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Sen:itor HITGHES(presi thg) .  'L'lrt conmiittee nil1 please come to 
ortler. 

ITwy well, Mr. RlcGrnth; xi11you continue? 
311..L I C G H ~ T H .  t d i n g  yo11 n l m u t  how this legis-Senator, I ~ b i ~ s  

~ntioll ,:IS 1" oposetl, W-odd ;ifiect our conlpmy ; :ind 1 toltl you that, 
first, u e  nolilt1 lose practicnlly all our directors; secol~d, by this 
proposecl legisl:~tion we would he forced, ~ i t l r o u t  the co~~ser l t  of our 
stocl~l~olclers.to get rid of our nianngement. 

Kow 1 go on from that point. 111 t b a t  cor~nectiori, the third 
matter to be considered is that ndt\ss n e retire our senior securities, 
regxrtlless of existing chnrter provisions; we uotlltl he forced to 
accept, pursuant to  section 18 (t l ) ,  I$-hatever redistribution of our 







themselves as trading companies. If classification is supposed to be 
informative, is this informative or misleadiny to stockholders? 

,4 "secnrities finance company" means any management invest- 
ment company other than a "diversified investment company" or n 
"securities t rading company." This agrain would not necessarily 
mean that  a "securities finance cornpanv" would be in the kind of a 
business which the statutory classificntion indicates. In Inct, many 
semiholding companies will be forced into tliis category; because hy 
declaring that they did not intend to comply technically, if yon will 
excuse my abbreviation, with the requirements of not more than 5 
percent of assets in any one situation and not more than 13 percent of 
total assets invested in excess of 5 percent of any clnss of stock---tile 
so-called 5-5-15 diversification requirement discussect above, for 
"diversified investnient companies1'-they could still adopt an invest- 
ment policy that would more closely approximrite t11e policy of a 
diversified company than the popular concept,ion of n "securities 
finance company" policy. Even if they adopted a 6 4 - 1 5 ,  or a 
5-6-15, or a 5-5-16 investment policy, which would disqt~rtlif~ them 
from being a diversified company, they would still be more of a divcrsi- 
fied investment company than a finance company. Presuninhly, in 
making these categories the Commission had in mind certain social 
objectives of protecting investors; but I submit they are unrenli$tic; 
for, I ask you gentlemen, is it realistic or inforrnatire to stoclillold~rs 
to call a company by a name that the S. E. C. will not tolcr:~te, on 
the ground that under the Securities Act of 1933 it is inislendirtz t o  
use such a name? 

1have discussed the three types of cloqed-end iilwstrnevt corrlpt111ics 
set forth in section 5 .  Now let me tli.;c~rw somewlint in tlct:d tlw 
restrictions on "diwrsified inanageine~~tcompnnies..' R e  hare  j::st 
seen tlmt in section 5 a "clivrrbifiect investn~ent cwmpnny," in additioll 
to  the reqnirement of liuving not more than 5 percent of its itssets 
invested in a sinple issner, mav have no more than 15 percent of the 
value of its totid assets invested in situations other than tliose in wllich 
its investment is limited to 5 percent of 2111~class of sccurjiics of >triy 
other coinpang. In  other words, a rn~~sirilurnof 15 p~rcen t  oi' n 
diversified inves tme~~t  company's funds wunlcl be available for act;\-- 
ities other than investment in a diversified portfolio of marketable 
securities. Out of this 15 percent, wlk11 I shnll call the "reservoir." 
the compnny may, first, take underwriting .commitmen~s lwder 
certain restrictions awl, second, make less restricted types of in\-e5t- 
nlents. That  is to s:~y, within the 15 percent it may not invest more 
than 5 percent of its assets in one con~pany, but may invest iil more 
than 5 percent of a single class of stock of another company. dsqLH~?-
ing for purposes of argument t ha t  the wllole reservoir would in fact 
be employed in underwriting ~ct ivi t ies  or venture cllpital activities, 
a thoroughly arbitrary limitation is thus placed on the total investment 
company funds available f o ~  dynamic use. I feel that  to place such 
a restricted mathematical lm~itation on futwe possibilities map he 
economically unsound. This is simply damming up another possihle 
triblltary of the flow of capital into industry. Serious consideration 
should be given to raising this reservoir to 25 percent. 

Another thing that  might unduly restrict the reservoir is the method 
of valuing assets. Suppose a diversified investment trust has assets 
of $1,000,000: The reservoir may not then exceed $150,000. Snp-



pose i t  lias nmde nn investment of $100,000 in the securities of a young 
and growing compnny of which it purchases 6 percent of the common 
stock: This leaves $50,000 inal-gin in the reservoir. Suppose that 
inrestinent is successful, so thttt the value of that  stock increases to 
$160,000, :ind the Cornmission rcqnires that it he carried a t  this figure 
instead of at  cost, as i t  11:)s the right to do, pursuant to section 45 ( 2 1 )  

(39): Then, as long 11s the coinpuny col~ti~iues to 11old that investinent, 
i t  is forbidden to nwike any more of such ventuie-ctipital invest~nents, 
because its reservoir 113s hcen used up. 

On the other 11and, if this in\ estment were ~:nsuccessful and its r:tlue 
declined to $50,000, nncl the in\cstlucnt were vnl~wd a t  mnrhet, tlltw 
the conlpany would still lrul-e ilpprosimately $100,000 i r~  its reservoir 
Tn other molds, the reservoir provision p~rralizes successful invest-
rnrnts by saying, "To11 ctinnot (lo it a g a i ~ ~ , "  but pelm~its unsuccessful 
cornpnnics to go nlerrily on. IS this provision is to stay in tile bill, ilt 
least the company should l r a ~ e  the right to carry reservoir assets at  
cost and not a t  il h iy iw vol~mtlon fixed hy the Co~ilrnission. 

As a nmttc.r oi principlr~, I bcliew that if one accepts the premise 
that  venture c:rpital is tentlir~g to dry up in this country and that  its 

sl~oultl be stinlnluted, then such Iiarron re~t~rictionss o ~ l l ~ t ~ s  on the 
atnoun t of such cirpi tal avniiahle from investnlent-company sources 
sho111tl i ~ o t  be imposcd. 

Scan , Scn:ttors, tlie last ~wt~.ic.tioil t1r::t I \I ant  to cliscuss is a IF-
of 3 gcrc.rh~~t c ,111p~ny;stric~ti~rn on tin?- c1:rss of srcurities of ~ r ~ o t l ~ ~ ~ r  

to 111:11\(' 40 cry I I I U ( > ~ In w l  1 (lo not n k 1 ~  01 n point on that.  I tl~irlk 
tililt Inor(. serious con4e1~at ion  sl~ol~ltiI ^ J ~given to the Ii:,rit,~tion 
15 hcrr+y ii "di\ cr~ificd i ~ ~ v c ~ t ~ ~ l c w t  (.ompan?" nr:,y not own 11101~t11nr1 
.i p ~ l c m tof arly (Iiiqs oi wcuritiw of mother conqwtq . If t 1 1 ~3 ~ \ s e ~ -

,o r  is I : I I I ~ t i  I r o t  t l us :  i t hut i t  
sliou!tl h c  pc'intcc: out t h t  tho l:irgc~ir~-\c~itn;cntt~ust.;31-cl r ~ ~ u c n t l ~ , ~  

to 111>11i<'i i~\-cst~i imts in do1I:)r ~ ~ ~ ~ o u n t ,  u i ~ u i l l i ~ ~  ~ 1 1 ~ 1 1  oiling to ti;(\ 
ciifiicull) : u d  greater cxlwrrkr of I\eeping ~ I Itc,uclr v\i& a. 1:ilqt ii-t o f  
s l r rw l l  l ro ld iw~.  'I'h pi o11il)it io~t,  21s !i~cntioilp~1, d in\?~st ingnlot t3 

t11:l115 percent il: m y  cla\i of ~tocl,c\f :t co111p:~119could very ~ ~ 1 1  
11~c:ln t!lat the s~culi t ics  of Inan). ell~all but growing i n d u s t h l  w n c  
p:t;~irs 1%-oul(? he rnli~\ iii1:ibl~ to tlrc a no re important investnltr~t c*oi~l- 
vaairs. For trt:~luplc~, any purchase of  sucl! sccur j tics in linp n it11 the 
in\ estnwnt coni:):rli's ;rmer::l policy migl~t  require the purchase of 
an  amount cxc~ td i ry  5 I ) C ~ ( W I ~of R class, although only 1 pewent 
of the inve~tment  trust's assets. J f  $1 con~pttn:; has $1,000,01!0 of 
a s c ~ t ~ ,  stocsl;, no in\ rstnrent cornpwny may hold more a11 in c o i ~ m o i ~  
than %50,000. 

Ten p ~ r c c n t  I I R ~hem I T ~ ~ I I ~ C ~in n number of other acts as t l ~ c  
t li\ iding line 1,et.rvccn w, cxsuid in\ tbstinent a ~ d  :in investment tinged 
wit11 thc p o ~  ~r of control. In tlre interests of greater flwi'hility, 1 
should suegest t l ~ t  in tldtlitioo to a larger reservoir than 15 percent, 
thc ot l~cr  assets of ct tliversitietl inveqtmcnt rLompany be a\-ailahlc to 
t l ! ~purchase 01 holdings of lip ~ L I10 percent ol tlie securities of any 
class o i  other c~ollrpnnies rw thcr tlltirl t h ~  5 perccnt provided by the hill. 

Another chnrncteristic for qualification as a "diversified invest-
ment company" is that  a company's portfolio turn-over-that is, the 
ratio of purchases and salcs to total assets-during its last fiscal 
rear  did not exceed 150 percent of its total assets. The whole idea 
back of this provision seems to be based on an impractical view 



of the problem of managing an investment fund. There arc yrars 
in which good judgniel~t impels one to rnakt. virtually 110 c11a11gtts 
in one's investnwnts. T11cl.c :ire o t l~e r  -yclnrs in wliich, as 1 sliall rt~fer 
to Inter, quickly c h u n g m ~  co~ltlitior~s cause o l ~ c  f~cqucnt ly  to c l i : ~ ~ ~ g e  
one's iur-cstmt~nt policies. 

In n situation whcro it  is nccrssary to cscwd thr  spctcific portfolio 
turn-ovcr 111 the intercst of goo(/ rnauagernrnt, tllcrc would he the --
following consequcnces, under the bill as tl~.nu 11: First, assuroi~ip 
prefwcntial tax t reatmcr~t  -\vliich I shtrll discuss Inter- is ~ r m t  t ~ l  
to divcrsifietl invcstlnent comparncs, s11c11 a company changing to a 
trading or finance cornpany woultl lose t h ~  atlvnntaec of sncli prtlf- 
c~rt~:~ti:tltax treatment. In  othrr  n-ortih, if pou change from a di\ ersi- 
i ir t l  company to a trniling conlpnrly, the11 presumably poll low c c ~ t : ~ i u  
tax advantages. 

Sccontl, pursuant toF&(iorl 13 it worihl bc nccrsbrtry to ~ : oto 
?-our stocliholdcrs in order to cli6n::e your clnssilicntion; and, by t l ~ e  
time approval was obtninctl, it rnigl~t br too la(?:  :mil, third, if you 
were registcrctl as tt divcrsificti invcstmcwt cornpiny, you would l kve  
to  classify yourself as n trading cornpatiy, in u-llicl~ cRse your size 
limitation would bc rcducctl Irom 5130.000.000 to $75.000.000. as 

ns issuance of new s r ~ t i r i t i ~ ~ s  f ~ r  is c o ~ ~ w r n e d .  This might be quite 
a j~rice to pay for thc cstwisc. of husiucss judgment. 

If thc answw to this dil(wnla ~ v c w  to br to gil-c the Swnritics and 
Euc11nng.c~Commission discrrtior~:~ry thv rntr of turtl- pow-rr to ii~cre:~sc 
orcr  in special instances, it sctms to mc that; in the. f i n d  :~nnlysi.; t11is 
places thv Cornmission in thc position of p:~ssing on a ~ n a t t r rof husi- 
ncss judgneut: 1)wuasc cllanpiug thc rntr of turn-ovcl- is a r11attl.r of 
business juclgrritwt ; t~utl  tinlcl, I L ~ O I I O ,can pro\ t1 the corrrctncss of this 
j~itlpment. 

tLast JIontlav Lh.. Sclltwkcr rrf(wrt1 to the fact t l ~ a  the Coin- 
mission's s t l ~ d j  tur11-ovcr of :L grtvit marly cornpr~nics of the avo~.ag(~ 
cl~lrinc tllc~ years 1933, 1924, :111(I 1935 IS IISPC~as yardstick in 
dctrmlininp tlir tur11-ovcr linlitntion for purpostls of this hill. If $0, 
this mn?- br misl(wdinp. T o  b(yi11 with, while thc names of tllc corn- 
p n i r q  whose turnovrr was studir:l are not :~\-:~ilahh to us, it is fair 
to  assume tllrtt t l ~ e  list includos a substantial ~ i r ~ n ~ b r rof lilrgc corn- 
s . 11111-TI-over,T hcl i tw,  is usually less in lnrgr companies than 

nin srrxall onw. In  all probability i t  nlso incl~~tlcsn~lrltbcr of conn-
panips having subst,nntial proportions of their. nsscts invt~stcd in 
so-crdlctl pcnnauent holdings. For eanmplr, the Petrolcum Cor-
porntion was rcferrccl to  by Mr .  Sc11c~11l;cr last lTcdnesday nftt1rrloon 
as 11a1-11lg'70 or 80 pcrccnt of its aswts permanently irivestetl ill thc 

: I V ~ Y R ~ Ct u r ~ i - o v ~ rConsolidated Oil Co. If 111~  of nlan?; S I I C ~ I~0111-

paniw wcrc included ill the companies making up the S. E. C 's 
stlid?- of turn-over, t h m  their coriclu~ion~ nliglltAS  to  t ~ i r ~ i - o i ~ ~ r  
bccomc~ larg$y meminglcss. Furthermore, tllcir conrlusions as  to 
turn-o\-er m lg l~ t  have to he materially modified if then- study included 
thr  turn-over policies of companics wl~icll cot~ltl not qualify nnder this 
hill as "tli~-cmified investmcnt companics." 

Totlav, thcbre is a war going on in Europe, m i l  I I O  one can foresee 
what it mny involve in tcrriis of nn investmcnt portfolio turnover. 
Investment policy cannot bc ~nc,asured rnathema~icnlly, and to do SO 

will some day injurc security ho ld~rs .  
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Therr is no proof of either of sucll assertions. The limitations on 

tllc ratio of single investments to total assets and percentage of a 
single class of stock that  can be purchnscrl sllould aflord atlcqmte 
public protection against the controlling by trusts of other corporations. 
This was recognized by the Christian Science Monitor, in an  editorial 
on IIarch 30, 1940, iri which i t  said: 

'1h1. top, inrtdentally, appear- to  be the e\prc*-1011 of another theor?, the 
f :u~~l i~aryrnegalophob~c notion that Inere s m  is dangerollh. 'I'hi- is cur~ol~sly 
the .ame doilar lunlt once proposed for life-insrwance comparne\ during the 
.irm\tro~rg luxet.t~pation. Here, h o n e ~ e r ,  the door ha* already been locked 
: ~ g a ~ n s tthe tlmgrr of ortopus control hv the "fire and fixc" provk~on ~n the bill 
fort~~ridingt11c trllst. to on11 more tflal~5 percent of the securities of any one 
company 01 haxc more than 5 percent of their 01\11 funds ~ n ~ e s t e d  in any one 
cont~mly.  

This is nn ext~inple, it secnls to me, of one of tlir faults we find in this 
bill In otlwr u-orcls, having by the five-and-fivtl provisior~ ctirrd :my 
(l:ingc.r of octopus control, they $0 ttnd put in the bill another pro- 
\-ision, to co\-w something that liw already bccn cured-in otllcr 
11-ortls, 1a3-(>I' on lnper. 

I t  is astonishing to us that the conclusions of tlie S. E. C. in regard 
to size h a ~ e  not yet received wider pnblic attention. The idea of 
limitation of n~aximum size of enterprises, on tlie l~ppotl~esis that an 
i n ~ e s t ~ n e n tcompany of q e a t  size would exercise too potent a social 
ant1 economic inflnence, is a f r d i  attempt to crystalize into law a 
social philosoplly which is as startling as it is clehatahle. We do not 
feel that it is illcumbent 11pon us to argue this controversial question 
t h n r  by statute those who, tlirougl\ merit, g o \ ?  in size, consequcntlp 
become suspect. X e  repeat that it is startling. We hare pointed 
it out to sllou that in this bill the provisions lin~iting size really have 
notl~ing wl~atercr  to do with the protectiou of investors. Tllese 
limitations go far beyond investor protection n~icl e ~ ~ t e r  :1i1 uncl~:~rted 
field of social legislation M lricll, if atlop ted in tliia instance, niay 
\el.\ e :is :I convenit.nt precedent for the 1)rwkiricl. up by li'ctipra: lww 
of ylmt Anlrrican illsurance compnnir?, biri~ks, and  intlnstriul ellrcr- 
prires. 11-e sliodd stop, look, nucl listen, before :idopting anytliing 
$0 m-dmericn~ins n me:mure to penalize success. 

1 now come to one of the most important inatters interrelated 
1s it11 c1assific:ltion. I refer to the problem of the future t;~xntion of 
i l~vert~ncnt  incolnp:~r?ies. A-lthough this problem is not me~~f ioned  
t l ~ ebill, it is of swll  vital impo~tnnce and is s11cl1 :111inllereiit part of 
the whole qnestion of the futmc existence of the closed-end invest- 
iuwit cwmpinl;r- that it seems to us it must have a promi~~entplace in 
tlrc policy of the hill. Tn fact, the question of tax tre:~tment was 
iwnlionecl by Jlrdge Henly in his opening stnteinent. I consicler it a 
most importmt ftlctor in the whole question of regulation. From 
the way tlie subclitssification of closed-e~ttl compilnies is set up ill 
srction 5 .  it setws reasonable to assume th:it only the "diversified 
inrestment compuny." as clefined in section 3 ,  \\ill be selected for 
fnvorable t:i\ treatment . Should such relief be granted, there will 

be a valuable premium placed on tlie con~p:~nies ohvio~~sly \\-liicl~ 
qualify as "tli~ersified investnleut companies," and the others will 
corrcsponding~ suffer. 

We believe that the sole purpose of the S. I(:. C. in devising the 
c~lnssificationsin section 5 should have been to proride n basis for 
future tax trt3atrrient. \Ye strongly urge that classification as de-


