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COMMISSIONERS

William J. Casey, Chairman

Chairman Casey was born in Elmhurst, New York, on March
13, 1918. He received a B.A. degree from Fordham University in
1934 and an LL.B. degree from St. John’s University in 1937. At
the time of his appointment to the Commission, he was a partner
in the New York law firm of Hall, Casey, Dickler & Howley and
the Washington law firm of Secribner, Hall, Casey, Thornburg &
Thompson. Mr. Casey has authored and edited a broad spectrum
of publications on legal, tax, financial and economic subjects, and
has served as Chairman of the Board of Editors of the Research
Institute of America and Chairman of the Board of Editors of the
Institute for Business Planning, a subsidiary of Prentice-Hall.
During World War II, he served as Chief of the Secretariat at the
European headquarters of the Office of Strategic Services and,
subsequently, Chief of 0.S.S. intelligence operations in the Euro-
pean Theatre. In 1948, he served on the legal staff of the European
headquarters of the Marshall Plan. Subsequently, he served as
special tax counsel for the Senate Small Business Committee. He
has served as a member of the General Advisory Committee on
Arms Control and as a member of the Presidential Task Force
on International Development. He has also been President of the
International Rescue Committee and of the Long Island Associ-
ation. He has served as Trustee of Fordham University, of Good
Counsel College and of Catholic Charities in the Long Island
Diocese. Mr. Casey was sworn in as Chairman of the Securities
and Exchange Commission on April 14, 1971.

Hugh F. Owens

Commissioner Owens was born in Muskogee, Oklahoma, on
October 15, 1909, and moved to Oklahoma City in 1918. He
graduated from Georgetown Preparatory School, Washington,
D.C., in 1927, and received his A.B. degree from the University of
Illinois in 1931, In 1934, he received his LL.B. degree from the
University of Oklahoma College of Law, and became associated
with a Chicago law firm specializing in securities law. He re-
turned to Oklahoma City in January 1936, to become associated
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with the firm of Rainey, Flynn, Green and Anderson. From 1940
to 1941, he was vice president of the United States Junior Cham-
ber of Commerce. During World War II he attained the rank of
Lieutenant Commander, U.S.N.R., and served as Executive Officer
of a Pacific Fleet destroyer. In 1948, he became a partner in the
firm of Hervey, May and Owens. From 1951 to 1953, he served
as counsel for the Superior Oil Company in Midland, Texas, and
thereafter returned to Oklahoma City, where he engaged in the
general practice of law under his own name. He also served as a
part-time faculty member of the School of Law of Oklahoma City
University. In October 1959, he was appointed Administrator of
the then newly enacted Oklahoma Securities Act and was active
in the work of the North American Securities Administrators,
serving as vice president and a member of the executive com-
mittee of that Association. He took office as a member of the
Securities and Exchange Commission on March 23, 1964, for the
term expiring June 5, 1965, and was reappointed for the terms
expiring June 5, 1970 and 1975. Since June 1964, he has served
on the executive committee of the National Association of Regula-
tory Utility Commissioners.

James J. Needham

Commissioner Needham was born in Woodhaven, New York, on
August 18, 1926. He received a B.B.A. in 1951 from St. John’s
University. During 1944-46, he was in the Naval V-5 Program at
Cornell University. At the time of his appointment to the Com-
mission, Commissioner Needham, a Certified Public Accountant,
was associated with A. M. Pullen & Company, based in Greens-
boro, North Carolina, serving as partner in charge of its New
York office, and as a member of the firm’s Executive Committee.
Previously, he was associated with Raymond T. Hyer & Company
and with Price, Waterhouse & Co. Commissioner Needham has
been active in professional and business organizations, including
the American Institute of Certified Public Accountants (as a mem-
ber of Council) ; the New York State Society of Certified Public
Accountants (including service as Treasurer and as a member of
its Board of Directors and Executive Committee) ; the New York
Chamber of Commerce; and the Accountants Club of America,
Inc. He also has participated actively in many community organi-
zations. Prior to assuming office on July 10, 1969, for the term
expiring June 5, 1978, he resided in Plainview, New York.
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A. Sydney Herlong, Jr.

Commissioner Herlong was born in Manistee, Alabama, on
February 14, 1909, and in 1912 moved to Sumter County, Florida,
and later to Lake County, Florida, where he attended public
schools. He received an LL.B. degree from the University of
Florida, Gainesville, Florida, in 1930, and commenced practicing
law in his home town of Leesburg, Florida. Commissioner Herlong
continued practicing law until 1937 when he was elected County
Judge of Lake County, Florida. He continued serving as County
Judge until 1948 when he was elected to the U.S. House of
Representatives, in which body he served until January 1969,
when he voluntarily retired. While serving in Congress, Mr.
Herlong was a member of the Post Office and Civil Service Com-
mittee, the Agriculture Committee, and, for the last seven terms,
the Ways and Means Committee. Upon retirement from Congress,
he became a consultant to the Association of Southeastern Rail-
roads. He is a past president of the Florida County Judges As-
sociation, the University of Florida Alumni Association and the
Florida State Baseball League. Mr. Herlong received the Good
Government Award from the Florida Junior Chamber of Com-
merce and the Distinguished Alumni Award from the University
of Florida. He took office as a member of the Securities and Ex-
change Commission on October 29, 1969, for the term of office
expiring June 5, 1971, and was reappointed for the term expiring
June 5, 1976.

Philip A. Loomis, Jr.

Commissioner Loomis was born in Colorado Springs, Colorado,
on June 11, 1915. He received an A.B. degree, with highest honors,
from Princeton University in 1938 and an LL.B. degree, cum
laude, from Yale Law Schoo! in 1941, where he was a Law
Journal editor. Prior to joining the staff of the Securities and
Exchange Commission, Commissioner Loomis practiced law with
the firm of O’Melveny and Myers in Los Angeles, California, ex-
cept for the period from 1942 to 1944, when he served as an
attorney with the Office of Price Administration, and the period
from 1944 to 1946, when he was Associate Counsel to Northrop
Aircraft, Inc. Commissioner Loomis joined the Commission’s
staff as a consultant in 1954, and the following year he was
appointed Associate Director and then Director of the Division
of Trading and Exchanges. In 1963, Commissioner Loomis was
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appointed General Counsel to the Commission and served in that
capacity until his appointment as a member of the Commission.
Commissioner Loomis is a member of the American Bar As-
sociation, the American Law Institute, the Federal Bar Associ-
ation, the State Bar of California, and the Los Angeles Bar
Association. He received the Career Service Award of the Na-
tional Civil Service League in 1964, the Securities and Exchange
Commission Distinguished Service Award in 1966, and the Justice
Tom C. Clark Award of the Federal Bar Association in 1971. He
took office as a member of the Securities and Exchange Com-
mission on August 13, 1971, for the term of office expiring June
5, 1972,



TABLE OF CONTENTS

Commissioners and principal staff officers
Regional and branch offices
Biographies of Commissioners __

PART I

IMPORTANT RECENT DEVELOPMENTS . __ . _
Investor protection; market structure _______________________
Structure and level of commission rates _____________________
Public ownership of broker-dealers __.________________________
Securities quotations without specified information ___________
NASD automated over-the-counter quotations system

(NASDAQ)
Institutional investor study -_______ S
Reform of the Investment Company Act —

Investment advisory fes _______________________ _______
Sales charges ________________ .
The front-end load on contractual plans _________________
Fund holding companies . _
Performance fee advisory contraects __________ ___________
Expanded Commission enforcement authority ____________
Banks and insurance companies __._____________________

Oil and gas funds _________ . __
Implementation of Investment Company Act amendments _____
Explanatory releases __.______________________ ..
Adoption of rules under amended Section 27 ___________
Revision of annual report form _______________._________
Study of the potential economic impact of the repeal of
Section 22{d) of the Investment Company Act _________
Proposed rules regarding resales of restricted securities _____.
Disclosure by defense contractors ______
Offering of securities as substitute or supplement for savings
account deposits and certificates of deposit __ . __________
Proposed fee schedule ____________ ..
Enforcement action charging misuse of pension funds ________

Parr 11

FULL DISCLOSURE OF INFORMATION ABOUT THE IS-
SUERS OF SECURITIES __
Disclosure in connection with public offerings __ . ________
Type of information included in registration statement ___

27
27
28

X1



FULL DISCLOSURE OF INFORMATION ABOUT THE IS-
SUERS OF SECURITIES—Continued

XII

Continuing disclosure requirements

Disclosure in connection with public offerings—Continued

New registration guides ___ —
Adoption of new or revised registration forms ___________
Improving the readability of prospectuses _.____.________
Disposition of abandoned registration statements _________
New rules relating to publication of information and de-
livery of prospectus by broker-dealers prior to or after
the filing of a registration statement —
Staff examination of registration statements _____________
Time required to complete registration
Statisties regarding registration statements filed _________
Statistics regarding securities registered ________________
Reports of sales and use of proceeds . ___________________
Examinations and investigations ________________________
Stop order proceedings __
Exemption from registration of small issues _____________
Exempt offerings under Regulation A _______________
Reports of sales ____________ —
Suspension of exemption _______________________
Exempt offerings under Regulation B _______________
Reportsof sales _________________ ______________
Exempt offerings under Regulation ¥ _______________

Registration of securities on exchanges
Registration of over-the-counter securities .______________
New rule regarding registration by successor issuers __
Exemptions from registration ___
Periodic reports -
New rules relating to companies reporting pursuant to
Section 15¢(d) . _______________ ~
Proposed amendments of reporting forms ________________
Timely disclosure of material corporate developments _____
Proceedings to obtain compliance with Exchange Act reg-
istration or reporting requirements ___________________
Administrative actions _____
Civil actions -
Proxy solicitations _____
Scope and nature of proxy regulation _______________
Statistics relating to proxy and information statements
Stockholders’ proposals
Proxy contests
Litigation relating to proxy rules -
Disclosure in connection with takeover bids and other large
acquisitions _ —_—— __
Insiders’ security holdings and transactions ______________
Owmership reports
Recovery of short-swing trading profits __________.____
Investigations with respect to reporting and proxy pro-
visions —

Page

29
31
31

32
32
33
34
35
39

40
42
43
44
44
45
45
45
46
46
47
47
48
48

49
50
50

50
50
52
52
52
53
53
54
b4

55
56
57
57

57



FULL DISCLOSURE OF INFORMATION ABOUT THE IS-
SUERS OF SECURITIES—Continued
Accounting and auditing matters—Continued
Summary suspension of trading _______________________ -
Accounting and auditing matters ____ ——m
Relations with the accounting profession and the public ___
The work of the Accounting Principles Board and com-
mittees of the AICPA _______ - =
Other current developments ______
Exemptions for securities of international banks _____________
International Bank for Reconstruction and Development __
Inter-American Development Bank ____________________ -
Asian Development Bank
Trust Indenture Act of 1939

Parr III

REGULATION OF SECURITIES MARKETS __________________
Regulation of exchanges _
Registration and exemption of exchanges ________________
Review of exchange rules and procedures .. ____________
Litigation relating to review of exchange rules _____.__
Inspections of exchanges
Delisting of securities from exchanges .._________________
Litigation relating to delisting __________ _____ ____
Statistics relating to securities traded on exchanges ___________
Number of issuers and securities _______________________
Market value of securities available for trading . _________
Volume of securities traded ____________________________
Foreign stocks on exchanges ___________________________
Comparative exchange statisties ________________________
Block distributions reported by exchanges ________________
Unlisted trading privileges on exchanges ________________
Supervision of activities of National Association of Securities
Dealers, Ine. . _____________________ -
Review of NASD rules and policies ________._____________
NASD rule abrogation proceeding ____________________.__
Inspections of the NASD ___________ _—
Over-the-counter trading in common stocks listed on the New
York Stock Exchange . _________ _— I
Regulation of broker-dealers and investment advisers _________
Registration ____________ R
Financial reports of broker-dealers . _..__________________
Broker-dealer income and expense reports _______________
Regulation of broker-dealers who are not members of a
registered securities association ______._________________
Statistical studies . _______________________
Issues registered under the Securities Act of 1933 _________
New securities offerings ____
Private noninsured pension funds _______________________
Stock transactions of financial institutions _______________

Page

58
59
61

62
64
66
66
68
69
70

90
91
91
92
92

93
95
95
95
96
96

X111



REGULATION OF SECURITIES MARKETS—Continued
Statistical Studies—Continued

Financial position of corporations _______________________

Plant and equipment expenditures _ -

Directory of registered companies _______________________

Stock market data ________

PArT IV

CONTROL OF IMPROPER PRACTICES _

Detection of improper practices —___

Public complaints and inquiries
Inspections —__________

Market surveillance

Investigations __

Enforcement of investigative subpoenas _._______________

Enforcement and remedial action _________ _—

Administrative proceedings __

Judicial review of administrative decisions ______

Civil proceedings __________ —

Participation as amicus curiae _________________

Criminal proceedings _____________

Organized erime program —

Proposed Swiss treaty ________________________
Disciplinary action by self-regulatory organizations _____

Exchanges _______

NASD _

Commission review of NASD disciplinary action _____
Commission review of NASD action on membership __

Cooperation with other enforcement agencies ________________

Section of Securities Violations _________________________

Enforcement problems with respect to foreign securities ______
Disqualification from practice before Commission ____________

PArRT V

REGULATION OF INVESTMENT COMPANIES _______________

XIv

Companies registered under the Aet ________
Investment company assets ____________
Investment company filings, other than applications __________
Developments with respect to particular types of investment

companies ______

Investment company sponsored by a public accounting firm_
Minority enterprise small business investment companies __
Mutual fund for labor union members and pension funds - ..
Shareholders’ proposals in investment company proxy ma-

terial _____ _—
Selection of a new investment adviser by an investment

company .. _.__________

Page

96
97
97
97

141
142
145
145

145
145

146
147

147

148



REGULATION OF INVESTMENT COMPANIES—Continued

Revisions of rules and forms; policy statements _._____________
Adoption of Rule 18f-1 and Form N-18F-1 ______________
Amendment of Rule 22d-1 —
Revision of annual report Form N-1R ___________________
Valuation of securities __
Position with respect to dilution of net asset value and

inappropriate extensions of credit on sales, redemptions
and repurchases of fund shares

Applications for Commission action __________________ ______

Control of improper practices ______
Inspection and investigation program __
Civil and administrative proceedings ___________________

PART VI

REGULATION OF PUBLIC-UTILITY HOLDING COMPANIES
Composition of registered holding-company systems ____.______
Section 11 matters in registered holding-company systems ____
Proceedings with respect to acquisitions, sales, and other

matters ____ -
Financing of active registered public-utility holding companies
and their subsidiaries _____ — —

Part VII

PARTICIPATION IN CORPORATE REORGANIZATIONS ______
Summary of activities __________ —
Jurisdictional, procedural, and administrative matters ________
Trustee’s investigation ___________ _____ ___ __ ____ _________
Reports on plans of reorganization - .
Activities with regard to allowances ___._____________________
Intervention in Chapter XI proceedings _____________________

Part VIII

SUPPORTING ACTIVITIES ______ o

Public information services _______________

Dissemination of information _._________________________

Publications ______ .. _____ L _

Availability of information for public inspection ______.___

Litigation involving public information provisions of the
Administrative Procedure Act —

Electronic Data Processing . _____________________ —
Extension of application of automation techniques ________
Assistance to state and federal agencies _________________
Sharing of EDP facilities ______________________________
EDP training . _______________ e

Personnel and financial management _—._____________________
Personnel program __._________________________________
Personnel strength; financial management _______________

Page

148
149
149
150
151

152
152
156
156
157

167
167
168

168

205
205
205
206
207

209
211
211
212
212
212
212
212
214

XV



ParT IX
APPENDIX—STATISTICAL TABLES

Table 1. Securities registrations effective under the Securities Act
of 1933—fiscal years 1935-1971
Table 2. Registrations effective under the Securities Act of 1933,
fiscal year ended June 30, 1971
Part 1. Distribution by months
Part 2. Purpose of registration and type of security —________
Table 8. Brokers and dealers registered under the Securities Ex-
change Act of 1934—effective registrations as of June
30, 1971, classified by type of organization and by loca-
tion of principal office ___
Table 4. Number of security issues and issuers on exchanges __.___
Part 1. Unduplicated count as of June 80, 1971 of the number
of stock and bond issues admitted to trading on
exchanges, and the number of issuers involved _____
Part 2. Number of stock and bond issues on each exchange as
of June 30, 1971, classified by trading status, and

number of issuers involved _______________________
Table 5. Value of stocks on exchanges ____
Table 6. Dollar volume and share volume of sales effected on se-
curities exchanges in the calendar year 1970 and the

6-month period ended June 380, 197Y __________________
Part 1. 12 months ended December 31, 1970
Part 2. 6 months ended June 30, 197¢ ______________________
Table 7. Comparative share sales and dollar volumes on exchanges._
Table 8. Block distributions of stocks reported by exchanges
Table 9. Unlisted stocks on exchanges __________________________
Part 1. Number of stocks on the exchanges as of June 30, 1971 .
Part 2. Unlisted share volume on the exchanges—calendar year
1970
Table 10. Summary of cases instituted in the courts by the Com-
mission under the Securities Act of 1933, the Securities
Exchange Act of 1934, the Public Utility Holding
Company Act of 1935, the Investment Company Act of

1940, and the Investment Advisers Act of 1940 ______
Table 11. A 38-year summary of all injunction cases instituted by
the Commission—1934 to June 30, 1971, by calendar

year
Table 12. Summary of cases instituted against the Commission,
cases involving petitions for review of Commission or-
ders, cases in which the Commission participated as in-
tervenor or amicus curiae, and reorganization cases on
appeal under Ch. X in which the Commission partici-
pated __________________
Table 13. A 38-year summary of criminal cases developed by the
Commission—1934 through 1971, by fiscal year ______

XVI

Page

217
218

218
218

219
220

220

220
221

222
222
222
223
224
224
224

225

225

226

227

228



Table 14. A 38-year summary classifying all defendants in criminal
cases developed by the Commission—1934 to June 30,
1971 _
Table 15. Summary of criminal cases developed by the Commission
which were pending at June 30, 197% ________________
Table 16. Reorganization proceedings under Chapter X of the
Bankruptey Act in which the Commission participated
during fiscal year 1971

450-484 O - 72 - 2

Page

230

230

231

XVII






PART I
IMPORTANT RECENT DEVELOPMENTS

INVESTOR PROTECTION; MARKET STRUCTURE

Major efforts were launched in 1971 to provide additional in-
vestor protection and to review on a comprehensive basis the
structure and functioning of our securities markets. Among other
things, the Commission adopted or proposed new rules designed
to strengthen the financial and operational responsibility of
brokerage firms, and it commenced broad-based public hearings
to examine the structure and functioning of the markets. The
re-examination which is in progress was occasioned in large part
by the substantial operational and financial problems that the
securities industry experienced during the period from 1968
through 1970.

Large, unanticipated increases in trading volume occurred in
the exchange and over-the-counter markets during the middle
1960’s. Existing systems for processing securities transactions
proved inadequate at individual brokerage firms and at the in-
dustry-wide level. Many firms were unable to maintain record-
keeping control and lost physical control over stock certificates.
In the resulting confusion, a significant number of securities were
either lost or stolen. Errors and delays in executing and settling
trades were widespread, and customers frequently found it diffi-
cult to obtain delivery of securities they had paid for.

Although a decrease in trading volume in 1969 eased the op-
erational problems somewhat, it brought with it lower income
for the industry. A financial squeeze ensued, and the industry’s
overall capital base shrank under the impact of operating losses
and a significant drop in market value of trading and investment
accounts.

As a result, a number of firms, including some of the industry’s
largest, were forced into liquidation, and many others were
merged out of existence. Hundreds of thousands of customers
were saved from major loss by having their accounts transferred
to stronger firms or through the injection of stock exchange trust
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fund monies. In all, the industry expended about $130 million in
its rescue efforts.

In order to restore public confidence in the safety of the mark-
ets, Congress passed the Securities Investor Protection Act of
1970.1 This legislation, the most important in the securities field
in 30 years, established the Securities Investor Protection Corpo-
ration to provide insurance for customer accounts. Customers are
now insured up to $50,000 per account (of which no more than
$20,000 can be in cash). To minimize the exposure of the SIPC
fund, which is backed by a billion dollars in taxpayers’ monies,
Congress ordered the Commission to study and report on the
unsafe and unsound practices of brokerage firms, and on the need
for additional legislation to correct such practices.

Some of the operational problem areas scheduled to be examined
in the Commission’s study of brokerage practices were: physical
facilities for effecting and processing securities transactions;
automation and record-keeping systems; order entry and execu-
tion systems; trade comparisons and settlements; transfer and
custody of securities; relationships of banks to brokers; internal
controls maintained at brokerage firms; customer accounts; and
needed expansion programs. In the financial area the major
problem areas to be covered are: permanence and adequacy of
the industry’s capitalization; reliance upon customers’ funds and
securities; lack of internal controls over financial condition;
faulty handling of customer accounts; and stock record differ-
ences.

The experiences of recent years, the various Congressional
hearings of 1970 and 1971, and the SIPC Study all point up the
need for additional investor protection measures. Of those already
implemented or under consideration, the most significant are
those dealing with the establishment of reserves against customer
free credit balances and the segregation of customers’ securities.
Authority to pass rules in these areas was explicitly granted to
the Commission by the Securities Investor Protection Act.

Following consideration of various proposals, the Commission
on November 8, 1971 issued proposed new Rules 15c¢3-3 and
15¢3-4 and proposed amended Rules 8c-1 and 15¢2-1 under the
Securities Exchange Act of 1934.2 Proposed Rule 15¢3-3 requires
the complete separation of customer funds from firm funds and
provides for reserves designed to protect customer funds held by

1See 36th Annual Report, pp. 3-5, for a discussion of the history and
major provisions of this legislation.
2 Securities Exchange Act Release No. 9388.
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broker-dealers, Proposed Rule 15¢3-4, concerned with customer
protection in the area of custody and use of customers’ securities,
requires that the broker-dealer promptly obtain physical posses-
sion or control of customer securities and contains provisions
for reserves against securities of customers which should be but
are not in the physical possession or control of a broker-dealer.
Supplementing proposed Rule 15¢3—4 are proposed amendments to
Rules 8c-1 and 15¢2-1 (the hypothecation rules) which would,
as regards securities carried for the accounts of customers which
are loaned or borrowed by a broker-dealer, provide the same
protections as are currently provided for by rules of the self-
regulatory organizations with regard to the lending of securities
as well as by the hypothecation rules with regard to rehypothe-
cated securities.

In addition to acting to protect customers’ funds and securities
on deposit with brokers, the Commission has taken steps to im-
prove procedures for detecting and monitoring financial and op-
erational problems at firms. On September 15, 1971, Rule 17a-11
under the Securities Exchange Act went into effect.? It requires
the giving of immediate notice by a broker-dealer who is in
violation of a net capital rule or whose books and records are not
being maintained in a current manner. Where a firm’s financial
condition is deteriorating, although it is not in violation of a net
capital rule, it must file detailed financial and operational infor-
mation on a monthly basis. Reports under the rule are to be sent
both to the Commission and to all self-regulatory organizations
of which the troubled firm is a member, so as to permit early
consideration of problems and assistance to the firm on a co-
ordinated basis.

Another rule recently promulgated by the Commission under
the Securities Exchange Act, Rule 17a-13,4 requires firms to count
their “box” at least once each calendar quarter. During the
1968-1970 period when some firms lost control of their back
offices, sizeable differences sprang up between records reflecting
stock ownership and the inventory of securities actually on hand
(or at identifiable outside locations, such as transfer agents).
Some firms had substantial amounts of securities on hand whose
ownership they could not identify and were missing large amounts
of other securities which their records reflected as being owned by
customers. Because these differences were in many cases not
discovered, researched and resolved promptly, customers whose

3 Securities Exchange Act Release No. 9268 (July 30, 1971).
4 Securities Exchange Act Release No. 9376 (November 8, 1971).
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securities were in “street name” were at considerable risk. The
“box count rule” will focus the attention of firms and their
auditors on this problem area as a routine practice, thereby
lessening the chance that operational errors will cause serious
financial exposure to the firms and their customers.

Rule 15¢3-1 under the Exchange Act, commonly known as the
Commission’s “net capital rule”, imposes minimum net capital
requirements on brokers and dealers and limits the amount of
indebtedness which may be incurred by a broker-dealer by pro-
viding that a broker-dealer’s “aggregate indebtedness” (as defined
in the rule) may not exceed 20 times the amount of its “net
capital” (as computed under the rule). As such, the rule provides
safeguards for the protection of customers of broker-dealers by
requiring that at all times broker-dealers have sufficient liquid
assets available to meet their current obligations.

The Commission recently took action to raise the standards for
entry into the broker-dealer business, through proposed amend-
ments to Rule 15¢3-1.5 Under these, a firm would be required to
have net capital of at least $25,000, instead of $5,000 as at present,
and during the first year of its existence, a firm would be re-
quired to maintain an aggregate indebtedness to net capital ratio
not exceeding 8:1, rather than the 20:1 ratio otherwise acceptable
for firms subject to the Commission’s net capital rule.

During the past 2 years the Commission has conducted in-
spections of the administration and interpretation of the New
York Stock Exchange’s net capital rule, the primary test of
financial responsibility for member firms, and a series of con-
ferences has been held between the two organizations. As a result
the Exchange moved in August 1971 to strengthen the rule. It
dropped the maximum permissible ratio of aggregate indebted-
ness to net capital from 20:1 to 15:1, and it made mandatory a
charge against capital for short stock record differences 45 days
after their discovery. Among the other amendments was one
requiring the contraction or liquidation of a firm when its net
capital ratio exceeds 12:1. Various parts of the revision are
already in effect, and by August 1972, the new capital rule will be
largely in force.

At the same time that the Commission was proposing and im-
plementing measures for investor protection, it was engaged in
studying the basic structure and functioning of the markets. Pub-
lic hearings began on October 12, 1971 to help determine what
changes are needed in the rules under which stock exchanges and

5 Securities Exchange Act Release No. 9288 (August 13, 1971).
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other market institutions operate. In a statement accompanying
the announcement of the hearings, Chairman Casey noted that
there had been a tendency for some of the most critical questions
to be resolved, not as a duly deliberated matter of broad public
policy, but as an expedient to effect short-run savings or to settle
or avoid private law suits. Mr. Casey said the Commission would
determine what the public interest requires in the way of rules
governing the operations of various markets, the relationship
between these markets, and the disclosure of quotations, prices
and trading volume in these markets.

In a related area, the Commission held a conference with in-
dustry spokesmen in June 1971 on the subject of the stock
certificate. Discussion centered on methods of improving the
efficiency of securities handling systems. Presentations were made
by proponents of different programs for evolving a satisfactory
standardized, nationwide method of handling securities, including
a presentation favoring the elimination of stock certificates al-
together. Chairman Casey pointed out the need to develop a sound
industry-wide operational system satisfying the need for the
prompt consummation of securities transactions and resolving the
diverse settlement practices of the various securities markets.
Participants were requested to submit additional ideas for con-
sideration by the Commission in its role of coordinating and
furthering industry attempts to implement operational systems
able to handle existing and foreseeable levels of trading.

STRUCTURE AND LEVEL OF COMMISSION RATES

As discussed in last year’s report,® the New York Stock Ex-
change submitted a new commission rate schedule to the Com-
mission on June 30, 1970. Following extended public hearings,
the Commission announced on October 22, 1970 that with certain
modifications the new schedule would not be objected to. On
February 11, 1971, the Commission announced that it would
not object to the Exchange’s commencing competitive rates on
portions of orders above a level not higher than $500,000.7 These
competitive rates became effective on most exchanges on April 5,
1971. Intra-member rates for floor brokerage and clearance on
portions of orders above $500,000 also became subject to nego-
tiation at the same time.?

6 See 36th Annual Report, pp. 5-8. See also 35th Annual Report, pp. 6-7,
and 34th Annual Report, pp. 1-2.

7 Securities Exchange Act Releases Nos. 9079 (February 11, 1971) and
9105 (March 11, 1971).

8 Securities Exchange Act Release No. 9069 (March 4, 1971).
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The Commission also requested the Exchange to present on or
before June 30, 1971, a new rate structure based on a percentage
scale of the money involved in an order, a proposed revision of
the intra-member charges for floor brokerage and clearance, and
a proposal for reasonable non-member access.

On June 28, 1971, the Exchange presented a new commission
rate structure, a proposed revision of intra-member rates for floor
brokerage and clearance, and a proposal for a 30 percent discount
from the public commission rate for certain broker-dealers who
are not Exchange members. In accordance with the Commission’s
announcement on August 31, 1970, a temporary commission rate

surcharge was continued until such time as circumstances war-
ranted its termination.®

On September 24, 1971, the Commission informed the New
York Stock Exchange that it would not object to implementation
of the Exchange’s proposed new minimum commission rate sched-
ule subject to a number of conditions, including compliance with
the President’s restrictions on price increases.'® Other conditions
included: the elimination of the commission surcharge; an in-
crease to 40 percent in the discount for broker-dealers who are
not Exchange members; a requirement of continued unrestricted
service to small investors in the case of firms which traditionally
have served such investors ; the development of uniform reporting
by member firms of income and expenses; the adoption of rules
permitting member firms to enter into cooperative executing and
clearing arrangements; re-examination by the Exchange of the
necessity for fixed intra-member commission rates; and an ad-
justment of the rate schedule to eliminate a pricing anomaly that
would have required investors to pay more for execution of odd-lot
purchases than for the next higher round-lot purchase.

PUBLIC OWNERSHIP OF BROKER-DEALERS

In March 1970, the New York Stock Exchange amended its
rules to permit the public ownership of member firms provided

9 Securities Exchange Act Release No. 8969 (August 31, 1970).

10 Securities Exchange Act Release No. 9351.

11 See 36th Annual Report, p. 67. In commenting upon this rule change,
the Commission reserved its comment on the “primary purpose” limitation.
In a September 24, 1971 letter to the Exchange dealing with the commission
rate schedule, the Commission stated that it was reserving its determination
regarding the “primary purpose” limitation until after the market structure
hearings scheduled to begin October 12, 1971. See Securities Exchange Act
Release No. 9351.
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the member and any parent are primarily engaged in business
as brokers or dealers in securities.!’ Since then, the National
Association of Securities Dealers, Inc., after reviewing the recom-
mendations of a specially formed subcommittee on self-underwrit-
ings, abandoned its position that members could not participate
in distributions of their own securities and published proposed
regulations and procedures to govern such distributions. Pending
the adoption of these regulations, the Association determined to
review, on a case by case basis, proposals by its members to
participate in distributions of their own or an affiliate’s securi-
ties.’® These actions by the Exchange and the NASD cleared the
way for Merrill Lynch, Pierce, Fenner & Smith to register
with the Commission and distribute primarily to its customers a
$112,000,000 offering of its securities. Subsequently, several other
NYSE members filed registration statements with the Commis-
sion, which became effective, covering public offerings of their
equity securities.

Generally, under the NASD proposals, which were submitted
to the Commission in September 1971, an Association member
would be permitted to “go public” if: (1) specified financial
statements were submitted with the registration statement; (2)
no more than 25 percent of the equity interest of the owners
of the member wags offered as a part of the issue; (3) the amount
of the offering did not exceed three times the member’s net worth;
and (4) the member’s aggregate indebtedness to net capital ratio,
as computed under Rule 15¢3-1, would not exceed 10:1 at the
termination of the offering. Additionally, a member would be
prohibited from making a subsequent public offering for at least
one year and would be required to send to each of its shareholders
a quarterly statement of its operations and an annual independ-
ently audited and certified financial statement. Finally, in addition
to the above requirements, if the member participated in the
distribution of its own securities or those of an affiliate, it would
have to obtain two independent underwriters with at least 5 years
experience in the underwriting business, three of which were
profitable, to certify to the fairness of the offering price. These
seasoning and profitability requirements would apply to the
member-issuer as well. If the member recommended the securities
to a customer it would have to have reasonable grounds to believe
that the recommendation was suitable and would also have to
maintain a record in its files showing the basis upon which it

12 For the previous two years such participation had generally been pro-
hibited by the NASD.



8 SECURITIES AND EXCHANGE COMMISSION

reached its suitability determination. As of the end of October,
the Commission had these proposals under consideration,

SECURITIES QUOTATIONS WITHOUT SPECIFIED INFORMATION

The Commission has always been concerned with the problem
of brokers and dealers publishing quotations for a security when
there is no current information available to them or to the public
concerning the issuer of the security.!® The publication of quo-
tations for such securities subjects the investing public to a
situation having a great potential for fraud and manipulation.
In order to protect public investors, the Commission adopted Rule
15¢2-11 under the Exchange Act.1*

With certain exceptions, the rule prohibits brokers or dealers
from submitting or publishing quotations respecting a security in
the absence of publicly available information concerning the issuer
and the security. In general, the rule prohibits a broker or dealer
from submitting any quotation for a security to a quotation me-
dium unless (1) there had been a recent public offering pursuant
to a registration statement or a notification under the Regulation
A exemption from registration, or (2) the issuer is subject to
certain reporting requirements of the securities laws and the
broker or dealer has no reason to believe that such reporting
requirements are not being complied with, or (8) the broker or
dealer has specified information concerning the issuer reasonably
believed to be correct and reliable, which must be made available
to any person interested in a transaction in the security with the
broker or dealer. The rule does not prohibit quotations for a
security which had been the subject of quotations at least twelve
days within the previous thirty calendar days, or for a security
which is listed on an exchange and has been traded on the same
day or on the day before the submission of the quotation.

NASD AUTOMATED OVER-THE-COUNTER QUOTATIONS SYSTEM
(NASDAQ)

On February 8, 1971, the National Association of Securities
Dealers, Inc. (NASD) formally commenced public operations of
the NASDAQ automated quotations system with approximately
2300 over-the-counter securities. The system, which is operated
by Bunker-Ramo Corporation for the NASD, has three levels of
operating service. Level I service provides a current representative

13 See Securities Exchange Act Release No. 8909 (June 24, 1970).
14 Securities Exchange Act Release No. 9310 (September 13, 1971). See
the discussion of the rule as proposed in 36th Annual Report, pp.. 86-87.
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inter-dealer bid and ask quotation for any security registered in
the system for the information of registered representatives and
customers of retail firms. Level II is designed to supply upon
request of trading rooms a list of market makers and their
respective current bid and ask quotations for any such security.
Finally, Level III service is similar to Level II but also has input
facilities allowing authorized NASDAQ market makers to enter,
change or update their bid and ask quotations.

By the end of the fiscal year the number of securities quoted
on the system had reached approximately 2700 with a total
market value of over $110 billion, and there were about 475
registered NASDAQ market makers. The NASD began developing
a “stock watch” surveillance program for the new system and
has been cooperating with the Commission’s surveillance staff in
looking into unusual market activity in NASDAQ securities.

During the fiscal year the Association also began a special test
plan with respect to quoting securities which are traded both
over the counter and on one or more national exchanges. The
plan, which began on April 5, 1971, included 32 securities of
which 29 were listed on the New York Stock Exchange, 2 on the
American Stock Exchange and 1 on the Midwest Stock Exchange.
On September 21, 1971, the NASD announced its intention to
continue the test plan for an additional 3 months and to expand
it to include all listed securities which meet the qualification
standards for quotation on the system. During the year the
NASD also began to compile price indices for NASDAQ securities
and to release them to the news media for public information. To
assist the Association in compiling these indices the Commission
adopted Rules 13a-17 and 15d-17 under the Securities Exchange
Act and a new reporting Form 10-C to require the submission
of certain information to the Commission and to the NASD by
issuers of securities quoted on NASDAQ with respect to any
aggregate net change of 5 percent or greater in a class of securi-
ties quoted on the system.5

During the fiscal year the Commission reviewed and made
effective a NASDAQ rule change which provides access to Level
II quotations to nonmembers of the Association. Under this
change nonmembers, for an additional charge, would be able to
obtain on a real-time basis quotations of over-the-counter market
makers for securities quoted on the system. Shortly after the end
of the fiscal year, the Association announced its plans to expand
the system so as to allow subscribing brokerage firms to report

15 Securities Exchange Act Release No. 9255 (August 2, 1971)



10 SECURITIES AND EXCHANGE COMMISSION

the details of each securities trade to the NASDAQ central com-
puter. The proposed trade reporting system, which will probably
take about two years to put into effect, would make it possible
for traders to verify each trade within seconds of its execution
and to detect immediately any errors. It is expected that such a
reporting system will provide more information to investors and
will speed up the clearing and settling of over-the-counter trans-
actions.

INSTITUTIONAL INVESTOR STUDY

On March 10, 1971, the Commission transmitted to the Congress
the Institutional Investor Study Report,® together with its initial
conclusions and recommendations. The Report consists of 15 chap-
ters organized into four major parts. Part One, in addition to
introductory material, contains a summary of the Background
Report on Institutional Investors and Corporate Stock prepared
for the Study by the National Bureau of Economic Research, a
pioneer in the development of flow of funds statistics and the
system of national accounts. The substantive analyses in Part
One were designed to place in historical perspective detailed
studies in Part Two of the recent behavior of financial institutions
as equity investors. Part Three was designed to assess the impact
of institutional investing upon the stability of prices in the see-
ondary equity markets, upon the structure of those markets and
upon the securities industry that services the markets. Part Four
analyzes certain aspects of the impact of institutional investors
on portfolio companies: institutional participation in primary
equity financing and institutional economic power and influence
over companies whose equity securities are held by institutions
or held for the benefit of persons whose investments are managed
by institutions.

Among the Commission’s initial conclusions and recommenda-
tions were the following: ‘

1. Although institutions have increased their share of out-
standing equity securities (relative to non-institutional holders),
the increase has been relatively slow-paced over time. Institutions
have tended to concentrate their purchases and holdings in the
more stable securities of larger corporations while individual in-
vestors have sought and obtained higher returns on more risky
securities. Thus, the status of institutions as net purchasers of

16 H, Doec. No. 92-64 (92d Cong., 1st Sess.). The Study was authorized by
Public Law 90-438. See 35th Annual Report, pp. 9-12; 36th Annual Report,
pp. 8-9.
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corporate stock from individuals over most of the post-World
War II period has not resulted in a perceptible increase in their
share of the value of all equity securities during the last decade.
Since the past and likely future growth of institutional investors
in the equity markets makes essential the collection and analysis
of timely information about institutional holdings and activity
in securities, the Commission recommended amendment of the
Securities Exchange Act of 1934 to provide the Commission with
general authority to require reports and disclosures of institu-
tional securities holdings and transactions. Such authorization
would permit the Commission to obtain continuing data for
public disclosure and for the production of statistical data or
aggregates. In order to utilize fully the data so collected, the
Commission recommended that its economic research capability
be expanded through additional budgetary and personnel re-
sources and that appropriate steps be taken to make such data
available to persons outside the Commission for analytical pur-
poses.

2. Competitive pressures on institutional portfolio managers for
improved investment performance have led to the rapid growth
of relatively exotic, aggressively managed investment vehicles—
such as certain types of registered investment companies, hedge
funds and offshore funds—and to increased willingness on the
part of many institutions to adopt more aggressive investment
strategies and trading practices. Since these pressures have en-
couraged investment managers to assume higher levels of invest-
ment risk, the Commission concluded that improved disclosure
of investment returns, portfolio volatility and short-term trading
is needed from the managers of most types of professionally
managed portfolios. In addition, the Commission suggested that
where incentive or performance fees are utilized, penalties should
be structured for sub-standard investment performance, as is
currently the case for registered investment companies.

The Commission made specific recommendations for dealing
with hedge funds and offshore funds that would subject those
institutions to needed regulation while preserving their tax ad-
vantages.

8. Noting the accelerating trend during the last half of the
1960’s toward the integration or diversification of institutions
into multi-purpose financial service organizations, the Commission
discussed several possible solutions to problems of conflicts of
interest, competition and economic power that are generated by
such structures: unbundling of certain services currently pro-
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vided in combination with others at fixed rates; lower cost dis-
tribution systems for the mutual fund industry; and institutional
membership on stock exchanges. Although no definitive conclu-
sions were reached as to these matters, the Commission em-
phasized the importance of its prior determination that fixed
commission rates on portions of orders in excess of $500,000
executed on securities exchanges could not be justified.

4. The Study’s data indicated that institutional trading was
associated with relatively few of the large price changes that
occur in the securities markets. Thus, the Study did not discover
any basis in terms of price stability for imposing generalized
limitations on the volume of institutional trading or on the size
of institutional transactions. At the same time, rapid and sig-
nificant changes in the securities markets suggest the need for
restructuring those markets. Although the Commission stated
that it was neither feasible nor desirable for any government
agency to predetermine and require a particular market structure,
certain goals and principles were set forth. Its objective, the
Commission stated, was “to see a strong central market created
to which all investors have access, in which all qualified broker-
dealers and existing market institutions may participate in ac-
cordance with their respective capabilities, and which is controlled
not only by appropriate regulation but also by forces of com-
petition. We propose, in consultation with all interested persons,
to seek the furtherance of these general objectives as we per-
form our reviewing function over proposed changes in market
structure.”

5. Institutional purchases of equity securities from issuers,
including restricted securities required to be registered under
the Securities Act of 1933 upon subsequent resale, provide com-
panies with additional capital and are thus of particular economic
significance. In order to alleviate some of the problems that are
associated with restricted securities, the Commission stated its
view that the principles for valuing such securities at their
current fair value, as set forth in releases under the Investment
Company Act of 1940, should be observed by all types of institu-
tions and persons managing securities portfolios. The Commission
also noted that proposed rules relating to the resale of restricted
securities 7 might, if adopted, result in a reduction in the cost
to issuers of obtaining financing through the sale of restricted
securities since the price of such securities when privately placed

17 See pp. 21-28, infra.
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is usually substantially lower than the market price of similar
securities that are freely tradeable.

6. Although it appears that limited numbers of institutions,
particularly banks, have the potential economic power, were they
to act together, to exercise control or influence over a number of
portfolio companies, the Study found that except in the case of
transfers of corporate control (that is, takeover situations),
where the expectation of benefits to institutions or their managers
is relatively clear, institutions generally report that they do not
participate in corporate decision-making. However, institutional
influence, when exercised—as in the case of transfers of control—
can be of decisive importance. The Commission concluded that
additional disclosures should be required from all types of in-
stitutions, both as to the size and types of securities they hold
and manage and as to matters bearing on their involvement in
corporate affairs: voting authority, policies towards corporate
management, participation in transfers of corporate control and
policies regarding business relationships, personnel relationships
and informal consultation with management. In the takeover area,
the Commission recognized the need to consider additional rules
to deal with the misuse of undisclosed information concerning
transfers of control.

* * * * *

The Commission has been considering various means of im-
plementing its initial recommendations and of developing further
conclusions that may lead to additional proposals for legislative
or administrative action.

REFORM OF THE INVESTMENT COMPANY ACT

Efforts to obtain much-needed reform of the Investment Com-
pany Act of 1940 were finally brought to a successful conclusion
on December 14, 1970 when the Investment Company Amend-
ments Act of 197018 (1970 Act) became law. As described in
previous annual reports,l® antecedents of this legislation, repre-
senting proposals of the Commission, were first introduced in May
1967. The principal Commission proposals involved the reduction
of sales loads imposed on the acquisition of mutual fund shares,
the elimination of the so-called “front-end load,” and establish-
ment of a means to test the fairness of management fees. The
proposals also dealt with a number of other areas which in the

18 Public Law 91-547.
19 See 36th Annual Report, pp. 13-19; 35th Annual Report, pp. 12-18;
34th Annual Report, pp. 4-6; and 33rd Annual Report, pp. 1-6.
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Commission’s opinion required legislative action.

In proposing mutual fund legislation in 1967, the Commission
recognized that most of the specific abuses aimed at in the Invest-
ment Company Act had been substantially eliminated. However,
the dramatic growth of the industry and accompanying changes
created new situations which were not anticipated in 1940. While
the industry accepted or even welcomed many of the changes
proposed by the Commission, it took exception to the principal
recommendations of the Commission, and as a result these were
modified in the legislation passed by Congress. The most sig-
nificant aspects of that legislation, which also included certain
amendments of the Investment Advisers Act of 1940, are de-
scribed below.

INVESTMENT ADVISORY FEES

The 1970 Act amends the Investment Company Act by adding
a new Section 36(b) (effective June 14, 1972) which specifies
that the investment adviser of a registered investment company -
has a fiduciary duty with respect to the receipt of compensation
for services or payments of a material nature paid by such
company or its shareholders to the adviser or an affiliate of the
adviser. An action for breach of this duty may be brought in a
Federal court by the Commission or by a shareholder on behalf
of the company. It may be brought only against the recipient of
the compensation or payments, and damages are limited to the
actual damages resulting from the breach of fiduciary duty and
may not exceed the amount of compensation or payments re-
ceived. Section 836(b) further provides that the court is to give
such consideration as it deems appropriate to approval of the
compensation or payments in question by the board of directors
and to approval or ratification by the shareholders.

An earlier House bill would have imposed on the plaintiff in a
Section 36(b) action the burden of proving a breach of fiduciary
duty by “clear and convincing evidence.” The House and Senate
conferees rejected this standard of proof, which the Commission
urged was inappropriate in a civil action, in favor of the approach
taken by the Senate and finally adopted, which specifies merely
that the plaintiff has the burden of proving such breach. The
Report of the Senate Committee on Banking and Currency in-
dicates that the normal standard of proof, under which a plaintiff
must establish his case by a preponderance of the evidence, is to
apply.

While the Commission had originally recommended adoption
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of a standard of “reasonable” management compensation, it con-
sidered the fiduciary standard finally agreed upon and adopted
as equivalent in substance. Clearly, the new provision represents
a significant improvement over the prior standards of “corporate
waste” and “gross abuse of trust” applicable under state and
federal law, respectively.

SALES CHARGES

In the area of sales charges imposed on investors in mutual
fund shares, the 1970 Act amended Section 22(b) of the Invest-
ment Company Act to provide that the National Association of
Securities Dealers, Inc. (NASD) may by rule prohibit its mem-
bers from offering such shares at a price which includes an
“excessive sales load but shall allow for reasonable compensation
for sales personnel, broker-dealers, and underwriters, and for
reasonable sales loads to investors.” Previously, the NASD was
authorized only to prohibit an ‘“unconscionable or grossly ex-
cessive sales load.” The 1970 Act also provides that at any time
after 18 months from the date of its enactment, or after the
NASD has adopted rules under amended Section 22 (b), the Com-
mission may alter or supplement the rules of the NASD. The
NASD is presently engaged in a study of sales loads to provide
a basis for the adoption of appropriate rules.

THE FRONT-END LOAD ON CONTRACTUAL PLANS

Other significant amendments of the 1940 Act relate to the
so-called “front-end load” on periodic payment plan certificates
(i.e., certificates issued in connection with contractual plans for
the accumulation of fund shares on an installment basis). Form-
erly, there was no right to a refund for an investor who did not
want or was unable to continue payments to the end of the plan
under which as much as 50 percent of the payments made during
the first year could be deducted for sales charges. Thus, plan-
holders who did not complete their payments were disadvantaged
in terms of the portion of their payments actually invested in
shares.

The 1970 Act, through amendment of Section 27 of the 1940
Act, provides a desirable improvement in investor protection in
this area. Under the new provisions, sales charges on contractual
plans may be imposed under either of two alternative methods.
Under the so-called “spread load” alternative (which must be
elected by written notice to the Commission), the sales load is
restricted to not more than 20 percent of any payment and not
more than an average of 16 percent over the first 4 years of the

450-484 O - 72 - 3
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plan. Under the other alternative, periodic payment plan cer-
tificates may still be sold with a 50 percent front-end load, but
plan sponsors must refund, to any investor surrendering his
certificate within the first 18 months of the plan, that portion
of the sales charges which exceeds 15 percent of the gross pay-
ments made, as well as paying him the value of his account. The
1970 Act further provides that, regardless of the alternative
followed, an investor is entitled to a full refund of the value of
his account plus all sales charges if he cancels his plan within
45 days from the mailing by the custodian bank of notice of the
charges to be deducted and of his cancellation right. Such a
notice must be mailed within 60 days after issuance of his cer-
tificate. The Commission is authorized to make rules requiring
contractual plan sponsors to maintain specified reserves to meet
refund obligations and specifying the notice to be given to in-
vestors regarding their refund rights.2®

FUND HOLDING COMPANIES

Provisions of the Investment Company Act relating to fund
holding companies (i.e., investment companies whose portfolios
consist either entirely or largely of the securities of other invest-
ment companies) were also amended, so as to limit the creation of
new fund holding companies and the further enlargement of
existing companies. Concern with such companies has centered on
the fact that they result in “layering” of sales charges and ad-
ministrative and other expenses to investors and may have a
disruptive effect on the funds whose securities are held in their
portfolios. Section 12(d) (1) of the 1940 Act formerly prohibited
a registered investment company, subject to certain exceptions,
from purchasing more than 3 percent of the outstanding voting
stock of another investment company unless it already owned at
least 25 percent. This limitation was inadequate, since it applied
only to purchases by registered investment companies. Hence, a
foreign-based fund holding company not subject to registration
under the Act could make unlimited investments in registered
investment companies.

Under the 1970 amendments, no investment company may have
more than 10 percent of the value of its assets invested in securi-
ties of other investment companies. However, that limitation is
made inapplicable to a registered investment company if certain
conditions are met, principally that: (1) not more than 3 percent

20 Rules adopted by the Commission to implement these provisions are
discussed at p. 20, infra.
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of the outstanding stock of any one investment company is owned
by the holding company, and (2) the sales load of the holding
company cannot exceed 1% percent. In addition, the portfolio fund
is not obligated to redeem its securities held by the holding com-
pany in an amount exceeding one percent of its outstanding
securities in any period of less than 80 days.

PERFORMANCE FEE ADVISORY CONTRACTS

The 1970 Act, in accordance with the Commission’s recommen-
dation, amended the Investment Advisers Act by deleting the
exemption from the coverage of its provisions formerly provided
for an investment adviser whose only clients are registered in-
vestment companies. The Advisers Act was further amended so
as to prohibif an investment adviser from performing or entering
into an advisory contract with a registered investment company
providing for certain types of “performance fees,” i.e., compensa-
tion based on the realized or unrealized appreciation of the in-
vestment company’s portfolio.

The Commission had originally recommended a flat prohibition
of performance fee arrangements between investment advisers
and registered investment companies. It considered that such
arrangements give advisers incentives to take undue risks and
noted that many fee arrangements were unfair or so complex
that it was virtually impossible to understand them. However,
after discussion with industry representatives, the Commission
agreed to an exception for certain limited types of performance
fees. The amendments as adopted exempt from the prohibition
against performance fee compensation an arrangement based on
a percentage of a registered investment company’s net asset value
averaged over a specified period, which provides for proportionate
increases and decreases in compensation on the basis of invest-
ment performance of the company as measured against an ap-
propriate index of securities prices or such other measure of
investment performance as the Commission may specify.

EXPANDED COMMISSION ENFORCEMENT AUTHORITY

The 1970 Act added a new subsection (b) to Section 9 of the
Investment Company Act to provide additional grounds for dis-
qualification of persons from affiliation with an investment com-
pany. Formerly only persons subject to certain convictions or
injunctions were so disqualified. The new provision parallels
comparable provisions in the Securities Exchange and Investment
Advisers Acts providing for remedial action through administra-
tive proceedings. It empowers the Commission, after notice and
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opportunity for hearing, to prohibit any person, either perma-
nently or for such time as may be appropriate, from serving a
registered investment company in the capacities of employee,
officer, director, member of an advisory board, investment adviser,
depositor or principal underwriter or as an affiliated person of
its investment adviser, depositor, or principal underwriter. The
Commission may take such action if it finds (1) that such person
has willfully violated, or willfully aided and abetted violations by
another, of any provision of the Securities Act, Securities Ex-
change Act, Investment Company Act, or Investment Advisers
Act, or any rule or regulation thereunder, or has willfully made
or caused to be made a materially false or misleading statement
in any registration statement, application or report filed under
the Investment Company Act, and (2) that such action is in the
public interest.

BANKS AND INSURANCE COMPANIES

While the amendments of the 1940 Act were under considera-
tion by the Congress, the question of whether banking laws per-
mitted banks to operate so-called commingled managing agency
accounts was pending before the Supreme Court, in Investment
Company Institute v. Camp. A Senate bill would have expressly
permitted banks and savings and loan associations to operate
such accounts (which are investment companies), subject to
specified restrictions, and would have made it clear that no other
provision of law shall be deemed to prohibit such activities. A
House bill would have provided that if no other provision of state
or federal law prohibited operation by a bank or savings and loan
association of an investment company, such investment company
could be operated, subject to substantially the same restrictions
specified in the Senate bill.

The 1970 Act, as finally adopted, does not contain either of
these provisions. Subsequent to its enactment, the Supreme Court
issued its decision in the Camp case,® holding that the national
banking laws do not permit banks to operate commingled man-
aging agency accounts.??

In another area the 1970 Act clarifies the status of certain
bank collective funds and insurance company separate accounts
under the Investment Company Act and the other federal securi-
ties laws. These amendments codify certain administrative in-

21401 U.S. 617 (1971).

22 See p. 156, infra; 36th Annual Report, p. 149; 35th Annual Report,
p- 136; and 32nd Annual Report, pp. 104-105, for a description of this case
and its companion case, N.A.S.D. v. S.E.C., 401 U.S. 617 (1971).
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terpretations by the Commission with respect to bank collective
trust funds which are used as funding media for pension and
profit sharing plans qualified for favorable treatment under the
Internal Revenue Code. The amendments also provide treatment
more equal to that of bank trusts for separate accounts main-
tained by insurance companies as funding vehicles for such plans.

OIL AND GAS FUNDS

In the area of oil and gas funds, the Senate bill would have
deleted the existing exclusion from the Investment Company Act
of such funds if they issued redeemable securities or periodic
payment plan certificates, but would have left the exclusion intact
for those oil and gas funds in which investors make only a single
investment. The House version would not have altered the existing
exclusion of oil and gas funds.

The Commission recommended adoption of the House approach.
In the course of the hearings on the mutual fund legislation, the
oil and gas industry had argued that regulation under the Invest-
ment Company Act would involve difficulty in accommodating the
structure contemplated by the Aet with the structure adopted by
the industry in order to secure favorable tax treatment for oil
and gas investors. The Commission took the position that a satis-
factory solution could be achieved by enactment of a regulatory
statute which would provide safeguards parallelling those pro-
vided by the Investment Company Act, but which would be
specifically tailored to the practices, problems and operating
methods of the oil and gas funds.

The House and Senate confereces determined to retain the
exclusion, with the same understanding. They directed the Com-
mission to submit a legislative proposal in this area, hopefully to
be worked out in cooperation with the oil and gas industry, within
eighteen months of enactment of the 1970 Act.

IMPLEMENTATION OF INVESTMENT COMPANY
ACT AMENDMENTS

Following passage of the 1970 Act, the Commission took steps
to adopt rules implementing the new provisions, rescind existing
rules which had become obsolete because of the legislation, and
issue explanatory releases.

EXPLANATORY RELEASES

Beginning in February 1971, the Commission published a series
of explanatory and interpretive releases dealing with the cha‘nges
effected in the Investment Company and Investment Advisers
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Acts by the 1970 Act.2? The releases explained the effects of
various of these changes, called the attention of registered invest-
ment companies and their counsel to actions which needed to be
taken in order to comply with the new provisions, and rescinded
certain rules and a form superseded by the amendments.

ADOPTION OF RULES UNDER AMENDED SECTION 27

As described above, the 1970 Act added to Section 27 of the
Investment Company Act certain rights of withdrawal and refund
in connection with the sale of periodic payment plan certificates.
Shortly after these amendments became effective on June 14,
1971, the Commission adopted a series of rules and related forms
to implement them.?* Among other things, the rules require prin-
cipal underwriters and depositors to establish and maintain funds
in a segregated trust account in order to assure their ability to
meet refund obligations and specify the method, form and con-
tents of the notices required to inform certificate holders of their
refund rights.

REVISION OF ANNUAL REPORT FORM

In May 1971, the Commission published notice of a proposal
to revise Form N-1R, the annual report form for most manage-
ment investment companies,?® and in October 1971 it adopted the
proposal, with certain modifications.26 The revision effected
changes in the items of the form consistent with the 1970 amend-
ments. In addition, since annual reports for the fiscal year which
includes December 14, 1971, will involve the reporting, in certain
items, of information relating to requirements of the Investment
Company Act both before and after the effective date of amend-
ments, the form was also revised to provide a means of reporting
information for the fiscal year within which the amendments
become effective.

STUDY OF THE POTENTIAL ECONOMIC IMPACT OF THE REPEAL OF
SECTION 22(d) OF THE INVESTMENT COMPANY ACT

The Committee on Banking and Currency of the United States
Senate requested in its Report Accompanying the Investment
Company Amendments Act of 196927 that the Commission review

23 Investment Company Act Releases Nos. 6336 (February 2, 1971); 6392
(March 19, 1971); 6430 (April 2, 1971); 6440 (April 6, 1971); 6506 (May 5,
1971); and 6568 (June 11, 1971).

24 Investment Company Act Release No. 6600 (July 2, 1971).

25 Investment Company Act Release No. 6522 (May 14, 1971).

26 Investment Company Act Release No. 6748 (October 7, 1971).

27 S, Rep. No. 91-184, p. 8 (May 21, 1969).
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the potential consequences to the investing public and to the
mutual fund sales organizations of a repeal of the ‘“retail price
maintenance” provision of Section 22(d) of the Investment Com-
pany Act and report its findings to the Committee. Section 22(d)
precludes the sale to public investors of redeemable investment
company securities which are being currently offered to the public
by or through an underwriter except at a current public offering
price described in the prospectus.

In the spring of 1971, approximately 600 selected broker-
dealers, investment companies and their principal underwriters
were surveyed through questionnaires developed to elicit the in-
formation necessary to analyze the potential impact of the repeal
of Section 22(d). The completed analysis will cover the potential
impact on the funds themselves, principal underwriters, retail
sales organizations and their salesmen, the investing public and
the stock market.

PROPOSED RULES REGARDING RESALES OF RESTRICTED
SECURITIES

The Commission has taken further steps in its efforts to bring
greater clarity and certainty into one of the most difficult areas of
securities law: the application of the registration provisions of
the Securities Act of 1983 to the resale of securities acquired
from issuers in transactions not involving public offerings (“re-
stricted securities”) and securities held by persons in a control
relationship with an issuer.

As discussed in the last annual report,?® the Commission pub-
lished a proposed Rule 144 dealing with those matters in Septem-
ber 1970. A large number of comments was received in response
to this proposal and a still earlier one. In light of the comments
and a further re-examination by the Commission of its interpreta-
tions in this area, the Commission, in September 1971, published
a revised draft of proposed Rule 144 for comment as part of a
package of proposed rules.??

The proposed rule is designed to implement the disclosure ob-
jective of the Securities Act and would also operate to inhibit
the creation of public markets in securities of issuers concerning
which adequate current information is not available to the public.
In essence, the rule would permit holders of restricted securities
and persons in a control relationship with the issuer to sell,
after a two-year holding period designed to assure that the seller

28 36th Annual Report, pp. 9-10.
29 Securities Act Release No. 5186 (September 10, 1971).
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has held the securities at risk, limited amounts of securities
through brokers without registration, provided adequate public
information about the issuer is available. Sellers of the securities
will benefit from the greater certainty of clear-cut objective
standards—a 2-year holding period and the availability of public
information—which will replace the subjective “state of mind”
and “change in circumstances” tests presently in effect. The
adequate information condition is deemed to be met if the issuer
is subject to the reporting requirements of Section 13 or 15(d)
of the Securities Exchange Act of 1934 and has filed all reports
due within the past 90 days. Under a companion proposal to
amend the annual and quarterly report forms,3? issuers filing
such reports would be required to state whether all required filings
within the preceding 90 days had been made, so that sellers will
know whether Rule 144 is available for their use. If an issuer is
not subject to these reporting requirements, there must be pub-
licly available specified information concerning the issuer.

In order to prevent substantial blocks from coming into the
market at one time which may result in wide swings in the market
price, the revised rule would permit the sale of a maximum of 1
percent of the outstanding stock of an issuer in any six-month
period. The securities must be sold in “brokers’ transactions”
within the meaning of Section 4(4) of the Securities Act. There
can be no solicitation of buy orders by the broker or the seller
of the securities, and the broker can receive only the usual and
customary broker’s commission.

When the securities to be sold will exceed 500 shares or other
units or the aggregate sale price will exceed $10,000, a notice of
the proposed sale must be filed with the Commission at least 10
days prior to the sale. If the securities are not sold within 90
days after the notice is filed, an amended notice must be filed
before any further sales are made.

In a related action, the Commission invited comment on a
proposed new Rule 237 providing certain exemptions from reg-
istration under the Securities Act.3! The proposal reflects the
Commission’s recognition that noncontrolling persons owning
restricted securities of issuers which do not satisfy all of the
conditions of proposed Rule 144 might have difficulty in selling
those securities due to circumstances beyond their control. Rule
237 is designed to avoid unduly restricting the liquidity of such
investments.

30 Securities Exchange Act Release No. 9331 (September 10, 1971).
31 Securities Act Release No. 5187 (September 10, 1971).
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Under the proposed rule any person satisfying the conditions
of the rule would be permitted to offer securities up to one percent
of the amount of the class outstanding or $50,000, whichever is
less, during any twelve-month period, reduced by the amount of
any other sales pursuant to an exemption under Section 3(b) of
the Act or Rule 144 during the period. The conditions would
include the following: The seller has owned and fully paid for
the securities for at least five years; the issuer is a domestic
organization which has been actively engaged in business as a
going concern for at least 5 years; the securities are sold in
negotiated transactions otherwise than through a broker or
dealer; and the seller must file a notice of intention to sell securi-
ties under the rule.

Another related proposal is to amend Regulation A so as to
allow noncontrolling shareholders to sell limited amounts under
that Regulation without having such offerings counted against
the $500,000 maximum available to the issuer.32

DISCLOSURE BY DEFENSE CONTRACTORS

In May 1970, the Commission received from its staff a report
of an extensive private investigation authorized to determine if
Lockheed Aircraft Corp. and certain of its officers and directors
had made inadequate disclosures and engaged in illegal insider
trading in connection with the cost history of Lockheed’s C-5A
contract. Based on this report and other evidence which the staff
presented to the Commission, it was decided that enforcement
action would not be taken against Lockheed. The Commission
instead determined that a broader inquiry should be made into
the entire area of defense contracting so that specific industry-
wide financial disclosure standards might be established. Ac-
cordingly, on June 4, 1970, the Commission ordered a public
inquiry, pursuant to Section 21(a) of the Securities Exchange
Act of 1934, into the disclosure practices of defense contractors.

As a part of this public investigation of disclosure practices,
50 of the nation’s largest defense contractors received a written
questionnaire directed to their current accounting and financial
reporting practices. The staff also took on the record testimony
from representatives of certain companies and their independent
auditors.

It is anticipated that the facts adduced in this inquiry will
provide a basis for improving disclosure by defense contractors,
through the issuance of specific guidelines to registration under

32 Securities Act Release No. 5188 (September 10, 1971).
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the Securities Act or a requirement of new items or additional
instructions to existing items to be reported pursuant to the
regular reporting requirements of the Securities Exchange Act.

OFFERING OF SECURITIES AS SUBSTITUTE OR SUPPLEMENT FOR
SAVINGS ACCOUNT DEPOSITS AND CERTIFICATES OF DEPOSIT

During the fiscal year the Commission issued a release an-
nouncing its concern regarding recent proposals for public offer-
ings of a novel type of security with characteristics which appear
to invite unwarranted comparisons with bank savings accounts,
savings and loan association accounts, and bank time deposit
certificates.?® Such securities may be presented to the public as a
satisfactory investment medium to serve as a supplement, or even
a preferable alternative, to such savings accounts and certificates
of deposit.

The security in question is customarily an unsecured debt
security bearing interest at a rate lower than those prevailing
for long term corporate debt, but somewhat higher than the pre-
vailing rates for savings accounts and certificates of deposit.
When the security does not have a relatively short maturity, it
usually has a so-called redemption, presentment, tender or re-
purchase feature respecting principal and accrued interest which
may lead the investor to believe that his security would have
liquidity comparable with that of conventional savings accounts
and bank certificates of deposit.

The Commission’s release noted that investors in such securities
would not have the safeguards resulting from state and federal
supervision of financial institutions or the benefits of federally
created insurance protections. It also pointed out that the so-called
redemption or similar feature of these securities may be illusory
because the issuers of the securities are in general not subject to
any regulation or law with respect to the maintenance of reserves.
Accordingly, the Commission cautioned members of the public
to examine carefully the risk factors associated with securities
they are invited to purchase and reminded persons engaged in
the offering and sale of the securities described in the release
of their obligations under antifraud provisions of the federal se-
curities laws to consider and disclose the risk and other pertinent
factors.

PROPOSED FEE SCHEDULE

Over the past few years, Congress has expressed concern that

33 Securities Exchange Act Release No. 9143 (April 12, 1971).
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the Federal Government is not receiving sufficient returns for
the services it renders, and it has been suggested that agencies
review their schedules of fees and charges with a view to making
increases or adjustments to offset the increasing needs for direct
appropriations for agency operating costs.

Consistent with this suggestion, the Commission, in September
1971, published for comment a proposed fee schedule covering
fees for certain filings and services under the Securities Act of
1933, the Securities Exchange Act of 1934, the Public Utility
Holding Company Act of 1935, the Investment Advisers Act of
1940 and the Investment Company Act of 1940.34

Under the proposed schedule, fees would be charged for certain
filings and services under these acts where no charges have
previously been made and there would be no refund of any fees
paid. Consistent with that approach, the Commission also pro-
posed to amend Rule 457 under the Securities Act, which now
provides for partial refunds of Securities Act registration fees
under certain circumstances, so as to provide that no refund will
be made once a registration statement has been filed.

The authorization to establish fees is found in Title V of the
Independent Office Appropriations Act of 1952 which is applicable
to all Federal independent agencies.

ENFORCEMENT ACTION CHARGING MISUSE OF PENSION FUNDS

In S.E.C. v. Victor Posner, et al.3 the Commission for the first
time brought enforcement proceedings involving the alleged mis-
use of corporate pension funds in connection with the purchase
or sale of securities. In May 1971, an injunctive action was
instituted against six defendants, who after a takeover of Sharon
Steel Corporation allegedly engaged in a fraudulent scheme to use
the assets of Sharon’s two pension funds to assist in takeovers
and consolidation efforts. According to the complaint, the defend-
ants accomplished the scheme by, among other things, causing
the pension funds to liquidate a portion of their security holdings
and to reinvest the proceeds in securities issued by certain of the
defendant companies and other companies, all of them controlled
by Posner.

34 Securities Act Release No. 5190 (September 13, 1971).
35 S.D.N.Y., 71 Civ. Action No. 2256.






PART 1I

FULL DISCLOSURE OF INFORMATION ABOUT THE
ISSUERS OF SECURITIES

A basic purpose of the Federal securities laws administered by
the Commission, in particular the Securities Act of 1933 and the
Securities Exchange Act of 1934, is to provide disclosure of
material financial and other information about companies seeking
to raise capital through the public offering of their securities and
those companies whose securities are already publicly held, so as
to enable investors to evaluate the securities of these companies
on an informed and realistic basis.

To this end, the Securities Act, generally speaking, requires
that before securities may be offered to the public by an issuing
company or a person in a control relationship to such company,
a registration statement must be filed with the Commission dis-
closing prescribed categories of financial and other information,
and that in connection with the sale of the securities investors be
furnished a prospectus containing the most significant of that
information.

The Securities Exchange Act, which deals in large part with
securities already outstanding, requires the registration of securi-
ties listed on a national securities exchange and over-the-counter
securities in which there is a substantial public interest. Issuers
of registered securities must file annual and other periodic reports
which are designed to provide a public file of current material
information. The Exchange Act also requires disclosure of ma-
terial information to holders of registered securities in connection
with the solicitation of proxies for the election of directors or
the approval of corporate action at a stockholders’ meeting, and
in connection with attempts to acquire control of a company
through a tender offer or other planned stock acquisition, and
it provides that “insiders” of companies whose equity securities
are registered must report their holdings of and transactions in
all equity securities of the company with which they are affiliated.

DISCLOSURE IN CONNECTION WITH PUBLIC OFFERINGS
The basic concept underlying the Securities Act’s registration
requirements is full disclosure. The Commission has no authority

27
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to pass on the merits of the securities to be offered or the fairness
of the terms of distribution. If adequate and accurate disclosure
is made, it cannot deny registration. The Act makes it unlawful
to represent to investors that the Commission has approved or
otherwise passed on the merits of registered securities.

TYPE OF INFORMATION INCLUDED IN REGISTRATION STATEMENT

While the Securities Act enumerates the categories of informa-
tion to be included in a registration statement, the Commission
has the authority to prescribe appropriate forms, and to increase,
or in certain instances vary or diminish, the particular items of
information required to be disclosed. To facilitate the registration
of securities by different types of issuers, the Commission has
adopted special registration forms which vary in their disclosure
requirements so as to provide maximum disclosure of the essential
facts pertinent in a given type of offering while at the same time
minimizing the burden and expense of compliance with the law.
In recent years it has adopted certain short forms, notably Form
S-7, which do not require disclosure of matters covered in reports
and proxy material filed or distributed under provisions of the
Securities Exchange Act.

In general, the registration statement of an issuer other than
a foreign government must disclose such matters as the names of
persons who participate in the management or control of the
issuer’s business; the security holdings and remuneration of such
persons; the general character of the business, its capital struec-
ture, past history and earnings; underwriters’ commissions; pay-
ments to promoters made within 2 years or intended to be made;
the interest of directors, officers and principal stockholders in
makterial fransactions with the issuer; pending legal proceedings;
and the purposes to which the proceeds of the offering are to be
applied, and it must include financial statements certified by an
independent public accountant. The registration statement of a
foreign government must contain infprmation concerning the
purposes for which the proceeds of the offering are to be used,
the natural and industrial resources of the issuer, its revenues,
obligations and expenses, the underwriting and distribution of the
securities being registered, and other material matters, but need
not contain certified financial statements.

NEW REGISTRATION GUIDES

From time to time in recent years, the Commission has au-
thorized the publication of guides reflecting policies of the Di-
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vision of Corporation Finance regarding disclosure and other
matters relating to the registration of securities.

During the fiscal year the Commission authorized the publica-
tion of a guide relating to disclosure of the interests of counsel
named in a prospectus as having passed on the legality of the
securities being registered or on other legal matters in connection
with the registration or offering of the securities.! The guide calls
for disclosure of any interest in the issuer presently held or to be
acquired by named counsel in connection with the registration or
offering of the securities. The theory underlying the requirement
is that potential investors should be told of any interests which
such counsel may have in the issuer or the offering to enable them
to judge for themselves counsel’s independence and objectivity.

Another guide which was published requires disclosure in the
prospectus of the registrant’s business address and telephone
number.?2 Complaints had been received from time to time that
investors and state regulatory agencies had been unable to com-
municate conveniently with registrants because that information
had not been given.

In August 1970, a proposed guide to the preparation of registra-
tion statements relating to so-called “equity funding” programs
was published for comment.? The accompanying release pointed
out that in recent months numerous registration statements had
been filed for such programs which involve the offering of securi-
ties, usually mutual fund shares, and the use of such shares as
collateral for a loan the proceeds of which are then used to pay a
premium on a life insurance policy sold to the customer at or
about the same time. The Commission has taken the position that
such a program involves an investment contract which is a
security under the Securities Act. Among other things, the pro-
posed guide indicates the manner in which the risk factors in-
volved in an equity funding program should be disclosed.

ADOPTION OF NEW OR REVISED REGISTRATION FORMS

During the year the Commission adopted Form S-16, a new
short form for registration statements, for use in connection with
certain types of offerings.t The form may be used by any issuer
which at the time of filing the registration statement would be
entitled to use Form S-7, i.e., a company which has an established

1 Securities Act Release No. 5094 (October 21, 1970).

2 Securities Act Release No. 5102 (November 12, 1970).
3 Securities Act Release No. 5075 (August 3, 1970).

4 Securities Act Release No. 5117 (December 23, 1970).
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record of earnings and stability of management and business and
has complied with reporting and proxy requirements of the Se-
curities Exchange Act for at least 3 years. Form S-16 may be
used for registering securities to be sold in the following types
of offerings: Securities offered by persons other than the regis-
trant in the regular way on a national securities exchange if
securities of the same class are registered on the same or another
such exchange; securities to be offered by an issuer to holders
of convertible securities of an affiliate of the issuer which are
convertible into securities of the issuer, where no commission or
other remuneration is paid or payable by anyone for soliciting
such conversion; and securities to be issued upon the exercise of
outstanding publicly-held warrants where no commission or other
remuneration is paid for soliciting the exercise of the warrants.

The Form S-16 prospectus consists in large part of the latest
annual and other report and proxy or information statement filed
by the issuer which are incorporated in the prospectus by refer-
ence. The prospectus must disclose where the documents in-
corporated by reference may be inspected or copies obtained. Any
material adverse changes in the registrant’s affairs subsequent
to the date of the latest certified financial statements must also
be disclosed. Like Forms S-7, S-8 and S-9 which also take into
consideration information otherwise filed with the Commission,
Form S-16 is in the nature of an experiment. The Commission
intends to observe its operation in conjunction with the recently
revised registration and reporting requirements under the 1934
Act® to determine whether the omission of information from the
prospectus is consistent with the objectives of the 1933 Act.

The Commission also adopted certain amendments to Forms
S-1, S-9 and S-11.7" Form S-1, the general form for registration
of securities, was amended to require a source and application of
funds statement for each fiscal year or other period for which
a profit and loss statement is required. This amendment conforms
the requirements of Form S-1 to those of revised Forms 10 and
10-K under the Securities Exchange Act.

The amendments to Form S-9, an optional form for registration
of non-convertible, fixed interest, debt securities, and Form S-11,
which is used for registration of securities of certain real estate

5 Amendments to Form S-7 adopted during the fiscal year which broadened
its availability were discussed in the 36th Annual Report, at pp. 12-18.

6 See 36th Annnal Report, pp. 10-12.

7 Securities Act Release No. 5135 (February 26, 1971).
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companies, also relate to the nature of the financial information
to be furnished.

IMPROVING THE READABILITY OF PROSPECTUSES

Over the years the Commission has taken various measures to
make prospectuses and other documents filed with it and furnished
to the investing public more understandable to the average in-
vestor. Nevertheless, many prospectuses are still lengthy and com-
plex. While they may be accurate and complete and useful for
financial analysts and sophisticated investors, they may be un-
intelligible to the average investor and thus fail to achieve their
statutory purpose of providing full and fair disclosure to inves-
tors. Accordingly, the Commission during the fiscal year invited
comments and suggestions from interested persons with respect
to reasonable measures which might be taken to improve the
readability and informativeness of prospectuses and other docu-
ments the purpose of which is to inform investors or security
holders.? Many helpful responses were received, and shortly after
the end of the fiscal year the Commission invited comments on
certain specific proposals designed as the first in a series of steps
to be taken toward this objective.? Among the proposed measures
is the required use in prospectuses of “pie-charts” to show the
intended use of the proceeds of the offering and the dilution of
the investor’s equity in the enterprise.

In a related action, the Commission amended certain rules
under the Securities Act and the Securities Exchange Act so as
to require that notes to financial statements and other tabular
data in prospectuses, proxy statements and other documents filed
with the Commission or sent to security holders be set forth in a
larger size type than was previously required.!® These notes often
contain information of material importance to investors not found
elsewhere in the documents.

DISPOSITION OF ABANDONED REGISTRATION STATEMENTS

During the fiscal year the Commission adopted a new Rule 479
which provides a procedure whereby the Commission may de-
termine whether a registration statement or post-effective amend-
ment to such a statement, which has not become effective, has
been abandoned and remove such statement or amendment from
consideration as a pending matter.? The rule provides that when

8 Securities Act Release No. 5119 (December 16, 1970).
9 Securities Act Release No. 5164 (July 16, 1971).

10 Securities Act Release No. 5145 (April 30, 1971).

11 Securities Act Release No. 5148 (May 14, 1971).
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a statement or amendment has become out of date by the passage
of 9 months from the filing date, or the filing of the latest
substantive amendment, and the registrant has not furnished a
satisfactory explanation as to why it has not amended or with-
drawn the registration statement, the Commission may, in its
discretion, give notice to the registrant and if the registration
statement or amendment is not thereafter amended or withdrawn
declare the statement or amendment abandoned. The rule also
provides that the abandoned statement or amendment shall be
suitably marked and remain in the files of the Commission.

NEW RULES RELATING TO PUBLICATION OF INFORMATION AND
DELIVERY OF PROSPECTUS BY BROKER-DEALERS PRIOR TO OR
AFTER THE FILING OF A REGISTRATION STATEMENT
During the year the Commission adopted rules designed to

establish standards for determining circumstances under which
broker-dealers may publish certain information about an issuer
which proposes to or has registered securities under the Securities
Act and to clarify a dealer’s obligation to deliver prospectuses
under Section 4(3) of that Act and the anti-fraud provisions of
the Securities Exchange Act.’? Information, opinions or recom-
mendations by a broker-dealer about securities of an issuer pro-
posing to register securities under the Securities Act for a public
offering or having securities so registered may constitute an offer
to sell such securities within the meaning of that Act, particularly
when the broker-dealer is participating in the distribution as an
underwriter or selling group member. Publishing such informa-
tion may result in a violation of Section 5 of the Act. The purpose
of the rules is to provide guidance to broker-dealers and to al-
leviate such requirements where it appears that the purposes and
policies of the Act will not be prejudiced, while assuring that
persons engaged in a distribution of a registered offering and
their customers will be supplied with the disclosure afforded by
the statutory prospectus.

STAFF EXAMINATION OF REGISTRATION STATEMENTS
Registration statements filed with the Commission are ex-
amined by its staff for compliance with the standards of adequate
and accurate disclosure. This examination is primarily the re-
sponsibility of the Division of Corporation Finance.!® Generally

12 Securities Act Release No. 5101 (November 19, 1970).

13 Statements filed by investment companies registered under the Invest-
ment Company Act of 1940 are examined by the Division of Corporate
Regulation. See Part V for further discussion of the processing of investment
company registration statements.
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speaking, if it appears that a statement fails to conform, in
material respects, with the applicable requirements, the issuing
company is notified by a letter of comment and is afforded an
opportunity to file correcting or clarifying amendments.’* The
Commission also has the power, after notice and opportunity for
hearing, to issue a “stop-order” suspending the effectiveness of
a registration statement if it finds that material representations
are misleading, inaccurate or incomplete. In certain instances,
such as where the deficiencies in a registration statement appear
to stem from careless disregard of applicable requirements or
from a deliberate attempt to conceal or mislead, a letter of com-
ment is not sent and the Commission either conducts an investiga-
tion to determine whether ‘“stop-order” proceedings should be
instituted or immediately institutes such proceedings. The exercise
of the “stop-order” power during fiscal year 1971 is discussed on
pages 40-42.

TIME REQUIRED TO COMPLETE REGISTRATION

The Commission’s staff endeavors to complete its examination
of registration statements in as short a time as possible. The
Act provides that a registration statement shall become effective
on the 20th day after it is filed (or on the 20th day after the
filing of any amendment thereto). Since most registration state-
ments require one or more amendments, they usually do not
become effective until some time after the original 20-day period.
The period between filing and effective date is intended to afford
investors an opportunity to become familiar with the proposed
offering through the dissemination of the preliminary form of
prospectus. The Commission can accelerate the effective date so
as to shorten the 20-day waiting period, taking into account,
among other things, the adequacy of the information respecting
the issuer theretofore available to the public and the facility with
which the facts about the offering can be understood.

During the fiscal year, 2,985 ‘registration statements became
effective. Of these, 226 were amendments filed by investment
companies pursuant to Section 24 (e) of the Investment Company
Act of 1940, which provides for the registration of additional
securities through amendment to an effective registration state-
ment rather than the filing of a new registration statement. With
respect to the remaining 2,759 statements, the median number of

14 Expedited review procedures first adopted in November 1968 to cope
with the volume of registration statements filed were described on pages
11-12 of the 34th Annual Report.
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calendar days which elapsed from the date of the original filing
to the effective date was 52, representing a substantial reduction
over the comparable figures for the two preceding years.’® As a
matter of fact, during the last few months of the fiseal year
the processing time was substantially below the figure for the
year as a whole.

The following table shows by months during the 1971 fisecal
year the number of registration statements which became effec-
tive, and the number of calendar days elapsed during the registra-
tion process for the median registration statement.

Time in Registration Under the Securities Act of 1938 by Months During the
Fiscal Year Ended June 80, 1971

NUMBER OF CALENDAR DAYS

Number of Number of

registra- Total num- registra- Total num-
Months tion state- | ber of days Months tion state- |ber of days
ments in registra- ments in registra-

effective tion effective @ tion

July __________. 226 59 158 52
August _________ 178 60 160 51
September _____ 215 54 217 39
October ________ 230 54 296
November _____ 195 54 281 38
December _.___. 251 44 352 46
Fiscal 1971

median

effective

statement ___. 2,759 52

¢ This figure excludes 226 amendments filed by investment companies pursuant to
Section 24(e) of the Investment Company Act of 1940.

STATISTICS REGARDING REGISTRATION STATEMENTS FILED

During the 1971 fiscal year, 3,404 registration statements were
filed for offerings of securities aggregating $70.0 billion, as com-
pared with 4,314 registration statements filed during the 1970
fiscal year for offerings amounting to $66.9 billion. This repre-
sents a decrease of 21.0 percent in the number of statements filed
and an increase of 4.6 percent in the dollar amount involved.

Of the 3,404 registration statements filed in the 1971 fiscal
year, 997, or 29 percent, were filed by companies that had not
previously filed registration statements under the Securities Act.
Comparable figures for the 1970 and 1969 fiscal years were 2,071,
or 48 percent, and 2,350, or 50 percent, respectively.

Particulars regarding the disposition of all registration state-
ments filed from the effective date of the Act to June 30, 1971, are
summarized in the following table:

15 Those figures were 70 days for 3,121 registration statements in fiscal
year 1970 and 65 days for 3,316 registration statements in fiscal year 1969.
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Number and Disposition of Registration Statements Filed

July 1, 1979
Frior to to June 30, Total
July 1, 1970 1971 June 30, 1971
Registration statements:
led 40,881 {a) 3,404 44,285
Disposition: .
Effective (net) . _____ 34,480 (b) 2,929 (e) 37,347
Under stop or refusal order ____ 235 2 237
Withdrawn 4,120 869 4,089
Pending at June 30, 1970 _______ 20486 7 _____ |
Pending at June 30, 1971 __.___|  _____. |  ____. 1,712
Total 40,881 P 44,285
Aggregate dollar amount:
As flled (in billions) .| $552.8 £70.0 -$622.8
As effective (in billions) 531.2 69.5 600.7

{a) Includes 219 registration statements covering proposed offerings totalling
$7,288,182,817 filed by investment companies under Section 24(e) (1) of the Investment
Company Act of 1940 which permits registration by amendment to a previously
effective registration statement,

(b) Excludes 56 registration statements that became effective during the year but
were subsequently withdrawn; these 56 statements are included in the 869 statements
withdrawn during the year.

(¢) Excludes 62 registration statements effective prior to July 1, 1870 which were
withdrawn during the year; these 62 statements are reflected under withdrawn.

The reasons assigned by registrants for requesting withdrawal
of the 869 registration statements withdrawn during the 1971
fiscal year are shown in the following table:

Number of Percent

Reason for registrant’s withdrawal request statements of total
withdrawn withdrawn

1. Withdrawal requested after receipt of the

staff's comments R &0 6.9
2. Change in finanecing plans .- ______] 344 39.6
3. Change in market conditions I 373 42.9
4. Hegistrant was unable to negotiate

acceptable agreement with underwriter _______ | 54 6.2
5. Will file on proper form __ : 6 i
6, Will file new registration statement _______________ 23 28
7. Exemptions available _____ 4 3
8. After investigation under Sec, 8(e) and 20(a) .___| 5 8

Total __ 869 l 100.0

STATISTICS REGARDING SECURITIES REGISTERED

During the fiseal year ended June 30, 1971, a tofal of 2,989
registrations of securities in the amount of $69.6 billion became
effective under the Securities Act1® Although the number of state-
ments declined, the dollar amount effectively registered increased
18 percent from fiscal year 1970, reflecting a sharp rise in the
volume of large security issues registered. The chart on page 36
shows the number ahd dollar amounts of effective registrations
for the period 1935 to 1971.

16 For a reconciliation of the figures as to effective registration statements
referred to above and on pp. 33 and 35, see Appendix Table 2,
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ties reserved for conversion. Of the doliar amount of securities
registered in 1971, 84 percent was for the account of the issuer
for cash sale, 10 percent for the account of the issuer for other
than cash sale, and 6 percent for the account of others, as shown
in the table below.

Account For Which Securities Were Registered Under the Securities Act of
1988 : Fiscal Years 1969-1971

(Millions of dollars)
1971 1970 1969
Account of issuer, cash sale .________| 58,452 48,198 52,039
Account of issuer, other than
cash sale _____ 7,043 7,355 29,577
Account of other than issuer _______| 4,066 3,563 4,481
'otal ¢ 69,561 59,116 86,456

_ ¢ These figures exclude lease obligations relating to industrial bonds of $400 thousand
in 1971; $21 mullion in 1970; and $354 million 1n 1969.

The amount of securities offered for cash sale for the account
of issuer in 1971 amounted to a record $58.5 billion, an increase
of $10.8 billion over the preceding fiscal year and $6.4 billion
more than the previous record established in fiscal year 1969. This
increase was primarily due to the large volume of debt securities
issued; $27.6 billion of bonds, debentures and notes were reg-
istered for the account of the issuer for cash sale as compared to
$18.4 billion and $11.7 billion in fiscal years 1970 and 1969, re-
spectively. Securities registered for the account of the issuer for
other than cash sale declined slightly in 1971, with the volume of
securities registered for purposes of exchange amounting to $1.5
billion compared to $2.0 billion during fiscal year 1970. Registra-
tions of secondary offerings (for account of other than issuer)
aggregated $4.1 billion, $500 million more than in the preceding
fiscal year. Appendix Table 1 shows the number of statements
which became effective and total dollar amounts registered for
each of the fiscal years 1985-1971. Issues, classified by security
type, offered for cash sale for the account of issuer are also in-
cluded for those years. More detailed information for 1971 may be
found in Table 2.

As shown in the table below, corporate issues effectively reg-
istered for immediate cash sale totaled a record $38.2 billion in
1971, an increase of $12.2 billion or 47 percent over the preceding
year. New corporate bonds, notes and debentures were up sharply,
aggregating $27.1 billion compared to the previous high of $17.8
billion registered in fiscal year 1970. New common stock flotations
totaled $7.7 billion and showed a moderate increase from 1970
levels. New issues of preferred stock amounted to $3.3 billion, a
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record high for this type of securities ffnancing. Almost one-half
of these senior equities were offered to securities holders through
subscription rights whereas virtually all of the preferred stock
registered in 1970 and 1969 was issued to the general public.

Securities Registered for the Account of the Issuer for Cash Sale Under the
Securities Act of 1983: Fiscal Years 19691971

(Millions of dollars)
1971 1970 1969
Issues offered for immediate sale:
Bonds, notes and debentures _.____ 27,139 17,825 10,818
Preferred stoek __._________________ 3,340 768 515
Common stock 7,122 7,382 5,949
Total _________ S 38,201 25,975 17,282
Foreign government ___._____________ 1,493 495 711
Total for immediate sale ______ 39,694 26,470 17,993
Issues offered over an extended
period 18,758 21,728 34,046
Total for cash sale for
account of issuer ____________| 58,452 48,198 52,039

The following chart shows the amounts of debt issues, common
and preferred stock offered for immediate cash sale in each of
the past ten fiscal years. It points up the precipitous growth in
the demand for capital funds during that period. Thus, the se-
curity financing total in 1971 represented a six-fold increase from
the $6.3 billion registered in 1962.

NEW CORPORATE SECURITIES EFFECTIVELY REGISTERED
GROSS PROCEEDS WITH SEC FOR IMMEDIATE CASH SALE (1962 - 1971)

DOLLARS BILLIONS

40

COMMON
STOCK

| B
30 »..::::; PREFERRED
KXY sToCK
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...........
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1962 63 64 65 66 67 68 69 70 1971
DS-4996

The following table shows the volume of issues registered to
be offered continuously over an extended period. Most of these
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issues were common stock offerings, including investment com-
pany issues, employee stock purchase plans and stock reserved
for warrants and options. Registrations of extended offerings
amounted to $18.7 billion in fiscal year 1971, a decline of $3.0
billion from 1970 and down sharply from the $34.0 billion reg-
istered in 1969.

Securities Registered to be Offered Over an Extended Period Under the
Securities Act of 1933: Fiscal Years 1969-1971

(Mzillzons of dollars)
1971 1970 1969
Investment company issues:
Management open-end ____________| 8,281 11,090 16,129
Management closed-end _________ ] 258 131 594
Unit investment trust __________ - 1,721 2,274 2,279
Face-amount certificates ________ ] 647 116 126
Total investment companies __| 10,907 13,611 19,128
Employee saving plan certificates .._| 1,400 1,677 1,850
Securnities for employee stock
option plans = 3,300 3,103 5,610
Other, including stock for
warrants and options . ______ _ 3,151 3,337 7,458
Total = 18,758 21,728 34,046

The chart below shows dollar amounts of registrations of issues
offered over an extended period for the fiscal years 1962-1971.
It also reflects the close parallel that has existed between the
total volume of such registrations and investment company issues.

SECURITIES EFFECTIVELY REGISTERED TO BE OFFERED FOR SALE

DOLLARS

BiLLIONS OVER AN EXTENDED PERIOD OF TIME (1962 - 1971)
40
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REPORTS OF SALES AND USE OF PROCEEDS
The Commission adopted a new rule and form requiring issuers
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registering securities under the Securifies Act for the first time
to file reports of sales of such securities and the application of
the proceeds from such sales.!? The first report must be filed 3
months after the effective date of the registration statement and
subsequent reports at 6-month intervals during the period of the
offering and until the proceeds have been applied by the reg-
istrant. A final report is required upon completion of the offering
and application of the proceeds. Information as to the progress
of an offering of registered securities will enable the Commission
to know whether the registrant is required to file and use an up-
dated prospectus and whether dealers effecting transactions in the
securities must furnish a copy of the prospectus to purchasers.
Information concerning the actual use of the proceeds will indi-
cate whether the statements in the prospectus with respect to such
use are borne out by the registrant’s subsequent actions.

EXAMINATIONS AND INVESTIGATIONS

The Commission is authorized by Section 8 (e) of the Securities
Act to make an examination in order to determine whether a stop
order proceeding should be instituted under Section 8(d) and in
connection therewith is empowered to examine witnesses and re-
quire the production of pertinent documents. Failure of the issuer
or underwriter to cooperate in or obstruction of an examination
constitutes grounds for issuance of a stop order. In addition,
investigations into the adequacy and accuracy of registration
statements may be conducted pursuant to Section 20(a) of the
Act which authorizes the Commission to conduct an investigation
to determine whether any provision of the Act or any rule or
regulation prescribed thereunder has been or is about to be
violated. The following tabulation shows the number of examina-
tions and investigations relating to registration statements which
were in progress during the year:

Pending at beginning of fiscal year _________________________ 51
Initiated during fiseal year ________________ . _______ 15
66
Closed during fiscal year _______________ 37
Pending at close of fiseal year __.______________ . _____ 29

STOP ORDER PROCEEDINGS

Section 8(d) of the Securities Act gives the Commission the
power, after notice and opportunity for hearing, to issue a stop
order “suspending” the effectiveness of a registration statement

17 Securities Act Release No. 5141 (April 19, 1971).
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which includes an untrue statement of a material fact or omits to
state any material fact required to be stated therein or necessary
to make the statements therein not misleading. The effect of a
stop order, which may be issued even after the sale of securities
has begun, is to bar distribution of the securities so long as the
order remains in effect. Although the order does not have the
effect of restoring losses which may already have been suffered
by investors, the Commission’s decision and the evidence on which
it is based may serve to put them on notice of their rights and aid
in their private recovery suits. As provided by the Act, a stop
order is lifted when the registration statement has been amended
to correct the deficiencies.

At the beginning of the fiscal year two stop order proceedings
were pending and during the year two additional proceedings
were instituted. Two of the proceedings were terminated through
the issuance of stop orders, and the others were pending as of the
end of the year. One of these was terminated through issuance
of a stop order shortly after the end of the fiscal year.

In Blimpie Corporation of America,'® the Commission had au-
thorized an examination and investigation to determine whether
a registration statement filed by Blimpie contained false or mis-
leading statements concerning the identity of persons in control
of the company, the background of its board of directors and
transactions by and between its officers and directors. However,
the persons listed in the registration statement as officers, direc-
tors and stockholders refused to testify when subpoenaed by the
staff. The Commission held that such refusal constituted a failure
by Blimpie to cooperate in the examination, which, pursuant to
Section 8(e), constituted a ground for issuance of a stop order.

In Augion-Unipolar Corporation® decided shortly after the
close of the fiscal year, the Commission found that the registration
statement filed by the issuer, a newly organized research and
development corporation, was materially deficient in describing
the intended use of the proceeds of the offering and certain
inventions on which the issuer’s business was dependent and in
failing to disclose the possibility of adverse claims to those
inventions and that the issuer’s licensee did not have the financial
capacity to honor potential multi-million dollar contractual com-
mitments described in the registration statement. The Commission
also found that the issuer had failed to cooperate in an examina-

18 Securities Act Release No. 5146 (May 6, 1971). )
19 Securities Act Release No. 5161 (July 5, 1971), app. pending, C.A. 2,
No. 71-16717.
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tion conducted by its staff pursuant to Section 8(e) of the Securi-
ties Act, in that the issuer’s president, claiming his privilege
against self-incrimination, had refused to answer a staff member’s
question, and the issuer had failed to respond to a subponea
duces tecum calling for the production of corporate books and
records. The Commission rejected contentions that no examina-
tion could be conducted pursuant to Section 8(e) prior to the
formal institution of stop-order proceedings under Section 8(d),
and that the president’s claim of the privilege excused the issuer’s
failure to cooperate.

In view of the material deficiencies in the registration state-
ment and the issuer’s failure to cooperate, the Commission de-
termined that a stop order suspending the effectiveness of the
registration statement should issue. It rejected the argument that
Section 8(c) of the Securities Act required it to declare the
issuer’s post-effective amendments effective and to dismiss the
proceedings. The Commission noted that its consideration of such
amendments after the institution of stop-order proceedings was
discretionary. It pointed out that even if the post-effective amend-
ments were fully curative of the deficiencies which it had found
in the registration statement, the information which the issuer
and its officers had refused to furnish during the staff’s examina-
tion might have disclosed further material deficiencies, and that
consideration of the post-effective amendments would therefore
be inconsistent with the public interest and the protection of
investors.

EXEMPTION FROM REGISTRATION OF SMALL ISSUES

The Commission is authorized under Section 3 (b) of the Securi-
ties Act to exempt, by its rules and regulations and subject to
such terms and conditions as it may prescribe therein, any class
of securities from registration under the Act, if it finds that the
enforcement of the registration provisions of the Act with respect
to such securities is not necessary in the public interest and for
the protection of investors by reason of the small amount involved
or the limited character of the public offering. The statute imposes
a maximum limitation of $500,000 upon the size of the issues
which may be exempted by the Commission in the exercise of
this power.2°

20 Public Law 91-565, effective December 19, 1970, raised the ceiling from
$300,000 to $500,000.
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Acting under this authority, the Commission has adopted the
following exemptive rules and regulations:

Regulation A: General exemption for U.S. and Canadian issues up to
$500,000.21

Regulation B: Exemption for fractional undivided interests in oil or
gas rights up to $100,000.

Regulation F: Exemption for assessments on assessable stock and for
assessable stock offered or sold to realize the amount
of assessment thereon up to $300,000.

Rules 234-236: Exemptions, up to limited amounts, of first lien notes,
securities of cooperative housing corporations, and
shares offered in connection with certain transactions.

Under Section 8(c¢) of the Securities Act, the Commission is
authorized to exempt securities issued by a small business invest-
ment company subject to the Small Business Investment Act.
Acting pursuant to this authority the Commission has adopted
Regulation E, which exempts such securities up to a maximum
offering price of $500,000.22

Exemption from registration under Section 3(b) or 3(c) of
the Act does not carry any exemption from the provisions of the
Act prohibiting fraudulent conduct in the offer or sale of securi-
ties and imposing civil liability or eriminal responsibility for
such conduct.

EXEMPT OFFERINGS UNDER REGULATION A

Regulation A permits a company to obtain needed capital not in
excess of $500,000 (including underwriting commissions) in any
one year from a public offering of its securities without registra-
tion, provided specified conditions are met, These include the
filing of a notification supplying basic information about the
company with the appropriate Regional Office of the Commission,
and the filing, and use in the offering, of an offering circular.
However, an offering circular need not be filed or used in con-
nection with an offering not in excess of $50,000 by a company
with earnings in one of the last 2 years.

During the 1971 fiscal year, 836 notifications were filed under
Regulation A, covering proposed offerings of $254,220,725, com-
pared with 1104 notifications covering proposed offerings of
$298,666,784 in the 1970 fiscal year. The table below sets forth

21 Implementing the statutory change, the Commission, effective January
7, 1971, increased the maximum amount of the offering permitted under
Regulation A from $300,000 to $500,000. Securities Act Release No. 5125.

22 The ceiling was raised during the fiscal year from the previous maximum
of $300,000. Securities Act Release No. 5134 (March 26, 1971).
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various features of the Regulation A offerings during the past 38
fiscal years:

Offerings Under Regulation A

Fiscal year
1971 1970 1969
SIZE:
$100,000 or less 54 90 90
$100,000-$200,000 116 92 114
00,000-$300,000 429 922 839
$300,000-$400,000 114
000-$500, 123
Total = 836 1,104 1,043
UNDERWRITERS
sed = 370 510 458
Not Used = 466 594 585
OFFERORS:
Issuing companies ._____________.| 822 1,101 1,021
Stockholders - 11 2 15
Issuers and stockholders jointly__| 3 1 7

Reports of Sales.—Regulation A requires the filing of periodic
sales reports during the pendency of the offering and a final
report upon its completion or termination. During the fiscal year
1971, 1036 reports of sales were filed reporting aggregate sales
of $67,629,044.

Suspension of Exemption.—The Commission may suspend an
exemption under Regulation A where, in general, the exemption
is sought for securities for which the regulation provides no
exemption or where the offering is not made in aceordance with
the terms and conditions of the regulation or in compliance with
the prescribed disclosure standards. Following the issuance of a
temporary suspension order by the Commission, the respondents
may request a hearing to determine whether the temporary
suspension should be vacated or made permanent. If no hearing
is requested within 30 days after the entry of the temporary
suspension order and none is ordered by the Commission on its
own motion, the temporary suspension order becomes permanent.

During the 1971 fiscal year, temporary suspension orders were
issued in 23 cases. Added to the 19 cases pending at the beginning
of the fiscal year, this resulted in a total of 42 cases for dis-
position. Of these, the temporary suspension order was vacated
in 1 case and became permanent in 28 cases: in 14 by lapse of
time, in 8 by withdrawal of the request for hearing, and in 6
by final determination by the Commission (including 5 based on
offers of settlement). Thirteen cases were pending at the end of
the fiscal year.
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EXEMPT OFFERINGS UNDER REGULATION B

During the fiscal year ended June 30, 1971, 941 offering sheets
and 917 amendments thereto were filed pursuant to Regulation B
and were examined by the Oil and Gas Section of the Commis-
sion’s Division of Corporation Finance. During the 1970 and 1969
fiscal years, 749 and 613 offering sheets, respectively, were filed.
The following table indicates the nature and number of Com-
mission orders issued in connection with such filings during the
fiscal years 1969-71. The balance of the offering sheets filed be-
came effective without order.

Action Taken on Offering Sheets Filed Under Regulation B

Fiscal years

1971 1970 1969

Temporary suspension orders (under Rule 340(a)) _____ 0 4 3

Orders terminating proceeding after amendment _______| 1] 1 3

Orders terminating effectiveness of offering sheet __.____ 2 0 0

Orders fixing effective date of amendment

(no proceeding pending) _| 657 470 376
Orders consenting to withdrawal of offering sheet

(no proceeding pending) 29 10 7

Total number of orders J 688 485 389

Reports of Sales.—The following table shows the number of
sales reports filed under Regulation B during the past 3 fiscal

years and the aggregate dollar amount of sales during each such
year.

Reports of Sales Under Regulation B

1971 1970 1969
Number of sales reports filed ___.___ 11,773 8,136 9,012
Aggregate dollar amount of sales
reported $15,712,891.51 $11,757,060.32 $11,221,563.80

EXEMPT OFFERINGS UNDER REGULATION F

Regulation F provides an exemption for assessments levied
upon assessable stock and for' delinquent assessment sales in
amounts not exceeding $300,000 in any one year. It requires the
filing of a simple notification giving brief information with re-
spect to the issuer, its management, principal security holders,
recent and proposed assessments and other security issues. The
regulation requires a company to send to its stockholders, or
otherwise publish, a statement of the purposes for which the
proceeds of the assessment are proposed to be used. Copies of any
other sales literature used in connection with the assessment must
be filed. Like Regulation A, Regulation F provides for the suspen-
sion of an exemption thereunder where the regulation provides
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no exemption or where the offering is not made in accordance
with the terms and conditions of the regulation or in accordance
with the prescribed disclosure standards.

During the 1971 fiscal year, 19 notifications were filed under
Regulation F, covering assessments of $407,719, compared with

19 notifications covering assessments of $498,220 in the prior
year.

CONTINUING DISCLOSURE REQUIREMENTS

The Securities Exchange Act of 1934, as amended, contains a
number of significant disclosure provisions with respect to securi-
ties traded in the securities markets. These provisions, applicable
in general to issuers of securities listed on exchanges and issuers
of securities traded over the counter which meet minimum asset
and number of stockholder tests, include requirements for the
registration of securities with the Commission and for periodic
reports, as well as for appropriate disclosure in connection with
the exercise of stockholders’ voting rights, takeover bids and in-
siders’ securities transactions.

REGISTRATION OF SECURITIES ON EXCHANGES

Unless a security is registered on a national securities exchange
under Section 12(b) of the Exchange Act or is exempt from
registration, it is unlawful for a member of such exchange or any
broker or dealer to effect any transaction in the security on the
exchange. In general, the Act exempts from registration obliga-
tions issued or guaranteed by a State or the Federal Government
or by certain subdivisions or agencies thereof and authorizes the
Commission to adopt rules and regulations exempting such other
securities as the Commission may find necessary or appropriate
to exempt in the public interest or for the protection of investors.
Under this authority the Commission has exempted securities of
certain banks, certain securities secured by property or leasehold
interests, certain warrants and, on a temporary basis, certain se-
curities issued in substitution for or in addition to listed securities.

Pursuant to Section 12(b) of the Exchange Act, an issuer may,
if it meets the requirements of the exchange, register a class of
securities on an exchange by filing with the Commission and
the exchange an application which discloses pertinent informa-
tion concerning the issuer and its affairs. Information must be
furnished regarding the issuer’s business, its capital structure,
the terms of its securities, the persons who manage or control
its affairs, the remuneration paid to its officers and directors, and
the allotment of options, bonuses and profit-sharing plans. Finan-
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cial statements certified by an independent accountant must be
filed as part of the application.

Form 10 is the form used for registration by most commercial
and industrial companies.?? There are specialized forms for
certain types of securities, such as voting trust certificates, cer-
tificates of deposit and securities of foreign governments,

Statistics regarding securities traded on exchanges may be
found in Part III of this Report and in Appendix Tables 4-9.

REGISTRATION OF OVER-THE-COUNTER SECURITIES

Section 12(g) of the Exchange Act requires a company with
total assets exceeding $1 million and a class of equity securities
held of record by 500 or more persons to register those securities
with the Commission, unless one of the exemptions set forth in
that section is available, or the Commission issues an exemptive
order under Section 12 (h). The same Form 10 referred to above
is the general form for registration pursuant to Section 12(g).

During the fiscal year, 714 registration statements were filed
under Section 12(g). This makes a total, from the enactment of
Section 12(g) in 1964, through June 30, 1971, of 5,690 registra-
tion statements filed. Eleven of these statements were withdrawn
before they had become effective upon determination that they
were not required to be filed under the Act.

Of the 714 registration statements filed under Section 12(g) in
fiscal year 1971, 420 were filed by issuers already subject to the
reporting requirements of Section 13 or 15(d) of the Act. The
latter figure includes 19 registration statements filed by issuers
with another security registered on a national securities exchange,
and 401 filed by issuers subject to the reporting requirements of
Section 15(d) because they had registered securities under the
Securities Act. These latter companies, however, had not been
subject to the proxy solicitation and other disclosure and insider
trading provisions of Sections 14 and 16 of the Exchange Act.
The remaining 294 issuers which filed registration statements had
not been subject to any of the disclosure or insider trading pro-
visions and became subject to them through registration.

New Rule Regarding Registration by Successor Issuers.—It has
been the Commission’s position that an issuer which succeeds by
merger, consolidation, exchange of securities or acquisition of as-
sets, to another issuer which had securities registered pursuant
to Section 12(g), or securities which would have been required to

23 Last year’s report discussed revisions of Form 10 adopted in October
1970. See 36th Annual Report, pp. 10-11.
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be registered but for the succession, assumes the duty to provide
for such security holders a continuation of the benefits provided,
or which would have been provided, by registration of the pre-
decessor, unless upon consummation of the succession the securi-
ties are exempt from registration or all securities of the class are
held of record by less than 300 persons. A new Rule 12g-3 adopted
by the Commission, designed to avoid a hiatus in registration and
reporting, provides that where an issuer which has no securities
registered pursuant to Section 12 of the Act has issued equity
securities to holders of equity securities of a predecessor which
were registered under Section 12(g) and there are at least 300
holders of the class so issued, such class shall be deemed registered
pursuant to that section.?* It further provides that where the
predecessor was required to register securities pursuant to that
section but had not yet done so, the successor shall file a registra-
tion statement within the period of time the predecessor would
have been required to file one, or within such extended period as
the Commission may authorize.

Exemptions From Registration.—Section 12(h) of the Act au-
thorizes the Commission, either by rules and regulations or by
order upon application of an interested person, to grant a com-
plete or partial exemption from the provisions of Sections 12(g),
13, 14, 15(d), or 16 if the Commission finds that because of the
number of public investors, the amount of trading interest in the
securities, the nature and extent of the activities of the issuer, the
income or assets of the issuer, or otherwise, the exemption is not
inconsistent with the public interest or the protection of investors.

At the beginning of the fisecal year 9 applications for exemption
orders were pending and 6 applications were filed during the year.
Of these 15 applications, 8 were withdrawn and 3 were granted,
and the remaining 9 applications were pending at the end of the
fiscal year.

PERIODIC REPORTS

Section 13 of the Exchange Act requires issuiers of securities
registered pursuant to Section 12(b) or 12(g) to file periodic
reports keeping current the information contained in the registra-
tion statement. During the fiscal year the content and nature
of the reports to be filed were substantially revised. Thus, Form
10-K, the prinecipal annual report form, was revised so as to
provide on an annual basis information which, together with
that contained in the proxy or information statement sent to

24 Securities Exchange Act Release No. 9072 (February 10, 1971).
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securityholders, will give a reasonably complete and up-to-date
statement of the registrant’s business and operations.2’ The semi-
annual report on Form 9-K was replaced by a new quarterly
report on Form 10-Q calling for summarized financial informa-
tion.26 As heretofore, current reports on Form 8-K were required
to be filed for each month in which any of certain specified events
of immediate interest to investors occurred. A report on this form
deals with matters such as changes in control of the registrant,
important acquisitions or dispositions of assets, the institution or
termination of important legal proceedings and important changes
in the issuer’s securities. Certain real estate companies are re-
quired to file quarterly reports on Form 7-Q, which replaced Form
7-K.27 Section 15(d) of the Exchange Act, generally speaking,
requires issuers which have registered securities under the Securi-
ties Act of 1933 and which have no securities registered under
Section 12 to file the reports deseribed above.

The following table shows the number of reports filed during
the fiscal year pursuant to Sections 18 and 15(d) of the Exchange
Act. As of June 30, 1971, 3,130 issuers had securities listed on
a national securities exchange and registered under Section 12 (b)
of the Act, 4,797 issuers had securities registered under Section
12(g), and 2,482 additional issuers were subject to the reporting
requirements of Section 15(d) of the Act.

Number of Annual and Other Periodic Reports Filed by Issuers Under the
Securities Exchange Act of 198} During the Fiscal Year Ended June 30, 1971

Type of reports Number of reports
Annual reports 8,319
Semi-annual reports 4,?46
Current reports 13,153
Quarterly reports 6,790
Total reports filed 32,908 _

NEW RULES RELATING TO COMPANIES REPORTING PURSUANT TO
SECTION 15(d)

" A new Rule 15d-5 provides that where an issuer which is not
required to file reports pursuant to Section 15(d) of the Act
succeeds to an issuer which is required to file such reports, the
successor is deemed to have assumed the duty to file such reports,
and shall file the reports required by that section and the rules

25 Securities Exchange Act Release No. 9000 (October 21, 1970). For
further details, see 36th Annual Report, p. 11.

26 Securities Exchange Act Release No. 9004 (October 28, 1970). For
further details, see 36th Annual Report, pp. 11-12,

27 Securities Exchange Act Release No. 9005 (November 2, 1970).
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and regulations thereunder, unless it is exempt therefrom or the
duty to file reports is suspended under the provisions of that
section.28

Under Section 15(d), if the number of record holders of securi-
ties of each class registered is reduced to less than 300 persons
at the beginning of any fiscal year, the duty to file reports is
suspended for that year. To enable the Commission to know
whether an issuer’s failure to file reports is due to delinquency
or to a suspension of the duty to file, the Commission adopted a
new Rule 15d-6 which requires notice to the Commission when-
ever the duty to file has been suspended.?

PROPOSED AMENDMENTS OF REPORTING FORMS

The Commission gave notice of a proposal to amend Forms
10-K and 10-Q to require information regarding recent trans-
actions by the issuer in all unregistered securities.® This informa-
tion will be of material assistance in the administration of the
so-called private offering exemption contained in Section 4(2) of
the Securities Act and in the administration of the securities laws
by the staff and the Commission.

Certain amendments to Form 8-K relating to accounting mat-
ters are discussed in the accounting section below.

TIMELY DISCLOSURE OF MATERIAL CORPORATE DEVELOPMENTS

In a release issued during the year, the Commission reiterated
the need for publicly held companies to make prompt and accurate
disclosure of material developments, both favorable and unfavor-
able, to security holders and the investing public, so that investor
confidence can be maintained in an orderly and effective securities
market.?! It reminded companies subject to the reporting require-
ments of the Exchange Act of their obligation to file reports on
time. The Commission further pointed out that even though a
company complies with the reporting requirements, it still has an
obligation to make full and prompt announcements of material
facts regarding its financial condition.

PROCEEDINGS TO OBTAIN COMPLIANCE WITH EXCHANGE ACT
REGISTRATION OR REPORTING REQUIREMENTS

Administrative Actions.—Section 15(c) (4) of the Exchange
Act empowers the Commission to find, after notice and oppor-

28 Securities Exchange Act Release No. 9072 (February 10, 1971).
29 Securities Exchange Act Release No. 9100 (March 15, 1971).

30 Securities Exchange Act Release No. 9126 (April 15, 1971).

31 Securities Act Release No. 5092 (October 15, 1970).
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tunity for hearing, that any person subject to the provisions of
Section 12, 13 or 15(d) of the Act or the rules thereunder has
failed in any material respect to comply with any of those pro-
visions. It thus provides an administrative procedure for ap-
prising investors of materially misleading filings and for the
resolution of accounting and other complex and technical ques-
tions involving the disclosure provisions of the Act. Under Section
15(c) (4) the Commission can publish its findings and issue an
order requiring compliance and, when the circumstances of a
particular case so warrant, apply to a U.S. district court for
enforcement of its order.

At the beginning of the fiscal year, one proceeding pursuant to
Section 15(c) (4) was pending, and during the year three addi-
tional proceedings were instituted. The Commission issued de-
cisions in two of the proceedings during the year,?? and the other
two were pending at the end of the year.

Major Realty Corporation® involved the adequacy of dis-
closures contained in annual reports filed by Major for its 1968
and 1969 fiscal years in connection with an agreement for the
sale of a parcel of land. Major entered into a contract to sell the
parcel of land which provided, among other terms, that Major
had the right to rescind the contract, subsequent to closing, under
certain conditions, and no interest or principal payments were
to be made until after the right to rescind was no longer extant.
Major received a down payment of $25,000 representing less than
1 percent of the purchase price and a non-recourse note for the
remainder of $3,475,000 from a subsidiary of the buyer which
had assumed the buyer’s obligation and only had nominal assets.
Major reflected $3,152,170 as income derived from this trans-
action and the note of $3,475,000 as an asset in its 1968 annual
report on Form 10-K.

The Commission found that Major improperly treated the land
transaction as a reportable sale and thereby overstated its net
income and understated its deficit in retained earnings on its
1968 Form 10-K and continued the understatement of its deficit
in retained earnings on its 1969 Form 10-K. The Commission
concluded that the proper accounting treatment, following the
substance rather than the form of the transaction, should have
recognized that Major obtained nothing more than a small de-

32 One of these decisions (The Susquehanna Corporation, Securities Ex-
change Act Release No. 8933), issued near the beginning of the year, was
described in the 36th Annual Report, at p. 44.

33 Securities Exchange Act Release No. 9137 (April 8, 1971).
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posit in exchange for an option to purchase. Pursant to Major’s
offer of settlement in which it consented to findings that the
annual reports were deficient, the Commission ordered Major to
file correcting amendments and to send copies of the Commission’s
Findings, Opinion and Order to all of its stockholders.

Civil Actions.—The Exchange Act empowers the Commission
to bring civil actions in Federal district courts to enjoin violations
of the provisions of Sections 12, 13 or 15(d) of that Act or to
compel affirmative compliance with those provisions. During the
fiscal year 12 actions to compel such compliance were instituted.
In one case a default judgment was entered against the issuer,34
and the others were pending as of the end of the year,

PROXY SOLICITATIONS

Scope and Nature of Proxy Regulation.—Regulation 14A under
the Exchange Act, implementing Section 14(a) of that Act,
governs the manner in which proxies or other authorizations may
be solicited from the holders of securities registered under Section
12 of that Act, whether for the election of directors, approval of
other corporate action, or some other purpose.®s It requires that
in any such solicitation, whether by the management or minority
groups, disclosure must be made of all material facts concerning
the matters on which security holders are asked to vote, and they
must be afforded an opportunity to vote “yes” or “no” on each
matter other than elections. The regulation also provides, among
other things, that where the management is soliciting proxies, a
security holder desiring to communicate with other security
holders may require the management to furnish him with a list
of all security holders or to mail his communication to security
holders for him. A security holder may also, subject to certain
limitations, require the management to include in its proxy ma-
terial any appropriate proposal which he wants to submit to a
vote of security holders. Any security holder or group of security
holders may at any time make an independent proxy solicitation
upon compliance with the proxy rules, whether or not the man-
agement is making a solicitation. Certain additional provisions of
the regulation apply where a contest for control of the manage-
ment of an issuer or representation on the board is involved.

Copies of proposed proxy material must be filed with the Com-

34 SEC v. Continental Travel, Inc., D.C.D.C., Civil Action No. 468-71.

35 This regulation also applies to security holders of registered public-
utility holding companies, their subsidiaries and registered investment com-
panies,
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mission in preliminary form prior to the date of the proposed
solicitation. Where preliminary material fails to meet the pre-
scribed disclosure standards, the management or other group
responsible for its preparation is notified informally and given
an opportunity to correct the deficiencies in the preparation of
the definitive proxy material to be furnished to security holders.

Under Section 14(c) of the Act, issuers of securities registered
under Section 12 must, in accordance with rules and regulations
prescribed by the Commission, transmit information comparable
to proxy material to security holders from whom proxies are not
solicited with respect to a stockholders’ meeting. Regulation 14C
implements this provision by setting forth the requirements for
“information statements.”

Statistics Relating to Proxy and Information Statements.—
During the 1971 fiscal year, 6,152 proxy statements in definitive
form were filed, 6,132 by management and 20 by nonmanagement
groups or individual stockholders. In addition, 126 information
statements were filed. The proxy and information statements
related to 5,942 companies, some 316 of which had a second
solicitation during the year, generally for a special meeting not
involving the election of directors.

There were 5,864 solicitations of proxies for the election of
directors, 383 for special meetings not involving the election of
directors, and 25 for assents and authorizations.

The votes of security holders were solicited with respect to the
following types of matters, other than the election of directors:

Mergers, consolidations, acquisitions of businesses, purchases and
sales of property, and dissolution of companies ___._______..___ 530
Authorizations of new or additional securities, modifications of
existing securities, and recapitalization plans (other than merg-

ers, consolidations, ete.) - . _____ .~ 1,698
Employee pension and retirement plans (including amendments to
existing plans) —____ - - - 58
Bonus or profit-sharing and deferred compensations arrangements
(including amendments to existing plans and arrangements) __. 153
Stock option plans (including amendments to existing plans) ____ 882
Stockholder approval of the selection by management of inde-
pendent auditors _________________________ 2,439
Miscellaneous amendments to charters and by-laws, and miscel-
laneous other matters (excluding those listed above) ________ 2,419

Stockholders’ Proposals.—During the 1971 fiscal year, 489
proposals submitted by 46 stockholders were included in the proxy
statements of 204 companies under Rule 14a-8 of Regulation 14A.

Typical of such stockholder proposals submitted to a vote of
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security holders were resolutions relating to amendments to
charters or by-laws to provide for cumulative voting for the
election of directors, preemptive rights, limitations on the grant
of stock options to and their exercise by key employees and man-
agement groups, the sending of a post-meeting report to all stock-
holders, and limitations on charitable contributions.

A total of 113 additional proposals submitted by 28 stockholders
was omitted from the proxy statements of 48 companies in
accordance with Rule 14a-8. The principal reasons for such omis-
sions and the number of times each such reason was involved
(counting only one reason for omission for each proposal even
though it may have been omitted under more than one provision
of Rule 14a-8) were as follows:

Reason for Omission of Proposals

Number
Concerned a personal grievance against the company __________ 29
Withdrawn by proponent _________________ S, 26
Not a proper subject matter under State law _________________ 6
Related to the ordinary conduct of the company’s business ___ ___ 25
Outside scope of rules __ ____________ —— _— 8
Not timely submitted ___ _______________ _ — 10
Insufficient vote at prior meetings ___ __ e 9

Proxy Contests.—During the 1971 ﬁscal year, 31 companies
were involved in proxy contests for the election of directors. A
total of 720 persons, both management and non-management, filed
detailed statements as participants under the requirements of
Rule 14a-11. Proxy statements in 22 cases involved contests for
control of the board of directors and those in 9 cases involved
contests for representation on the board.

Management retained control in 13 of the 22 contests for con-
trol of the board of directors, five were settled by negotiation,
non-management persons won two, and two were pending as of
June 30, 1971. Of the nine cases where representation on the
board of directors was involved, management retained all places
on the board in four contests, opposition won places on the board
in three cases, one was settled by negotiation and one was pending
as of June 30, 1971.

Litigation Relating to Proxy Rules.—In Medical Committee for
Human Rights v. S.E.C.,3® as previously reported,3” the Commis-
sion petitioned the Supreme Court for a writ of certiorari to
review a decision of the Court of Appeals for the District of

36432 F. 2d 6569 (C.A. D.C., 1970), petition for certiorari granted, 401
U.S. 973 (1971).

37 36th Annual Report, pp. 49-50.
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Columbia Circuit which had held that a refusal of the Commission
to advise a company that the Commission was of the view that
a stockholder proposal should be included in the company’s proxy
soliciting material was reviewable. The Dow Chemical Company
had refused to include in its proxy statement for the company’s
annual meeting a proposal submitted to it by one of its shareholders,
the Medical Committee for Human Rights. The Commission, in
indicating that it would not institute an enforcement action
against Dow, had not expressed any view with respect to the
reasons given by Dow for its refusal to include the proposal.
The petition was granted on March 22, 1971.38 In its brief on
the merits in the Supreme Court the Commission urged that its
determination not to take enforcement action against Dow was
not an “order” within the meaning of the relevant jurisdictional
statute, Section 25(a) of the Securities Exchange Act, and that
its “no-action” determination was without legal effect or impact.

DISCLOSURE IN CONNECTION WITH TAKEOVER BIDS AND OTHER
LARGE ACQUISITIONS

Sections 13(d) and (e) and 14(d), (e) and (f) of the Securi-
ties Exchange Act, which were enacted in July 1968, as imple-
mented by rules and regulations adopted by the Commission,
provide among other things for appropriate disclosure in con-
nection with cash tender offers and other large stock acquisitions.
These provisions were designed to close gaps in the full disclosure
provisions of the securities laws and to safeguard the interests of
persons who tender their securities in response to a tender offer.
In December 1970 the statutory provisions were amended, so as
to improve their effectiveness in light of the Commission’s ex-
perience gained in administering them.?® The most significant of
the amendments requires the filing of information with respect
to acquisitions of securities by persons who own more than 5
percent of the class, or the making of tender offers or requests for
tenders of equity securities if after consummation thereof the
persons making the tender offer or solicitation would be the
beneficial owner of more than 5 percent of the class. Previously
the percentages were 10 percent in both cases. The amendments
also extended the coverage of Sections 13(d) and 14(d) to in-
surance companies and made the provisions of Section 14(d)
applicable to tender offers made by means of a registration state-
ment under the Securities Act. To implement the amendments,

38401 U.S. 973 (1971).
39 Public Law 91-567.
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the Commission adopted a new rule under the Securities Act and
amended its rules and regulations under Sections 13(d) and
14 (d) .40

Rule 13d-1 under the Act now requires the filing with the
Commission of a Schedule 18D report by a person or group which
acquires any of a class of equity securities registered pursuant to
Section 12 of the Act, or issued by an insurance company which
would have been required to be so registered except for the ex-
emptions contained in Section 12(g) of the Act, or issued by
a closed-end investment company registered under the Investment
Company Act of 1940, if such acquisition results in the ownership
by such person or group of more than five percent of such class
of securities, and the acquisitions by such person or group in the
past twelve months exceed 2 percent of such class. During the
1971 fiscal year 514 Schedule 18D acquisition reports were filed.
Rule 14d-1 requires the filing of a Schedule 13D report by a per-
son or group making a tender offer, including an exchange offer
pursuant to a registration statement under the Securities Act,
which, if successful, would result in such person or group owning
more than 5 percent of any class of equity securities subject to
Section 14(d). Forty-three Schedule 18D tender offer notices
were filed during the fiscal year.

In addition, 21 Schedule 14D reports were filed pursuant to
Rule 14d-4 involving solicitations or recommendations in con-
nection with a tender offer by a person other than the maker of
the offer, and 15 statements were filed pursuant to Rule 14f-1.
The latter relate to the replacement of a majority of the board
of directors (otherwise than by stockholder vote) pursuant to an
arrangement or understanding with the person or persons acquir-
ing securities in a transaction subject to Section 13(d) or 14(d)
of the Act. One statement was filed pursuant to Rule 13e-1 relat-
ing to corporate reacquisitions of securities while the issuer is the
target of a cash tender offer.

INSIDERS’ SECURITY HOLDINGS AND TRANSACTIONS

Section 16 of the Securities Exchange Act and corresponding
provisions in the Public Utility Holding Company Act of 1935
and the Investment Company Act of 1940 are designed to provide
other stockholders and investors generally with information as to
insiders’ securities transactions and holdings, and to prevent the
unfair use of confidential information by insiders to profit from
short-term trading in a company’s securities.

40 Securities Act Release No. 5126 (January 18, 1971).
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Ownership Reports.—Section 16(a) of the Exchange Act re-
quires every person who beneficially owns, directly or indirectly,
more than 10 percent of any class of equity security which is
registered under Section 12, or who is a director or an officer of
the issuer of any such security, to file statements with the Com-
mission disclosing the amount of all equity securities of the issuer
of which he is the beneficial owner and changes in such ownership.
Copies of such statements must be filed with exchanges on which
securities are listed. Similar provisions applicable to insiders of
registered public-utility holding companies and registered closed-
end investment companies are contained in the Holding Company
Act and Investment Company Act.

During the fiscal year, 94,961 ownership reports (20,666 initial
statements of ownership on Form 8 and 74,295 statements of
changes in ownership on Form 4) were filed with the Commission,
By comparison, during fiscal year 1970, 95,952 such reports were
filed (21,337 initial statements and 74,615 statements of changes).

All ownership reports are made available for public inspection
as soon as they are filed at the Commission’s office in Washington
and at the exchanges where copies are filed. In addition, the
information contained in reports filed with the Commission is
summarized and published in the monthly “Official Summary of
Security Transactions and Holdings”, which is distributed by the
Government Printing Office to about 10,000 subscribers.

Recovery of Short-Swing Trading Profits.—In order to prevent
insiders from making unfair use of information which they may
have obtained by reason of their relationship with a company,
Section 16(b) of the Exchange Act and corresponding provisions
in the Holding Company Act and Investment Company Act pro-
vide for the recovery by or on behalf of the issuer of any profit
realized by insiders (in the categories listed above) from certain
purchases and sales, or sales and purchases, of securities of the
company within any period of less than 6 months. The Commis-
sion at times participates as amicus curiae in actions to recover
such profits when it deems it important to present its views re-
garding the interpretation of the statutory provisions or of the
exemptive rules adopted by the Commission thereunder.

INVESTIGATIONS WITH RESPECT TO REPORTING AND PROXY
PROVISIONS

Section 21(a) of the Exchange Act authorizes the Commission
to make such investigations as it deems necessary to determine
whether any person has violated or is about to violate any pro-
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vision of the Act or any rule or regulafion thereunder. The
following investigations were undertaken pursuant to Section
21(a) in connection with the enforcement of the provisions of
Sections 12, 13, 14 and 15(d) of the Act and the rules thereunder,
particularly those provisions relating to the filing of annual and
other periodic reports and proxy material :

Pending at beginning of fiscal year ____ _ 44
Initiated during fiscal year ______ — 17

61
Closed during fiscal year .. __ _____________ ____________ __ 28

Pending at close of fiscal year _________ 33

SUMMARY SUSPENSION OF TRADING

Section 19(a) (4) of the Exchange Act authorizes the Com-
mission summarily to suspend trading in a security listed on a
national securities exchange for up to 10 days if in its opinion the
public interest so requires. Under Section 15(¢) (5) of that Act
the Commission may summarily suspend over-the-counter trading
in any non-exempt security for up to 10 days if it believes that
such action is required in the public interest and for the protection
of investors.

During the 1971 fiseal year, the Commission temporarily
suspended trading in 26 securities, compared to 55 in fiscal 1970
and 33 in fiscal 1969. In four instances exchange-traded securities
were involved and the Commission acted under both Section
19(a) (4) and Section 15(c) (5).** In each of these cases, the
exchange on which the securities were listed had previously halted
or suspended trading.

In most instances the Commission ordered suspension of trad-
ing because adequate information concerning the company was
not available or the Commission learned of information not gen-
erally known to the securities community and investors which
indicated the existence of substantial questions concerning the
financial condition or business operations of the company or the
purchase or sale of its securities.

The suspensions involved a wide variety of factual circum-
stances, as illustrated by the cases described below. In the case
of Rolls-Royce, Ltd.,*2 trading in the company’s common stock

41 Securities Exchange Act Releases Nos. 9104 (March 10, 1971), 9111
(March 17, 1971), 9188 (May 26, 1971) and 9193 (May 27, 1971).
42 Securities Exchange Act Release No. 9104 (March 10, 1971).
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and American Depositary Receipts (ADRs) had been halted by
the American Stock Exchange about 2 month previously, pending
the release of additional information relating to the company’s
financial condition and plans, and the company had announced
that it was going into receivership. Thereafter an active over-the-
counter market had developed in Rolls-Royce ADRs. The suspen-
sion was ordered after it appeared that the English transfer
registrar and the American depositary for ADRs would close
their books. Once the books were closed, American citizens would
be unable to transfer ADR certificates and to convert ADRs into
common stock or common stock into ADRs.

In the case of Canadian Javelin Limited,*3 the suspension was
ordered because of the unavailability of adequate and accurate
information concerning the extent, quality and commercial feasi-
bility of possible mineral deposits within a mining concession in
Panama owned by a company in which Canadian Javelin owned
an interest and had options to acquire the remaining interest.
Widespread rumors had circulated concerning the concession, and
the prices of Canadian Javelin’s securities had increased on a
comparatively high trading volume.

The temporary suspension of trading in the securities of Eco-
logical Science Corporation was ordered because facts coming to
the attention of the Commission indicated that information then
public concerning the company and its financial condition may
have been inaccurate.** Thereafter, as a result of an action
brought by the Commission, the company, pursuant to court order,
filed a restated annual report for 1969 which indicated sub-
stantially lower earnings than previously reported.*®

Commission releases announcing the terminations of trading
suspensions frequently carry a warning to investors to exercise
care in transactions involving the securities in question, and
remind brokers and dealers of their responsibility under the Fed-
eral securities laws for full disclosure of material facts in con-
nection with the solicitation of purchases.

ACCOUNTING AND AUDITING MATTERS

The several Acts administered by the Commission reflect a
recognition by Congress that dependable financial statements of
a company are indispensable to an informed investment decision
regarding its securities. The value of such statements is directly

43 Securities Exchange Act Release No. 9111 (March 17, 1971).
44 Securities Exchange Act Release No. 9188 (May 26, 1971).
45 Sce Securities Exchange Act Release No. 9274 (August 3, 1971).
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dependent on the soundness of the judgment exercised in applying
accounting principles and practices in their preparation, and on
the adequacy and reliability of the work done by public account-
ants who certify the statements. A major objective of the Com-
mission has been to improve accounting and auditing standards
and to assist in the establishment and maintenance of high stan-
ards of professional conduct by certifying accountants, The
primary responsibility for this program rests with the Chief
Accountant of the Commission.

Pursuant to the Commission’s broad rulemaking power regard-
ing the preparation and presentation of financial information, it
has adopted a basic accounting regulation (Regulation S-X)
which, together with opinions on accounting principles published
as “Accounting Series Releases,” governs the form and content
of financial statements filed under the statutes administered by
the Commission. The Commission has also formulated rules with
respect to accounting for and auditing of brokers and dealers and
has prescribed uniform systems of accounts for companies subject
to the Public Utility Holding Company Act of 1935. The account-
ing rules and opinions of the Commission and its decisions in
particular cases have contributed to clarification and wider ac-
ceptance of the accounting principles and practices and auditing
standards developed by the profession and generally followed in
the preparation of financial statements.

However, the accounting rules and regulations—except for the
uniform systems of accounts which are regulatory reports—
prescribe accounting principles to be followed only in certain
limited areas. In the large area of financial reporting not covered
by its rules, the Commission’s principal means of protecting in-
vestors from inadequate or improper financial reporting is by
requiring a certificate of an independent public accountant, based
on an audit performed in accordance with generally accepted
auditing standards, which expresses an opinion whether the
financial statements are presented fairly in conformity with ac-
counting principles and practices that are recognized as sound
and have attained general acceptance. The requirement that the
opinion be rendered by an independent accountant is designed to
secure for the benefit of public investors the detached objectivity
of a knowledgeable professional person not connected with the
management.

The accounting staff examines the financial statements filed
with the Commission to insure that the required standards are
observed and that the accounting and auditing procedures do not
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remain static in the face of changes and new developments in
financial and economic conditions. New methods of doing business,
the formation of new types of business, the large number of
combinations of old businesses, the use of more sophisticated
securities, and other innovations, create accounting problems
which require a constant reappraisal of the procedures.

RELATIONS WITH THE ACCOUNTING PROFESSION AND THE
PUBLIC

In order to keep abreast of changing conditions and in recogni-
tion of the need for a continuous exchange of views and informa-
tion between the Commission’s staff and outside accountants
regarding appropriate accounting and auditing policies, pro-
cedures and practices for the protection of investors, the staff
maintains continuing contact with individual accountants, other
government agencies, and various professional organizations.
These include the American Accounting Association, the Ameri-
can Institute of Certified Public Accountants (AICPA), the
American Petroleum Institute, the Financial Analysts Federation,
the Financial Executives Institute, the National Association of
Accountants, and the National Association of Railroad and Utili-
ties Commissioners. Since the AICPA is one of the principal
professional organizations involved in the development and im-
provement of accounting and auditing standards and practices,
regular liaison is maintained with it through its Committee on
Relations with Securities and Exchange Commission and Stock
Exchanges. Conferences are held with this committee from time
to time at which problems of mutual interest are discussed and
the staff is briefed on the work being done by the Institute’s
Committees on Ethics and Auditing Procedures and by its Ac-
counting Principles Board. The Commission’s accounting staff
also meets with the Committee on Corporate Reporting of the
Financial Executives Institute to discuss possible improvements
of accounting standards and practices.

Ag part of the Commission’s effort to maintain a continuing
exchange of views with the accounting profession, members of
the Commission and accounting staff members from time to time
address, or participate in panel discussions at, professional society
meetings. In this way the Commission can indicate problem areas
in accounting where it believes the profession can aid in develop-
ing solutions. The Chief Accountant also accepts engagements to
discuss the work of the Commission as it relates to accounting at
colleges and universities throughout the country.

Because of its many foreign registrants and the vast and in-
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creasing foreign operations of American companies, the Com-
mission has an interest in the improvement of accounting and
auditing principles and procedures on an international basis. To
promote such improvement the Chief Accountant corresponds
with foreign accountants, meets with many who visit this country,
and, on occasion, participates in foreign accounting conferences
or writes for foreign professional journals. For example, in
September 1970 he presented a paper at the First Annual Con-
ference of the British Accounting and Finance Association in
Edinburgh, Scotland.

THE WORK OF THE ACCOUNTING PRINCIPLES BOARD AND

COMMITTEES OF THE AICPA

The Accounting Principles Board sponsors research studies of
problem areas in accounting and formulates formal opinions and
advisory statements for the improvement of accounting standards
and practices. The Board submits drafts of these studies, opinions
and statements to the Chief Accountant for review and comment
prior to their publication, and representatives of the Board confer
with him on projeets in progress or under consideration. Standing
committees of the AICPA develop statements on auditing stan-
dards and procedures for the guidance of the profession in much
the same manner that Board opinions are developed.

In connection with the development of opinions in major prob-
lem areas in accounting, the Board conducts symposiums or formal
hearings in order to obtain the views of representatives of pro-
fessional groups and governmental organizations, including the
SEC, and other persons concerned with the particular accounting
problems. The Board also maintains liaison with other important
professional associations for coordination of their efforts with
respect to its projects.

Early in the fiscal year the Board published opinions on “Busi-
ness Combinations” and “Intangible Assets” which deal with
difficult and long-standing problems relating to the accounting
for business combinations and for the intangible assets that are
created in many acquisitions. The Chairman and the Chief Ac-
countant had urged the profession to restudy the principles
applicable to these areas of accounting in order to develop criteria
which would curb abuses that had arisen because of inadequate
restrictions on the choice between the alternatives of purchase or
pooling-of-interests accounting to be accorded business combina-
tions and assure an adequate program of amortization of the
intangible assets or “goodwill” resulting from some of these
transactions.
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The Board issued two other opinions during the fiscal year and
two additional opinions under consideration during the year were
issued in August 1971. One opinion extends the application of the
equity method of accounting for investments in common stocks
to situations in which the investor’s interest in the investee may
in general be as low as 20 percent instead of the prior minimum
of 50 percent. Another opinion provides detailed rules for account-
ing for changes in accounting principles, accounting estimates
and reporting entities, and specifies that an entity should demon-
strate that changes which are made in accounting principles will
provide more useful financial information than the prior method
of accounting.

The third opinion, on “Interest on Receivables and Payables,”
provides needed guides for the determination of the effective rates
of interest and the amounts of discount or premium involved when
notes of certain types which are received or issued do not bear
interest or bear an interest rate differing materially from the
prevailing interest rates for comparable notes.

The fourth opinion establishes a requirement for the presenta-
tion, as a basic financial statement to be covered in the independ-
ent auditor’s opinion, of a statement summarizing changes in
financial position when balance sheets and statements of income
and retained earnings are presented, and provides guides for
preparation of the statement. Comparable requirements were also
adopted by the Commission during the year by an amendment to
Regulation S-X, to include a section which specifies the content of
a statement of source and application of funds,* and by amend-
ments to registration and annual report forms under the securities
acts to require the inclusion of such statements.?

The Board has plans to develop and issue ten more opinions by
June 80, 1972 on the following subjects: marketable equity securi-
ties, leases, tax allocation on unremitted earnings of subsidiaries,
stock compensation plans, repurchase of debt instruments at large
discounts, noncash transactions, diversified companies, extra-
ordinary items, components of a business enterprise, and account-
ing policies. Other topics on which the Board or its subcommittees
are working with a view to issuing opinions are the following:
interim financial statements, common stock equivalents, account-

46 Accounting Series Release No. 117 (October 14, 1970).

47 Securities Act Release Nos. 5100 (November 12, 1970) and 5135 (Feb-
ruary 26, 1971); Securities Exchange Act Release Nos. 8996 (October 14,
1970) and 9000 (October 21, 1970).
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ing for land development companies, public utilities, and extrac-
tive industries.48

Accounting research studies are in progress on the subjects of
intercorporate investments, research and development, foreign
operations, stockholders’ equity, concept of materiality, inventory
pricing, depreciation methods, working capital, asset and liability
valuation, and worldwide financial reporting.

A Statement of the Board on “Basic Concepts and Accounting
Principles Underlying Financial Statements of Business Enter-
prises,” published in October 1970, is intended to provide a basis
for enhanced understanding of the broad fundamentals of finan-
cial accounting and for guiding its future development.

The AICPA Committee on Auditing Procedure issued during
the fiscal year Statements on Auditing Procedure on “Confirma-
tion of Receivables and Observation of Inventories” (a revision
of an earlier statement) and “Reports Following a Pooling of
Interests,” and in July 1971 issued Statements on ‘“Piecemeal
Opinions” and “Using the Work and Reports of Other Auditors.”
This committee is also developing Statements relating to the
short-form report, internal control, comfort letters, and sub-
sequent event procedures, and reporting on Article 5A companies,
i.e., commercial, industrial and mining companies in the promo-
tional, exploratory or development stage that present financial
statements included in filings with the SEC in conformity with
Article 5A of Regulation S-X. The committee is also considering
Statements on the subjects of negative assurance, degrees of
qualification, reporting on price-level financial information, trans-
actions with affiliates, reporting on forecasts, and reliance upon
experts.

Committees of the AICPA are also developing or revising Audit
Guides for the following types of organizations whose financial
statements may be filed with the SEC: stock brokers and dealers,
finance companies, life insurance companies and savings and loan
associations.

OTHER CURRENT DEVELOPMENTS

During the fiscal year the Commission issued three Accounting
Series Releases. One of these, as noted above, added a new section
to Regulation S-X governing the content of statements of source
and application of funds. Funds statements are now required to

48 An Accounting Research Study, “Financial Reporting in the Extractive
Industries,” was published in November 1969.
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be included in registration and reporting forms under the Securi-
ties Act and Securities Exchange Act.

Another release provided an interpretation regarding the com-
putation of the ratio of earnings to fixed charges which is required
to be shown in certain registration forms under the Securities
Act and is permitted to be shown in certain registration and
report forms under the Securities Exchange Act.®® An additional
interpretation on the subject was issued in August 1971.5°

The third release dealt with the accounting for investment
securities by registered investment companies.’! This and another
release issued shortly after the end of the fiscal year which
amended annual report Form N-1R for management investment
companies 52 are discussed in greater detail in Part V of this
report.5?

In May 1971 the Commission invited public comment on a
proposal to amend certain registration and reporting forms and
Regulation S-X to remove the exemption from certification of
financial statements of banks filed under the Securities Act and
the Securities Exchange Act and statements of life insurance
companies filed under the Securities Exchange Act.5* After con-
sideration of the comments received, the Commission, shortly
after the end of the year, adopted amendments which removed
the exemption from certification of financial statements of banks
for fiscal periods ending after November 30, 1971.55 However, the
Commission determined to retain at this time the exemption with
respect to life insurance companies. This will permit the account-
ing profession in collaboration with the life insurance industry
to complete work now underway to develop and promulgate ac-
counting guidelines for life insurance companies which will enable
the financial statements of such companies to be certified in ac-
cordance with generally accepted accounting principles.

In May 1971 the Commission also issued for comment a proposal
to amend certain reporting forms to require registrants to furnish
additional information regarding any unusual material charges or
credits to income; to report a change in the certifying accountants
and the reasons for the change and to request the replaced ac-
countant to furnish a letter to the Commission discussing the

49 Accounting Series Release No. 119 (June 15, 1971).

50 Accounting Series Release No. 122 (August 10, 1971).
51 Accounting Series Release No. 118 (December 23, 1970).
52 Accounting Series Release No. 120 (July 15, 1971).

53 See pp. 150-151, infra.

54 Securities Act Release No. 5149 (May 17, 1971).

55 Securities Act Release No. 5172 (July 19, 1971).
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reasons; and to report changes in accounting principles and
practices materially affecting the financial statements together
with a letter from the independent accountants regarding the
changes.’® With some modifications, the proposed amendments
were adopted by the Commission in September 1971.57

In August 1971 the Commission issued for public comment a
proposal to revise Articles 1, 2, 3, 4, 5, 9 and 11 and Rules 12-01
to 16 (exclusive of 12-06A), and to omit Rules 12-17 and 12-32,
of Regulation S-X.58 These proposed general revisions, the first
since 1950, represent changes, additions and deletions that have
become necessary as a result of changing conditions over the
years. Committees of the AICPA and Financial Executives In-
stitute submitted many helpful suggestions for the proposed
revisions. The Commission’s Disclosure Study Group had also
recommended certain revisions, particularly with respect to the
schedules required under Rule 12. In connection with Article 9,
which pertains to bank holding companies and banks, representa-
tives of the Federal bank regulatory agencies also submitted
suggestions for revisions.

EXEMPTIONS FOR SECURITIES OF INTERNATIONAL BANKS

INTERNATIONAL BANK FOR RECONSTRUCTION AND DEVELOP-
MENT

Section 15 of the Bretton Woods Agreement Act, as amended,
exempts from registration under both the Securities Act and the
Securities Exchange Act securities issued, or guaranteed as to
both principal and interest, by the International] Bank for Recon-
struction and Development. The Bank is required to file with the
Commission such annual and other reports with respect to such
securities as the Commission determines to be appropriate in
view of the gpecial character of the Bank and its operations, and
necessary in the public interest or for the protection of investors.
Pursuant to this authority, the Commission has adopted rules
requiring the Bank to file quarterly reports and also to file copies
of each annual report of the Bank to its Board of Governors. The
Bank is also required to file reports with the Commission in
advance of any distribution in the United States of its primary
obligations. The Commission, acting in consultation with the
National Advisory Board on International Monetary and Finan-

56 Securities Exchange Act Release No. 9169 (May 6, 1971).
57 Securities Exchange Act Release No. 9344 (September 27, 1971).
58 Securities Act Release No. 5177 (August 20, 1971).
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cial Problems, is authorized to suspend the exemption at any
time as to any or all securities issued or guaranteed by the Bank
during the period of such suspension. The following summary
of the Bank’s activities reflects information obtained from the
Bank.

During the year the Bank made 78 loans totaling $1,896 million
in 41 countries, compared with a total of $1,680 million the
previous year.

Net income for the year was $212 million, virtually unchanged
from the previous year. The Bank’s Executive Directors recom-
mended to the Board of Governors and the Board has subsequently
approved that $110 million be transferred as a grant to its affili-
ate, the International Development Association. The remaining
portion of the year’s net earnings, amounting to approximately
$102 million, will be transferred to the Bank’s Supplemental
Reserve, increasing it to $1,254 million. Total reserves of the
Bank, including the Special Reserve, will amount to $1,546 million.

Gross income for fiscal 1971 aggregated $578 million including
$187 million income from investments, $384 million income from
loans and $7 million income from other sources. Income from
investments was $38 million higher than in the prior year as a
result of both a higher level of investments and a continuing high
level of yields. Income from loans was $39 million higher pri-
marily due to expansion of the Bank’s loan portfolio. The interest
charged on new loans increased during the fiscal year from 7
percent to 714 percent.

Expenses in fiscal 1971 totaled $366 million compared with
$291 million the previous year. Interest on the Bank’s own bonds
and other financial costs amounted to $309 million, an increase of
$63 million over fiscal 1970 reflecting both increased borrowings
and higher interest rates. Administrative expenses were $11 mil-
lion higher at a total of $56 million, after deduction of $20.1
million in management fees charged to the International Develop-
ment Association, and of $1.7 million of “Service and Support
Fees” charged to the affiliated International Finance Corporation.

The Bank increased its investments in liquid securities during
the year by $483 million to an aggregate of $2,203 million at
June 30, 1971. Other liquid investments held in the Bank’s Special
Reserve, on the same date, amounted to $292 million, bringing its
liquid securities to a total of $2,495 million. This compares with
a total of $2,012 million in similar holdings at June 30, 1970.

Repayments of principal on loans received by the Bank during
the year amounted to $319 million, and a further $146 million
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was repaid to purchasers of parts of loans. Total principal re-
payments to the Bank through June 30, 1971, aggregated $4,227
million, including $2,445 million repaid to the Bank and $1,782
million repaid to purchasers of borrowers’ obligations sold by
the Bank.

Outstanding funded debt of the Bank was $5,424 million on
June 30, 1971. During the year the Bank borrowed $400 million
in the United States market; $375 million through the issuance
of 2-year U.S. dollar bonds to Central Banks and other govern-
mental agencies in some 70 countries; DM 1,078 million (U.S.
$294.5 million) in Germany; 79 billion yen (U.S. $291 million)
from the Bank of Japan; 120 million (U.S. $33.2 million) in the
Netherlands; L10 million (U.S. $28 million) in Libya, the Bank’s
first borrowing in that country; and SwF 75 million (U.S. $17.5
million) in Switzerland. The Bank also issued $43.5 million of
bonds that had been sold in a previous year under delayed delivery
contracts.

These borrowings, in part, refunded maturing issues amounting
to the equivalent of $490 million. After retirement of U.S. $58
million equivalent of obligations retired through sinking fund
and purchase fund operations, the Bank’s outstanding funded
debt showed an increase of $856 million from the previous year.

During the fiscal year the Bank’s authorized capital was in-
creased by $3,000 million to $27,000 million to enable the Bank
to accept special increases in capital stock totaling up to $2,222
million by 75 member countries. To June 30, 1971, nine members
had taken up their special increases in subseriptions and a further
13 were taking the necessary steps to do so. On June 30, 1971,
aggregate subscribed capital of the Bank was $23,871 million of
which $2,387.1 million had been paid in to the Bank and the
remaining $21,483.9 million was subject to call only to meet the
obligations of the Bank.

INTER-AMERICAN DEVELOPMENT BANK

The Inter-American Development Bank Act, which authorizes
the United States to participate in the Inter-American Develop-
ment Bank, provides an exemption for certain securities which
may be issued or guaranteed by the Bank similar to that provided
for securities of the International Bank for Reconstruction and
Development. Acting pursuant to this authority, the Commission
adopted Regulation TA, which requires the Bank to file with the
Commission substantially the same information, documents and
reports as are required from the International Bank for Recon-
struction and Development. The following summary of the Bank's
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activities reflects information submitted by the Bank to the Com-
mission.

During the year ended June 30, 1971, the Bank made 19 loans
totaling the equivalent of $230,510,000 from its Ordinary Capital
resources, bringing the net total of loan commitments outstanding,
after cancellations, to 212, aggregating $1,566,546,787. During
the year, the Bank sold or agreed to sell $2,280,875 in participa-
tions in the aforesaid loans, all such participations being without
the guarantee of the Bank. The loans from the Bank’s Ordinary
Capital resources were made in Argentina, Brazil, Colombia,
Ecuador, Jamaica, Mexico, Peru, Uruguay and Venezuela.

During the year the Bank also made 37 loans totaling the
equivalent of $415,830,000 from its Fund for Special Operations,
bringing the gross total of loan commitments outstanding to 292,
aggregating $2,206,758,846. The Bank made no loans during the
year from the Social Progress Trust Fund, which it administers
under an agreement with the United States, leaving the gross
total of loan commitments outstanding from that Fund at 116,
aggregating $494,191,039.

On June 30, 1971, the outstanding funded debt of the Ordinary
Capital resources of the Bank was the equivalent of $948,641,000,
reflecting a net increase in the past year of the equivalent of
$174,079,000. During the year the funded debt was increased
through public bond issues in Austria, France, Germany, Nether-
lands, Switzerland and the United States totaling the equivalent
of $175,058,000 as well as private placements in Japan, Latin
America, Norway, Sweden and the United Kingdom totaling the
equivalent of $69,263,000. The revaluation of the Swiss franc and
Austrian schilling in May 1971 resulted in an increase in the
funded debt in the equivalent of $3,323,000, The funded debt was
decreased through the retirement of $43,350,000 of short-term
dollar bonds, SF 50,000,000 ($11,434,000) representing a short-
term loan in Switzerland and $18,776,000 through sinking fund
purchases and scheduled debt retirement.

The subscribed ordinary capital of the Bank on June 30, 1971
was the equivalent of $2,763,020,000 of which $2,374,540,000
represented callable capital.

ASTAN DEVELOPMENT BANK

The Asian Development Bank Act, adopted in March 1966,
authorized United States participation in the Asian Development
Bank and provides an exemption for certain securities which may
be issued or guaranteed by the Bank similar to the exemptions
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accorded the Internationa] Bank for Reconstruction and Develop-
ment and the Inter-American Development Bank. Acting pursuant
to this authority the Commission has adopted Regulation AD
which requires the Bank to file with the Commission substantially
the same information, documents and reports as are required
from these banks. The Bank has 86 members, including 22 coun-
tries in the region and 14 nonregional developed countries with
subscriptions totaling $1,005 million. Of the $502.7 million of
paid-up shares subscribed, $490.3 million had matured by June
30, 1971.

As of June 30, 1971, Australia, Belgium, Canada, Denmark,
Germany, Italy, Japan, the Netherlands, and the United Kingdom
had contributed or pledged a total of $174,645,944 to the Bank’s
Special Funds. In addition to the $14.575 million set aside from
Ordinary Capital in 1969 by the Board of Governors for Special
Funds purposes, another $9.935 million were set aside in April
1971, making a total of $24.510 million set aside. In addition, the
United States Congress is considering a proposal for a $100 mil-
lion U.S. contribution to the Bank’s Special Funds and there have
been indications from other countries of additional contributions
in 1971 and thereafter.

In November 1970, the Bank sold in Japan 6 billion yen
($16,667 million) 7.4 percent bonds. In April 1971, the Bank sold
$20 million U.S. bonds to regional central banks at 5.5 percent,
sold in Switzerland 40 million franes ($9.147 million U.S.) 7
percent bonds, and sold $25 million notes in the United States at
614 percent and $25 million bonds in the United States at 734
percent.

As of June 30, 1971, the Bank had made 45 loans from Ordinary
Capital resources totaling $341.035 million, and had approved 21
loang totaling $71.208 million from its Special Funds resources.

As of June 30, 1971, a number of technical assistance grants,
totaling $7,422,546, had been made or pledged to the Bank, by
Australia, Belgium, Canada, Ceylon, China, Denmark, Finland,
Germany, India, Japan, Korea, Netherlands, New Zealand, Pak-
istan, Switzerland, United Kingdom and the United States, includ-
ing $1 million for the Southeast Asia Regional Transport Survey.
Norway has also indicated its intent to contribute. The Bank has
provided technical assistance to 15 countries through 53 projects
amounting to over $7 million, as well as contributing to important
regional projects.

TRUST INDENTURE ACT OF 1939
This Act requires that bonds, debentures, notes, and similar
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debt securities offered for public sale, except as specifically ex-
empted, be issued under an indenture which meets the require-
ments of the Act and has been duly qualified with the Commission.
The provisions of the Act are closely integrated with the re-
quirements of the Securities Act. Registration pursuant to the
Securities Act of securities to be issued under a trust indenture
subject to the Trust Indenture Act is not permitted to become
effective unless the indenture conforms to the requirements of
the latter Act designed to safeguard the rights and interests of
the purchasers. Moreover, specified information about the trustee
and the indenture must be included in the registration statement.
The Act was passed after studies by the Commission had
revealed the frequency with which trust indentures failed to
provide minimum protections for security holders and absolved
so-called trustees from minimum obligations in the discharge of
their trusts. It requires that the indenture trustee be free of
conflicting interests which might interfere with the faithful ex-
ercise of its duties in behalf of the purchasers of the securities.
It requires also that the trustee be a corporation with a minimum
combined capital and surplus; imposes high standards of conduct
and responsibility on the trustee; precludes preferential collection
of certain claims owing to the trustee by the issuer in the event
of default; provides for the issuer’s supplying evidence to the
trustee of compliance with indenture terms and conditions such
as those relating to the release or substitution of mortgaged
property, issuance of new securities or satisfaction of the in-
denture; and provides for reports and notices by the trustee to
security holders. Other provisions of the Act prohibit impairment
of the security holders’ right to sue individually for principal
and interest except under certain circumstances, and require the
maintenance of a list of security holders which may be used by
them to communicate with each other regarding their rights.

Number of Indentures Filed Under the Trust Indenture Act of 1939

Number Aggregate
filed amount

Indentures pending June 30, 1970 ______. _____________ _ 135 $ 3,341,042,617

Indentures filed during the fiscal year .______________| 601 27,187,350,860

Total for dispé)ssal -] 736 30,528,393,477
Disposition during fiscal year:

Indentures qualified 574 27,239,456,300

Indentures pending June 30, 1971 __________________ _ 162 3,288,937,177

Total __ . —— 736 30,528,393,477







PART HI
REGULATION OF SECURITIES MARKETS

In addition to the disclosure provisions discussed in Part II of
this report, the Securities Exchange Act of 1934 gives the Com-
mission significant responsibilities with respect to the securities
markets and persons engaged in the securities business. Among
other things, it requires securities exchanges to register with the
Commission and provides for Commission supervision of the self-
regulatory responsibilities conferred on registered exchanges. The
Act also provides for the registration and regulation of brokers
and dealers doing business in the over-the-counter markets, and
grants to registered associations of brokers or dealers self-regula-
tory functions under the Commission’s supervision. In addition,
it contains provisions designed to prevent fraudulent, deceptive,
and manipulative acts and practices on the exchanges and in the
over-the-counter markets,

This and the next part of the report deal with developments
and actions taken in these areas during the 1971 fiscal year.
Statistical information concerning the securities markets is pre-
sented in this part. Certain recent developments of particular
significance are discussed in Part 1.

REGULATION OF EXCHANGES
REGISTRATION AND EXEMPTION OF EXCHANGES

The Securities Exchange Act requires an exchange to be reg-
istered with the Commission as a national securities exchange
unless the Commission exempts it from registration because of
the limited volume of transactions effected. As of June 30, 1971,
the following 12 stock exchanges were registered:

American Stock Exchange New York Stock Exchange

Boston Stock Exchange Pacific Coast Stock Exchange
Chicago Board of Trade? Philadelphia-Baltimore-Washington
Cincinnati Stock Exchange Stock Exchange

Detroit Stock Exchange Salt Lake Stock Exchange
Midwest Stock Exchange Spokane Stock Exchange

National Stock Exchange

1 The Executive Committee of the Board of Trade of the City of Chicago
adopted a resolution on March 29, 1971 to close the Board’s securities market.

78
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The Honolulu Stock Exchange and the Richmond Stock Ex-
change were exempt from registration during the fiscal year.

REVIEW OF EXCHANGE RULES AND PROCEDURES

A major aspect of the Commission’s supervisory function with
respect to national securities exchanges is the continuous review
by its Division of Trading and Markets of the existing rules,
regulations, procedures, forms, and practices of all exchanges.
Such review is necessary in order to: (1) ascertain the effective-
ness of the application and enforcement by the exchanges of their
rules; (2) determine the adequacy of exchange rules and of
related statutory provisions and rules administered by the Com-
mission in light of changing market conditions; and (3) an-
ticipate and define problem areas so that members of the
Commission’s staff can meet with exchange representatives in an
effort to work out salutary procedures within the framework of
cooperative regulation. In addition, Rule 17a-8 under the Ex-
change Act provides that each national securities exchange must
file with the Commission a report of any proposed amendment or
repeal of, or addition to, its rules and practices not less than 3
weeks (or such shorter period as the Commission may authorize)
before taking any action to effectuate the change. These proposals
are submitted for review and comment to the Branch of Regula-
tion and Inspections of the Division of Trading and Markets.

During the 1971 fiscal year, 163 changes in exchange rules and
practices were submitted to the Commission pursuant to Rule
17a-8. Among the more significant were:

1. A significant revision by the New York Stock Exchange
(NYSE) of its net capital rule. The new provisions are to be
implemented in phases over a period of a year. The revision
represents a strengthening of the financial responsibility required
of the Exchange’s members.

2. An amendment to the Pacific Coast Stock Exchange’s net
capital rule to reduce the allowable ratio of aggregate indebted-
ness to net capital from 20:1 to 15:1.

3. An amendment to the constitution of the Boston Stock Ex-
change to increase the number of Governors of the Exchange
from sixteen to seventeen and provide that one Governor be an
officer or director of a company which has a class of stock listed
on the Exchange.

4. Revocation by the American Stock Exchange of its Special
Trust Fund. The Trustees of the Fund authorized payment of the
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approximately $3,000,000 in the Fund to the Securities Investor
Protection Corporation for its initial financing.2

5. Amendments to the rules of the Detroit and Philadelphia-
Baltimore-Washington Stock Exchanges to facilitate the member-
ship of broker-dealer firms which are market-makers in the “third
market.” )

The New York Stock Exchange incorporated in February 1971.
The Commission subsequently indicated to the Exchange that to
the extent that the chief purpose of incorporation was to end
the unlimited liability each member of the Exchange had for
acts and omissions of the Exchange, there is now a greater
burden on the Exchange to provide adequate resources for satisfy-
ing its responsibilities under the Exchange Act.

Litigation Relating to Review of Exchange Rules.—In Thill v.
The New York Stock Exchange,?® the Court of Appeals for the
Seventh Circuit held that New York Stock Exchange rules are
not immune from challenge under the federal antitrust laws by
reason of the Commission’s power to review such rules pursuant
to Section 19 (b) of the Securities Exchange Act. The court ruled
that the Exchange must demonstrate that any rule having anti-
competitive effects is necessary to the operation and effectiveness
of the Act. The case was remanded to the district court where it
is now pending. The Commission has intervened in the case,
pursuant to an order of the district court entered November 16,
1971.

In Independent Broker-Dealers’ Trade Association v. S.E.C.,
a trade association of broker-dealers, none of which are members
of the New York Stock Exchange, filed suit against the Commis-
sion seeking declaratory and injunctive relief against what they
characterized as a Commission “direction or order” to the Ex-
change which resulted in the elimination of customer-directed
give-ups, a practice of splitting brokerage commissions that in
some cases benefited members of the Association. In May 1968,
as part of its review of various aspects of the commission rate
structures of national securities exchanges, the Commission made
a request, pursuant to Section 19(b) of the Securities Exchange
Act, that the Exchange adopt an interim rate structure incor-
porating a volume discount or, in the alternative, that it eliminate
fixed rates of commission for certain large transactions.* The
Exchange in reply to this request made a counter-proposal which

2 See Part I of this report for a discussion of SIPC.
3433 F.2d 264 (C.A. 7, 1970), certiorari denied, 401 U.S. 994 (1971).
* See 35th Annual Report, pp. 6-8.
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included the abolition of customer-directed give-ups. The Com-
mission regarded this counter-proposal as acceptable, and the
proposals were adopted by the Exchange effective December 5,
1968.

The Association challenged the Commission’s authority al-
legedly to have ordered the Exchange to abolish give-ups. The
district court dismissed the complaint for lack of jurisdiction,
holding that the Commission had entered no “order,” but the
Court of Appeals for the District of Columbia Circuit reversed
in part,’ stating that the Commission had exerted “pressure”
on the Exchange to prohibit give-ups and that such pressure
constituted reviewable ‘“agency action.” On the merits, however,
the court rejected the Association’s contention that the Com-
mission had acted improperly and remanded the case to the dis-
trict court with directions to enter summary judgment in favor
of the Commission.

INSPECTIONS OF EXCHANGES

Another aspect of the Commission’s supervision of exchange
self-regulation is the program of regular inspections of various
phases of exchange activity conducted by the Branch of Regula-
tion and Inspections in the Division of Trading and Markets.
These inspections enable the Commission to recommend, where
appropriate, improvements designed to increase the effectiveness
of self-regulation. In cases where it appears that revisions in
internal policies are desirable, the Commission’s staff communi-
cates its views to the particular exchange and discusses the
matters with exchange personnel in an effort to arrive at ap-
propriate solutions.

In the 36th Annual Report, mention was made of an inspection
of the New York Stock Exchange relating to the enforcement and
interpretation of its net capital rule, and of inspections of the
New York and American Stock Exchanges relating to the activi-
ties of specialists including performance, capital and financing
arrangements. Follow-up conferences and correspondence con-
tinued into fiscal 1971. In the specialist area, the staff sent
recommendations for improvement to the NYSE. The inspection
of the American Stock Exchange resulted in general commenda-
tion although some recommendations for improvement were made
by the staff.

As a result of two major inspections relating to the enforcement

5442 F.2d 132 (C.A.D.C., 1971), certiorari denied, 40 U.S.L.W. 3162 (Oct.
12, 1971).
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and interpretation of the NYSE net capital rule, numerous meet-
ings and a lengthy exchange of correspondence between the staff
of the Commission and the staff of the NYSE, the Exchange, as
noted above, adopted a more stringent net capital rule, which is
expected to enhance the financial strength of its members.

In fiscal 1971, the Branch of Regulation and Inspections con-
ducted nine formal inspections. These included general inspections
of the Boston, Midwest, Cincinnati, Detfroit and Pacific Coast
Exchanges, and inspections of the New York and American Stock
Exchanges limited to exchange activities in specific areas.

Recent inspections of the New York Stock Exchange centered
upon a comprehensive review of its surveillance and enforcement
programs. The staff inspected two divisions of the NYSE which
exercise disciplinary control over members and member firms,
the Conduct Division and the Advertising Department. The Con-
duct Division conducts investigations into alleged rule violations,
but does not exercise any surveillance over member firms. It in-
vestigates and develops disciplinary cases only when information
is disclosed or discovered by other sources. The Advertising De-
partment reviews all member firm advertising prior to publication
for compliance with Exchange standards. Several of the recom-
mendations based on the inspections, relating primarily to en-
forcement activities, were adopted by the Exchange.

An inspection was also made of the disciplinary programs of
the American Stock Exchange, which are focused on the approxi-
mately forty members who are not also members of the NYSE
Generally speaking, the inspection team found an effective dis-
ciplinary program. Staff recommendations for certain improve-
ments have been accepted.

DELISTING OF SECURITIES FROM EXCHANGES

Under Section 12(d) of the Securities Exchange Act and the
Commission’s Rule 12d2-2 thereunder, securities may be stricken
from listing and registration upon application by an exchange, or
withdrawn from listing and registration upon application by an
issuer, in accordance with the rules of the exchange and upon
such terms as the Commission may impose for the protection of
investors.

During the fiscal year ended June 30, 1971, the Commission
granted applications by exchanges for the removal of 62 stock
issues, representing 56 issuers, and 58 bond issues from listing
and registration. The distribution of these removals among ex-
changes was as follows:
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Stocks Bonds

American Stock Exchange - _______.________________ 20 5
Boston Stock Exchange . _____._____________________ 1 —_
Cincinnati Stock Exchange _.______________________ 1 —
Detroit Stock Exchange _ _________._______________ 4 _—
Midwest Stock Exchange _________________________ 4 —_
National Stock Exchange _ . _ ____________________ 6 —_
New York Stock Exchange _______.__ _____________ 13 53
Pacific Coast Stock Exchange _____ _______________ 7 —
Philadelphia-Baltimore-Washington Stock Exchange. 1 —
Richmond Stock Exchange ________________________ 2 —
Salt Lake Stock Exchange _________ _______________ 3 —

Total _______ 62 58

Delisting applications by exchanges are generally based on the
ground that continued listing is no longer appropriate because of
a reduced number of shares of the issue in public hands or an
insufficient number of shareholders (sometimes resulting from
acquisitions or mergers) ; the low market value of outstanding
shares; insufficient trading volume on the exchange; failure to
meet the exchange’s requirements as to earnings or financial con-
dition; failure to file required reports with the exchange; cessation
of operations by the issuer; or a combination of these factors.

Seven applications by issuers to withdraw securities from list-
ing and registration were granted during the year, resulting in
the removal of two securities each from the National and Phila-
delphia-Baltimore-Washington Stock Exchanges, and three securi-
ties from the Salt Lake Stock Exchange.

Litigation Relating to Delisting.—In Winkleman v. New York
Stock Exchange, suit was brought by Scientific Resources Cor-
poration and one of its shareholders to enjoin the New York
Stock Exchange from continuing to suspend trading of the com-
pany’s stock and from initiating steps to delist the stock. The
district court denied plaintiffs’ motion for preliminary injunction
and dismissed the complaint, concluding that the Commission had
exclusive jurisdiction over delisting procedures. On appeal to the
Court of Appeals for the Third Circuit plaintiffs argued that
the Exchange’s delisting rules were applied arbitrarily and with-
out opportunity for fair hearing, constituting a violation of the
federal antitrust laws. In a brief amicus curiae in support of the
lower court’s action, the Commission urged that its procedures
on an application by an exchange for delisting are sufficient to
guarantee the company and its shareholders due process and a

forum for the consideration of any allegations of unfairness or
arbitrariness.
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The court of appeals affirmed the denial of preliminary relief,
but remanded the case to the district court in order to afford
plaintiffs an adequate opportunity to be heard on the Exchange’s
motion to dismiss.$

STATISTICS RELATING TO SECURITIES TRADED ON EXCHANGES
NUMBER OF ISSUERS AND SECURITIES

As of June 30, 1971, 5781 stock and bond issues, representing
3220 issuers, were admitted to trading on securities exchanges in
the United States. Of these, 5650 securities issues (3623 stock
issues and 2027 bond issues), representing 3130 issuers, were
listed and registered on national securities exchanges, the balance
consisting primarily of securities admitted to unlisted trading
privileges and securities listed on exempted exchanges. The listed
and registered issues included 1915 stock issues (52.8 percent of
the total) and 1827 bond issues (90 percent), representing 1652
issuers (52.8 percent), which were listed and registered on the
New York Stock Exchange. Table 4 in the Appendix to this report
contains comprehensive statistics as to the number of securities
issues admitted to exchange trading and the number of issuers
involved.

During the 1971 fiscal year, 284 issuers listed and registered
securities on a national securities exchange for the first time,
while the registrations of all securities of 132 issuers were term-
inated. A total of 742 applications for registration of securities
on exchanges was filed.

MARKET VALUE OF SECURITIES AVAILABLE FOR TRADING

As of December 31, 1970, the market value of stocks and bonds
admitted to trading on U.S. stock exchanges was approximately
$796 billion. The tables below show various components of this
figure.

With reference to the tables, it should be noted that issues
traded on either the New York or American Stock Exchange are
not traded on the other of those two exchanges. Many of these
issues are, however, also traded on the so-called regional ex-
changes. The figures below for “other exchanges” show only the
number of issues traded solely on the regional exchanges. The
figures in the tables exclude issues suspended from trading and
a few inactively traded issues for which quotations were not
available.

6445 F.2d 786 (C.A. 3, 1971).

450-484 O - 72 - 7
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Number Market value
of Dec. 31, 1970
issues (millions)
Stocks:
New York Stock Exchange = 1,840 $636,380
Amencan Stock Exchange - 1,222 39,536
Exclusively on other exchanges .___ .. _________ - 471 4,754
Total stocks = 3,533 680,670
Bonds-
New York Stock Exchange = 1,729 112,622
American Stock Exchange = 169 2,045
Exclusively on other exchanges .__. .. .__________ - 24 287
Total bonds = 1,922 114,954
Total stocks and bonds - 5,455 795,624

The number and market value as of December 31, 1970 of pre-
ferred and common stocks separately were as follows:

Preferred stocks Common stocks

Market Market
value value

Number (millions) Number (millions)
New York Stock Exchange ._.____ 510 $25,455 1,330 $610,925
American Stock Exchange _______ 71 1,084 1,151 38,442

Exclusively on other

exchanges 121 244 350 4,510
Total . 702 26,793 2,831 653,877

The 3,533 common and preferred stock issues represented over
19.6 billion shares.

The New York Stock Exchange has reported aggregate market
value of all stoeks listed thereon monthly since December 31, 1924,
when the figure was $27.1 billion. The American Stock Exchange
has reported totals as of December 31 annually since 1936. Aggre-
gates for stocks exclusively on the remaining exchanges have been
compiled as of December 31 annually since 1948. The available
data since 1936 appear in Table 5 in the Appendix of this Annual
Report. It should be noted that changes in aggregate market value
over the years reflect not only changes in prices of stocks but also
such factors as new listings, mergers into listed companies, re-
movals from listing and issuance of additional shares of a listed
security.

VOLUME OF SECURITIES TRADED

The number of shares traded on all exchanges in calendar 1970
(including stocks, rights and warrants) was over 4.8 billion, com-
pared to 5.1 billion shares traded in 1969. Dollar value of shares
traded was $132 billion in 1970, or 25 percent less than trading in
1969. Bonds with a principal amount of $6.3 billion were traded
in 1970.
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During the first half of calendar 1971 trading accelerated
markedly—total dollar value of all exchange trading was over
$105 Dbillion, considerably higher than during the same 1970
trading period.

The figures below show the volume and market value of securi-
ties traded on all registered and exempt stock exchanges during
calendar 1970 as well as the first six months of 1971. Refer to
Tables 6 and 7 of the Appendix for more comprehensive trading
statistics classified by exchanges.

Volume and Value of Trading on All Exchanges
(Amounts in Thousands)

Calendar First 6 months
year 1970 1971
Volume:
Stocks (shares) = 4,540,222 3,272,260
Rights and Warrants (units) = 294,207 147,991
Bonds (principal amount in dollars)e __._________ - 6,299,546 5,157,368
Market Value (dollars):
Stocks = 131,134,394 100,261,761
Rights and Warrants = 575,809 697,540
Bonds * 4,763,242 4,374,887
Total o 136,473,445 105,334,188

s Does not 1include U.S. Government Bonds.

FOREIGN STOCKS ON EXCHANGES

The estimated market value on December 31, 1970 of all shares
and certificates representing foreign stocks on U.S. stock ex-
changes was $20.5 billion, of which $16.3 billion represented
Canadian and $4.2 billion represented other foreign stocks.

Foreign Stocks on Exchanges

December 31, Canadian Other foreign Total
1970 Issues Value Issues Value Issues Value
Exchange:
New York ___| 19 $ 8,830,867,000 14 $3,476,547,000| 33 $12,307,414,000
American ____| 48 7.345,741,718 19 762,767,930 67 8,108,509,648
Others Only__ 3 13,495,027 2 6,405,294 5 79,900,321
Total ___.__ 70 $16,250,103,745 35 $4,245,720,224 105 $20,495,823,969

The total of 105 stock issues represents a decline of one issue
over the number a year earlier. There has been a steady decline
since 1960 when 173 foreign issues were being traded.

Trading in foreign stocks on the American Stock Exchange fell
from 10.70 percent of aggregate share volume on that exchange in
1969 to 9.11 percent in 1970. Similarly, on the New York Stock
Exchange trading in foreign stocks in relation to aggregate share
volume declined from 3.4 percent in 1969 to 2.9 percent in 1970.
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COMPARATIVE EXCHANGE STATISTICS

The number of stocks listed on exchanges increased by four
percent during fiscal 1971 to total 3,740 issues. The number of
stocks on both the New York and American Stock Exchanges
increased, but stocks listed exclusively on other exchanges de-
creased. Refer to Appendix Table 4 for more detail on exchange
listings.

Net Number of Stocks on Exchanges

New York American Exclusively Total stocks
June 30 Stock Stock on other on exchanges
Exchange Exchange exchanges
1 1,079 1,289 3,610
1,293 895 951 3,139
1,484 779 775 3,038
1 815 686 3,044
1,532 931 555 3,018
1,546 977 519 3,042
1,565 1,033 493 3,091
1,579 1,025 476 3,080
1,613 1,023 463 3,099
1,627 1,044 440 3,111
1,656 1,054 429 3,139
1,693 1,072 415 3,180
1,764 1,097 405 3,266
1,781 1,168 435 3,384
1,819 1,194 566 3,579
1,925 1,292 523 3,740

The aggregate market value of shares listed on exchanges was
$680.7 billion at the end of calendar 1970. Of this amount, over
93 percent was the value of shares listed on the New York Stock
Exchange. While the value of NYSE listed stock as a proportion
of total listed stock increased in 1970, the percentages attributed
to AMEX listings and to stocks traded exclusively on other ex-
changes decreased. Appendix Table 5 carries historical data on
value of stocks on exchanges.

Value of Shares Listed on Exchanges, in Percentages

New York American Exclusively
December 31 Stock Stock on other

Exchange Exchange exchanges
1950, 84.50 12.52 2.98
1955 86.98 11.35 1.67
1960 91.56 7.22 122
1961 91.02 7.74 1.24
1962 92.41 6.52 1.07
1963 93.12 591 0.97
1964 93.59 5.56 0.85
1965 93.77 5.41 0.82
1966 93.81 541 0.71
1967 92.82 6.58 0.60
1968 91.15 8.06 0.79
1969 92.22 6.99 0.79
1970, 93.49 5.80 0.71

The total volume of all exchange transactions in stocks, rights
and warrants is broken down by exchanges in the following tables.
In 1970, share volume on the New York Stock Exchange amounted
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to 3.4 billion shares, up moderately from the 3.2 billion of the
previous year. In terms of dollar value, 1970 New York Stock
Exchange transactions amounted to $108.3 billion, or 20 percent
less than 1969 dollar value. During the first six months of 1971,
however, both share and dollar value on the NYSE were up con-
siderably over the first half of 1970.

On the American Stock Exchange 1970 share volume was 920
million shares or 35 percent below the previous year; AMEX
dollar volume was $14.6 billion, less than half that of the previous
year. In the first half of 1971, American Stock Exchange volume
—both dollar and share volume—advanced from the first half
statistics of 1970. However, the increase was not as strong as
that on the NYSE.

Share and Dollar Volume on Exchanges

Nesv‘tr Ylgrk Angn i:{an All oth
oc! oc] other
Calendar year Exchange Exchange exchanges Total
Share volume (thousands)
1940 = 285,059 49,882 42,957 377,898
1945 = ,564 163,860 98,595 769,019
1950 = 681,806 120,908 90,606 893,320
909,785 253,531 158,084 1,321,401
986,878 320,906 133,263 1,441,048
1,392,573 548,161 201,790 2,142,523
1,220,854 344,347 146,744 1,711,945
1,371,808 354,305 154,686 1,880,798
1,542,373 411,450 172,551 2,126,374
,867 & 201,944 2,671,012
2,297,884 R 257,558 3,312,383
2,992,805 1,320,462 333,258 4,646,525
3,352,169 1,608,325 448,244 5,408,737
3,243,333 1,417,764 473,898 5,134,995
,446, 20,125 467,856 4,834,430
2,424 266 659,187 336,798 3,420,251
Dollar volume (thousands)
7,170,572 646,146 603,065 8,419,783
13,474,271 1,759,899 1,020,382 16,254,552
18,734,723 ,493,706 1,579,855 21,808,284
32,830,838 2,657,016 2,551,253 38,039,107
37,972,433 4,235,686 3,098,484 45,306,603
52,820,306 6,863,110 4,388,207 64,071,623
47,353,334 3,736,619 3,765,941 54,855,894
,897,096 4,844,912 4,696,065 64,488,073
60,501,229 6,127,236 5,833,285 72,461,750
73,234,393 ,874,875 7,439,825 89,549,093
98,653,005 14,647,166 10,366,272 123,666,443
125,362,700 23,491,312 13,335,199 162,189,211
- 144,992,721 35,479,186 16,646,050 197,117,957
129,622,648 31,036,896 15,730,215 176,389,759
1970 = 103,320,622 14,636,528 13,753,053 131,710,203
1971 (First 6 months) ____ 79,930,235 10,234,796 10,794,270 100,959,301

The NYSE’s percent of total exchange volume jumped ap-
preciably in 1970 to 71 percent of share volume and 78 percent of
dollar volume. The gain was at the expense of AMEX volume
which dropped from 28 percent of all exchange share volume in
1969 to 19 percent in 1970 and from 18 to 11 percent of dollar
volume. Other exchange volume increased both as a percent of
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share and dollar volume. Percentage data for the first six months
of 1971 are basically similar to the relationships fabulated for
calendar year 1970. See Appendix Table 7 for further detail,

Annual Sales of Stock on Exchanges, in Percentages

Percent of share volume Percent of dollar volume
Calendar year New York |American All other |New York | American |All other
75.44 13.20 11.36 B5.17 7.68 7.15
65,87 21.31 12.82 B82.75 10.81 6.44
76.32 13.54 10.14 85.91 8.85 724
68.85 19.19 11.96 86,31 6.98 6.71
69.48 27 025 8381 9.35 684
64.99 25.58 943 82.44 10.71 6.85
1.32 2012 8.58 86.32 6.81 8.87
72,94 18.84 822 B5.19 7.58 7.29
7254 19.35 8.11 83.49 8.46 8.05
91 2253 7.56 81.78 9.91 B.31
69.37 22.85 798 79.78 11.84 838
§4.41 28.42 7.17 77.30 14.48 822
61.98 29.74 .28 73.56 18.00 g.44
27,61 923 73.49 17.60 B8.91
1970 11.29 19.03 9.68 78.45 11.11 10.44
1971 {First 6 months) 70.88 19.27 985 19,17 10.1¢4 10.89

BLOCK DISTRIBUTIONS REPORTED BY EXCHANGES

Special distribution metheds are utilized when blocks are con-
gidered too large for the regular auction market on the floor of
the exchanges.

The most important of these methods is the gecondary distri-
bution which typically is utilized for larger blocks than other
block .distribution methods. A secondary distribution takes place
off the floor of the exchange, usually after trading hours. The
block ig offered by an exchange firm or a selling group of firms
formed for the distribution and at a price usually below the last
transaction. In 1970, there were 72 secondary distributions in-
volving stock valued at $505 million, representing a congiderable
reduction from 1969 levels. As the table below gshows, the number
and value of secondary distributions rose dramatically in the first
half of 1971, totalling more than double the dollar value of such
distributions for the entire year 1970. This large jump in sec-
ondary distributions came at the same time as the introduction
of negotiated commission rates on large transactions.

Under another method, the exchange distribution, a group of
member firms solicits buy orders sufficient to cross with the
block sell order. The transaction is then made on the floor and
announced on the tape. There were 35 exchange distributions in
1970, as against 32 in the previous year. The dollar value of
shares sold under exchange digtributions was $48 million, com-
pared to $52 million in 1969.

A third method of block distribution, special offerings, has not
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been used in several years. In a special offering, a large block is
sold at a fixed price via an announcement on the tape seeking bids.

Block Distributions of Stocks Reported by Exchanges

Shares Shares Value
Number in offer sold (dollars)
12 months ended December 31, 1970
Special offerings _________________ < 0 [ 0 0
Exchange distmbutions __________| | 35 2,184,119 2,066,590 48,218,319
Secondary distributions _________ - 72 16,653,003 17,830,008 504,561,641
6 months ended June 30, 1971
Special offerings _________________] 0 0 0 0
Exchange distributions _________ -] 15 1,660,037 1,653,937 50,450,331
Secondary distributions ________ 108 40,278,026 41,784,200 1,148,540,513

NOTE - Details of these distributions appear in the Commission's Statistical Bulletin
Data for prior years are shown in Appendix Table 8 of this Annual Report.

UNLISTED TRADING PRIVILEGES ON EXCHANGES

The number of stocks with unlisted trading privileges which
are not listed and registered on other exchanges further declined
during the fiscal year from 62 to 61. During the calendar year
1970, the reported volume of trading on the exchanges in stocks
with only unlisted trading privileges decreased to about 20,649,003
shares, or about 0.46 percent of the total share volume on all
exchanges, from about 47,958,150 shares, or about 0.97 percent
of the share volume during calendar year 1969. About 98 percent
of the 1970 volume was on the American Stock Exchange, while
two other exchanges contributed the remaining 2 percent. The
share volume in these stocks on the American Stock Exchange
represented 2.3 percent of total share volume on that exchange.

Unlisted trading privileges on exchanges in stocks listed and
registered on other exchanges numbered 2,397 as of June 30,
1971. The volume of trading in these stocks for the calendar year
1970 was reported at about 190,057,913 shares. About 98.5 per-
cent of this volume was on regional exchanges in stocks listed on
the New York or American Stock Exchanges. The remaining
1.5 percent represented unlisted trading on the American Stock
Exchange in issues listed on regional exchanges. While the
190,057,918 shares amounted to only 4.2 percent of the total share
volume on all exchanges, it represented a substantial portion of
the share volume of most regional exchanges, as reflected in the
following approximate percentages: Cincinnati 87.8 percent; Bos-
ton 73.7 percent; Detroit 48.5 percent; Philadelphia-Baltimore-
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Washington 88.1 percent; Midwest 36.7 percent; and Pacific
Coast 27.0 percent.”

Applications by exchanges for unlisted trading privileges in
stocks listed on other exchanges, filed pursuant to Rule 12f-1 un-
der Section 12(f) (1) (B) of the Securities Exchange Act, were
granted by the Commission during the fiscal year ended June 30,
1971, as follows:

Number

of stocks
Boston __._____________________ = b6
Cincinnati = b1
Detroit ______ = 116
Midwest ____ = 71
Pacific Coast .___________________ = 7
Philadelphia-Baltimore-Washington 91
TOTAL __ = 891

SUPERVISION OF ACTIVITIES OF NATIONAL ASSOCIATION OF
SECURITIES DEALERS, INC.

Section 15A of the Exchange Act provides for registration with
the Commission of national securities associations and establishes
standards and requirements for such associations. The National
Association of Securities Dealers, Inc. (NASD) is the only as-
sociation registered under the Act. The Act contemplates that
such associations will serve as a medium for self-regulation by
over-the-counter brokers and dealers. Their rules must be de-
signed to protect investors and the public interest, to promote
just and equitable principles of trade, and to meet other statutory
requirements. They are to operate under the general supervision
of the Commission, which is authorized to review disciplinary
actions taken by them,? to disapprove changes in their rules, and
to alter or supplement their rules relating to specified matters.
Review of NASD rules is carried out for similar purposes as the
review of exchange rules described at page 74.

In adopting legislation permitting the formation and registra-
tion of national securities associations, Congress provided an
incentive to membership by permitting such associations to adopt
rules which preclude a member from dealing with a nonmember
broker or dealer except on the same terms and conditions as the
member affords the general public. The NASD has adopted such
rules. As a result, membership is necessary to profitable par-

7 The distribution of unlisted stocks among the exchanges and share volume
therein are shown in Appendix Table 9.

8 This aspect of the Commission’s supervisory authority is discussed at
pp. 130-132, infra.
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ticipation in underwritings since members may properly grant
price concessions, discounts and similar allowances only to other
members.

At the close of the fiscal year the NASD had 4,390 members,
reflecting a net loss of 92 members during the year. This loss
was the net result of 439 admissions to and 531 terminations of
membership. At the end of the year NASD member firms had
7,028 branch offices, reflecting a net loss of 347 offices during the
year. This loss was the net result of the opening of 1,468 new
offices and the closing of 1,815 offices. During the year the number
of registered representatives and principals, which categories in-
clude all partners, officers, traders, salesmen and other persons
employed by or affiliated with member firms in capacities which
require registration, increased by 6,547 to stand at 199,917 as of
June 30, 1971. This increase was the net result of 26,100 initial
registrations, 33,087 re-registrations and 52,640 terminations of
registrations during the year.

During this period the NASD administered 59,025 qualification
examinations of which approximately 387,028 were for NASD
qualification and the balance for other agencies, including major
exchanges, the Commission and various States.

REVIEW OF NASD RULES AND POLICIES

Under Section 15A(j) of the Exchange Act, the NASD must
file for Commission review, 30 days in advance of their effective-
ness, copies of any proposed rules or rule amendments. These may
be disapproved by the Commission if not consistent with the re-
quirements of the Act. In practice, the Commission also normally
reviews in advance of publication general policy statements, di-
rectives, and interpretations proposed to be issued by the Asso-
ciation’s Board of Governors pursuant to its powers to administer
and interpret NASD rules.

During the fiscal year, numerous changes in or additions to
NASD rules, policies and interpretations were submitted to the
Commission pursuant to these procedures. Among the significant
matters covered in such submissions were:

1. Amendments to Schedule “D” of the NASD by-laws
revising: (1) the minimum price criteria for securities in-
cluded in the Association’s NASDAQ quotation system; and
(2) the system’s eligibility standards for foreign securities,
ADR’s, rights and warrants.?

9 See Part I of the report for a discussion of the NASDAQ system.
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2. A revigsed interpretation of the Board of Governors
concerning “Free-Riding and Withholding” which is designed
to eliminate unfair and manipulative practices in underwrit-
ings of securities that sell in the “aftermarket” at a premium
over the initial public offering price.

3. Amendments of the Association’s Uniform Practice
Code relating to: (1) the delivery of mutilated securities;
(2) the reclamation of securities which have been the subject
of an over-delivery, or other similar errors in delivery; and
(3) the closing out of open contracts with an Association
member where the member can not meet its obligations as
they become due.

4. An amendment to the Association’s Code of Procedure
for Handling Trade Practice Complaints to provide specified
procedures for settiement of Association disciplinary actions.

5. Amendment to Schedule “C” of the NASD by-laws to
provide for the establishment of a new qualification examina-
tion for principals of NASD member firms.

In Harwell v. Growth Programs, Inc., reported previously,'®
the United States District Court for the Western District of
Texas, agreeing with positions urged by the Commission in its
amicus curiae brief filed with that court, upheld an “interpreta-
tion” promulgated by the Board of Governors of the NASD in
1966 that the speculative use of the withdrawal-and-reinstatement
privilege contained in certain contractual plans for the accumula-
tion of mutual fund shares was contrary to the public interest
and incongistent with Article III, Section 1, of the NASD’s Rules
of Fair Practice.l! That rule requires NASD members to conduct
their business in accordance with “high standards of commercial
honor and just and equitable principles of trade.”

Plaintiffs, who were purchasers of single payment contractual
plans containing this “in-and-out” privilege, sued the mutual
fund’s gponsor and its underwriter, as well as the NASD, seeking,
among other things, actual and exemplary damages (including
treble damages from all of the defendants for an alleged con-
spiracy in violation of the antitrust laws) and resumption of the
right to unlimited exercise of the in-and-out privilege.

Under the terms of the investment programs in question, the
investor had the right to liquidate into cash at any time, and as
often as he wished, up to 90 percent of his shares in the mutual

10 35th Annual Report, p. 105.
11315 F. Supp. 1184 (1970).
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fund. He could later repurchase these shares with the proceeds of
his prior withdrawal, at the then market value, without the pay-
ment of any additional brokerage commission. Both the NASD and
the Commission decided that this speculative activity was detri-
mental to the interest of nonspeculating shareholders in the un-
derlying funds, since it diluted their shares, and to the funds
themselves, since it imposed liquidity problems arising out of the
necessity to maintain relatively large cash positions to meet re-
quests for redemptions. The district court granted the defendants’
motions for summary judgment, and the plaintiffs appealed to
the Court of Appeals for the Fifth Circuit.}? The Commission filed
a brief with the court of appeals, amicus curiae, in which it urged
that the district court properly determined that the NASD in-
terpretation was clearly within the power granted the NASD
under the Exchange Act; that the promulgation of such in-
terpretation did not violate due process of law; and that, since
the interpretation was promulgated under close supervision of
the Commission, it did not constitute a violation of the antitrust
laws. The appeal was pending at the close of the fiscal year.

NASD RULE ABROGATION PROCEEDING

In April 1970 the Commission instituted a proceeding, pursuant
to Section 15A (k) of the Exchange Act, to determine whether, as
alleged by the Commission staff, the NASD had in specific sit-
uations improperly construed or applied the authority granted to
it under Section 15A (i) of the Exchange Act and Article III,
Section 25 of its Rules of Fair Practice. Section 15A (i) authorizes
the NASD to provide in its rules that no member may deal with
a nonmember broker-dealer except at the same prices and on the
same terms as it accords to the general public. Section 25 of the
NASD rules provides in pertinent part that NASD members may
not (1) grant to nonmember broker-dealers any selling conces-
sion, discount or other allowance not accorded to the general
public, or (2) join with any nonmember broker-dealer in the
distribution of an issue of securities to the public.

The principal issue in the proceeding relates to whether the
latter provision and the statute permit the Association to prohibit
its members from joining in a distribution of securities with a
nonmember broker-dealer where the concession or other special
price discount flows from the nonmember to the member. A
petition filed by Aetna Life and Casualty Company and its sub-
sidiaries, Aetna Financial Services, Inc. and Participating An-

12 C.A. 5, No. 30501.
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nuity Life Insurance Company, had raised similar issues with
respect to the NASD’s authority to restrict its members’ dealings
with nonmember broker-dealers, and the Aetna companies were
admitted as parties to the proceeding.

During fiscal year 1971 an evidentiary hearing was held before
a hearing examiner. The examiner rendered an initial decision
in May 1971. Thereafter the Commission granted petitions for
review of the initial decision filed by the NASD, the Commission
staff and the Aetna companies, and at the end of the fiscal year
the matter was pending before the Commission.

INSPECTIONS OF THE NASD

Under the regulatory scheme of the Exchange Act the Com-
mission, as noted, is charged with general oversight of national
securities associations in the performance of their self-regulatory
activities. With a view to insuring that the NASD is meeting its
responsibilities, the Commission’s staff conducts periodic inspec-
tions of various phases of NASD activity. During the past fiscal
year, the staff inspected the overall operations of the Association’s
district office in Boston, and reviewed the New York district
office’s programs and procedures with respect to the monitoring
of the financial and operating conditions of NASD member firms.

OVER-THE-COUNTER TRADING IN COMMON STOCKS LISTED ON
THE NEW YORK STOCK EXCHANGE

During the calendar year 1970, total over-the-counter sales of
common stocks listed on the New York Stock Exchange (the so-

Over-the-Counter Volume in Common Stocks Listed on the New York
Stock Exchange

Ratio of
over-the-counter
sales to New York
Over-the-counter | New York Stock Stock Exchange
sales of common Exchange volume

stocks volume (percent)

Share volume (thousands)

1965 48,361 1,809,351 2.7
1966 . _ . . ____.__.___ 58,198 2,204,761 2.6
1967 85,081 2,885,748 29
1968 119,730 3,298,665 3.6
1969 155,437 3,173,564 4.9
1970, 210,067 3,213,069 6.5
1971 (First 6 months) ___. 153,858 2,345,973 66

Dollar volume (thousands)

1965 2,500,416 73,199,997 3.4
1966 - . 2,872,660 98,565,294 2.9
1967 4,151,917 125,329,106 33
1968 5,983,041 144,978,416 42
1969 7,127,834 129,603,420 55
1970 8,020,839 103,063,237 7.8
1971 (First 6 months) ___. 6,464,273 79,792,140 8.1
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called “third market”) continued to increase both in share and
dollar volume as they have in every year since 1965, when reports
to the Commission regarding such transactions were first re-
quired. Third market sales in 1970 amounted to 210 million
shares, valued at $8,021 million. The increase in dollar volume
of third market sales contrasts with a decrease in dollar volume
on the NYSE in 1970. As a result, the value of trading over the
counter in NYSE comon stocks in relation to the value of all stock
trading on the Exchange reached a new high ratio of 7.8 percent.

In the first half of 1971, third market volume and NYSE volume
both increased sharply. Third market volume, in terms of dollars,
grew at a faster rate, however, reaching the equivalent of 8.1
percent of NYSE dollar volume.

REGULATION OF BROKER-DEALERS AND INVESTMENT ADVISERS
REGISTRATION

The Securities Exchange Act requires brokers and dealers who
use the mails or the means of interstate commerce in the conduct
of an over-the-counter securities business to register with the
Commission. Investment advisers must register under the Invest-
ment Advisers Act of 1940, which establishes a pattern of regula-
tion comparable to that established by the Exchange Act with
respect to brokers and dealers. Applicants for registration which
are subject to a statutory disqualification may be denied registra-
tion, and misconduct following registration may result in suspen-
sion or revocation of the registration.®

As of June 30, 1971, 4,940 broker-dealers and 3,485 investment
advisers were registered. The number of broker-dealers repre-
sented a decrease of 284 from the total a year earlier, attributable
principally to the withdrawal of a large number of registrations.
However, the number of investment advisers increased by 425
over that at the end of fiscal year 1970.

The following tabulation reflects various data with respect to
registrations of brokers and dealers and investment advisers dur-
ing the 1971 fiscal year:

Broker-Dealers

Effective registrations at close of preceding year _______________ 5,224
Registration suspended, pending final determination of proceed-
ings, at close of preceding year ______________ 1

13 For a discussion of the various types of disqualifications and of enforce-
ment and remedial actions taken by the Commission and the self-regulatory
agencies with respect to broker-dealers and investment advisers, see Part IV
of this report.
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Applications pending at close of preceding year ________________ 65
Applications filed during year 603

Total . 5,893
Applications denied 3
Applications withdrawn _ 14
Registrations withdrawn __ - 828
Registrations canceled ._____ 22
Registrations revoked __ 39
Registrations effective at end of year _______ _ 4,940
Applications pending at end of year 47

Total ____ 5,893

Investment Advigers

Effective registrations at close of preceding year ______________ 3,060
Applications pending at close of preceding year ________________ 79
Applications filed during year __________________ . ___ 763

Total 8,902
Registrations canceled or withdrawn _.___________ ____________ 313
Registrations revoked ______ ________ __ _ 3
Applications withdrawn ____________ R _ 16
Registrations effective at end of year S, 38,485
Applications pending at end of year _ _ 85

Total ________________ [ 8,902

FINANCIAL REPORTS OF BROKER-DEALERS

Rule 17a-5 under the Exchange Act requires registered broker-
dealers to file annual reports of financial condition with the Com-
mission. These reports must be certified by a certified public ac-
countant or public accountant who is in fact independent, with
certain limited exemptions applicable to situations where cer-
tification does not appear necessary for customer protection. Dur-
ing the fiscal year 4,481 reports were filed with the Commission.

These reports enable the Commission and the public to de-
termine the financial position of broker-dealers. They provide one
means by which the staff of the Commission can determine
whether a broker-dealer is in compliance with the net capital
rule. Failure to file required reports may result in the institution
of administrative proceedings to determine whether the public
interest requires remedial action against the registrant, as well
as possible injunctive or criminal action.

BROKER-DEALER INCOME AND EXPENSE REPORTS

In order to obtain improved financial information concerning
the securities industry, the Commission, in June 1968, adopted
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Rule 17a-10 under the Securities Exchange Act, effective January
1, 1969.'* This rule requires registered broker-dealers and ex-
change members to file income and expense reports for each
calendar year with the Commission or with a registered self-
regulatory organization [an exchange or the National Association
of Securities Dealers, Inc. (NASD)] which has qualified a plan
pursuant to the rule. The self-regulatory organization is to trans-
mit copies of such reports to the Commission. All reports are
submitted to the Commission on a confidential basis.

The Commission has approved the plans of the NASD, and
the American, Midwest, and Philadelphia-Baltimore-Washington
Stock Exchanges.!> In summary, these plans provide that the
self-regulatory organization will (1) adopt and implement ap-
propriate internal procedures for review of the reports submitted
by members, (2) review all reports filed for reasonableness and
accuracy, (3) transmit edited reports to the Commission (ex-
cluding the names and addresses of the respective firms), and
(4) undertake certain other obligations.

The reports covering calendar year 1970 of SECO broker-
dealers ¢ and non-NASD members of those exchanges which have
not qualified a plan have been received and reviewed by the
Commission. The 1970 reports of all NASD members and of
non-NASD members of those exchanges which have qualified a
plan have been received by the Commission from the respective
self-regulatory organizations. The Commission will analyze the
reports, and it anticipates that it will publish aggregate informa-
tion based on them for the calendar years 1969 and 1970.

REGULATION OF BROKER-DEALERS WHO ARE NOT MEMBERS OF
A REGISTERED SECURITIES ASSOCIATION

Under the Exchange Act, as amended in 1964, the Commission
has the responsibility for establishing and administering rules
relating to qualification standards and business conduct of broker-

14 Securities Exchange Act Release No. 8347 (June 28, 1968); also see 34th
Annual Report, pp. 14-15.

15 Securities Exchange Act Releases Nos. 8876 (April 30, 1970); 8896 (May
28, 1970); 8946 (July 28, 1970); and 8954 (August 11, 1970). The NASD
plan was amended on March 80, 1971 to make it clear that all NASD mem-
bers will continue indefinitely to file annual income and expense reports with
the NASD and to delete a provision as to the deadline date for filing which
was only applicable to the 1969 reports. See Securities Exchange Act Release
No. 9130.

16 Those registered broker-dealers which are not members of the NASD are
referred to as SECO broker-dealers.
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dealers who are not members of the NASD 7 and persons asso-
ciated with them, so as to provide regulation for these SECO
broker-dealers comparable to that provided by the NASD for
its members,18

During the fiscal year, the number of nonmember broker-dealers
decreased from 336 to 301 and the number of associated persons
of such firms (which includes principally partners, officers, direc-
tors, and employees not engaged in merely clerical or ministerial
functions) decreased from 19,504 to 16,060.1°

Number of Nonmember Broker-Dealers by Principal Type of Business as of
June 30, 1971

Principal type of business Number

Exchange member primanly engaged 1n floor activities _________________ & 37
Exchange member primanly engaged in exchange commission business__ 216
Broker or dealer in general securities business 79
Mutual fund underwriter and distributor ____ 27
Broker or dealer selling variable annuities 22
Solicitor of savings and loan accounts - 15
Real estate syndicator or mortgage broker or banker ___________________ ] 16
Broker or dealer seling oil and gas interests — 4
Put and call broker or dealer or option writer
Broker or dealer selling securities of only one issuer or assoclated issuers 15
Broker or dealer selling church securities __ ] 21
Government bond dealer = 4
Broker or dealer in other securities business ¢ _ - 19
Inactive in securities business ___ 3

Total __ 301

¢ Includes 16 New York Stock Exchange members and 14 American Stock Exchange
mgrlnnbcifxsdes 3 New York Stock Exchange members and 1 American Stock Exchange
msIIx}xbc?ll‘ides, among others, finders In mergers and acquisitions, sellers of theatrical
participations, a private banker and appraisers of estates.

Various rules have been adopted by the Commission since 1964
in the development of its regulatory program for nonmember
broker-dealers.2® One of the requirements imposed by these rules
is that each associated person engaged in specified securities
activities successfully complete the Commission’s General Securi-
ties Examination or an examination deemed by the Commission
to be a satisfactory alternative. Alternative examinations include
those given by the NASD, by certain of the national securities

exchanges and by many states. During the fiscal year the examina-

17 The Act does not specifically refer to the NASD, but to broker-dealers
who are not members of a registered “national securities association.” How-
ever, the NASD is the only such association.

18 See pp. 86-88 for the discussion of NASD regulation.

19 Nonmember broker-dealers must file a preseribed form (Form SECO-2)
with the Commission for each associated person.

20 See 31st Annual Report, pp. 11-13; 32nd Annual Report, pp. 16-18;
33rd Annual Report, pp. 15-18; 34th Annual Report, pp. 83-85; 35th Annual
Report, pp. 86-88.
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tion requirements of the various states were surveyed by the
Commission. The results of this survey are being studied to de-
termine whether the list of acceptable alternative examining
jurisdictions and examinations should be further revised.

Rule 15b9-2 under the Act provides for an annual assessment
to be paid by nonmember broker-dealers to defray the cost of
regulation. It includes a base fee, a charge for each office, and
a charge for each associated person. The rule also provideg that
the maximum amount payable by any one SECO member is set
each year on the assessment form which must be filed by each
firm. The maximum for fiscal year 1971 was raised from $25,000
to $50,000.2

Pursuant to the inspection program for nonmember broker-
dealers, 66 inspections were conducted during the fiscal year.??
These inspections were designed to determine compliance with
applicable Commission rules and to obtain information which will
prove helpful in the further development of the SECO program.

STATISTICAL STUDIES

The regular statistical activities of the Commission and its
participation in the overall Government statistical program under
the direction of the Office of Statistical Standards, Office of Man-
agement and Budget, were continued during fiscal 1971 in the
Commission’s Office of Policy Research. The statistical series de-
scribed below are published in the Commission’s monthly Sta-
tistical Bulletin. In addition, current figures and analyses of data
are published quarterly on new securities offerings, stock trans-
actions of financial institutions, the financial position of corpora-
tions, and plant and equipment expenditures.

ISSUES REGISTERED UNDER THE SECURITIES ACT OF 1933

Monthly statistics are compiled on the number and volume of
registered securities. Summary statistics for the years 1935-1971
are given in Appendix Table 1 and detailed statistics for the fiscal
year 1971 appear in Appendix Table 2.

NEW SECURITIES OFFERINGS

Monthly and quarterly data are compiled covering all new
corporate and noncorporate issues offered for cash sale in the
United States. The series includes not only issues publicly offered

21 Securities Exchange Act Release No. 9160 (April 30, 1971).
22 For further discussion of Commission inspections of broker-dealers,
see pp. 100-101, infra.

450-484 O - 72 - 8
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but also issues privately placed, as well as other issues exempt
from registration under the Securities Act, such as intrastate
offerings and offerings of railroad securities. The offerings series
include only securities actually offered for cash sale, and only
issues offered for the account of issuers.

Estimates of the net cash flow through securities transactions
are prepared quarterly and are derived by deducting, from the
amount of estimated gross proceeds received by corporations
through the sale of securities, the amount of estimated gross
payments by corporations to investors for securities retired. Data
on gross issues, retirements and net change in securities outstand-
ing are presented for all corporations and for the principal
industry groups.

PRIVATE NONINSURED PENSION FUNDS

An annual survey is published of private pension funds other
than those administered by insurance companies, showing the
flow of money into these funds, the types of assets in which the
funds are invested and the principal items of income and ex-
penditures. Quarterly data on assets of these funds are published
in the Statistical Bulletin.

STOCK TRANSACTIONS OF FINANCIAL INSTITUTIONS

A gstatistical series containing data on stock trading of four
principal types of financial institutions is published quarterly.
Information on purchases and sales of common stock by private
noninsured pension funds and nonlife insurance companies has
been collected on a quarterly basis by the Commission since 1964.
These data are combined with similar statistics prepared for
mutual funds by the Investment Company Institute and for life
insurance companies by the Institute of Life Insurance.

FINANCIAL POSITION OF CORPORATIONS

The series on the working capital position of all U.S. corpora-
tions, excluding banks, insurance companies, investment com-
panies and savings and loan associations, shows the principal
components of current assets and liabilities, and also contains an
abbreviated analysis of the sources and uses of corporate funds.

During fiscal year 1971 the responsibility for compiling the
quarterly financial report of all U.S. manufacturing corporations,
previously shared by the Commission and the Federal Trade
Commission, was assigned to the latter agency. This report gives
complete balance sheet data and an abbreviated income account,
data being classified by industry and size of company. The Com-



THIRTY-SEVENTH ANNUAL REPORT 97

mission’s staff has been working with the FTC staff to assure an
orderly transfer of this data collection responsibility, which is to
be completed by the end of calendar year 1971.

PLANT AND EQUIPMENT EXPENDITURES

The Commission, together with the Department of Commerece,
conducts quarterly and annual surveys of actual and anticipated
plant and equipment expenditures of all U.S. business, exclusive
of agriculture. After the close of each quarter, data are released
on actual capital expenditures of that quarter and anticipated
expenditures for the next two quarters. In addition, a survey is
made at the beginning of each year of the plans for business
expansion during that year.

DIRECTORY OF REGISTERED COMPANIES

The Commission annually publishes a list of companies required
to file annual reports under the Securities Exchange Act of 1934.
In addition to an alphabetical listing, there is a listing of com-
panies by industry group classified according to The Standard
Industrial Classification Manual.

STOCK MARKET DATA

The Commission regularly compiles statistics on the market
value and volume of sales on registered and exempted securities
exchanges, round-lot stock transactions on the New York and
American Stock Exchanges for account of members and non-
members, odd-lot transactions in 100 selected stocks on the New
York Stock Exchange and block distributions of exchange stocks.
Since January 1965, the Commission has been compiling statistics
on volume of over-the-counter trading in common stocks listed on
national securities exchanges (the so-called “third market”)
based on reports filed under the Securities Exchange Act.

Data on round-lot and odd-lot trading on the New York and
American Stock Exchanges are released weekly. The other stock
market data mentioned above, as well as these weekly series, are
published regularly in the Commission’s Statistical Bulletin.






PART IV
CONTROL OF IMPROPER PRACTICES

One of the major areas of the Commission’s work is its enforce-
ment activities, which encompass the detection and investigation
of possible violations of the Federal securities laws and the taking
of appropriate action to curtail fraudulent and other unlawful
activities. The Commission’s enforcement program is designed to
achieve a broad regulatory impact within the framework of its
limited resources. In addition to direct action by the Commission,
the various self-regulatory organizations have a responsibility
(subject to Commission oversight) to uncover and take appropri-
ate action with respect to improper practices by their respective
members. Moreover, there is a significant degree of coordination
between the enforcement activities of the Commission, the self-
regulatory agencies, the various states, and certain foreign securi-
ties agencies.

This part of the report deals with some of the more significant
aspects of these enforcement activities conducted during the fiscal
year! and with developments in litigation arising out of prior
enforcement actions. It also summarizes certain noteworthy cases
involving private litigation under the Federal securities laws in
which the Commission participated as amicus curiae.

DETECTION OF IMPROPER PRACTICES
PUBLIC COMPLAINTS AND INQUIRIES

The Commission receives many communications from the pub-
lic, consisting predominantly of complaints against members of
the securities industry and requests for information about issuers.
These complaints and inquiries are given careful attention in
connection with the Commission’s responsibility to enforce the
Federal securities laws. Within the scope of its authority, the
Commission endeavors to assist investors in obtaining the desired
information or resolving their complaints. Where violations of

1 For enforcement matters related to disclosure requirements under the
Securities Act or Securities Exchange Act, see Part II, at pp. 40—42 and
50-52, supra. Enforcement activities related to investment companies are
discussed in Part V, at pp. 1566-165, infra.
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the Federal securities laws are indicated, the matters are referred
to the enforcement officials of the Commission for appropriate
action. The Commission may also refer matters to the stock
exchanges or the National Association of Securities Dealers, Inc.
(NASD). Analysis of complaints and inquiries helps the Com-
mission to recognize problems being experienced by a particular
firm or by the industry in general.

Indicated below are the approximate number of written and
telephoned complaints and inquiries relating specifically to broker-
dealers which the Commission received from the public during
the last 4 fiscal years.

Fiscal year 1968 — 4,000
» ” 1969 — 12,500
” ” 1970 — 15,000
” ? 1971 — 17,000
Approximately 80 percent of the complaints against broker-
dealers involve back-office problems, such ag the failure of firms
to deliver securities or funds promptly and the alleged improper
handling of accounts.

As a result of the inquiries the Commission makes of brokerage
firms upon receipt of complaints, thousands of investor complaints
have been resolved. The Commission’s authority, however, does
not extend to arbitrating private disputes or controversies be-
tween brokerage firms and investors or to assisting investors in
the assertion of their private rights. The Commission generally
does not reveal the existence, progress, or results of any investiga-
tion it may undertake as a result of a particular complaint unless
and until these are made a matter of public record in proceedings
brought before the Commission or in the courts.

Other sources of information regarding possible securities law
violations include stock exchanges, the NASD, brokerage firms,
State and Canadian securities authorities, better business bu-
reaus, and various law enforcement agencies.

INSPECTIONS

The program of surprise inspections of broker-dealers and in-
vestment advisers by the Commission’s staff is another important
device for the detection of unlawful practices. During fiscal 1971,
the staff conducted 772 broker-dealer inspections (as compared
with 707 the previous year) and 121 inspections of investment
advisers (as compared to 96 during the previous year).

The table below shows the types of infractions indicated by the
inspections conducted during the fiscal year:
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Broker-Dealers

Number of
Broker-Dealers

Net Capital Deficiencies e - 180

Unlawful hypothecation __ - —— 6

Unreasonable prices in securities transactlons ________ 10

Noncompliance with Regulation T ___________________ 39

Noncompliance with confirmation or bookkeeping rules__ 180

Other _ ———— 227

Total indicated violations _____________________ 642

Investment Advisers
Number of
Investment Advisers

Books and records deficient _________________________ 24

Registration application inaccurate _____._____________ 25

False, misleading, or otherwise prohibited advertising__ 11

Improper “hedge clause”* - 6
Failure to provide for nonasmg'nablhty in investment

advisory contract ____ = 5

Other ______________ = 13

Total indicated violations _._ — 84

*“Hedge clauses” used in literature distributed by investment advisers
generally state in substance that the information furnished is obtained from
sources believed to be reliable, but that no assurance can be given as to its
accuracy. A clause of this nature may be improper where the recipient may
be led to believe that he has waived any right of action against the invest-
ment adviser.

MARKET SURVEILLANCE

In order to enable the Commission to meet its responsibilities
for the surveillance of the securities markets, the market sur-
veillance staff has devised a number of procedures to identify
possible manipulative activities. These include a program of staff
surveillance over listed securities, which is coordinated with the
stock watching operations of the New York, American and re-
gional stock exchanges. The staff reviews the daily and periodic
stock watch reports prepared by these exchanges and, on the
basis of its analysis of the information developed by the exchanges
and other sources, determines matters of interest, possible viola-
tions of applicable law, and the appropriate action to be taken.

In addition, the market surveillance staff maintaing a con-
tinuous ticker tape watch of transactions on the New York and
American Stock Exchanges, and monitors the sales and quotation
sheets of regional exchanges in order to detect any unusual or
unexplained price variations or market activity. The financial
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news ticker, leading newspapers and various financial publica-
tions and statistical services are also closely followed.

If any of these sources reveals possible violations, the market
surveillance staff conducts a preliminary inquiry into the matter.
These inquiries, some of which are conducted with the cooperation
of the exchange concerned, generally begin with the identification
of the brokerage firms which were active in the security. The
staff may communicate with principals or registered representa-
tives of these firms, with customers, or with officials of the issuer
involved to determine the reasons for the activity or price change
in the securities in question and whether violations may have
occurred.

The Commission has also developed an over-the-counter sur-
veillance program involving the use of automated equipment to
provide more efficient and comprehensive surveillance of stock
quotations distributed by the National Quotation Bureau and the
NASD’s automated NASDAQ service. That equipment is pro-
grammed to identify, among other things, unlisted securities
whose price movement or dealer interest varies beyond specified
limits in a pre-established time period. When a security is so
identified, the automated system prints out current and historic
market information concerning it. This data, combined with other
available information, is collated and analyzed to select those
securities whose activity indicates the need for further inquiry
or referral to the Commission’s enforcement staff.

INVESTIGATIONS

Each of the Acts administered by the Commission specifically
authorizes it to conduct investigations to determine whether viola-
tions of the Federal securities laws have occurred.

The nine regional offices of the Commission are chiefly responsi-
ble for the conduct of investigations. In addition, the Office of
Enforcement of the Division of Trading and Markets at the
Commission’s headquarters office conducts investigations dealing
with matters of particular interest or urgency, either independ-
ently or with the assistance of the regional offices. The Office of
Enforcement exercises general supervision over and coordinates
the investigative activities of the regional offices and recommends
appropriate action to the Commission, Investigations are also
conducted by the Divisions of Corporation Finance and Corporate
Regulation in the areas under their respective jurisdictions.

It is the Commission’s general policy to conduct its investiga-
tions on a confidential basis. Such a policy is necessary to effective
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law enforcement and to protect persons against whom unfounded
or unconfirmed charges might be made. The Commission investi-
gates many complaints where no violation is ultimately found to
have occurred. To conduct such investigations publicly would
ordinarily result in hardship or embarrassment to many inter-
ested persons and might affect the market for the securities in-
volved, resulting in injury to investors with no countervailing
public benefits. Moreover, members of the public would tend to
be reluctant to furnish information concerning violations if they
thought their personal affairs would be made public. Accordingly,
the Commission does not generally divulge the existence or find-
ings of a nonpublic investigation unless they are made a matter
of public record in proceedings brought before the Commission or
in the courts.

When it appears from a preliminary investigation that a serious
violation of the Federal securities laws has occurred or is oc-
curring, a full investigation is conducted. Under certain circum-
stances the Commission may issue a formal order of investigation
which designates members of its staff as officers authorized to
issue subpoenas, take testimony under oath, and require the
production of documents.

The following tables reflect in summarized form the Commis-
sion’s investigative activities during fiscal year 1971:

Investigations of Possible Violations of the Acts Administered by the

Commission
Pending June 80, 1970 ___ . ____ ____ 862
New Cases .. ____ . . _______ — _ 410
Total ___ i 1,272
Closed ___ 447
Pending Jurne 30, 19710 ______________ 825
Formal Orders of Investigation Issued by the Commission upon
Recommendation of the Staff Divisions Indicated
Division of Trading and Markets _ S 131
Division of Corporation Finance ____ e 15
Division of Corporate Regulation _____________________________ 9
Total ___ _ _= 155

ENFORCEMENT OF INVESTIGATIVE SUBPOENAS

In Vesco and International Controls Corp. v. S.E.C.2 plaintiffs
sought to enjoin the Commission from requiring compliance with
investigative subpoenas. The Commission counterclaimed for en-
forcement of the subpoenas. The United States District Court for

2 D.N.J., Civ. No. 585-71.
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the District of New Jersey granted the relief requested by the
Commission and dismissed plaintiffs’ claims. The court rejected
the asserted bases for noncompliance—that disclosure of certain
information pursuant to the Commission’s investigative order
would subject plaintiffs to criminal sanctions under Swiss laws
relating to secrecy in banking and commercial affairs, that the
Commission had access to the information sought in its investiga-
tion from sources other than plaintiffs, and that the Commission’s
principal investigating officer was “non-objective.” The Court of
Appeals for the Third Circuit® and the Supreme Court (by Mr.
Justice Marshall) denied plaintiffs’ request for a stay of the
district court order pending appeal.

ENFORCEMENT AND REMEDIAL ACTION

When the Commission determines, based upon staff investiga-
tion, that enforcement action appears appropriate, it may au-
thorize the staff to institute civil court proceedings for injunctive
relief, or, in particularly serious cases, it may refer the matter
to the Justice Department with a recommendation for criminal
prosecution. The Commission may also, on the basis of staff
allegations, initiate administrative proceedings which can result
in a Commission order imposing remedial sanctions on the persons
involved. In appropriate cases, the Commission may refer matters
to state or local enforcement agencies or to industry self-regula-
tory organizations.

ADMINISTRATIVE PROCEEDINGS *4

Under the Securities Exchange Act, as amended in 1964, the
Commission has available to it a wide range of administrative
sanctions which it may impose against brokers, dealers and other
persons. The Commission may deny a broker-dealer’s application
for registration. With respect to a broker-dealer already reg-
istered, it may impose sanctions ranging from censure to suspen-
sion or revocation of registration and may suspend or terminate
a broker-dealer’s membership in a stock exchange or the NASD.
In addition, it may suspend or bar any person from association
with a broker-dealer, or censure him. Comparable sanctions may
be imposed under the Investment Advisers Act, as amended in
1970.

3 C.A. 3, Nos. 71-1711 and 71-1712.

4 For administrative enforcement proceedings under the Securities Act and
Securities Exchange Act disclosure provisions and under the Investment
Company Act, see Parts II and V, respectively.
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Generally speaking, the Commission may impose a sanction
only if, after notice and opportunity for hearing, it finds (1) that
the respondent willfully violated, or aided and abetted violations
of any provision of the securities acts or the rules thereunder;
failed reasonably to supervise another person who committed
such violations; or is subject to certain disqualifications, such as
a conviction or injunction relating to specified types of law
violations; and (2) that a particular sanction is in the public
interest.

Broker-dealer and investment adviser proceedings are fre-
quently disposed of without hearings where respondents waive
their right to a hearing and submit offers of settlement consenting
to the imposition of certain sanctions, which the Commission
accepts as an appropriate disposition of the proceedings. In those
instances where hearings are held, the hearing officer who pre-
sides renders an initial decision, including an appropriate order,
unless such decision is waived by the parties. If Commission
review is not sought, and if the case is not called up for review
on the Commission’s own initiative, the initial decision becomes
the final decision of the Commission, and the examiner’s order
becomes effective.

In those instances where it prepares its own decision upon
review or waiver of an initial decision, the Commission is gen-
erally assisted by the Office of Opinions and Review. This Office
is directly responsible to the Commission and is completely in-
dependent of the operating divisions of the Commission, con-
sistent with the principle of separation of functions embodied
in the Administrative Procedure Act. Where the parties to a
proceeding waive their right to such separation, the operating
division which participated in the proceeding may assist in the
drafting of the Commission’s decision. The Commission’s opinions
are publicly released and are distributed to the press and to per-
sons on the Commission’s mailing list.

Set forth below are statistics regarding administrative proceed-
ings with respect to brokers and dealers and investment advisers
pending during fiscal 1971.

Brokers and Dealers

Proceedings pending at beginning of fiscal year _______ . _____
Proceedings instituted during fiscal year _________________________ -

97

167

Sub-total ______ - - = 264
106

168

Proceedings closed during fiscal year ___ . ___
Proceedings pending at end of fiscal year _____________ . ___
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Actions taken during fiscal year with respect to broker-dealers and
individuals:

Registrations revoked — 30
Registrations revoked and firms expelled from NASD _____________ - b
Registration revoked and firm expelled from stock exchange __.______ 1

Registration revoked and firm expelled from NASD and stock
exchange — = 1
Registrations suspended for periods of time ______ . 40
Registrants censured _____ . = 4
Withdrawal of registration permitted and proceedings discontinued __ 15
Nonregistered broker-dealer suspended ___________________________ _ 1
Registration cancelled ______________________ 1
Registrations denied ________________ . _ — 3
Individuals barred _______________ _______ . = 78
Individuals suspended ____________ = 100
Individuals censured _________________________ 21
Total . e 300

Investment Advisers

Proceedings pending at beginning of fisecal year __________________ - 5
Proceedings instituted during fiscal year ____._____________________ - 22
Sub-total _____ = 27
Proceedings closed during fiscal year ________ 9
Proceedings pending at end of fiscal year ________________________ - 18
Actions taken during fiscal year with respect to investment advisers:
Registrations revoked _______________ - . - 3
Registrations suspended _____________._______ e 5
Proceedings discontinued due to death of respondent _.____________ - 1
Total e 9

Certain of the more noteworthy administrative proceedings
pending during the fiscal year and significant decisions rendered
by the Commission during the year or shortly thereafter are
described below:

In a decision of particular significance, Investors Management
Co., Inc.? (the so-called Douglas Aircraft—Merrill Lynch case),
the Commission addressed itself to the responsibility of “tippees”,
i.e., persons other than corporate insiders who receive non-public
corporate information, under the antifraud provisions of the
Federal securities laws. Following the issuance of the hearing
examiner’s initial decision, from which no appeal was taken to the
Commission by any of the parties, the Commission, sua sponte,
decided to review the legal issues and express its views on them
because of their significant implications for the securities industry
and the investing public.

5 Securities Exchange Act Release No. 9267 (July 29, 1971).
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The essential facts as found by the hearing examiner were that
from June 21 through June 28, 1966, institutional salesmen for
Merrill Lynch, Pierce, Fenner & Smith, Inc, conveyed to the
respondents (investment companies, investment advisers and
hedge funds) material non-public information, which Merrill
Lynch had received from Douglas Aircraft Co., in its capacity
as managing underwriter of a proposed offering of Douglas
securities, concerning substantially reduced earnings for the first
six months of 1966 and lowered earnings projections for 1966
and 1967. The respondents thereupon sold virtually their entire
holdings in Douglas stock (133,400 shares) and sold short 21,100
shares prior to the public release of the information on June 24,
for an aggregate price of more than $13.3 million. The examiner
held that 12 of the respondents had willfully violated the anti-
fraud provisions of the Federal securities laws and should be
censured.®

In its decision the Commission held that the antifraud proserip-
tions against the use of inside information apply not only to those
persons who occupy a special relationship to an issuer but also to
others who receive inside information.” The recipient of material
non-public corporate information violates the antifraud provisions
when such information is a factor in his decision to effect a
securities transaction and he knows or has reason to know that
such information is non-public and ‘“had been obtained improperly
by selective revelation or otherwise.” The Commission noted that
its formulation would clearly attach responsibility in a situation
where the recipient knew or had reason to know the information
was obtained by industrial espionage, commercial bribery or the
like, and observed that there could be potential responsibility
where persons who innocently come into possession of information
which they have reason to know is intended to be confidential use
that information.

In holding that the Douglas Aircraft adverse earnings informa-
tion was material, the Commission indicated that it considered

6 The examiner dismissed the proceedings against one respondent who had
made no use of the information obtained from Merrill Lynch, and he dis-
continued the proceedings against two respondents who merely were in
control relationships to some of the violators, holding that no sanction was
warranted as to them.

7 With respect to the disposition of the proceedings against Merrill Lynch
and certain of its employees, see Securities Exchange Act Release No. 8459
(November 25, 1968), discussed in the 34th Annual Report, pp. 8-9. See also
City Associates, Securities Exchange Act Release No. 8509 (January 31,
1969).
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the following factors: the degree of specificity of the information;
the extent to which it differed from publicly available informa-
tion; and its reliability in view of its nature, source and the
circumstances under which it was received. The Commission
further indicated that this information was of such an extra-
ordinary nature that its significance was immediately clear, and
that it was not merely one link in a chain of analytical informa-
tion. In determining that the earnings information was non-public,
the Commission, relying upon the test set forth in the Second
Circuit’s decision in S.E.C. v. Texas Gulf Sulphur Co.,® held that
“information is non-public when it has not been disseminated
in a manner making it available to investors generally”. Here
the earnings information did not become available to the investing
public until after the issuance of a press release by Douglas on
June 24.

In discussing the tippees’ awareness of the fact that the infor-
mation they obtained from Merrill Lynch was non-public, the
Commission noted that respondents knew that Merrill Lynch
was the prospective underwriter of an imminent Douglas Aircraft
debenture offering, and also knew that underwriters customarily
receive non-public information from issuers during the course of
the preparation of public offerings.

The Commission stated that it appreciated concerns which
had been expressed for the free flow of corporate information
throughout the financial community and the need to provide
public investors and their financial advisers with the most ac-
curate and complete factual basis upon which to make investment
decisions. “In some cases, however, there may be valid corporate
reasons for the nondisclosure of material information.” The Com-
mission indicated that where such reasonsg exist, it would not
ordinarily consider it to be an antifraud violation for an issuer
to refrain from making public disclosure, but that it was neces-
sary to ensure that there be no improper use of such undisclosed
information for non-corporate purposes.

In determining whether the information received was a factor
in respondents’ investment decisions, the Commission stated that
where a securities transaction of the kind consistent with the
nature of the information (e.g., the sales and short sales by the
respondents after receiving the adverse information concerning
Douglas Aircraft’s earnings) is effected by the recipient of inside
information prior to its public dissemination, an inference arises

8 401 F.2d 833 (C.A. 2, 1968), cert. denied 394 U.S. T96 (1969).
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that the information was a factor, and that in this case respond-
ents did not overcome that inference by countervailing evidence.

The Commission rejected respondents’ argument that they had
a fiduciary duty to their clients to sell their Douglas stock upon
learning of the poor Douglas earnings, holding that the obligations
of a fiduciary do not include performing an illegal act.

The Commission affirmed the examiner’s decision that each of
the respondents should be censured.

In a concurring opinion, former Commissioner Smith placed
emphasis upon the respondents’ awareness of Merrill Lynch’s
special relationship with Douglas Aircraft, and stated that he
would hold that tippees are liable when they know or have reason
to know that the inside information became available to them in
breach of a duty owed to the corporation not to disclose or use
the information for non-corporate purposes. Commissioner Smith
would have also required proof that the information substantially
contributed to the recipient’s decision to buy or sell.

In another significant decision, the Commission addressed itself
to the responsibilities of banks in connection with the distribution
of unregistered securities. In Southern California First National
Bank of San Diego,® the Commission for the first time instituted
administrative proceedings against a bank. The bank, without
admitting or denying the charges, consented to findings of viola-
tions of the Securities Act registration provisions as alleged in
the order for proceedings, and to an order censuring it.

The Commission found that the bank had participated in an
unlawful distribution of unregistered securities in 1968, by selling
20,000 shares of common stock of Mastercraft Electronics Corp.
through an account which it maintained with a brokerage firm.
The shares were sold purportedly for an employee of Mastereraft,
although he was apparently used as a nominee by persons engaged
in a large-scale distribution of unregistered Mastercraft stock.
Two sell orders for the employee’s account, each covering 10,000
shares, were placed with the bank by a customer of the bank by
telephone from New York. Although the customer gave no infor-
mation concerning the employee to the bank official] handling the
transaction, who did not know the employee, the official failed to
inquire whether the employee was connected with Mastercraft or
into the circumstances of the transaction. The customer directed
the bank to make its checks for the proceeds of sales payable to
the employee, but to send them in part to an individual with the
same last name as the customer and in part to ¢/o an individual

9 Securities Exchange Act Release No. 9289 (August 16, 1971).



110 SECURITIES AND EXCHANGE COMMISSION

who was an officer and director of Mastercraft and its house
counsel.

The Commission noted that it appeared that the use of bank
brokerage accounts for transactions by bank customers or other
persons was widespread and that often the banks did not disclose
the seller’s name to executing brokers, and it pointed out that
such practice may provide essentially unregulated channels of
distribution for securities. It stated that if banks wish to maintain
brokerage accounts for the convenience of their customers or
others, it is incumbent upon them to take precautions to avoid
the use of such accounts in connection with unlawful distributions
of unregistered securities. The Commission held that while the
nature of the inquiry to be undertaken by a bank varies with the
circumstances of particular cases,

“Generally speaking, it would seem that the bank would be expected
to follow procedures substantially equivalent to those which we have
required broker-dealers to establish and maintain. . . We would consider
that, alternatively, a bank could meet its responsibilities by requesting
the broker-dealer with which it maintains its account to conduct the
necessary investigation of the circumstances surrounding a proposed
securities transaction, of course with the full cooperation of the bank.”

The Commission noted that in this case not even the most ele-
mentary safeguards were observed, despite the presence of many
“red flags.”

In Haight & Co., Inec.,1® the Commission revoked the respondent
firm’s broker-dealer registration and barred nine of the ten indi-
vidual respondents from being associated with any broker or
dealer for violations of the antifraud and other provisions of the
Federal securities laws.

The Commission found, among other things, that the respond-
ents had engaged in a scheme to defraud customers by holding
themselves out as financial planners who would exercise their
talents to make the best choices for their clients from 