securities.

Why “less than five”’”? Why not more than five?

Mr. Suirn. Now, sir, in that respect we have said that if an invest-
ment company is going to hold less than 5 percent, it should be in a
critical position. It should not be involved in the management of
that company, but should be the investor and should look at that
company from the investor’s point of view and should have one hand
in and out,

If it holds more than 5 percent, then we are drawing that arbitrary
line—and there may be some other point where you should draw it:
Then we have said that vou can have a director but that director should
not be an investment banker or broker.

Because when you hold more than 5 percent, or any large block of
stock, and your investor is an investment banker or brokel you have
all the danger of the use of an investment company for their purposes,



220 INVESTMENT TRUSTS AND INVESTMENT COMPANIES

Senator Tarr. 1T do not understand. If you own but 6 percent of
the stock of a company, then you can have » man on your board who
runs that company; but if you own less than 5 percent, you cannot?

Mzr. ScueNkEr. Senator, perhaps I can explain it.

Senator Tarr. Yes.

Mzr, ScueNKEER. You were not present when we discussed the differ-
ent types of companies. One type of company is called the diversified
investment company, and that company invested in diversified securi-
ties without any attempt to exercise any control or influence in the
portfolio of the corporation.

The other type of company is the company which says, “My busi-
ness is to buy big blocks of stocks and participate in the portfolio”’—
like the Atlas, the Phoenix, or like the Continental, in Ohio.

We say that if the type of company is the diversified investiment
company which is limited to holding not more than 5 percent of the
outstanding, he should be in the position of a critical investor, without
any obligation to the portfolio corporation, which he may have if he
is a member of the portfolio corporation.

Senator Tarr. The result is that unless they happen to be one of
these big operating ones, no investment company could have as a
director or officer any director or officer of a stock listed on the New
York Stock Exchange?

Mr. ScueNkgER. That is correct, sir.

Senator Tarr. Is not that rather an extreme viewpoint? I mean
the first few provisions seem to be based on the theory that if you
have an independent manager you are all right.

Now, you come along and say, “You shall not have even one man’’'—
a General Electric officer; Mr. Swope, perhaps—*on the board of an
investment trust il you are ever going to invest in any investment
securities except more than 5 percent.”

Of course, it is unlikely that you could.

Mr. Smirs. This is from the manager of a company that raised
$7,000,000 and had about $1,900,000 left on April 30, 1932. He sold
the company out:

1 was anxious to find some way to improve the position of the stockholders and
I had made up my mind that under our set-up we could not operate as efficiently
as under a set-up where there was one man in control. My experience and obser-
vation has been that it is very difficult to get half a dozen men to agree at the
right time to purchase or sell sceurities where each one has practically equal
authority in your corporation. If 1 would suggest 1 thought it was time to
liguidate they would say, “Yes; we think vou arc right. Conditions don’t look
very good.”  “Well, what will we sell?” Then we would go on down the list,
aud my experience was each director seemed to have some company and he said,
“The others can go down, but this is going to stay because I know all about it and
we won’'tsellit.”  So it became a very difficult and unwieldy problem to manage it.

Now, Senator, this interlocking director about whom 1 told you
before said that in 1 year they had four complaints about the invest-
ment company selling their stock, that he as a director should have
prevented the investment company from selling the stock of the com-
pany of which hie was a director, and he was an interlocking director.

It mav be that this first provisior, section (e) (1), needs some
rubber in it. I do not know, but I think I have tried to make clear
the principle of it.

Senator Tarr. And section No. (2)?

Mr. Surra. Section No. (2) is directed at the investment banker.
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Senator Tarr. That would apply orly where the man occupied
three positions, really—as an investment banker, as an industrial
director, and as an investment-trust director?

Mr. Smrra. That is right.

Senator Tarr. So that is not such a prohibitory one. No. (1) is
the more restricted? '

Mr. ScuexkEr. Senator Taft, may I give you an llustration—and
I am going to use the name of the companyv, because the witness
testified and practieally said we could use his name.

You take the Central Himois Bank, of Chicago. That was the
Dawes bank, and Henry Dawes graciously came down and testified,
as did Mr. Philip Clarke, who was the president at that time. They
had the mterlocking situation of the officers and directors of the bank
appomted officers and directors ol their investizent trust. What
happened? The bank stock was declining.  The officers and directors
of the bank, who were also the officers and directors of the investinent
trust, used the investment funds to try to stabilize the bank stock
beeause they were afraid of a run.  Here was My, Clarke on the board
of directors of the bank and on the board of directors of the investinent
company; and, as I said, to Mr. Clarke, “Mr. Clarke, when you were
there with the finest mnside information in the world, you were on the
board of directors of the bank and you know that application had been
made to the Reconstruction Finance Corporation for $90,000,000, and
vet vou permitted your investment company to stay with a block of
stock of the bank of $2,000,000, with the possibility of assessment for
double hability?”

He said, “Mr. Scheunker, 1 could not open my wmouth. 1 could not
tell the investment trust to get out of that block of stock. And if 1
suggested that the investment trust hquidaie the bank stock, that
would have accentuated the difficulty to the bank and the possible
danger to the trust, and I had to sit there and eventually permit them
to lose $2,000,000.”

Senator Tarr. [t is evzetly what an outsider would have doue?
The difficulty of which vou are complainmng is not that, but that the
majority of the whole trust is controlled by the bank?

My, Scuenkrr. That is vight.

Senator Tarr. Yon are stating a case here where vou are prohibiting
even one director, the stock of whose company mayv be owned in part
in a long portfolio of an Investment company.

Mr. Scuexkrr. That is correct, Senator.

Senator Tarr. I mean I do not see, in the particular case you cite,
where they were any worse off by having Clarke on the board; and
in many other cases he may have known many things about other
Chicago companies which would have been most valuable to the in-
vestment trust and where he would not have been limited.

Mr. Scuenger. That is right; but if the investment trust had not
been affiliated with the bank und had that mformation, there would
have been nothing to prevent them from selling the stoek; but because
Philip Clarke was a director of the bank, he could not make that
suggestion.

Senator Tarr. It would not have been of any use in that situation,
but would it have been of any particular harm?

Senator Wacener. The entire amount was lost?

Mr. ScHENkER. Yes, the entire amount.

221147—40—pt, 1——15
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Senator Waaner. If e had not been on the bouard, he could have
prevented their losing part of the stock?

Senator Tarr. If he had been some outsider, he could not have
made the suggestion to keep them from losing the stock because he
would not have known.

Senator Wagener., That may be; but I would think it would be
betterif the entire board were {rec of any kind of influence from bankers;
because 1 think you ean get other men. Of course, 1 know that is
jdeal and that we are not going to get that far; but then there would
be no chance about their loyalty being consciously or subconsciously
only to their investment trust rather than to outside interests.

Mr. Hrary. Does it not come down to the question of what the
basic philosophy of the investment trust shall be? That is, shall the
diversified trust which goes into diversified iindustries and invests
small amounts in each one take any responsibility for the management
of the companies in which it invests or shall it take a stand-off,
critical position of those investments?

Senator Tarr, Look at it in another way: 1 happen to know of the
trust fund of the Cincinmati Institute of Fine Arts.  We wunt to get
the best executive committee to invest.  Whom do we get? We get
the president of one bank m Cineinnati and we get the president of
another bank, and we get the viee president of Procter & Gamble
Co.—~why? Because we think those men will know more about what
we should invest in than anyone else.  That is the ouly way in which
an investment trust would be run.  So you have a balance of desira-
bility; and up to (&) T have no eriticism of it. 1 question a little bit
(d) (1); 1t seems to me that may be going o little far.

Mr. Heany., May | add o word to what 1 was saying?  When you
get out of diversification which I mentioned and you get an invest-
ment trust owning a portion of the underlying portfolio of the cor-
poration, above a certain amount, then this does not apply.

Senator Tarr. Although the question of dishonesty then becomes of
much greater weight than in just under 4 percent.

Mr. Heary. Yes; but in that kind of posttion it can be argued that
the company is taking responsibility to some extent at least for the
management of the corporation in which it invests.

Senator Waankr. I still say there should be complete separation,
and that in the long run it will serve the better purpose. However——-
Mr. Smrts. I shall run quickly over these other sections, Senator.

Senator Wagnrg. All right.

Mr. Smrta. Now, Senator, (f) is to take care of the investment-
banker situation. 1f they have more than one-half of 1 parcentin the
portfolio of the investinent company, then an affihated person cannot
do the underwriting. That is to prevent the investment trust’s being
used, so to speak, as a bird dog for the investment banker; and we
have various cuses where the investment trust was used to get broker-
age or all the other emoluments that the investment broker looks for
or, once he has them, it may be used to put them in cold storage for
him. [ can give you other illustrations of companies affiliated with
mvestment bankers, where 30 percent or 40 percent of the portfolio
has been securities which they have underwritten; and there is one
investment company today which has run and has a pretty good
record with investinent bankers. But 1 have questions about it,
myself— not as to the integrity but as to the policy. When they are
inJess than one-half of 1 percent situations, of course, that is different.




