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Chairman’s Letter of Transmittal

The Honorable George Bush
President, U.S. Senate
Washington, D.C. 20510

The Honorable Thomas P. O’Neill, Jr.
Speaker, U.S. House of Representatives
Washington, D.C. 20515

Gentlemen:

It is my pleasure to transmit to you the Annual Report of the United States
Securities and Exchange Commission for the fiscal year ended September 30, 1980.
This is the fourth Annual Report which | have been privileged to transmit to the
Congress on behalf of the Commission. As has been my practice, | would like to
review some of the important challenges which the Commission has met, as well as
some of the additional initiatives which we have undertaken, during the past year.
Each of these matters should be viewed as illustrative of our on-going efforts to
continue to merit the reputation for excellence in public service which this Agency
has earned over nearly half-a-century.

When this Annual Report is published, | will have served as Chairman of the
Commission for close to four years —longer than all but two of my 20 predecessors.
A tenure of this length has provided me with a perspective on the work of the
Commission which may, perhaps, not be available to one serving a shorter time in
this office. It has also convinced me of the validity of my view that a long-term
commitment to service is essential if a Chairman is to have a significant impact on
the shape and character of the Commission and its work. Until this time, the average
tenure of Commission Chairmen has been two years and two months. | hope that my
term will mark the beginning of a new tradition of long-term commitment by the
chief executive officer of the Commission.

Such a commitment from the Chairman of the Commission is important for a
number of reasons. At the practical level, many issues which face the Commission
are so complex or difficult that their resolution inevitably involves a multi-year
process. A Chairman measuring his tenure in months, rather than years, might be
reluctant to take on a major task with no expectation that he would have time to
conclude it. Or, if he did address such a question, he might be tempted to seek an
expedient answer which would produce more immediate results, but prove
unsatisfactory over the long term. In my experience, such issues as achieving the
integration of the disclosure systems of the Securities Act of 1933 and the Securities
Exchange Act of 1934, or helping to foster a meaningful and effective system of self-
regulation for the accounting profession, are among those matters which could not
successfully have been addressed in a compressed time frame.

More subtly, it is impossible for a Chairman who remains in office only a relatively
brief time to develop a complete sense of the sophisticated scheme of Federal



securities regulation which the Commission and the private sector administer, or to
provide the necessary sensitivity and continuity of action that are required if he is to
have a significant impact on the diverse regulatory relationships which exist between
the Commission and the private sector. Since | took office in Apri, 1977, the
Commission has been engaged in a comprehensive effort to reexamine —and,
where appropriate, to rebalance —its relationships to those segments of the private
sector with which we interface in a variety of regulatory contexts. The past year has
been characterized by a continuation of these same kinds of efforts.

Thanks to the unique disclosure and self-regulatory framework established by the
Federal securities laws, the Commission’s relationship with the private sector has
traditionally been more one of oversight than prescription —more cooperative than
adversarial. The high esteem in which the Commission has been held is at least in
part attributable, in my view, to the fact that its traditional regulatory objectives —that
is, its corporate disclosure and self-regulatory oversight programs —are rational and
achievable ones. Historically, we have been largely uninvolved in substantive
economic regulation or in balancing competitive interests.

The Commission’s reputation as a model agency can also be traced, in part, to the
fact that it has understood the importance of a healthy private sector and
appreciated government’s limitations, as well as its responsibilities. Too often,
debate about an issue centers on whether to address the real or perceived problem
through enhanced governmental regulation and, if so, what degree of externally-
applied governmental restraint should be brought to bear on the matter. Little
thought is given to refocusing the debate: The issue should not be framed solely as
one involving the appropriateness or degree of governmental involvement. Rather,
we should first focus on the legitimate needs and expectations of the American
public, as well as the respective roles which both the private sector and government
could usefully play in meeting them, ever mindful of our broader interests in
fostering and maintaining those philosophies and institutions which underpin our
free and democratic society.

Thus, the Commission has been committed to being a judicious and balanced
agency—or, in other terms, an accountable regulator. It has recognized the need for
private sector diversity, encouraging considerable discretion for those who, in good
faith, seek to comply with the spirit of the law.

Such a regulatory sensitivity and balance has fostered an atmosphere in which
private institutions respond meaningfully and constructively to societal interests
within a broad self-regulatory framework, and with a minimum of Commission or
Congressional involvement. For example, rather than seeking a legislative remedy to
concerns about the accounting profession that were raised during the late 1970s,
the Commission counseled the Congress instead to encourage and support the
accounting profession’s own constructive efforts towards effective self-regulation. To
further this objective, the Commission accepted the responsibility to monitor and
evaluate the profession’s efforts and undertook to report to the Congress on the
progress being made. Similarly, rather than call for new legislation, or adopt a host
of new rules and regulations itself, in response to various concerns raised about
corporate accountability in this Country, the Commission has left the initiative to
resolving fundamental questions regarding the structuring and functioning of
business enterprises, including their boards of directors, where it best
belongs — within the domains of private-sector responsibility and decisionmaking.



Further, the Commission has appreciated that the broader interests of society and
the economy are at issue. The ultimate purpose of the Federal securities laws is,
after all, to ensure the confident, efficient, and fair securities markets that foster the
capital formation process which underpins our prosperity and our democracy. In this
light, while the Federal securities laws speak specifically only to the need for investor
protection and the maintenance of fair and orderly markets, achieving those
objectives and fostering capital formation are not inconsistent ends. On the contrary,
when they are properly balanced, they go hand-in-hand. Adequate investor
protection and fair and orderly markets enhance the confidence and willingness of
the public to invest, while healthy and active capital markets provide the fuel for a
growing economy and offer investors a fair and efficient marketplace for a broad
range of investment media.

To achieve this regulatory balance, the Commission has been dedicated to
improving those of its traditional core activities —such as its inspection, market
surveillance, and enforcement programs —which are central to ensuring honest and
healthy securities markets. At the same time, however, the Commission recognizes
its responsibility to accept regulatory risks and balance competing interests so as
not to seriously discourage legitimate investment and commerce in the name of
investor protection. The Commission’s adoption of Rule 242, as well as its
amendments relaxing the requirements of Rule 144, are two examples. A third 1s the
Commission's recent adoption of the Rule 19¢—3 experiment.

Nor has the Commission been reluctant to reexamine long-standing views or
administrative practices when such a course seemed indicated. For example, in
reviewing its disclosure requirements, the Commission has emphasized the most
useful information, even if 1t 1s so-called “soft” information such as projections,
value-based disclosures, and management’s discussion and analysis. Often, that has
meant fostering private-sector innovation and allowing experimentation — even,
when necessary, establishing safe harbors from exposure to liability under the
Federal securities laws. In that regard, Financial Accounting Standards Board
Statement No. 33, concerning the effects of changing prices, 1s an example of such
an innovative private-sector approach to disclosure.

Similarly, the growth of two similar but separate corporate disclosure systems over
46 years, with requirements added or deleted in an almost ad hoc manner, had
resulted in a crazy-quilt disclosure pattern difficult for registrants and the
Commission to deal with and not as useful as it could be to the investing public, the
intended beneficiaries. The Commission’s integrated disclosure response has been a
highlight of my term as Chairman and 1s now nearly complete.

A third example of the Commuission’'s willingness to reexamine long-held views
can be seen in its recent efforts to reform its regulation of investment companies.
The nearly 40 years of Commission administration of the Investment Company Act
of 1940 had produced a pervasive regulatory pattern that had subtly shifted
responsibility for business decisions from the private to the public sector. Yet, the
Commission’s response, these last four years, has been to refashion this reguiatory
systemn to remove the Federal government from such routine business decisions
and to place the authority —and the responsibility — for these matters where they
belong —on investment company managers and directors, especially independent
directors.

In addition to these philosophical reasons calling for Commussion sensitivity and
critical self-examination, budgetary and personnel restraints during the period also



made it imperative that the Commission consider seriously reordering its priorities
and reallocating its resources. The securities markets themselves had grown
enormously, becoming infinitely more complex and outstripping the Commission’s
facilities to understand, surveil, and oversee their operation by the self-regulatory
organizations. Similarly, the number and complexity of filings by issuers and others
had grown tremendously over the past few years. The inability of the Commission to
increase staff or budget at a time of such explosive growth in the private sector, as
well as in the responsibilities assigned to us by the Congress, made it essential that
we reassess how well we were discharging our responsibilities, and that we find
better ways to do our job, including a greater degree of reliance on private-sector
initiative and good faith.

In summary, | believe that the Commission has more than satisfactorily met the
needs of the present, while at the same time preparing itself —as well as the private
sector—to confront the challenges of the future. Moreover, it has done so in ways
which have enhanced the cost-effectiveness of the Commission’s many programs,
improved the sensitivity and stability of the Commission’s relationships with the
private sector, and allowed that sector to begin to meet the American public’s
growing expectations.

1 will now touch on a few highlights of the Commission’s recent efforts to be a fully
successful—and accountable —regulator:

The Full Disclosure System

When the Congress enacted requirements for public disclosure of corporate
information in connection with new offerings of securities as part of the Securities
Act of 1933, and then added requirements for continuous disclosure of corporate
information as part of the Securities Exchange Act of 1934, it sowed the seeds of
two, largely uncoordinated, systems of disclosure. The earliest members of the
Commission recognized the potential problem. When William O. Douglas resigned
as Chairman of the Commission to join the Supreme Court in 1939, he wrote to
President Roosevelt that integrating those two disclosure systems was one task
which he regretted he had not had the opportunity to accomplish. It was a task that
remained undone until this past year, when the Commission finally took steps which
should lead us very shortly to a complete rationalization and full integration of the
disclosure systems of the Securities Act and the Securities Exchange Act.

In a series of related actions at the end of August, 1980, the Commission moved
to make the yearly report on Form 10—K the centerpiece of corporate disclosure for
both the registration of new offerings, as well as the Commission’s continuous
reporting requirements. Furthermore, the Form 10— K was revised and streamlined,
eliminating requirements that had led to “boilerplate™ disclosure, while at the same
time placing new emphasis on such useful data as cash flow and the impact of
inflation. As a part of this same integration effort, requirements for information that
appears in both the 10—K and the less formal annual report to shareholders were
made uniform, facilitating the ability of companies to use their shareholder reports, if
they so choose, to meet significant portions of their 10— K filing obligation. The final
major piece of the integration program should fall into place some time this year
when the Commission considers adoption of a new, three-tiered system of
registration for offerings based on the minimum information package contained in
the new Form 10-K.
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The results of this major integration initiative will be to reduce costs, delays, and
other burdens associated with corporate filings, while at the same time making the
disclosure system more useful to investors. For example, given the current unsettled
state of the securities markets — especially the market for corporate debt as a resuit
of rapidly fluctuating interest rates—it is extremely important that the regulatory
scheme allow an offering to be brought to market in a timely fashion once the
business decision to proceed with the offering is reached. Reliance on an issuer’s
continuous disclosure filings, as well as the availability of the technique of
incorporation by reference from such filings to satisfy 1933 Act registration
requirements, should aid immeasurably in that regard. The ultimate
objective —which | believe we are well on the way towards achieving—is, of course,
to facilitate the Nation's capital formation process.

In order to administer the new integrated disclosure system in a cost-effective
manner, the Division of Corporation Finance undertook its first major reorganization
in almost 20 years. Reorganized now along lines that concentrate review of
companies from the same industry in the same branch, the Division is developing
both reservoirs of experience in particular industries, as well as continuity in its
comments on the filings of a given company. In addition, the Division has also
implemented a “selective review” procedure. This allows increasingly-strained
Commission resources to be focused on review of the most critical registration and
continuous disclosure documents, while placing examination of other documents on
an audit, or sample, basis. In some instances, registration statements of established,
seasoned companies will be allowed to go effective with no staff review, with issuers
reminded that adequate disclosure remains their responsibility.

At the same time as we were engaged in implementing the integrated disclosure
program, and the organizational and administrative changes necessary to make it
work during a period of budgetary restraint, the Commission continued its widely-
acclaimed efforts to facilitate capital formation by small businesses. The focal point
for these efforts is the Office of Small Business Policy, established in 1979 in the
Division of Corporation Finance to spearhead and coordinate the Commission’s
efforts to assist smaller issuers. During the past four years, the Commission has
eased registration and disclosure burdens on such issuers to the greatest extent
consistent with investor protection and sound administrative practice.

A few examples should suffice: Prior to fiscal 1980, the Commission had adopted
a new, abbreviated Form S—18 for registered offerings of up to $5 million. A study
of the use of the streamlined Form S— 18 during the first 15 months following its
adoption in April, 1979 showed that it had been used to raise more than $286
million in capital, mostly by companies which had never before sought financing
through the public securities markets.

As a further step in this area, the Commission, on January 17, 1980, adopted Rule
242, That Rule allows qualifying companies to raise up to $2 million in any six-
month period through securities offerings totally exempt from Commission
registration. The effects of this Rule were assessed in a monitoring report issued late
last year, and consideration is presently being given to increasing the dollar limit of
the exemption.

Significant changes have also been made to Rule 144, governing resales of
securities held by affiliates of the issuer and other restricted securities. Over the past
three years, the much-criticized requirements of the Rule have been relaxed
considerably. After some of the initial changes, the Commission’s staff undertook an
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empirical study to determine the impact on the markets of this deregulatory effort.
Finding no significant adverse impact from the earlier changes, the Commission
continued to relax its regulation of the area, with some of the most significant
changes coming just after the close of the last fiscal year.

Also during fiscal 1980, the Commission announced that it was considering the
advisability of defining classes of securities issuers by size in order to make possible
modified reporting requirements for smaller issuers. Public comment was sought on
the various questions involved, and the Commission is considering this initiative in
coordination with its efforts to implement the recently-enacted Regulatory Flexibility
Act.

In a related matter, the Commussion actively participated, during the fiscal year, in
the development of The Small Business Investment Incentive Act of 1980. Signed
into law on October 21, 1980, the Act effects a number of statutory changes which
should have a beneficial impact on the ability of small business to raise needed
capital.

On another front, during the past fiscal year, the Commission authorized
publication of its Staff Report on Corporate Accountability, the product of a three-
year study of mechanisms of corporate accountability, shareholder communication,
and corporate governance generally. In view of the significant progress being made
voluntanly by the private sector, the staff reccommended against legislation, as
suggested by some, to set standards for the composition and performance of
corporate boards. In addition, however, to the changes in the Commission’s proxy
rules previously adopted as an outgrowth of the study, the staff did recommend a
number of other actions for the Commission to consider, many of which may be
pursued during the present fiscal year. Finally, the Commission will continue
monitoring information furnished in proxy statements in order to track
developments in this important and dynamic area.

The Securities Markets

The past year saw record trading volume in the Nation's securities markets,
placing unprecedented demands upon the industry’s trading, clearing, and back
office capabilities. For example, volume on the New York Stock Exchange alone
totaled 11.4 billion shares during calendar year 1980, a figure 40 percent greater
than the year before, and close to four times what it was only 10 years ago. The
other exchanges and the over-the-counter markets have experienced similar
dramatic increases in volume.

The orderly and generally very satisfactory manner in which these demands were
accommodated by the securities industry is a measure of the progress which the
industry and the Commission have achieved during the past decade in modernizing
and strengthening mechanisms for communication, execution, and processing. It is
also testimony to the wisdom of the evolutionary approach which the Commission
has followed towards facilitating the establishment of a national market system.

Undoubtedly, the single most important action in that regard was the
Commission’s initiative to increase market maker competition in exchange-traded
securities by prohibiting application of exchange off-board trading restrictions to
newly-listed securities. In adopting Rule 19¢—3 last June, the Commission hoped to
foster, among other things, a valuable experiment in competition between exchange
and over-the-counter market makers. In order to be in a position to assess this
experience—and to take appropriate regulatory action in response to trading
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developments —the Commission committed itself to a careful monitoring program
and will shortly issue its first monitoring report.

To make the 19¢—3 experiment a meaningful one, however, the Commission also
recognized that there must be an efficient trading link between the exchanges and
the over-the-counter markets. To that end, the Commission was considering, at the
close of the fiscal year, a regulatory measure to require the implementation of an
automated linkage between the Intermarket Trading System (ITS) and the National
Association of Securities Dealers’ (NASD) Automated Quotation System, in the event
that such a linkage is not achieved voluntarily by the parties involved. On February 5,
1981, in response to an industry initiative in that regard, the Commission issued for
public comment an order which would require the linkage to be implemented, on a
pilot basis, by September 30, 1981. In doing so, the Commission expressed its
preliminary belief that the prompt implementation of such a linkage would both
increase competition and efficiency in the Nation's securities markets, as well as
enhance the ability of brokers to achieve the best possible execution of their
customers’ orders.

In the final analysis, however, progress towards a national market system must be
measured by the events which occur in the marketplace, rather than solely by the
development of any given facility, or by the number or frequency of overt
Commission regulatory action. In that connection, Commission adoption of Rule
19¢—3 was only the most recent of a series of steps which have been taken during
the past four years to achieve a national market system. Among prior industry and
Commission accomplishments were the establishment of both the ITS and the all-
electronic National Securities Trading System of the Cincinnati Stock Exchange; the
implementation and refinement of the nationwide consolidated quotation and
transaction reporting systems; the proposal of criteria for designating securities as
“qualified” to trade in a national market system, an initiative subsequently adopted
in modified form after the close of the fiscal year; and the commitment of the
exchanges participating in ITS to develop a joint plan for the protection of public
limit orders. With the advances of fiscal 1980, it is clear that, given the continuing
good faith cooperation of the industry, we stand on the threshold of having the
facilities and trading environments in place which would provide the experience
necessary to define the contours of a truly national market system.

Also during fiscal 1980, the Commission concluded a unique, and uniquely
successful, exercise in cooperation between a regulated community and a Federal
regulatory agency when it terminated the moratorium on expansion of trading in
standardized, exchange-listed options on equity securities. The moratorium, adopted
voluntarily by the industry 1n July, 1977 at the Commission’s request, provided an
opportunity for the Commission’s staff to complete the most comprehensive study
ever undertaken of the options markets. The Commission and the industry self-
regulatory organizations (SROs) subsequently worked in concert to implement many
of the recommendations of the study, making possible the end of the moratorium
on March 26, 1980. Following the Commission’s action to end the options
moratorium, expansion of this important and fast-growing segment of the secunties
markets’ resumed at a measured pace in accordance with a plan worked out jointly
by the affected SROs.

Moreover, recently, the Commission also approved, in principle, the expansion of
the standardized exchange-traded options markets to include an options contract on
a non-equity security. In approving the filing of the Chicago Board Options
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Exchange to trade options on Government National Mortgage Association pass-
through certificates, the Commission recognized not only the economic value to the
housing industry and the economy of such trading, but also the fact that, with the
enhancements of recent years, there was no reason to suspect that the regulatory
environments of the registered options exchanges were not adequate to ensure that
such trading would be carried on in the public interest. Other options exchanges are
expected to file similar applications, and the Commission expressed its tentative view
in favor of allowing multiple trading of such non-equity options.

Significant progress was also made during fiscal 1980 towards implementation of
the Commission’s Market Oversight and Surveillance System (MOSS). That System
will enable the Commission to oversee appropriately the securities industry SROs in
today's complex, increasingly interrelated and computerized, and mushrooming
trading markets, as well as provide the Commission with an enhanced capacity for
market and intermarket surveillance in several important areas. With a three-year
authorization from the Congress, and completion of the pilot phase of the project,
the Commission i1s now ready to begin operational implementation on a limited
basis.

MOSS should be viewed as an important part of the Commission’s overall
program to reassess and strengthen its SRO oversight and inspection programs. It
will not in any way supplant the work of the SROs, which will have continuing
primary responsibility for surveillance of their own marketplaces. Rather, it will
enable the Commission to carry out better its own responsibilities to provide the
constructive oversight tension necessary for the self-regulatory system to continue
functioning effectively.

Finally, just after the close of the fiscal year, the Commission was able to resolve a
complex regulatory question that had been pending since 1976 as result of a
Federal District Court decision in the case known as Papilsky v. Berndt. The
questions raised by this case —which many felt endangered the continued viability of
the fixed-price system for underwriting new issues of securities, as well as the
Nation's capital raising capacity which had come to rely on that system —were
resolved through approval by the Commission of new rules of the NASD governing
such transactions. Again, the Commission and the industry were able to arrive at a
mutually-satisfactory resolution to a complex regulatory problem without the need
for the Commission to engage in direct rulemaking.

Accounting Matters

In August, 1980, the Commission submitted to the Congress the third of its series
of reports on The Accounting Profession and the Commission’s Oversight Role.
These reports have played a key part in the Commission’s efforts to stimulate
development of a systemn of meaningful and effective self-regulation within the
profession. Important progress has been made in this area during the past three
years, all of it achieved without adoption by the Commission of a single rule. Last
year's report concluded that, while the ultimate success of the profession’s program
remains to be proven, the significant private-sector progress to date provides a basis
for continuing optimism that the objective would be achieved.

The Commission also devoted a great deal of study during fiscal 1980 to
comments by corporations and their auditors with regard to difficulties which they
were experiencing in complying with the accounting provisions of the Foreign
Corrupt Practices Act (FCPA), enacted in December, 1977. In order to provide some

viii



certainty about the Commission's views regarding the FCPA, and to dispel needless
anxiety in the business and professional communities concerning it, the
Commission recently took the unprecedented step of issuing a policy statement
regarding its interpretation of and enforcement intentions under these provisions. In
that statement, the Commission stressed the reasonableness standard of the Act and
its principal objective of reaching knowing or reckless conduct. We also indicated
that a wide degree of deference would be afforded issuers in their good faith exercise
of business judgment in designing, implementing, and maintaining accounting
systems to meet the requirements of the Act.

Also during the fiscal year, the Commission completed a review of the comments
which it had received on its proposal to require the filing of a statement of
management on the adequacy of internal accounting controls, to be reviewed by the
independent auditor, as part of the issuer's 10—K report. In order to encourage
private-sector initiatives in developing systems of accounting controls and reporting
upon them, and based in large part upon the advances which had already been
made by the private sector and its commitments for further progress, the
Commission, in June, 1980, withdrew its proposed rule. In doing so, the
Commission indicated that it would continue to monitor private-sector progress in
the area and would revisit the question after three years’ experience.

The Commission continued, during the year, to work closely with the accounting
profession and the Financial Accounting Standards Board (FASB) on a wide range
of issues, including the FASB'’s important Conceptual Framework Project. One such
issue, which is key to the continued efficiency of financial disclosure, 1s that of
accounting for the effects of changing prices.

Such disclosure, as a supplement to financial statements, was first required for the
largest companies by the Commission’s Accounting Series Release No. 190
(ASR 190). In September, 1979, in what the Commission views as a major
breakthrough in this area, the FASB adopted Financial Accounting Statement
No. 33, which addresses essentially the same needs as, and builds upon the
experience gained under, ASR 190. The development of Statement No. 33 made it
possible for the Commission to withdraw its own requirements, in favor of those
adopted by the private sector.

The FASB's action in adopting Statement No. 33 represents a recognition that the
current state of the art does not at this time permit a definitive standard, but that the
urgency of the need for enhanced disclosure in this area is such that one must begin
the process and still allow for the experimentation that is the only practical source of
necessary experience and empirical data on which to build a better standard.
Accordingly, the Commission urged issuers and their advisors to provide the most
meaningful disclosure possible in this emerging area, adopting a broad safe harbor
from liability for such disclosures.

Similarly, the Commission and the FASB have been involved in on-going efforts
during this period to develop the most useful and appropriate accounting and
disclosure standards for the activities of oil and gas producers. In August, 1978, the
Commission announced its intention to begin a period of experimentation looking
towards the development of a method of Reserve Recognition Accounting (RRA) to
replace both successful efforts and full cost, the two historical-cost accounting
methods then in use. At the time the RRA initiative was first introduced, the
Commission indicated that it expected RRA to be a uniform method of accounting to
be used by all oil and gas producers in their primary financial statements, but noted
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that the feasibility of its development was not assured given the current state of
reserve estimation technology. The Commission also indicated at that time that it
would continue to explore the relevance and reliability issues raised by the
commentators concerning RRA.

Since that ime, the Commussion has adopted requirements that data regarding
changes in present value of estimated future revenues of oil and gas producers be
included in certain Commission filings. It has also, however, provided that such
information need not be audited and may be presented supplementally, noting both
the need to allow additional time to establish and implement uniform guidelines and
standards for reserve evaluation and reporting, as well as the remaining uncertainty
concerning the costs and related benefits of having such information audited.

Recently, after reviewing the work of the Commission’s advisory committee on
RRA, and consulting further with the FASB and representatives of the petroleum
engineering profession, the Commission announced that it no longer considers RRA
to be a potential method of accounting in the primary financial statements of oil and
gas producers, and that it supports an undertaking at this time by the FASB to
develop a comprehensive package of disclosures for such entities. In doing so, the
Commission reiterated its firm belief that value-based disclosures were vital to any
such disclosure package, and indicated that the issue of the appropriate method of
primary financial statement accounting might more usefully be addressed after the
FASB has developed appropriate supplemental disclosures for oil and gas
production activities and made further progress on its Conceptual Framework
Project. With these actions regarding RRA, the Commission thus again displayed its
willingness to experiment in an emerging area, to recognize the limitations of what it
could responsibly do, and to defer to private-sector initiatives which hold the
promise of meaningful progress, in a difficult area, without the need for the
Commission itself to act precipitously or preemptorily.

Investment Companies

The Investment Company Act of 1940 is perhaps one of the most extreme of the
Commission’s major regulatory statutes in terms of the degree of constraint which it
imposes upon an industry. A major regulatory reform effort during the past three
years has been the Commission’s project to cut back on the involvement of the
Commission and its staff in the business decisions of investment companies. The
objective has been to reduce the costs and burdens of regulation, while at the same
time enhancing the authority and responsibility of investment company
directors —especially the independent directors —in overseeing management
decisions.

To pursue this effort, the Investment Company Act Study Group was established in
the Division of Investment Management during fiscal year 1978. The Group has
been at work since that time, reviewing the complex of statutory provisions and
Commission rules applicable to investment companies with a view towards reducing
reporting burdens and direct Commission regulatory involvement wherever possible.

One of the first major initiatives to resuilt from this Study was withdrawal of the
policy that had resulted in detailed Commission staff review and clearance of
investment company advertisements. In addition, during fiscal 1980, the
Commission adopted several rules which permit, under certain circumstances,
previously-prohibited transactions between an investment company and its affiliated
persons. Shortly after the close of the fiscal year, the Commission also adopted rules
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permitting mutual funds, for the first time, to use fund assets to finance the
distribution of their own shares. This action resolved a persistent controversy and
was taken, consistent with the goals of the Investment Company Act Study, despite
long-standing doubts about both the benefits of such use of investment company
assets and whether the practice is fair to existing shareholders. Once again, ultimate
responsibility for those decisions is placed on the company’s directors, where it
belongs, subject to certain safeguards.

Finally, during the past fiscal year, the Commission adopted Rule 465 under the
Securities Act, permitting amendments to the registration statements of open-end
investment companies to become effective without any action on the part of the
Commission or its staff. For these funds, which maintain a continuous offering of
their shares, this action will steamline the amendment process and permit the
registrants themselves to assume greater responsibility for meeting their disclosure
obligations.

Enforcement and Litigation

The individual initiatives which I have just described comprise only a small part of
the wide range of activities in which the Commission has been involved during the
past fiscal year. For example, our enforcement program continues to be the best of
its kind anywhere in the Federal government, lending credibility to all Commission
disclosure and regulatory activities. In addition, we have successfully focused much
of our enforcement efforts —which, like other Commission operations, are limited by
available resources —on areas critical to the integrity of the public securities
markets, such as insider trading.

Similarly, in an area of increasing importance to investor protection and the
orderly development of the law, the Commission’s Office of the General Counsel has
strengthened the Commission’s ability to identify and participate, as amicus curiae,
in legal proceedings between private parties that could have a significant impact on
the interpretation of the Federal securities laws. This effort has been increasingly
important given the adverse effects of certain recent court decisions limiting private
rights of action.

Program Analysis and Management

The Commission has also continued, during fiscal 1980, to attempt to
institutionalize empirical analysis and monitoring as fundamental tools in
rulemaking and assessing regulatory impact. The previously-mentioned reports on
the usage of Form S—18, Rule 242, and Rule 144, and the programs developed to
monitor such diverse areas of concern as private sector progress concerning board
composition and functioning and the effects of Rule 19¢— 3, are all illustrative of the
success of this initiative. Moreover, the Commission has begun to issue expanded
yearly reports on the securities industry provided by the Commission’s Directorate of
Economic and Policy Analysis.

Finally, by way of managerial improvements, the Commission implemented,
during the fiscal year, a new performance evaluation system for middle-level
managers, an automated position tracking system, an automated Case Activity
Tracking System, new financial controls, and systematic management reviews. An
internal audit function was established at the Commission for the first time; a unique
arrangement with the Office of Personnel Management has provided the

xi



Commission with the opportunity to develop a new performance appraisal system
that will aid in manpower planning, career counseling, and management
development; upgrades of data processing and information storage and retrieval
systems have brought state-of-the-art technology to those important areas of
Commission operations; and programs to strengthen both communication with key
constituencies and public education about the Federal securities laws have helped
facilitate accomplishment of the Commission’s mission. These initiatives, together
with such earlier management efforts as our development of the Commission’s Staff
Time and Activity Tracking System, have improved our ability to utilize effectively
our limited resources and to enhance the professionalism with which the Agency is
managed.

L2 2 8 2 22

As the Commission approaches the completion of its first half-century, | am
pleased to be able to report that it remains the vigorous, flexible, and responsive
regulatory agency that its architects undoubtedly intended it to be. When a
reexamination of its processes, a rethinking of its policies, or a rebalancing of its
relationship to the private sector has been necessary, the Commission has shown
itself ready and able to undertake the task.

The staff —which has earned, collectively and individually, a reputation as the best
in the Federal Government—remains capable and committed. It is a tribute to what
a meritocracy can achieve in government. Its members have appreciated the need
for regulatory reform, and they have had the intelligence, creativity, and
sophistication to fashion Commission initiatives and to enforce securities regulations
in the highest traditions of this unique agency. | am proud of them and honored to
have been associated with them.

In addition, those in the private sector, on the whole, have also responded to the
Commission’s initiatives in a most responsible and constructive manner. Most have
shown an understanding of, and a commitment to, the necessity of maintaining an
appropriate degree of Commission presence and discipline in protecting the
integrity of the Nation’s securities markets. Moreover, they have accepted their own
responsibilities most creatively and positively. As is common among people of
goodwill, we have, at times, disagreed. But, my sense is that there is a remarkably
broad consensus on common objectives.

In sum, the Commission has —with the cooperation and understanding of the
private sector— proven able to adapt to the demands of the times and the realities of
limited resources. | think that | speak for my fellow Commissioners and the
Commission’s staff when | say that we are proud of the important role which we have
played in helping to keep the Nation’s securities markets the best in the world, and
that we are prepared to continue doing so.

Sincerely,

Harold M. Williams
Chairman
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Regulation of the Securities Markets

Securities Markets, Facilities and
Trading

Natural Market System —During the
past fiscal year, continued progress was
made in the development of a national
market system. Most significantly, the
Commission initiated an experiment de-
signed to increase competition in ex-
change-traded securities.

On June 11, 1980, the Commission
adopted Rule 19¢-3 under the Securi-
ties Exchange Act of 1934 (Exchange
Act).! The rule precludes the applica-
tion of off-board trading restrictions to
certain securities that become ex-
change-listed after April 26, 1979,
including those securities which had
been listed previously, but failed to re-
main so.

In its release adopting Rule 19¢-3, the
Commission noted that the rule will
provide the opportunity for competition
between over-the-counter and ex-
change markets. By permitting ex-
change members to effect transactions
in-house, the rule may also result in
cost savings for brokers, dealers and in-
vestors. Furthermore, by limiting ex-
pansion of off-board trading re-
strictions, the rule will maintain the
status quo pending resolution of the
broader issues associated with such
anti-competitive requirements general-
ly. Finally, the rule will permit the Com-
mission and the industry to gain
valuable experience regarding the ef-
fects of concurrent over-the-counter
and exchange trading. Among other
matters, experience under the rule
should enable the Commission to ob-
serve the effectiveness of existing trad-
ing systems, particularly the Intermarket

Trading System (ITS) and the Cin-
cinnati Stock Exchange's automated
National Securities Trading System
(NSTS), in addressing the needs of
such an environment. The lessons of
this experience may provide incentives
to improve those systems or to develop
new systems to accommodate any
changes in trading patterns that occur.

In a separate release, the Commis-
sion noted that it did not expect to take
further action in the near future with re-
spect to off-board trading restrictions
generally.?2 Accordingly, the Commis-
sion withdrew an earlier propos-
al—proposed Rule 19¢-2 under the
Exchange Act—with respect to off-
board trading rules. That proposal,
which was published in June 1977,3
would have eliminated all remaining ex-
change restrictions on off-board princi-
pal transactions and on ‘in-house
agency crosses,” (i.e., off-board agency
transactions in which a member acts as
agent for both buyer and seller in the
same transaction), with respect to re-
ported securities.

On December 5, 1979, the Commis-
sion proposed Rule 11Aa3-2 under the
Exchange Act, which, if adopted, would
establish procedures relating to the fil-
ing and approval of plans governing
planning, developing, operating or reg-
ulating a national market system or its
facilities.* The rule is proposed to be
adopted pursuant to Section
11A(a)(3)(B) of the Exchange Act,
which provides for Commission approv-
al of joint industry action with respect to
the establishment of a national market
system. At the close of the fiscal year,
the Commission was analyzing the
comments received in response to pro-
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posed Rule 11Aa3-2 and was consider-
ing further action with respect to it.

On February 19, 1980, the Commis-
sion adopted two proposals designed to
refine the operation of the consolidated
transaction reporting and quotation sys-
tems First, the Commission adopted
an amendment to existing Rule 17a-15%
(redesignated as Rule 11Aa3-1) under
the Exchange Act which eliminates,
subject to one condition, the pre-
existing prohibiton on retransmission
of transaction information for purposes
of creaung a moving ticker display. It
also sets forth procedures for amending
transaction reporting plans filed pursu-
ant to the rule.

Second, the Commission adopted
Rule 11Ac1-2 under the Exchange Act,
which imposes minimum requirements
regulating the manner in which securi-
ties information vendors display trans-
action and quotation information.® Most
importantly, the rule requires that the
NASDAQ system disseminate, for secu-
rities traded solely over-the-counter, the
best bid and best offer as opposed to a
“representative” quotation. This prowi-
sion of the rule became effective on
July 5, 1980 On June 24, 1980, in or-
der to allow time for development of
certain quotation processing facilities
related to compliance with the rule, the
Commission extended the effective date
of portions of the rule regulating the
display of quotation and transaction in-
formation for exchange-traded securn-
ties.”

During the fiscal year, the Commus-
sion continued its efforts to achieve its
goal of intermarket price protection, ini-
tially for public hmit orders, and ulti-
mately for all orders. The Commission
reviewed comments received on pro-
posed Rule 11Ac1-3 under the Ex-
change Act,? which, if adopted, would
prohibit any broker or dealer from ex-
ecuting any order to buy or sell certain
securities at a price inferior to the price

of any public limit order displayed at the
time of execution unless the broker or
dealer assures that those lmit orders
are satisfied. In addition, the Com-
mission continued to encourage the ITS
participants to implement their commit-
ment to develop a joint plan for protec-
tion of public limit orders. At the end of
the fiscal year, the Commission was
anticipating the receipt of an amend-
ment to the ITS plan that would provide
for the implementation and operation of
a pilot Limit Order Information System
(LOIS). LOIS would provide, on the
floor of each ITS participant, a display
of limit orders entered from all partici-
pant exchanges at various price levels.
LOIS, in combination with ITS, is n-
tended to provide a mechanism
through which nationwide limit order
protection with respect to certain block
transactions may be achieved. Finally,
the ITS participants have, on their own
initiative, begun discussions about a
rule that would preclude the execution
of transactions on one ITS participant at
prices inferior to the quotations dissem-
inated by any other ITS participant.

The Commission has also continued
to encourage the development of link-
ages between the TS and the over-the-
counter market and between the ITS
and the NSTS. In its release adopting
Rule 19c¢-3, the Commission stated that
it expected that the ITS participants and
the National Association of Securities
Dealers, Inc. (NASD) would quickly
reach agreement on an automated link-
age between the ITS and the NASDAQ
system, which was recently enhanced to
provide the capability for automated ex-
ecution against third market maker
quotations. The Commussion also stat-
ed that it expected that the ITS partici-
pants and the NSTS would quickly
reach agreement on a linkage between
their systems.

Shortly before the end of the fiscal
year, the Commission received a status



report from each of the relevant parties
on the implementation of a linkage In
the near term between the ITS and the
NSTS. However, the ITS participants did
not commit themselves to the imple-
mentation of an automated linkage be-
tween the ITS and the NASDAQ system.
While hopeful of achieving voluntary in-
dustry agreement with respect to the
linkage between the ITS and the
NASDAQ system, the Commission, at
the close of the fiscal year, was consid-
ering regulatory measures to ensure the
implementation of that inkage if no vol-
untary agreement is reached.

National System for Clearance and
Settlement of Securities Trans-
actions —During the fiscal year, sub-
stantial progress was made in the
Commussion’s effort to foster develop-
ment of a national system for clearance
and settlement of securities transac-
tions. The staff continued its review of
the two 1ssues remanded by the United
States Court of Appeals for the District
of Columbia Circuit in Bradford Na-
tional Clearing Corporation v Securt-
ties and Exchange Commuission?® In
that decision, the court affirmed the
Commission’s decision granting the ap-
plication of National Securities Clearing
Corporation (NSCC) for registration as
a cleaning agency The Commission has
viewed that registration as a key step In
achieving a national clearance and set-
tlement system. While not disturbing
NSCC's registration, the court re-
manded two issues to the Commission
for further consideration: (a) NSCC's
selection of Secunties Industry Automa-
tion Corporation as the faciliies mana-
ger of its consoldated system without
competitive bidding, and (b) NSCC's
use of geographic price mutualization
(GPM). GPM is the practice of charging
all participants the same fees regardless
of whether the participants deal with the
clearing agency at its main facility or
through a branch office.

In March 1979, the Commuission so-
licited public comment on those two 1s-
sues.!® In addition to the 11 comment
letters received by the Commission in
the previous fiscal year, the Commis-
sion received three letters in fiscal 1980
from NSCC in response to those com-
ment letters, as well as a report on the
economic aspects of competitive bid-
ding and GPM, submitted on behalf of
NSCC. The Commission also received
an economic report submitted on be-
haif of Bradford National Corporation 1n
response to NSCC's report. The Com-
mission 1s completing 1ts review of
those letters, reports, and other avail-
able information and expects to an-
nounce Iits decision on these Issues In
fiscal year 1981

The Commisston continued its review
of the issues raised by proposed rule
changes submitted by Bradford Securi-
ties Processing Services, Inc. and NSCC
that would establish automated com-
parison and clearance systems for mu-
nicipal securities. Such systems have
resulted in significant improvements 1n
the processing of equity and corporate
debt secunties. Specifically, the pro-
posed systems would (a) enable munic-
ipal secunties brokers and dealers to
compare transactions through a central
entity rather than having to relate direct-
ly to each broker and dealer with whom
they execute transactions; (b) Increase
standardization I1n the processing of
transactions in municipal securities,
and (c) provide the settlement and fi-
nancial benefits that accrue from the
netting of transactions in the same se-
curity.

Progress toward a national system
was also evident in other areas. The ex-
pansion of interfaces among secunties
depositories was furthered by the Com-
mission s approval of proposed rule
changes filed by The Depository Trust
Company and the Philadelphia Deposi-
tory Trust Company estabhshing an in-

3



terface between them.!! That interface
permits a participant in either deposito-
ry to make book entry movements of
securities either to its own account, or
to an account of another participant, in
the other depository. it thus eliminates
the need for the actual withdrawal and
physical movement of securities in or-
der to settle transactions among depos-
itory participants. In addition, the
national system was furthered by the
approval of a rule change which estab-
lished procedures whereby book-entry
transfers within New England Securities
Depository Trust Company may be
used for settlement of trades clearing
through Boston Stock Exchange Clear-
ing Corporation.!2

Options Trading —As previously re-
ported, beginning on July 15, 1977,
there existed, at the Commission’'s re-
quest, a voluntary moratorium on ex-
pansion of the standardized options
markets, pending (a) completion of the
Commission’s Special Study of the Op-
tions Markets (Options Study); (b) eval-
uation of the Options Study's findings;
and (c) resolution of Commission con-
cerns regarding the adequacy of the
regulatory framework within which
standardized options trading oc-
curred.!?

The report of the Options Study was
released to the public on Febmary 15,
1979, followed by a Commission re-
lease, on February 22, 1979, setting
forth the Commission’s plan for imple-
menting the Options Study’s recom-
mendations and terminating the
moratorium.!® In that release, the Com-
mission stated that, before it would per-
mit further expansion of the options
markets, certain .recommendations of
the Options Study would have to be im-
plemented by the options self-
regulatory organizations and the
broker-dealer community. These rec-
ommendations generally called for ad-
ditional self-regulatory organization
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rules, improvements in self-regulatory
organization surveillance and compli-
ance systemns and procedures, and im-
proved regulatory controls by brokerage
firms.

Upon finding that the self-regulatory
organizations had responsibly ad-
dressed the major regulatory deficien-
cies identified by the Options Study, the
Commission determined on March 26,
1980, to terminate the moratorium and
to begin to permit further expansion of
the standardized options markets.'®
The Commission, therefore, approved
rule change proposals submitted by
each of the options exchanges and the
New York Stock Exchange (NYSE).'?
Those rules, if complied with, should
provide significant additional protection
for public investors.'® The Commission
also received undertakings from the op-
tions exchanges that were found to be
generally responsive to the Options
Study recommendations to revise their
broker-dealer examination and compli-
ance procedures. In addition, the Com-
mission found that the surveillance
systems of the options exchanges, if ef-
fectively utilized and upgraded in the
normal course of business and in re-
sponse to Commission staff requests,
would be adequate to detect most cur-
rently known trading abuses involving
options and their underlying securities.
With respect to those few recommen-
dations that the Commission did not
believe the self-regulatory organization
rule proposals addressed adequately,
such as those relating to the establish-
ment of a central customer compilaint
file and the disclosure of commission
information on customer account state-
ments, the Commission indicated that it
intended to initiate formal rule-making
proceedings to determine whether
Commission rules mandating compli-
ance with such recommendations
should be adopted.

In its release terminating the options



moratorium, the Commission also is-
sued a general statement of policy re-
garding the listing of additional put and
call options classes, the expansion of
multiple trading and the filing of ex-
pansionary rule proposals (March policy
statement).!® As a result of the options
moratorium, each options exchange
had been limited to the listing and trad-
ing of five put option classes. In the
March policy statement, the Commis-
sion stated that it had not identified any
surveillance or compliance problems
unique to puts trading and perceived
certain benefits with respect to the list-
ing of puts and calls on the same un-
derlying security. To ensure that puts
expansion would occur in an orderly
manner, the Commission requested
each options exchange to furnish to the
Commission a proposed puts expan-
sion schedule and to file proposals to
increase the number of its authorized
puts classes in accordance with that
schedule. Pursuant to the schedules
subsequently submitted by each of the
options exchanges,?° and based on rep-
resentations that puts expansion would
not adversely affect exchange surveil-
lance, operational capabilities or mem-
ber firms back office operations, the
Commission approved a series of pro-
posals to enable each options exchange
to list puts on any securnty underlying
that exchange's call option classes.?*

In view of the continuing restriction
on multiple trading and the limited
number of attractive stocks meeting the
current options listing standards, the
Commission requested the options ex-
changes to formulate and jointly sub-
mit, an appropriate plan to allocate
additional call options. On May 30,
1980, the Commission approved pro-
posals by the options exchanges incor-
porating a listing procedure devised
jointly by them for the selection of 60
additional call options classes.?2 By the
end of the fiscal year, pursuant to Com-

mission authorization,?? the options ex-
changes had instituted options trading
on most of the secunties selected in the
initial allocation.

One issue raised, but not resolved by
the Options Study was whether the
Commission should continue its policy
of restricting multiple trading in ex-
change-traded options. In the March
policy statement, the Commission
stated that, under appropriate circum-
stances, the benefits of multiple trading
appeared to outweigh any adverse con-
sequences. At the same time, the Com-
mission expressed the belief that the
near-term development of market inte-
gration facilities might create a more
fair and efficient market structure within
which multiple trading could occur. As
a result, the Commuission deferred fur-
ther action on the general expansion of
multiple trading in order to afford the
self-regulatory organizations an oppor-
tunity to consider whether, and to what
extent, the development of market inte-
gration facilities would mimimize market
fragmentation and maximize competi-
tive opportunities in the options mar-
kets. In this regard, the Commission
requested that the self-regulatory or-
ganizations jointly discuss the desirabil-
ity of implementing such facilities and
submit a report to the Commission
which either described the facilities
needed and a plan for their implemen-
tation, or explained why such facilities
were unnecessary, unfeasible or other-
wise inappropriate. In response to the
Commission’s request, the options ex-
changes have formed a joint task force
to study options market integration
questions.

Finally, the March policy statement
announced the Commission’s determi-
nation to once again begin to consider
expansionary self-regulatory organiza-
tion rule proposals relating to options.
Among the regulatory initiatives sub-
mitted by the self-regulatory organiza-

5



tions since the termination of the
moratorium are proposals to rescind
their respective restricted options rules
and to modify options position limits,
exercise hmits and strike price intervals.
The self-regulatory organizations have
also submitted proposals involving new
options products, including an NASD
proposal to trade standardized options
in the over-the-counter market2* and a
Chicago Board Options Exchange
(CBOE) proposal to trade options on
Government National Mortgage Associ-
ation modified pass-through certificates
(GNMA).2% At the end of the fiscal year,
the Commission was actively reviewing
these proposals.

Study of Government Securities
Markets — As a result of an inquiry from
Senator Harrison A Williams, the Com-
mission staff, together with staff mem-
bers of the Department of the Treasury
and the Board of Governors of the Fed-
eral Reserve System, conducted a study
of the government-related securities
markets. Staff members of the three
agencies assembled information about
these markets, including abusive prac-
tices in securities transactions by mar-
ket participants, and analyzed the
adequacy of existing regulation of these
markets. The agencies are preparing a
report for presentation to the Congress
that analyzes the need for increased
regulation of the government-related
securities markets and for legislation
establishing a new regulatory structure.

Issuer Repurchases —Late in the fis-
cal year, the Commission considered
republishing for comment a revised ver-
sion of proposed Rule 13e-2 under the
Exchange Act. If adopted, Rule 13e-2
would regulate purchases of an issuer’s
securities by or on behalf of the issuer
and certain other persons. The rule
would generally limit the time, price and
volume of such purchases. In addition
to the purchasing limitations, the rule
would impose specific disclosure re-
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quirements that would pertain to repur-
chase programs of substantial size. The
regulatory predicate that underlies pro-
posed Rule 13e-2 is the need for a pat-
tern of regulation that limits the ability
of an issuer and persons whose pur-
chases are closely related to those of
the issuer to control the price of the is-
suer's securities. The rule, therefore, is
designed to assure-that the trading
markets are free from contro! or domi-
nation by the issuer and certain other
persons. Proposed Rule 13e-2 had been
previously published for comment in
1970 and 1973. (Subsequent to the
close of the fiscal year, on October 17,
1980, the Commission published a re-
lease asking for public comment on a
revised version of proposed Rule
13e-2.28

Effects Of The Absence of Fixed
Commission Rates —In May 1975, the
Commission prohibited the national se-
curities exchanges from prescribing
fixed minimum commission rates to be
charged by their members. Later that
year, the Congress enacted a similar
prohibition as part of the 1975 Amend-
ments. Pursuant to that legislation, the
Commission submitted to the Congress
five reports (through December 31,
1976), describing the effects of the un-
fixing of commission rates on the main-
tenance of fair and orderly markets and
on the development of a national mar-
ket system for securities.

Analysis of commission rates is now
integrated into the Commission’s ongo-
Ing monitoring of the financial condi-
tion of the industry. In that connection,
the Commission’s Directorate of Eco-
nomic and Policy Analysis released to
the public in September 1980, a “Staff
Report on the Securities Industry in
1979" (Staff Report), which detailed the
results of its commission rate survey in
the context of a comprehensive analysis
of the basic economic dynamics of the
securities industry. The Staff Re-



port—the third in a continuing series of
annual reports designed to provide the
Commission with an economic basis
for anticipating the impact of regulatory
changes upon the securities industry,
investors and the broader econ-
omy —greatly expands the scope of the
previous reports on the securities In-
dustry with respect to fundamental in-
dustry trends and relationships while
continuing to monitor the impact of ne-
gotiated commission rates.

Some of the more specific findings in
regard to commission rates are as fol-
lows. From Apnl 1975 through June
1980, individual investors’' effective
commission rates, when measured as a
percent of principal value, declined 18.2
percent. Institutional customers, be-
cause of their larger average order size
and greater bargaining power, have
negotiated discounts averaging 56.3
percent from the pre-May 1975 ex-
change-prescribed minimum rates.
When commission rates are measured
in cents per share, the declines were
10.5 percent for individuals and 55.3
percent for institutions. Individuals paid
an average of 26.9 cents per share on
their June 1980 orders, which averaged
427 shares in size. Institutional orders
averaged 2,513 shares in size and com-
missions on these orders averaged 11.6
cents per share. Individual orders of
10,000 shares or more showed com-
mission rate discounts comparable to
similarly sized institutional orders.

Broker-dealers were affected by the
elimination of fixed mimimum commis-
sion rates largely depending upon the
extent to which they served institutional
investors. Some firms which did a large
portion of their total business with insti-
tutions have merged with more diversi-
fied firms or have gone out of business
and a new industry segment, discount
broker-dealers, has appeared. On the
whole, these changes now offer invest-
ors a broader spectrum of services with

a correspondingly broader range of
commission rates.

Monitoring Commission Rules —
Monitoring of Commission rules contin-
ues with the annual Staff Report on the
Securities Industry in 1979 (the 1979
Report released in September 1980),
which describes and analyzes the secu-
rities industry's financial experience and
focuses upon major areas of concern to
the industry and the Commission. Dur-
ing the last fiscal year, the Com-
misston’s Directorate of Economic and
Policy Analysis also developed and im-
plemented a program to monitor the
impact of Rule 19¢-3, which involves an
experimental removal of off-board trad-
ing rules; published the results of a sur-
vey measuring the impact on broker-
dealers of Section 11(a) of the 1934
Act, which makes it uniawful for a
member of a national securities ex-
change to effect certain transactions,
and of the temporary rules promulgated
by the Commission to alleviate the
unintended effects of that section; con-
tinued to monitor and provide reports
to the Commission concerning the ef-
fects of the Intermarket Trading System
on the quality of markets, the routing of
order flow and intermarket competition;
provided monitoring reports to the
Commission concerning the Cincinnati
Stock Exchange National Securities
Trading System, an automated securi-
ties trading market; compiled and re-
ported the results on its Survey of Spe-
cialists, which has been conducted over
the past five years; and published a
study on the monitoring of the opera-
tion of Rule 144 (a “safe harbor” rule
applicable to public sales of restricted
stock 1in the over-the-counter market)
and its effect on securities prices.



Regulation of Brokers, Dealers,
Municipal Securities Dealers and
Transfer Agents

Regulatory Burdens on Small Bro-
kers and Dealers — The Commission 1s
aware of the need to evaluate the costs
and competitive impact of its regula-
tions on small brokers and dealers. Ac-
cordingly, in adopting regulatory re-
quirements, the Commission weighs
the benefits to investor protection and
other statutory goals against possible
comphance and competitive burdens.
In addition, the Commission endeavors
to tailor regulatory requirements to par-
ticular business practices so as to avoid
imposing unnecessary regulatory bur-
dens. This effort can particularly benefit
small, more specialized brokerage
firms.

Broker-Dealer Reporting Require-
ments —On September 9, 1980, the
Commission proposed amendments to
Form X-17A-5, the Financial and Op-
erational Combined Uniform Single
(FOCUS) Report, under the Exchange
Act, which 1s filed with the Commission
by broker-dealers.??” The proposed
amendments would revise and clarify
certain requirements of the FOCUS re-
porting system so that the reporting
burden is minimized, consistent with
the attainment of other public policy
objectives. In addition, they would pro-
vide more useful information that will
assist the Commission 1n monitoring
the operations and financial condition
of broker-dealers and in evaluating the
likely effect of proposed and existing
regulations on the securities industry
and would define items more clearly so
that information will be reported in a
consistent manner by all firms.

Registration Requirements —Form
(-4, the Uniform Application for Securi-
ties and Commodities Industry Regis-
tration, 1s the personnel form that the
Commission requires to be filed on be-

8

haif of associated persons of a broker
or dealer by a registered broker or deal-
er who is not a member of a registered
national securities association. Form
U-4 is also accepted as a uniform appli-
cation form for assoclated persons by
46 states, all of the national securities
exchanges and the NASD.

During fiscal 1980, the Commission
proposed for adoption extensive revi-
sions to Form U-4.2% These proposed
revisions include changes in format to
improve clanty and to eliminate dupli-
cation and the addition of several ques-
tions requesting information about the
applicant. If adopted, this amended
form will be used by the entities which
currently use Form U-4. The amended
form would also be used in imple-
menting the operation of the Central
Records Depository (CRD). The CRD 1s
a joint undertaking by the self-
regulatory organizations and 46 states,
under which an applicant will be re-
quired to file only one application in or-
der to register with all participating
entities.

Broker-Dealer Examinations —As a
result of a reorganization within the Di-
vision of Market Regulation in January
1980, the Branch of Broker-Dealer Ex-
aminations was established in the Of-
fice of Inspections, Examinations and
Surveillance. The branch has primary
responsibility for the coordination of the
Commission’s broker-dealer examina-
tion programs.

The branch pians and coordinates
the broker-dealer examinations con-
ducted by the Commission’s regional
offices and has revised and improved
the examination materials used by the
regional office staffs. All examinations
conducted in the program are reviewed
by the branch to detect unique issues or
trends in the operations or sales prac-
tices of the broker-dealer community. In
addition, the branch serves as a clear-
inghouse for legal and regulatory in-



quiries from the regional office
examining staffs.

The branch also coordinates regional
office efforts to respond to changes and
events in the industry. For instance, the
branch coordinated the regional offices’
efforts to conduct a detailed review of
the operational and trading practices
activities of discount broker-dealers.
The branch also worked with the var-
ious stock exchanges in order to pre-
pare for and alleviate strains on the
market created by the New York City
transit strike.

In March 1980, the branch conducted
a regulatory conference for the Com-
mission’s Assistant Regional Adminis-
trators for Regulation and Chief
Broker-Dealer Examiners. At the con-
ference, the regional office representa-
tives discussed various regulatory
developments and problems. The con-
ference resulted in a number of projects
relating specifically to areas of concern
in the Commission’s examination pro-
gram.

In September 1980, the branch con-
ducted the first of a new series of train-
ing sessions for the Commission’s se-
curities compliance examiners. Experts
on various aspects of examination tech-
niques and the securities laws, drawn
primarily from the Commission’s staff,
served as instructors for examiners
from all of the Commission’s regional
offices.

Municipal Securities Brokers and
Dealers — On January 15, 1980, the
Commission adopted amendments to
Rule 15b10-12 under the Exchange
Act.?® The amended rule exempts the
municipal securities transactions of all
“Securities and Exchange Commission
Only” (SECO) brokers and dealers from
the Commission’s fair practice rule, and
makes the SECO fair practice rules ap-
plicable to transactions in government
and other exempted securities by all
SECO brokers and dealers.

On August 28, 1980, the Commis-
sion adopted amendments to Form
MSD, the form used by municipal secu-
rities dealers that are banks or separate-
ly identifiable departments or divisions
of banks.?® The amendments conform
a definition 1n Form MSD to a definition
in a rule of the Municipal Securities
Rulemaking Board and allow, under
certain circumstances, bank municipal
securities dealers to substitute, for
forms currently required to be filed with
the Commission, forms required by the
bank regulatory agencies containing
similar information with respect to su-
pervisory personnel.

During the fiscal year, the Commis-
sion, pursuant to Section 17(b) of the
Exchange Act, jointly conducted with
the appropriate bank regulatory agency
one examination of a bank municipal
securities dealer.

Lost and Stolen Securities—The
Lost and Stolen Securities Program (the
Program), which includes more than
17,000 Federally-insured banks, securi-
ties organizations and non-bank trans-
fer agents as participants, uses a data
bank to monitor missing securnties. Par-
ticipants use the system to seek assur-
ance of the authenticity and ownership
of the certificates they are processing.
On June 10, 1980, the Commission re-
leased a staff report containing compre-
hensive general statistical information
regarding the operation of the Program
for calendar year 1979. As stated in that
report, Securities Information Center,
Inc., of Wellesley Hills, Massachusetts,
the Commission’s designee to operate
and maintain the computerized data
base of missing, lost, counterfeit and
stolen securities, received reports of
loss, theft or counterfeiting concerning
approximately 280,000 certificates val-
ued at approximately $1.3 billion. As of
December 31, 1979, the aggregate net
value of the data base since the incep-
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tion of the program was approximately
$2.6 billion.

Transfer Agents —On September 2,
1980, the Commission published a
comprehensive release ®! that sets forth
staff interpretations regarding Rules
17Ad-1 through 17Ad-7 under the Ex-
change Act. These rules establish,
among other things, minimum per-
formance standards and record-keep-
ing requirements for all registered
transfer agents. The release (a) dis-
cusses many of the issues previously
addressed by the staff in interpretive
and no-action letters that are publicly
available; (b) sets forth prior responses
to many oral requests for interpretive
assistance; (c) further clarifies previous
written staff interpretations; and (d) pro-
vides illustrations of the practical opera-
tion of many of the prowisions of these
rules.

Securities Investor Protection Cor-
poration —The Securities Investor Pro-
tection Act of 1970 (SIPA)32 provides
certain protections to customers of bro-
kers and dealers that fail to meet therr
obligations to their customers. SIPA is
administered principally by the Securi-
ties Investor Protection Corporation
(SIPC), a non-profit membership corpo-
ration, the members of which are, with
limited exceptions, registered brokers
and dealers. SIPC 1s funded through as-
sessments on its members, although it
may borrow up to %1 billon from the
United States Treasury under certain
emergency conditions.

Dunng fiscal year 1980, SIPC trans-
mutted to Congress a recommendation,
which was later endorsed by the Com-
mission, that the level of customer pro-
tection provided by SIPA be raised to
$500,000 (from the previous level of
$100,000), not more than $100,000
(previously $40,000) of which may be
for cash claims. A bill incorporating this
recommendation was pending before
Congress at the close of the fiscal year.
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(Just subsequent to the end of the fiscal
year, the bill was enacted into law.)

Oversight of Self-Regulatory
Organizations

National Securities Exchanges —As
of September 30, 1980, ten exchanges
were registered with the Commission as
national securities exchanges pursuant
to Section 6 of the Exchange Act:
American Stock Exchange (Amex);
Boston Stock Exchange (BSE); Chi-
cago Board Options Exchange (CBOE);
Cincinnatt Stock Exchange (CSE), In-
termountain Stock Exchange (ISE);
Midwest Stock Exchange (MSE); New
York Stock Exchange (NYSE); Pacific
Stock Exchange (PSE); Philadelphia
Stock Exchange (Phlx); and Spokane
Stock Exchange (SSE). No exchange is
currently operating under an exemption
from registration as a national securities
exchange.

During the fiscal year, the Commis-
sion completed a review of its policy
concerning applications for unlisted
trading privileges in hsted securities.
The Commission determined to grant
applications for unlisted trading privi-
leges where (a) transactions in the sub-
ject securities are required to be
reported in the consolidated transaction
reporting system and (b) the exchange
has the capacity for executing trades in
a farr and orderly manner. In addition,
Rules 12f-1 and 12f-3, regarding infor-
mation to be included in applications
for the extension or termination of un-
listed trading privileges, were amended
to reflect the new standards set forth in
the Securities Acts Amendments of
1975 (1975 Amendments).33

In connection with the Commission’s
oversight of the delisting of securties
traded on national securities exchanges,
pursuant to Section 12 of the Exchange
Act, the Commussion, during the fiscal
year, granted applications by exchanges



to strike 65 equity issues and nine debt
issues from listing and registration. The
Commission also granted applications
submitted by issuers requesting with-
drawal from listing and registration for
25 equity issues and 12 debt issues
The national securities exchanges re-
ported to the Commission, pursuant to
Section 19(d)(1) of the Exchange Act
and Rule 19d-1 thereunder, 407 final
disciplinary actions imposing a variety
of sanctions upon member firms and
their employees. On August 22, 1980,
the Commission amended Rule 19d-1
to exempt from its reporting require-
ments uncontested summary sanctions
imposed for violations of exchange reg-
ulations regarding floor decorum 34
During the fiscal year, the Commis-
sion received from the national ex-
changes 208 filings pursuant to Rule
19b-4 under the Exchange Act, includ-
ing 177 proposed rule changes and 31
notices of a stated policy, practice or in-
terpretation not constituting a rule
change
Among the significant exchange rule
filings approved by the Commission
during the fiscal year were: (a) adoption
of the Uniform Code of Arbitration by
ten self-regulatory organizations;®® (b)
establishment by the NYSE of an Open-
ing Automated Report Service and trade
comparison procedures for orders re-
ceived before the opening of trading;*®
(c¢) a rule change of the MSE requiring
MSE specialists to guarantee execution
of orders between 100-399 shares of is-
sues traded in the Intermarket Trading
Systemn;®8 and (e) an Amex rule recom-
mending that Amex-listed companies
have at least two independent directors
and establish audit committees com-
posed solely of independent directors.??
During the fiscal year, the Commis-
sion disapproved a NYSE proposed rule
change to limit the number of physical
access annual members to two because
the Commission was unable to find that

the proposed rule change was consist-
ent with Sections 6(b)(8) and 6(b)(5) of
the Exchange Act.*® The Commission
also Initiated proceedings to determine
whether to disapprove proposed rule
changes of the NYSE and Amex to
make permanent their rules governing
registered competitive market makers
(RCMMs) and registered equity market
makers (REMMs), respectively.4! The
rules currently permit individual mem-
bers to register as supplemental market
makers in equity securities, thereby
qualifying their on-floor proprietary
trades for the market maker exemption
from the general exchange member
proprietary trading prohibitions of Sec-
tion 11(a)(1) of the Exchange Act.

National Association of Securities
Dealers, Inc. —The NASD is the only
national securities assoclation regis-
tered with the Commission. At the close
of the fiscal year, 2,888 brokers and
dealers were NASD members.

During the last nine months of the
fiscal year, the NASD reported to the
Commission the final disposition of 210
disciphinary actions. At the beginning of
fiscal 1980, 16 proceedings for review
of NASD disciplinary decisions were
pending before the Commussion, and
during the year 12 additional cases
were brought up for review. The Com-
mission reviewed 22 of these cases

During the year, the Commission
continued to review an NASD proposed
rule change submitted in 1978 to pro-
hibit NASD members from giving dis-
counts to customers in distributions of
securities offered at a fixed price The
proposal would amend the NASD's
Rules of Fair Practice to impose a more
explicit prohibition on an NASD mem-
ber's taking securities in trade (swap) at
more than their fair market price and to
limit the abihty of members to grant or
receive discounts In connection with
fixed price offerings. The proposal was
filed in response to a 1976 judicial deci-
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sion, Papilsky v Berndt,4? which held
that certain discounts were not unlawful
absent a contrary Commission or NASD
ruling.

Between September and November
1979, the Commission held public
hearings on the issues raised by the
proposed rule. Based on the testimony
of the 16 witnesses at the hearings and
on the comment letters received, the
Commission determined to send the
NASD a letter requesting the NASD to
consider amending the proposal in cer-
tain respects.3 The Commission sug-
gested that the NASD broaden the
circumstances under which a member
could be compensated in connection
with a fixed price offering for research
provided to customers and revise the
definition of fair market price as it re-
lates to the practice of swapping securi-
ties in a fixed price offering. The NASD
fled amendments to the proposal in
September 1980 as suggested by the
Commission.*4 (Subsequent to the
close of the fiscal year, the Commission
approved the NASD's revised rules pro-
posals.)

During the fiscal year, the Commis-
sion approved a proposed rule change
of the NASD to create two new catego-
ries of registration for employees of
NASD member firms.#> The proposal
permits an individual whose activities
are limited to either investment compa-
ny and variable contracts products or
tax shelter securities (direct participa-
tion programs) to register with the
NASD as a “limited representative” in
one of those areas after passing an ap-
propriate specialized qualification ex-
amination.

In addition, the Commission ap-
proved a proposed rule change of the
NASD to amend the procedures for the
reporting of over-the-counter transac-
tions in listed securities to the consoli-
dated transaction reporting system.4®
The rule change requires NASD mem-
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bers to report over-the-counter princi-
pal transactions on a “gross’ basis, i.e.,
exclusive of any commission equivalent
or differential, as well as any retail
mark-up or mark-down. Previously,
those transactions were reported inclu-
sive of any mark-up or mark-down.
Since transactions effected on ex-
changes are reported on a gross basis,
the rule change should provide greater
comparability of over-the-counter and
exchange transaction information in
listed securities.

The Commission also approved a
rule that authorizes the NASD Board of
Governors to adopt rules relating to the
sponsorship and distribution to the
public of tax shelter securities, or direct
participation programs, by NASD mem-
bers and their affiliates.” Such rules
adopted by the NASD Board of Govern-
ors must be submitted to the Commis-
sion for individual approval.

Allocation of Regulatory Responsi-
bility —In fiscal 1980, the Commission
approved four plans pursuant to Sec-
tion 17(d)(1) of the Exchange Act and
Rule 17d-2 thereunder, for the alloca-
tion of regulatory responsibility among
the NASD and four stock ex-
changes-—the BSE, the CSE, the MSE,
and the PSE.*® Pursuant to these plans,
the NASD is responsible for conducting
all on-site examinations, both routine
and special, and reviewing related re-
ports of brokers and dealers that belong
to both the NASD and one of the ex-
changes. Dual members designated to
the NASD after the execution of the
plans would be examined by the NASD
for compliance with the NASD's rules
and the exchange’s regulatory rules. As
a result of the allocation plans, a dual
member which had previously been ex-
amined on a routine basis by the NASD
and one of the participating exchanges
would be subject to an examination by
only the NASD. The adoption of the
plans has therefore eliminated duplica-



tive examining responsibilities between
the NASD and each of the four ex-
changes that executed the plans.

Municipal Securities Rulemaking
Board — As in the case of national secu-
rities exchanges and the NASD, the
Commission reviews proposed rule
changes of the Municipal Securities
Rulemaking Board (MSRB). During the
fiscal year, the MSRB filed 12 rule pro-
posals. The Commission considered a
number of those proposals and others
which were pending from previous
years.

On March 6, 1980, the Commission
approved an MSRB rule that established
standards of ethical conduct for munic-
ipal securities brokers and dealers that
provide financial advisory services for
compensation to municipal issuers.*?
The rule requires a municipal securities
broker or dealer, acting as a paid advis-
or with respect to a new issue of munic-
ipal securities, to satisfy certain
conditions specified in the rule prior to
purchasing the same 1ssue. The rule
also requires a municipal securities bro-
ker or dealer that establishes a “finan-
cial advisory relationship” with an issuer
with respect to a new issue of municipal
securities to enter into a written agree-
ment that sets forth the basis of com-
pensation to the municipal securities
broker or dealer.

In addition, the Commission ap-
proved substantial changes in the
MSRB's rules pertaining to customer
and interdealer confirmations.’® The
changes were designed to increase the
amount of information available regard-
ing prices, yields and call features on
municipal bonds. The effective dates of
the amendments were originally de-
layed for six months, to September 24,
1980, to allow time to plan for the or-
derly implementation of the new re-
quirements. On September 12, 1980,
the effective dates of the amendments
were extended to December 1, 1980, to

allow additional time for implementa-
tion.5?

Finally, the Commission approved
amendments to the MSRB’s arbitration
code which established a simplified
procedure for the resolution of intra-
industry disputes involving $5000 or
less. Such disputes can now be settled
by a single arbitrator instead of the pre-
viously required three.’? The amend-
ments were also designed to conform
the MSRB rules with the uniform arbi-
tration code developed by the Securities
Industry Conference on Arbitration.®?

Clearing Agencies —During the fis-
cal year, the Commission announced
the publication of standards that the Di-
vision of Market Regulation will use in
reviewing clearing agency registration
applications.>* The standards represent
the views of the Division regarding the
manner in which clearing agencies
should comply with the registration pro-
visions of Section 17A(b)(3) of the Ex-
change Act. They deal with, among
other things, requirements regarding
participation in clearing agencies, far
representation of participants, discipli-
nary procedures, the safeguarding of
securities and funds and the clearing
agency's obligations to participants.
The Duwvision will apply the standards in
making recommendations to the Com-
mission regarding the granting or deni-
al of registration to the 13 clearing
agencies that currently are temporarily
registered with the Commission, and
those clearing agencies that may apply
for registration in the future.

In December 1979, the Commission
adopted Exchange Act Rule 17Ad-8,
which requires registered clearing agen-
cies to provide, upon request, securities
position listings to issuers whose secu-
rities the clearing agency holds in its
name or that of its nominee.5® A securi-
ties position listing is a list of (a) the
participants in a clearing agency on
whose behalf the clearing agency holds
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the 1ssuer’'s securities and (b) their posi-
tions 1n the issuer's securities as of a
specified date. The Final Report of the
Street Name Study published by the
Commission 1n December 1976,3¢
made several recommendations to im-
prove the existing system for
transmitting communications from 1s-
suers to beneficial shareowners, and
Rule 17Ad-8 was adopted in response
to one of those recommendations.
During the fiscal year, the Commis-
sion staff conducted oversight inspec-
tions of Stock Clearing Corporation of
Philadelphia, Philadelphia Depository
Trust Company and Pacific Clearing
Corporation. The staff also conducted a
joint inspection of Pacific Depository
Trust Company (PSDTC) with the
Board of Governors of the Federal Re-
serve System (FRS), which 1s PSDTC's
appropriate regulatory authority. The
conduct of this examination on a joint
basis furthered the statutory goal of
avoiding unnecessary regulatory dupli-
cation and unnecesary regulatory bur-
dens on clearing agencies that are
subject to inspection by both the Com-
mission and Federal bank regulators.
The findings of these inspections
were discussed with the respective
clearing agencies and they either have
been or are being addressed.
Procedures for Filing Proposed Rule
Changes — Section 19(b) of the Ex-
change Act, as amended by the 1975
Amendments, requires self-regulatory
organizations to file all proposed rule
changes with the Commission for ap-
proval. Shortly after Section 19(b) be-
came effective, the Commission
adopted Rule 19b—4 and related Form
19b-4A establishing procedures for self-
regulatory organizations to file pro-
posed rule changes and designating the
types of proposed rule changes that
may become effective upon filing. In
May 1979, the Commussion proposed a
number of amendments to Rule 19b-4
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and Form 19b-4A57 which were de-
signed to improve and simplify the rule
filing process, thus expediting Commus-
sion review of proposed rule changes.

The Commission received a number
of comment letters in response to its
proposed amendments to the rule filing
requirements and during the fiscal year,
the staff revised the proposals in light of
issues raised by those comment letters.

(Subsequent to the close of the fiscal
year, the Commission adopted amend-
ments to Rule 19b-4 and Form
19b-4A 58 The amendments, to become
effectve on January 1, 1981, include
(a) an amendment to Rule 19b-4 clari-
fying which actions of self-regulatory
organizations require proposed rule
changes; (b) an amendment to Rule
19b-4 designating certain clearing
agency rules as eligible for summary ef-
fectiveness; and (c) amendments to
Form 19b-4A, redesignated as Form
19b-4, to specify, in greater detall, the
information required by that form.)

Inspections and  Surveillance —
During the fiscal year, the Commis-
sion’s staff continued its inspection pro-
gram of the Nation's securities markets.
The purpose of this inspection program
1s to evaluate, on an ongoing basis, the
adequacy of the operational, market
survelllance, compliance, and discipli-
nary programs of the various stock and
options exchanges and the NASD.

A total of 12 inspections focusing on
market surveillance programs were
conducted during the fiscal year. These
included inspections of the equity trad-
ing programs of the Amex, the BSE, the
National Securities Trading System
(NSTS) of the CSE, the Intermountain
Stock Exchange, the MSE, the
NASDAQ trading program of the NASD,
the NYSE, the Phix, the PSE, and the
Spokane Stock Exchange. In addition,
the staff inspected the options trading
programs of the Amex, the CBOE, and
the Phix.



Since September 1979, the staff has
also conducted inspections of the oper-
ations of NASD district offices located
in Atlanta, Boston, Seattle, Cleveland,
Los Angeles and Dallas. The focus of
these inspections was on the overall
quality of the NASD’s programs to in-
sure compliance by its member firms
with the securities laws. Specifically, the
staff reviewed all NASD district office
programs including not only the district
offices’ routine examination programs,
but also their programs for (a) investi-
gating customer complaints and termi-
nations of registered representatives
from employment for cause; (b) moni-
toring the financial condition of mem-
ber firms; (c) processing Regulation T
extension requests; and (d) disciplining
member firms.

The Commission’s inspection pro-
gram disclosed a number of deficien-
cies in the current programs of the
self-regulatory organizations examined
during the fiscal year. In the surveillance
area, these inciuded: (a) inadequate
market surveillance techniques for par-
ticular categories of trading violations at
some self-regulatory organizations; (b)
Inadequate trading information and
trade processing systems at several
marketplaces; and (c) inadequate pros-
ecution of disciplinary cases by some
securities exchanges. In addition, the
compliance inspections noted various
problems with the broker-dealer exami-
nation programs conducted by the
NASD and certain of the exchanges.
The self-regulatory organizations were
asked to address these problems, and
throughout the course of the fiscal year
significant action was taken by particu-
lar self-regulatory organizations in sev-
eral of these areas.

In November 1979, an inspection re-
port presented to the Commission re-
garding regulatory capabilities of the
Amex questioned the adequacy of disci-
plinary actions taken in several trading

investigations. The Commission sent a
letter to the Amex requesting that the
exchange undertake a general review of
its disciplinary procedures with a view
toward improving the performance of
its disciplinary system. In response, the
Amex initiated several changes in its en-
forcement procedures regarding trad-
ing floor offenses, strengthened its
disciplinary staff, and appointed a Spe-
clal Committee of the Amex Board of
Governors to review the entire discipli-
nary system. On September 18, 1980,
the Special Committee delivered its fi-
nal report to the Commussion. Although
the Committee concluded that radical
changes were not necessary, it made
several recommendations to improve
the prosecution of disciphnary matters
at the Amex. In part because of its expe-
rience with the Amex disciplinary proc-
ess, the Commission staff initiated,
shortly before the close of the fiscal
year, a study of the performance of the
disciplinary system of other seif-
regulatory organizations.

Similarly, duning November 1979, the
staff presented an inspection report to
the Commission that detailed the var-
ious types of multiple and interlocking
market maker accounts which can oc-
cur at the CBOE, and the difficuity
which the existence of such account re-
lationships often posed for the CBOE in
enforcing many of its trading rules. As a
result, the Commission requested that
the exchange undertake a complete re-
view of market maker account relation-
ships on the CBOE floor and that it
evaluate whether all CBOE market
makers were actually performing in a
manner consistent with their market
making obligations. In June 1980, the
CBOE filed a proposed rule change
with the Commission to deal with these
issues.

Durnng October, November and De-
cember of 1979, the staff conducted
three separate inspections of the mar-
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ket surveillance and other regulatory
programs of the NYSE. These inspec-
tions documented that the NYSE did
not have an adequate transaction audit
trail in certain respects and assessed its
effect on the exchange's surveillance
and disciplinary program. On the basis
of these inspections, the staff prepared
a report to the Commission regarding
the performance of the NYSE market
surveillance system and the Commis-
sion requested that the NYSE present a
specific plan for the creation of an ade-
quate transaction audit trail. On Sep-
tember 9, 1980, the NYSE presented its
plan to the Commission's staff, includ-
ing provisions for the development of
an audit trail and the enhancement of
several important market surveillance
functions during fiscal year 1981.

In February 1980, the staff conducted
an inspection of the equity trading pro-
gram of the PSE. This inspection found
significant deficiencies in the surveil-
lance system of this exchange, specifi-
cally with the lack of a complete audit
trall and any routine automated review
of trading on the PSE floor. In recogni-
tion of these problems, the PSE under-
took a complete overhaul of its surveil-
lance program for equity trading and
developed automated systems to re-
place ineffective manual procedures.

The Commission also brought ad-
ministrative actions against the Phix and
the BSE as a result of problems discov-
ered at those exchanges during previ-
ous years. In its proceeding against the
Phlx, the Commission found that the ex-
change had falled to enforce certain of
its rules regarding equity quote dissem-
ination and optidns trading, and or-
dered remedial action to correct these
deficiencies. In the BSE matter, the
Commission found that the exchange
had failed to develop and employ ade-
quate surveillance procedures to detect
violations by its specialists of the mar-
gin, net capital and bookkeeping re-
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quirements. (In both cases, the ex-
changes settled the action by agreeing
to implement certain changes as ex-
plained more fully in the “Enforcement
Program” section of this Annual Re-
port.)

The staff also conducted an inspec-
tion of the Amex options compliance
program during September 1979. The
inspection focused on the response of
the Amex to the recommendations
made in the Commission’s Options
Study. The staff found, generally, that
the Amex had made good progress in
implementing the Commission’s Op-
tions Study recommendations, but
noted several areas where additional
progress was needed.

The staff also conducted an oversight
inspection of the compliance activities
of the Phix during June 1980. The in-
spection included a review of the Phlx's
financial surveillance of member firms,
its examnation and disciplinary pro-
grams, and its response to the Options
Study. This inspection had not yet been
closed as of the end of the fiscal year.

In its inspections of the NASD’s dis-
trict offices, the Commission’s staff
found that those offices generally ap-
peared to be executing their routine ex-
amination programs with reasonable
thoroughness. The staff identified, how-
ever, several areas in which remedial at-
tention was needed to cure problems in
the examination program.

Since September 1979, the Division
of Market Regulation has processed 50
applications pursuant to Sections
6(c)(2) and 15A(g)(2) of the Exchange
Act and Rule 19h-1 thereunder, to per-
mit persons subject to statutory dis-
qualifications, as defined in Section
3(a)(39) of the Exchange Act, to be-
come associated with broker-dealers.
The following self-regulatory organiza-
tions filed such applications: (a) the
NASD filed 23 applications; (b) the
NYSE filed 23 applications; and (c) the



Amex, the Phlx, the CBOE, and the
MSE each filed one application. The
Commission determined that six of
these applications were not in the pub-
lic interest.

Market Oversight Surveillance Sys-
tem —The Market Oversight Surveil-
lance System (MOSS) is an automated
information system essential to effective
Commission oversight of the nation’s
securities markets.

The system has five basic functions
which support the Commission’s ongo-
ing programs. The first is trade audit,
which provides the basic ability to mon-
itor trading in the nation's securities
markets on an exception basis. The
second, market reconstruction, allows
the staff on an as-needed basis to re-
view historical trading. The third func-
tion, inspection support, assists in the
inspection of broker-dealers, invest-
ment companies/advisers and self-
regulatory organizations (SROs) with
pre-inspection reports, analysis of In-
spection information and follow-up. In-
vestigation tracking, the fourth function,
assists management in the overall co-
ordination of SRO and Commission in-
quiries and investigations. The final
function is the analysis/MIS function,
which gives the Commission the capa-
bility to evaluate the economic impact
of existing or proposed rules.

Prior to designing MOSS, the Com-
mission conducted a study of market
surveillance and regulatory processes to
determine the feasibility of improving its
market surveillance and oversight func-
tions. Once it was determined that sur-
veillance and oversight could be en-
hanced with such an automated
system, a detailed design was formu-
lated and presented to the Commission.
The Commission indicated two prime
interests: (1) observing certain trading
phenomena surrounding options trad-
Ing, especially in light of lifting the op-

tions moratorium, and (2) testing the
theory and practicality of the system de-
sign. Therefore, it was decided to initi-
ate a pilot or prototype of the system in
order to further evaluate the proposed
design.

The first elements of the pilot be-
came operational in January 1980 In
contrast to the full MOSS design which
provides on-line features, the pilot was
limited to off-line processing. Although
it captured basic trading and clearing
data for listed securities, as well as
NASDAQ quotes, the pilot analysis
components did not include regional
trading and clearing information or
NASDAQ transactions.

During its first nine months of opera-
tion, the pilot provided the Commission
staff with data useful in both its surveil-
lance and oversight functions. During
the life of the pilot, the staff has had an
opportunity to observe the adequacy of
SRO surveillance and data collection
systems.

Concurrent with the pilot project, the
full MOSS program underwent exten-
sive scrutiny by OMB and Congress
during fiscal 1980. Its funding require-
ments were carefully examined first by
OMB, prior to including provision for
MOSS in the President’s fiscal 1981
budget, and then by the Appropriations
Committees of the two Houses. In addi-
tion, the Senate Banking and House
Commerce Committees closely exam-
ined MOSS as part of their overall re-
view of Commission activities in
connection with the agency’s authoriza-
tion. The final authorization approved
Commission implementation of the first
two years of MOSS, spread over a
three-year period, 1981-1983.

The Commission has worked closely
with the SROs in the development of
the MOSS system and has tried to be
responsive to the feedback received.
Throughout 1980, a number of brief-
ings were conducted for the SROs and
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other members of the industry in order
to introduce MOSS and provide insight
into its possible impact. Briefings of
SRO upper management, as well as
their technical counterparts, were con-
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ducted at the various SROs and at the
Commission’s headquarters. This will
be a continuing process throughout
MOSS development.



The Disclosure System

The “full disclosure” system adminis-
tered by the Commission is designed to
assure that the securities markets oper-
ate in an environment in which full and
accurate material information about
publicly traded companies is available
to all interested investors. During the
fiscal year, the prime focus of the Com-
mission in the area of disclosure policy
was on the integration program.

This program has several major ob-
jectives: (1) integration of disclosures
required by the Securities Act of 1933
(Securities Act) and the Securities Ex-
change Act of 1934 (Exchange Act); (2)
narrowing of the differences between
information supplied by registrants to
the Commission in formal filings and to
various segments of the public through
informal means; (3) improvement of
disclosure requirements by revising ob-
solete rules and making requirements
uniform; and (4) refocusing of the staff
review process. Substantial progress
has been made in the last year in reach-
ing these objectives.

Other areas of particular importance
included the development of guidance
for special situations outside the normal
system of continuous disclosure and
the implementation of a program review
of existing disclosure rules and guides
to delete or amend unnecessary or out-
moded provisions.

Integration Program

The integration program is a consid-
ered response to the need to reduce
burdens imposed by duplicative disclo-
sure obligations under the Federal se-
curities laws. The Securities Act
established a system of transaction-

oriented disclosure, with the focus on
particular offerings of securities. The
Exchange Act established a system of
continuous disclosure, with the focus
on public companies and their ongoing
reporting obligations to the Commis-
sion and to their shareholders. These
two systems developed and operated
independently over more than 40 years,
resulting in an unnecessary degree of
duplication in the disclosure documents
produced.

The integration program, an attempt
to bring the two systems together 1nto a
single, rationalized system of corporate
disclosure, 1s being carried out at sever-
al different levels. In the Exchange Act
context, the Commission has elimi-
nated unnecessary disclosure require-
ments and mimimized the differences
between formal disclosure documents,
such as annual reports on Form 10-K,
and those informal shareholder com-
munications produced outside the sys-
tem of formal Commussion filings, such
as annual reports to security holders.
The Commission is also further
integrating the disclosure systems un-
der the Securities Act and Exchange
Act by taking advantage of improved
Exchange Act continuous disclosure
documents to meet Secunties Act dis-
closure needs wherever possible. Such
a system has been expanded to include
offerings of secunties issued pursuant
to employee benefit plans registered on
Form S-8. Proposals to expand such in-
tegration to nearly the entire system of
registration under the Secunties Act
have also been published. Finally, the
procedures followed by the staff re-
viewing these disclosure documents
have been substantially revamped to
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account for the shift in emphasis from
Securities Act disclosure to the continu-
ous disclosure documents filed under
the Exchange Act.

Revisions of Form 10-K —During the
one-week period of August 27 to Sep-
tember 2, 1980, the Commission issued
seven releases designed to implement
integration of the disclosure and report-
Ing provisions of the Securities Act and
Exchange Act and to enhance the ef-
fectiveness of required disclosure, while
reducing attendant burdens to the ex-
tent possible. At the center of this pro-
gram are the amendments to Form
10-K, the annual report form required
to be filed by most publicly owned
companies, Regulation S-K, a reposito-
ry of standard disclosure instructions
covering both the Securities Act and the
Exchange Act; and Exchange Act Rules
14a-3 and 14c-3, which govern annual
reports to security holders.®® These
amendments restructure Form 10-K
and impose content requirements on
the annual report to security holders
which are generally consistent with the
revised Form 10-K requirements, thus
encouraging and facilitating the volun-
tary combination of the annual report to
security holders with the formal Com-
mission report on Form 10-K. In addi-
tion, the Form 10-K was amended to
require that a majority of the registrant’s
board of directors sign the company’s
Form 10-K. This requirement is con-
sistent with the shift in emphasis effec-
tuated by the integration program away
from Securities Act disclosure to the
continuous disclosure scheme under
the Exchange Act.

The convenient central repository
created by Regulation S-K was expand-
ed to include three new items previous-
ly listed separately: Management's
Discussion and Analysis of Financial
Condition and Results of Operations;
Selected Financial Data; and Market
Price of the Registrant's Common Stock
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and Related Security Holder Matters.
These three new items, which must ap-
pear in both the Form 10-K and the an-
nual report to security holders, unify
and give more meaning to the disclo-
sure in both these documents. The new
Regulation S-K items, with certain limi-
tations, also appear in Securities Act
registration statements, thereby improv-
ing the disclosure in such documents
and further providing the basis for a in-
tegration of the Form 10-K, the annual
report to security holders, and registra-
tion statements filed under the Securi-
ties act. The result of these major
revisions to rules and forms is the es-
tablishment of a uniform, minimum
package of information to be found in
Securities Act registrations; Exchange
Act periodic disclosure reports; and the
annual report to security holders.

On August 27, 1980, the Commis-
sion adopted other amendments to
Regulation S-K and certain frequently
used forms under the Securities act and
the Exchange Act in order to standard-
1ze and improve the Commission’s re-
quirements relating to the filing of
exhibits.®®  These  amendments —
another step in achieving uniform filing
requirements —deleted 13 exhibits for-
merly required to be filed, revised and
made uniform the requirements relating
to certain other exhibits and, with one
exception, consolidated all of the
amended exhibit requirements into a
new Regulation S-K item.

Accounting Standards — Another
critical part of the integration program
involved the adoption of two proposals
relating to accounting matters. The first
release adopted uniform instructions to
govern the periods covered by financial
statements included in most registra-
tion and report forms filed under the
Securnities Act and Exchange Act, as
well as in annual reports to security
holders.®! The other accounting release
revised certain articles of Regulation



S-X, which governs the form and con-
tent of financial statements filed under
the Federal securities laws, to give fuller
recognition to the accounting standard-
setting efforts of the private sector and
to react to the ever-changing needs of
users of financial statements.%? These
actions are integral to integration be-
cause they mean that the financial
statements and certain other essential
information will be uniform whether
they appear in a Securities Act registra-
tion statement, an Exchange Act peri-
odic report, or an annual report mailed
to security holders.

Proposed New Registration Forms
—Another Commission action involved
the adoption of new Form S-15 and re-
lated rule amendments.®3 This form
demonstrates, on a limited scale, how
the integrated disclosure system oper-
ates in the Securities Act context. The
new form provides an abbreviated for-
mat for registering securities issued In
business combinations which do not
significantly affect the issuer. Abbrevia-
tion is accomplished and duplication 1s
avoided by the delivery of multiple doc-
uments. Information about the issuer is
provided by delivering its annual report
to security holders. The prospectus (Se-
curities Act registration statement) con-
tains only information about the
particular transaction and about the
company being acquired. The Commis-
sion sees Form S-15 as an experiment.
Experience with its use, particularly the
use of the annual report, will be of inval-
uable assistance in revising the new
form as well as in the broader task of
streamlining all Securities Act registra-
tion forms.

The remaining two rulemaking ac-
tions involved proposals designed to ef-
fect some of the most significant
aspects of the integration program. The
first, in particular, calls for comprehen-
sive revision of the major Securities Act
registration statement forms.®4 Three

proposed new forms would replace the
most commonly used existing
forms—S-1, S-7, and S-16 Three tiers
of Securities Act issuers would be es-
tablished, with different levels of disclo-
sure and delivery requirements
applicable to each tier. The content of
the registration statement in each in-
stance would be basically the same, i.e.,
the minimum package of information
identified in the Form 10-K context plus
any additional information needed to
describe the particular offering or mate-
rial changes since such disclosure was
made. The tier system would establish
how much of this information is re-
quired to be set forth in the prospectus,
rather than merely incorporated into it
by reference, and how much is required
to actually be delivered to prospective
investors. The theory behind the varying
disclosure and delivery requirements
embodied in the three tiers Is that previ-
ously disseminated information can be
relied upon instead of repeated in the
prospectus only in those instances
where the issuer 1s large and its shares
are widely traded and well followed.
How close a particular issuer comes to
meeting these various qualifications will
determine the tier to which it 1s as-
signed and which will thereafter deter-
mine how much information it will be
allowed to incorporate by reference and
how much information the issuer must
actually deliver 1n the context of offering
its securities to the public.

Form 10-Q—The other proposal
published for comment would revise
the quarterly report on Form 10-Q.8°
These amendments would make Form
10-Q consistent with Form 10-K, most
importantly, in the area of the Manage-
ment's Discussion and Analysis. More-
over, these amendments would facih-
tate integration by providing for more
effective continuous Exchange Act re-
porting.

Form S-8 —On November 19, 1979,
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the Commission issued a release re-
questing comments on proposed
amendments to Form S-8, the form for
registration of securities to be offered to
employees pursuant to certain plans.5¢
Comments were solicited on two gener-
al topics: (1) proposed procedures
whereby filings on Form S-8 would be-
come effective automatically, i.e., with-
out affirmative action on the part of the
Commission or its staff; and (2) propos-
als to change Form S-8 into an “inte-
grated disclosure form™ which could be
automatically updated by use of period-
ic Exchange Act reports. In February
1980, after analyzing the comments,
the Commission adopted automatic ef-
fectiveness procedures for filings made
on Form S-8.%7 It 1s believed that these
procedures will result in significant cost
savings to 1ssuers and will also allow
Commission staff time to be more ef-
fectively utilized reviewing other disclo-
sure documents. Subsequently, in April
1980, the Commission adopted amend-
ments to Form S-8 which make that
form a truly “integrated document”, i.e.,
a Securities Act registration form which
utilizes Exchange Act periodic reports
for updating purposes.®® The result 1s
an eliminaton of duplicative reporting
under the two Acts, with attendant cost
and time savings to issuers without sac-
rificing the quality of disclosure made to
investors.

Reorganization of Corporation Fi-
nance —In its first major reorganization
in 20 years, the Division of Corporation
Finance restructured its disciosure op-
erations section to better implement the
integration program. The overall effect
of the reorganization was to concen-
trate review responsibilities for reporting
companies engaged in the same indus-
tries 1n one of the five major operating
sections. This distribution of review re-
sponsibilities enhances the Division's
ability to focus its resources on the par-
ticular needs and characteristics of dif-
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ferent industries and thus increases the
Division’s ability to respond more
quickly on filings made by industries. it
also coincides with the rulemaking initi-
atives which implement integration of
the disclosure systems under the Secu-
rities Act and Exchange Act in that in-
creased staff attention may be given to
Exchange Act filings, an area where In-
adequate resources and increased fil-
ings made the ability of the staff to fully
review the filings questionable in the
past.

In connection with this reorganization
and the integration program, the Divi-
sion is moving toward a system of se-
lective review. The developing system
seeks to concentrate review resources
on areas of greatest priority, while
eliminating the review of other docu-
ments except on an audit or sample ba-
sis. In this regard, the Division created
an Office of Procedures and Review
whose principal functions are to assist
in the implementation of this system of
selective review and to develop staff
training and other methods to obtain
the maximum benefits from realign-
ment according to industry
categorizations.

Disclosure Revisions; Interpretive
Advice

In the last year the Commission
adopted several other revisions to its
disclosure rules, including those rules
governing the annual reports filed by
certain foreign issuers, the timely re-
porting rules under the Exchange Act,
and certain rules applicable to insider
trading. Interpretative advice was pro-
vided on such subjects as the securities
laws 1mplications of pension plans and
the required hquidation disclosure in
proxy contests.

On November 29, 1979, the Com-
mission issued four releases®? an-
nouncing the adoption of several rules



and forms for foreign private issuers.
The most important of these was Form
20-F which is a consolidated registra-
tion and annual report form available
for use by certain foreign private issuers
under the Exchange Act. Form 20-F
generally calls for disclosure somewhat
less extensive than Forms 10 and 10-K,
the analogous forms for domestic 1ssu-
ers, but nevertheless is a substantial in-
crease in the disclosure previously
required from foreign private regis-
trants. The Commission also amended
Form S-16, a short form for registration
under the Secunties Act, to permit cer-
tain foreign issuers who file reports on
Form 20-F to use Form S-16 to regis-
ter certain rights offerings to sharehold-
ers.

In view of these increased disclosure
requirements, the Commission has an-
nounced that it may be feasible to de-
velop an integrated disclosure system,
similar to the one described earlier, for
foreign registrants. The Commission
believes these actions are necessary In
light of the increasing internationaliza-
tion of the world capital markets and
the growing harmonization of account-
ing and disclosure practices

In April 1980, the Commission adopt-
ed amendments to Rule 12b-25, the
timely reporting rule under the Ex-
change Act, and to the extension appli-
cation procedure previously existing.”®
The amendments instituted a system
requiring notification of a registrant’s
inability to file timely its Exchange Act
reports. Under this systemn, there are no
longer applications for extensions of
time that necessitate action by the
Commussion or its staff. The Commis-
sion is therefore able to redeploy some
of its limited staff resources to the re-
view of Exchange Act filings, the cor-
nerstone of the integration program.

In addition to the extensive revisions
to the Commission's forms and rules al-
ready noted, during fiscal year 1980 the

Commission revised Rules 16a-11 and
16b-3 to exempt certain transactions by
officers, directors, and ten percent ben-
eficial owners from the insider reporting
and liability provisions of Section 16 of
the Exchange Act. Included among
these transactions were the reinvest-
ment by such persons of dividends and
interest pursuant to dividend reinvest-
ment plans7! and the delivery of stock
by officers and directors as payment for
the exercise of stock options.”?

In order to provide guidance to the
public, the Commuission issued a com-
prehensive interpretative release setting
forth the views of its staff on the appli-
cation of the Securities Act to pension,
profit-sharing and similar types of em-
ployee benefit plans.”® The release dis-
cussed a variety of matters, including
the circumstances under which partici-
pation Interests in such plans are
deemed to be securities which are sub-
ject to the registration and antifraud re-
quirements of the Securities Act.

In May 1980, the Commission au-
thorized the Division of Corporation Fi-
nance to issue a release stating the
Division's views with respect to disclo-
sure In connection with proxy contests
where a principal issue in contention 1s
the liquidation of all or part of the equity
of an issuer.”™ The release resulted
from an increased number of such con-
tests over the past several proxy sea-
sons and the Division's perception that
participants did not fully appreciate the
disclosure standards applicable with re-
spect to a proposal to hquidate some or
all of an issuer's equity, particularly in
those instances where an attempt is
made to project or suggest distribution
value. The Division’s interpretative re-
lease, therefore, noted that in such con-
tests inclusion by any participant,
whether management or opposition, of
a distribution value in its proxy soliciting
material is only proper where the val-
uation was made in good faith and on a
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reasonable basis. Further, such state-
ments should be accompanied by dis-
closure which would facilitate
shareholders’ understanding of the ba-
sis for and the limitations on the pro-
jected value.

The interpretative release also ad-
dressed a number of related issues,
most significant being the use of expert
opinions by participants to support dis-
tribution valuations. The release cau-
tioned participants in proxy contests,
particularly those that have had limited
access to information concerning the
issuer, that any material limitations on
the procedure followed by such experts
in developing their opinion on valuation,
or any resultant material qualification
on the opinion the expert finds necessa-
ry in rendering it, must be thoroughly
and comprehensibly disclosed to share-
holders. The release makes clear that
there may be opinions that are subject
to such qualifications and limitations as
to nullify their value as part of the sup-
port offered by a participant for the pro-
jected distribution value.

In September 1980, the Commission
issued a release ’® announcing an inter-
pretation of the Divison of Corporation
Finance which permits foreign govern-
ments or political subdivisions to regis-
ter their securities on Schedule B using
a shelf registration procedure. This
technique, which is somewhat similar to
the use of Form S-16 by domestic
companies, does not reduce the
amount of disclosure required but
streamlines the registration process. A
significant consequence of this inter-
pretation may be to encourage the reg-
istration of offerings made in the
international bond market that have not
been registered in the past.

Corporate Accountability;
Management Background and
Remuneration

In September 1980, the Commission
authorized publication of The Staff Re-
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port on Corporate Accountability, pre-
pared by the Task Force on Corporate
Accountability in the Division of Corpo-
ration Finance. The Report analyzes the
complex issues raised during the Com-
mission's 1977 corporate governance
proceedings,’® and sets forth the staff's
conclusions concerning the efficiency
of existing corporate accountability
mechanisms. In particular, the staff
concluded that in view of the changes
being made voluntarily in the composi-
tion, structure and operation of boards
of directors, and given the Commis-
sion’s existing authority to encourage
shareholder participation, it would be
premature for the Commission to deter-
mine whether to recommend or support
Federal legislation relating to corporate
accountability. The staff indicated, how-
ever, that if legislation is to be enacted,
it believes that it should be directed to-
wards raising standards of care and
providing a Federal course of action for
breaches of such standards.

The Report recommended that the
Commission take further action with re-
spect to a number of matters including:

(1) Development of a uniform system
for distributing proxy statements and
other communications to record and
beneficial stock owners;

(2) Issuance of a concept release so-
liciting public comment on the need for
additional Commission initiatives to ad-
dress issues growing out of the Su-
preme Court Bellotie decision;

(3) Monitoring the extent to which is-
suers consider shareholder nomina-
tions of directors for the purpose of
determining whether it is necessary to
adopt a rule requiring issuers to adopt
procedures to consider shareholder
nominations;

(4) Amending the proxy rules to re-
quire that proxy statements describe
how shareholders can obtain copies of
significant environmental compliance



reports their issuers have prepared pur-
suant to Federal law;

(5) Amending Regulation S-K to re-
vise the existing requirements to de-
scribe all environmental proceedings
involving a governmental authority so
that issuers are required to describe
only significant environmental proceed-
ings or matters; and

(6) Monitoring the extent to which fi-
nancial institutions voluntarily disclose
the proxy voting criteria and procedures
utilized when voting the stock they
manage for others. If such information
is not readily available and there is in-
vestor interest in obtaining it, the staff
recommended the Commission devel-
op or support legislation to require such
disclosure.

In another effort to make the rules
governing disclosure relating to man-
agement more meaningful to share-
holders, the Commission closely
monitored the efficacy of the manage-
ment remuneration disclosure required
by ltem 4 of Regulation S-K. The staff
issued numerous written and oral inter-
pretations of these requirements.”” On
May 6, 1980, the Commission proposed
for public comment amendments to the
rules concerning the disclosure of man-
agement remuneration.”® The propos-
als were a result of the Commission’s
monitoring of the disclosure provisions
adopted in 1978 and are part of the
Commission's effort to improve the
presentation of information regarding
executive compensation. Specifically,
these proposals address pension, op-
tion, and stock appreciation rights
plans, compensation relating to the ter-
mination of employment and certain
technical amendments. (Subsequent to
the close of the fiscal year, on Novem-
ber 13, 1980, In advance of the 1981
proxy season, the Commission adopted
amendments to the management re-
muneration disclosure provisions.”®)

Monitoring of Existing Guidelines

During the last year the Commission
has undertaken the task of an overall
review of its published guides to re-
quired disclosure under the Securities
Act and Exchange Act. It also focused
on the disclosure guide applicable to
one particular industry, bank holding
companies, and revised the pertinent
guide to both reduce the disclosure
burden and make the remaining disclo-
sure more meaningful.

In order to implement the Commis-
sion’'s continuing goal of reviewing ex-
isting rules to delete or amend unnec-
essary or outmoded provisions, an
advance concept release was I1ssued on
December 5, 1979, announcing a re-
evaluation of the Guides for the Prepa-
ration and Filing of Registration State-
ments and Reports under the
Securities Act of 1933 and the Securi-
ties Exchange Act of 1934 and solic-
iting comments on the manner in which
such re-evaluation should proceed.®®
On the basis of the comments received,
the staff 1s 1n the process of formulating
proposals which would recommend the
withdrawal of certain provisions of the
Guides which are now obsolete and the
rearticulation of those provisions which
continue to have procedural or substan-
tive significance.

In August 1979, the Commission 1s-
sued a release requesting comments on
the quality and desirability of the disclo-
sure made under the existing guidelines
for ‘‘Statistical Disclosure by Bank
Hoiding Companies. 8! These particular
guidelines have been in operation since
1976. The request was part of the Com-
mission’s effort to monitor the effect
and value of its disclosure rules and
guides with a view towards amending or
rescinding those rules or guides which
do not yield the expected benefits. Most
of the commentators supported these
particular guidelines and called the re-
sulting disclosure valuable. A number of
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amendments were made, however, to
reduce the volume of disclosure, lower
compliance costs, and improve the
quality of the retained disclosure.?2

Small Business

The Office of Small Business Policy
in the Dwision of Corporation Finance
was established in June 1979 to lead
the Commission’s small business rule-
making initiatives, to review and com-
ment upon the impact of rule proposals
on small businesses, and to serve as li-
aison with Congressional committees,
government agencies and other groups
concerned with small business. After its
first year of operation, the Office 1s
continuing its efforts to alleviate, to the
degree consistent with the protection of
investors, the problems of small busi-
ness in raising capital. In this regard,
the Office has already coordinated its
efforts with (1) the White House Confer-
ence on Small Business Financing; (2)
the Inter-Agency Task Force on Do-
mestic Policy Review of Industrial Inno-
vation, and (3) the Joint SEC-NASAA
Committee on Small Business Capital
Formation.

Form S—18—The Office is also re-
sponsible for monitoring the content
and quality of disclosure in smaller of-
ferings, pursuant to both Regulation A
and Form S—18, which i1s the simplified
registration procedure for small busi-
nesses. Form S—18 calls for substan-
tially less narrative and financial disclo-
sure than Form S~ 1, which 1s the form
such issuers would otherwise use for
registration of their securities. In a fur-
ther effort to reduce the registration
burden on small issuers, the Form
S-18 was designed so as to contain all
the disclosure requirements within the
confines of the form itself so that the
preparer need not seek out any cross
references to other rules and forms.
Form S—18 is available to certain do-
mestic and Canadian corporate issuers

26

for the registration of up to $5 million of
their securities to be sold for cash. In
order to facilitate processing for the is-
suer, the form may be filed with the re-
gional offices of the Commission as
well as in Washington, D.C. From its
adoption in April 1979,8% to August
1980, over 128 offerings were filed on
Form S—18 in Washington and the re-
gional offices.

In March 1980, the Commission re-
leased the results of a study prepared
by its Directorate of Economic and Poli-
cy Analysis (the Directorate). The report
examined the record of Form S-18
use during 1979 and compared key as-
pects with a sample of Form S-1
users. It found that the new Form S-18
has largely displaced the traditional
Form S—1 for the registration of
smaller imtial offerings of common
stock, and that these S—18 filings, cov-
ering offerings amounting in the aggre-
gate to over $286 million, were made
by companies that for the most part
had never before sought to raise capital
through the public markets.

Long-Range Studies —Analysis of
the policy implications of the Federal
securities laws confronting small, high-
technology corporations in the capital
markets, as well as accounting disclo-
sure, tender offers and other policy con-
cerns relevant to such enterprises, has
been the focus of a joint project with
the Department of Commerce’s Experi-
mental Technology Incentives Program
(ETIP) and the Commission’s Directo-
rate. This project encompasses a broad
spectrum of related studies, including
several which will be published by the
Directorate in the newly launched Capi-
tal Market Working Papers series.

A joint project with the Small Busi-
ness Administration examining initial
public offerings has been completed
and reports have been distributed to the
general public and small business
firms. A new project to study the role of



certain exemptions from securities reg-
istration in providing a source of fi-
nancing to small issuers has been
undertaken and will culminate in a final
report to be published in December
1981.

Rule 242 —On January 17, 1980, the
Commission adopted Rule 242, pursu-
ant to Section 3(b) of the Securities
Act.?4 This rule provides an exemption
from the registration provisions of the
Securities Act for sales by domestic
corporate issuers of securities up to $2
million in any six-month period to an
unlimited number of “accredited invest-
ors” as defined in the rule, and to 35
non-accredited persons. The rule itself
does not require the 1ssuer to furnish an
offering circular to investors if only ac-
credited persons are involved in a Rule
242 offering, based upon the presump-
tion that these types of investors are
able to fend for themselves. If, however,
a Rule 242 offering involves one or
more non-accredited persons, the issu-
er must furnish all purchasers, in-clud-
ing both accredited and non-accredited
persons, the same kind of information
as that specified in Form S—18 to the
extent material, except for certain finan-
cial information.

Rule 254 —On June 19, 1980, the
Commission proposed tor comment
certain amendments to Rule 252 under
Section 3(b) of the Securities Act.85
Rule 252 provides that a Regulation A
exemption from registration for small
public offerings of an issuer’s securities
shall not be available if the issuer is
subject to one of the disqualifications
described in the rule. The Commission
solicited comments on amendments to
the rule which would, among other
things, make disqualifications, which
now last indefinitely, terminate auto-
matically after five years. In addition, the
Commission proposed certain amend-
ments to Rule 242 that would conform

the disqualifying provisions of that rule
to amended Rule 252.

Classifying of Issuers —On June 2,
1980, the Commission authorized the
issuance of a release announcing that it
was considering the advisability of clas-
sifying 1ssuers under the Exchange Act
so that defined classes of smailer issu-
ers might have modified reporting and
other requirements.®® The release
raised a number of general gquestions
about the desirability or feasibility of a
classification system and the criteria
which could be used in grouping com-
panies. In this connection, the Commus-
sion also released certain statistical data
with respect to those companies that
are subject to the pernodic reporting
provisions of the Exchange Act for the
purpose of evaluating potential classifi-
cation cniteria. The Commission intends
to consider the public comments in
connection with any proposal of
amendments to rules or forms under
the Exchange Act.

Legislation —The Commission was
also active in the formulation of pro-
posed legislation entitled, “The Small
Business Investment Incentive Act of
1980, HR. 7554. In addition to the sig-
nificant amendments to the Investment
Company Act and the Investment Advis-
ers Act that are designed to alleviate un-
necessary regulatory constraints on
venture capital undertakings (discussed
in the “Investment Companies and Ad-
visers" section of this Annual Report),
the proposed legislation would also
amend the Securities Act and the Trust
Indenture Act of 1939 (Trust Indenture
Act). First, the proposed legislation
would create a new exemption from the
registration provision in Section 5 of the
Securities Act substantially similar to
the “accredited investor’ concept of
Rule 242. In addition, at the request of
the Commission, the legislation would
raise from $2 mullion to $5 million the
ceiling on the Commission’s authority
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under Section 3(b) of the Securities Act
to exempt small issuers from the regis-
tration requirements of that Act. Finally,
based upon a legislative proposal sub-
mitted by the Commission, the pro-
posed legislation would amend the
Trust Indenture Act to increase the ag-
gregate amount of securities that may
be partally or totally exempt from the
provisions of that Act. (Subsequent to
the close of the fiscal year, on Octo-
ber 21, 1980, this legislation was signed
into law.)

Tender Offers

Tender offer Rules —In November
1979, the Commission adopted new
tender offer rules®” which had been
published for comment in February
1979. At the same time, the Commis-
sion published for comment other pro-
posed tender offer rules.8® This action
was part of the Commuission's ongoing
program to establish a comprehensive
regulatory framework with respect to
tender offers.

The new rules govern the activities of
the person making the tender offer (the
bidder) and prescribe certain obliga-
tions for the issuer of the securities
sought in the tender offer (the subject
company). The rules regulating the bid-
der may be divided into four categories:
filng requirements; dissemination pro-
visions; disclosure requirements; and
substantive provisions. The operation of
these rules is triggered by the date of
commencement of the tender offer,
which is defined by Rule 14d-2 as es-
sentially equivalent to the date the ten-
der offer is first published or sent or giv-
en to security holders.

Rule 14d-3 requires the bidder to
file a Tender Offer Statement on Sched-
ule 14D~-1 as soon as practicable on
the commencement date, to hand deliv-
er a copy of the schedule to the subject
company and to give telephonic notice
of certain information to the securities
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exchanges and the NASD. Material,
changes in the information disclosed in
the Schedule 14D—1 are to be filed as
amendments in the same manner as an
original filing.

Rule 14d-4  establishes three
alternative methods of disseminating a
tender offer to security holders which
involves the exchange of their securities
for cash: long-form publication; sum-
mary publication; and the use of stock-
holder lists and security position list-
ings. While tender offers may be dis-
seminated by methods other than those
specified in Rule 14d—4, the use of the
latter two methods is governed by the
requirements of this rule. The dissemi-
nation of a tender offer involving the ex-
change of securities is governed by the
provisions of the Securities Act if the
transaction is subject to the registration
requirements of that Act. Rule 14d-6
sets forth the specific disclosure re-
quirements applicable to these tender
offers, which requirements are generally
based on the method of dissemination.
If summary publication, stockholder lits
or security positions listings are used,
then the summary advertisement must
contain specified disclosure items. Sub-
stantive provisions concerning tender
offers regulate the minimum length of a
tender offer, require prompt payment or
return of the securities at the termina-
tion of the tender offer, provide addi-
tional withdrawal rights, and permit the
bidder to extend certain pro rata ac-
ceptance provisions if full disclosure is
made.

The new rules impose two duties on
the subject company. First, the subject
company must comply with Rule
14d~5 which permits the bidder to
elect to use the subject company’s
stockholder list or dissemination of the
tender offer materials. The subject
company could determine to retain the
stockholder list, in which case the sub-
ject company would distribute the bid-



der’s tender offer materials, or to fur-
nish the stockholder list to the bidder, in
which case the bidder would distribute
them. Second, the subject company is
required to disclose to security holders
its position with respect to the tender
offer and the reasons therefor. Such a
communication may be a solicita-
tion/recommendation governed by Rule
14d-9 requiring the filing of Schedule
14D -9 with the Commission and trans-
mittal to other designated persons

The rules that the Commission pro-
posed for comment in November 1979
included a definition of the term “tender
offer”; certain antifraud provisions con-
cerning trading by certain persons in
possession of material non-public infor-
mation relating to a tender offer; provi-
sions requiring equal treatment of secu-
rity holders in the context of tender
offers; and a prohibition on certain pur-
chases not made by means of a tender
offer. In September 1980, the Commis-
sion adopted one of these proposals,
Rule 14e-3, which established a “dis-
close or abstain from trading rule” for
any person in possession of matenal in-
formation that relates to a tender offer
by another person, which information
he knows or has reason to know is
nonpublic and was acquired from that
other person or the issuer of the securi-
ties subject to the tender offer.8? Includ-
ed in the rule are exceptions pertaining
to multi-service financial nstitutions
and brokerage transactions. In addition,
as a means reasonably designed to pre-
vent fraudulent, deceptive or manipula-
tive acts or practices, an “anti-tipping”
rule was established with respect to ma-
terial, non-public information relating to
a tender offer. With respect to the re-
maining tender offer rule proposals, the
Commission anticipates further rule-
making proceedings in the near future.

Tender Offer Legislation —On Feb-
ruary 15, 1980, the Commission sent to
Congress, in response to requests re-

ceived from Senators Proxmire,
Willams and Sarbanes, a package of
legislative proposals relating to tender
offers and acquisition of control.
Among other things, these proposals
would make certain changes to the cur-
rent scheme of regulation in the Ex-
change Act as established by the
Williams Act.

First, as to disclosure of beneficial
ownership, the proposed revision of
Section 13(d), and the rules which
would be adopted thereunder, would re-
place current Sections 13(d) and 13(g)
and would establish a unified and ef-
fective system for the disclosure of five
percent beneficial ownership of pubhc-
ly-traded equity securities. Moreover,
the proposal would correct the present
situation in which a person who has be-
come obliged to file a statement dis-
closing the beneficial ownership of five
percent or more of the secunties of a
class, or who has become obliged to
amend such statement, may continue
acquiring additional securities during
the period prior to the actual filing of
the required statement.

Second, as to issuer repurchases,
present Section 13(e) would be re-
enacted with only minor, conforming
amendments. As is presently the case
under Sections 13(d) and 14(d), 1ssuer
repurchases would not be subject to the
reporting requirements of proposed
Section 13(d) or the regulatory require-
ments of proposed Section 14(d). Rath-
er, issuer repurchases will continue to
be regulated, as is necessary or appro-
priate by Commission rules adopted
under Section 13(e).

Third, the present system of regulat-
ing “tender offers,” which are not de-
fined by statute, would be replaced by a
system of regulating “statutory offers,”
which are defined, with appropriate ex-
ceptions, as acquisitions by any person
who is or would become the beneficial
owner of more than ten percent of a
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class of publicly traded equity securi-
ties. Like present Section 14(d), the
proposed revision would goven the dis-
semination of pertinent information.

Fourth, proposed Section 14(i) would
create and define certain aspects of a
private right of action for damages
and/or equitable relief for violation of
any provisions of proposed Section
13(d), 13(e), 14(d), 14(e), 14(f), 14(g)
or 14(h). In addition to overruling Piper
v. Chris Craft Industries, which denied
a defeated tender offeror standing to
sue for damages under Section 14(e),
the proposal would provide needed pro-
tection to a broad range of persons ag-
grieved by violations of the beneficial
ownership reporting, issuer repur-
chases, “statutory offer,” and antifraud
provisions of proposed Sections 13(d),
13(e), 14(d) and 14(e), respectively.

Finally, the proposal would provide
for an explicit preemption of the anti-
takeover laws enacted by the States.
Under the proposal, the only such laws
allowed would be those limited in therr
application to tender offers for or acqui-
sitions of securnties of issuers having
their principal place of business in the
State, and having 50 percent or more of
their shareholders, who hold 50 percent
or more of the securities of the class,
residents in that State. (This legislation
was introduced n the Senate on Octo-
ber 1, 1980).

Beneficial Ownership Report

In June 1980, as required by Section
13(h) of the Exchange Act, the Com-
mission sent a report to Congress con-
cerning the beneficial ownership report-
ing requirements under the Exchange
Act. The Commission concluded that in
general the beneficial ownershp report-
ing requirements were operating effect-
ively to produce appropnate disclosure
of information concerning substantial
acquisitions and holdings of equity se-
curities by certain institutional investors
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and by officers and directors and cer-
tain beneficial owners of most publicly-
held companies. The Commission
identified certain areas where additional
rulemaking may be appropriate either
to close a disclosure gap in the present
reporting system or to make the disclo-
sure mandated more meaningful, while
lessening the burdens and costs of
such reporting. In addition, the Com-
mission identified one area where addi-
tional legislation would be appropriate
to improve the timeliness of certain dis-
closures.

The Commission also considered the
issue of whether it is feasible or desira-
ble to reduce or otherwise modify the
five percent reporting of beneficial own-
ership thresholds in Sections 13(d) and
13(g) of the Exchange Act. Based upon
an evaluation of the present reporting
requirements and a comparison of the
benefits and burdens of lowered report-
ing thresholds, the Commission con-
cluded that at this time it was neither
feasible nor desirable to modify these
reporting thresholds.

Accounting Matters

The Accounting Profession and the
Commission’s Qversight Role —The
Commussion and its staff have contin-
ued to be active in overseeing the ac-
counting profession’s initiatives de-
signed to establish meaningful
self-regulation, assure the independ-
ence of auditors, and improve the ac-
counting and auditing standard-setting
processes. The overall objectives of the
Commission’s oversight activities is to
assure that the accounting profession
continues to make substantial progress
toward its primary goal of promoting
public confidence in the integrity and
credibility of financial reporting by pub-
lic companies.

In August 1980, the Commission
submitted to Congress its Third Report
on the Accounting Profession and the



Commission’'s Oversight Role In that
report, the Commission concluded that
the accounting profession, under the
oversight of the Commission, has made
significant progress toward achieving its
goals. The Commission noted, however,
that the process of reform and improve-
ment is far from over and that the pro-
grams instituted by the profession dur-
ing the past few years must stand the
test of time.

With respect to the profession’'s self-
regulatory efforts, the Commussion stat-
ed that while the structure is in place, its
programs and mechanisms are not yet
fully implemented or tested. In addition,
continued commitment by members of
the profession and effective leadership
from within the private sector is neces-
sary. Whether the profession can ac-
complish the ultimate goal of effective,
meaningful self-regulation is still de-
pendent upon future developments.
While some questions and potential
problems remain, the Commission con-
tinues to believe that the profession’s
efforts to create and maintain a mean-
ingful system of self-regulation and self-
discipline deserve the continued sup-
port of the Congress and the Commis-
sion. The Commission further believes
that allowing the profession additional
time to accomplish its objectives is ap-
propriate since the Commission is not
convinced that comprehensive, direct
governmental regulation of accounting
or accountants would afford the public
either increased protection or a more
meaningful basis for confidence in the
work of public accountants.

With respect to the standard-setting
processes of the private sector, the
Commission stated in its August 1980
Report that it continues to believe that
the initiative for establishing and im-
proving accounting and auditing stand-
ards should remain in the private sec-
tor, subject to Commussion oversight.
The Commission reaffirmed its contin-

ued strong support for and general sat-
isfaction with the work of the Financial
Accounting Standards Board (FASB),
The Commission believes that the
FASB must continue its efforts to pro-
vide leadership and take appropriate ac-
tion 1n controversial areas, and that
members of the accounting profession
must continue to support the FASB's
decisions and join more actively in the
standard-setting process. The Commis-
sion also stated its continued belief that
the Auditing Standards Board (ASB)
and its Advisory Council have generally
performed in a satisfactory manner and
have generally been responsive to
changing public expectations concern-
ing the role of the auditor.

Although the Commission acknowl-
edges that significant progress has
been made by the accounting profes-
sion to date, the Commission’s stat-
utory responsibility for the integrity of
the financial information disseminated
by public companies requires contin-
uing attention to the accounting princi-
ples underlying that information, the au-
diting standards by which it is reviewed,
and the independence and competency
of the profession which performs that
review. The Commission will, of course,
continue to monitor the profession and
to offer guidance, comments and lead-
ership, if necessary and where appropri-
ate.

Scope of Services by Independent
Accountants —The appropriate scope
of non-Audit services to be provided by
independent public accountants has at-
tracted substantial attention in recent
years. Study and debate has centered
around various services performed of a
non-aduit nature (tax services, account-
ing and review services and manage-
ment advisory services), with principal
attention being focused on manage-
ment advisory services (MAS) and the
potential impact that performance of
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such services for audit chents may have
on auditor independence.®°®

During 1979, the Commission under-
took to establish a system for moni-
toring the new disclosures required to
be included in proxy statements by Ac-
counting Series Release No. 250 (ASR
No. 250). A sample of approximately
1,200 proxy statements, including both
exchange-listed and over-the-counter
registrants, were chosen statistically for
review. Emphasis was placed on ob-
taining a better understanding of the
nature of non-audit services being per-
formed and the magnitude of such
services in terms of percentage rela-
tionships to aggregate audit fees.

Results of this first year review
showed that a large majority (approxi-
mately 91 percent) of companies en-
gaged therr auditors for some type of
non-audit services, with the highest in-
cidence being in tax related areas. The
survey further indicated that the inci-
dence of performance of certain specif-
Ic services (i.e., actuarial services, plant
layout, market surveys) was minimal. In
Accounting Series Release No. 264
(ASR No. 264), which presented the
Commission's views regarding factors it
believes management, the audit com-
mittee and the accountant should con-
sider in determining the appropriate
scope of services to be performed by
independent accountants, the Commis-
sion noted that the performance of
these specific services may, in many
cases, be difficult to justify on the basis
of the factors set forth therein. In addi-
tion, the Report of the Senate Subcom-
mittee on Reports, Accounting and
Management of the Committee on Gov-
ernmental Affairs ®! indicated that these
specific services are incompatible with
the public responsibilities of independ-
ent auditors.

As for the magnitude of non-audit
services performed, the survey indi-
cated that 68 percent of the companies
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incurred fees for non-audit services rep-
resenting 0-25 percent of the total audit
fees; 21.9 percent of the companies
were In the 26-50 percent range; 7.4
percent of the companies were in the
51-100 percent range; and 2.7 percent
of the companies were over 100 per-
cent.

While these new disclosures for 1979
contribute to an understanding of ex-
isting practice, the Commission does
not believe that meaningful conclusions
as to the need for rulemaking or legisla-
tion can be drawn from disclosures for
a single year. The relationships need to
be reviewed and evaluated over a longer
period of time. Accordingly, the Com-
mission plans to use, over the next sev-
eral years, the disclosures provided in
proxy statements to obtain a better un-
derstanding of the nature and extent of
auditor-chent relationships and to iden-
tify any trends which develop as a resuit
of the guidance offered by ASR No. 264
or as a result of actions taken by the ac-
counting profession.

Although the Commission believes
that ASR Nos. 250 and 264 provide a
meaningful framework for the determi-
nation of the appropriate scope of serv-
ices to be performed by independent
accountants, it has not ended its exami-
nation of the scope of services issue.
Rather, it views the issuance of ASR
Nos. 250 and 264 as part of a contin-
uing examination of the relationships
between registrants and their independ-
ent accountants. After continued moni-
toring of the practice, the Commission
will be in a better position to determine
if any further action is necessary in this
area.

Accounting Standards for Oil and
Gas Producers —The Commission con-
tinues to assign a high priority to the is-
sue of accounting practices for oil and
gas producing companies.®? The Com-
mission is currently experimenting with
reserve recognition accounting (RRA), a



new method of accounting for oil and
gas producers. In September 1979, it
adopted rules for the supplemental dis-
closure of a summary of changes in the
present value of estimated future net
revenues from the production of proved
reserves. Also adopted was a require-
ment for a summary of oil and gas pro-
ducing activities prepared on the basis
of RRA. The Commission anticipates
that these supplemental disclosures, to-
gether with previously adopted disclo-
sure requirements, will provide the basis
for evaluating the feasibility of requiring
RRA as a uniform accounting method in
the primary financial statements.

Closely related to the question of ap-
propriate financial statements disclo-
sures of oil and gas reserve information
is the degree of auditor association with
the information. In April 1980, the Com-
mission considered the question of an
audit requirement regarding oil and gas
reserves. The Commission emphasized
that it considers reserve information to
be extremely important to an under-
standing of the financial results of a oil
and gas producing company. At the
same time, however, 1t acknowledged
that uncertainty exists concerning the
costs and related benefits of requiring
an audit of the reserve information. Ac-
cordingly, the audit requirement was
further postponed until a decision is
reached on adopting RRA as a uniform
method of accounting in the primary fi-
nancial statements. The postponement
of the audit requirement does not rep-
resent a conclusion on the part of the
Commission as to whether or not RRA
is feasible as a uniform method of ac-
counting in the primary financial state-
ments.

The Commission staff is also coordi-
nating its activities on oil and gas ac-
counting with related efforts of the
FASB —specifically, the FASB's efforts
to develop supplemental disclosures as
to the effects of changing prices for

specialized assets, including proved oil
and gas reserves. In making any final
determinations on accounting practices
for oil and gas producers, the Commis-
sion will also give careful consideration
to progress made by the FASB in the
development of a conceptual frame-
work for financial accounting and re-
porting.

FASB Conceptual Framework Proj-
ect —The Commission continues to be-
lieve that the development of a concep-
tual framework as a basis for
addressing accounting problems 1s the
most important financial reporting mat-
ter confronting the FASB and its con-
stituents. A conceptual framework
should assist the FASB by providing
structure and direction to financial ac-
counting and reporting through an ar-
ticulation of a coherent system of inter-
related objectives and fundamentals
leading to consistent standards, and
through prescribing the nature, function
and limits of financial accounting and
reporting. The existence of such a
framework should enhance the stand-
ard-setting process by accelerating the
responsiveness of the FASB to emerg-
Ing accounting problems and contrib-
ute to more timely, effective and con-
sistent standards. In addition, a
comprehensive conceptual framework
should enhance the understanding of
preparers and users of financial infor-
mation as to the purposes, content and
charactenstics of such information.

During the past year, the Commis-
sion has continued to actively oversee
the FASB's standard-setting initiatives.
While the Commission has some con-
cerns with respect to the delays that
have been experienced in the FASB's
conceptual framework project, as well
as with the lack of clarity as to which
phase or phases of the project will ad-
dress certain fundamental conceptual
issues, the Commission is generally
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satisfied with the FASB's overall efforts
during the past year.

The FASB 1s devoting a major por-
tion of its resources to this project
which is necessarily a long-term evolu-
tionary effort. However, as the frame-
work develops during the next few
years, 1t i1s important that the evolving
principles and concepts contribute sig-
nificantly in developing financial report-
ing standards that address the impor-
tant fundamental issues presently
confronting the FASB and its constitu-
ents.

Although the Commission recognizes
the long-term nature of the project, the
Commission also believes that there are
certain basic issues that the FASB
should address within the next few
years—perhaps within the maximum
five-year experimental period estab-
lished by the FASB for a comprehen-
sive re-look at Statement of Financial
Accounting Standards No. 33 (FAS-33),
“Financial Reporting and Changing
Prices " In this connection, the Com-
mission believes that the resolution of
the following two issues will be critical
to the success of the conceptual frame-
work project:

The first 1ssue is the development of
concepts to govern the establishment
of accounting standards regarding the
points in time when the elements of fi-
nancial statements—i.e., assets, liabili-
ties, revenues, expenses, etc.—should
be recognized in the financial state-
ments and the manner in which recog-
nized elements should be measured. In
this connection, the Commission be-
lieves that the measurement concepts
set forth in FAS-33 are sound and that
these concepts should be developed in
a general concept statement dealing
with measurement issues. Progress in
these areas will, or should, directly af-
fect the ultimate disposition of certain
major projects (such as business com-
binations, consoclidation policy and in-
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terim financial reporting) postponed by
the FASB pending developments in the
conceptual framework project. Devel-
opment of these phases should also as-
sist the Commission in its consideration
of appropriate accounting and financial
reporting for oil and gas producing
companies.

Second are the conceptual issues re-
lated to the determination and display
of the key components of operating
performance and cash flow, which are
highly relevant in the current economic
environment. A corollary issue is the na-
ture of possible summary financial re-
porting indicators that might be devel-
oped from this project which would
identify the key items that indicate the
success of an enterprise. The FASB
must make progress on the phase
whose objective is to determine the
kinds of information about an enter-
prise’s flow of funds and its liquidity po-
sition that should be provided in the
context of objectives of financial report-
ing. The Commission believes that one
of the ultimate resuits of this phase
should be a revision of the statement of
changes in financial position to better
reflect cash flows.

The Commission will continue to
work with the FASB by offering its com-
ments and criticisms, where necessary,
in an effort to ensure that the conceptu-
al framework ultimately leads to a set of
principles and concepts, as well as
standards emanating from those princi-
ples and concepts, which will serve the
needs of users of financial information
in a constantly changing economic en-
vironment.

Financial Reporting and Changing
Prices —The Commission continues to
view the development of financial re-
porting to reflect the impact of inflation
and changing prices as one of the most
important ongoing challenges facing
the FASB, the accounting profession
and the business community. In partial



response to the need for financial re-
porting which reflects the economic re-
alities of doing business, the FASB, in
September 1979, issued its first stand-
ard to address the compiex area of ac-
counting for the effects of changing
prices. Considered by the Commuission
to be a significant breakthrough in the
private sector standard-setting process,
FAS-33 represents an important addi-
tion to the historical cost-based ac-
counting model and, perhaps more im-
portantly, reflects the willingness of the
FASB to deal with difficult issues
requiring innovative solutions.

FAS-33 represents an experimental
effort by the FASB, requiring two funda-
mentally different approaches to be fol-
lowed in preparing required disclosures.
Large, publicly-held companies subject
to the provisions of the new standard
are required to provide disclosure (as
supplemental information to the pri-
mary financial statements) of both the
effects of general inflation, and the ef-
fects of changing prices of specific
goods and services.

FAS-33 reflects clearly the FASB's
recognition that the state of the art does
not permit a definitive standard, that ex-
perimentation 1s necessary, and that the
urgency of the need for disclosure of
the effects of inflation cannot await a
perfect solution The FASB has under-
taken to study the disclosure practices
under the new standard and to monitor
the extent to which the information is
used, the type of users who find the
data useful, and the purpose for which
it is used. The FASB plans to amend or
withdraw requirements when evidence
justifies the need and has stated that
FAS-33 will be given a comprehensive
reconsideration after a period of not
more than five years. The Commission
understands the basis for the FASB's
conclusion as to the need for experi-
mentation and supports its continuing
efforts in this area in seeking the most

meaningful disclosures. As a result of
the 1ssuance of FAS-33, the Commus-
sion rescinded its replacement cost rule
and extended its safe harbor provisions
to disclosures required by the new
standard.

Ultimate success in achieving mean-
ingful disclosures concerning the ef-
fects of inflation and changing prices
will depend to a large extent on the ef-
forts of the accounting profession and
the business community in applying the
new standard and experimenting with
additional disclosures which may help
users assess the impact of changing
prices on particular entites and indus-
tries. In this regard, the Commission be-
lieves that the new standard should be
viewed as a minimum for disclosure
and that the corporate community
should strive to contribute to the private
sector standard-setting process by vol-
unteering additional information which
may be necessary to make the report-
ing most meaningful and useful in the
circumstances

Reporting on Internal Accounting
Control —During the fiscal year, the
Commission completed its review and
evaluation of the numerous public com-
ments received on its proposed rules
which would have required inclusion of
a statement by management on internal
accounting control 1n annual reports on
Form 10-K filed with the Commission
under the Exchange Act, and in annual
reports to security holders furnished
pursuant to the proxy rules.%3

In June 1980, the Commission, in Ac-
counting Series Release No. 278 (ASR
No. 278), announced the withdrawal of
these rule proposals. The Commis-
sion's decision was based, in part, on a
determination that the private-sector in-
itiatives for public reporting on internal
accounting control were significant and
should be allowed to continue The
Commission believes that its action will
encourage further voluntary mtiatives
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and permit public companies a maxi-
mum of flexibility in experimenting with
various approaches to public reporting
on internal accounting control. Further,
the Commission urged similar experi-
mentation concerning auditor associa-
tion with such statements.

The Commission intends to give fur-
ther consideration to rule proposals
concerning management reports, and
auditor association with them, based
upon three years’ experience. In order
to supplement the information which
the Commission obtained in the course
of the rulemaking proceeding and
through its analysis of reports for 1979,
the Commission intends to continue a
monitoring program through the spring
of 1982. As part of that program, the
Commission will carefully monitor
private-sector initiatives in this area, as
well as issuer practice in voluntarily pro-
viding management statements on in-
ternal accounting control and in enga-
ging independent accountants to report
on such statements.

In conjunction with its monitoring ef-
fort, the Commission invited public
comment both on the progress being
made by the private sector, as well as
on what regulatory action the Commis-
sion might consider in this area. In ad-
dition, the Commission also encour-
aged comments on other issues and
matters discussed in ASR No. 278.

Should the Commission’s monitoring
effort or the comments which it re-
ceives identify a specific need for fur-
ther Commission action, the Commis-
sion stands ready to take whatever
appropriate regulatory action may be
indicated. In any event, however, a more
comprehensive reconsideration of this
area by the Commission can be ex-
pected after the Commission has had
the benefit of its analysis of three years’
experience with voluntary management
reporting and auditor involvement.
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Auditor Association with Required
Supplemental Financial Informa-
tion —The accounting profession today
is facing new challenges over and
above the traditional challenge of per-
forming quality audits of financial state-
ments. It is faced with the need for its
members to become involved with sup-
plementary financial information dis-
closed outside the confines of tradition-
al financial statements. The FASB
adopted a concept of financial reporting
which recognizes that certain informa-
tion, while relevant to an understanding
of a company’s financial position and
results of operations, is better provided,
or can only be provided, by means of fi-
nancial reporting other than in financial
statements. Recognition that the do-
main of financial reporting should ex-
tend beyond the primary financial state-
ments is a significant step in the
accounting standard-setting process
and one for which the Commission has
expressed support.

Recognizing that the accounting pro-
fession must accept some degree of re-
sponsibility for the presentation of sup-
plementary inforrmation, the ASB, in
December 1979, issued its Statement
on Auditing Standards No. 27 (SAS 27),
“Supplementary Information Required
by the Financial Accounting Standards
Board.” SAS 27 provides guidance to
an independent auditor on the nature of
procedures to be performed when sup-
plementary information is required to
be presented pursuant to FASB pro-
nouncements. Additionally, it requires
an auditor to expand his report on the
audited financial statements, if necessa-
ry, to call attention to an inability to
complete the prescribed procedures,
the omission of required supplementary
information, or material departures
from FASB guidelines on the measure-
ment or presentation of such informa-
tion.

The Commission believes that SAS



27 is a positive step toward providing
the profession needed guidance in as-
sessing the nature and extent of its as-
sociation with supplementary informa-
tion. However, the Commission is
troubled by the ASB’s decision to adopt
requirements for exception reporting as
opposed to explicit reporting on re-
quired supplementary financial infor-
mation. An accountant's explicit report
on supplementary information which
describes the nature of his review and
states whether he is aware of any mate-
rial modifications that should be made
to the information for it to conform with
the FASB's guidelines should provide
an important channel of communica-
tion between the profession and users
of financial reports.

The Commission understands that
the ASB deferred requiring explicit re-
porting on supplementary information
due to, among other matters, its uncer-
tainty over the applicability of Section
11 of the Securities Act to accountants’
reports on supplementary information
which are included in registration state-
ments. The Commission recognizes
that accountants’ hability for reports on
supplementary information must be

consistent with their responsibility with
respect to such information. According-
ly, the Commission has proposed rules
which exclude accountants from liability
under Section 11(a) of the Securities
Act for their reports on the two types of
supplementary information now re-
quired in financial reporting—the ef-
fects of changing prices and data on oil
and gas reserves. The Commuission be-
lieves that these proposed rules repre-
sent important steps in encouraging the
ASB to adopt requirements for explicit
reporting by auditors.

The Commission intends to consider
whether it would be more appropriate
for the hability issue to be addressed
generally in the context of all types of
supplementary information rather than
specific supplementary information
which companies are now presenting in
registration statements and other docu-
ments furnished to shareholders or in-
vestors. The inclusion by public com-
panies of supplementary financial
information in annual reports and other
disclosure documents is a new and
evolving area of financial reporting and
one which the Commission desires to
encourage.
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Investment Companies and Advisers

Disclosure Study and Related
Matters

The Division of Investment Manage-
ment established a study group at the
end of fiscal year 1979, to undertake a
thorough review of investment compa-
ny disclosure requirements under the
Securities Act of 1933 (Securities Act)
and Investment Company Act of 1940
(Investment Company Act). The objec-
tive is to reduce unnecessary burdens
on both the industry and the staff which
may result from present disclosure re-
quirements.

The first recommendations resulting
from this study, Rule 465 under the Se-
curities Act and related amendments to
the registration statement forms,®* were
adopted by the Commission on August
25, 1980. This rule permits most post-
effective amendments to registration
statements filed by open-end, manage-
ment investment companies and unt
investment trusts, cher than insurance
company separate accounts, to become
effective automatically, without affirma-
tive action on the part of the Commis-
sion or its staff. Amendments which
merely register additional shares, or
which are filed to update the 1ssuer’'s
prospectus and do not discuss any ma-
terial events in its operations, can be-
come effective either immediately or on
a date chosen by the registrant within
20 days of the date of filing. All other
amendments will become effective on
the 60th day after filing, including those
which discuss material events in invest-
ment company operations. The rule is
designed to accomplish two goals.
First, it will eliminate staff review of
purely routine filings, thereby enabling
the Division to concentrate its resources

on those filngs which need the review
process in order to insure complete dis-
closure. Second, and perhaps more im-
portantly, it will permit registrants to as-
sume greater responsibility for their
compliance with the disclosure require-
ments of the Federal secunities laws.

Thus disclosure study is continuing its
review of ways to eliminate duplicative
reporting requirements in documents
sent to existing shareholders and poten-
tial investors. As part of its project to
simplify reporting requirements, the
study group 1s examining ways to rec-
oncile differences in financial state-
ments required to be included in differ-
ent disclosure documents.

The Commission was also active in
the area of money market funds during
the fiscal year. On September 30, 1980,
the Commission adopted amendments
to Form N-1, the registration statement
form for open-end, management in-
vestment companies, and Rule 434d
under the Securities Act, regarding In-
vestment company advertising.%> The
amendment to Form N-1 requires the
inclusion of a yield figure computed by
a standardized method, and a quotation
based on that computation, to be in-
cluded in the prospectuses of money
market funds. The amendment to Rule
434d further requires that any yield
quotations used Iin advertisements un-
der that rule be computed by the same
standardized method. These amend-
ments are based on the need of invest-
ors in money market funds for compa-
rable yield quotations, since such funds
are marketed primarily on the basis of
yield. Prior to adoption of these amend-
ments, money market yield quotations
were not comparable and may have
confused investors.
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On March 14, 1980, the Federal Re-
serve Board announced adoption of a
requirement that money market funds
maintain with Federal Reserve Banks
special non-interest bearing deposits in
respect of any increase in asset size. In
response to this requirement, many
money market funds ceased further
sales to the general public, and their
sponsors filed registration statements
for new funds, known as “clone funds,”
which were substantially identical to ex-
isting funds (base funds) except for the
maintenance of the special deposit. The
Division examined and processed, on a
expedited basis, about 40 registration
statements of these so-called clone
funds. Clone funds were intended to
protect shareholders of the base funds
from the impact of lower yields, which
would have resulted from maintenance
by the base funds of the special deposit,
while simultaneously allowing investors
to continue to purchase money market
fund shares, albeit with a lower yield re-
sulting from the special deposit. The ex-
pedited treatment procedure estab-
lished by the staff made it possible for
most of those funds desiring early ef-
fectiveness to have their registration
statements declared effective by the
Commission within two weeks after the
date of filing.

Investment Company Act Study

The Investment Company Act Study
Group (the Study) was established by
the Division at the end of fiscal year
1978 to review the regulation of invest-
ment companies under the Investment
Company Act. Through its rulemaking
proposals to the Commission and inter-
pretive releases, the Study has pro-
posed, consistent with the protection of
investors, a simpler, more efficient
regulatory system. This system reduces
Commission involvement in investment
company operations and concomitantly
enhances the authority and responsibil-
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ity of investment company directors,
particularly disinterested directors, as
primary overseers of an investment
company's management decisions. The
recommendations of the Study have
generally taken two forms: (1) replacing
administrative review by the Commis-
sion’s staff of proposed investment
company activities with rules estab-
lishing general criteria under which cer-
tain activities are permissible; and (2)
refining the Investment Company Act's
broad statutory prohibitions by interpre-
tation so as to permit activities not orig-
inally contemplated as being within an
exemptive provision's technical scope
or underlying purpose.

Consistent with the goal of placing
greater responsibility on directors for
the operation of investment companies,
during the fiscal year the Commission
adopted several rules which permit cer-
tain transactions between an investment
company and its affiliated persons un-
der certain circumstances and after cer-
tain findings. These rules related to pur-
chase of liability insurance policies;%®
receipt of cash or securities pursuant to
a portfolio company’s plan of reorgani-
zation;®” and mergers and consolida-
tions.®® During that time, the Commis-
sion also adopted rules which lessen
prohibitory regulation when certain con-
tracts for investment advisory or princi-
pal underwriting services are termi-
nated®® and which clarify certain
disclosure notices to periodic payment
plan participants.10©

Additionally, the Commission also
proposed rules which would:

(1) exclude from the definition of in-
vestment company, and hence from
regulation under the Investment Com-
pany Act, certain prima facie investment
companies which are primarily engaged
in a non-investment company busi-
ness;101

(2) temporarily deem certain tran-
sient investment companies not to be



investment companies for purposes of
the investment Company Act;!%2

(3) deem certain subsidiaries of
operating corporations not to be invest-
ment companies for purposes of the In-
vestment Company Act; %3

(4) deem, under specified circum-
stances for purposes of broadening the
exception for private companies from
the definition of investment companies,
a company’s owning ten percent or
more of an issuer’s outstanding voting
securities to be beneficial ownership by
one person;104

(5) exempt the purchase or sale of
certain securities between an invest-
ment company and an affiliated person
who is so affiliated solely because of
having a common investment adviser,
common officers and/or common di-
rectors;!% and

(6) clarify which persons are required
to be covered by fidehty bonding insur-
ance.1%8

Progress was also made during the
fiscal year toward resolving several oth-
er long-standing issues. First, the Com-
mission continued to study whether to
permit mutual funds to finance distribu-
tion of their own shares. For many
years the Commission was reluctant to
permit such a use of fund assets be-
cause of concerns about conflicts of in-
terest, questions about whether funds
would benefit from financing the sale of
their own shares, and doubts about
whether such a use of fund assets
would be fair to existing shareholders.
Nevertheless, consistent with the goals
of the Investment Company Act Study,
the Commission, in September 1979,
published for comment Rule 12b-1
under the Act, which proposed condi-
tions under which use of fund assets for
distribution would be permitted. (Sub-
sequent to the close of the fiscal year,
on October 28, 1980, the Commission
adopted Rule 12b—1.1%7)

Second, the Commission considered
whether to adopt Rule 17j—1 under the
Act. That proposal would require that
investment companies develop codes
of ethics governing purchases or sales
by investment company insiders of the
same securities held or to be acquired
by the investment company. (Subse-
quent to the close of the fiscal year, on
October 31, 1980, the Commission
adopted rule 17j—1.198)

Finally, the staff completed its work
on a proposed solution to the so-called
“mini-account’” problem. These ac-
counts are offered by investment advis-
ers in the form of individual accounts
but may be operated, in practice, more
like investment companies. (Subse-
quent to the close of the fiscal year, on
October 10, 1980, the Commission
published for comment proposed rule
3a—4 under the Investment Company
Act dealing with how to characterize or
regulate investment management serv-
ices which provide clients with individu-
alized treatment.1%%)

Legislation Relating to Venture
Capital

In cooperation with representatives of
the venture capital industry and the
staffs of the Congressional committees
concerned with the securities laws, the
Commission's staff drafted a bill de-
signed to afford comprehensive re-
quirements for certain small businesses
and for certain firms that provide ven-
ture capital to developing businesses.
This bill, the “Small Business Securities
Acts Amendments of 1980", was favor-
ably reported out of the respective
committees by the end of August, 1980.
(A discussion of the bill as it effects
small businesses is found in the Disclo-
sure System section of the Report.)

Titles | and Il of the bill (which con-
sists of five titles) amend the Investment
Company Act and the Investment Advis-
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ers Act These amendments would have
the effect of relieving qualifying “busi-
ness development companies’, as de-
fined in the bill, from many of the
regulatory restrictions imposed by those
two Acts, and substituting a carefully-
tailored pattern of reduced regulation
that takes into account the special
needs of the venture capital industry
while still preserving important protec-
tions for the investing public. This new
framework should substantially reduce
the regulatory costs and impediments
imposed on firms that undertake to fi-
nance and manage developing busi-
nesses. (Subsequent to the close of the
fiscal year, on October 21, 1980, this
legislation was signed into law.)

Significant Applications and
Interpretations

Union Service Group — On Septem-
ber 25, 1980, the Commission granted
an application, under Section 17 of the
Investment Company Act, filed by the
investment companies (funds) in the
Union Service Group, and various affili-
ated companies, which permitted the
externalization of the then internalized
advisory, management and distribution
functions of the funds. The Commis-
sion granted the application after con-
cluding that the disinterested directors
of the funds, based on information pro-
vided them by independent legal coun-
sel and an independent financial con-
sultant, had compared and quantified,
on a company-by-company basis, the
benefits which they anticipated would
result from the externalization against
the increased operating costs which
would, at least initially, result from it in
order to determine whether such costs
and benefits were allocated fairly
among all of the funds. The Commis-
sion also placed significant weight on
the fact that the disinterested directors,
with the assistance of their independent
counsel and consuitant, had deter-
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mined what value should be placed on
the right to manage the funds 1n order
to determine whether the benefits flow-
ing to those companies under the exter-
nalization exceeded the value of the
rnght to manage them being acquired
by the new external manager.

Union-Investment-Gesellschaft — On
August 5, 1980, Union-Investment-
Gesellschaft m.b.H. (Union-Investment)
filed an application for a Commission
order, pursuant to Section 7(d) of the
Investment Company Act, permitting
Unifonds, a West German investment
company which is organized, operated
and regulated in a manner substantially
different from United States investment
companies, to register and sell its
shares in the United States. Union-
Investment advises and administers five
separate funds, including Unifonds, and
1s one of the oldest management com-
panies in West Germany. The applica-
tion is the first such fiing by a foreign
investment company made subsequent
to the issuance of a 1975 Commission
release setting forth the Commission's
policy and guidelines for Investment
Company Act registration of foreign in-
vestment company.*!® Thus, it presents
for the first time novel and difficult is-
sues concerning whether it would be le-
gally and practically feasible to effect-
vely enforce the Investment Company
Act against the West German fund, and
whether 1t would be consistent with the
protection of investors to permit the
fund to sell its shares in the United
States

Institutional Disclosure Program

The Commission’s institutional dis-
closure program, adopted pursuant to
Section 13(f) of the Securities Ex-
change Act of 1934 (Exchange Act),
has now been in operation for over a
year. Under the program, money mana-
gers that fall within the definition of an
“institutional investment manager” con-



tained in Section 13(f)(5) of the Ex-
change Act, and that meet certain crite-
ria set out in Rule 13f—1 under the
Exchange Act, file reports on a quarterly
calendar basis on Form 13F. Among
the money managers that typically meet
the requirements of Section .13(f) and
file Form 13F reports, are investment
advisers, banks and insurance com-
panies. Those managers required to file
Form 13F reports disclose certain equi-
ty holdings of the accounts over which
those managers exercise investment
discretion. Form 13F reports are not
required to be in machine readable lan-
guage. The Commission decided not to
adopt such a form of reporting after
receiving public comments 1n 1979 in-
dicating that some managers do not
employ computer systems and that
those managers that do use computers
employ a variety of systems. In light of
these comments, the Commission de-
termined that managers would find it
unduly burdensome to employ uniform
computer systems for the purpose of
filing Form 13F reports in machine lan-
guage.

Form 13F reports are made available
to the public at the Commission’s Pub-
lic Reference Room as soon as possible
after filing. In most cases, reports are
available within one or two days of their
filing. Also available for public inspec-
tion at the Pubiic Reference Room are
two tabulations of the information con-
tained in Form 13F reports filed with
the Commission. Both tabulations are
produced by an independent contractor
selected through the competitive bid-
ding process. The first of the tabula-
tions includes a listing arranged ac-
cording to individual security held

showing the number of shares of that
securlty held and the name of the mon-
ey manager reporting the holding. The
second tabulation 1s a summary listing,
also arranged according to individual
security, showing the number of shares
of that security reported by all institu-
tional investments managers filing re-
ports. The tabulations are normally
avallable at the Commission's Public
Reference Room between ten days to
two weeks after the end of the 45 day
period for filing Form 13F reports for a
particular calendar quarter. The inde-
pendent contractor produces and offers
for sale to the public a magnetic tape
containing the information included in
the two tabulations.

Because the institutional disclosure
program is still in its formative stages,
and because the Commission has only
limited resources to devote to the pro-
gram, the staff has not yet undertaken
to analyze or otherwise use Form 13F
data on a formal basis. To date, much
of the staff time devoted to the program
has been spent: (1) answering public in-
quiries concerning the substantive pro-
visions of Section 13(f) and the require-
ments of Form 13F; (2) assisting the
general public, and on occasion repre-
sentatives of congressional committees,
in interpreting Form 13F information;
and (3) preparing for publication the list
of equity securities, used to complete
Form 13F, that the Commission is re-
quired to make public under Section
13(f)}(3) of the Exchange Act. The Com-
mission and the staff have also under-
taken consideration of the issue of
when confidential treatment should be
granted covering information contained
in Form 13F reports.
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Enforcement Program

The Commission’s enforcement pro-
gram is designed to secure as broad a
regulatory impact as possible with the
limited resources available. To this end,
the Commission relies heavily upon civil
damage actions based upon violations
of the Federal securities laws, and upon
self-regulatory and state and local law
enforcement agencies. With respect to
those agencies, the Commission de-
votes substantial efforts towards pro-
moting the effective coordination of en-
forcement activities. In this manner, the
Commission seeks to make maximum
effective use of available resources in
order to obtain an increased enforce-
ment presence concerning matters
within its jurisdiction.

The cases described here are illustra-
tlons which reflect the breadth of the
Commission’s responsibilities and its
enforcement responses, and the contin-
ued vigor and effectiveness of the en-
forcement program.

Sanctions and Remedies

The Federal securities laws provide
administrative and civil and criminal ju-
dicial remedies for violations of those
laws. Sanctions in administrative pro-
ceedings for individuals subject to the
Commission’'s regulatory jurisdiction
may range from the imposition of a
censure to the barring of a securities
professional from the profession. An-
other type of administrative remedy per-
mits the Commission to find, under ap-
propriate circumstances, that an issuer
of securities subject to the periodic re-
porting provisions of the Federal secu-
rities laws, has failed to comply with
those provisions, and to order that issu-
er to comply upon such terms and con-

ditions as the Commission may specify.
The civil court remedy usually available
to the Commission is court entry of an
injunction barring further wviolations in
addition to which the courts often enter
orders providing for appropriate ancilla-
ry relief. Criminal sanctions include
fines and imprisonment.

The Federal securities laws are pri-
marily remedial in nature. In recognition
of that purpose, in the htigation and set-
tlement of its proceedings the Commis-
sion makes every attempt to prevent a
recurrence of violative activity and to
rectify the result of past violations. The
Commission has been particularly suc-
cessful in securing appropriate relief in
injunctive actions. In fiscal year 1980,
examples of such relief included: an
agreement by a defendant to return $9
million alleged to have been wrongfully
obtained;'!! the appointment to boards
of directors of persons previously
unaffiliated with a corporation;**2 filings
with the Commission which correct
earlier, incorrect filings;!!3 undertakings
by persons to resign as officers of cor-
porations;''* undertakings by persons
to repay monies found to be due and
owing from activities complained of in
the Commission’s complaint;!'® an af-
firmative undertaking by individuals to
use their best effort to have independ-
ent audit committees set up by any oth-
er companies with whom they should
become associated.!8

In the majority of its cases, the Com-
mission is able to settle with respond-
ents or defendants on terms which se-
cure the necessary remedial relief.
Generally, respondents or defendants
who consent to such settlements with
the Commission do so without admit-
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ting or denying the factual allegations
contained in the Commission’s com-
plaint or order for proceedings. Thus,
unless otherwise noted, in the dis-
cussion of the illustrative cases which
follows, 1t should be assumed that set-
tlements achieved were upon that basis.

Insider Trading

The purchase and sale of securities
by persons in possession of material,
non-public inside information has ap-
parently increased in recent years. The
Commission’s enforcement interests
have increased as well. Three of the im-
portant cases brought by the Commis-
sion are described below. Among this
group 1s one case In which the Com-
mission alleged insider trading based
upon material Information regarding
corporate takeovers and tender offers,
an area cited in last year's Annual Re-
pOrt 117

SEC v. Lerner, David, Littenberg &
Samuel, et al.1® —On April 2, 1980,
the Commission filed a complaint
aganst all of the partners and one asso-
ciate of Lerner, David, Littenberg &
Samuel (LDLES), a patent law firm, and
various members of their families, cer-
tain persons associated with chents of
LDLES, and friends of members of
LDLE&S. The complaint alleged viola-
tions of the antifraud provisions of the
Exchange Act based on purchases by
the defendants of common stock of
Refac Technology Development Corp.
(Refac) while in possession of material,
non-public information. This informa-
tion concerned the allowance by the
U.S. Patent Office of certain principal
claims in an application for the basic
patent on the laser, which was being
prosecuted by LDLES under a joint roy-
alty arrangement with Refac and the in-
ventor of the laser.

In addition to the entry of the Court's
orders with respect to further violations
of the antifraud provisions of the Ex-
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change Act, the Court ordered other eq-
uitable relief. In this regard, certain part-
ners and associates of LDLES and
certain other persons who purchased
Refac common stock undertook to
make disgorgement of approximately
$62,812 in profits derived from these
securities transactions. Other defend-
ants undertook to make disgorgement
of $29,885 of profits derived from their
transactions in the common stock of
Refac. Moreover, LDLES was ordered to
comply with its undertaking to adopt,
implement and maintain policies and
procedures designed to prevent the use
or dissemination of any matenal, non-
public information received by any
member or employee of the law firm by
virtue of, or during the course of, their
employment. The Commussion, in its lit-
igation release !1? issued a statement to
emphasize its concern with respect to
the use of material, non-public informa-
tion by partners, associates and em-
ployees of law firms.

SEC v. National Kinney Corp.120
— On June 30, 1980, the Commission
filed a complaint against National Kin-
ney Corporation {NKC) and others. The
complaint alleged that various individu-
al defendants purchased NKC stock
while 1n possession of material, non-
public information concerning arrang-
ements between certain persons and
entities 1n their attempt to acquire or
develop hotel-casino gaming busi-
nesses in the United States, including
the possible acquisition of the Alladin
Hotel in Las Vegas, Nevada. The com-
plaint further alleged violations of the
antifraud provisions of the Exchange
Act, based on allegations of untrue
statements of materal facts made by an
officer of NKC to an official of the
American Stock Exchange in response
to questions by the official prompted by
unusual and unexplained trading 1n
NKC's common stock on that ex-
change.



The court ordered the defendants to
comply with the antifraud provisions of
the Exchange Act, and ordered NKC to
make full, fair and accurate statements
in communications with exchanges and
self-regulatory organizations. The Court
ordered certain defendants to disgorge
profits realized on transactions in NKC
common stock.

SEC v. David H. Hall'?*! — On Febru-
ary 22, 1980, the Commuission filed a
complaint against David H. Hall, a prac-
ticing attorney. The complaint alleged
that Hall frequently served as a “Special
Shareholder Relations’ counsel to
publicly-held companues. In this capaci-
ty, he assisted in matters such as
preparing for annual meetings or de-
fending against takeover attempts and
proxy contests. The complaint charged
that Hall traded in the securities of cer-
tain of these companies while In
possession of matenal, non-public n-
formation without disclosing such infor-
mation. The non-public information 1n
the possession of Hall related to various
aspects of the business operations or
plans of these companies, including in-
formation concerning favorable earn-
ings reports or earnings projections,
proposed tender offers, proposed stock
splits, or cash dividend increases. The
defendant was permanently enjoined
from violations of the antifraud provi-
sion of the Exchange Act and, in addi-
tion, agreed to disgorgement of
$33,702 in profits he derived from cer-
tain of his securities transactions.

Corporate Takeovers, Tender
Offers, and Beneficial Ownership

During the fiscal year, the Commus-
sion brought a number of enforcement
cases In situations where the nvesting
public was harmed as a result of various
practices by persons in connection with
takeovers and tender offers. Also, an in-
crease in the number of entities and
persons holding significant amounts of

particular securities as an investment
strategy has led to an Iincreasing num-
ber of enforcement actions regarding
the Commuission’s rules which require
the reporting of ownership of securities.

SECv. Samuel E Wyly, Raymond E
Shea and Eldon Vaughan??? — On De-
cember 6, 1979, the Commission filed
a complaint against Samuel E Wyly,
Raymond E. Shea, and Eldon Vaughan.
The Commission’s complaint alleged
that Wyly, who served as Chairman of
the Board of Directors of Wyly Corpora-
tion, entered into arrangements with
other persons designed to provide addi-
tional incentives to them to induce the
tender of Wyly Corp. debentures 1n con-
nection with an exchange offer by Wyly
Corp The Commission’s complaint al-
leged that Wyly entered into an arrange-
ment to provide additional compensa-
tion to Shea, in the form of a consuiting
agreement, for the tender of his deben-
tures. The complaint further alleged
that the exchange offer was part of a
plan of recapitalization of Wyly Corp.,
the success of which was the only
alternative to Wyly Corp.’s seeking rehef
under the Federal bankruptcy laws. The
complaint alleged that the arrangement
with Shea and later negotiations be-
tween Shea and Wyly and Vaughn to
settle Shea's claims pursuant to his
arrangements were never disclosed by
Wyly Corp. In its registration statement
for its exchange offer, in its annual and
periodic reports filed with the Commis-
sion under the Exchange Act reporting
provisions, in its proxy statements, or in
its press releases concerning its re-
capitalization efforts.

The Commussion also alleged in its
complaint that a business associate of
Wyly, with funds obtained by Wyly
through loans and real estate transac-
tions made without arms-length negoti-
ations and on favorable terms, pur-
chased Wyly Corp. debentures on the
open market during Wyly Corp.’s two
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exchange offers and tendered them
pursuant to those offers. The complaint
alleged that the loans and real estate
transactions were made by Wyly with
knowledge that some of the proceeds
would be used by the business associ-
ate to purchase and tender Wyly Corp.
debentures.

The Court entered judgments of per-
manent injunction restraining and en-
joining Wyly from violations of the
antifraud, periodic reporting, proxy and
tender offer provisions of the Exchange
Act and restraining and enjoining
Vaughan from the violation of the ten-
der offer provisions of the Exchange
Act.

SEC v. Sun Company, Inc. —In its
Annual Report for each of the last two
years, the Commission has noted this
case as one of its important actions in
the tender offer area.!?® Last year, the
District Court found that the acquisition
of approximately 34 percent of the out-
standing common stock of Becton
Dickinson and Company (BD) by
means of an offer to certain institutional
investors, which was not made available
to the general public, constituted an il-
legal tender offer. Other defendants in
this action included Salomon Brothers,
F. Eberstadt & Co. (and certain other
related entities), Fairleigh S. Dickenson,
J. Fitzgerald Dunning, and Kenneth
Lipper.

The Commission has reached a satis-
factory settlement of its enforcement
action against Salomon, Dunning,
Lipper, Dickinson and Eberstadt. On
February 15, 1980, orders were en-
tered: (1) setting forth the terms of the
stipulation of settlement between the
Commission, Salomon and Lipper and
dismissing the Commission’s action
against Salomon and Lipper with preju-
dice; (2) setting forth the terms of the
stipulation of settlement between the
Commission and Eberstadt and certain
related entities and dismissing the
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Commission’s action against certain of
the related defendants with prejudice;
and (3) reciting the Court's liability find-
ing and order as to Dickenson and oth-
erwise terminating the Commission’s
action against that defendant with prej-
udice.

On July 18, 1980, the Commission
filed a memorandum regarding a plan
of divesture of the illegally acquired se-
curities for Sun. The Commission
sought: (1) an absolute obligation upon
Sun to divest itself of the ownership of
and voting rights in its BD stock; (2) a
plan of divestiture which would prevent
Sun from reaping any benefits from its
illegal acquisition, but would not insu-
late BD management from future take-
over attempts; (3) undertakings by Sun
which would further minimize the likeli-
hood that it would violate the Williams
Act in the future; (4) court supervision
of the settlement, including the plan of
divestiture; and (5) an overall settlement
which would deter others from violating
the Williams Act in the future.

A divestiture plan contained in a
memorandum of understanding be-
tween Sun and BD does require Sun to
dispose of its illegally acquired BD
shares by means of a complex series of
transactions, the major components of
which are: (1) the issuance and public
distribution by Sun, over a three-year
period, of debentures which are ex-
changeable into the BD shares held by
Sun; and (2) the immediate removal of
Sun’s power to vote the BD shares it il-
legally acquired.

The Commission’s proposed settle-
ment with Sun, which incorporates the
plan of divestiture, also requires that for
ten years Sun must obtain permission
from the District Court before purchas-
ing any BD securities. It further provides
that Sun may not acquire more than
five percent of the equity securities of a
company registered with the Commis-
sion for consideration in excess of $10



million without prior consideration and
approval by its board of directors and
assurances that the transaction does
not violate Section 14(d) of the Ex-
change Act or Rule 10b-13 thereunder.

On July 31, 1980, the court 1ssued an
opinion approving the settlement of five
class actions which included the plan of
divestiture, but that proposed class set-
tlement has been objected to by two BD
shareholders. Although their objections
were rejected,!?4 these BD shareholders
have appealed to Judge Carter’'s August
15, 1980, judgment and order. Thus, as
of the close of the fiscal year, there was
no final resolution of the Commission
or the related class actions.

SEC. v. Eurrell V. Potts, et al 2%
—On April 9, 1980, the Commission
filed a complaint against Joe M. Cline &
Associates, Inc. (Cline Associates), a
broker-dealer registered with the Com-
mission, Eurrell V. Potts (Potts), a regis-
tered representative of Cline Associates,
and certain customers of Cline Associ-
ates. The Commission’s complaint al-
leged that the defendants failed to file
with the Commission the required ben-
eficial ownership reports on Schedule
13D. Some of the defendants, as a
group, owned 534,190 shares or 22
percent of the outstanding common
stock of a corporation registered with
the Commission. Other customers of
Cline Associates additionally acquired
approximatelyy 241,300 shares or 10
percent of the same corporation’s
shares. The Commission also alleged
that Potts and Cline Associates violated
the antifraud provisions of the Ex-
change Act by making materially false
and misleading representations to cus-
tomers and prospective customers and
made unauthorized purchases of the
company's stock for customers. The
Commission alleged other violations
including domination and control of the
market for the shares of the corpora-
tions by Cline Associates and Potts.

The Court entered judgments of per-
manent injunction enjoining all defend-
ants from further violations of the bene-
ficial ownership provisions of the
Exchange Act. Cline Associates and
Potts were restrained from further viola-
tions of the antifraud provisions of the
Secunties Act and Exchange Act and
from the recordkeeping and transaction
reporting provisions of the Exchange
Act. In addition to injunctive relief, the
Court ordered other equitable relief,
including certain undertakings. Part of
this relief provided for the fair and or-
derly desposition of 736,216 shares of
the corporation by a broker-dealer not a
defendant in the action.

On the same day, the Commission
announced the institution and settle-
ment of administrative proceedings
against Potts.!2% Potts consented to the
entry of an order of the Commission
suspending him from association with a
broker or dealer for 150 days. Thereaft-
er, he may become so associated upon
a demonstration that adequate supervi-
sory procedures have been established
conforming to the terms and conditions
set forth in the Commission’s order.

Administrative Proceedings (Under
Section 15(c)(4) of the Securities
Exchange Act

An important area of concern to the
Commission is that filings with the
Commission made by issuers pursuant
to the Commission rules contain re-
quired disclosures and comply in mate-
rial respects with applicable sections of
the Exchange Act and with rules pro-
mulgated thereunder. Under Section
15(c)(4) of that Act, the Commission
may publish its findings and issue an
order requiring persons subject to the
provisions of Section 12, 13, or 15(d) of
that Act, to comply with such provisions
or rules promulgated thereunder.

In the Matter of Occidental Petrole-
um Corporation **"—The Commission
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instituted proceedings, pursuant to Sec-
tion 15(c)(4) of the Exchange Act, with
respect to Occidental Petroleum Corp.
(Oxy), a California corporation, to deter-
mine whether, since January 1, 1973,
Oxy had failed to make certain required
disclosures in various filings submitted
to the Commission pursuant to Section
13 of the Exchange Act and the rules
and regulations thereunder.

In its Order, the Commission found
that various filings by Oxy with the
Commission did not contain certain re-
quired disclosures relating to: the dis-
charge of chemical and toxic wastes
into the environment by Oxy's Hooker
Chemical subsidiaries, or to the protec-
tion of the environment; the status of
the proposed construction by Oxy of a
hydroskimming refinery on Canvey Is-
land, the status of Oxy’s negotiations
with Libya concerning the financial
arrangement pursuant to which Oxy op-
erated in Libya; and signed undated let-
ters of resignation which were sub-
mitted at the request of Dr. Armand
Hammer to him by certain nominees for
election to Oxy's Board of Directors.

In the Order, the Commission or-
dered Oxy to, among other things,
comply with the reporting requirements
of the Exchange Act, amend and cor-
rect jts reports with the Commission
within 30 days, and include in 1ts next
quarterly report to shareholders a sum-
mary of the contents of the Order. in its
Offer of Settlement, Oxy undertook to
designate a director satisfactory to the
Commission to: (1) prepare an environ-
mental report with respect to certain
specified matters; and (2) assure that
potential liabilities regarding the impact
of Oxy’s operations on the environment
have been identified to its board of di-
rectors, and that appropriate disclosure
has been made in filings with the Com-
mission. Oxy also made an undertaking
and representation with respect to its
policy concerning letters of resignation
from members of its Board of Directors.
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In the Matter of Peabody Interna-
tional Corporation ?® —During the fis-
cal year, the Commission issued an Or-
der Instituting Proceedings, pursuant to
Section 15(c)(4) of the Exchange Act,
and Findings and Order of the Com-
mission against Peabody International
Corp. In 1ts Order, the Commission
found that Peabody had failed to com-
ply in several material respects with
Section 13(a) of the Exchange Act and
Rules 13a-1 and 13a-13 thereunder in
connection with 1ts annual report on
Form 10-K for 1ts fiscal year ended
September 30, 1979, and quarterly re-
port on Form 10-Q for the quarter
ended December 31, 1979. The Com-
mission found that Peabody did not
have a sufficient basis upon which to
defer certain contract costs, attributable
to an alleged breach of contract, to
avoid recognition of the anticipated fu-
ture costs and, by reason of the ac-
counting treatment employed, over-
stated its income 1n filings with the
Commission. Further, the Commission
found that Peabody's disclosures con-
cerning these matters in filings with the
Commission were misleading, and that
Peabody omitted to disclose material
matters.

Peabody undertook among other
things to: (1) restate certain financial
statements and amend its filings ac-
cordingly; (2) immediately issue a press
release concerning the proceeding and
setting out the restated figures; and (3)
develop appropriate procedures and
policies concerning the deferral of cer-
tain costs. Peabody also undertook to
defer costs only if allowed by generally
accepted accounting principles, ap-
proved by its audit committee, and dis-
closed in specified filings and reports to
shareholders.

The Commission ordered Peabody to
comply with the reporting requirements
of the Exchange Act, to amend its re-
ports currently on file with the Commis-



sion and to comply with its undertak-
ings.

Questionable Payments

The Foreign Corrupt Practices Act of
1977 [Sections 13(b)(2), 30A and 32(c)
of the Exchange Act] was signed into
law in December 1977. That Act pro-
hibits issuers from, among other things,
corruptly making payments to officials
of foreign governments in order to in-
duce such officials to use either their
authority or influence to obtain business
for the issuer in that country. The Act
also requires corporations to maintain
systems of internal accounting controls
which provide reasonable assurance
that certain objectives are met.

During the past year, the Commis-
sion’s enforcement interests in this area
continued and two of the important
cases brought are descnibed in the fol-
lowing summaries:

SEC v. Textron '2°—On January 31,
1980, the Commussion filed a civil
injunctive action in the U.S. District
Court for the District of Columbia
seeking to enjoin Textron from further
violations of the antifraud, reporting and
proxy provisions of the Exchange Act
and of certain rules thereunder.

The Commission’s complaint alleged
that during the period from at least
1971 to 1978, Textron engaged In a
course of business pursuant to which
payments which totalled at least
$5,400,000 were made to Textron sales
agents. According to the complaint,
Textron made such payments knowing,
or having reason to know, that the pay-
ments to such sales agents would be
shared in whole or in part with foreign
government officials or employees, or
members of ruhng famihes, 1n order to
induce those individuals to use their in-
fluence or position to secure business
for Textron. In addition, the Commis-
sion’s complaint alleged that Textron
failed to disclose this course of busi-

ness and the concommitant risks to
earnings and profits occasioned by
such practices.

It also alleged that, in furtherance of
these activities, Textron made false and
misleading representations to the
United States government In connec-
tion with at least three contracts, and ei-
ther falsely recorded or did not make
and keep books, records and accounts
which accurately reflected the true na-
ture and disposition of most or all of the
payments.

Textron consented to the entry of a fi-
nal judgment of permanent injunction
enjoining the company from further vio-
lations of Sections 10(b), 13(a) and
14(a) of the Exchange Act and rules
thereunder. In addition, the judgment
required that Textron file with the Com-
mission a report which describes the
procedures recommended to Textron
by a special committee of the Textron
board of directors intended to prevent
reoccurrence of matters of the nature
alleged in the complaint, and which
Textron intended to or had adopted.

SEC v. International Systems &
Controls Corporation, et al 30— As
discussed in last year's Annual Re-
port,131 on July 9, 1979, the Commis-
sion filed a complaint seeking to enjoin
International Systems & Controls Cor-
poration (ISC) and five individuals. The
Commission’s complaint alleged viola-
tions of the antifraud, reporting and
proxy provisions of the Exchange Act,
as well as of the accounting and book-
keeping provisions of the Foreign
Corrupt Practices Act. The complaint
charged, among other things, that ISC
made false and misleading disclosures
or failed to disclose ISC commitments
to pay a total of $33 million and its pay-
ment of approximately $23 million in
connection with the securing of or so-
licitation of business in, among other
countries, Iran, Algeria, Saudi Arabia,
Nicaragua, Chile and the Ivory Coast.
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The complaint also alleged that [SC
overstated its assets, earnings, and
shareholders’ equity by including un-
billed receivables which as of ISC's fis-
cal 1973 year end totaled $31 million
and which reflected cost overruns on
fixed-price contracts, sham claims for
escalation and kickback arrangements.
The complaint further alleged that the
corporation failed to disclose that cer-
tain officers were the prime beneficiar-
ies of a deferred compensation plan
and that corporate funds were used to
purchase, furnish and maintain a sum-
mer residence for the Chairman of the
Board of the firm.

On December 17, 1979, ISC and two
of the individual defendants consented
to a final judgment and undertaking.
The relief obtained included the ap-
pointment of three directors, who would
form the membership of ISC’s audit
committee, and who were satisfactory
to the Commission. The staff is contin-
uing litigation against the three re-
maining individual defendants.

Government and Municipal
Securities

As indicated in last year's Annual Re-
port,132 the trading of government and
municipal securities has increased sig-
nificantly 1n recent years. Due to the
continuation of questionable issuing
and trading practices in this area, the
Commission’s enforcement interest has
also continued.

SEC v. G. Weeks Securtties, Inc.133
—On October 26, 1979, the Commis-
sion filed a complaint against G. Weeks
Securities, Inc. (GWS), G. Weeks & Co.,
Inc., and several individuals. The com-
plaint alleged that the defendants had
violated the registration provisions of
the Federal securities laws in the offer
and sale of investments referred to as
“standby with pair off" transactions by
GWS. The complaint alleged that stand-
by with pair off transactions, in which
GWS would purportedly enter into a
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commitment to sell a specified amount
of Government National Mortgage As-
sociation securities to a customer at a
future date and simultaneously agree to
repurchase the same securities on the
same future date from the customer at
a higher price, were “securities” in the
form of evidences of indebtedness and
investment contracts in GWS.

The Court enjoined the defendants
from violations of the registration provi-
sions of the Federal securities laws. A
previous order which enjoined the de-
fendants from violating the antifraud
provisions of the Federal securities laws
has been appealed by the defendants.

SEC v. Harwell'3% — This action was
previously noted in last year's Annual
Report.'3% During the last fiscal year,
various developments occurred in this
so-called “'University of Houston"” case.
In this action, the Commission’s com-
plaint alleged numerous violations of
the Federal securities laws based upon
the channelling by a university employ-
ee of securities transactions through se-
cunties firms and individuals, who were
also defendants, for the benefit of these
parties and to the detriment of the uni-
versity. The compilaint alleged that one
securities firm charged excessive fees
to the university and charged commis-
sions to both sides of the transactions
while purportedly acting as a broker for
the university. The complaint also
charged that another firm had de-
frauded the university by charging ex-
cessive fees and by interpositioning with
respect to $35 million in government
security transactions. The complaint
further alleged that another firm was
needlessly interpositioned with respect
to the university’s trades in government
securities to the financial detriment of
the university and that excessive fees
were charged to the university in con-
nection with reverse repurchase trans-
actions.

On February 1, 1980, the Commis-
sion ordered public administrative pro-



ceedings instituted pursuant to the
Exchange Act!3® concerning Roger
Kenneth Knox, a one-third shareholder
of Covington-Knox, Inc. (CKI), one of
the securities firms enjoined in SEC v.
Harwell.

In these proceedings, the Commis-
sion found that Knox was convicted in
November, 1979, of a felony involving
the purchase and sale of securities and
arising out of conduct of a business as
a broker-dealer and that he was given a
probated sentence; that Knox is perma-
nently enjoined by order of the United
States District Court for the Southern
District of Texas from violating the
antifraud provisions of the Securities
Act and the Exchange Act; that Knox
wilfully violated and wilfully aided,
abetted and procured the violation by
others of the antifraud provisions of the
Securities Act and the Exchange Act;
and that Knox wilfully caused false and
misleading statements with respect to
material facts to be made in CKI's appli-
cation for registration as a broker-
dealer and reports to be filed with the
Commission under the Exchange Act.

The Commission ordered that Knox
be barred from association with any
broker or dealer.

Related-Party Transactions

An area of continuing concern to the
Commission is that of transactions be-
tween persons who are related to a
publicly-held corporation and that cor-
poration which, directly or indirectly,
serve to benefit the related party without
regard to the interests of the corpora-
tion or its shareholders or without suffi-
cient disclosure of all material facts.
Transactions involving broker-dealers
and customers can raise similar prob-
lems and are also of continuing con-
cern to the Commission.

SEC v. Jack M. Catain, Jr. and
Rusco Industries, Inc.13" — On July 8,
1980, the Commussion instituted a civil

Injunctive action against Jack M. Catain,
Jr. and Rusco Industries, Inc. The action
alleged that, between 1975 and 1980,
Catain engaged in a course of conduct
in which Rusco funds were used in con-
nection with transactions in which
Catain, and/or certain of his friends or
associates, had an undisclosed interest.
Such transactions were for the benefit
of Catain or his friends without regard
to the interests of Rusco and its public
shareholders. The transactions included
Catain’s causing Rusco to: (1) purchase
the assets of a corporation owned prin-
cipally by Catain, thereby satisfying the
corporation’s obligations which Catain
had guaranteed and retrieving for
Catain a substantial portion of his in-
vestment in the losing venture; (2)
make substantial advances to distrib-
utorships owned by Catain's relatives
and associates; (3) cause a Rusco sub-
sidiary to enter into a substantial lease
and financial guarantee agreement with
a company in which Catain had an
undisclosed interest; and (4) lease cars
from a separate entity formed by
Catain.

The Court entered judgments of per-
manent injunction enjoining Catain and
Rusco from further violations of the
antifraud, reporting and proxy provi-
sions of the Exchange Act. In addition,
Catain and Rusco have agreed to cer-
tain undertakings which, among other
things, require Catain to resign immedi-
ately as Chairman of the Board and
Chief Executive Officer of Rusco and
repay to Rusco any monies found to be
due and owing from the activities com-
plained of in the Commission's com-
plaint.

SEC v. General Resources Corpora-
tion, et al.*®*® — On October 31, 1979,
the Commission filed a complaint
seeking preliminary and permanent in-
junctions along with any other appropri-
ate relief against General Resources
Corporation (GRC), other corporate de-
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fendants and various individual defend-
ants. All of the individual defendants are
either officers and/or directors of one
or more of the corporate defendants, all
of which are affihated.

In the complaint, the Commission al-
leged violations by GRC and the affili-
ated corporate defendants of the anti-
fraud provisions of the Securities Act
and the Exchange Act, and violations of
the periodic reporting and proxy provi-
sions of the Exchange Act. The com-
plaint alleged that the individual defend-
ants violated and aided and abetted
violations of the antifraud provisions
and aided and abetted violations of the
periodic reporting and proxy provisions
in the course of their activities as offi-
cers and directors of GRC and the affili-
ated companies.

The complaint alleged that: (1) some
of the corporate defendants who are
publicly-held companies acquired, and
thereafter caused to transfer, valuable
assets for inadequate consideration; (2)
agreements and transactions were en-
tered into which were contrary to the
companies’ interests and the interests
of their public shareholders; and (3) ap-
propriate disclosure to the stockhold-
ers, the Commission, and the investing
public was not made concerning these
transactions and agreements.

The individual defendants are also al-
leged to have sustained the operation of
insolvent and nearly insolvent upper-tier
compantes through a complex series of
inter-company transactions in which
cash of the acquired companies was
exchangged for mortgages, coal leases
and other property of dubious value.

An accounting 1s being sought of all
monies or other property received by
one individual defendant, W. Bennett
Collett, and from some of the corporate
defendants. An order of permanent in-
junction was signed against all of the
corpporate defendants and individual
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defendants. However, litigation in this
matter is continuing concerning de-
fendant Roy E. Stephens.

SEC v. Investment Information, Inc.,
et al.'3%® — On March 19, 1980, the
Commission filed a complaint seeking a
final order of permanent injunction
against Investment Information, Inc. (Ill)
and Frederick P. Oman, the company’s
president and majority stockholder. The
complaint alleges that lll and Oman vio-
lated the antifraud provision of the Ex-
change Act and aided and abetted vio-
lations of Section 206 of the Investment
Advisers Act.

The allegations were based on an
arrangement whereby lil brought to-
gether money managers, investment
advisers and bank trust departments
with broker-dealers. Participating bro-
kers remitted 50 percent of commis-
stons to lll, which used a majority of the
money to pay for goods and services
purchased elsewhere by the money
managers. Some $11.7 million in com-
missions were paid under this arrang-
ement between January 1973 and June
1978, with about half — $5.8 mil-
lion — remitted to 1l for the credit of the
money managers’ accounts. Ilf retained
a fee of between 10 and 17 percent of
the gross commissions paid. The com-
plaint alleged that the money managers
also had the option of directing Il to
pay the related portion of the commis-
sion to the beneficial owner of the secu-
rities whose account paid the original
commission instead of paying for
goods and services purchased by the
money manager.

The complaint alleged that Ill pre-
pared and sent to money managers a
suggested customer consent form
which made inadequate and incomplete
disclosure concerning the arrangement,
in that the consent form erroneously
stated that the arrangement operated at
“no cost” to the customer, and failed to
disclose that lll in some cases returned



cash to the beneficial owner of the se-
cunties rather than pay for goods and
services acquired by money managers.

Il and Oman were ordered by the
District Court to comply with their un-
dertakings to refrain from engaging in
any business activity which involves the
provision of cash, goods or services to
fiduciary money managers in return for
directing brokerage transactions for ac-
counts under their management to any
particular broker uniess such business
activity specifically conforms with a
general Commission rule, release or
specific Commission interpretive letter
to Oman or lll. However, lll may arrange
for a partial return in cash of commis-
sions charged on directed brokerage
transactions provided that such rebate
is directly returned to the account of the
beneficial owner of the securities in-
volved in the transaction and provided
that adequate disclosure 1s made to the
beneficial owner of securities.

In addition to the cwil action, the
Commuission issued a Report of Investi-
gation pursuant to Section 21(a) of the
Exchange Act, detailing the conduct of
seven Investment advisers, five banks,
and twelve broker-dealers, all of whom
undertook remedial actions. The invest-
ment advisers and banks agreed to
reduce commissions on certain trans-
actions for a period of time. The Com-
mission has also filed complaints
against two banks alleging violations of
Section 10(b) of the Exchange Act and
Rule 10b—5 thereunder in connection
with the lll and other similar arrang-
ements. Both cases are currently n liti-
gation.

Energy and Tax Benefit Related
Cases

Due to the tax consequences of cer-
tain investments such as those in
energy-related products or real estate,
such investments may be inherently at-
tractive to many investors. As a result,
the Commission devotes substantial en-

forcement resources to the control of
fraudulent offerings in these fields. With
the advent of the nation's energy crisis,
fraudulent offerings of energy-related
securities (and the Commission's re-
sponse to them) have intensified.

Investors in these offerings are often
initially contacted by salesmen as part
of a nationwide, long-distance tele-
phone solicitation campaign. These
campaigns are typified by offerings
which fail to comply with the registra-
tion requirements of the Securties Act
of 1933 (Secunties Act) and fraudulent
solicitation statements. Individuals are
often persuaded to make an investment
on the basis of false statements or
omissions concerning, among other
things, the amount of business to be
conducted by the 1ssuer,!4? the risks as-
sociated with the investment; the expe-
rience of the 1ssuers’ princpals; and the
use of mvestors’ funds.’4* One of the
major inducements to investors is the
purported availability of special tax ben-
efits.142

SEC v. Stewart Energy Systems of
ldaho, Inc., A. Lamont Nibarger, et
al.'¥3—On October 23, 1979, the Com-
mission filed a complaint seeking to en-
join Stewart Energy Systems of ldaho,
Inc. (Stewart of Idaho), A. Lamont
Nibarger, President of Stewart of Idaho,
and a number of other entities and indi-
viduals related to Stewart of Idaho, from
violations of the registration and anti-
fraud provisions of the Federal securi-
ties laws. In addition, the Commission
sought disgorgement and other ancilia-
ry relief.

The Commission’s complaint alleged,
among other things, that in the offer
and sale of notes, royalty interests and
dealerships, the defendants made un-
true statements of matenal fact and
failed to state material facts relating to
the use of investor funds for the person-
al benefit of Nibarger, his relatives, and
companiles owned or controlied by him.
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In addition, it alleged that no working
prototype of the Stewart cycle engine
system had ever been tested in an ap-
plied working situation and, therefore,
that statements regarding the time
frame in which the Stewart engine sys-
tem would pay for itself and provide a
return on investments could not be
made with any accuracy. The complaint
further alleged that the defendants
falled to tell investors that in order for
them to obtain any return on their in-
vestment, 1t would be necessary to have
engine sales ranging from $100 million
to %1 billion.

The entry of a decree of permanent
injunction on October 23, 1979, en-
joined all defendants, except Robert C.
Stewart, from further violations of the
registration and antifraud provisions,
with such defendants agreeing to cer-
tain ancillary relief. On June 3, 1980,
the court entered to a decree of perma-
nent injunction prohibiting defendant
Robert C. Stewart from further viola-
tions.144

Nibarger agreed to resign as presi-
dent of the company and to relinquish
control of Stewart of Idaho. Stewart of
ldaho agreed to appoint a new board of
directors, the majority of which will be
independent of past management. In
addition, Stewart of ldaho and Nibarger
have agreed to the appointment of an
independent special agent to report and
make recommendations on the amount
of disgorgement to Stewart of Idaho to
be made by Nibarger and companies
owned and controlled by him. The spe-
cial agent will also recommend to the
court the extent to which investors
should receive an equity position in
Stewart of Idaho, and Nibarger agreed
to make an accounting to the court, the
Commission, and the special agent.
The company further agreed to employ
an accounting firm to conduct a certi-
fied audit, and to make full and fair dis-
closure to investors as to all activities of
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Stewart of Idaho and related corpora-
tions.

SEC v. CAL-AM Corp., et al. 1% —On
August 11, 1980, the District Court is-
sued final judgments of permanent in-
junction against the various remaining
defendants in this action which was
filed in 1977. The Commission’s com-
plaint charged that CAL-AM Corpora-
tion and various individuals violated the
registration, antifraud, and reporting
provisions of the Federal securities laws
by engaging in a massive nationwide
scheme, beginning in January 1975, to
solicit and obtain money from the in-
vesting public in return for unregistered
securities. The complaint alleged that,
in 1975, the defendants sold unregis-
tered securities in the form of limited
partnerships allegedly formed to obtain
tax and other economic benefits from
the operation of resort condominiums
in Hawaii, and raised over $2.5 million
from 400 public investors. The com-
plaint also alleged that the defendants
offered and sold over $30 million worth
of unregistered securities to public in-
vestors through false and misleading
materials which offered interests in ap-
proximately 3,000 limited partnerships
allegedly formed to obtain tax and
economic benefits from the mining of
coal and the operation of oil wells. The
complaint further alleged that, in 1977,
defendants offered and sold over $5
million worth of unregistered securities
to 500 public investors through false
and misleading materials which de-
scribed interests in leases and related
agreements allegedly designed to ob-
tain tax and other economic benefits
from coal mining and the sale of coal.

The Commission had obtained sever-
al final judgments of permanent injunc-
tion in 1978.14¢ Under the terms of the
final judgment entered by the District
Court in 1980 the remaining defendants
were enjoined from violating certain
antifraud and registration provisions.



SEC v. The International Mining Ex-
change, Inc. et al.'¥7—On September
12, 1980, the Commission filed a com-
plaint against the International mining
Exchange, Inc. (Mining), Trenton H.
Parker & Associates, Inc., Mansion
Properties Corporation, Mansion Prop-
erties Management Corporation, and
Trenton H. Parker, an individual, alleg-
ing violations of the registration and
antifraud provisions of the Securities
Act and certain of the antifraud, filing
and reporting provisions of the Ex-
change Act.

The complaint alleged that, in con-
nection with the offer and sale of Min-
ing's securities, namely investment con-
tracts in the form of a “‘gold tax shelter
investment program,” Mining and Park-
er made untrue statements of material
fact to the effect that: (1) investors in
Mining would acquire a leasehold inter-
est in mining concessions; (2) investors
would profit from gold to be mined; and
(3) investors could take a 500 percent
Federal income tax deduction based on
mining developmental expenses in-
curred on the investor’'s behalf. The
complaint also alleged that Parker and
Mining omitted to inform investors that:
(1) some purchasers of the investment
contracts acquired no interest in any
gold concession; (2) no payments were
made on behalf of the purchasers for
mining developmental expenses; and
(3) the purchaser’s investments were di-
verted by Mining and Parker to uses
unrelated to mining developmental ex-
penses.

The complaint further alleged that
Trenton H. Parker & Associates, Inc.,
Mansion Properties Corporation, Man-
sion Properties Management Corpora-
tion, and Parker, in connection with the
offer and sale of interests in limited
partnerships organized by Parker to
purchase and renovate historical man-
sions, made untrue statements of mate-
rial fact. The statements claimed that:

(1) purchasers could reasonably expect
a 25 to 50 percent annual cash return
on therr investments; (2) could reasona-
bly expect approximately 100 to 200
percent capital appreciation in six to
nine months; and (3) could reasonably
expect to recover their investments by
the end of the following year. The com-
plaint alleged that the defendants
omitted to disclose that the investments
involved a high degree of risk, and that
the funds would be diverted to Parker's
own use and benefit.

As of the close of the fiscal year, a
date for hearing has not been set.

SEC v. Murphy **®—In 1975, the
Commission brought suit against
Stephen Murphy and other defendants
charging violations of the registration
and antifraud provisions of the securi-
ties laws and seeking injunctive relief.
On March 5, 1978, the District Court
granted summary judgment for the
Commission on the registration count
and issued a permanent injunction. On
September 19, 1978, the Court entered
judgment for the Commission on the
antifraud counts and enjoined Murphy
from future violations. In addition, the
District Court directed Murphy to send
copies of the Court's order to: (1) each
investor in a limited partnership that
had a relationship with Intertie, a corpo-
ration he formed and controlled; (2) all
present and future officers and directors
of Intertie and another related corpora-
tion, Xanadex; (3) the general partner of
any limited partnership which leases
equipment or assets to Intertie or
Xanadex; and (4) any securities broker-
age firm engaged by Murphy, Intertie, or
Xanadex to sell interests in limited part-
nerships which have relationships with
Intertie or the related corporation.

Murphy appealed all of the Court's
decisions. In a substantial opinion re-
viewing all the issues, the Court of Ap-
peals of the Ninth Circuit affirmed the
judgments of the District Court.
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Coordination with Other
Authorities; Effective Commission
Response to Discovery of Problems

The ever increasing international na-
ture of commerce continually causes
the Commission to coordinate with au-
thorities of foreign countries, such as
Canadian authorities, as one summa-
rized case illustrates. In other situations,
the discovery of imminent loss to In-
vestors requires that the Commission
act quickly if it is to effectively preserve
Investor’'s assets

SEC v Alexander Kasser'4®—The
Commission ongtnally filed a complaint
against Alexander Kasser in 1974. This
complaint and a later amended com-
plaint were both dismissed by the Dis-
trict Court, and pursuit of the action was
halted until reversal of the decision of
the District Court by the Court of Ap-
peals in 1977

The Commission had alleged viola-
tions of various antifraud provisions of
the Federal secunties laws through a
scheme to defraud the Manitoba Devel-
opment Fund, a corporation owned by
the Province of Manitoba, Canada, and
engaged in the business of financing in-
dustnal resources development.

Kasser had fled the United States in
the early 1970's and his exact wherea-
bouts in Austria, where he became a cit-
izen, was unknown until 1977, at which
time letters rogatory for service of the
complaint were filed 1n Austria. The
Austrian courts obtained service of
process on Kasser in 1979,

Kasser entered into a coordinated
settlement with the Commission and
Canadian prosecutors In settlement,
Kasser agreed to pay approximately $9
million (Canadian) to the Manitoba De-
velopment Fund. In addition, Kasser
consented to a permanent injunction 1n
the Commission’s action which was en-
tered on August 4, 1980. The Canadian
provincial authorities also accepted the
settlement.
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SEC v. Philip R. Cohn and Dauid E.
Lyon'®%— On March 12, 1980, the
Commission filed a complaint against
Philip R. Cohn and David E. Lyon
alleging that, on or about March 1,
1976 to the present, Cohn and Lyon of-
fered for sale and sold over $8 million
In unregistered securities in the form of
evidences of indebtedness, “buy back”
agreements, and promissory notes in
connection with certain real estate
transactions, and investment contracts
in the form of interests and participa-
tions in multi-family housing projects.
In addition, the Commission alleged wi-
olations of the antifraud provisions of
the securities laws based upon misrep-
resentations of material fact and omis-
sions of matenal facts concerning
commingling, conversion and diversion
of proceeds, the source of funds used
to pay off investors, profits to be real-
1zed by investors, the guaranteed return
of investors' funds and the placing of
proceeds in escrow. The complaint also
alleged that in furtherance of the con-
duct described therein, defendants
Cohn and Lyon engaged in transac-
tions, practices and a course of busi-
ness which operated, or would operate
as a fraud, including paying off prior in-
vestors with the proceeds of the sale of
securities to subsequent investors, and
soliciting new investors by citing the
profits realized by earlier investors with-
out informing them that such profits
were paid from the proceeds of sales of
securities to subsequent investors.

On April 22, 1980, and July 3, 1980,
the District Court entered orders per-
manently enjoining Cohn and Lyons, re-
spectively, from further violations of the
registration and antifraud provisions of
the Federal securities laws. In addition,
on April 22, 1980, the Court ordered
various assets frozen and ordered
various books and records frozen. On
July 3, 1980, the Court ordered an ac-
counting of all proceeds from the sale



of securities in connection with certain
multi-family housing projects and mon-
jies received from the period March 1,
19786, to present.

Other Significant Enforcement
Cases

SEC v. The Fundpack, Inc., et al.?3!
— On March 21, 1979, the Commission
filed a complaint against the Fundpack,
Inc. (Fundpack), Holding Trust (Trust)
and Holdings of U.S. Government Secu-
rities, Inc., a complex of mutual funds
(the Funds), together with the Funds’
investment adviser, Fundpack Manage-
ment, Inc. (Management), its two
broker-dealer subsidiaries and several
individuals. The complaint alleged vio-
lations of the antifraud, registration, re-
porting, proxy and fiduciary obligation
provisions of the Federal securities
laws, based principally on the imple-
mentation in the Funds of an invest-
ment arrangement known as ‘‘switch-
ing” which imposed largely undisclosed
costs and performance burdens on
Fundpack. These burdens have includ-
ed borrowing expenses, high transac-
tion costs, and investment losses due to
a leveraged condition in the Fundpack
portfolio during stock market declines.
The switching program permitted and
encouraged the Funds’ shareholders to
transfer their investments among the
Funds immediately upon placing a tele-
phone order to that effect. It resulted in
frequent fluctuations in the assets of
Fundpack which had, on some occa-
sions, reduced its net assets by as
much as approximately 70 percent in a
single day. The total operating costs
and investment losses as a result of the
switching program had on occasion
been as high as 12 percent of Fund-
pack’s average net assets on an

annualized basis.
Additionally, the complaint alieged

self-dealing practices by Management
and breach of fiduciary duty by the
Fundpack directors. The complaint also

alleged that the Funds' prospectuses,
annual and periodic reports, proxy ma-
terials and other literature were materi-
ally false and misleading with respect to
the above matters and that Fundpack
and Trust offered and sold unregistered
securities to the public. Five major ac-
tions have been taken by the Court in
this litigation

On August 10, 1979, an order of pre-
liminary injunction was entered, ap-
pointing an independent master to
oversee and approve certain of the op-
erations of the Funds and Management,
providing that proxies, solicited for the
Funds' annual meeting of shareholders
on June 28, 1978, were void, and or-
dering the Funds to resolicit proxies in
compliance with the Federal securities
laws under the supervision of the inde-
pendent master.152

Following the preliminary injunction,
the action was settled as to the Funds,
Management and its subsidianes, and
Victor H Polk, former president and
chairman of each of the defendant cor-
porations. On September 29, 1979, the
Funds consented to a Final Order pur-
suant to which the Funds were re-
quired, among other things, to appoint
and thereafter nominate and recom-
mend for election to their respective
boards of directors four individuals sat-
1sfactory to the Commission. The order
of the Court also required that the
Funds teport to shareholders concern-
ing the Commission's complaint, the
history of the litigation, and the actions
taken pursuant to the final order.153

On December 13, 1979, the Court
entered into a final judgment of perma-
nent injunction against Polk, Manage-
ment, and its subsidianes!%* which per-
manently enjoined them from engaging
in conduct violative of the antifraud,
proxy, reporting, registration, and fidu-
ciary obligation provisions of the Feder-
al securities laws. In addition, the final
judgment ordered Polk and Manage-
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ment to liquidate an unregistered in-
vestment company established by Polk
and Management following the institu-
tion of the Commission’s action.

On March 5, 1980, former controlling
stockholders, officers and employees of
Management consented to final judg-
ments which permanently enjoined
them from engaging in conduct violat-
Ing certain of the antifraud, registration
and fiduciary obligation provisions of
the Federal securities laws. 155

On August 6, 1980, several former
“disinterested” directors of the funds
consented to a final judgment which
prohibited them from engaging in con-
duct violating certain of the registration
and fiduciary obligation provisions of
the Federal securities laws, and ordered
them to take all steps reasonably neces-
sary to cause any Investment company
with which they become affihated to file
with the Commission and disseminate
to shareholders complete and accurate
prospectuses, proxy materials and peri-
odic reports. 138

The Commission’s action continues
against another former officer and di-
rector of Management and its subsidiar-
ies.

SEC v. First Independent Stock
Transfer Agent, Inc. and Terry E.
Kirchner'®” — On August 4, 1980, the
Commussion filed a complaint against
First Independent Stock Transfer Agent,
Inc. (Transfer) and Terry E. Kirchner,
the company’s president. The Commis-
sion sought to enjoin Transfer and
Kirchner from violating, among other
things, provisions of the Exchange Act
relating to: (1) recordkeeping require-
ments; (2) the time during which
turnaround must be made of all securi-
ties classified as routine items; (3) no-
tice required to be given to the defend-
ants’ issuer clients for failure to meet
turnaround requirements; and (4) limi-
tations on business expansion when
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failing to comply with turnaround re-
quirements.

The Court entered a final judgment of
permanent injunction which required
the defendants, in substance, to: (1) es-
tablish and keep current recordkeeping
and other procedures designed to en-
sure compliance with transfer agent
rules; (2) retain independent public
acccountants in order to review the de-
fendants’ recordkeeping system and
transfer agent procedures; (3) furnish
the Commission with written certifica-
tions with respect to the establishment
and implementation of recommended
recordkeeping and transfer agent pro-
cedures; (4) give notice to the Commis-
sion and to the defendants’ clients of
past failures of the defendants to com-
ply with the Commission’s turnaround
requirements; (5) refrain temporarily
from an expansion in business; and
(6) furnish to the Commission semi-
monthly reports about the time required
by the defendants to turnaround items
presented for transfer.

Staff Report of the Securities and
Exchange Commission on Proxy So-
licitations in Connection with Com-
pass Investment Group'®® —On No-
vember 15, 1979, the Commission
issued a report, pursuant to Section
21(a) of the Exchange Act, with respect
to the Compass Investment Group. The
report was the result of a staff inquiry
into proxy solicitations made in connec-
tion with the annual meeting of Com-
pass Investment Group (Compass).

Proxy solicitation materials were is-
sued primarily on behalf of two individ-
uals who had amassed 48 percent of
the outstanding shares of Compass.
They represented that there were no fu-
ture arrangements or understandings
with respect to future employment with
Compass, nor any transactions or pro-
posed transactions with the company in
which these individuals had any direct
or indirect material interest. After the



proxy materials were issued, but prior to
the shareholder meeting, these individ-
uals had determined that one would
serve as chairman and that he would re-
ceive compensation 1n the amount of
$60,000 per annum 1n the form of a
consulting contract. These individuals
made other determinations concerning
the company as well. These individuals
took no action either prior to or at the
annual meeting to advise the share-
holders of the proposed arrangements.
After the staff commenced its inquiry,
the participants determined to solicit
the shareholders for approval of the
compensation arrangements. The indi-
vidual who was to serve as chairman
agreed not to receive any compensation
for the period from the shareholder
meeting until the date of shareholder
approval of the compensation arrange-
ments.

In the report, the staff restated the ob-
ligations upon those who solicit proxies
to take appropriate steps to disseminate
maternal information with respect to
events which occur between the time of
the mailing of a proxy solicitation re-
garding a shareholder meeting and the
date of the shareholder meeting, partic-
ularly when, as a result of such events,
material statements contained in the
proxy are rendered false and mislead-
ing.

In the Matter of Philadelphia Stock
Exchange, Inc.!'%® — On March 17,
1980, the Commission issued an Order
Instituting Administrative Proceedings
pursuant to Section 19(h) of the Ex-
change Act and Findings and Order of
the Commission against the Philadel-
phia Stock Exchange, Inc. (Phlx), a reg-
istered national securities exchange lo-
cated in Philadelphia, Pennsylvania.

In its Order, the Commission found
that the Phix had violated Section
11A(c){1) of the Exchange Act, the
Commussion’s quotation rule, and Sec-
tion 19(g) of the Exchange Act, by its

fallure without reasonable justification
or excuse, to enforce compliance by its
members and persons associated with
its members with: (1) the Commission’s
quotation rule and the exchange's own
quotation reporting rule; (2) the ex-
change’s option position limit rule; (3)
the exchange's options spread parame-
ter rules; and (4) the exchange's rules
regarding registered options traders’
quarterly trading requirements.

The Commission censured the Phlx
and ordered it to fully comply with cer-
tain undertakings made in its Offer of
Settlement. In its undertakings, among
other things, the Phix represented that it
has made, and has undertaken to make,
extensive revisions in organizational
structure, personnel commitment of re-
sources, programs, policies and proce-
dures designed to strengthen its market
surveillance and enforcement capabili-
ties.

In the Matter of Boston Stock Exchange,
Inc., Boston Stock Exchange Clearing
Corporation, Inc.'%*—On the first day of
the 1981 fiscal year, October 1, 1980,
the Commission issued an Order
Instituting Administrative Proceedings
pursuant to Section 19(h) of the Ex-
change Act against the Boston Stock
Exchange, Inc. (BSE) a registered na-
tional securities exchange and the Bos-
ton Stock Exchange Clearing Corpora-
tion Inc. (Clearing Corporation), a
wholly-owned subsidiary and member
of the BSE, and which is registered with
the Commission.

In its order, the Commission found
that the BSE without reasonable justifi-
cation or excuse failed to employ ade-
quate surveillance procedures for moni-
toring the activity of its specialists, and
failed to discover on a timely basis vio-
lations by its members of Commission,
BSE and Federal Reserve Board regu-
lations, which continued over a thirteen
month period. Although the Commis-
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sion noted that the BSE retained spe-
cial counsel to investigate the violations
and ultimately sanctioned various
members, the Commission found that
the failure to maintain adequate surveil-
lance procedures and to detect and ter-
minate the violative conduct constituted
a failure to enforce Commission and
BSE regulations In violation of Section
19(g) (1) of the Exchange Act. In addi-
tion, the Commission found that the
Clearing Corporation extended credit to
specialists in violation of Section 7(c)
(1) of the Exchange Act and Federal
Reserve Board Regulation T.

The Commission censured the BSE
and the Clearing Corporation and or-
dered the BSE to fully comply with cer-
tain undertakings made in its Offer of
Settlement. In its undertakings, among
other things, the BSE represented that
the Board of Governors of the BSE
would appoint a Special Management
Review Committee composed of per-
sons who are not officers of the BSE
and who shall review, among other
things: procedures for nominating
members for the BSE Board of Govern-
ors; and, the Board of Governor’s over-
sight of the management of the BSE,
including adequacy of internal controls
and integrity of the BSE disciplinary
process. The Special Management Re-
view Committee was to be formed with-
in 30 days of the date of the Commis-
sion’s Order and the Committee was to
deliver a final report to the BSE Board
and to the staff of the Commission.

SEC v. lan T Allison, et al.18' — On
September 29, 1980, the Commission
filed a complaint against lan T. Allison
and a number of other entities and indi-
viduals for violations of the antifraud
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and registration provisions of the secu-
nities laws and the periodic reporting,
stock ownership reporting, and anti-
manipulative provisions of the Ex-
change Act. The Commission’s com-
plaint alieged that Allison and other
defendants participated in a scheme to
defraud by promoting two corporations
which had no substantial operations.
The complaint also alleged that the
defendants: (1) made false and mis-
leading statements in registration state-
ments concerning shareholder owner-
ship and contribution of assets by the
new majority owners of the companies;
(2) manipulated the markets in two se-
curities at the time of the opening of
over-the-counter trading; (3) made false
and misleading statements during tele-
vision interviews and in press releases
and research reports; and (4) made
false and misleading statements in fil-
ings of both companies with the Com-
mission, certain of which included bal-
ance sheets in which assets were
presented at inflated values, and in-
come statements in which sales and
cost of sales were overstated.

Several of the defendants were per-
manently restrained and enjoined from
violating the antifraud, registration, and
reporting provisions of the Exchange
Act. In addition, the Court ordered one
of the corporations to make corrective
filings and appoint two independent di-
rectors satisfactory to the Commission.
As of the close of the fiscal year, the
case was pending against the remaining
defendants. The Commission sought
both preliminary and final relief againt
all of the remaining defendants includ-
ing injunctive relief and orders freezing
assets and requiring disgorgement of
profits.



Programmatic Litigation and Legal Work

The Commission, through its Office
of the General Counsel, participates in a
substantial amount of litigation in addi-
tion to its enforcement actions. This hti-
gation includes numerous appellate
cases before the Supreme Court and
Federal circuit courts of appeals where
the Commission appears as a party or
as amicus curiae, and district court liti-
gation where the Commission, its Com-
missioners, or its employees are party
defendants. Commission litigation,
whether as a party or an amicus, often
involves questions of great significance
concerning the proper interpretation
and scope of the Fderal secunties laws.
The Commission’s participation in this
litigation has worked to strengthen the
investor protections afforded by the se-
curities laws and the enforcement and
regulatory programs it has undertaken
to achieve that goal. The Office of the
General Counsel is also involved in im-
portant legislative and regulatory work.
The following is a summary of some of
the important actions which were liti-
gated in the past year, and the status of
other projects of significance to the
Commission and the public.

Significant Litigation

Scope of the Antifraud Provisions of
the Federal Securities Laws — The
antifraud provisions are the principal
statutory basis through which the Com-
mission seeks to protect the public
against deception in securities transac-
tions The proper scope of these statu-
tory provisions is a continuing program
of importance to the Commission's liti-
gation efforts. For example, the Com-
mission has worked with the Depart-
ment of Justice in connection with

Rubtn v. United States, a criminal case
presently before the Supreme Court
which raises the question of whether a
pledge of securities 15 a sale under Sec-
tion 17(a), the general antifraud provi-
sion of the Securities Act of 1933 (Se-
curities Act). Resolution of that question
will determine whether Section 17(a) af-
fords protection against deception
which occurs in the pledge of securities.

In this case, the United States did not
oppose the granting of Rubin’s petition
for certioran on the pledge/sale ques-
tion, in view of the conflict among the
Federal courts of appeals on the issue,
and the importance of that i1ssue to en-
forcement of the Federal securities
laws. The Supreme Court granted the
petition, limiting 1ts review to the
pledge/sale question, and the case was
pending at the close of the fiscal year
In addressing the merits, the United
States urged that the plain meaning of
the statute encompasses pledges within
the term ‘“sale,” which 1s defined to in-
clude the disposition of a security or In-
terest in a security for value. That inter-
pretation, the United States argued, is
also supported by legal principles well
recognized at the time the Securities
Act was enacted by Congress, as shown
by the legislative history and by the poli-
cies and purposes underlying the stat-
ute

In another facet of this Program, the
Commission has addressed in a differ-
ent context the important question of
whether the securities laws will protect a
person who is deceived into parting
with money in exchange for an interest
in a security. The Commission filed an
amicus brief in the United States Court
of Appeals for the Fifth Circuit in First
National Bank of Las Vegas v. Estate
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of Russell, urging that a transaction is
covered by Section 10(b), the general
antifraud provision of the Securities Ex-
change Act of 1934 (Exchange Act),
where a brokerage firm’'s agreement to
sell United States Treasury notes was
coupled with an agreement to repur-
chase them. The Commission is con-
cerned that a holding to the contrary
would leave a large class of public
investors — those who invest in United
States Government securities under
these circumstances — without the pro-
tections provided by the antifraud provi-
sions. This case is currently pending
before the Court of Appeals for the Fifth
Circuit.

The question of whether the basic
antifraud provisions of Section 10(b)
and Rule 10b-5 thereunder of the Ex-
change Act prohibit securities transac-
tions by a person who knows material,
nonpublic information with respect to
an issuer, but not as a result of any rela-
tionship with that issuer, was addressed
by the Supreme Court in Chiarella v.
United States. In that criminal case, an
employee of a financial printer, by virtue
of the fact that prospective tender
offerors would provide his employer
with confidential information about
forthcoming bids, gained access to
such information and, prior to the pub-
lic announcement of the bid, purchased
shares in the subject companies for
quick resale. The Department of Just-
ice, assisted by the Commission, ar-
gued that, in trading on the basis of this
nonpublic information, Chiarella en-
dgaged in a fraudulent act or practice in
violation of Section 10(b) and Rule
10b-5. But the Court reversed his con-
viction, holding that a duty to either dis-
close or refrain from trading does not
arise from the mere possession of
nonpublic market information — the
theory, the Court believed, on which he
had been convicted. The Court did not
reach the question of whether the de-
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fendant committed a violation by trad-
ing while in possession of information
that was misappropriated or otherwise
obtained by unlawful means, finding
that the jury had not been properly
charged on these theories. In its deci-
sion, however, the Court clearly ap-
peared to recognize that in cases where
a fiduciary relationship is present be-
tween the person trading on confiden-
tial information and the class of de-
frauded buyers or sellers —as in the
traditional insider trading case — then
liability for nondisclosure under the
antifraud provisions is appropriate.
Application of the antifraud provi-
sions where a securities transaction has
both domestic and foreign elements is
another significant aspect of this pro-
gram. For example, the Commission
participated amicus before the United
States Court of Appeals for the Second
Circuit in /IT v. Cornfeld, urging that the
district court had erred in holding that
the antifraud provisions of Section
10(b) of the Exchange Act and Rule
10b-5 did not apply to the transnational
transactions at issue. The Commission
believed that the potential adverse con-
sequences of the district court's deci-
sion could be grave in light of the in-
creasingly international character of
securities transactions and securities
frauds. The Commission expressed the
view that the antifraud provisions were
applicable because, as to certain of the
transactions, the sale of securities
occurred within the United States and
the alleged fraud, which involved secu-
rities that were American in every
meaningful sense, was furthered by
substantial activity within this country.
In its decision, the Court of Appeals
upheld the applicability of Section 10(b)
and Rule 10b-5, finding that prior cases
dealing with this subject were not dis-
positive. As to transactions involving
sales of American securities which were
consummated in this Country, the court



stated that the presence of both factors
weighed heavily in favor of applying
(United States law. As to transactions
involving foreign securities, the court
upheld jurisdiction, pointing to such
facts as the convertability of the securi-
ties into American securities, that they
were guaranteed by an American com-
pany, and that they were issued by a
foreign subsidiary of that company
which had no operating assets. The
court also relied on the relative domi-
nance of American (compared to for-
eign) activity.

Also within this program 1s the Com-
mission’s participation amicus curiae
in Weiss v. Marshall Field & Co. and
Panter v. Marshall Field & Co., two re-
lated cases pending before the United
States Court of Appeals for the Seventh
Circuit. The Marshall Field cases in-
volve claims by present and former
shareholders of Marshall Field that the
company's management made fraudu-
lent statements in response to a public-
ly announced tender offer proposal.
The Commission participated amicus
curiae because the Seventh Circuit's
resolution of certain legal issues con-
cerning application of the antifraud pro-
visions to takeover contests may have a
significant impact on the goal of invest-
or protection embodied in the Federal
securities laws. Thus, the Commission
urged that the district court erred In
apparently restricting Section 10(b) of
the Exchange Act and Rule 10b-5 to sit-
uations where the defendant purchased
or sold securities or acted with the in-
tent to manipulate the price of securi-
ties. In addition, the Commission urged
that Section 14(e) of the Exchange Act,
an antifraud provision applicable to de-
ception in tender offer transactions,
applies to deception during the entire
tender offer process — at least from the
time of the public announcement of a
tender offer proposal — and applies to a
tender offer, whether conditional or un-

conditional. With respect to the scope
of the disclosure obligation imposed by
Section 14(e), the Commission urged
that facts concerning management’s
actions which may have a significant
bearing on the likellhood that a particu-
lar tender offeror, or any tender offeror,
will successfully consummate a tender
offer proposal, are not so obviously
unimportant to an investor that they are
immaterial as a matter of law.

Private Rights of Actton Under the
Federal Securities Laws — The Com-
mission’s participation in the Marshall
Field cases discussed above 1s also
within another program of continuing
importance to the Commission—avall-
ability to injured parties of private
causes of action under various provi-
sions of the Federal securities laws.
Such actions provide a vehicle through
which injured Investors can obtain re-
dress for violations of the securities
laws. Moreover, since the Commission’s
staff can bring only a limited number of
enforcement actions, and may not nor-
mally recoup investor losses in those
actions, private actions must serve as a
necessary supplement to Commission
enforcement actions. In the Marshall
Field cases, the Commission submitted
a supplemental brief in which it urged
that there is an implied right of action
for damages in favor of shareholders
under Section 14(e) of the Exchange
Act, a right of action that exists regard-
less of whether a tender offer proposal
is defeated before shareholders are giv-
en an opportunity to tender.

During the fiscal year, the Commis-
sion also participated amicus before
the United States Court of Appeals for
the Third Circuit in Zeffiro v. First
Pennsylvania Bank, the first Federal
appeliate case to address whether the
Trust Indenture Act provides injured de-
benture holders with a Federal cause of
action for the breach of indenture terms
mandated by the Act. The Commission
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urged that, because of the unique struc-
ture of the Act, the question was not
whether an implied right of action ex-
isted, but whether the existing private
right of action for breach of contract
presented a Federal question so that
the action could be brought in Federal
court. In reaching its decision that de-
benture holders have a Federal cause
of action, the Third Circuit utihlzed many
of the factors emphasized by the Com-
mission, but under an implied right of
action analysis. Among other things, the
court reasoned that the interpretation of
indenture provisions required by the
Trust Indenture Act depends on an in-
terpretation of that statute, and, thus,
Federal court jurisdiction is necessary
to achieve the umform standards in-
tended by Congress.

In Transamerica Mortgage Advisors,
Inc. v. Lewis, where the 1ssue was
whether a private cause of action was
implied for violations of the antifraud
provision of the Investment Advisors Act
of 1940 (Investment Advisers Act), the
Supreme Court held that a private
cause of action for equitable relief was
implied under Section 215 of the In-
vestment Advisers Act (governing the
validity of contracts), but not under Sec-
tion 206 of the Act (the antifraud provi-
sion) for equitable rehef or damages.

The Commission has continued to
monitor appellate cases concerning im-
plied causes of action in the wake of
Transamerica, as well as district court
opinions which have considered wheth-
er a private cause of action for equitable
relief 1s implied for violations of Section
13(d) of the Exchange Act This provi-
sion requires that a report containing
certain information be filed with an 1s-
suer and the Commission by any per-
son who acquires more than five per-
cent of the issuer’s securities, so that an
issuer can consider the impact of such
potential shifts of control upon the
company and its shareholders. Prior to
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Transamerica, each of the courts of ap-
peals that had considered the issue had
concluded that a private action could
be maintained for a violation of that
section. The Commission filed a brief,
amicus curiae, with the Court of Ap-
peals for the Seventh Circuit in Gate-
way Industries, Inc., v. Agency Rent-a-
Car, Inc., urging that an action could be
maintained subsequent to Transamer-
ica, and has filed copies of its brief with
district courts considering that issue.
The appeal was withdrawn before a de-
cision was rendered by the Court.

Standard of Culpability —Aaron v.
SEC raised the important issue of
whether the Commission must prove
scienter 1n injunctive actions brought to
restrain further violations of Section
17(a) of the Securities Act and Section
10(b) of the Exchange Act, and Rule
10b-5 thereunder, the principal anti-
fraud provisions of those statutes. In
light of the importance of this issue, the
uncertainty as to its resolution, and the
frequency of ltigation concerning the
question, the Commission had urged
the Supreme Court to grant Aaron’s pe-
tition for certiorari. The Supreme Court,
based primarily on analysis of the statu-
tory language, ruled unanimously that
the Commission need not prove scien-
ter under the broad antitrust provisions
found in Sections 17(a) (2) and 17(a)
(3) of the Securities Act, but ruled six to
three that proof of scienter is required
under Section 17(a) (1), Section 10(b),
and Rule 10b-5. The Aaron decision,
read in combination with an earlier Su-
preme Court decision (United States v.
Naftalin) concerning the coverage of
Sections 17(a) (2) and 17(a) (3), pro-
vides the Commission with effective en-
forcement tools. Those statutory provi-
sions should provide protection against
most deceptive conduct.

The standard of culpability program
also involves much litigation with re-
spect to other provisions of the Federal



securities laws. In Adams v. Standard
Krutting Mills, Inc., the Commussion
filed a memorandum amicus curiae in
support of plaintiffs’ suggestion for re-
hearing en banc and petition for re-
hearing, which was denied by the
United States Court of Appeals for the
Sixth Circuit. The Commission had
urged that the Sixth Circuit panel erred
in defining scienter as a desire to de-
ceive, defraud, or manipulate, in search-
ing the record for evidence of a “mo-
tive” for deception, and in concluding
that scienter must be shown to recover
damages from the defendant account-
ing firm under Section 14(a) of the Ex-
change Act and Rule 14a-9, which pro-
hibit deception in connection with proxy
solicitations.

Protection of the Shareholders
Franchise — The proxy provisions at is-
sue in Adams play a singular role in
ensuring that shareholders asked to
vote on important corporate decisions
can do so In an informed fashion. This
issue is within the Commission’s litiga-
tion program in which the Commission
seeks to ensure that shareholders are
provided with accurate disclosure in
making such decisions. For example,
SEC v. Falstaff Brewing Corp. involved
the issuance by Falstaff's management
of a misleading proxy statement solic-
ting shareholder approval of the sale of
control of the company to Paul Kal-
manovitz, and the election of Kalmano-
vitz to the board of directors. At the
time of the proxy statement, Kalmano-
vitz was a nominee director of Falstaff,
but not part of its management.

The United States Court of Appeals
for the District of Columbia Circuit con-
cluded, as the Commission had urged,
that Falstaff and Kalmanowvitz violated
the proxy provisions, and the Court en-
joined both from future violations of
Section 14(a) of the Exchange Act, as
well as Sections 10(b), 13(a), and 13(d)
of that Act. The principal significance of

this case 1s that it 1s the first reported
appellate decision to hold a nominee
director hable under Section 14(a), and
it will be an important precedent in the
future, both for the Commission and
private plaintiffs, where a person who is
responsible for deception 1s a nominee
director of the company issuing the
proxy, but not then a director In hold-
ing that Kalmanovitz was liable for
proxy violations, the Court applied a
substantial connection test between the
use of & person’s name in a proxy state-
ment and the solcitation effort, and it
found that the connection between the
use of Kalmanowvitz's name and the so-
licitation of approval of his taking con-
trol was pivotal. The Court flatly rejected
the argument that Kalmanovitz should
not be held liable because the material
misrepresentations and omissions in
the proxy statement were known to
Falstaff's management.

Scope of Commission’s Investigato-
ry Authority — The proper scope of the
Commission’'s investigation authority
has been challenged unsuccessfully in
several forums in the past year. For ex-
ample, Dresser Industries, Inc. v. SEC
involved a challenge to the Commus-
sion’s authority to enforce an adminis-
trative subpoena issued pursuant to a
Commission investigation, where a
grand jury independently investigating
Dresser also had sought documents
from the company.

The district court had ordered that
Dresser comply with the Commission’s
subpoena, and a panel of the United
States Court of Appeals for the Distnict
of Columbia Circuit affirmed, but modi-
fied the order to prohibit the Commis-
sion from transmitting the fruits of its
investigation to the Department of Jus-
ice. Upon rehearing sought by the
Commussion, the United States Court of
Appeals for the District of Columba, en
banc, unanimously affirmed the district
court’s order requining Dresser to com-
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ply with the Commission’s investigative
subpoena and struck down the modifi-
cation placed on transmittal of evidence
by the Commission to the Attorney
General. In so doing, the Court broadly
defined the scope of the Commission's
appropriate investigatory authority, em-
phasized the importance of expeditious
investigation of violations of the Federal
securities laws by both the Commission
and the Department of Justice, and ap-
proved close interagency cooperation in
this area. Adopting the position urged
by the Commission, the Court held that
an earlier Supreme Court decision,
which precluded the Internal Revenue
Service from using its summons au-
thority in a civil investigation after it had
determined to refer the matter to the
Department of Justice for criminal
prosecution, has no applicability to the
Commission, given its distinctive statu-
tory authority to investigate and enforce
the Federal securities laws. A petition
for certiorari to the Supreme Court has
been filed by Dresser and the Commis-
sion has filed an opposition thereto,
urging the correctness of the decision
by the Court of Appeals and the ab-
sence of any conflict in the Federal
courts of appeals on this issue.
Petitions for certiorari to the Supreme
Court have been filed in at least two
other instances, with regard to the
Commission’s investigative authority. In
SEC v. OKC Corp., the United States
Court of Appeals for the Fifth Circuit
rejected a challenge to the Commis-
sion’s authority to utilize, in the course
of its investigation, a report prepared by
OKC Corporation’s directors by an out-
side law firm and upheld the Commis-
sion’s investigation. In SEC v. Blackfoot
Bituminous, Inc., the United States
Court of Appeals for the Tenth Circuit
held that the Commission need not
show the likelihood of a violation before
seeking enforcement of its subpoenas.
The Commission’s broad authority was
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also upheld by the United States Court
of Appeals for the Third Circuit in SEC
v. Wheeling Pittsburgh Co., despite an
allegation by the targets of the Com-
mission’s investigation that the person
submitting information to the Commis-
sion had been politically motivated.
That decision was vacated by the en
banc court, however, when it granted a
petition for rehearing en banc.

Standard of Proof in Adjudicatory
Administrative Proceedings Before the
Commission — The question of which
standard of proof should be utilized in
Commission administrative proceed-
ings was another important litigation
program area during the past year. For
example, in Collins Securities Corp. v.
SEC, the United States Court of Appeals
for the District of Columbia Circuit held
that the Commission had erred in
utilizing the “preponderance of the evi-
dence” standard of proof in this broker-
dealer proceeding. The Court believed
that “clear and convincing evidence” is
required in administrative proceedings
involving charges of fraud, at least
where the sanction is expulsion from
the securities industry.

But, the United States Court of Ap-
peals for the Fifth Circuit later dis-
agreed in Steadman v. SEC. The Fifth
Circuit held, among other things, that
the Commission properly utilized the
preponderance standard in an adminis-
trative proceeding brought against an
investment adviser and broker-dealer
for violations of the antifraud provisions
of the securities laws, even where one
of the sanctions imposed was a perma-
nent bar from association with any reg-
istered investment adviser or invest-
ment company. In Steadman, the Court
accepted the Commission’s argument
that, applying the balancing test for
determining the proper standard of
proof announced by the Supreme Court
in Addington v. Texas, the risk of injury
to Steadman did not significantly out-



weigh the interest of the investing pub-
lic, who might be inadequately pro-
tected if the Commission’s ability to
police the securities industry were im-
paired by requiring the higher “clear
and convincing evidence” standard of
proof.

On April 28, 1980, the Supreme
Court granted certiorari in Steadman in
order to resolve the conflict between the
Fifth Circuit’s decision and the decision
of the District of Columbia Circuit in
Collins. In its brief to the Supreme
Court, the Commission argued that the
standard of proof prescribed by the
Administrative Procedures Act is satis-
fied by a preponderance of the evi-
dence, and the determination whether
to employ a higher standard of proof is
the responsibility of the Commission, as
it is the agency entrusted by Congress
with the administration of the securities
laws, which responsibility includes the
promulgation of fair procedures in con-
nection therewith. The Commission fur-
ther argued that under the balancing
test of Addington, neither the potential
injury to the investment adviser, nor the
fact that the antifraud provisions are in-
volved, justifies a departure from the
traditional preponderance standard, in
view of the commission’s need to pro-
tect the investing public from dishonest
fiduciaries entrusted with their money.

Since the decision of the United
States Court of Appeals for the Fifth
Circuit in Steadman, the question of
which standard of proof should be util-
ized in Commission administrative pro-
ceedings has arisen in a number of oth-
er contexts. For example, in /nvestors
Research Corp. v. SEC, the District of
Columbia refused to extend its own
Collins ‘‘clear and convincing evi-
dence” standard to a Commission
proceeding where an affiliate of an in-
vestment company was censured for vi-
olations of Section 17(e) (1) of the In-
vestment Company Act. The Court

explained that, since there was neither a
finding of fraud nor a severe sanction,
use of the higher standard was not re-
quired. Shortly thereafter, in Decker v.
SEC, a case 1nvolving the same type of
violation and sanction as /nvestors Re-
search, the United States Court of Ap-
peals for the Tenth Circuit, applying the
Addington balancing test, followed the
lead of the District of Columbia Circuit
and held that the proper standard of
proof in such a proceeding was the
‘‘preponderance of the evidence”
standard.

Tender Offer Litigation — The Com-
mission’s adoption, in December 1979,
of extensive and detailed rules gov-
erning the conduct of tender offers sub-
Jject to the Williams Act, has resulted in
litigation concerning the effect of these
rules on state takeover statutes. The
Commission has participated as
amicus curiae or as a party in a num-
ber of these lawsuits, which generally
arise in the context of hostile takeover
attempts, and which focus upon the
preemptive effect of Rule 14d-2(b) (the
rule concerning the early commence-
ment date of a tender offer) on state law
provisions requiring extended pre-
commencement delay. The rule re-
quires a tender offer to commence
shortly after a public announcement of
its material terms. It was designed to
thwart a developing practice by which
bidders would make public announce-
ments about their offers without actually
commencing these offers for purposes
of the Williams Act, which contains
various provisions designed to afford in-
vestors protection in tender offer
situations.

The Commission recognized when it
adopted Rule 14d-2(b) that it might
conflict with certain state laws, and in
lingation the Commission has support-
ed the position of tender offerors
challenging these laws as unconstitu-
tional due to such conflict. However, the
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Commission has also recognized that
states may have a valid interest In
regulating tender offers for truly local
compantes, and it has therefore sup-
ported the efforts of state securities
laws administrators to harmonize the
operation of their statutes with Rule
14d-2(b)

In actions in which the Commission
has participated and where a court has
reached the merits of the substantive
preemptive issue, the results have been
uniformly favorable for the Commis-
sion In Eure v Grand Metropolitan,
Lid., the North Carolina Superior Court
found Rule 14d-2(b) and the state
30-day pre-commencement waiting re-
quirement to be in dirrect conflict, mak-
ing compliance with both a physical
impossibiity The Court therefore held
the state provision preempted and
unenforceable.

In Sun Life Group, Inc. v. Standard
Life Insurance Co. of Indiana, the
United States District Court for the
Southern District of Indiana upheld the
state’s interpretation of its takeover stat-
ute, which permitted commencement
of the tender offer n compliance with
Rule 14d-2(b), but provided for post-
commencement review of the transac-
tion by state officials. The court noted
that absent such a harmonizing inter-
pretation, the state law could not survive
constitutional challenge.

In a Delaware case, GM Sub Corp. v.
Liggett Group, Inc., the Chancery Court
entered an mjunction against the con-
duct of a tender offer that had already
commenced under Federal law. On ap-
peal, the Delaware Supreme Court stat-
ed that Rule 14d-2(b) is entitled to a
presumption of validity, and the princi-
ples of Federal supremacy militated
against the continuation of injunctive
relief that had the effect of precluding a
tender offeror from complying with the
rule
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Other Significant Projects

ALl Code — Over the past ten years,
the American Law Institute (ALI) has
sponsored the drafting of a Federal Se-
curities Code, under the direction of
Professor Louis Loss of the Harvard
Law School. In May 1978, the ALI's
membership approved a 766-page
“Proposed Official Draft” of the Code,
which 1s designed to replace the six
separate Federal statutes administered
by the Commission with a single com-
prehensive and unified piece of legisla-
tion.

The Commission and its staff have
spent a great deal of time and effort
during the fiscal year analyzing and
studying the proposed Code in prepara-
tion for its expected introduction in
Congress. The task of evaluating the
benefits the Code would offer and the
possible difficulties it might create, in
terms of maintaining an effective
scheme of investor protection, 1s ex-
ceedingly complex. While in many re-
spects the ALl draft seeks simply to co-
dify existing law, in other respects it
would make significant substantive
changes.

During the initial review of the pro-
posed Code, members of the Commus-
sion staff held a series of meetings with
Professor Loss and his group of advis-
ers to discuss concerns about both sub-
stantive positions taken in the Code and
the drafting of various Code provisions.
In response, Professor Loss made a
substantial number of technical amend-
ments to the Code. In September 1979,
the Commission itself began meeting
with the Code’s drafters, in sessions
open to the public, to discuss the larger
issues raised by the staff. Further
discussions followed these meetings,
culminating in an agreement between
Professor Loss and a group of his ad-
visers and the Commission as to a
sertes of further, more substantive
amendments that would be made to the



Code prior to its introduction. As a re-
sult of these agreements, the Commus-
sion issued a release on September 18,
1980, supporting enactment of the
Code as so revised.

Right to Financial Privacy — When
Congress enacted the Right to Finan-
cial Privacy Act of 1978, it included a
two-year exemption for the Commis-
sion, to allow time to study how best to
reconcile privacy interests of bank cus-
tomers with the need of the Commius-
sion for access to the account records
of such customers in the course of its
investigations. With that exemption
about to expire, the Commission staff
began working with members of various
Congressional staffs to develop a per-
manent legislative proposal.

The resulting bill provides that the
Commission will be subject to the Right
to Financial Privacy Act, except in
specified cases where it is important to
afford the Commission prompt access
to financial records in order to exercise
its responsibilities under the Federal se-
curities laws. In such cases, and subject
to prior ex parte court approval, the
Commission would be entitled to sub-
poena financial records of a customer
from a financial institution without prior
notice to the customer. After obtaining
these records, the Commission would
be required to afford the customer in
question notice that access to his re-
cords had been obtained, and the cus-
tomer would be entitled to bring suit
against the Commission for appropnate
civil penalties and injunctive relief if the
Commission’'s access was not for pur-
poses authorized by the Federal securi-
ties laws. In addition, the bill contamns
provisions governing the transfer of fi-
nancial records by the Commission to
other governmental authorities, and re-
quires the Commission to report annu-
ally when it obtains access to financial
records. (Subsequent to the close of the
fiscal year, on October 10, 1980, this
bill was signed into law.)

‘Ginnie Mae” Study — Durning the
past year, the Commission, along with
the Department of the Treasury and the
Federal Reserve Board, undertook a
study of the government-related secur-
ties markets which, among other things,
detalled abusive trading practices In
such markets. The participants in the
Ginnie Mae study concluded that in-
creased regulation of these markets is
necessary to correct the abuses, and at-
tached to their reports proposed legsla-
tion which would establish a new
regulatory structure applicable to for-
ward trading and other transactions
with maturities of 30 days or longer in
Government National Mortgage Assoct-
ation and Federal Home Loan Mortgage
Corporation securities. The proposed
legislation was drafted so that its provi-
sions could be extended, as necessary,
to other government-related securities

Under the proposed legislation, a
self-regulatory organization (SRO),
composed primarily of industry repre-
sentatives, would exercise rulemaking
authornty, subject to governmental over-
sight by a “Council” composed of the
Secretary of the Treasury, the Chairman
of the Federal Reserve Board and the
Chairman of the Securities and Ex-
change Commission, or their respective
designees The SRO would have au-
thority to establish farr practice stand-
ards that would provide for, among
other things, suitability rules, record-
keeping requirements, professional
qualification and competency require-
ments, and financial responsibibty rules
The legislation would also require the
registration of brokers and dealers ef-
fecting transactions in those govern-
ment securities subject to regulation. In
addition, investors would receive great-
er protection by the estabhshment of
margin requirements by the Federal Re-
serve. At the close of the fiscal year, the
proposed legislation was under review
by the Office of Management and
Budget.
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Public dtility Holding Companies

Composition

Under the Public Utility Holding Com-
pany Act of 1935 (Holding Company
Act), the Commission regulates inter-
state public utility holding company sys-
tems engaged in the electric utility busi-
ness or in the retail distribution of gas.
The Commission’s jurisdiction also cov-
ers natural gas pipeline companies and
nonutility companies which are subsidi-
aries of registered holding companies.

There are presently 14 registered
holding company systems with aggre-
gate assets, as of June 30, 1980, of
$52.5 billion. Total holding company
system assets increased by over $5.0
billion in the twelve-month period
ended June 30, 1980. The increase was
attributable to several coal and nuclear
fired generating plants entering service.
Total operating revenues, as of June
30, 1980, were $22 billion, a $4.1 billion
increase over the previous year. In the
14 systems, there are 60 electric and/or
gas utility subsidiaries, 68 nonutility
subsidiaries and 22 interactive com-
panies, or a total of 168 system
companies, including the top parent
and subholding companies. Table 37 in
the Appendix lists the systems and Ta-
ble 38 lists their aggregate assets and
operating revenues.

Financing

During fiscal year 1980, approxi-
mately $3.5 billion of senior securities
and common stock financing of the 14
registered systems was approved by the
Commission. Of this amount, approxi-
mately $2.6 billion was long-term debt
financing, and over $900 million was
for equity financing. These amounts

represent a 56 percent increase in long-
term financing over fiscal year 1979,
and a 10 percent decrease in the sale of
common and preferred stock. In addi-
tion, the Commission approved over
$4.9 billion of short-term debt financing
and $291 million of pollution control
financing for the 14 registered holding
company systems. Table 39 in the Ap-
pendix presents the amount and types
of securities issued under the Holding
Company Act by these holding compa-
ny systems.

Fuel Programs

During fiscal year 1980, the Commis-
sion authorized $597.9 mullion of fuel
exploration and development capital ex-
penditures for the holding company
systems. These expenditures cover an-
nual fuel programs subject to regulation
under the Holding Company Act de-
fined on geographical and functional
terms. Table 40 in the Appendix lists
the authorization by holding company
system for each fuel program.

Largely as a result of radical changes
in the cost and availability of fuel, utility
companies, including registered sys-
tems, have embarked on major pro-
grams to acquire control of part of their
fuel supply. Generally, the arrange-
ments involve formation of subsidiaries
or entry into joint ventures for
producing, transporting and financing
fuel supplies or the supply of capital for
the exploration of and development
drilling for mineral reserves with a right
to share in the product. Since 1971, the
Commission has authorized expendi-
tures of over $3.2 billion for fuel pro-
grams of holding companies.
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Service Company Operations

At the end of calendar year 1979,
there were 11 subsidiary service com-
panles providing managerial, account-
ing, administrative and engineering
services to 11 of the 14 holding
companiles registered under the Hold-
ing Company Act The billings for serv-
ices rendered to the holding company
systems amount to $497.8 million or
2.26 percent of the total revenues gen-
erated by the electric and gas operating
utiities, with several systems including
a return on capital invested by the par-
ent holding company Because the sub-
sidiary service companies are service
oriented, they are heavily labor intensive
having 11,762 employees and assets of
over $306 million. During February
1980, the Commission approved a pro-
posed amendment to the Annual Report
Form U-13-60 for Subsidiary Service
Companies Subject to the Holding
Company Act. The revised report will
conform to the amended Uniform Sys-
tem of Accounts for Service Companies
adopted by the Commission in Februa-
ry 1979.

The revised Annual Report will: (1)
simplify the preparation of service com-
pany financial data, (2) more clearly dis-
close financial, accounting, and oper-
ational information needed by Federal
and state authorities which regulate the
affihated public utility companies served
by the service companies; and (3) facih-
tate the conduct of audit and account
inspection programs. The amended An-
nual Report form is effective not later
than January 1, 1981, for the 11 sub-
sidiary service companies.

General Public Utilities
Corporation/Three Mile Island

During fiscal year 1980, the Commis-
sion continued to monitor the financial
and operational impact to the General
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Pubhc Utilities (GPU) System of the
March 28, 1979, nuclear accident at
Three Mile Island Unit No. 2 (TMI-2).
Prior to fiscal year 1980, the Commis-
sion approved for GPU $500 million of
short-term debt bank financing for the
GPU system to assist payment of re-
placement power cost incurred as a re-
sult of the accident. The GPU system
has estimated the cost to decontami-
nate and restore TMI-2 at $855 mullion
over the next five years. As of June 30,
1979, approximately $148 million of
this amount had been expended. The
GPU system has $300 million of prop-
erty insurance coverage for TMI-2.

Acquisition of Columbus &
Southern Ohio Electric Company
By American Electric Power
Company

On July 21, 1978, the Commuission
approved the acquisition, by tender of-
fer, of the common stock of the Colum-
bus and Southern Ohio Electric Com-
pany (CSOE). On February 13, 1980,
the Commission approved an American
Electric Power Company (AEP) offering
of 1.3 shares of its common stock for
each share of CSOE. An exchange offer
was subsequently made and 88.45 per-
cent of CSOE stock was acquired on
May 9, 1980, the closing date of the
tender offer

CSOE's consolidated assets were
$1.3 billion at December 31, 1979, with
operating revenues of $417 million. The
Commission stated in its February
1980 order that the existence of a mi-
nority interest 1s contrary to the stand-
ards of Section 11(b)(2) of the Holding
Company Act. AEP has filed a plan,
jointly with CSOE, to retire any such mi-
nority interest pursuant to a plan under
Section 11(e) of the Holding Company
Act This 1s still pending before the
Commission.



Corporate Reorganizations

Reorganization proceedings in the
United States District and Bankruptcy
Courts are not initiated by the Commis-
sion, but are commenced by a debtor,
voluntarily, or by its creditors. Federal
bankruptcy law allows a debtor in reor-
ganization to continue to operate under
the court’s protection while it attempts
to rehabilitate its business and work out
a plan to pay its debts. Where a debtor
corporation has outstanding publicly is-
sued securities, the reorganization
process raises many issues that materi-
ally affect the right of its public invest-
ors. In addition, the issuance of new se-
curities to creditors and shareholders
pursuant to a plan are exempt from reg-
istration under Section 5 of the Securi-
ties Act of 1933. Therefore, the Com-
mission enters its appearance and
participates in corporate reorganization
proceedings to protect the interests of
public investors holding the debtor's se-
curities and to render independent, ex-
pert assistance to the courts and parties
in a complex area of law and finance.

The Bankruptcy Reform Act of 1978,
which became effective at the begin-
ning of the fiscal year, represents a
comprehensive revision of Federal
bankruptcy law and, in particular, of the
business reorganization provisions of
the prior Bankruptcy Act. The reorgani-
zation provisions of the new Bankruptcy
Code, set forth in Chapter 11 thereof,
will apply only to cases commenced on
or after October 1, 1979. Cases com-
menced prior to October 1, 1979, will
continue under the appropriate provi-
sions of the prior Bankruptcy Act.

Chapter 11 of the Bankruptcy Code
authorizes the Commission to enter its
appearance in any reorganization case

and to raise, or present its views on, any
1ssue 1n a Chapter 11 case. Although
Chapter 11 applies to all types of busi-
ness reorganizations, the Commission
will not consider it necessary or appro-
priate to participate 1n every case Many
cases will involve only small enterprises
with uncomplicated capital struc