
THE NEW JERSEY SECURITIES ACT1

New Jersey, like every other state located in a thickly
populated area of great business and industrial activity, is a
fertile field for vendors of questionable securities. Further-
more, proximity to one of the world's great financial centers
makes it a most convenient base from which to carry on unlaw-
ful practices in all parts of the country by use of the mails,
telephone and telegraph. During the recent period of inflation,
the enforcement by New York and Pennsylvania of laws de-
signed to prevent fraud in connection with marketing stocks
drove great numbers of dishonest promoters into New Jersey
and brought about such a serious condition of affairs that its
legislature, in 1927, after a study of the situation, replaced an
unworkable act2 with one which, as amended and supplemented
during the three following years, is still in force.3 This left
Nevada and Delaware as the only states which had not fol-
lowed the lead of Kansas4 and adopted some form of legislation
with a like object5 and the latter has since fallen in line, al-
though its law is not particularly effective.

England, notwithstanding opposition to the first proposal,6

1Sec. 1, Chap. 79, Laws of 1927.
••Chap. 234, Laws of 1920.
8 Chap. 7)9, Laws of 1927; Chap. 344, Laws of 1929; Chap. 51 and 52, Laws

of 1930; Chap. 226, Laws of 1931.
*Chap. 133, Laws of 1911, State of Kansas.
'Alabama, 1919 Maine, 1913 Ohio, 1913
Arizona, 1912 Maryland, 1920 Oklahoma, 1919
Arkansas, 1915 Massachusetts, 1921 Oregon, 1913
California, 1913 Michigan, 1913 Pennsylvania, 1923
Colorado, 1923 Minnesota, 1917 Rhode Island, 1923
Connecticut, 1921 Mississippi, 1916 South Carolina, 1915
Delaware, 1931 Missouri, 1913 South Dakota, 1913
Florida, 1913 Montana, 1913 Texas, 1913
Georgia, 1917 Nebraska, 1917 Utah, 1919
Idaho, 1913 New Hampshire, 1917 Vermont, 1917
Illinois, 1917 New Jersey, 1920 Virginia, 1916
Indiana, 1920 New Mexico, 1921 West Virginia, 1913
Iowa, 1913 New York, 1921 Wisconsin, 1913
Kentucky, 1920 North Carolina, 1911 Wyoming, 1919
Louisiana, 1912 North Dakota, 1913 Washington, 1923

The above list indicates the years in which the statutes were enacted, but
very few of them now exist in original form, the great majority having been
extensively amended or superseded by new legislation.

6 A special committee of the British Board of Trade in 1895 considered and
rejected as dangerous "every suggestion for a public inquiry by the registrar oi
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enacted measures intended to prevent and punish the practices
above mentioned long before any serious thought was given to
the matter here or in the Canadian Provinces, all of which now
have such laws.

Experience has shown that many of the problems arising
in connection with dishonest stock selling schemes have exclu-
sively distinctive characteristics and a review of the statutes on
the books of the different governmental units will disclose varia-
tions in type, also special provisions drawn with the idea of
meeting difficulties peculiar to a given geographical section.
The outstanding features of these laws can be divided, roughly,
into three classes:

I. REGULATION

A. Those which require that the securities be regis-
tered, qualified or licensed.

B. Those which require that the dealer or seller be
registered, qualified or licensed.

II. INJUNCTION (New York, New Jersey, Maryland and
Delaware).

III. PUBLICITY (English Companies Act).

The administration of a law containing IA and/or IB fea-
tures is usually placed in the hands of a commission or com-
missioner specifically empowered to issue and revoke licenses,
qualifications and registrations. Type II, on the other hand,
contains no such provisions and the injunction is the principal
weapon provided for combating fraud. The Attorney-General
has invariably been charged with the task of enforcement. A
law which depends on publicity (type III) as one of its effec-
tive characteristics is the English Companies Act7 passed in
1929. The groundwork of this bill was laid in a report by a
committee of the Board of Trade and it succeeded another
statute enacted in 1908. Although no licensing, qualification
or registration of stock issues or of those engaged in distribu-

other official authority into the soundness, good faith and prospects" of a pro-
posed promotion.

7 "An Act to consolidate the Companies Acts, 1908 to 1928, and certain other
enactments connected with said Acts" (10th May, 1929) (19 and 20 Geo. 5, Ch.
23).
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ting them is required, every company about to offer shares for
sale to the public, must file certain information with the Regis-
trar, which is available to any person wishing to see it, and not
only are the promoters, officers and directors held responsible
for the correctness thereof, but severe personal penalties may be
imposed on them for any frauds to which they have been a
party. The fundamental theory of this legislation is to give
full publicity to the material facts of all plans for financing
corporations, place an affirmative personal responsibility on
the promoters, officers and directors and punish them for failure
to live up to it.

In the United States there are two schools of thought with
respect to securities fraud legislation, one favoring the regula-
tory type and the other advocating injunctive statutes. Critics
of the latter say that the official in charge of enforcement has
no way of knowing what is going on and acts only when a mat-
ter is specifically brought to his attention, so that proceedings
are usually started during or following the consummation of a
scheme, which in effect is to lock the barn after the horse is
stolen.

Critics of the former say that it is paternalistic and at-
tempts through a licensing authority to dictate how and where
the investor's money is to be employed, with the result that
many persons rely too much on the governmental sanction with'
out making proper investigations of their own. It seems im-
possible to destroy the impression in the public mind that an
issue which has been favorably passed on by a commission or
commissioner is in some way guaranteed as a business proposi-
tion by the state. The assertion is also made that no man or
body of men can review with any degree of efficiency the mass
of applications coming before them under regulatory statutes,
so that registrations or licenses are frequently given to issues
or sales organizations not entitled to them. Moreover, it is
comparatively easy to present a financial set-up which cannot
be criticized when the application is filed, and after the license
has been granted there is nothing to prevent stock from being
sold in a fraudulent manner until, as under an injunctive act,
the matter is once more brought to the attention of the licensing
officer. He then finds himself in the position of having to lock
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the barn against a thief who originally came in at his express
invitation.

Recently, in some states that require licensing or registra-
tion, an injunctive provision has been added, but it cannot yet
be said whether this reveals a trend away from regulation.
Other factors, however, indicate that publicity, the injunction
and more strict personal accountability on the part of promo-
ters, officers and directors, under both the civil and criminal
law, will be emphasized in the future.

Evolution of securities fraud legislation and developing
efficient enforcement thereof have been slow processes in every
state, because of the lack of court opinions and other precedents
to serve as guides in formulating policies of administration.
The so-called Martin Act8 was passed by the New York Legisla-
ture in 1921, but nothing of any real value was accomplished
until 1925. The Pennsylvania Securities Act became a law in
1923, but adverse judicial decisions destroyed its effectiveness
until many important sections had been redrafted.9 With the
hope of avoiding similar trouble, the small staff assigned to
administer the New Jersey statute during the first two years
gave very careful study to preparation of the few suits that
could be instituted, and as a result of an earnest effort to dis-
cover and eliminate weaknesses before attention was directed
to them by reported opinions, every section of the original act
was eventually amended or supplemented.

The New Jersey law is of the injunctive type and does not
require any publicity. Provision is made for compelling full
disclosure to prospective investors by prohibiting the use or
employment of any deception, misrepresentation, concealment,
suppression, fraud, false pretense, false promise or fictitious or
pretended purchase or sale in connection with the issuance,
sale, purchase, offer to purchase, promotion, negotiation, adver-
tisement or distribution of securities.10 That the legislature
intended the above to apply only to material facts was indicated

8 Chap. 649, Laws of 1921; Chap. 21, Art. 23-A, Sec. 352-359g of the Con-
solidated Laws.

"Act No. 165, Laws of 1927, as amended by Acts 79, 312, 391 and 521,
Laws of 1929 and modified by Act 175, Laws of 1929.

10 Sec. 2.
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in Stevens, Attorney-General v. Adelphia Finance Service, In-
corporated, et als.11 Four individuals organized this company
and became its officers as well as a majority of the Board of
Directors. The capitalization was 20,000 shares of preferred
stock with a par value of $25.00 and 60,000 shares of common
stock without par value, all of the voting power being vested
in the latter. Pursuant to a resolution, 40,000 shares of the
common stock were turned over to the organizers at 10 cents a
share, and a campaign was started to sell to the public not only
the remaining unissued stock but also that owned by the Board
members personally, at f 15.00 a share, an advance of 14,900%
over the price at which they had bought. The same sales organ-
ization was used to handle both, but none of the aforementioned
manipulations was disclosed, except through a statement made
to some purchasers indicating that the stock in question had
been sold to the officers at a "nominal figure," in lieu of salaries,
so as to reduce overhead. No buyer knew what the actual con-
sideration was, and one testified she thought a "nominal figure"
meant $1.00 per share, which would have meant that the com-
pany's treasury had received $40,000.00 instead of $4,000.00.
There was never any contract or definite understanding as to
what services these men were to perform without salaries or for
what period of time. Their affidavits said the idea was to
insure continued control of the company by the organizers and
permit a comparatively small portion of their stock to be resold
at a figure which would partially compensate for services in
completing the organization and acting as officers. There was
no restriction, however, against selling all of the stock, and at
$15.00 a share it meant a profit of $600,000.00 for something
entirely undefined. The failure to disclose the transactions
above described was held to be a violation of the act, and when
the defendants tried to excuse themselves by claiming that no
sales were made except after all inquiries had been fully an-
swered, the court said, "The obvious way to inform purchasers
would have been to set it forth in their circulars and on their
subscription agreements. This they did not do—and it is ines-
capable that they were guilty of suppression and concealment
of these material facts."

u107 NJ.Eq. 222; 152 All. 460 (Ch. 1930).
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The responsibility for enforcing the Securities Act is placed
with the Attorney-General, and by the provisions thereof he is
empowered to subpoena witnesses and examine them under
oath, also compel the production of such records, books, docu-
ments, accounts and papers as may be relevant.12 He may
undertake an investigation upon complaint or whenever he be-
lieves it in the public interest to do so, and his authority was
upheld in Katzeribach, Attorney-General v. Tomadelli Elec-
tronic Corporation.13 The Chancery Court, through the medium
of an opinion later adopted by the Court of Errors and Appeals,
emphasized the fact that the Attorney-General was entitled to
the prescribed reports and information whenever it appeared to
him, not to the Court, that any person had engaged in, was
engaging in, or was about to engage in an illegal practice, or
whenever he, not the Court, believed it to be in public interest
that an investigation should be made. "It rests absolutely with
him," says the opinion. "He need not in the first instance allege
and establish the guilt of the defendants of fraudulent sales."
In response to a subpoena served by the Attorney-General on an
organization formed under the statute respecting associations
not for pecuniary profit,14 the President appeared and produced
a specimen copy of a certificate of membership providing for the
payment of certain sick and death benefits. After asserting that
this was the only instrument issued by the association, he de-
clined to produce any of the books, records, and other papers
called for and refused to give testimony as required. The rea-
son advanced was that the certificate did not come within the
meaning of any of the terms used in Section 2 of the Securities
Act. Appropriate proceedings were instituted, and it was held
that forming an organization under the statute in question did
not excuse the proper officers from appearing and making dis-
covery. The association's functions and how it came into being
were immaterial at that juncture.15

12 Sec. 3.
13102 NJJEq. 186, 140 Atl. 26 (Ch. 1928); aff. 104 NJ.Eq. 217, 144 Atl.

920 (E. & A. 1929).
14 Chap. 181, Laws of 1898 as amended and supplemented.
15 Stevens, Attorney-General v. The Atlantic and Security Mutual Associa-

tion, Consolidated, Chancery Docket 93, page 109 (1933). See Miscellaneous Re-
porter.
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If an investigation indicates that there has been, is or is
about to be a violation of the law, the Attorney-General may,
by appropriate proceedings in the Court of Chancery, cause the
offenders to be permanently enjoined from continuing the illegal
practices and even from promoting or selling any securities
within or from the state.16 A receiver may also be appointed
to liquidate the affairs of the offenders under judicial super-
vision.17 Stevens, Attorney-General v. James J. Wallace, trading
as Wallace & Company, et als.18 was the first suit in which the
Court of Chancery handed down a written opinion discussing
the practices declared by the statute to be unlawful and it also
happens that this case has, up to the present time, been produc-
tive of more litigation than any other. The bill of complaint
was filed against a number of individuals who were carrying on
a business that purported to furnish to subscribers located in
all parts of the United States and Canada, an impartial, expert
financial advisory service. As a matter of fact, the defendants
were doing nothing more or less than unloading worthless or
practically worthless stocks at unconscionable profits by recom-
mending them in their literature. They strenuously contended
that the New Jersey courts had no jurisdiction, because not a
single sale had been made to anyone in that state, but an injunc-
tion issued under section 6, nevertheless, and a receiver was
appointed19 under section 7, subsection a. He refused to allow
certain claims20 because they did not arise by reason of the use
and employment by the defendants of practices declared to be
illegal and an appeal was taken from his decision. There has
been a certain amount of confusion as to just what property a
receiver appointed under the Securities Act may take into his
possession and to whom he should make distribution. This can

18 Sec. 6.
"Sec. 7.
18106 NJ.Eq. 352, ISO Atl. 835 (Ch. 1930).
19 A receiver appointed under Section 7, subsection (a) is empowered to take

into his possession all the goods and chattels, rights and credits, moneys and effects,
lands and tenements, books, records, documents, papers, choses in action, bills, notes,
and property of every description, derived by means of any practice declared to
be illegal and prohibited by this act, including also all property with which such
property has 'been mingled, if such property cannot be identified in kind because
of such commingling.

40 9 N.J. Misc. 351, 155 Atl. 539 (Opinion by Chancery Receiver 1930).
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easily be cleared by observing that section 7 is divided into
four parts, each respectively authorizing the appointment of a
receiver for a an indivdual, & a corporation, c a partnership,
company or association, and d a trust. Subsections b, c and d
say that all the property of the organizations shall vest in the
receiver, who shall distribute the assets in accordance with the
provisions of the General Corporation Act so far as they are
applicable and who shall also have all the powers and duties
conferred upon receivers by that statute. On the other hand, the
receiver of an individual under subsection a takes only the prop-
erty derived by means of illegal practices, also such property
as has been mingled therewith, if it cannot be identified in kind.
Payment, furthermore, is made only to those who establish an
interest by reason of the use and employment of illegal prac-
tices. This is not arbitrary or discriminatory, because the dis-
tinction between a natural individual and one whose existence
or power to do business depends on franchises or privileges con-
ferred tyy the state is reasonable. The sovereign exercises a
larger power over the latter and may deal more drastically with
those involved.21 In the Wallace case all the defendants were
individuals and it was subsection a to which the Court of Errors
and Appeals referred when affirming the receiver's decision.22

It was urged without success on argument of this appeal
that the exceptants (appellants) had been denied due process
of law and a further contention was that if, on distribution,
the creditors whose claims arose out of fraud were allowed a
priority over contractual creditors, the statute denied to the
latter the equal protection of the laws in violation of the Four-
teenth Amendment of the United States Constitution. This,
too, was held to be without merit.23

21 Stevens, Attorney-General v. Ira M. Havens, et als., unreported memorandum
filed Sept. 12, 1932; Chancery docket 76, page 15.

22 111 NJ.Eq. 406, 162 Atl. 646 (E. & A. 1932).
28 "Here appellant seems to concede that the Securities act, supra, is a legis-

lative enactment permitted by the police powers of the state, but he urges that if
such act is to be construed as requiring and permitting only claimants whose rights
and claims accrue through and from the inhibiteid fraudulent practices proscribed
by the act to participate in the funds so illegally and fraudulently obtained and
accumulated, to the exclusion of all other creditors, then the act is unconstitutional
because it is 'unreasonable, arbitrary and illusory.'

"We conclude that this ground is wholly unsubstantial and without merit in
reason and law, for the reason that from the beginning and ever since, the law
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The appellants also argued that the receiver's refusal to
allow contractual claims constituted a violation of article 4,
section 7, paragraph 11, placitum 7 of the State Constitution
prohibiting special laws granting exclusive privileges, because
a preference in favor of the claims based on fraud was thereby
created. But it was stated that this had been answered to the
contrary in the discussion of the preceding point.

Before leaving this subject, it should be noted that to al-
low the enforcement of subscriptions to stock, the further sale
of which had been restrained as fraudulent, would create an
anomalous situation, and a petition filed by receivers asking
permission to proceed with pending suits at law and institute
new ones on other such subscriptions was dismissed.24

Section 6, it has been noted, authorizes the issuance of an
injunction not only against continuing the illegal and prohibited
practices or engaging therein or doing any acts in furtherance
thereof, but also from issuing, selling, offering for sale, pur-
chasing, offering to purchase, promoting, negotiating, adver-
tising or distributing any securities within or from this state.

very righteously has been that a thief shall not profit by his nefarious and criminal
acts and the property in such ill-gotten gains, never, in law, resides in him, but
always remains in the victim from whom he took them. So likewise is the law
respecting property obtained from another by fraudulent means and practices. In
all such cases the law immediately sets up a constructive trust—the malefactor
holding such property, in the eyes of the law, in trust for the use and benefit of
those who contributed of their properties thereto through and because of such
fraud.

"In 39 Cyc. 170, it is said: 'Constructive trusts arise by operation of law and
not by agreement or intention and are not within the statute of frauds or statutes
prohibiting parol trusts. Fraud, actual or constructive, is the basis of such a trust
and a court of equity will not permit a person to shield himself behind the statute
of frauds in order to perpetrate a fraud.'

"Our reports are full of cases where this doctrine has been asserted and em-
ployed.

"In the case before us the legislature has declared that certain practices are
fraudulent and prohibited; the court below has found that such charges as against
the defendants were established and that finding is not here attacked; the funds
in the hands of the receiver are the result of and, it may be said, the reward of
such fraudulent activities and created and accumulated in the hands of the defend-
ants because of such practices and from the property of a large number of claim-
ants who were the victims of such practices.

"We conclude that, by all reason and precedent, the title to such funds is in
these parties and never was, and is not now, in the defendants and therefore never
was legally answerable for the general debts of the defendants." Stevens, Attorney-
General v. James J. Wallace, et als., supra, at p. 413.

M Stevens, Attorney-General v. Fidelity Mortgage Finance Company, unre-
ported memorandum; Chancery Docket 84, page 14.


