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INTRODUCTION

By William J. Casey, Chairman
Securities and Exchange Commis-
sion

CHANGE IN THE SECURITIES
MARKETS

As the June 30, 1971 fiscal year
came to an end, there were many prob-
lems clamoring for attention in the
structure and operation both of the se-
curities markets and of the institutions
on which these markets depend.

In assigning priorities to these prob-
lems, the Commission focused its atten-

tion first on the economic soundness of
the firms making up the securities in-
dustry, their financial responsibility and
the safety of investors’ cash and securi-
ties left in their custody. During the
previous years, the failure of substantial
firms had brought about Congressional
enactment of the Secunties Investor
Protection Act potentially committing a
billion doliars of public funds to guar-
anteeing the safety of cash and securi-
ties left with brokerage firms by public
customers. There was a widespread rec-
ognition that brokerage firms needed
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more adequate, more liquid and more
permanent capital, that their procedures
and accountability had to be tightened
up and that there had to be closer sur-
veillance over their financial and opera-
tional soundness. At the same time,
there was a clear need to reshape the
structure of the markets themselves to
modernize the way securities were both
traded and transferred. Thus, going into
the fiscal year, the Commission sought
to strengthen the industry and -its ac-
countability to, and financial protection
for, its customers while developing a
policy and a framework for modernizing
the structure of the markets. To lay the
basis for the latter, it scheduled hear-
ings at which investors, members of the
industry and all those interested were
asked to present their views on the fu-
ture structure of the securities markets.
At the same time, there was strong em-
phasis on developing greater clarity and
certainty in the rules governing the sale
of securities and on making financial in-
formation on more companies available
to the public as well as improving the
quality and sensitivity of financial re-
porting and disclosure. These three con-
cerns—financial responsibility of the in-
dustry, the structure of the markets and
better disclosure to investors—were the
foci of major actions taken by the Com-
mission during the 1972 fiscal year.

Additionally, through staff studies, ad-
visory committees or public hearings,
the Commission undertook a thorough
review of its policy, rules and practices
In these areas:

(1) unsound and unsafe prac-
tices in the securities indus-
try,

(2) the future structure of the
markets,

(3) enforcement policy and pro-
cedures,

(4) disclosure and marketing
practices with respect to hot
or new issues,

XX

(5) rules governing the resale of
restricted stock, stock issued
in acquisitions, private offer-
ings and intra-state offerings,

(6) real estate securities,

(7) use of earnings forecasts in
disclosure documents,

(8) use, coordination and simpli-
fication of reports and other
requirements imposed on is-
suers, broker-dealers and in-
vestment companies by the
Commission and the self-
regulatory agencies,

(9) oil and gas offerings in the
course of developing an im-
proved Regulation B and for-
mulation of an Oil and Gas
Investment Act pursuant to
Congressional request, and
advertising, sales compensa-
tion, pricing and related
problems in the economics
and marketing of mutual
funds.

(10)

Financial Responsibility and
Accountability

Investor confidence is the corner-
stone of public participation in the se-
curities markets. Much was lost in the ,

broker-dealer failures of 1969 and 1970. ~ ~

The lessons of that financial crisis in
the securities industry, the creation and
operation of the Securities Investor Pro-
tection Corporation and new emphasis
on early detection and prevention of po-
tential firm failures have led to major
new rules to assure financial responsi-
bility and accountability in the securities
industry and justify renewed investor
confidence.

A major undertaking during the 1972
fiscal year was the working out of basic
provisions for a comprehensive rule gov-
erning the day-to-day control and pro-
tection of customer cash and securities
left with brokerage firms. Congress in
passing the SIPC legisiation in late
1970 gave the Commission specific



powers to develop rules to prevent mis-
use, improper segregation and loss of
control over customer assets.

It was important that this be effected
without disrupting the flow of certifi-
cates to consummate transactions, and
without placing an unnecessary strain
on the banking and brokerage system
by requiring billions of dollars to lie fal-
low.

This was substantially accomplished
in a rule proposal circulated in May.
The new Rule (15¢3-3) controls use of
customer funds by requiring broker-deal-
ers to set up reserve bank accounts to
cover all customer assets not being
used in specified, limited, non-risk areas
of customer service. The size of the re-
serve account for each firm is calcu-
lated continually through a formula ap-
plied to all broker-dealers carrying
public accounts. For customer securities
left with the firm, broker-dealers have to
show actual possession or controi of
such securities in such locations as
banks or certificate depositories. Spe-
cific time limits are set for establishing
and verifying control or possession of
these securities and penalties are im-
posed for exceeding them.

The many provisions of this rule ac-
complish the major intent of Congress
by isolating customer assets from the
risk of the broker-dealer's business in
such areas as underwriting or firm trad-
ing for its own account. They also pro-
hibit unwarranted expansion of a firm's
business which had been accomplished
by some broker-dealers through use of
customer funds, a major factor in the
collapse of many broker-dealers in re-
cent years. The rule penalizes faulty
record-keeping by increasing the amount
of reserve that must be set aside
against customer assets. Finally, these
provisions are fully consistent with ef-
forts by the Commission, the industry,
and others to bring about a total sys-
tems approach to the processing of se-
curities transactions and the changing

of ownership through improved clear-
ance and settlement operations, compu-
terized depositories and eventual elimi-
nation of the stock certificate. The rule,
with minor modifications and amend-
ments, went into effect around the turn
of the 1972 calendar year.

The  protection given investors
through this rule should be looked at as
only part of a total program covering a
series of interrelated and comprehensive
new requirements. In July, 1971, the)
Commission required immediate report-
ing by broker-dealers of any violations
of rules governing net capital or any
non-current status of books or records.
At the same time, any broker-dealer
whose aggregate debt was more than
12 times its net capital was required to
report in full its operational and finan-
cial condition within 15 days after the
end of the month in which this ratio oc-
curred. In November, 1971, the Com-
mission passed a rule mandating quar-
terly box counts by broker-dealers of ail
securities and certification of securities
not in the broker's possession. To in-
crease reporting of financial condition
of firms to their customers, the Com-
mission last June passed an amend-
ment to Rule 17a-5 requiring distribu-
tion of balance sheets on a quarterly
basis to all customers. And to provide
for effective screening and regulation of
new firms entering the securities busi-
ness, the Commission in the same
month passed amendments to Rules
15¢3-1 and 15b1-2, increasing minimum
required net capital for new firms enter-
ing the securities business and requiring
detailed presentations on the firm's fa-
cilities, personnel and financing.

These amendments, like many others,
were an outgrowth of the Commission’s
1971 Swww
Practices detalling the causes of the
1969-70 financial crisis in the securn-
ties industry.

Steps to insure financial soundness
and operational efficiency in the indus-
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try were not limited to rule changes and
new requirements. The Commission has
also established the Office of Chief Ex-
aminer to intensify its inspection of
broker-dealers and its oversight over
self-regulatory agencies. In March,
1972, the Commuission submitted to
Congress the draft of a proposed bill to
give to the Commission additional au-
thornity over the entire paperwork proc-
essing mechanism in securities transac-
tions. Two other bills were subsequently
introduced, both in the House and
Senate. All contemplate that the Com-
mission will set standards for perform-
ance, operational compatibifity, access
to facilities and standards for safety of
cash and secunties. The thrust of this
legislation is to provide coordination
and direction for a nation wide system
for clearance, settlement and ownership
transfer in securities transactions. In
addition, to speed the development of
new systems for securities processing,
the Commission in the 1972 fiscal year
created a special operations group com-
posed of former securities industry op-
erations personnel to work closely with
the industry on stock depositones,
clearing and settlement systems and
elimination of the stock certificate.

Restructuring of the Markets

i” " In addition to knowing that the bro-
"ker he is dealing with is financially
‘sound and operating under close regula-
‘tory supervision, the investor should be
"able to exercise investment judgments
"in markets that are liquid, free from
/ manipulation, fair to large and small
investors and geared to make the best
price available to investors in all parts

f the country at all times. These fac-
tors, plus an emphasis on making avail-
able to investors the most professional
service possible, are the continuing
thrust of the Commission’s efforts in
the restructuring of the securities mar-
kets.
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Both the nature of the securities mar-
kets and the economics of the securi-
ties business have undergone rapid
and radical change with increasing
institutionalization of the market. Today,
while individuals still own most of the
stock, institutions do most of the trad-
ing. In recent years, the massive flow of
large block trades from institutions has
required new market mechanisms out-
side the specialist and the auction mar-
ket for their absorption, Increased insti-
tutional emphasis in brokerage services
has led to new research, positioning
and execution functions unknown until
recently. A commission rate structure
often not reflective of the economic
realities of the business and pressure
from institutions to cut or reallocate
commissions has led to a maze of prac-
tices which themselves affected the pat-
tern of securities trading. The overall re-
sults, on the one hand, have been the
creation of substantial new market
mechanisms for handling of today’s vol-
ume and a greater professionalism in
brokerage services, particularly in re-
search. On the other hand, these
changes had brought a fragmentation of
markets, an absence of information on
many trades, a directing of transactions
to some markets on the basis of com-
mission practices rather than best price,
and a growing gap in the quality of in-
vestment research services available to
individuals as compared with institu-
tions.

The concern of the Commission is
that in the future structure of the secu-
rities markets competition be made to
work for the investor. Our intent is that
markets become more publicly oriented,
more liguid and that full information on
transactions, quotations and the per-
formance of issuers put the individual
and the institution on an equal footing
in getting information needed for invest-
ment decisions and in obtaining the
best available price.

Accordingly, in October, 1971, the



Commission began two months of hear-
ings to get the views of all concerned
with the structure of the markets and
the economics of the securities indus-
try: investors and investor groups, stock
exchanges, other self-regulatory agen-
cles, institutions, brokerage firms and
securities industry groups. Out of these
hearings, we developed our Policy State-
ment on the Future Structure of the Se-
curities Markets, published 1n February,
1972.

At the heart of the Commission’s
market structure policy is a centrai mar-
ket system for listed securities. The de-
velopment of competing markets to
handle the increasing number and com-
plexity of securities transactions should
be directed so that these markets are
part of an all-inclusive system with full
disclosure of activity, comparable regu-
lation and standards, and direct compe-
tition between market-makers based on
performance. The central market would
not be one market, but in fact a com-
munications system tying together all
competing markets so that investors
can see where the best price is
available. In this way, trades will flow to
the best market, whether it be in New
York, California, Chicago and whether it
be on the floor of an exchange or in the
office of a market-maker. Only in this
way can competition be put to work for
the investor. Only through centralization
of information can the separate capabil-
ities of our markets be combined to
strengthen the overall ability of the na-
tion to mobilize and allocate capital.

To implement the development of the
central market system and other policy
recommendations, the Commission
sought to utilize the practical expertise
of those most directly involved. Advisory
committees comprised of experienced
members of the industry and other
qualified experts were named to provide
the Commission with a full range of op-
tions and suggestions. One committee,
the Advisory Committee on Market Dis-

closure, has recommended the structure
and governance of a reporting system to
include last sale and volume informa-
tion from all markets 1In a composite
presentation, with trades identified by
market. This Committee now is at work
on recommendations for a system that
will provide the heart of the central
market: a quotations network that would
capture and display current guotations
from all competing market makers so
brokers can direct investor orders to the
best market. Another committee, the
Advisory Committee on a Central Market
System, 1s developing recommendations
on regulation and operating standards
for competing markets in the system,
as well as the proper means for provid-
ing economic access among such mar-
kets, The third group, the Advisory
Committee on Block Trading has sub-
mitted recommendations relating to the
impact of large blocks on securities
markets and methods of handling them,
which are now under study by the Com-
mission’s staff. The staff 1s also con-
ducting its own analysis of how the cen-
tral market system should be designed,
implemented and regulated.

During the fiscal year the Commis-
sion developed two rule proposals as a
first step toward a regulatory framework
for the central market system. One Rule,
17a-14, requires registered exchanges
and the National Association of Securi-
ties Dealers to make quotations of
listed securities traded by their mem-
bers available on a continuing basis; the
second, 17a-15, requires these agencies
to make last sale and volume informa-
tion available on a current, real-time
basis. The next step in this process will
be the promulgation of short sale and
other rules necessary to make the
transaction and quotation disciosure
systems not misleading. Once these
communications systems are opera-
tional, the course toward the develop-
ment of a truly national central market
system will have been set.
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The central market system is not an
end in itself. It 1s a crucial part, but
only a part, of what should be a totally
professional investment service to the
public. The system would inform the
broker of all markets being made in a
security and enable him to achieve the
best possible price for his customer.
But the best execution in the world is
worth little if the investment decision is
based on service that is unprofessional
and ill-informed. The second critical rec-
ommendation of the Commission’s pol-
icy statement sought to improve the
quality of service to all investors by di-
rectly addressing the problems of com-
mission rates, investment research and
suitability, reciprocal practices in sale of
investment company shares, and institu-
tional membership. Together these is-
sues present a complex, interrelated,
often jumbled picture that can be clari-
fied only by policies that bring all prac-
tices into the open and subject them to
the test of public interest.

In the case of brokerage commis-
sions, a drastic overhaul of the rate
system clearly is called for and i1s tak-
ing place. In April, 1971, negotiated
rates were introduced into the fixed-rate
system for the first time, covering por-
tions of orders over $500,000. In this
fiscal year, the negotiated rate sector
was expanded to portions of orders over
$300,000. Over the full range of the
commission schedule, the Commission
reviewed and allowed implementation of
a new rate schedule by the New York
Stock Exchange which eliminated a tem-
porary surcharge on smaller trades
while at the same time 1t provided rate
relief for the industry on these transac-
tions. Because the rate structure bears
so closely on the availability of invest-
ment services, the policy of the Com-
mission I1s to weigh the pace of expan-
sion of competitive rates against its
economic impact on firms.

The Commission’s policy statement
described research as an integral and
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vital part of any truly professional in-
vestment process. In an elaboration of
that statement last May, the Commis-
sion said that investment managers
need not necessarily seek the lowest
price for brokerage services in discharg-
ing their fiduciary obligations, providing
that the quality of research and other
brokerage services available at a higher
cost can justify that cost difference. Our
concern for the quality of service avail-
able to investors extends also to crea-
tion of new services by broker-dealers
and others that will provide individual-
ized investment advisory services, prob-
ably computerized, to direct investors
with relatively small amounts of money
to invest. The Commission after the
close of the fiscal year appointed an in-
dustry advisory committee to review its
rules with a view to encouraging the de-
velopment of such services and recom-
mending standards for them.

In another area, the Commission has
been concerned about reciprocal prac-
tices whereby mutual funds reward
broker-dealers for the sale of fund shares
by directing commission business
through them. Aside from the conflict of
interest this creates for the broker in
recommending fund shares, and the in-
vestment manager in seeking best exe-
cution, there are very substantial prob-
lems of non-disclosure to buyers of the
compensation paid to seil to them and
of improper cost to fundholders who in
effect may pay for the distribution of
shares to others through commission
dollars. The Commussion in its policy
statement recommended that these
practices be terminated. The NASD at
mid-year published for comment f[or
proposed] a rule barring the directing
of brokerage by mutual funds on the
basis of the sale of fund shares.

Finally, the question of who should
be members of exchanges is closely
tied to any consideration of quality of
service to the investor. The view of the
Commission expressed in its policy
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statement was that as the central mar-
ket system develops it should have at
its heart a core of professional brokers
and market makers serving investors.
The primary purpose of these profes-
sionals would be to execute orders for
investors. This means that membership
on exchanges would depend not on the
nature of the brokerage organization but
whether it contributes to the purpose of
the market by serving investors other
than itself. After requesting the advice
and recommendations of exchanges, the
Commission issued for comment a pro-
posed rule which would allow exchange
membership for broker-dealers if at
least 80 percent of the value of their
exchange securities transactions repre-
sents orders from non-affiliated custom-
ers.

As a further part of its efforts to im-
plement a policy of maintaining the
fundamentally public character of the
securities markets, the Commission dur-
ing the fiscal year sent to Congress a
bill that would empower it to further
regulate trading by existing exchange
members for their own or for affiliated
accounts. In essence, it would require
that al members, when trading for their
own accounts, be required to yield
priority, parity and precedence to public
customers. This must not be confused
with our belief that all exchange mem-
bers must do a predominantly public
business when transacting business on
an exchange; we are merely saying that
exchange members, when they do trade
for their own or for affiliated accounts,
even as market makers, must fuily rec-
ognize their responsibility to the general
public and be prepared to yield to pub-
lic orders.

Disclosure

American securities markets are the
strongest in the world in large measure
because the investor in the American
market is the best informed investor in
the world. Important steps were taken

or started in fiscal 1972 to strengthen
this system of disclosure. These
changes were based on three concepts:
(1) that investor protection and confi-
dence couid be improved by converting
much of the “boiler plate’ and other
meaningless language of the new offer-
ing prospectus and other documents
into meaningful disclosure about the is-
suer; (2) that greater certainty and clar-
ity was needed in rules governing secu-
rities transactions, particularly those
involving the securities offering and re-
sale process; and (3) that financial re-
porting should be made more compara-
ble, more comprehensive, and more
meaningful.

Significant new disclosure concepts
grew out of hearings held in 1972 by
the Commuission on new issues. These
so-called “hot issue’” hearings dealt
with the role of the issuer, underwriter
and market-makers in the handling of
these first-time securities, many of a
highly speculative nature, Commission
proposals issued last July outlined po-
tential requirements for companies
bringing their securities to the public
for the first time to discuss business
plans, budget projections, plans for use
of proceeds, and analysis of expected
markets. Equally important, these pro-
posals spoke to the problem of mean-
ingless prospectus language oriented
more to considerations of lability than
disclosure by requiring specific and di-
rect description of this information and
other factors, as well as better organiza-
tion and presentation of information to
highlight and clarify the elements of
risk and potential gain.

Commission emphasis on making dis-
closure more available, significant and
meaningful also extended to the volume
of information filed by companies whose
securities already are publicly held. This
involved computerization to speed avail-
ability of reports on company insider
transactions; introduction of a require-
ment that companies specifically report
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changes in auditors, with more detailed
disclosure when the change results from
a conflict of views; examination of a po-
tential requirement that companies note
items for stockholders that are reported
in their annual reports to the Commis-
sion but not in their reports to share-
holders; and the launching of a major
information dissemination program
aimed at getting more SEC data to the
pubhic through information vendors,
public libraries, broker-dealers, news
media and Commission publications.

To create greater clanty and certainty
in securities transactions, the Commis-
sion implemented rules covering sale of
restricted stock. Rule 144 is only the
first of a series of rules governing trou-
blesome aspects of securities offering
and resale. Work was completed in
fiscal 1972 which led to drastic revi-
sions of disclosure and resale rules in-
volved in mergers and acquisitions of
companies. Work also began on exami-
nation of potentially more objective
rules In the private placement area. Our
objective in these changes is to remove
artificial barriers which have been trou-
blesome to issuers in these areas and
at the same time create greater disclo-
sure for investors.

The third phase of our disclosure ac-
tivity involved financial reporting. The
Commission is considering acceleration
of requirements for supplemental disclo-
sure on the meaning of different ac-
counting policies, the effect of changes
in these policies, the nature and signifi-
cance of accounting choices and the
basis for and changes in assumptions
and estimates which could be critical to
the financial results a company reports.

The independence of auditors and
their continuing responsibility was of
special concern. As mentioned, we now
require notice of auditor changes and
special notification if this resulted from
difference of views. We issued Account-
ing Series Release 123 recommending
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that corporations establish audit com-
mittees composed of outside directors
to create a direct channel of communi-
cation between auditors and the Board
to give greater objectivity to financial
statements. In the fali of 1972, we is-
sued another release proposing that
auditors report in timely fashion on the
fairness of material unusual changes or
credits reported to the Commission on
Form 8-K, our interim material informa-
tion report form. At the same time, the
Commussion proposed amending disclo-
sure forms to require more comprehen-
sive and timely disclosure on write-
downs, writeoffs and extraordinary

charges. The thrust of this proposal -

was to discourage arbitrary timing and
limited explanations on these often
highly significant charges.

The Commission also looked into spe-
cial problems of financial reporting en-
countered by companies engaged in de-
fense and other long-term contracts,
and cited the need for companies to
specifically assess for investors the
problems and developments in contracts
and programs of a long-term nature.
This statement was an outgrowth of a
staff study on the severe problems en-
countered by Lockheed Aircraft Corpora-
tion in the C5A contract.

The sale of real estate interests to
public investors, a business that has
emerged in recent years perhaps as the
largest user of public equity funds, was
also the subject of Commission disclo-
sure activity. A special advisory commit-
tee of professionals was named during
the fiscal year to make recommenda-
tions for disclosure standards in this
complex and growing area. This group
completed its work in the fall of 1972
in a report with a principal recommen-
dation calling for uniformity of regula-
tion on real estate offerings among
states, seif-regulatory agencies and the
Commission.

.



Enforcement Policy and Practices

The Commission undertook a sweep-
ing review of its enforcement operations
in fiscal 1972. A special advisory com-
mittee on enforcement policies and
practices in June issued a series of rec-
ommendations to improve, speed and
clarify enforcement procedures. The
Commission in September outlined, as a
result of the report, a policy to clarify

, informal procedures in effect to provide
¥ \persons under investigation with the op-
iportunity to present their positions prior
ito authorization of an enforcement pro-
‘ceeding. The release also expanded the
authority of hearing examiners in the
conduct of administrative hearings.
Reorganization of Commission's
Staff

In its first major reorganization in 30
years, the Commission restructured its
staff into five operating divisions in-
stead of three. The overall effect is to
concentrate resources by focusing all
enforcement and investigative activity in
one division, all disclosure activity in
another and all regulatory activity into a

third area composed of three divisions,
one dealing with markets, another with
money management and the third with
the Commission’s public utiity holding
company and reorganization responsibil-
ities. This reorganization will enhance
the ability to focus our talent and re-
sources and deal effectively with our
continuing problems of greatest priority
~—those concerning the structure and
efficiency of the markets, the financial
responsibility and professional service
of the broker-dealer community, the
economics, distribution methods and
services of investment companies and
investment advisors, corporate disclo-
sure and enforcement in all of these
areas. A major assignment of the divi-
sions regulating trading market and
money management activity will be edu-
cation and oversight to foster seif-regu-
lation and voluntary compliance. These
divisions have developed or are develop-
ing inspection manuals and compliance
manuals for broker-dealers and invest-
ment advisors, guidelines on insider
transactions, and a manual of policies
and procedures on the oversight of
self-regulation.
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PART 1

IMPORTANT DEVELOPMENTS

INVESTOR PROTECTION

A focus of Commission concern and
activity during the 1972 fiscal year was
the development of further safeguards
for investors in light of the securities in-
dustry problems revealed by the
1967-1970 operational and financial cri-
sis. The various steps that were taken
by the Commission, together with the
investor protection legisiation previously
enacted by Congress and various meas-
ures adopted by the industry itself, were
designed to prevent a recurrence of the
conditions which then prevailed and to
provide a sound basis for renewed
investor confidence.

Securities Investor Protection
Corporation

The enactment by Congress in De-
cember 1970 of the Securities Investor
Protection Act ranks high among the
measures taken to provide increased
protection to investors. The Act created
a Securities Investor Protection Corpora-
tion (SIPC) to insure, up to specified
limits, cash and securities 1n accounts
of broker-dealer customers. While SIPC
is funded primarily through assessments
on its members (membership consists
of ail registered broker-dealers and ex-
change members, with hmited excep-
tions), it has access to emergency
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financing of up to $1 biihon from the
U.S. Treasury.

As of June 30, 1972, following 18
months of operation, SIPC was involved
in the liquidation of 43 broker-dealers in
17 states. It was estimated that over $7
muilion of SIPC funds would be required
to meet the claims of customers of
those firms. One of the major problems
encountered in SIPC hquidation pro-
ceedings has been that debtor firms
had seriously inadequate, inaccurate or
even nonexistent books and records. As
a result, delays have been encountered
in satisfying customers’ clams for
money and securities.

Study of Unsafe and Unsound
Practices

In the SIPC Act, Congress directed
the Commission to compile a list of un-
safe and unsound practices by broker-
dealers and to report to the Congress,
within a year, on the corrective steps
being taken under existing law and rec-
ommendations for additional legisiation
which might be needed. The Commis-
sion’s study was submitted to the Con-
gress on December 28, 1971.1

In preparing its report, the Commis-
sion drew on information Iin 1ts own
files and those of the self-regulatory or-
ganizations, including financial reports
filed by broker-dealers. The report also
referred to case studies of individual
firms with financial and operational dif-
ficulties, as well as industry surveys and
studies in the operational area by man-
agement consultant groups. Among the
areas analyzed in the report were the
1967 paperwork crisis, the impact of
the 1969-1970 market decline, the na-
ture and use of broker-dealer capital,
management and operational deficien-
cies, the use of customers' funds and
securities, and stolen securities. The re-
port also documented the need for an
early warning system, and inciuded a
critique on deficiencies in the self-regu-
latory scheme.

The report cited the following unsound
practices: (1) Inadequacy and imperman-
ence of capital; in some cases, the
injudicious employment of capital that
did exist. (2) Over-emphasis on sales
and trading activities at the expense of
operational resources. (3) There was an
absence of control of securities traffic
to provide assurance of prompt delivery
of securities and remittance of pay-
ments. The result was a virtual break-
down n the control over the posses-
sion, custody, location and delivery of
securities, and in the payment of money
obhgations to customers, exposing cus-
tomers to risk of loss. The industry, and
to an extent the self-regulatory bodies
themselves, had not impiemented or
planned broad-based solutions to the
settiement process and the related flow
of paper. (4) Inability of self-regulatory
organizations to respond to the crisis
with meaningful corrective measures.
The absence of an effective early warn-
ing system caused belated action when
the full impact of the cnsis was finally
ascertained. (5) Lack of experience of
principal members of many, principally
small, concerns, pointing up problems
in entrance requirements to the indus-
try.

The Commission’s Study detailed the
corrective measures already taken or
proposed by the Commission and the
industry, and the areas where the Com-
mission deemed further legislation nec-
essary. The most significant of these
measures (including several adopted
after submission of the Study) and the
proposed bills are discussed elsewhere
in this annual report. Briefly, capital re-
quirements were made more stringent.
Control over securities was strengthened
by requiring broker-deaiers to make
a quarterly physical examination and
count of firm and customer securities.
Rules were proposed to provide greater
protection for customers’ free credit
balances, and for securities left with
brokers. Broker-dealers were required to
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furnish information concerning their fin-
ancial condition to customers. New en-
trants into the securities business were
required to disclose details concerning
their personnel, facilittes and financing.
Measures were taken to provide the
Commission and self-regulatory authori-
ties with more effective early warning
systems. The staffs of the Commission
and the seif-regulatory agencies were
augmented to permit more frequent and
intensive inspections of broker-dealers.
Units were established within the Com-
mission and the industry to develop
more efficient clearing and settlement
procedures, including the anticipated
immobilization or ehmination of the
stock certificate.

Legislation

During the 1972 fiscal year the Com-
mission submitted to Congress pro-
posed legisiation to amend the Securi-
ties Exchange Act to increase and unify
the Commission’s oversight of national
securities exchanges and the NASD and
to make the self-regulatory pattern of
the Act more effective. Generally, the
provisions of the bill would have given
the Commission more uniform and
strengthened review powers over rules
of the self-regulatory organizations, and
the authority to ensure enforcement of
such rules and review disciplinary ac-
tions taken by those organizations.

The Commission’s present authority
over the rulemaking of the self-regula-
tory bodies is an illogical patchwork of
provisions which falls short of giving
the Commission authority to act
promptly and effectively where a rule,
or a proposed rule, 1s or might be inju-
rious to the public interest. Specifically,
the Commussion has httle power to pre-
vent the adoption of a particular rule by
an exchange, nor to abrogate it once it
has been adopted. It does have the
power to require alterations in exchange
rules, but only insofar as the rules re-
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late to certain matters, and after follow-
ing cumbersome procedures. On NASD
rules, the Commission has broad pow-
ers to block a rule from being put into
effect and to abrogate an existing rule,
but i1ts power to alter or supplement
rules 1s very limited. The proposed bill
would have given the Commission the
power to approve or disapprove of any
new rule proposal or any proposed
amendment, supplement or repeal of an
existing rule, as well as the authority to
require rule amendments and supple-
ments and to abrogate rules Action
pursuant to such authority would be
preceded by appropriate notice and af-
ford an opportunity for comment or
hearing.

The Commission is mited in 1ts over-
sight of self-regulatory bodies in that it
cannot directly enforce their rules
against their members. The proposed
bill would have empowered the Commus-
sion to enforce these rules, but only If
the self-regulatory body fails to act. The
grant of this additional authority to the
Commussion would not only allow Com-
mission action where there was a break-
down in self-regulation, but would also
promote action by the self-regulatory
bodies by providing them with greater
incentive and by strengthening the hand
of these agencies in dealing with mem-
bers.

The bill would also have expanded
the Commission’s review authority of
disciplinary proceedings to include ac-
tions taken by exchanges. Currently, the
Commussion has such authonty only on
NASD disciplinary actions, and in those
cases it cannot increase the penalty as-
sessed. Under the proposal, the Com-
mission could have increased sanctions
other than fines, that are imposed by
any of the self-regulatory bodies. Before
this could be done, the disciplinary ac-
tion would have to be referred back to
the self-regulatory organization for addi-
tional consideration to give i1t an oppor-
tunity to reappraise the sanction in light
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of the Commission’s indication that it
might be inadequate.

In the operations area, the Commis-
sion 1In March 1972 submitted to Con-
gress a draft of a proposed bill to give
the Commission additional authority
over the handhng, processing and set-
tlement of securities transactions, par-
ticularly as those functions are per-
formed by securities depositories,
clearing agencies, transfer agents, regis-
trars, and broker-dealers. In addition,
the proposed bii would have conferred
upon the Commission the power to de-
termine the form and format of the
stock certificate. The ultimate objective
of the bill was to provide a basis for
the development of an efficient national
system for clearance and settlement of
secunities transactions. Two similar bills
were also introduced, one in the House
and one in the Senate.

Ali three bills were directed at provid-
ing a public entity with authority to in-
sure that standardization and automa-
tion within the hmits of technological
feasibility are accomplished as rapidly
as possible, and that there be a coordi-
nated systems approach to the clear-
ance and settlement of securities trans-
actions. They contempiated that the
Commission set standards and proce-
dures 1n four principal areas: perform-
ance, particularly accuracy and prompt
handiing and settlement of securities
transactions; operationai compatibility;
policies for reasonably nondiscrimi-
natory access to the facilities; and
standards for safety of cash and securi-
ties in the custody of these entities.

No legislation on the above matters
was enacted by the 92nd Congress. The
Commission anticipates that similar leg-
i1slation will be introduced at the next
Congress.

In related action, the Commission in
early 1972 established an Industry Op-
erations Technical Staff composed of
former securities industry operations
personnel. The assignment of this group

is to prepare, in cooperation with the
industry, for the elimination or immobi-
hzation of the stock certificate, and gen-
eraily to work on improvement of indus-
try operational methods.

National Clearing Corporation

In the latter part of 1969, the NASD
established the National Clearing Corpo-
ration (NCC) as a wholly owned subsidi-
ary to provide a nationwide system for
clearing and settling over-the-counter
transactions. NCC began operations in
New York in November, 1970, Clearing
facilities were extended on a pilot basis
to Boston and Philadelphia 1n May,
1972. The Philadelphia-Baltimore-Wash-
ington and Boston Stock Ciearing Cor-
porations provide the operational sup-
port required I1n these two cities. NCC's
objective 1s to be able to clear all
trades within and among the three cities
by the end of calendar 1972. [t believes
that such trades account for over 40
percent of total over-the-counter activity
by NASD members, now estimated at
50,000 to 60,000 transactions daily.
NCC 1s also operating a pilot inter-
regional clearing procedure between sev-
eral of its New York firms and several
Pacific Coast Stock Exchange members
on the West Coast.

In connection with the NASD's estab-
lishment and operation of the NCC, the
Commission, in early 1972, adopted
Rule 15Aj—3 under the Exchange Act
which prescribes certain requirements
for a national association of securities
dealers which establishes and operates
facilities for clearing and settling securi-
ties transactions.2 These include the re-
quirements that the applicable rules of
the association incorporate as guides to
interpretation and application certain
public interest standards set forth in
the Exchange Act, and also that such
rules provide a fair procedure with re-
spect to any refusal or limitation of ac-
cess to such system by a customer, is-
suer, broker or dealer. The rule also
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provides for Commission review of ad-
verse action by the association with re-
spect to such matters. The Commission
has determined that the by-laws and op-
erating rules of the NCC, including
those relating to access to the system,
are consistent with Rule 15A)-3 and
other applicable requirements of the Ex-
change Act.

MARKET STRUCTURE

Policy Statement

Durnng the last fiscal year, the Com-
mission completed another segment of
a series of hearings and special studies
which began three and a half years ago.
Earlier hearings had dealt primarily with
questions relating to commission rates
and give-up practices. The Commis-
sion’s Institutional Investor Study Re-
port, submitted to Congress on March
10, 1971, developed extensive data
which documented the burgeoning of fin-
ancial intermediaries such as banks,
mutual funds, pension funds and insur-
ance companies, often referred to sim-
ply as “‘institutions’, and their increas-
ing impact on the securities markets.

The most recent set of hearings, held
between October 12 and December 21,
1971, focused on the structure, opera-
tion and regulation of the securities
markets and provided the most compre-
hensive collection of information on
market structure since the Commis-
sion’s Special Study of Securities Mar-
kets in 1961-1963. During these hear-
ings, the Commission obtained a broad
spectrum of views. A total of 182 per-
sons testified, covering almost 4,000
pages of transcript, in addition to 74
persons who supplied written state-
ments.

Following the hearings, the Commis-
sion released its Statement on the Fu-
ture Structure of the Securities Markets,
on February 2, 1972. In this general
policy statement, the Commission crys-
tallized and pinpointed many of the

problems and deficiencies existing in
the structure, operation and procedures
of the secunties industry, and presented
in comprehensive form its views con-
cerning the appropriate evolution of the
securities markets.

The statement called for creation of a
central market system for listed secur-
ties, in order to maximize the depth
and liquidity of the markets. Essentially,
such a system would be designed to
strengthen competition and to make its
operations open and fully comprehensi-
ble to the public.c The Commission
stated that these objectives could best
be accomplished by: implementation of
a nationwide disclosure, or market infor-
mation, system; elimination of artificial
impediments created by exchange rules
or otherwise to dealing in the best
available market; establishment of more
open economic access to all exchanges
by broker-dealers; and integration of
third market firms into this comprehen-
sive disclosure, or central market, sys-
tem. The Commission subsequently pro-
posed rules to make composite
information on prices, volume and quo-
tations for all listed securities generally
availabie 3

The Commission’s policy statement
also addressed other important ques-
tions, such as the impact of block trad-
ing, the quality of service to investors,
commission rates, research and surtabil-
ity, reciprocal portfolio brokerage for
sales of investment company shares,
and membership on national securities
exchanges for other than public pur-
poses.

To assist in developing the views it
had articulated in its policy statement,
the Commission designated three com-
mittees comprised of the Commission
staff, industry leaders with broad-based
expertise In market concepts and func-
tions, and a staff member as secretary
to study (1) development of a compre-
hensive market disclosure system, (2)
structure, regulation and governance of
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a central market system, and (3) neces-
sary and desirable rules for block trad-
ing.

The Commission took other action to
increase the portion of institutional-
sized orders on which commission rates
should be competitively determined,
from its prior levei of that portion of all
orders over $500,000, to the portion of
orders exceeding $300,000. It also di-
rected the National Association of Secu-
rities Dealers to formulate and imple-
ment rules to prohibit the practice of
using investment company portfolio bro-
kerage to reward broker-dealers for
sales of Investment company shares.4 In
the area of exchange membership, the
Commussion requested all registered se-
curities exchanges to adopt rules to ex-
clude from membership any organiza-
tion whose primary function is to route
orders for the purpose of rebating or re-
capturing commuissions, directly or indi-
rectly. It also expressed its intention to
exercise appropriate authonty to ensure
that the exchanges adopt rules requiring
that members must conduct a predomi-
nant portion of their brokerage commis-
sion business with and for nonaffiliated,
public customers.

Commission Rates

On September 24, 1971, the Commuis-
sion advised the New York Stock
Exchange that, with certain stipulations,
it would not object to that Exchange’'s
implementation of a new minimum com-
mission rate schedule proposed by the
Exchange. Upon agreement by the Ex-
change, and following clearance by the
Price Commission, this new schedule
became effective on March 24, 1972. A
principal feature of the schedule is the
incorporation of a volume discount be-
ginning at 200 shares.

Nonmember Access -to Exchanges

Since 1960, six regional stock ex-
changes have amended rules to give

NASD-member dealers who were not
members of those exchanges a discount
from full commuission rates. Unti re-
cently, however, the New York Stock Ex-
change did not provide such a discount.
This policy created competitive disad-
vantages for brokers who were not
members of the NYSE.

In October, 1970, the Commission re-
quested that the NYSE submit a plan
for ‘‘reasonable economic access . . .
for non-member broker-dealers.” And, in
September, 1971, the Commission con-
ditioned implementation of the Ex-
change’s new commission rate schedule
on adoption of a 40 percent discount
for nonmember broker-dealers.5 The 40
percent discount became effective on all
exchanges on March 24, 1972, By per-
mitting qualfied nonmember broker-
dealers to retain a portion of the
amount they would otherwise expend in
commission costs, the new rules recog-
nize the costs to such broker-dealers of
securing and transacting securities or-
ders. The rules also encourage greater
participation by nonmember brokers and
their customers in exchange securities
markets.

Exchange Membership

For many years, the fixed commission
rate structure maintained by the na-
tion's exchanges failed to refiect econo-
mies of scale associated with the large
orders of institutional customers. This
fact, coupled with the increasing tempo
and magnitude of institutional transac-
tions in recent years, combined to pro-
duce serious distortions in the existing
market system. Large institutions sough
to avoid what were regarded as exces-
sively high commission fees, either by
devising various rebative and reciprocal
dealing practices, or by obtaining ex-
change membership to avoid the fixed
nonmember commission rate entirely.
The question of the appropriate utiliza-
tion of exchange membership took on
added significance in light of the Com-
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mission's desire to effectuate a central
market system.

In reviewing recent trends of the mar-
kets, the Commission was concerned
about the continued confidence and
participation of all investors—inciuding
small investors who were found by the
Institutional Investor Study to be es-
sential to the proper functioning of the
markets. The Commission was further
concerned with the pattern of institu-
tional trading and the impact of large
block transactions on the functioning of
those markets.

The Commission enunciated 1ts broad
policy determinations concerning these
problems n its market structure state-
ment. Specifically, the Commussion
stated its view that the rebating, recap-
turing and redirecting of commissions
were to be terminated. As noted above,
commission rates gradually will be ad-
justed to a competitive system which
wiil more properly reflect the costs of
handling institutional-sized transactions.
Finally, the Commuission stated it wouid
request that the exchanges admit or re-
tain in membership only those individu-
als or organizations which intend to
conduct a predominantly public busi-
ness with nonaffiliated customers.

On April 20, 1972, the Commission
issued its White Paper on Institutional
Membership which traced in detail the
origins of the institutional membership
problem and its relationship to the is-
sues of commission rates and market
structure, and further specified the
Commussion’s position on the steps it
intended to take to implement its poh-
clies. On May 5, 1972, the Commission
submitted legislation to the Congress to
clarify the scope of the Commussion's
authonty to deal with these questions.
One proposed bill would amend Section
6 of the Securities Exchange Act to re-
quire, in effect, that membership on na-
tional securities exchanges contribute to
the public nature of the exchange trad-
ing markets. A second bill, submitted

on the same day, proposed an amend-
ment to Section 11(a) of the Exchange
Act to provide for more effective and
comprehensive regulation of trading by
all exchange members, either for them-
selves or those standing in a control re-
lationship with them regardiess of
whether such trading occurs on or off
the exchange floor.

On May 26, 1972, the Commission,
pursuant to its existing authonty under
Section 19(b) of the Exchange Act, sent
a letter to the presidents of all national
securities exchanges requesting adop-
tion by the exchanges of rules on the
appropriate utilization of exchange
membership, comparable to a rule sug-
gested by the Commission in its letter.

The Commission’s rule suggestion
provided that membership 1n national
securities exchanges should be open to
any and all persons or organizations,
provided that every member or member
organization would have, as the princi-
pal purpose of its membership, the con-
duct of a public securities business. For
purposes of the Commission’s proposed
rule, it was stated that an exchange
member  presumptively  would be
deemed to have such a public securities
business if at least 80 percent of the
value of exchange securnities transac-
tions effected by the member during the
preceding six calendar months were ef-
fected for or with customers other than
those affihated with the member or
were transactions contnbuting to the
stability and effectiveness of the mar-
kets. Conversely, the rule would bar
from exchange membership those per-
sons or organizations whose primary
function 1s to rebate, recapture or redi-
rect commissions or otherwise execute
portfolio transactions exclusively for the
member’'s own account or for the ac-
counts of persons affiliated with the

member.

In August, 1972, the Commussion,
under authority of the Exchange Act,
proposed for comment a rule on mem-
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bership on registered securities ex-
changes for other than public purposes.6
The rule proposed was substantially the
same as that which had been the sub-
Ject of the Commission’s prior request.
The initial comment period, after the
grant of an extension of time, expired
on October 16, 1972. The Commission
announced that it also would receive
supplemental written comments and
oral statements before 1t concluded its
consideration of the appropriateness of
1its proposed rule.?

OTHER MARKET REGULATION

NASDAQ

In February, 1971, the NASD formally
commenced operations of the NASDAQ
automated quotations system with ap-
proximately 2,300 over-the-counter secu-
rities. The system, which 1s operated by
Bunker-Ramo Corporation for the NASD,
has three levels of operating service.
Level | service provides a current, repre-
sentative inter-dealer bid and ask guota-
tion for any security registered in the
system for the information of registered
representatives and customers of retail
firms. Level Il 1s designed to supply
upon request of trading rooms a list of
market-makers and their current bid
and ask quotations for any such secu-
nty. Level lil service is simiar to Level
H service, but aiso has input facilities
through which authorized NASDAQ mar-
ket makers enter, change or update bid
and ask quotations.

By the end of the 1972 fiscal year,
the number of secunities quoted on the
system had reached approximately
3,350 (including about 90 stocks listed
on exchanges) with a total market value
of over $140 billion (excluding the
listed stocks). There were about 620
registered NASDAQ market makers, and
the system averaged approximately
1,150,000 interrogation requests daily.
The NASD also instituted a ‘‘stock
watch” surveillance program for the
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new system, and has been cooperating
with the Commission’s surveillance staff
in looking into unusual market activity
in NASDAQ securities.

During the year, the NASD also
began to compile price indices for NAS-
DAQ 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 re-
porting form to require the submission of
certain information to the Commission
and the NASD by issuers of securities
quoted on NASDAQ on any aggregate
net change exceeding 5 percent or
greater in the amount outstanding of a
class of securities quoted on the
system.8 Since November 1, 1971, the
NASD has also been releasing daily
NASDAQ volume to the media for publi-
cation. Thus, for the first time, the pub-
lic was able to obtain daily volume data
for many over-the-counter securities.

On March 17, 1972, the Association,
on an experimental basis and in re-
sponse to a request by the PBW Stock
Exchange, authorized the inclusion of
quotations of exchange specialists in
the NASDAQ system.

The NASD also announced its plans
to expand the NASDAQ system to allow
subscribing firms to report the details
of each securities transaction to the
NASDAQ central computer. The pro-
posed trade reporting system, which will
probably take about a year and a half
to put into effect, would make it possi-
ble for traders to verify each trade
within minutes of its execution and to
detect immediately any errors. It is ex-
pected that such a reporting system will
provide more information to investors
and will speed up the clearing and set-
tling of over-the-counter transactions.

Self-Underwriting

In March, 1970, the New York Stock
Exchange amended its rules to permit
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public ownership of member firms. Sub-
sequently, the NASD, in view of its
members’ need for additional capital,
abandoned 1its position that members
could not participate in distributions of
their own securities and pubhished pro-
posed regulations for public offerings of
securities of member firms or their affil-
iates, whether through an independent
underwnter or by the firm itself. The
regulations were cleared by the Com-
mission and adopted by the NASD. As a
resuit, numerous broker-dealers were
able to register with the Commission of-
ferings of their securities which were
self-underwritten in whole or part.

Generally, NASD regulations permit a
member to sell its shares to the public
if: (1) detailed financial statements are
submitted with the registration state-
ment; (2) no more than 25 percent of
the equity interest of the owners of the
member is offered as part of the issue;
(3) the amount of the offering does not
exceed three times the member's net
worth; and (4) the member's net capital
ratio would not exceed 10:1 at the ter-
mination of the offering. Also, a mem-
ber 1s prohibited from making a subse-
quent public offering for at least one
year and is required to send to each of
its shareholders a quarterly statement
of its operations and an annua! inde-
pendently audited and certified financial
statement. In addition, If the member
participates in the distribution of its
own securities or those of an affiliate, it
must obtain two independent underwn-
ters with at least five years’ experience
in the securities business, three of
which are profitable, to certify to the
fairness of the offering and to exercise
the usual standards of due diligence in
connection with the preparation of the
registration statement.

Seasoning and profitability require-
ments also apply to the member-issuer.
In self-underwritings, persons actively
engaged in the member's business and
their immediate families are prohibited
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from selling any portion of their equity
interest 1in the member firm. If the
member recommends its secunties to a
customer, 1t must have reasonable
grounds to believe that the recommen-
dation 1s suitable and maintain a record
showing the basis on which it reached
its suitability determination.

During fiscal 1972, the Commussion
announced a proposal to adopt rules
under the Securities Exchange Act for
public offerings of their securities by
broker-dealers who are not NASD
members.9 These proposed rules are
comparable to the NASD regulations.

DISCLOSURE-RELATED
MATTERS

‘‘Hot"” Issues

In February, 1972, the Commuission
began public, fact-finding investigatory
proceedings on ‘“‘hot issues’ secunties
markets (1.e., markets in which new Is-
sues have expernienced substantial price
rises in their after-markets) to deter-
mine adequacy of existing disclosure
and regulatory protection for investors.

During the first phase of the hear-
ings, which ended in June, a total of 69
witnesses testified, including representa-
tives of the securities industry, invest-
ment banking and state securities
commissions, along with a number of
professional venture capital investors.
These hearings focused on the following
questions: (1) Are there viable methods
of financing available to new ventures
which are more appropriate than the
public securities markets? (2) Does in-
formation provided to the public of new
ventures reflect economic reality and 1s
it in a format which can be easily un-
derstood? and (3) Are public markets
for new issues subject to methods and
patterns of distribution and aftermarket
trading which artificially cause such is-
sues to become “‘hot’’?

The second phase of the hearings
began in September and focused on dis-
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tnibution and aftermarket trading. Case
studies were selected from among the
64 companies previously identified n
the hearings which had first-time public
offerings during the hot Issues market
of 1968-69.

On July 26, 1972, following the first
phase of the hearings, the Commission
released for public comment proposals
for initial steps to curtail hot issues, to
provide more meamngful disclosure re-
lating to new issues, and to integrate
further the disclosure provisions of the
securities iaws.10 The Commission also
requested that the National Association
of Securities Dealers and the stock ex-
changes take steps to help alleviate the
problems of hot 1ssues markets.

Actions taken or proposed by the
Commission included:

1. The Commission stressed the need
for underwriters to diligently investigate
the disclosure in a registration state-
ment, particularly where the offering in-
volves a high rnisk venture. The Commis-
ston again suggested that the NASD
formulate standards for ‘“‘due diligence"
investigations, requested the NASD to
establish guidelines specifying what con-
stitutes a bona fide public offering, re-
sulting in an adequate ‘‘float” in the
hands of public investors, and re-
quested the NASD and national stock
exchanges to consider the development
of suitability standards for hot issue
markets.

2. To provide public investors with
meaningful information  approaching
that received by professional investors,
the Commission proposed changes in
some registration and reporting forms.
These would require improved disclo-
sure of competitive conditions in the n-
dustry and the issuer's position. For the
first time, descriptions of corporate
plans and budgets and market penetra-
tion studies would be included. A com-
pany filing a first registration statement
which has not conducted bona fide op-
erations for at least three years would
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be required to describe its plan of oper-
ations for the ensuring months, if avail-
able. The description would include
such matters as a budget of anticipated
cash resources and expenditures. Com-
panies which have entered or intend to
enter a new line of business, or have
introduced or intend to introduce a new
product, involving expenditure of a ma-
tenal amount of resources, would have
to disciose the results of any market
studies and the status of product devel-
opment in a registration statement or
periodic report.

3. To make prospectuses more reada-
bie, the Commuission revised ruies and
registration guides and proposed further
revision of the guides.

Restricted Securities: Rule 144

In January, 1972, the Commission
adopted Rule 144 under the Securities
Act dealing with the resale of ‘re-
stricted’’ securities and sales by control-
ling persons, together with related rule
and form changes. This represents the
culmination of several years of work by
the Commussion and its staff, arising
out of recommendations of the Commis-
sion’s Disclosure Policy Study.ll They
are designed to provide full disclosure
regarding securities sold in trading
transactions, and to create greater cer-
tainty in the application of registration
provisions by replacing subjective stand-
ards with more objective ones.

Rule 144 provides that any affiliate
(i.e., control person) or other person
who sells restricted secunties for his
own account, or any other person who
sells either restricted or other securities
for the account of an affilate of the is-
suer, shall be deemed not to be en-
gaged in a ‘“distribution’” of the securi-
ties and therefore not to be an
“‘underwriter” of the securities If all the
terms and conditions of the rule are
met. The term ‘‘restricted securities” is
defined to mean securities acquired
from their 1ssuer or from an affiliate of
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the issuer in a transaction or chain of
transactions not involving any pubhc of-
fering.

Before Rule 144 may be utilized,
there must be available public informa-
tion on the issuer. This condition i1s met
if the i1ssuer is subject to the reporting
requirements of the Securities Exchange
Act and is current in its reporting. If
the issuer 1s not subject to the report-
ing requirements, there must be pub-
hcly available specified information on
the issuer.

If the securities sold are restricted
securities, Rule 144 requires that they
must have been beneficially owned and
paid for by the seller for a period of at
least two years. The amount of securi-
ties which may be sold during any 6-
month period may not exceed the lesser
of one percent of the class outstanding,
or the average weekly volume of trading
on all exchanges for a 4-week period, If
the secunties are traded on an ex-
change, In sales by affiliates, the
amount is computed by aggregating all
restricted and other secunities soid. For
sales by other persons, the amount is
based only on restricted securities sold.
In certain situations, sales must be ag-
gregated with those made by other per-
sons.

The securities must be sold in “bro-
kers’ transactions’” within the meaning
of the Securnties Act. There can be no
solicitation of buy orders either by the
broker or the seller, and the broker can
receive only the usual and customery
commission.

Except for transactions during any 6-
month period not exceeding 500 shares
or $10,000, a notice of a proposed sale
under the rule must be sent to the
Commission concurrently with the sale.

In the adoption of Rule 144, the
Commission also adopted other rule and
form changes.12 One, new Rule 237, ex-
empts from registration outstanding se-
curities held by persons other than the
issuer, control persons or brokers or
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dealers, if certain conditions are met.
The rule is designed to permit sales in
small amounts by non-controling per-
sons owning securities of issuers which
do not satisfy the conditions of Rule
144.

The Commission also issued a re-
lease stating its opinion that the anti-
fraud provisions of the securities acts
are violated when an issuer, a control
person, or any other person, Iin connec-
tion with a private placement of securn-
ties, fails to inform the purchaser fully
as to the circumstances under which he
is required to take and hold the securi-
ties and the limitations upon their re-
sale.

In September, 1972, the Commussion
released Iinterpretations of Rule 144 by
its Division of Corporation Finance.l3
The interpretations, in question and an-
swer form, were intended to clanfy as-
pects of the rule. At the same time, the
Commission amended the rule to re-
quire that the notice of proposed sale
must also be filed with the principal se-
curities exchange on which the secun-
ties are listed.14

Rule 145

The Commission’s Disclosure Policy
Study in 1969 15 recommended recision
of Rule 133 under the Securities Act,
which then exempted from registration
securities 1ssued in certain types of
business combinations under a ‘“no-
sale”’ theory, and adoption of a special
form for registration of secunties issued
in such transactions. In 1969, the Com-
mission published a proposal to imple-
ment these recommendations,¢ but it
subsequently deferred action pending
final action on Rule 144.

In May, 1972, the Commission pub-
lished for comment proposed Rule 145
and related proposals,17 and in early
October, 1972, 1t adopted the proposals
in modified form.1® Rule 145 provides
that the submission to a vote of stock-
holders of a proposal for certain merg-
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ers, consolidations, reclassifications of
securities or transfers of assets is
deemed to involve an ‘“‘offer’’ or ‘‘sale”
of the securities to be issued in the
transaction. The effect of the rule is to
require registration of such securities
unless an exemption is available. Rule
133, being inconsistent with Rule 145,
was rescinded.

In order to facilitate the registration
of securities i1ssued in transactions of
the kind referred to in Rule 145, the
Commission revised Form S-14. This
form permits the prospectus to be in
the format of a proxy or information
statement.

Proxy Revisions

In December, 1971, the Commission
invited public comments on proposed
amendments to Rules 14a-5 and 14a-8
of its proxy rules, relating to proposals
of security holders for inclusion in an
issuer’'s proxy material.19 These amend-
ments were adopted 1n modified form in
September, 1972.20 The provisions of
Rule 14a-8 relating to the grounds on
which management may omit share-
holder proposals were amended to sub-
stitute objective standards (to the ex-
tent feasible) for previously subjective
elements. Other changes include an in-
crease from 100 to 200 words in the
maximum length of a securnity holder's
statement 1n support of a proposal.

in related action, the Commission
amended its rule on availability of mate-
rials for public inspection and copying
to extend to materials filed relating to
the proposed omission of a security
holder’'s proposal from proxy material
and any written staff comments.21

Registration Statements

The Commission published two re-
leases in fiscal year 1972 on procedures
used by the Division of Corporation Fi-
nance in processing registration state-
ments under the Securities Act. One
release,?2 noting the increase in work-
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load and need to curtail time in regis-
tration, cailed attention to procedures
—some old and some new—for review
of registration statements: those which
are so poorly prepared or present such
serious problems that the use of further
staff time cannot be justified are de-
ferred until the 1ssuer takes appropriate
corrective action; ‘“Cursory review'’ or a
somewhat more detailed ‘“‘summary re-
view"' is afforded filings (usually repeat
fillngs) which do not present unusual
disclosure problems and for which few,
if any, comments are necessary; and
‘“‘customary review’’ is given those regis-
tration statements deemed to warrant a
complete accounting, financial and legal
review.

The other release 23 stated that the
Division would ordinanly defer process-
ing registration statements filed by is-
suers who are delinquent in their pe-
riodic reporting. It pointed out that
failure to observe reporting require-
ments is a serious obstacle to the main-
tenance of fair and informed trading
markets, precludes the use of certain
registration forms, and deprives the
staff of information necessary for review
of registration statements.

Disclosure by Defense Contractors

In June, 1972, the Commission is-
sued a notice to registrants engaged in
defense and other long-term contracts
regarding the need for prompt and ac-
curate disclosure of material
information.24¢ The Commission noted
that because of complexities and uncer-
tainties inherent in such contracts,
costs to be incurred and ultimate profit
are often difficult to estimate. It
stressed that registrants nonetheless
have an obligation to make every effort
to assure that progress on contracts—
such as earnings, losses, anticipated
losses or material cost overruns—is
properly reflected in disclosure docu-
ments. The Commission’s notice was is-
sued following release of a staff report
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on disclosure practices of defense con-
tractors, including case studies of dis-
closure problems.

The staff report concluded that the
Commission’'s present rules and disclo-
sure forms were generally adequate but
that disclosure by some defense con-
tractors could be improved. It noted
that differences sometimes appear be-
tween disclosures n the annual report
filed with the Commission and the an-
nual report to stockholders, which re-
ceives wider dissemination. The Com-
mission urged issuers to make every
effort to assure that disclosures in an-
nual reports are as complete and accu-
rate as those in filings with the Com-
mission.

Broker-Dealer Securities

Until recently, the great majority of
registered broker-dealers were privately
financed. During the fiscal year, how-
ever, some broker-dealers filed registra-
tion statements to offer equity secun-
ties to the investing public. Among
these registrants were several of the
largest firms in the securities industry.

In view of the Commission’s limited
experience with publicly-held broker-
dealers, it determined not to propose a
special registration form or disclosure
guidelines. However, to minimize delays
in the review of broker-dealer registra-
tion statements, it published comments
and suggestions by its staff to assist
those concerned with the preparation of
such statements.25

Form S-16

As noted in last year's annual
report,26 the Commussion in December,
1970, adopted Form S-16, a new short
form for the registration of securities
under the Secunties Act. The form is
available only to issuers which have an
established record of earnings and con-
tinuity of management, and file reports
under the Securities Exchange Act. The
Form S-16 prospectus consists largely
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of the latest annual report and other re-
ports and proxy or information state-
ment filed by the issuer, which are in-
corporated by reference. At the time it
adopted the form, the Commussion
noted that this was in the nature of an
experiment and subject to revision.

In June, 1972, amendments to Form
S—16 were adopted.?? Their primary pur-
pose was to increase the types of trans-
actions for which the form may be
used. Before the amendments, the form
could be used only for sales of out-
standing securities ‘‘in the regular way’’
on a national securities exchange, and
for certain other transactions involving
convertible securities and warrants. The
amendments provide that the form may
also be utilized for sales of listed secu-
rities in the ‘‘third market” or otherwise
and for sales of secunities quoted on
NASDAQ.

Regulation B

In February, 1972, the Commission
published for public comment proposed
amendments to Regulation B under the
Securities Act, which exempts from reg-
istration certain offerings of fractional
undivided interests in ol and gas
nghts.28 The proposed revisions were
adopted 1n October, 1972.2% This was
the first significant change in Regulation
B since 1937.

The general structure of the Regula-
tion was retained. The changes include
an increase from $100,000 to $250,000
in the maximum amount of the offering,
and new provisions designed to give
prospective purchasers a better opportu-
nity to consider the merits of the offer-
ing before a purchase and to curb
abuses in the use of sales literature.

INVESTMENT COMPANIES
Proposed Oil and Gas Investment
Act

In June, 1972, the Cornmission sub-
mitted to Congress legislation to provide
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increased protection for investors in oil
and gas drilling funds and programs.
The House-Senate Conference Commit-
tee on the Investment Company Amend-
ments Act of 1970,3? in deleting a pro-
vision which would have subjected
certain oil and gas funds to the regula-
tory pattern of the Investment Company
Act, acted with the understanding that
representatives of the oil and gas indus-
try would cooperate with the Commis-
sion “in working out a reasonable regu-
latory statute consistent with the need
for protection of investors n this
area.'’ 31

The proposed bill was prepared in co-
operation with the Oil Investment Insti-
tute, a trade association of oil program
sponsors and managers, and, while pat-
terned after the Investment Company
Act, is tailored to the specific practices,
problems and operating methods of the
oil and gas industry.

The legislation is intended to deal
only with oil programs which provide
flow-through tax treatment to their
investors and sell their securities to the
public. 1t does not cover conventional
oil companies or financing arrange-
ments used by many small independent
oil operators.

Oil programs are generally unincor-
porated associations which are primanly
engaged in the business of holding or
investing in oil or gas interests and of
exploring, driling or producing oil or
gas. The structure of the programs is
generally characterized by externalized
management with beneficial ownership
separated from control. As a result,
management of oil programs may In-
volve self-dealing and other transactions
and practices which may be unfair to
investors.

The draft bill would provide investor
protection by requiring registration of
oil programs and subjecting them to
comprehensive regulation. It would pro-
vide controis designed to prevent con-
flicts of interest and unfair transactions
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between oil programs and their man-
agers, and to insure financial respon-
sibility of program managers; prohibit
changes in fundamental policies of
an oll program without approval of the
participants; and require that a person
acting as program manager do so under
a written contract which contains cer-
tain provisions. Some provisions of the
proposed statute would be administered
primarily by the National Association of
Securittes Dealers with Commussion ov-
ersight, These relate to sales charges,
sales literature, suitability of an invest-
ment and a classification system for the
various forms of management compen-
sation.

Sale of Investment Adviser

During the year, the Commission also
proposed legislation 32 to modify those
sections of the Investment Company Act
that were affected by the decision of
the Court of Appeals for the Second Cir-
cuit in Rosenfeld v, Black.33 [n that
case, the court held that the general
principle in equity that a fiduciary can-
not sell his office for personal gain is
impliedly incorporated into Section
15(a) of the Act requiring shareholder
approval of any new investment advi-
sory contract, Consequently, a retiring
investment adviser of an investment
company violates the Act by receiving
compensation which reflects either (1) a
payment contingent upon the use of in-
fluence to secure approval of a new ad-
viser or (2) an assurance of profits for
the successor adviser under a new advi-
sory contract and renewals.

In submitting the proposed Ilegisla-
tion, the Commission expressed its view
that the principles of equity were appro-
priately applied to the facts of the case,
which involved an outright sale by an
investment adviser of its advisory con-
tract with a registered investment com-
pany. While the Rosenfeld case did not
involve the sale of an outgoing invest-
ment adwviser’s assets, the sweep of the
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Court’s language nevertheless cast
doubt on whether an investment adviser
could profit when it sold its business in
that manner.

In its statement accompanying the
legislation, the Commission suggested
that 1t would be in the public interest to
remove the uncertainty in the mutual
fund industry generated by the Rosen-
feld decision., Thus, the proposed
amendments are intended to permit an
investment adviser, or an affiliated per-
son of an adviser, to obtain a profit n
connection with a transaction which re-
sults in an assignment of the advisory
contract if certain conditions are met.
These conditions are designed to pre-
vent a retiring investment adviser or an
affiliate, in connection with the saie of
the adviser’'s business, from receiving
any payment or other benefit which In-
cludes any amount reflecting assurance
of continuation of the investment advi-
sory contract.

Variable Life Insurance

In the past year, the American Life
Convention and the Life Insurance Asso-
ciation of America filed a petition pro-
posing adoption or amendment by the
Commission of various rules so as to
exempt certain variable life insurance
contracts and the issuers of such con-
tracts from the Federal securities laws.

Vanable life insurance refers to insur-
ance contracts in which the death bene-
fit, cash surrender value and other
benefits vary to reflect the investment
experience of a Ife insurance compa-
ny’s separate account which invests pri-
marily in equity securities. According to
the petition, neither the Commission
nor the courts had determined the ap-
plicability of the securities laws to con-
tracts of that nature. As a resuit, the
petition claimed, hfe insurance compa-
nies had been reluctant to develop and
introduce variable life insurance. The
proposed rules would exempt from the
securities laws variable life insurance

17

contracts possessing specified charac-
teristics which the petitton contended
were designed to assure that the basic
function of the contracts I1s to provide
protection against death.

On February 15, 1972, the Commis-
sion ordered a rulemaking proceeding.34
It invited interested persons to submit
their views in writing and to appear per-
sonally in a public hearing on the pro-
posed rules. Hearings began in April
and concluded on June 7, 1972.

ENFORCEMENT MATTERS

Penn Central Investigation

In August, 1972, the Commission
transmitted the staff report on the *Fi-
nancial Collapse of the Penn Central
Company” to the Chairman of the Spe-
cial Subcommittee on Investigations of
the House Committee on Interstate and
Foreign Commerce.35 The report con-
tained the principal findings based on a
two-year investigation-——one of the larg-
est ever undertaken—into the relation-
ship between the Federal securities laws
and the collapse of the Penn Central
Company, which was the largest trans-
portation company in the world and one
of the largest companies in the United
States. Because a principal question
was whether adequate and accurate dis-
closure of the company’s condition had
been made, an examination into the op-
erations, accounting and finances of the
company was necessary. This required
the review of hundreds of thousands of
pages of documents. Nearly 200 wit-
nesses were called to testify and ap-
proximately 25,000 pages of testimony
were taken, In the course of the investi-
gation, the roles of approximately 150
financial institubions were reviewed.

The staff report is arranged in four
parts. Part | involves the company's
possible failure to disclose adverse in-
formation to the investing public. Part 1l
relates to possible trading on nonpublic
information by individuals and institu-
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tions. Part Il describes the role of Penn
Central’s commercial paper dealer and a
commercial paper rating service. Part IV
involves an examination of a private in-
vestment club in which several Penn
Central financial officers were members
and which raised issues of possible mis-
use of position by these officers.

Following submission of the report,
Subcommittee Chairman Harley O. Stag-
gers was quoted in the Congressional
Record at stating:

“l believe one of the immediate
lessons taught by the collapse of
the Penn Central is that we cannot
continue to have one standard of
regulation over the securities of
rail and motor carriers, and a dif-
ferent standard over the securities
of all businesses in America. This
has been the result of exceptions
which were written into the secun-
ties laws many years ago by which
the ICC, and not the SEC, regu-
lates the issuance of securities by
rail and motor carriers. | have in-
troduced H.R. 12128 to ehminate
the distinction and to insure that
minimum standards of responsibil-
ity are clearly imposed for the pro-
tection of the investing public. |
think the need for other legisiative
measures may become apparent
once this report has been fully
evaluated. | commend the SEC for
the job they have done on this re-
port. It is going to be a valuable
reference for the public and for the
Congress. The Penn Central disas-
ter should not have taken place.
We must do everything we can to
make sure it does not happen
agamn."”

Pyramid Sales Plans

For some time, the Commission has
been concerned with the spread of pyra-
mid sales schemes in the United States.
Recently, it was estimated that 150
such schemes were being operated in
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the various states and that the public
has invested more than $300 million in
them.

In conjunction with the Special As-
sistant to the President for Consumer
Affairs, the Commission in November,
1971, published a release 36 cautioning
persons offering muiti-level distributor-
ships and other business opportunities
through pyramid sales plans that they
may be violating the Federal securities
laws. Generally, these plans contemplate
specified investments in return for the
right to recruit and manage other ‘‘dis-
tributors’ or “‘salesmen.”

The release stated that the operation
of these plans often involves the offer-
ing of an “investment contract’ or a
“participation in a profit sharing agree-
ment,” which are securities as defined
in the Securities Act. In such cases, the
security—the agreement between the
offering company and the investor—
must be registered with the Commission
uniless an exemption is avallabie. In the
absence of registration or an exemption,
sales of these securities violate the Se-
curittes Act. Moreover, a person who
participates in the distribution of such
securities may be a ‘“broker”’ as defined
in the Securities Exchange Act and, ab-
sent an exemption, must register under
that Act.

The Commission stated that pyramid
sales promotions may be inherently
fraudulent. Emphasis is often placed on
the allegedly unlimited potential to
make money by recruiting others. How-
ever, the finite number of potential par-
ticipants in any geographic area limits
the ability of those induced to partici-
pate at later stages to recruit others
and thus realize a return on their in-
vestment. Failure to disclose these fac-
tors to prospective investors in a mean-
ingful way would be fraudulent.

The Commission acted to obtain in-
junctive and other relief against Gienn
Turner—the largest promoter of pyra-
mid plans—and some of his enter-
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prises, beginning in May, 1972, when it
filed @ complaint in the United States
Distnict Court for the District of Oregon.
On August 30, 1972, the court prelimi-
nanly enjoined Glenn W. Turner Enter-
prises, Inc., and its subsidiary Dare To
Be Great, Inc. from offering and selling
interests or participations in the pyra-
mid promotion of Dare To Be Great, in
violation of the registration require-
ments of the Securities Act or otherwise
in violation of the securities laws.37 The
complaint alleged that members of the
public had been induced to invest in a
common enterprise in which each inves-
tor would share in the profits derived
from the success of the defendants in
inducing other persons, who had been
introduced by the investor, to partici-
pate in the scheme. The district court
agreed with the Commission that this
involved the offer and sale of securities.
The court declined, however, to appoint
a temporary receiver or to order an ac-
counting, as requested by the Commis-
sion, although it expressly authorized an
application for further preliminary rehef
should events prove that to be neces-
sary.

The defendants have appealed the
district court’'s decision.38 That court
and the court of appeals denied a stay
pending appeal.

On September 13, 1972, the Commis-
sion filed a complaint in the United
States District Court for the Middle Dis-
trict of Georgia seeking to enjoin Koscot
Interplanetary, Inc., its parent corpora-
tion Glenn W. Turner Enterprises, Inc.,
and five individual defendants, including
Turner (the founder of both companies),
from further violations of the registra-
tion and antifraud provisions in connec-
tion with the offer and sale of interests
in the pyramid promotion of Koscot.39
In addition to injunctive relief, the Com-
mission requested the court to appoint
a temporary receiver for the corporate
defendants and to compel an account-
ing of the proceeds of sales by them.
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Because of the pervasive nature of
the pyramid plans and doubts raised by
the structure of certain of the plans as
to whether a secunty is involved, Chair-
man Casey, in September, 1972, sent a
letter to the Commission’s Congres-
sional oversight committees to ask their
assistance n obtaining legislation to
protect investors in pyramid plans. He
urged that at a minimum the securities
laws be amended to further clarfy the
fact that an investment in a pyramid
promotion 1s a secunity, suggesting that
what appears to be needed in this area,
however, is a blend of disclosure and
regulation—disclosure alone may not be
enough.

COMMISSION REORGANIZATION

In August, 1972, a major reorganiza-
tion of the Commission's structure was
completed, resuiting in five operating di-
visions instead of three. The Division of
Trading and Markets was divided into a
Division of Enforcement with responsi-
bility for all investigative and enforce-
ment activities, and a Division of Mar-
ket Regulation to regulate securities
markets and broker-dealers, with partic-
ular emphasis on the structure and
efficiency of the markets and the finan-
cial responsibility and professional serv-
ice of the broker-dealer community. A
new Division of Investment Company
Regulation was spun off from the Diwi-
sion of Corporate Reguiation, which re-
tained responsibility for public-utility
holding company and bankruptcy and
reorganization matters. The new Divi-
sion, which will also regulate investment
advisers, was assigned the task of con-
centrating on problems concerning the
economics, distribution methods and
services of investment companies. In-
vestment company disclosure activity
was transferred to the Dwision of Cor-
poration Finance, which now has re-
sponsibility for all disclosure matters.

The Commission took this action in
the belief that the new functional struc-
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ture will provide a sharper focus on its
prionty tasks, more effective use of
available resources, and the develop-
ment, through closer supervision and
broader avenues of advancement, of
effective leadership capabilities for the
future.

This separation of disclosure and en-
forcement activities from the three regu-
latory divisions should encourage posi-
tive, forward-looking supervision and
planning in areas of regulatory concern
and a co-ordinated and experienced di-
rection of all enforcement and division
activities.
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PART 2

THE DISCLOSURE SYSTEM

A basic purpose of the Federal secun-
ties laws I1s to provide disclosure of ma-
tenial financial and other information on
companies seeking to raise capital
through the public offering of their se-
curities, as well as companies whose se-
curities are already publicly held. This
aims at enabling investors to evaluate
the securities of these companies on an
informed and realistic basis.

The Securities Act of 1933 generally
requires that before securities may be
offered to the public a regstration
statement must be filed with the Com-
mission disclosing prescribed categories
of information. Before the sale of secu-
rities can begin, the registration state-
ment must become ‘‘effective.”’ In the

sales, investors must be furnished a
prospectus containing the most signifi-
cant information n the registration
statement

The Secunities Exchange Act of 1934
deals in large part with secunties al-
ready outstanding and requires the reg-
istration of securities listed on a na-
tional securities exchange, as well as
over-the-counter securities 1n  which
there i1s a substantial public interest Is-
suers of registered securities must file
annual and other periodic reports de-
signed to provide a public file of current
material information. The Exchange Act
also requires disclosure of matenal in-
formation to holders of registered secu-
rities in solicitations of proxies for the
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election of directors or approval of cor-
porate action at a stockholders’ meet-
ing, or in attempts to acquire control of
a company through a tender offer or
other planned stock acquisition. It pro-
vides that insiders of companies whose
equity securities are registered must re-
port their holdings and transactions in
all equity secunities of their companies.

PUBLIC OFFERING: THE 1933
SECURITIES ACT

The basic concept underlying the Se-
curities Act’s registration requirements
1s full disclosure. The Commission has
no authority to pass on the mernts of
the securities to be offered or on the
fairness of the terms of distribution. If
adequate and accurate disclosure s
made, it cannot deny registration. The
Act makes 1t unlawful to represent to
investors that the Commission has ap-
proved or otherwise passed on the mer-
its of registered securities.

Information Provided

While the Securities Act specifies the
information to be included in registra-
tion statements, the Commission has
the authonty to prescribe appropriate
forms and to vary the particular items
of information required to be disclosed.
To facilitate the registration of securi-
ties by different types of issuers, the
Commussion has adopted special regis-
tration forms which vary in their disclo-
sure requirements so as to provide
maximum disclosure of the essential
facts pertinent in a given type of offer-
ing while at the same time minimizing
the burden and expense of comphance
with the law. In recent years, 1t has
adopted certain short forms, notably
Forms S-7 and S-16, which do not re-
quire disclosure of matters covered in
reports and proxy matenal filed or dis-
tributed under provisions of the Securi-
ties Exchange Act
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Reviewing Process

Registration statements filed with the
Commission are examined by its Divi-
sion of Corporation Finance for com-
phance with the standards of adequate
and accurate discliosure. The various
review procedures employed by the
Dwision are summarized in Part 1 of
the report While most deficiencies are
corrected through an informal letter of
comment procedure, where the Commis-
sion finds that material representations
In a registration statement are mislead-
ing, inaccurate, or incomplete, 1t may,
after notice and opportunity for hearing,
issue a ‘‘stop-order’ suspending the
effectiveness of the statement.

New Registration Guides

To advise 1ssuers of the policies gen-
erally followed by its staff in the review
of registration statements and other
documents, the Commission from time
to time authorizes the publication of
guides describing the type of informa-
tion which may or should be included,
and the method of its presentation.

During the past fiscal year, several
new guides were published. One covers
so-called nsurance premium funding
programs.! These invclve the offering of
securities, usually mutual fund shares,
and the use of such shares as collateral
for a loan, the proceeds of which are
used to pay the premium on a life In-
surance pohlicy which 1s sold to the cus-
tomer at or about the same time. The
Commission has taken the position that
such a program involves an investment
contract which 1s a secunty under the
Securities Act. The guide sets forth the
staff’s position with respect to disclo-
sure, among other things, of risks asso-
ciated with a decline in vaiue of the
fund shares which would require the
investor to furnish additional collateral,
and the nature of tabular illustrations of
program results which may be used.

In an effort to make prospectuses
more readable and understandable, the
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Commission authonzed publication of
an amended guide on pictonial or
graphic representations in prospectuses.2
it provides that photographs of mem-
bers of the management, principal
properties or important products are
permissible, provided they do not give
a musleading impression. The existing
policy that artists’ or architects’ con-
ceptions may not be used was not
changed.

The Commission also published
guidelines for use in the preparation of
Securities Act registration statements by
investment companies 3 and a proposed
guideline on disclosure regarding an
investment company's investment ad-
viser.4 In addition, as discussed In
Part 1, it published suggestions for dis-
closure in registration statements of
broker-deaters proposing to sell therr
shares to the public.

Printing expenses represent one of
the major costs associated with a public
offering of securities. The Commission
indicated 1ts rules do not require pro-
spectuses to be printed and that less
expensive means of reproduction may
be used.5

Environment and Civil Rights

In a release 1ssued in July 1971, the
Commission called attention to the dis-
closure requirements n its forms and
rules under the Securities Act and the
Securities Exchange Act on legal pro-
ceedings and description of business in-
volving the environment and cwvil
rights.6 Compliance with statutory envi-
ronmental requirements such as anti-
pollution laws may require significant
capital outlays, materially effect the
earning power of the business, or cause
material changes in present or future
business. The Commission said require-
ments on legal proceedings call for dis-
closure of matenal litigation under envi-
ronmental laws. The release also
stressed the need for disclosure of ma-
terial proceedings under civil nghts leg-
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islation which could, for example, result
in cancellation of a government con-
tract

The Commuission, in a related an-
nouncement in February 1972, said it
was considering amendments to some
registration and report forms.?” These
would require, as a part of the descrip-
tion of an issuer’s business, appropriate
disclosure of matenal effects which
complhiance with environmental laws and
regulations could have on capital ex-
penditures, earnings and competitive
position of the i1ssuer and i1ts subsidiar-
ies. Information would ailso be required
on pending governmental, private legal,
or administrative enforcement proceed-
ings under environmental laws or regu-
lations, and any such proceedings con-
templated by governmental authonties.

The Natural Resources Defense
Council, inc. and the Project on Corpo-
rate Responsibility had previously re-
quested the Commission to adopt
certain changes in 1ts reporting, regis-
tration and proxy forms to encom-
pass disclosures concerning environ-
mental and civil nights matters. After
the July 1971 release was issued, the
Commussion advised the petitioners that
it would deny the request at that time
to study the disclosures brought by the
general guidelines. The Commission
subsequently proposed to amend certain
forms to provide more specifically for
environmental disclosures.

The petitioners subsequently filed a
petition with the United States Court of
Appeals for the District of Columbia
Circuit 8 seeking review of what they al-
leged to be the Commussion’s ‘‘order”
denying their request. The Commission
moved to dismiss the petition, asserting
that it had neither entered any “order’”
nor taken any action directly reviewable
by the court of appeals under the judi-
cial review provisions of the Securities
Act or the Securities Exchange Act. In
June 1972, the court of appeals re-
ferred the Commission’s motion to the
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panel of the court assigned to hear the
case on the merits of the petition.

Time for Registration

The Commission's staff tries to com-
plete examination of registration state-
ments as quickly as possible. The Secu-
rnities 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).
Most registration statements require
one or more amendments and do not
become effective until some ttme after
the original 20-day penod. The period
between filing and effective date is In-
tended to give investors opportunity to
become familiar with the proposed of-
fering through the dissemination of the
preliminary form of prospectus. The
Commission can accelerate the effective
date to shorten the 20-day waiting pe-
riod—taking into account, among other
things, the adequacy of the information
on the issuer already available to the
public and the ease with which facts
about the offering can be understood.

Durning the 1972 fiscal year a record
3,716 registration statements became
effective. Of these, 231 were amend-
ments filed by investment companies
pursuant to Section 24(e) of the Invest-
ment Company Act of 1940, which pro-
vides for the registration of additional
secunties through amendment to an
effective registration statement rather
than the filing of a new registration
statement. For the remaining 3,485
statements, the median number of cal-
endar days between the date of the
original filing and the effective date was
56, only shightly more than was needed
to process a far smaller number of
statements 1n the prior year.

Organizational Changes

To improve the review of registration
statements involving specialized and
complex disclosure problems, the Divi-
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sion of Corporation Finance made orga-
nization and personnel changes.

0Oil and Gas

In April 1971, the Division assigned
to 1ts Oil and Gas Section processing re-
sponsibility for all oil and gas dniling
program filings as well as filings on
Form S-10 covering fractional undivided
interests in ol and gas rights. This as-
signment was the first attempt by the
Division to concentrate all filings of one
industry type in one processing unit.
The result has been an improved han-
dhng of the registrations and more uni-
form and complete disciosure. Filed dur-
ing the fiscal year were 106 registration
statements for o1l and gas drilling
programs, totaling $940 million, and
eight statements covering fractional un-
divided interests n oil and gas rights,
aggregating $9 8 muilion.

Tax Shelters

In February 1972, a branch of the Di-
vision was designated to process all reg-
istration statements covering tax shelter
programs other than ol and gas and
real estate investment trusts. These pro-
grams include real estate syndications,
cattle feeding, cattle breeding, and cit-
rus and pistachio groves and other
agri-businesses. During the balance of
the fiscal year, 55 tax shelter registra-
tion statements were filed, including 10
for cattle offerings. As of the end of the
fiscal year, 50 tax shelter filings, aggre-
gating about $470 mullion, were pend-
ing.

Disclosure generally emphasized in
tax shelter filings involving a partner-
ship covers fees and payments by the
partnership to the general partner and
his affiliates, conflicts of interest, the
record of the general partner, and delin-
eation of investment objectives.

In real estate syndications, the trend
seems to be strongly in the direction of
“blind pool’’—i.e., programs which do
not as yet have any specific properties
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or contracts to acquire specific proper-
ties. For such programs, the Division
has insisted on an undertaking in the
registration statement to file a post-
effective amendment and send a report
to security holders disclosing informa-
tion on any material acquisition of prop-

erty.

Condominiums

Since May 1972, registration state-
ments for offerings of condominium
securities have also been directed to a
separate branch within the Division. In
fiscal year 1972, a total of 15 registra-
tion statements were filed for offerings
of condominiums with rental arrange-
ments, aggregating approximately $134
million.9

Personnel Changes

During the past fiscal year, the Divi-
sion created and staffed new positions
of Chief Financial Analyst and Tax
Counsel.

The position of Chief Financial Ana-
lyst was created principally to improve
anticipation of new developments in
financing, provide the Commission with
the viewpoint of the investment analyst
on disclosure requirements, and im-
prove communications with the profes-
sional investment community. The new
Chief Financial Analyst 1s working ac-
tively with the accountants on the staff
in their efforts to develop consistent
and meaningful financial reporting, as
well as with staff attorneys and analysts
concerned with providing disclosure that
refiects economic reality.

The position of Tax Counsel 1s n-
tended to strengthen the Division's ca-
pacity to determine the accuracy and
adequacy of tax disclosures, particularly
those relating to tax shelter programs,
mergers and acquisitions, and the regis-
tration of securities for employee stock
option, stock purchase, savings or simi-
lar plans.

SMALL ISSUE EXEMPTION

The Commission 1s authorized under
Section 3(b) of the Secunties Act to ex-
empt securities from registration if it
finds that registration for these secun-
ties 1s not necessary to the pubhc inter-
est because of the small offering
amount or hmited character of the pub-
lic offering. The law imposes a maxi-
mum hmitation of $500,000 upon the
size of the issues which may be ex-
empted by the Commission.

The Commission has adopted the fol-
lowing exemptive rules and regulations

Regulation A: General exemption for
U S. and Canadian 1s-
sues up to $500,000.

Regulation B Exemption for frac-
tional undivided In-
terests in o1l or gas
rights up to $100,000.

Regulation F: Exemption for assess-
ments on assessable
stock and for assess-
able stock offered or
sold to realize the
amount of assessment
up to $300,000

Rules 234— - Exemptions of first

236 lien notes, securities
of cooperative hous-
ing corporations, and
shares offered 1n con-
nection with certain
transactions.

Under Section 3(c) of the Securities
Act, the Commission s authorized to
adopt rules and regulations exempting
securities issued by a small business in-
vestment company under the Smali
Business Investment Act. The Commus-
sion has adopted Regulation E, which
condrtionally exempts such securities is-
sued by companies registered under the
Investment Company Act of 1940 up to
a maximum offering price of $500,000.
The regulation 1s substantially similar to
Regulation A, described below.
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Regulation A

Regulation A permits a company to
obtain needed capital not In excess of
$500,000 (including underwriting com-
missions) in any one year from a public
offering of its securities without regis-
tration, provided specified conditions
are met. Among other things, a notifica-
tion and offering circular supplying
basic information about the company
and the securities offered must be filed
with the Commussion and the offering
circular must be used in the offering
During the fiscal year, the Commission
amended Regulation A so as to permit
selling shareholders not in a control re-
lationship with the issuer to offer in the
aggregate up to $300,000 of securities
which would not be included in comput-
ing the issuer's $500,000 ceiling.10

During the 1972 fiscal year, 1,087
notifications were filed under Regulation
A, covering proposed offerings of $404
mithon, compared with 836 notifications
covering proposed offerings of $254 mil-
lion 1n the prior year. A total of 1,171
reports of sales were filed reporting ag-
gregate sales of $107 mullion. Such re-
ports must be filed every six months
while an offering is in progress and
upon its termination. Sales reported
dunng 1971 had totaled $63 million
Various features of Regulation A offer-
ings over the past three years are pre-
sented in the statistical section of the
report.

In fiscal 1972 the Commission tem-
porarily suspended 26 exemptions
where it had reason to believe there
had been noncompliance with the cond:-
tions of the regulation or with disclo-
sure standards, or where the exemption
was not available for the securities
Added to 13 cases pending at the be-
ginning of the fiscal year, this resulted
in a total of 39 cases for disposition. Of
these, the temporary suspension order
became permanent in 20 cases: in 15
by lapse of time, in one case after hear-
ings, and in four by acceptance of an
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offer of settlement. Nineteen cases were
pending at the end of the fiscal year.

Regulation B

During the 1972 fiscal year, 1,124 of-
fering sheets and 1,359 amendments
were filed under Regulation B and ex-
amined by the Oil and Gas Section of
the Division of Corporation Finance, The
number of filings reflects continuation
of an upward trend that began in 1965.

A total of 17,998 saies reports were
filed during the year, reporting aggre-
gate sales of $21 million. Sales re-
ported during the preceding year had
totaled $16 million.

Revisions of Regulation B which were
proposed during the year are discussed
in Part 1.

Regulation E

Two notifications by small business
investment companies were filed under
Regulation E during the 1972 fiscal year
for offerings totaling $860,000. These
were the first Regulation E filings since
fiscal year 1969.

Exempt Offerings Under Regula-
tion F

During the 1972 fiscal year, 17 notifi-
cations were filed under Regulation F,
covering assessments of stock of
$398,025, compared with 19 notifica-
tions covering assessments of $407,719
in 1971.

CONTINUING DISCLOSURE:
THE 1934 SECURITIES
EXCHANGE ACT

The Securities Exchange Act of 1934
contains significant disclosure provi-
sions designed to provide a fund of cur-
rent material information on companies
in whose securities there is a substan-
tial public interest. The Act also seeks
to assure that security holders who are
solicited to exercise their voting rights,
or to sell their securities in response to
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a tender offer are furnished pertinent
information.

Registration on Exchanges

Generally speaking, a secunty cannot
be traded on a national securities ex-
change untit it is registered under Sec-
tion 12(b) of the Exchange Act. If it
meets the hsting requirements of the
particular exchange, an issuer may reg-
ister a class of securities on the ex-
change by fihng with the Commission
and the exchange an application which
discloses pertinent information concern-
ing the issuer and its affairs. During
fiscal year 1972, a total of 286 issuers
Iisted and registered securities on a na-
tional securties exchange for the first
time, and a total of 692 registration ap-
plications were filed. The registrations
of all securities of 129 issuers were ter-
minated. Detalled statistics regarding
securities traded on exchanges may be
found in the statistical section.

Over-the-Counter Registration

Section 12(g) of the Exchange Act re-
quires a company with total assets ex-
ceeding $1 mullion and a class of equity
securities held of record by 500 or
more persons to register those securi-
ties with the Commission, unless one of
the exemptions set forth in that section
1s available, or the Commission issues
an exemptive order under Section
12(h). Upon registration, the reporting
and other disclosure requirements and
the insider trading provisions of the Act
apply to these companies to the same
extent as to those with securities regis-
tered on exchanges.

During the fiscal year, 701 registra-
tion statements were filed under Section
12(g). Of these, 431 were filed by 1Is-
suers already subject to the reporting
requirements, either because they had
another security registered on an ex-
change or they had registered secunties
under the Securities Act.

Exemptions

Section 12(h) of the Act authorizes
the Commission to grant a complete or
partial exemption from the registration
provisions of Sections 12(g) or from
other disclosure and insider trading pro-
visions of the Act where 1t 1s not con-
trary to the public interest or the pro-
tection of investors.

At the beginning of the fiscal year,
nine exemption applications were pend-
ing, and 14 applications were filed dur-
ing the year. Of these 23 applications,
two were withdrawn, three were granted,
and one denied. The remaining 17 ap-
plications were pending at the end of
the fiscal year.

While exemptions are normally sought
by 1ssuers of over-the-counter secunties,
one of the apphlications on which action
was taken during the year involved se-
curities histed on the New York Stock
Exchange. lowa Beef Processors, Inc.
sought an exemption from the quarterly
financial reporting requirement on the
grounds that its business tended to
have relatively unpredictable cycles
rather than being stable or seasonal In
nature and that quarterly results would
not provide accurate historical compan-
sons or valid prognostications for an-
nual results. The company said this
might be misleading to the average
investor and produce unwarranted fluc-
tuations 1n the price of its common
stock. Following hearings, the hearing
officer denied the application. His dect-
sion became final when iowa did not
seek Commussion review 1! The officer
noted that the company had over
11,000 secunty holders and that there
was active trading interest in 1ts stock.
He said quarterly reports would furnish
useful financial nformation He held
that the policy of the Federal securities
laws favoring disclosure outweighed the
company's speculative fears.
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Periodic Reports

Section 13 of the Securities Exchange
Act requires issuers of securities regis-
tered pursuant to Section 12(b) and
12(g) to file periodic reports, keeping
current the information contained in the
registration application or statement.
During the fiscal year, the Commuission
monitored the results of substantial re-
visions made in the prior year in the
annual report form, and through the In-
troduction of quarterly financial reports.
Experience to date indicates that these
revisions have served to provide more
adequate and current disclosure of ma-
terial information, without imposing
undue burdens on issuers. In 1972,
45,671 reports—annual, quarterly and
current—were filed.

Proxy Solicitations

Where proxies are solicited from hold-
ers of securities registered under Sec-
tion 12 or from security holders of reg-
istered public-utiity holding companies,
subsidiaries of holding companies, or
registered investment companies, the
Commuission’s proxy regulation requires
that disclosure be made of all material
facts concerning the matters on which
the secunty holders are asked to vote,
and that they be afforded an opportu-
nity to vote ‘‘yes’” or ‘‘no’” on any mat-
ter other than the election of directors.
Where management is soliciting proxies,
a security holder desiring to communi-
cate with the other security holders may
require management to furnish him with
a list of all secunty holders or to mail
his communication for him. A securnity
holder may also, subject to certain limi-
tations, require the management to in-
clude in proxy material any appropriate
proposal which he wants to submit to a
vote of secunty holders, or he may
make an independent proxy solicitation.
The rules on security holders’ proposals
were recently revised, as described In
Part 1.
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Copies of proposed proxy material
must be filed with the Commission in
preliminary form prior to the date of
the proposed solicitation. Where prelimi-
nary material fails to meet the pre-
scribed disclosure standards, the man-
agement or other group responsible for
its preparation is notified informally and
given an opportunity to correct the defi-
ciencies In the preparation of the defini-
tive proxy material to be furnished to
security holders.

Issuers of securities registered under
Section 12 must transmit an informa-
tion statement comparable to proxy ma-
ternial to secunty holders from whom
proxies are not solicited with respect to
a stockholders’ meeting.

During the 1972 fiscal year, 6,556
proxy statements in definitive form were
filed, 6,534 by management and 22 by
nonmanagement groups or individual
stockholders. In addition, 149 informa-
tion statements were filed. The proxy
and information statements related to
6,367 companies, and pertained to
6,328 meetings for the election of direc-
tors, 350 special meetings not involving
the election of directors, and 27 assets
and authorizations.

Aside from the election of directors,
the votes of security holders were solic-
ited with respect to a variety of mat-
ters, including mergers, consolidations,
acquisitions and sales of assets and dis-
solution of companies (414); authoriza-
tions of new or additional securties,
modifications of existing securities, and
recapitalization plans (1,149); employee

pension and retirement plans (48);
bonus or profit-sharing plans and
deferred compensation arrangements

(136); stock option plans (736); ap-
proval of the selection by management of
independent auditors (2,702) and mis-
cellaneous amendments to charters and
by-laws, and other matters (2,013).
Durnng the 1972 fiscal year, 411 pro-
posals submitted by 53 stockholders for
action at stockholders’ meetings were
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included in the proxy statements of 193
companies. Typical of such proposals
submitted to a vote of security holders
were resolutions on amendments to
charters or by-laws to provide for cumu-
lative voting for the election of direc-
tors, preemptive rights, limitations on
the grant of stock options to and their
exercise by key employees and manage-
ment groups, the sending of a post-
meeting report to all stockholders, and
limitations on charitable contributions.

A total of 234 additional proposals
submitted by 50 stockholders were
omitted from the proxy statements of
63 companies In accordance with the
provisions of the rule governing such
proposals. The most common grounds
for omission were that proposals were
not a proper subject for security holder
action under pertinent state law; were
not submitted on time; related to the
ordinary business operations of the
company; or involved a personal grev-
ance against the company.

The figures do not include 224 pro-
posals submitted to 36 companies by a
single individual which were omitted by
the managements of those companies
because, among other reasons, the pro-
ponent appeared to be repeating a pat-
tern of conduct he had engaged in dur-
ing the previous proxy season which
seemed to be contrary to the purpose
and intent of the stockholder proposal
rule. This pattern involved the purchase
of a minimal interest, iIn many cases
one share of stock, in a number of
companies, the submission of a multi-
ple number of proposais to such com-
panies accompamed by statements of
notice of intention to present the pro-
posals for action at the shareholder
meetings, and the subsequent failure to
appear at aimost all of the meetings.

In fiscal 1972, 23 companies were In-
volved in proxy contests for the election
of directors which bring special require-
ments into play. In these contests, 567
persons, including both management

and nonmanagement, filed detailed
statements required of participants
under the applicable rule. Control of the
board of directors was involved In 16
instances. In 11 of these, management
retained control. Of the remainder, two
were settled by negotiation, two were
won by nonmanagement persons, and
one was pending at year end. In the
other seven cases, representation on
the board of directors was involved.
Management retained all places on the
board in four contests, opposition candi-
dates won places on the board in two
cases; one was pending as of June 30,
1972.

Litigation on Proxy Rules

S.E.C. v. Medical Committee for
Human Rights.12 The United States Su-
preme Court vacated as moot a decr-
sion by the Court of Appeals for the
District of Columbia Circuit that when
the Commission expresses a determina-
tion to take no enforcement action, at
least with respect to disputes over the
includability of shareholder proposals in
management's proxy soliciting mate-
nals, that determination s reviewable
by an appellate court.

The htigation had ansen out of the
refusal by Dow Chemical Company to
include in its proxy material a proposal
submitted by the Medical Committee.
However, Dow included the proposal in
its proxy material for the May 1971 an-
nual meeting. At that meeting less than
three percent of the votes cast sup-
ported the proposal. The Supreme Court
ruled that the controversy was moot
since, under the Commission’s proxy
rules, the same or substantially the
same proposal could be excluded from
Dow’s proxy materials for the next three
years.

Kixmiller v. S.E.C.13 The petitioner,
relying on the court of appeals decision
in the Medical Committee case, sought
review in the Court of Appeals for the
District of Columbia Circuit of a staff
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decision not to recommend to the Com-
mission that enforcement action be in-
stituted against the Washington Post
Company in the event that that com-
pany excluded petitioner's proposals
from its proxy solicitation materials and
of the Commission’s determination not
to review the staff’s position. The Com-
mission has moved to dismiss the peti-
tion for review, asserting that 1t has
taken no action that is judicially review-
able.

Takeover Bids, Large Acquisitions

Sections 13(d) and (e), and 14(d),
(e) and (f) of the Securities Exchange
Act, enacted in 1968 and amended in
1970, provide for full disclosure in cash
tender offers and other stock acquisi-
tions involving changes in ownership or
control. These provisions were designed
to ciose gaps In the full disciosure pro-
visions of the securities laws and to
safeguard the interests of persons who
tender their securities in response to a
tender offer.

During the 1972 fiscal year, 1,006
Schedule 13D reports were filed by per-
sons or groups which had made acquisi-
tions resulting 1n their ownership of
more than five percent of a class of se-
curities. Fifty such reports were filed by
persons or groups making tender offers,
which, if successful, would result in
more than five percent ownership. In
addition, 16 Schedule 14D reports were
filed on solicitations or recommendations
in a tender offer by a person other than
the maker of the offer. Sixteen state-
ments were filed for the replacement of
a majority of the board of directors oth-
erwise than by stockholder vote. One
statement was filed under a rule on cor-
porate reacquisitions of securities while
an 1ssuer is the target of a cash tender
offer.

Insider Reporting

Section 16 of the Securities Exchange
Act and corresponding provisions in the
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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 on insider securities
transactions and holdings, and to pre-
vent unfair use of confidential informa-
tion by insiders to profit from short-
term trading in a company’s securities.

Section 16(a)” of the- Exchange Act
requires every person who beneficially
owns, directly or indirectly, more than
10 percent of any class of equity secu-
rity which s registered under Section
12, or who 1s a director or an officer of
the issuer of any such security, to file
statements with the Commission dis-
closing the amount of all equity securi-
ties of the issuer of which he is the
beneficiai owner and changes in such
ownership. Copies of such statements
must be filed with exchanges on which
securities are listed. Similar provisions
applicabie to insiders of registered pub-
lic-utility holding companies and regis-
tered close-end investment companies
are contained in the Holding Company
Act and investment Company Act.

During the year, the Commission
amended Rule 16a-6 under the Ex-
change Act to provide that the granting,
acquisition, disposition, expiration or
cancellation of any presently exercisable
put, call, option or other right or obliga-
tion to buy secunties from, or sell secu-
nties to, another person, whether or not
it is transferable, shall be deemed a
change n the beneficial ownership of
the securities to which the right or obli-
gation relates.14 At the same time, the
reporting forms (Forms 3 and 4) were
revised to reflect the above amendment
and to require certain additional infor-
mation.15

In fiscal 1972, 103,206 ownership re-
ports were filed. These included 19,867
initial statements of ownership on Form
3, 79,339 statements of changes in
ownership on Form 4, and 4,000
amendments to previously filed reports,
most of which were necessitated by the
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form revisions discussed above.

All ownership reports are made avail-
able for public inspection when filed at
the Commission’s office in Washington
and at the exchanges where copies are
filed. In addition, the information con-
tained in reports filed with the Commis-
sion is summarized and published In
the monthly “‘Official Summary of Secu-
rity Transactions and Holdings,” which
is distributed by the Government Print-
ing Office to about 10,000 subscribers.

To prevent insiders from making un-
fair use of information which they may
have obtained by reason of their rela-
tionship with a company, Section 16(b)
of the Exchange Act and corresponding
provisions 1n the Holding Company Act
and the Investment Company Act pro-
vide for the recovery by or on behalf of
the i1ssuer of any profit realized by insi-
ders from trading securities of the com-
pany within six months.

Short-Swing Trading Litigation

Reliance Electric Co. v. Emerson
Electric Co.16 A significant decision in-
terpreting Section 16(b) was rendered
by the Supreme Court in this case. The
Court held, (4 to 3), that profits real-
ized by a beneficial owner are not re-
coverable on the second sale of an is-
suer's stock where the first sale had
reduced his holdings to 10 percent or
less. It relied on a proviso in Section
16(b) which excludes from coverage
under that section transactions by a
shareholder who was not a more-than-
10-percent beneficial owner “both at the
time of the purchase and sale . . . of
the security involved.” Although recog-
nizing that its ruling might be inconsist-
ent with i1ts assessment of the ‘‘whole-
some purpose’’ of Section 16(b), and
that, where aiternative constructions
were possible, that section should be
given the construction ‘‘that best serves
the congressional purpose of curbing
short-swing speculation by corporate in-
siders,” the Court concluded that the
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literal language of the proviso “clearly
contemplates that a statutory insider
might sell enough shares to bring his
holdings below 10 percent, and later—
but within six months—sell additional
shares free from lability under the
statute.” 17

The Court declined to adopt the post-
tion urged by the Commussion, as ami-
cus curiae, which would have both im-
posed habiity on the second sale
transaction and preserved the objective
quality of Section 16(b) by interpreting
the phrase ‘‘at the time of the . . .
sale’’ as meaning at any time during
the period in which the sale transac-
tions occurred.

The dissenting opinion charged that
the result reached by the majonty,
under ‘‘the guise of an ‘objective’ ap-
proach,” was a ‘mutilation” of and
“undermines’’ the statute. Noting that
words such as ‘‘purchase,”” ‘‘sale’” and
““at the time of”” are not defined words
with precise meanings, and reasoning
that insiders must not be permitted to
circumvent Section 16(b)’s broad man-
date if the statute 1s to have the ‘“‘opti-
mum prophylactic effect’”” of deterring
unfair use of inside information, the
dissenters concluded that the statute
should be construed as allowing a re-
buttable presumption that any series of
sales made by a beneficial owner of

more than 10 percent within six
months, 1in which he disposes of a
major part of his holdings, will be

deemed to be part of a single plan of
disposition and treated as a single
“sale’”” for the purposes of Section
16(b).

At the request of the Senate Commit-
tee on Banking, Housing and Urban Af-
fairs and the House Committee on In-
terstate and Foreign Commerce, the
Commission prepared and transmitted
to the Congress a draft bill to amend
Section 16(b) which is designed to over-
come the Court’s decision.

Gold v. Scurlock.18 The Commission
submitted a brief as amicus curiae, urg-
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ing the court to rule that the defend-
ants’ acquisition of secunities of Sus-
quehanna Corporation in a merger
between Susquehanna and the company
of which they were shareholders, consti-
tuted ‘‘purchases’” of Susquehanna se-
curitites within the meaning of Section
16(b). The defendants sold the Susque-
hanna stock acquired in the merger less
than six months later, at a time when
they were officers or directors of Sus-
quehanna. The Commission argued that
the defendants’ receipt of Susquehanna
stock in the merger presented them
with the opportunity for engaging in the
abuses that Section 16(b) was designed
to prevent.

ACCOUNTING

The Securnities Acts reflect a recogni-
tion by Congress that dependable finan-
cial statements are indispensable to In-
formed investment decisions. A major
objective of the Commission has been
to mprove accounting and auditing
standards and to assist in the establish-
ment and maintenance of high stand-
ards of professional conduct by public
accountants. The primary responsibility
for this program rests with the Chief
Accountant of the Commussion

Under the Commission’s broad rule-
making power, it has adopted a basic
accounting regulation (Regulation S—X)
which, together with opinions on ac-
counting principles pubhshed as ‘“Ac-
counting Series Releases’’, governs the
form and content of financial state-
ments filed under the securities laws.
During the fiscal year, Regulation S—X
was comprehensively revised The Com-
mission has also formulated rules on
accounting and auditing of broker-deal-
ers and prescribed uniform systems of
accounts for companies subject to the
Public Utility Holding Company Act of
1935 The accounting rules and opinions
of the Commission, and of its decisions
in particular cases, have contributed to
clarification and wider acceptance of the
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accounting principles and practices and
auditing standards developed by the pro-
fession and generally followed in the
preparation of financial statements.

However, the specific 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 finan-
cial reporting not covered by its rules,
the Commission’s principal means of
protecting investors from inadequate or
improper financial reporting 1s by requir-
ing a report of an independent public
accountant, based on an audit per-
formed 1n accordance with generally ac-
cepted auditing standards, which ex-
presses an opinion whether the financial
statements are presented fairly in
conformity with accounting principles
and practices that are recognized as
sound and have attained general accept-
ance. The requirement that the opinion
be rendered by an independent account-
ant is designed to secure for the benefit
of public investors the detached objec-
tivity and the skill of a knowledgeable
professional person not connected with
the management.

The accounting staff reviews the finan-
cial statements filed with the Commis-
sion to insure that the required stand-
ards are observed and that the
accounting and auditing procedures do
not remain static in the face of changes
and new developments in financial and
economic conditions. New methods of
doing business, new types of business,
the combining of old businesses, the
use of more sophisticated securities,
and other innovations create accounting
problems which require a constant reap-
praisal of the procedures. It is antici-
pated that in fiscal 1973 a program of
increased publication of staff interpreta-
tions on matters of accounting princi-
ples and procedures will be undertaken
to better inform the public of the
ground rules currently being followed in
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the review of financial information filed
with the Commission.

Relations with the Accounting
Profession

In order to keep abreast of changing
conditions and 1n recognition of the
need for a continuous exchange of
views and information between the
Commission’'s accounting staff and out-
side accountants regarding appropriate
accounting and auditing policies, proce-
dures and practices for the protection
of investors, the staff maintains con-
tinuing contact with individual account-
ants and various professional organiza-
tions, ncluding the American Institute
of Certified Public Accountants (AICPA),
the principal professional organization
concerned with development and m-
provement of accounting and auditing
standards and practices. The Chief Ac-
countant also meets regularly with his
counterparts n other regulatory agen-
cies to improve coordination on policies
and actions between the agencies.

Because of its many foreign regis-
trants and the vast and increasing for-
eign operations of American companies,
the Commission has an interest in the
improvement of accounting and auditing
principles and procedures on an interna-
tional basis. In this connection, the
Chairman addressed an international
meeting on stock exchanges in Milan,
Italy, in March, 1972, and a conference
on financial reporting, Commission des
Operations des Bourse, Parnis, France, in
May 1972. To promote such improve-
ment, the Chief Accountant in June,
1972, conferred with foreign account-
ants in London, England, and in Octo-
ber he participated in the Tenth Interna-
tional Congress of Accountants in
Sydney, Australia.

Accounting and Auditing Standards

In early 1971, the AICPA appointed
two committees to explore ways to im-
prove the Institute’s function of estab-
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lishing standards of financial reporting.
One committee, chaired by former SEC
Commissioner Francis M. Wheat, stud-
ied the operations of the Accounting
Principles Board (APB) and possible al-
ternatives, and made recommendations
for a new structure to supplant the
APB. The governing council of the
AICPA approved the structure in May
1972 and set a target date of January
1, 1973, for establishment of a new
board, to be known as the Financial Ac-
counting Standards Board. The seven
members of the board, who are to be
appointed by a financial accounting
foundation which includes representa-
tives from leading professional organiza-
tions, will serve on a salaned, full-time
basis. The Commussion endorsed this
new structure, which it feels should pro-
vide operational efficiencies and insure
an impartial viewpoint in the develop-
ment of accounting standards on a
timely basis.

The other committee appointed In
early 1971 was formed to study and re-
fine objectives of financial statements.
it is studying the basic questions of
who needs financial statements, what
information should be provided, how it
should be communicated, and how
much of it can be provided through the
accounting process. The committee’s
conclusions and recommendations, ex-
pected to be ready in early 1973,
should also provide valuable guidance
to the Financial Accounting Standards
Board in determining the direction and
the priorities of its efforts in establish-
ing standards.

Durning the fiscal year, the Accounting
Principles Board published five opinions.
One, on ‘‘Accounting Changes'’, pro-
vides detailed guides for reporting on
changes n accounting principles, ac-
counting estimates and reporting enti-
ties, and specifies that a company
should demonstrate that changes which
are made in accounting principles will
provide more useful information than
the prior method of accounting. Another
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opinion, on ‘‘Interest on Receivables
and Payables,”” adopted the concept of
present value as a basis for accounting
valuation and provided needed guides
for its use under circumstances when
notes which are received or issued bear
an interest rate differing matenally from
the prevailing market rate.

The opinion on ‘Disclosure of Ac-
counting Policies’ requires a description
of all significant accounting policies to
be included as an integral part of the
financial statements when such state-
ments purport to present fairly financial
position, changes in financial position,
and results of operations in accordance
with generally accepted accounting prin-
ciples. This disclosure should increase
the usefulness of financial statements
by providing users with more informa-
tion about accounting policies followed
by the company.

Two opinions provide guidance in ac-
counting for income taxes in areas of
(1) undistributed earnings of subsidiar-
ies, general reserves of stock savings
and loan associations, and amounts
designated as policyholders’ surpius by
stock life insurance companies; and (2)
investments n  common stock ac-
counted for by the equity method (other
than subsidiaries and corporate joint
ventures).

Other Developments

During the fiscal year, the Commis-
sion issued six Accounting Series Re-
leases. The first three, described in the
37th Annual Report, 19 related to (1) re-
visions of annual report Form N-1R for
management investment companies; 20
(2) amendments to certain registration
and reporting forms and Regulation S—X
removing the exemption from certifica-
tion of financial statements of banks; 21
and (3) an interpretation of the compu-
tation of the ratio of earnings to fixed
charges which is required to be shown
in certain registration statements under
the Securities Act and is permitted to
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be shown in certain registration and re-
port forms under the Securities Ex-
change Act. 22

In an advisory release,23 the Commis-
sion endorsed the establishment of
audit committees composed of outside
directors by publicly held companies,
and urged the business and financial
communities and shareholders of com-
panies to lend their support to the im-
plementation of a program to establish
such audit committees to afford the
greatest possible protection to investors
who rely on financial statements.

In another advisory release,24 on
pro rata stock distributions to share-
holders, the Commission emphasized
that it will deem distributions of shares
which are less than 25 percent of the
same class outstanding to be mislead-
ing if the accounting 1s improper or dis-
closure is tnadequate; and if there I1s a
question of whether the condition of the
business warrants the distribution, a
further investigation will be considered
to determine whether such distributions
may be part of a manipulative or fraud-
ulent scheme. If distributions of more
than 25 percent of the same class out-
standing appear to be part of a pro-
gram of recurring distributions designed
to mislead shareholders, similar inter-
pretations and considerations may
apply.

A release 25 was Issued on major
amendments to Regulation S—X, consist-
ing of revisions of Articles 1, 2, 3, 4, 5
and 11 and Rules 12-01 to 12-16 (ex-
clusive of 12-06A), and the addition of
new Rules 12—42 and 12-43. These are
the first general revisions of these parts
of the regulation since 1950 and they
comprise changes, additions and dele-
tions that have become necessary with
changing conditions. After the fiscal
year, a general revision of Article 9 of
the regulation, pertaining to financial
statements of banks and bank holding
companies, was also adopted.2z6 A com-
prehensive release was developed to set
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forth current guidelines employed in re-
solving questions of independence of
accountants in relation to their clients
who are registrants of the Commussion.
This release 27 was adopted by the
Commussion after the end of the fiscal
year.

Reporting forms were amended to re-
quire registrants to furnish additional
information regarding any unusual ma-
terial charges or credits to income; to
report a change in the certifying ac-
countants and the reasons for the
change and to request that the replaced
accountant furnish a letter to the Com-
mission commenting on the reasons
stated by the registrant; and to report
changes in accounting principles and
practices matenally affecting the finan-
cial statements including a letter from
the independent accountants regarding
the changes.28

After the fiscal year, an amendment
to Rule 17a-5 under the Secunties Ex-
change Act was adopted requiring bro-
ker-dealers to provide similar notifica-
tions of changes in certifying account-
ants and the reasons for the changes.2?

EXEMPTIONS FOR
INTERNATIONAL BANKS

Section 15 of the Bretton Woods
Agreement Act, as amended, exempts
from registration secunties issued, or
guaranteed as to both principal and in-
terest, by the International Bank for Re-
construction and Development. The
Bank is required to file with the Com-
mussion such annual and other reports
on securities as the Commission deter-
mines to be appropnate. The Commis-
sion has adopted rules requiring the
Bank to file quarterly reports and copies
of annual reports of the Bank to its
Board of Governors. The Bank 1s also
required to file advance reports of any
distribution I1n the United States of its
primary obligations. The Commission,
acting n consultation with the National
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Advisory Board on International Mone-
tary and Financial Problems, is author-
1zed to suspend the exemption for secu-
rities 1ssued or guaranteed by the Bank.
The following summary of the Bank's
activities reflects information obtained
from the Bank. Except where otherwise
indicated, all amounts are expressed in
U.S. dollar equivalents as of June 30,
1972

Net income for the year was $183
milhon, compared with $212 mullion the
previous year. The decrease was due
primartly to higher interest on borrow-
ings, lower ytelds on short-term invest-
ments and lower capital gains, At July
31, 1972, the Bank had taken no action
regarding disposition of its net income
for fiscal year 1972.

Repayments of principal on loans re-
ceived by the Bank dunng the year
amounted to $385 million, and a fur-
ther $126 million was repaid to pur-
chasers of portions of loans, Total prin-
cipal repayments by borrowers through
June 30, 1972, aggregated $4.7 billion,
including $2.8 biilion repaid to the Bank
and $1.9 bilion repaid to purchasers of
borrowers’ obligations sold by the Bank.

Outstanding borrowings of the Bank
were $7.0 billion at June 30, 1972. Dur-
ing the year, the bank borrowed $425
million in the Umited States market:
$371 mulhon through the issuance of 2-
year U S. dollar bonds to central banks
and other governmental agencies 1n
some 60 countries; D.M. 13 bilhon
(U.S. $341 muilhion) in Germany; 54 bil-
hion yen (US. $150 mullion) in Japan;
SwF 575 muilion (U.S $141 mullion) in
Switzerland; KD 50 mullion (U.S. $140
milhon) in Kuwait, and the equivalent of
U.S. $176 million in other countries
outside the United States. The above
U.S. dollar equivalents are based on of-
ficiai exchange rates at the times of the
respective borrowings. The Bank also i1s-
sued $13 million in bonds that had
been sold in previous years under de-

layed delivery contracts.
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These borrowings, in part, refunded
maturing issues amounting to the equiv-
alent of $549 million. After retirement
of $59 million equivalent of obligations
through sinking fund and purchase fund
operations, the Bank's outstanding bor-
rowings showed an increase of $1.5 bil-
lion from the previous year, of which
$385 million represented appreciation in
terms of U.S. dollars of the value of the
non-dollar currencies in which the debt
was denominated.

The Inter-American Development Bank
Act, which authorizes the United
States to participate in the Inter-Ameri-
can Development Bank, provides an ex-
emption for certain securities which
may be issued or guaranteed by the
Bank similar to that provided for securi-
ties of the International Bank for Recon-
struction and Development. Acting pur-
suant to this authority, the Commission
adopted Regulation IA, which requires
the Bank to file with the Commission
substantially the same type of informa-
tion, documents and reports as are re-
quired from the International Bank for
Reconstruction and Development. The
following data reflects information sub-
mitted by the Bank to the Commussion.

On June 30, 1972, the outstanding
funded debt of the Ordinary Capital re-
sources of the Bank was the equivalent
of $1.1 billion, reflecting a net increase
in the past year of the equivalent of
$107 million. During the year, the
funded debt was increased through pub-
hc bond issues totaling the equivalent
of $55.6 million as well as private
placements for the equivalent of $68.8
million including, with respect to Japan,
$31.6 million of undrawn commitments
at June 30, 1972, and $5.7 million of
drawings under arrangements entered
into during the previous year. Addition-
ally, $32.5 million of two-year bonds
were sold in Latin America, essentially
representing a rofl-over of a maturing
borrowing of $34.3 million. As a result
of the world currency realignment in De-
member 1971, the funded debt in-
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creased by $42.5 million due to upward
adjustment of the U.S. dollar equivalent
of borrowings denominated in non-mem-
ber currencies, including the equivalent
of $2.6 million relating to borrowings
during the last haif of 1971 but prior to
the December 1971 currency realign-
ment. The funded debt was decreased
through the retirement of $23.5 million
from sinking fund purchases and sched-
uled debt retirement.

The Asian Development Bank Act,
adopted in March 1966, authorized
United States participation in the Asian
Development Bank and provides an ex-
emption for certain securities which
may be issued or guaranteed by the
Bank, similar to the exemptions ac-
corded the International Bank for Re-
construction and Development and the
Inter-American Development Bank. Act-
ing pursuant to this authority, the Com-
mission has adopted Regulation AD
which requires the Bank to file with the
Commussion substantially the same type
of information, documents and reports
as are required from those banks. The
Bank has 37 members with subscrip-
tions totaling $1 billion. Of the $502.7
million of paid-up shares subscribed,
$494.6 million had matured by June 30,
1972.

As of June 30, 1972, eight countries
had contributed or pledged a total of
$174.6 million to the Bank's Special
Funds. In addition to the $14.6 million
set aside from Ordinary Capital in 1969
by the Board of Governors for Special
Funds purposes, another $9.9 million
were set aside in April 1971, making a
total of $24.5 million set aside. In addi-
tion, the United States Congress has
authorized a $100 million U.S. contribu-
tion to the Bank’s Special Funds, and is
considering the appropriation of these
funds in fiscal 1973. There have been
indications from four other countries of
additional contributions and Japan has
pledged an additional $40 million.

Through June 30, 1972, the Bank’s
borrowings totalled the equivalent of
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$201 mullion. In 1971, the Bank sold
$20 million U.S. bonds to regional cen-
tral banks and borrowed in Switzerland,
the United States, Japan, Belgium and
Austria. The U.S. borrowing was $50
million, half in 5-year notes at 614, per-
cent and half in 25-year bonds at 73/
percent, Before selling secunties in the
territory of a country, the Bank must
obtain that country’s approval.

TRUST INDENTURE ACT OF
1939

This Act requires that bonds, deben-
tures, notes and similar debt securities
offered for public sale, except as specif-
ically exempted, be issued under an in-
denture which meets the requirements
of the Act and has been duly qualified
with the Commuission.

The provisions of the Act are closely
integrated with the requirements of the
Securities Act. Registration pursuant to
the Securities Act of securities to be is-
sued under a trust indenture subject to
the Trust Indenture Act 1s not permitted
to become effective unless the inden-
ture 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 n the registration statement.

The Act was passed after studies by
the Commission had revealed the fre-
quency with which trust indentures
failed to provide minimum protections
for security holders and absolved so-
called trustees from minimum obliga-
tions in the discharge of their trusts. It
requires, among other things, that the
indenture trustee be a corporation with
a minimum combined capital and sur-
plus and be free of conflicting interests
which might interfere with the faithful
exercise of its duties in behalf of the
purchasers of the securities, and it 1im-
poses high standards of conduct and re-
sponsibility on the trustee. During fiscal
year 1972, 492 trust indentures relating
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to securities in the aggregate amount of
$20.2 hillion were filed.

INFORMATION FOR PUBLIC
INSPECTION; FREEDOM OF
INFORMATION ACT

The many thousands of registration
statements, applications, declarations,
and annual and periodic reports filed
with the Commission each year, as well
as many other public documents, are
available for public inspection and copy-
ing at the Commussion’s public refer-
ence room 1n its prnincipal offices in
Washington, D C and, in part, at its re-
gional and branch offices.

The categories of matenals available
for public inspection and copying and
those categories of records that are
generally considered to be nonpublic as
permitted under the Freedom of Informa-
tion Act are specified in the Commus-
sion's rules concerning records and in-
formation (17 CFR 200.80 to 200.82).
The Rule adopted by the Commussion to
implement the provisions of the Free-
dom of Information Act (5 U.S.C. 552),
became effective July 4, 1967 (17 CFR
200.80). Among other things, that rule
establishes the procedure to be followed
In requesting records or copies, pro-
vides a method of admunistrative appeal
from the denial of access to any record,
and provides for the imposition of fees
when more than one-half man-hour of
work 1s performed by members of the
Commission's staff to Jocate and make
available records requested. In addition
to the records described, the Commis-
sion also makes available for inspection
and copying ail requests for no action
and interpretive letters received after
December 31, 1970, and responses (17
CFR 200 81). After the fiscal year, the
Commission further provided (Rule 17
CFR 200.82) that after November 1,
1972, it would make available for
inspection and copying materials filed
under proxy Rule 14a—8(d), which deals
with proposals offered by sharehoiders
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for inclusion in management proxy-solic-
iting matenals, and that it would like-
wise make available related materials
submitted to the Commission by any
person and written communications pre-
pared by the staff on these materials.

The Commission has special public
reference facilities in the New York, Chi-
cago and Los Angeies Regional Offices
and some facilities for public use In
other regional and branch offices. Each
regional office has available for public
examination copies of prospectuses
used in recent offerings of securities
registered under the Securities Act; reg-
istration statements and recent annual
reports filed under the Secunties Ex-
change Act by companies having their
principal office in the region; recent an-
nual reports and quarterly reports filed
under the Investment Company Act by
management investment companies hav-
ing their principal office in the region;
broker-dealer and investment adviser
applications originating in the region;
letters of notification under Regulation
A filed in the region, and indeses of
Commission decisions.

During the 1972 fiscal year, 14,683
persons examined matenal on file In
Washington; severai thousand others ex-
amined files in New York, Chicago, and
other regional offices. More than 36,283
searches were made for information re-
quested by individuals, and approxi-
mately 4,198 letters were written on In-
formation requested

The Commussion’s records do not
distinguish between records disclosed
under the federal securties laws and
those made available under the Free-
dom of Information Act. Dunng the
fiscal year, the Commission in 33 sit-
uations, either upon request or on its
own motion, considered whether to per-
mit disclosure of records that under its
rule implementing the Freedom of Infor-
mation Act (17 CFR 200.80) would gen-
erally not have been disclosed.30 In 18
cases disclosure was made; in the re-
maiming 13 situations disclosure was
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denied. Of the matters considered by
the Commission, 9 involved requests
for access to the contents of investiga-
tory files compiled for law-enforcement
purposes. While the Commission gener-
ally declined to permut access to investi-
gatory files, in 3 cases the request-
ing party was provided with a list of the
names and addresses of those persons,
other than confidential informants, who
provided evidence in the course of the
investigation.

The public may make arrangements
through the Public Reference Section at
the Commussion’s principal offices to
purchase copies of material in the Com-
mussion’s public files. The copies are
produced by a commercial copying com-
pany which supplies them to the public
at prices established under a contract
with the Commission. Current prices be-
gin at 12 cents per page for pages not
exceeding 814" x 14” in size, with a $2
minimum charge. Under the same con-
tract, the company also makes micro-
fiche and mucrofilm copies of Com-
mission public documents available
on a subscription or individual order
basis to persons or firms who have or
can obtain viewing facilities. In micro-
fiche services, up to 60 images of docu-
ment pages are contained on 4”7 x 6”
pieces of film, referred to as ‘“fiche.”

Annual microfiche subscriptions are
offered 1n a variety of packages cover-
ing all public reports filed on Forms
10-K, 10-Q, 8-K, N-1Q and N-1R
under the Secunties Exchange Act or
the Investment Company Act; annual re-
ports to stockholders; proxy statements;
new Issue registration statements; and
final prospectuses for new issues. The
packages offered include various catego-
ries of these reports, including those of
companies listed on the New York Stock
Exchange, the Amencan Stock Ex-
change, regional stock exchanges, or
traded over-the-counter; reports are also
available by standard industry classifica-
tions. Arrangements also may be made
to subscribe to reports of companies of
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one’s own selection. Over one hundred
million pages (microimagery frames) are
being distributed annually. The subscrip-
tion services may be extended to fur-
ther groups of filings in the future if de-
mand warrants. The company also will
supply copies 1n microfiche or microfilm
form of other public records of the
Commission desired by a member of
the public.

Mircofiche readers and reader-printers
have been installed in the public refer-
ence areas Iin the Commission’s head-
quarters office, and the New York and
Los Angeles regional offices, and sets of
microfiche are available for inspection
there. After January 1, 1973, similar fa-
cilities will be available in the Chicago
Regional Office. Visitors to the public
reference room of the Commission’s
headquarters office may also make im-
mediate reproductions of matenal in
those offices on photostatic-type copy-
ing machines, The cost to the public of
copies made by use of all customer-op-
erated equipment will be 10 cents per
page after January 1, 1973. The charge
for an attestation with the Commission
seal is $2. Detailled information con-
cerning copying services available and
prices for the various types of service
and copies may be obtained from the
Public Reference Section of the Com-
mission.

Publications

In addition to releases concerning
Commission action under the securities
laws and litigatton involving securnties
violations, the Commission Issues a
number of other publications, including
the following:

Daily:

News Digest; reporting Commis-
sion announcements, deci-
sions, orders, rules and rule
proposals, current reports and
applications filed, and Iitiga-
tion developments.

Weekly:

Weekly trading data on New
York and Amerncan Stock Ex-
changes; Weekly trading data
on New York and American
Stock Exchanges (information
is also included in the Statisti-
cal Bulletin).

Monthly:

Statistical Bulletin.®

Offictal Summary of Securities
Transactions and Holdings of
Officers, Directors and Princi-
pal Stockholders.2

Quarterly:

Working Capital of U.S. Corpora-
tions

Stock Transactions of Financial
Institutions

Annualiy:

Annual Report of the Commis-
sion.2

Secunities Traded on Exchanges
under the Securities Exchange
Act of 1934

List of Companies Registered
under the Investment Com-
pany Act of 1940

Classification, Assets and Loca-
tion of Registered Investment
Companies under the Invest-
ment Company Act of 1940°

Private Noninsured Pension
Funds (assets available quar-
terly in the Statistical Bulle-
tin).

Directory of Companies Filing
Annual Reports with the Com-
mission under the Securities
Exchange Act of 1934 =

Other Publications:

Decisions and Reports of the
Commuission & (Out of print,
available only for reference
purposes in SEC Washington,
D.C. and Regional Offices.)

Securities and Exchange Com-
mission—The Work of the Se-
curities and Exchange Com-
mission
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Commission Report on Public
Policy Implications of [nvest-
ment Company Growth 2

Cost of Flotation of Registered
Equity Issues, 1963-1965 2

Report of SEC Special Study of
Secunties Markets, H. Doc. 95
(88th Congress) 2

Institutional Investor Study Re-
port of the Securities and Ex-
change Commission, H. Doc.
64 (92nd Congress) 2

Part 8 of the Institutional inves-
tor Study Report, containing
the text of the Summary and
Conclusions drawn from each
of the fifteen chapters of the
report. 2

Study on Unsafe and Unsound
Practices of Broker Dealers,
H. Doc. 231 (92nd Congress) #

Statement of the Securities and
Exchange Commission on the
Future Structure of the Securi-
ties Markets, February 2, 1972.

The Financial Collapse of the
Penn Central Company, Staff
Report of the Securities and
Exchange Commussion to the
Special Subcommittee on In-
vestigations, August 1972 2

Report of the Real Estate Advi-
sory Committee to the Secun-
ties and Exchange Commis-
sion 2

Acts and General Rules and Reg-
ulations for all Securities Acts

Compilation of Releases Dealing
with Matters Frequently Ans-
ing under the Securities Act of
1933

Compilation of Releases Dealing
with Matters Anising under the
Securities Exchange Act of
1934 and Investment Advisers
Act of 1940

Compilation of Releases, Com-
mission Opinions, and Other
Material Dealing with Matters
Frequently Ansing under the

Investment Company Act of

1940
2 Must be ordered from the Superin-
tendent of Documents, Government

Printing Office, Washington, D.C. 20402.

b This document is available in pho-
tocopy form Purchasers are billed by the
printing company which prepares the
photocopies.

FREEDOM OF INFORMATION
ACT LITIGATION

The meaning of various exemptions
from the general disclosure require-
ments of the Freedom of Information
Act, was the subject of litigation invoiv-
ing the Commission during the fiscal
year.

Frankel v. S.E.C. After the Commis-
sion had brought an action which
resulted in a court injunction, plaintiffs
sought the contents of the investigatory
file compiled by the Commission upon
which 1ts action had been based. The
district court held that the exemption
applicable to ‘investigatory files com-
piled for law enforcement purposes’
was not available because the Commis-
sion had not demonstrated that further
enforcement action was anticipated.3! It
also rejected the argument that some or
all of the records were exempt as mat-
ters that are specifically exempted from
disclosure by statute by virtue of the
Trade Secrets Act, because, in its view,
that Act only penalized unauthorized
disclosure of non-exempt information.
The court ordered the Commission to
turn over that portion of the file which
was not exempt by virtue of other ex-
emptions which the Commission had as-
serted. On appeal by the Commission,
the Court of Appeals for the Second Cir-
cuit reversed the order of the district
court and remanded the matter with
directions to enter summary judgment
for the Commission.32 it held that the
requested records came within the in-
vestigatory files exemption which it said
was available whether or not further en-



THIRTY-EIGHTH ANNUAL REPORT

forcement proceedings were contem-
plated.

Vinick v. S.E.C.33 The plaintiff re-
quested, among other things, the en-
tire investigatory file compiled by the
Commission in a non-public Investiga-
tion of Memorex Corporation which led
the Commission to file suit against Mem-
orex and others.34 The answer filed by
the Commission raises 1ssues similar to
those in the Frankel case. The suit was
pending at the close of the fiscal year.

Commercial Envelope Mfg. Co., Inc.
v. S.E.C.35 A petition was filed in the
Court of Appeals for the Second Circuit
tc review the Commission’'s refusal to
make public a document obtained from
an informant relating to the complete-
ness and accuracy of a registration
statement filed under the Securities Act
During the fiscal year this petition was
dismissed by the court of appeals for
lack of jurisdiction.36 Commercial Enve-
lope thereafter filed suit in the United
States District Court for the Southern
District of New York, seeking an order
compelling the Commussion to turn over
the document.3? In its answer to the
complaint, the Commission has again
asserted that the document is exempt
from disclosure under the Freedom of
Information Act because it (1) 1s part of
an investigatory file compiled for law
enforcement purposes; (2) 1s specifically
exempted from disclosure by virtue of
the Trade Secrets Act; and (3) contains
matters which are commercial or finan-
cial information obtained from a person
and privileged or confidential.

M. A. Schaptro & Co., Inc. v S.E C.38
Plaintiff had asked that the Commission
be required to make public a staff study
on Rule 394 of the New York Stock Ex-
change and transcripts of testimony
taken and other records compiled in the
course of the staff investigation of that
rule. Before the court had ruled on the
issues nvolving the staff study, the
Commission voluntarily made the study
public. The district court then directed
the Commussion to produce for plain-
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tiff's inspection and copying the remain-
ing records requested by plaintiff, but
allowed the Commission to delete
“[a}ll identifying matenial that would
indicate who the individual giving the
information was . . . where the person so
requested "' The court rejected the apph-
cability of each of the exemptions relied
upon by the Commission, it held that
the records had not been shown to
have been compiled for law enforce-
ment purposes, because the Commis-
ston proffered no proof that it contem-
plated a law enforcement proceeding
based upon the matenal sought within
the reasonably near future The records
were held not to be matters that are
‘‘contained in or related to examination,
operating, or condition reports prepared
. . . [for the use of] an agency responsi-
ble for the regulation or supervision of
financial institutions,” because the ma-
tenals were gathered ‘‘for the express
purpose of changing trading rules and
related practices of national securities
exchanges.”” The court further held that
the records were not exempt from dis-
closure as matters that are specifically
exempt by statute by virtue of the
Trade Secrets Act, or as matters that
are ‘“‘commercial or financial infor-
mation . . . and privileged or confiden-
tial.”” The Commussion determined not
to appeal the decision, and 1t disclosed
the records with identifying details de-
leted.
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PART 3

REGULATION OF
SECURITIES MARKETS

In addition to the disclosure provi-
sions discussed in the preceding chap-
ter, the Securities Exchange Act assigns
to the Commission significant regulatory
responsibilities for securities markets
and persons 1n the securities business.
It requires securities exchanges to regis-
ter with the Commission and provides
for Commission supervision of the seif-
regulatory responsibilities of registered
exchanges. The Act requires registration
and regulation of brokers and dealers
doing business in the over-the-counter
markets, and permits registration of as-
sociations of brokers or dealers exercis-
ing self-regulation under Commission
supervision. The Act also contains provi-
sions designed to prevent fraudulent,

deceptive, and manipulative acts and
practices on the exchanges and in the
over-the-counter markets. Some recent
developments of significance in market
regulation are discussed in Part 1.

REGULATION OF EXCHANGES

Registration
The Securities Exchange Act requires
an exchange to register with the Com-
mission as a national securities ex-
change unless the Commission exempts
it from registration because of the Iim-
ited volume of transactions. As of June
30, 1972, the following 12 stock ex-
changes were registered:
American Stock Exchange, Inc.
Boston Stock Exchange
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Chicago Board of Trade !

Cincinnati Stock Exchange

Detroit Stock Exchange

Midwest Stock Exchange, inc.
National Stock Exchange

New York Stock Exchange, Inc.
Pacific Coast Stock Exchange, Inc.
PBW Stock Exchange, Inc.2
Intermountain Stock Exchange 3
Spokane Stock Exchange

The Honolulu Stock Exchange and
the Richmond Stock Exchange were ex-
empt from registration during the fiscal
year. On Aprii 21, 1972, the Richmond
Stock Exchange was dissolved by its
members, and the Commission thereaf-
ter issued an order withdrawing the Ex-
change’s exemption from registration,
effective May 10, 1972,

During the fiscal year, two prospec-
tive new exchanges, the Chicago Board
Options Exchange, Incorporated, and
the Southeastern Stock Exchange, Incor-
porated, submitted informal applications
for staff review.

The Chicago Board Options Exchange
intends to hmit its initial operations to
cali options 4 in approximately 20 under-
lying stocks. It intends to increase that
number gradually and to extend opera-
tions to other types of options as expe-
rience is gained and the market and its
regulatory arrangements are tested. The
Exchange not only would provide a mar-
ket place for the initia! buying and sell-
ing of option contracts but aiso would
facilitate the development of a second-
ary market for the resale of options
during their Iifetime. Presently, options
are nitially bought and sold over-the-
counter, and there 1s only a very limited
secondary, over-the-counter market.

The Southeastern Stock Exchange,
which would be located in Miamu, Flor-
ida, would serve primarily the south-
eastern part of the United States as a
regional exchange.

Exchange Rules

The Commission’s staff maintains a
continuous review of the rules and prac-
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tices of the securities exchanges to de-
termine adequacy and effectiveness of
self-regulation. To facilitate Commission
oversight, each national securities ex-
change 1s required to file with the Com-
mission a report of any proposed rule
or practice change not less than 3
weeks (or such shorter period as the
Commission may authorize) before act-
ing to effectuate the change.

During the 1972 fiscal year, 176 pro-
posed changes in exchange rules and
practices were submitted to the Com-
mission. Among the more significant:

1. Since February 1971, when the
New York Stock Exchange was incorpo-
rated, the Amencan Stock Exchange,
Midwest Stock Exchange, Pacific Coast
Stock Exchange, and Philadelphia-Balti-
more-Washington Stock Exchange have
also been incorporated. Like the New
York Stock Exchange, the American
Stock Exchange was incorporated under
the New York Not-for-Profit Corporation
Law, The other exchanges were incor-
porated as membership corporations
under the Delaware General Corporation
Law. At the request of the Commis-
sion’s staff, the certificates of incorpora-
tion of all the above exchanges permit
the payment of dividends only in the
event of liquidation. This limitation will
assure preservation of exchange assets
for the protection of investors and help
insure proper functioning of exchanges
as self-regulatory bodies by eliminating
any incentive to operate as profit-mak-
ing entities.

In connection with the incorporation
of these exchanges, the staff reviewed
provisions concerning indemnification of
officers, directors and employees. Be-
cause indemnification might be against
public policy where violations of the Ex-
change Act are involved, the staff re-
quested each exchange to inform it
whenever indemnification is proposed in
order to permit review of the particular
circumstances.

2. The New York Stock Exchange
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amended its rules to permit member
firms to sell life insurance. This action
was designed to enable members to
offer a wider range of financial services
to thewr customers, to diversify their
sources of income to help offset cyclical
swings in the securities business, and
to offer more attractive employment op-
portunities to qualified salesmen.

3. The New York Stock Exchange
adopted a uniform %4 point per share
charge (known as an odd-lot differen-
tial) for all stocks purchased or sold in
odd-lots. Previously, an odd-lot cus-
tomer paid %4 point per share when the
stock sold for less than $55 per share,
and 14 point per share on higher priced
stocks. The Pacific Coast Stock Ex-
change also amended its rules to set a
uniform 4 differential on odd-lot trans-
actions in all securities traded on the
Exchange. The Midwest Stock Exchange
adopted a 14 odd-lot differential for all
stocks listed on the Exchange, as well
as those which are traded on the Ex-
change and listed on the New York
Stock Exchange. The Boston and PBW
Stock Exchanges implemented a %
odd-lot differential on all stocks traded
on those exchanges which are listed on
the New York Stock Exchange.

The Midwest, Pacific Coast and PBW
Stock Exchanges eliminated the odd-lot
differential on odd-lots which are part of
an order for one or more round-lots.

4. The New York and American Stock
Exchanges revised their governing struc-
tures to provide for an increased num-
ber of public directors or governors
(persons not engaged in the securities
business) on their governing boards.
Each of these exchanges now has 10
public representatives on its 21-man
board, compared to 3 out of 33 before.

Litigation on Exchange Rules

The past year saw the further prolif-
eration of attacks, under the antitrust
laws, on various rules or practices of
the New York Stock Exchange (NYSE)
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and other self-regulatory organizations.
In a number of these cases, the Com-
mission has filed briefs as amicus cur-
1ae or has intervened. It has taken the
position that, to the extent the Commis-
sion has regulatory jurisdiction with re-
spect to the rules and practices chal-
lenged, they should be tested by the
Commission against the standards and
by the procedures of the Securities Ex-
change Act and not by a district court
applying antitrust standards. The Com-
mission noted that in the landmark de-
cision in Silver v. New York Stock
Exchange,5 the Supreme Court had held
that the “guiding principle’ to reconcili-
ation of the two statutory schemes is
that the antitrust laws must be re-
garded as having been repealed to the
extent ‘“‘necessary to make the Securi-
ties Exchange Act work.”” And the Com-
mission has pointed out that the Securi-
ties Exchange Act cannot be expected
to work if district courts may render ad
hoc decisions which preempt the Com-
mission’s judgment in areas of the
Commission’s basic regulatory responsi-
bilities.6

Among more significant cases in this
area: Robert W. Stark, Jr., Inc. v. New
York Stock Exchange, Inc.? Stark, Inc.
and Robert W. Stark, Jr., its president,
and Kansas City Securities Corporation,
a brokerage subsidiary of a mutual fund
manager and a nonmember of the
NYSE, charged the NYSE with having vi-
olated the antitrust laws through the
promuigation and enforcement of Rule
318, which requires that “[the] primary
purpose of every member organization,
and any parent of any member corpo-
ration, shall be the transaction of busi-
ness as a broker or dealer in securi-
ties.” Stark and Stark Inc. sought a
preliminary injunction enjoining the
NYSE from expelling them for violations
of that rule involving the injection of
capital by Kansas City into the Stark
firm.

The Commission filed a memoran-
dum, amicus curiae, urging that the re-
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quest for a preliminary injunction be de-
nied. It pointed out that Rule 318 is
subject to the Commission’s regulatory
oversight, and that if a district court
were to enjoin the rule it would inter-
fere with the exercise of policy-making
functions entrusted to the Commission
by the Congress. The district court, in
denying injunctive relief, agreed in large
part with the Commission’s position.8
The court noted that Rule 318, together
with other various rules and customs,
was the subject of a pending request by
the SEC that NYSE and other exchanges
effectuate certain aiterations in rules
and practices. It concluded that:

“[Tlhere 1s adequate power in the
SEC to take all steps necessary
with respect to the access of insti-
tutional investors to the NYSE and
. . . this Court should take no step
in private litigation which might in
any way prejudice the effectiveness
of such a scheme, or create any
grandfather rights for plaintiffs, or
otherwise impair by implication or
other[wise] the full and complete
right and power of the SEC to do
the regulatory work for which it
was constituted, in an area of mar-
ket action which cries out for some
rational plan.”

The district court’s decision was af-
firmed per curiam by the Court of Ap-
peals for the Second Circuit.?

Thill v. New York Stock Exchange.l0
The Court of Appeals for the Seventh
Circuit in 1970 reversed a district court
order granting summary judgment to
the Exchange.ll This case is now pro-
ceeding toward a trial of the question
whether the NYSE's anti-rebate rule is
‘‘necessary to make the Securities Ex-
change Act work.”” The NYSE moved to
refer this question to the Commission
on a primary-jurisdiction theory. The
district court denied the motion be-
cause, in its view, the Securities Ex-
change Act does not establish a suffi-
ciently pervasive regulatory scheme to
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warrant such referral. The NYSE has ap-
pealed this ruling.l2 The Commission,
as intervenor, filed a brief in the court
of appeals in which it arguedthat the
ruling should be affirmed, although not
on the theory of the district court. In-
stead, the Commission pointed out that
the current anti-rebate rule, which pro-
vides for a 40 percent discount from
the fixed minimum commission rate to
nonmember broker-dealers, was promul-
gated by the NYSE at the Commission’s
request. implicit in the Commission’s re-
quest was a preliminary determination
that this test rule was ‘‘necessary or ap-
propriate” under the standards of Sec-
tion 19(b) of the Exchange Act. Accord-
ingly, no purpose would be served by
referral of a question, the answer to
which the Commission had already giv-
en—the anti-rebate rule as it currently
exists appears proper under the Ex-
change Act.

Eisen v. Carlisle & Jacquelin.13 In this
case, in which the Commission has not
participated, the plaintiff filed a class
action on behalf of himself and other
odd-lot investors against the NYSE and
the two major odd-lot dealers on the
NYSE, attacking the Exchange’s odd-lot
trading differential as violative of the
anti-trust laws and claiming that the
NYSE was required to but had failed to
regulate odd-lot transactions. In prelimi-
nary rulings, the Federal district court
held that the case could be maintained
as a class action on behalf of some 6
milhon investors who had engaged in
odd-lot transactions on the Exchange
between 1962 and 1966 and that, since
the class was more than likely to pre-
vail on its claims, the defendants
should bear the major share of the cost
of notice to the class.

Delistings

Under the Securities Exchange Act,
securities may be stricken from listing
and registration upon application to the
Commission by an exchange, or with-
drawn from listing and registration upon
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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 inves-
tors.

The various exchanges have different
delisting standards. However, delisting
actions are generally based on one or
more of the following factors: the num-
ber of publicly held shares or sharehold-
ers is insufficient; the market value of
outstanding shares or the trading vol-
ume 1s too low; the company does not
meet requirements as to earnings or fi-
nancial condition or has ceased opera-
tions; or required reports have not been
filed with the exchange.

During the fiscal year ending June
30, 1972, the Commission granted ex-
change applications for the removal of
77 stock issues and 14 bond issues
from histing and registration. The largest
number of applications came from the
American Stock Exchange (18 stocks
and 9 bonds). Other exchanges were
represented as follows: National (21
stocks); New York (16 stocks and 3
bonds); Midwest (7 stocks and 2
bonds); Pacific Coast (6 stocks); Detroit
and PBW (4 stocks each); and Inter-
mountain (1 stock).

The Commission also granted the ap-
plications of two issuers to withdraw se-
curities from listing and registration on
the National Stock Exchange.

In judicial review of a delisting ac-
tion, in Intercontinental Industries, Inc.
v. American Stock Exchange,14 the
Court of Appeals for the Fifth Circuit
upheld a Commission decision granting
the American Stock Exchange’s applica-
tion to delist the stock of Interconti-
nental Industries, Inc. (INI). That appli-
cation was based on INI's dissemination
of misleading information in violation of
its listing agreement with the Exchange
The court agreed with the Exchange and
the Commission that INI failed to take
“prompt corrective action’”’. It noted
that INt did not make full disclosure
until enforcement action was taken
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agamnst it some two to three months
after it had made misleading announce-
ments. The court aiso rejected INI's ar-
gument that it was denied due process
in the delisting procedures.

Exchange Disciplinary Actions

Although the Exchange Act does not
provide for Commission review of disci-
phnary action by exchanges,15 each na-
tional securities exchange reports to the
Commission actions taken against mem-
bers and member firms and their
assoclated persons for violations of any
rule of the exchange or of the Exchange
Act or of any rule or regulation under
the Act.

During the fiscal year, eight ex-
changes reported 236 separate actions,
including the imposition in 120 cases of
fines ranging from $10 to $25,000, with
total fines aggregating $266,400; the re-
vocation of 24 member firms and expul-
sion of 4 individuals; the suspension
from membership of 13 member firms
and 30 individuals; and censure of 99
member firms. The exchanges also re-
ported the imposition of various other
sanctions against 22 registered repre-
sentatives and other employees of
member firms.

Inspections

Another important aspect of the Com-
mission’s supervision of exchange self-
regulation is its program of regular
inspections of various phases of ex-
change activity. These inspections en-
able the Commussion to recommend,
where appropriate, improvements de-
signed to increase the effectiveness of
self-regulation.

In fiscal 1972, the Commission’s staff
conducted 15 inspections. Two of these
were general inspections of the Philadel-
phia-Baltimore-Washington and Pacific
Coast Stock Exchanges. At the New
York Stock Exchange, eight separate
inspections were made, covering en-
forcement and interpretation of its net
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capital rule, financial surveillance, stock
watch and floor surveiliance, procedures
for compliance with Regulation T of the
Federal Reserve Board, arbitration, and
the Block Automation System.

Inspections of the American Stock Ex-
change covered stock watch and floor
surveillance procedures, the enforce-
ment and interpretation of its net capi-
tal rule and financial surveillance gener-
ally, and FACS (a system for monitoring
the operational capacity of member
firms). In addition, inspections were
conducted of the Pacific Coast and Mid-
west Stock Exchange Stock Clearing
Corporations and Service Corporations
and the New York Stock Exchange
Clearing Corporation.

SUPERVISION OF NASD

The Exchange Act provides for regis-
tration with the Commission of national
securities assaciations and establishes
standards and requirements for such
associations. The Act contemplates that
such associations will serve as a me-
dium for self-regulation by over-the-
counter brokers and dealers. Their rules
must be designed 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 super-
vision of the Commission, which is au-
thorized to review disciplinary actions
taken by them, to disapprove changes
in their rules, and to alter or supple-
ment their rules relating to specified
matters. The National Association of Se-
curities Dealers, Inc. (NASD) is the only
association registered under the Act.

In adopting legislation permitting the
formation and registration of national
securities associations, Congress pro-
vided .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
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general public. The NASD has adopted
such rules. As a result, membership is
necessary to profitable participation in
underwritings since members may prop-
erly grant price concessions, discounts
and similar allowances only to other
members.

At the close of the fiscal year, the
NASD had 4,229 members, reflecting a
net loss of 161 members during the
year. This loss was the net resuilt of
411 admissions to and 572 termina-
tions of membership. The number of
branch offices decreased by 444, to
6,584, as a result of the opening of
1,234 new offices and the closing of
1,678 offices. During the year, the num-
ber of registered representatives and
principals (these categories include all
partners, officers, traders, salesmen and
other persons employed by or affiliated
with member firms in capacities which
require registration) decreased by 2,014
to stand at 197,903 as of June 30,
1972. This decrease was the net result
of 23,317 initial registrations, 26,805
re-registrations and 52,136 terminations
of registrations during the year.

During the fiscal year, the NASD ad-
ministered 58,911 qualification examina-
tions of which approximately 34,806
were for NASD qualification and the bal-
ance for other agencies, including major
exchanges, the Commission and various
States.

NASD Rules

Under the Exchange Act, the NASD
must file for Commission review, 30
days in advance of their effectiveness,
copies of any proposed rules or rule
amendments. Any rule change or addi-
tion may be disapproved by the Com-
mission if found not to be consistent
with the requirements of the Act. The
Commission also normally reviews, in
advance of publication, general policy
statements, directives, and interpreta-
tions proposed to be issued by the As-
sociation’s Board of Governors pursuant
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to its powers to admunister and inter-
pret NASD rules.

During the fiscal year, numerous
changes in or additions to NASD rules,
policies and interpretations were sub-
mitted to the Commission. Among the
more significant which were not disap-
proved by the Commission:

1. Amendments to the Code of
Arbitration Procedure to authorize
the Board of Governors to compel
a member to arbitrate any dispute,
claim or controversy arising out of
a securities transaction at the in-
stance of another member or a
public customer. Previously, the
Code provided only for the volun-
tary submission of disputes. Fur-
ther, provision was made for the
selection of a representative from
the public at large to serve on the
National Arbitration Committee.

2. Amendments to Schedule D
of the NASD By-laws, which per-
tains to the NASDAQ system,16 (a)
requiring that NASDAQ market
makers’ quotations be good for at
least one trading unit (usually 100
shares) in securities quoted on the
system; (b) requiring NASDAQ mar-
ket makers to report their volume
data on a daily basis; (c) setting
subscribers’ charges for use of the
NASDAQ system; (d) increasing the
size of the Association’'s NASDAQ
Committee so as to provide a bet-
ter geographical representation;
and (e) revising procedures and
sanctions in connection with al-
leged NASDAQ violations.

3. Amendments to schedule C
of the NASD By-laws to provide for
revised qualification examinations
for registered representatives of
NASD member firms and to create,
for the first time, a class of “finan-
cial principals"” who would be re-
quired to pass the entire princi-
pal's examination including the

488-483 O -173 -6

53

portion relating to financial
ters.

4. Amendments to Schedule B
of the NASD By-laws realigning
the NASD Districts in accordance
with the administrative needs of
the Association.

5. Amendments to the Associa-
tion’s Uniform Practice Code de-
signed to streamline the proce-
dures relating to the partial
delivery of securities.

On May 9, 1972, the NASD Board of
Governors submitted to its membership
for comment a proposed Rule of Fair
Practice to establish a system of regula-
tion for the distribution of tax-sheltered
programs, This proposed rule, the result
of approximately one year's work by two
committees appointed by the Associa-
tion, would prohibit members from par-
ticipating in the distribution of tax-shei-
tered programs which did not meet
prescribed standards of fairness and
reasonableness. These standards relate
to the underwriting or other terms and
conditions of the distribution of units of
such programs to the public including
all elements of compensation to be paid
to sponsors or broker-dealers, and con-
cerning the operation, structure, and
management of such programs, Suitabil-
ity standards for investment in such
programs and requirements concerning
the content and filing with the Associa-
tion of advertising and supplemental
sales literature would be established. At
the end of the fiscal year, the comment
penod for the proposed rule had not yet
expired.

mat-

Litigation on NASD Rules

Harwell v. Growth Programs, Inc.}7 A
class of purchasers of single-payment
contractual plans for the accumulation
of mutual fund shares sued the sponsor
and the underwriter of the plans and
the NASD for an alleged conspiracy in
violation of the antitrust laws. Plaintiffs
sought treble damages from all defen-
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dents and resumption of the rght to
unlimited exercise of the withdrawal-
and-reinstatement privilege contained in
the plans. The NASD had issued an in-
terpretation of its Rules of Fair Practice,
which, in effect, prohibited NASD mem-
bers, including the sponsor and
underwriter of the plans, from continu-
ing to facilitate the unlimited and spec-
ulative use of this ‘“‘in-and-out” prvi-
lege. This interpretation had been
issued at the Commission’s urging.

As reported last year,18 the district
court granted the defendants’ motion
for summary judgment. On appeal, the
Court of Appeals reversed and re-
manded the case for a trial on the mer-
its. Relying on the Thill case, discussed
above, the court held that the fact that
the NASD ‘“‘acted under close supervi-
sion"’ of the Commission in adopting its
interpretation did not immunize it from
antitrust penaity. The court further
stated that in any event, the extent of
the Commission’'s supervision was not
readily apparent from the record and
that the record was barren of what con-
sideration, if any, was given by the
Commission to the antitrust effects of
the NASD’s interpretation.

The NASD sought a rehearing (which
the Commission supported in a state-
ment filed with the court) urging that
the record did in fact reflect the extent
of the Commission’s supervision over
the issuance of the interpretation and
that such supervision distinguished the
case from Thill where it was held that
the ‘‘mere possibilty’” of Commission
supervision over the rules of a national
securities exchange was not sufficient to
immunize the exchange from antstrust at-
tack. The court denied rehearing. It ap-
parently acknowiedged that the record
did reflect the supervision exercised by
the Commussion and it deleted the con-
trary statement from its original opin-
ion, but it reaffirmed its reliance on
Thill. The NASD thereafter petitioned
the Supreme Court for a writ of certio-
rari.
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The Exchange Act authorizes the
Commussion to abrogate any NASD rule
if necessary or appropriate to effectuate
the purposes of the Act. During the
fiscal year, the Commission, after hear-
ings, abrogated an NASD rule to the ex-
tent that it permitted or had been con-
strued to permut the NASD to bar the
receipt by 1its members of commissions,
concessions, discounts or other ailow-
ances from nonmember brokers or
dealers.l® The NASD’s interpretation
had in effect precluded members from
joining in a distribution with a nonmem-
ber where the concession or discount
flowed from the nonmember to the
member. The Commission held that the
rule, as contrued and applied, was be-
yond the scope of the authonty granted
to the NASD by a prowvision of the Act
authorizing it to adopt rules prohibiting
a member from dealing with a nonmem-
ber except at the same prices and on
the same terms as it accords to the
general public. This was the first case
in which an NASD rule has been abro-
gated in whole or in part.

Inspections

The Commission is charged with the
general oversight of national securities
associations in the performance of their
self-regulatory activities, and the staff
conducts periodic inspections of various
phases of NASD activity. While in the
past budgetary restrictions have se-
verely limited the number of inspections
conducted, during this fiscal year,
largely as a result of a supplemental
appropriation received by the Commis-
sion, the staff was able to inspect the
overall operations of the Association’s
district offices in Dallas, Denver, Los
Angeles, New York, San Francisco, Seat-
tle, St. Louts and Washington, D.C. In
addition, the staff reviewed operations
of the Nationa! Clearing Corporation
which was established by the NASD to
provide nationwide clearing and settle-
ment facilities in the over-the-counter
market.
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NASD Disciplinary Actions

The Commission receives from the
NASD copies of its decisions in all disci-
plinary actions against members and
registered representatives. In general,
such actions are based on allegations
that the respondents violated specified
provisions of the NASD's Rules of Fair
Practice. Where violations by a member
are found, the NASD may impose sanc-
tions including expulsion, suspension,
fine, or censure. If the violator is an ind-
vidual, his registration with the Associa-
tion may be suspended or revoked, he
may be suspended or barred from being
associated with any member, and he
may be fined and/or censured.

During the past fiscal year, the NASD
reported to the Commussion its final dis-
position of disciplinary complaints
against 575 member firms and 486 in-
dividuals associated with them, both
records.20 The major factors contribut-
ing to the increase in disciplinary ac-
tions have been the NASD’s expanded
examiner force,2! its increased frequency
of inspections of member firms, the
adoption of new NASD and Commission
rules, and the NASD's quarterly finan-
cial reporting form designed to provide
the Association with advance warning of
impending financial or back office prob-
lems.

In the disciplinary actions, complaints
against 37 members and 46 individuals
were dismissed for failure to establish
the alleged violations. The maximum
penalty of expulsion from membership
was tmposed against 38 members, and
36 members were suspended from
membership for periods ranging from 1
day to 6 months. In many of these
cases, the member was fined as well. In
432 cases, members were fined
amounts ranging from $100 to $50,000
and in 32 cases, members were cen-
sured.

In disciplinary sanctions imposed on
individuals associated with member
firms, 76 were barred, 26 were revoked,
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and 66 had their registrations sus-
pended for periods ranging from 1 day
to 5 years. in addition, 272 other indi-
viduals were censured and/or fined
amounts ranging from $100 to $25,000.

Review of NASD Disciplinary
Actions

Disciplinary actions by the NASD are
subject to review by the Commission on
its own motion or on the timely applica-
tion of any aggrieved person. In these
cases, effectiveness of any penalty im-
posed by the NASD s automatically
stayed pending Commission review, un-
less the Commission otherwise orders
after notice and opportunity for hearing.
If the Commussion finds, in its review,
that the disciplined party committed the
acts found by the NASD and wiolated
the rules specified in the determination,
the Commission must sustain the
NASD’s action—unless it finds that the
penalties imposed are excessive or op-
pressive, in which case it must cancel
or reduce them.

At the start of the fiscal year, eight
proceedings to review NASD disciplinary
decisions were pending before the Com-
mission on review. During the year, 25
additional cases were brought up for
review.22 Eight cases were disposed of
by the Commission. In two cases, the
Commission sustained in full the disci-
plinary action taken by the NASD.23 [t
dismissed the review proceedings in two
cases as having been abandoned, and
permitted the withdrawal of two other
applications. In the remaining two
cases, the Commission set aside some
of the NASD findings, but sustained the
penalties.24 Twenty-five cases were pend-
ing at the end of the year.

One case, R. Danais Investment Co.,
Inc.,25 involved improper use of the
NASD's examination questions in pre-
paring applicants for qualification exam-
inations. The NASD found that the
member's president improperly obtained
coples of the Association’s qualification
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examination questions for registered
representatives and incorporated those
questions into a practice quiz used in
preparing the firm's trainees for exami-
nation. It expellied the firm and revoked
the president’s registration.

In sustaining the NASD actions, the
Commission referred to a prior holding
that:

“In view of the vital importance of
examinations in the program of up-
grading the level of competence in
the securities business, we regard
a deception in connection with the
taking of those examinations . . .
to be so grave that we would not
find the extreme sanction of revo-
cation or expuision to be excessive
or oppressive unless the most ex-
traordinary mitigative facts were
shown.'’

The Commission was unable to find that
extraordinary mitigative facts had been
shown here.

In Hagen Investments, Inc. v. SEC,26
the Court of Appeals for the Tenth Cir-
cuit affirmed the Commission’s finding
that certain Emergency Rules of Fair
Practice adopted by the NASD's Board
of Governors during the paperwork and
financial crises of 1968-1970 had been
validly adopted. The court, as had the
Commission, rejected the petitioner’s ar-
gument that the adoption of some ruies
violated NASD By-laws and that the
rules, which petitioner had been found
to have violated, were invalid, The court
held that the NASD has the authority to
promuigate rules of fair practice in an
emergency situation without submitting
such rules to the full NASD membership
for a vote.

In Benjamun Werner & Co. v. SEC,27
the Court of Appeals for the Distrnict of
Columbia Circuit affirmed per curiam
and without opinion an order of the
Commission dismissing petitioner’s ap-
plication to review disciplinary action
taken against him by the NASD. The
Court of Appeals necessarily rejected,
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as had the Commission, petitioner's ar-
gument that the NASD could not im-
pose upon him any penalty except cen-
sure since his conduct, while concededly
contrary to just and equitable principles
of trade and therefore in violation of
the NASD’s Rules of Fair Practice, was
not also found to be illegal.

Review of NASD Membership
Action

The Exchange Act and NASD By-laws
provide that no broker or dealer can be
an NASD member where he or an asso-
ciate 1s subject to specified disabilities.
These can only be waived under specific
findings of the Commission. A Commis-
sion order approving or directing admis-
sion to, or continuance in Association
membership 1s generally made after ini-
tial submission to the NASD by the
member or applicant for membership.
The NASD in its discretion may then file
an application with the Commission on
behalf of the petitioner. If the NASD re-
fuses to sponsor, the broker or dealer
may apply directly to the Commission
for an order directing the NASD to
admit or continue him in membership.
At the beginning of the fiscal year, 9
applications for approval of admission
to or continuance in membership were
pending. During the year, 6 additional
applications were filed, 4 were ap-
proved, and 5 were withdrawn, leaving 6
applications pending at the year's end.

BROKER-DEALER REGULATION

Registration

Brokers and dealers who use the
mails or the means of interstate com-
merce in the conduct of an over-the-
counter securities business are required
by the Securities Exchange Act to regis-
ter with the Commission.

As of June 30, 1972, 4,734 broker-
dealers were registered, compared with
4,940 a year earlier. The reduction was
attributable mainly to the withdrawal of
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688 registrations as against only 561
new applications filed. For further com-
parative statistics, see the statistical
section.

Financial Reports

Registered broker-dealers are required
to file annual reports of financial condi-
tion with the Commussion. In most
cases, these reports must be certified
by an independent public accountant
The reporting rule was amended signifi-
cantly dunng the year to provide more
financial data to the Commuission and to
customers. During the fiscal year, 4,224
broker-dealer financial reports were filed
with the Commission, compared to the
1971 total of 4,481.

Income and Expense Reports

The Commission in June 1968
adopted Rule 17a-10 under the Securi-
ties Exchange Act, effective January 1,
1969.28 This rule requires registered bro-
ker-dealers and exchange members to
file income and expense reports for
each calendar year with the Commussion
or with a registered self-regulatory orga-
nization (an exchange or the NASD)
which has qualified a plan under the
rule. The self-regulatory organization
transmits copies of the reports to the
Commission on a confidential basis.
During the fiscal year, the Commission
deleted the provision of the rule which
permitted a self-regulatory organization
to omit the names and addresses of
members when transmitting reports.29

Since 1970, the Commission has ap-
proved the plans of the NASD, and the
American, Midwest, New York, and
Philadelphia-Baitimore-Washington Stock
Exchanges.30 These plans provide that
the self-regulatory organization will
adopt and implement appropriate inter-
nal procedures for review of the reports
submitted by members, review all re-
ports filed for reasonableness and accu-
racy, transmit edited reports to the
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Commission, and undertake certain

other obligations.

The reports covering calendar year
1971 of SECO broker-dealers3! and
non-NASD members of those exchanges
which have not qualified a plan have
been received and reviewed by the Com-
mission. The 1971 reports of all NASD
members and of non-NASD members of
those exchanges which have qualfied a
plan have been received by the Com-
mission from the respective self-regula-
tory organization. Information based on
these reports is included in the statisti-
cal section.

Broker-Dealer Examinations

A corrective measure taken by the
Commission to deal more effectively
with problems detailed in its December
1971 “Study of Unsafe and Unsound
Practices of Brokers and Dealers' was
the establishment in January, 1972, of
an Office of Broker-Dealer and [nvest-
ment Adviser Examinations. In August,
1972, as part of the reorganization of
the Commission, the functions of this
Office pertaining to investment advisers
were assigned to the Division of Invest-
ment Company Regulation. The new
Office was set up to develop and admin-
ister a program for more frequent and
intensive examination of broker-dealers,
both independentiy 2z~d through im-
proved oversight ¢! = coordination
with the examination activities of the
self-regulatory agencies, as well as to
step up and improve the investment ad-
viser examination program.

In March, 1972, shortly after the es-
tablishment of the new Office, the rate
of examination of broker-dealers and in-
vestment advisers increased substan-
tially, in part through enlargement of
the Commission's examination staff.
The number of broker-dealer examina-
tions increased from 772 in fiscal year
1971 to 893 the past year.

Broker-dealer examinations used in
the accelerated program are of three
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types: cause, routine and oversight.
Cause examinations usually resuit from
complaints received from customers or
other broker-dealers, or from other intel-
ligence which indicates a need to review
certain aspects of the operations of a
particular broker-dealer, and they are
generaily limited to the subject matter
of the complaint. Routine examinations,
which cover all aspects of a broker-deal-
er's operations, are generally restricted
to broker-dealers which are not mem-
bers of any of the self-regulatory organi-
zations (SECO  broker-dealers), but
members of the seif-regulatory organiza-
tions are also subject to such examina-
tions. An attempt is made to examine
each SECO broker-dealer within 60 days
after it becomes registered with the
Commission and to schedule routine ex-
amnations of that firm annually there-
after. Oversight examinations are ex-
plained below.

Broker-dealers are frequently mem-
bers of more than one self-regulatory
organization. A prime concern of the
new Office has been to establish an
effective system of coordination among
the self-regulatory and other regulatory
agencies, including state regulators, to
utilize more effectively total resources
available and to avoid unnecessary and
burdensome duplicate examinations.
The Office is developing a system
whereby each agency concerned will be
notified of examinations conducted of
1its members by other organizations.

The Office has also begun review of
examination policies and procedures of
the self-regulatory organizations to im-
prove consistency in scope and proce-
dures and has offered to help train ex-
aminers of self-regulatory bodies.

The program also contemplates that
the Commussion staff will on a sample
basis (1) examine members of self-regu-
latory bodies directly to determine if
they are in compliance with the securi-
ties laws, and (2) examine a member of
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a particular self-regulatory organization
directly and at the same time review
the examination report and working pa-
pers of the latest examination by that
organization to determine- whether its
examination program is thorough and
effective.

An important function of the new
Office is to perfect an early warning sys-
tem for the detection of financial and
operational problems of broker-dealers.
This system is also intended to be the
vehicle for coordination of the Commis-
sion’s broker-dealer examination pro-
gram with the programs of the various
self-regulatory organizations. The plan is
to organize available information about
all broker-dealers registered with the
Commission, including their financial
and operational condition, into a data
bank which would be printed out and
distributed regularly to the regional
offices of the Commission and to self-
regulatory organizations.

One of the first tasks of the new
Office was the revision of the Broker-
Dealer Examination Manual, which out-
lines the procedures and policies of the
Commission’'s examination program, and
the preparation of a comparable manual
for investment adviser examinations.
The manuals have been distributed to
the Commussion’s regional offices and
are now in use.

In addition, the Office was engaged
during the fiscal year in the develop-
ment of a comprehensive examination
training program.

Rule Changes

The Commission adopted or proposed
during the fiscal year a wide range of
measures designed to correct the prac-
tices which led to or intensified the op-
erational and financial problems of the
secunities industry during 1967-1970.
Among the most significant of these
measures were various rule changes or
proposed changes for broker-dealers.
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Reserve and Segregation
Requirements

Legislation enacted in 1970 creating
the Securities Investor Protection Corpo-
ration to provide insurance for customer
accounts explicitly authorized the Com-
mission to prescribe rules regarding the
custody and use of customers' securi-
ties and the use of customers’ deposits
or credit balances. Such rules were to
require the maintenance of reserves
with respect to such deposits or credit
balances. The initial rule proposals were
made by the Commission in November
1971.32

On May 31, 1972, the Commission
released for public comment a revision
of these proposed rules, in the form of
a proposed new Rule 15¢3-3 under the
Exchange Act.33

The proposed rule deais with the obli-
gation of a broker-dealer to maintain
physical possession or control over se-
curities left with it by a customer and
to have basic reserves against customer
cash and cash realized through utiliza-
tion of customer securities. It addresses
itself to three primary areas of cus-
tomer protection: (1) the obligation of a
broker-dealer to promptly take posses-
sion or control of all fully-paid
securities and excess margin securities
carned for the account of customers;
(2) a formula for a cash reserve for all
customer funds not used in customer-
related transactions; and (3) separation
of the brokerage operations of a firm
from its other activities.

A number of positive benefits should
flow from this approach for the protec-
tion of the funds and securities of cus-
tomers. The restrictions on the use of
customers’ funds and securities and the
requirement that securities be promptly
brought under physical possession or
control are designed to protect cus-
tomer assets in liquidation. The rule
should also act as a control over the
unwarranted expansion of a broker-deal-
er's business, since it would prohibit
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the utilization of customers’ funds and
customer-derived funds in areas of the
firm's business such as underwriting,
trading and overhead.

“‘Box Count’’ Rule

In its Study of Unsafe and Unsound
Practices, the Commission cited the
lack of adequate physical controls over
secunties during the 1967-1970 period.
Under the rules then in effect, that part
of the broker-dealer's operations dealing
with the movement and location of se-
curities had been subject only to the
once-a-year check of the audit required
for its annual report of financial condi-
tion. In an effort to tighten controls, the
Commission adopted Rule 17a-13
under the Exchange Act to require of
broker-dealers a quarterly physical ex-
amination and count of firm and cus-
tomers’ securities held, and to verify se-
curities subject to firm control or
direction but not in their physical
possession.34 In comparing the results
of its examination and verification with
its records, a broker-dealer must note
any differences and must post unre-
solved differences to its books and rec-
ords within seven days. At the same
time, the Commussion made conforming
changes in its record-keeping and finan-
cial reporting rules.

Financial and Operational
Condition

The Study also noted that an early
warning system was needed to identify
those brokers and dealers with financial
or operational difficulties before they
reach a point where liquidation is the
only answer. The Commission adopted
Rule 17a—11 under the Exchange Act to
provide it and the various self-regulatory
organizations with an adequate and
timely flow of information on the finan-
cial and operational condition of
broker-dealers.35

The rule has four major provisions:
(1) Immediate telegraphic notice to the
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Commission and to any self-regulatory
organization of which it is a member,
followed by a financial report within 24
hours, when a broker-dealer’s net capi-
tal falls below the level required by any
capital rule to which it is subject; (2)
the filing of special monthly reports
until 1ts capital position shows improve-
ment for three successive months when
a broker-dealer ascertains that its aggre-
gate indebtedness exceeds 1,200 per-
cent of its net capital—or that its total
net capital is less than 120 percent of
the minimum net capital required of it
by any capital rule to which it is sub-
ject; (3) telegraphic notice to the appro-
priate regulatory authonties, followed by
a written report within 48 hours, when
a broker-dealer’'s books and records are
not current, and (4) notification to the
Commission by a self-regulatory organi-
zation when 1t learns that a member
has failled to give notice or file any re-
port required by the rule.

New Broker-Dealer Disclosure

A contributing factor in the failures
of broker-dealers 1n recent years was
the lack of adequate resources of per-
sons entering the business. In its Study,
the Commission said a number of bro-
kers and dealers who were able to re-
main in business for only brief periods
following their registration had little or
no background in the secunties field
and had little recognition of the need
for adequate facilities, personnel and
financing. It pointed out that since the
Securities Investor Protection Corpora-
tion (SIPC) may draw on the United
States Treasury up to a billion dollars
to reimburse customer losses, ‘“‘to per-
mit unprepared, irresponsible parties to
enter the broker-dealer business without
the restraining influence of adequate
entry standards would be tantamount to
the subsidization of incompetent and ir-
responsible individuals by SIPC and the
United States Treasury.”

The Commission amended Rule
15b1-2 under the Exchange Act to re-
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quire new broker-dealers to make de-
tailed disclosures on adequacy of per-
sonne!, facilittes and financing.36 The
former rule merely required applicants
for registration to furnish verified state-
ments of their financial condition. As
amended, the rule requires a new regis-
trant to file in addition (1) a computa-
tion of aggregate indebtedness and net
capital; (2) a statement describing the
nature and source of his capital and
representation that this capital will con-
tinue to be devoted to the business; (3)
a statement that adequate arrange-
ments exist for facilities and financing
required to operate the business, detail-
ing as well the nature of the arrange-
ments; and (4) for the first year of
operations a statement specifying ar-
rangements for obtaining funds to oper-
ate the business, anticipated expenses,
and arrangements to obtain additional
financing if needed.

Net Capital

The Commission’s Study noted the
inadequacy of existing net capital re-
quirements. During the fiscal year, the
Commission amended Rule 15c¢3-1
under the Exchange Act, its net capital
rule, to increase the minimum net capi-
tal required of most broker-dealers from
$5,000 to $25,000 and to reduce the
maximum net capital ratio (ratio of ag-
gregate indebtedness to net capital) of
new broker-dealers for the first year of
their operations from 20-to-1 to 8-to-
1.37 For broker-dealers not carrying cus-
tomer accounts and not holding custom-
ers’ funds and securities, the $5,000
minimum was retained.

Another amendment covered treat-
ment of clearing fund deposits under a
continuous net settlement (CNS) system
for the clearance and settlement of
securities transactions. Under CNS, a
clearing agency assumes the role of
principal party in the clearance and
settlement of both the buying and sell-
ing sides of a transaction in securities
between members of the clearing
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agency. Because of the risks assumed
by these clearing agencies, they have
established clearing funds through de-
posits by clearing members for use in
payment of liabilities of clearing mem-
bers to CNS or general liabilities of CNS
arising from clearing and settling activi-
ties. These funds are essential to con-
tinued operation and financial security
of CNS clearing agencies. Because CNS
systems appear to offer substantial re-
ductions in the movement of share cer-
tificates, and deposits are available to
meet members’ current obligations to
CNS clearing agencies, the Commission
amended Rule 15¢3-1 to provide that
clearing fund deposits by clearing mem-
bers of clearing agencies using a CNS
system for the clearance and settlement
of securities transactions need not be
deducted from such members’ net worth
in the computation of net capital.38

Other amendments of the net capital
rule were designed to grant necessary
relief to underwriters and depositors of
contractual plans for the accumulation
of investment company shares.39 They
pertained principally to the treatment of
funds in segregated trust accounts
which must be maintained under the In-
vestment Company Act and rules on
possible refund obligations.

Financial Reports

Rule 17a-5 under the Exchange Act
requires registered broker-dealers to file
annual reports of financial condition
with the Commission. As a result of the
back office and operations crisis of
1967-1970, the rule was amended this
year to require broker-dealers (other
than mutual fund dealers and other bro-
ker-dealers who do not carry customers’
accounts, or hold customer funds and
securities) to file additional information
with the Commission annually. Under
the amendment, the Commission now
receives certified Statements of Income
and Statements of Changes in Capital
Accounts in addition to the balance
sheet information previously required.
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In addition, the amended rule now re-
quires broker-dealers not only to file re-
ports with the Commission, but also to
send to customers annual and quarterly
balance sheets with statements contain-
ing current net capital computations.
With the annual financial statement, the
broker-dealer also must furnish the cus-
tomer with a statement as to whether
the accountants have found material in-
adequacies in the firm's internal con-
trols and notification that the most re-
cent annual report filed with the
Commission is available for examination
and copying at the Commssion and at
the broker-dealer’s principal office.40

Clearing Arrangements

In its present form, Rule 17a-3(b)
under the Exchange Act in effect prohib-
its broker-dealers who are not members
of a national securities exchange from
having their customers’ transactions
cleared through other broker-dealers on
a fully disclosed basis. The Commission
believes it no longer necessary to pro-
hibit such clearing arrangements if the
clearing broker-dealer has the financial
responsibility needed for protection of
public customers. By the same token,
exchange members who clear for other
exchange members should be required
to have the same financial responsibil-
ity. A proposed amendment of the rule
would permit such clearing arrange-
ments if the clearing broker-dealer
maintains net capital of not less than
$25,000 and is otherwise in compliance
with applicable net capital require-
ments.41

The Commission also proposed to
amend the rule to permit a broker-
dealer to clear his transactions through
a bank, provided the books and records
respecting those transactions are kept
in accordance with the Commission’s
record-keeping requirements and the
bank files an undertaking with the Com-
mission that such books and records
will be available for Commission exami-
nation.
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Stabilization Reports

Certain amendments of Rule 17a-2
under the Securities Exchange Act and
the related form respecting stabilhzation
reports were proposed during the fiscal
year and adopted thereafter.42 Under
the rule, the member of an underwnting
syndicate or group which makes stabiliz-
wng purchases for the account of the
syndicate must file ‘‘as manager'” re-
ports on syndicate transactions in the
stabilized and offered securities. Prior to
its amendment, the rule also required
other members of the syndicate for
whose account stabihizing purchases
were made to file “not as manager” re-
ports. Under the amendments, the re-
ports “not as manager'” are to be made
to the syndicate manager, rather than
directly to the Commission. The man-
ager i1s to file all ''not as manager'' re-
ports with the Commission.

SECO Broker-Dealers

Under the Exchange Act, as amended
in 1964, the Commission has the re-
sponsibility for establishing and admin-
istering rules on qualification standards
and business conduct of broker-dealers
not members of the NASD 43 to provide
vegulation for these SECO broker-dealers
comparable to that provided by the
NASD for its members.44

During the fiscal year, the number of
nonmember broker-dealers decreased
from 301 to 294, but the number of as-
sociated persons of such firms (i.e.,
partners, officers, directors and employ-
ees not engaged in merely clerical or
ministerial functions) increased from
16,060 to approximately 20,600.48

During the fiscal year, the Commis-
sion released a statement of policy and
guidelines on the comparability of NASD
and SECO regulation and the relevance
of published NASD standards and rules
of conduct to nonmember broker-deal-
ers and their associated persons.*¢ The
Commission also adopted Rule 15b8-2
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under the Exchange Act to prohibit a
SECO firm from engaging in securities
activities if it or an associated person
has been expelled or suspended from
the NASD or from an exchange for con-
duct inconsistent with just and equita-
ble principles of trade or barred or sus-
pended from association with any
member of the NASD or an exchange
for such conduct.4?

Rule 15b9-2 under the Exchange Act
provides for an annual assessment to
be paid by nonmember broker-dealers
to defray the cost of regulation. During
the fiscal vyear, the Commission
amended the rule by deleting a provi-
sion which 1mposed a charge for each
office of the broker-dealer.4®8 It in-
creased the base fee from $100 to
$150 and the fee for each associated
person from $5 to $7.50 and eliminated
the fee ceiling which had previously
been $50,000.

SIPC Litigation

Lohf v. Casey.4? The trustee of Sud-
ler, Hart & Co., a registered brokerage
firm that had been adjudicated bankrupt
in 1969, brought suit to compel the
Commission and the Securities Investor
Protection Corporation under the Securi-
ties Investor Protection Act of 1970, to
bring the customers of the bankrupt
firm under the protections afforded by
the Act. The district court dismissed the
trustee’s complaint for failure to state a
claam upon which relief could be
granted. The Court of Appeals for the
Tenth Circuit affirmed the dismissal,
holding that the Act does not extend
coverage to the customers of a regis-
tered brokerage firm which had been
adjudicated a bankrupt prior to passage
of the Act. Although the firm’s registra-
tion had not been officially terminated
(and thus 1ts automatic membership in
SIPC had continued in form) the court
concluded that the firm did not have
the status of a ‘broker or dealer” as
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contemplated by the Act. The court rea-
soned that the statutory reference to
“brokers or dealers” meant firms or
persons that were actually in business
in the usual sense at or after the date
of enactment, since Congress had delib-
erately declined to make the legislation
operate retroactively, drawing the line to
exclude those which had failed. Because
the firm's business was under the
jurisdiction of the bankruptcy court on
the effective date of the Act, the court
of appeals concluded that the firm was
at that time not conducting its business
as a broker or dealer.

S.E.C. v. Alan F. Hughes, Inc.5° The
Court of Appeals for the Second Circuit,
in a case of first impression under the
Act, considered whether SIPC is re-
quired to afford a hearing when it deter-
mines that one of its members has
failed or is in danger of failing to meet
its obligations to its customers and that
there exists one or more of the condi-
tions to the appointment of a trustee
that are specified 1n Section 5(b) of the
Act. The court held that no hearing was
required at the time of SIPC's determi-
nation because it ‘“has no binding legal
consequences and deprives no broker-
dealer of property.”” The court noted
that SIPC must make an application to
a district court and that the court is re-
quired to make its own findings. The
court found that an appropriate deter-
mination had been made by the district
court and that it was supported by the
evidence, and it affirmed the district
court's order appointing a trustee. It
also affirmed the appointment of a re-
ceiver in the injunctive action brought
by the Commission which had given rise
to the application for appointment of a
trustee. The court approvingly noted
that the district court’s order had ap-
pointed a receiver only until SIPC made
a determination whether to seek the ap-
pointment of a trustee and that the re-
ceiver had been authorized to liquidate
the broker-dealer only if necessary.
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The Commission's enforcement activi-
ties, designed to combat securities
fraud and other misconduct, continued
at a high level during the past year.
These activities encompass cwvil and
criminal court actions as well as admin-
istrative proceedings conducted inter-
nally. Where violations of the securities
laws or rules are established, the sanc-
tions which may result range from cen-
sure by the Commission to prison sen-
tences imposed by a court. The
enforcement program is designed to
achieve as broad a regulatory impact as
possible within the framework of re-
sources available to the Commission. In
light of the capability of self-regulatory
and state and local agencies to deal

effectively with certain securities viola-
tions, the Commission seeks to promote
effective coordination and cooperation
between its own enforcement activities
and those of the other agencies.

DETECTION

Complaints

The Commission receives a large vol-
ume of communications from the pub-
lic. These consist mainly of complaints
against members of the securities in-
dustry and requests for information
about i1ssuers. During the past year,
some 10,000 complaints and inquiries
on broker-dealers were received, most
involving operational problems, such as
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a failure to deliver securities or funds
promptly, or the alleged mishandling of
accounts. While this 1s a large number
of complaints, it represents a substan-
tial reduction from the 17,000 com-
plaints and inquiries about broker-deal-
ers received the previous year.

The Commission seeks to assist
persons in resolving complaints and to
furnish requested information. Thou-
sands of investor complaints are re-
solved through staff inquiry to firms n-
volved. While the Commission does not
have authority to arbitrate private dis-
putes between brokerage firms and
investors or to assist investors in legal
assertion of personal rights, a complaint
may lead to institution of an investiga-
tion or an enforcement proceeding, or it
may be referred to a self-regulatory or
local enforcement agency.

Market Surveillance

To enable the Commission to carry
out survelllance of the securities mar-
kets, its staff has devised procedures to
identify possible manipulative activities.
These include surveillance of listed se-
curities, coordinated with the stock
watching operations of the New York,
American and regional stock exchanges.
The Commission’s market surveijllance
staff has supplemented its regular re-
views of daily and periodic stock watch
reports of exchanges with a program for
review of special surveillance reports
providing a more timely analysis of the
information developed by the ex-
changes.

The market surveillance staff main-
tains a continuous watch of transac-
tions on the New York and American
Stock Exchanges and reviews reports of
large block transactions to detect any
unusual price and volume variations.
The financial news tickers, financial
publications and statistical services are
closely followed.

The Commission has also developed
an over-the-counter surveillance pro-
gram for securities traded by means of

the National Association of Securities
Dealers’ NASDAQ system. This program
is coordinated with the NASD’s market
surveillance staff through a review of
weekly and special stock watch reports.
For those over-the-counter securities not
traded through NASDAQ, the Commis-
sion uses automated equipment to pro-
vide more efficient and comprehensive
surveillance of stock quotations distrib-
uted by the National Quotation Bureau.
This is programmed to identify, among
other things, unlisted securities whose
price movement or dealer interest varies
b