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STATEMENT OF JOHN S.R. SHAD, CHAIRMAN 
CHAIRMAN OF THE SECURITIES AND EXCHANGE COMMISSION, 

TO THE SUBCOMMITTEE ON SECURITIES OF THE 
SENATE COMMITTEE ON BANKING, HOUSING AND URBAN AFFAIRS 

March 25, 1983 

Chairman D'Amato and Members of the Subcommittee: 

Overview of Fiscal 1982 Results and Ongoing Efforts 

The Securities and Exchange Commission appreciates this 

opportunity to present an overview of its fiscal 1982 activities 

and ongoing efforts. A separate reauthorization request for 

1984-1986 has also been submitted. It is requested that 

these statements be made part of the record. 

The Commission's present three-year authorization expires 

this year. An additional three-year authorization is requested 

for appropriations in the amount of $99.1 million for fiscal 

1984, $107.6 million for fiscal 1985, and $117.7 million for 

fiscal 1986. 

The Commission has attempted to fulfill its responsibi- 

lities in the most effective and efficient manner. Many of 

the actions taken in 1982 as well as initiatives now in 

progress, which are described more fully in the following 

detailed statement, reflect the Commission goal of assuring 

that the focus of Commission resources is on those policies 
t 

and issues most important to investor protection. 
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Fiscal 1982 

Briefly, in fiscal 1982 the Commission brought 31% more 

enforcement cases, conducted 26% more investment company and 

adviser inspections, processed 8% more broker-dealer reports 

and handled 5% more full disclosure filings, than in fiscal 

1981, with 5% less personnel. Registration and other fees 

offset 94% of •the Commission's $83 million budget, as compared 

with 81% in fiscal 1981. 

The following were records -- or the highest level in 

several years -- despite significant personnel reductions 

over the years: 251 enforcement cases were brought, 1,065 

investment company and adviser inspections were conducted, 

6,599 broker-dealer reports were processed, 65,000 full 

disclosure filings were handled, and $78 million of registra- 

tion and other fees were collected. The Commission also 

processed about 17,000 public complaints. The staff of 1,882 

was at the lowest level in several years. 

Securities and Exchange Commission 

Enforcement Cases 

Investment Company and 
Adviser Inspections 

Broker-Dei,ler Reports 

Full Disclosure Filings 

Fiscal Years Percentage 
1981 1982 Change 

191 251" + 31% 

848 1,065" + 26% 

6,106 6,599* + 8% 

62,000 65,000* + 5% 
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Total Staff-years 

Public Complaints ° 

Fees Received as a Percent 
of the SEC Budget 

1 , 9 8 2  1 , 8 8  21'  

21,000 1"7,0001" 

81% 94%* 

- .5% 

- 1 9 %  

m 

? - 

O m 

A record or the highest level in several years. 

The lowest level in several years. 

Estimates due to shift from manual to computer 
tabulation. 

Reasons 

Some of these results are due to continuing improvements 

in management techniques and automation, such as computer and 

data processing aids in filing reviews -- and in screening 

investment advisers for inspection -- and the Case Analysis 

and Tracking System for weekly enforcement case reviews. 

Simplification of corporations' filings have reduced 

expenses ultimately borne by their shareholders, as well as 

the Commission's paperwork. 

The increase in fees to 94% of the budget was principally 

due to the growth of money market funds -- which are now 

contracting. 

However, the principal reason for the excellent fiscal 

1982 results is the Outstanding SEC staff, which the Heritage 

Foundation recently characterizes in a new book on regulatory 

reform as "among the best and brightest in the government." 
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The following are highlights of major fiscal 1982 programs 

and ongoing efforts. 

Enforcement 

Enforcement is the largest activity at the Commission. 

It accounts for about a third of the total budget. The 

Commission has receiveC substantial cooperation from the 

business and financial community in its efforts to expose and 

sanction those who would impugn the integrity of the world's 

best securities markets. 

The 251 enforcement cases brought in fiscal 1982, compare 

with 191 in fiscal 1981, despite budgetary constraints and 

personnel reductions. Nearly 60% (145) of these cases were 

injunctive actions (including nine civil and criminal contempt 

proceedings). The Commission obtained injunctions against 

327 defendants in 133 enforcement actions in fiscal 1982 

compared to injunctions against 312 defendants in 125 actions 

in fiscal 1981. The balance of the 1982 enforcement actions 

(106) were administrative proceedings. 

Of the 251 cases, about 45% (117) involved violations by 

regulated entities and individuals, nearly 20% (47) concerned 

securities distribution violations, 15% (36) financial state- 

ment and reporting violations, and 12% (31) market manipulation 

and other violations. While insider trading cases received 
tr 

high visiSility, they only amounted to 8% (20) of the total. 
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The 20 insider trading cases represent 40% of all such cases 

brought in the past five years. The fiscal 1982 cases also 

include ten cases brought under the accounting provisions of 

the Foreign Corrupt Practices Act ("FCPA") (which represents 

over 40% of all FCPA cases brought since the FCPA was enacted 

in 1977). Three 21(a) reports on important investigations 

were also published. 

Disgorgements 

The Commission obtained illicit gain disgorgements and 

restitutions of $33 million, rescission offers and refunds to 

investors of $53 million and asset freezes to protect investors 

of $37 million. Comparable data are not available for fiscal 

1981. 

Swiss Accord 

The Accord concluded with Switzerland removed the haven 

of Swiss secrecy laws from those who would trade on inside 

information. It is also an important precedent for greater 

international cooperation in the maintenance of fair and 

orderly markets. 

Integration 

In the interest of shareholders, integration of the 

registrationr'and reporting requirements under the 1933 and 

1934 securities acts increased their corporations' financing 

flexibility and reduced their expenses by over $350 million 
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dollars per annum, without compromising full disclosure. 

Integration has also reduced the Commission's paperwork. 

Net Capital Rule 

The securities industry's net capital and other require- 

ments were updated to take into account the industry's improved 

financial and operational condition. Larger discounts were 

imposed on bond holdings for net capital purposes in response 

to the greater volatility of these markets. However, the net 

result was that over $500 million of securities industry 

capital was freed-up for more efficient employment. Such 

capital has helped the industry handle the much greater 

breadth and depth of the securities markets since August and 

improve other services to investors. 

Re@istration Exemptions 

In the interest of small business shareholders, ~ certain 

securities offerings -- up to $5 million to other than the 

general public -- were exempted from registration, which will 

reduce small businesses' expenses by about $50 million per 

annum. Such financings are expected to exceed $4 billion this 

fiscal year. Private placement exemptions were also simplified 

and improved, in a manner consistent with investor protection. 

These exemptions also reduce the Commission's paperwork. 

Most states are expected to adopt comparable exemptions -- 

which will be the first joint state and federal registration 

exemptions. 
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"SEC/CFTC Accord 

The Accord concluded with the Commodity Futures Trading 

Commission resolved a seven-year jurisdictional dispute and 

enabled the SEC to authorize trading in Treasury, GNMA, foreign 

currency, certificate of deposit and stock index options. 

These new options will facilitate government and mortgage 

financings, international trade and hedging the risks of 

fluctuating interest rates and securities markets. 

Investment Companies 

Rules were adopted which permit the automatic effective- 

ness of certain routine investment company filings. The 

Commission is also soliciting comments on proposals to simplify 

and improve investment company prospectuses and to eliminate 

the need for certain insurance company separate account 

exemptions. These measures reduce expenses ultimately borne 

by investors, and the Commission's paperwork, in a manner 

consistent with investor protection. 

Proxies, Communications and Releases 

Comments have been solicited on proposed improvements in 

the proxy rules. Others are in prospect. Progress is also 

being made in facilitating corporations' ability to communicate 

with thei~ shareholders, despite the high percentage of 

securities registered in nominee names - and in simplifying 

and i,lproving SEC releases. These measures will benefit 
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investors and reduce their corporations' expenses and the 

:Commission's paperwork. 

Accounting Regulations 

A number of redundant or outmoded Accounting Series 

Releases were w~thdrawn and the balance were simplified and 

codified in a ready-reference manual. These measures also 

reduce expenses ultimately borne by shareholders, and the 

Commission's paperwork, in a manner consistent with investor 

protection. 

Self-Re~ulation 

Greater reliance is being placed on private-sector self- 

regulation, under the SEC's oversight. Effective self-regula- 

tion results in greater investor protection and lower Commission 

expenses. 

For example, under the auspices of the American Institute 

of Certified Public Accountants, the 428 accounting firms 

which audit over 90% of publicly owned corporations are now 

on a three-year peer review cycle. The purpose of these 

reviews is to assure high auditing standards. They also "pay 

for themselves" by reducing auditors' risks of liabilities to 

those who rely on their audits. These reviews are carefully 

monitored by the Office of the Chief Accountant. 
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Market Surveillance 

In addition, at the Commission's initiative, the stock 

exchangesand the over-the-counter markets are enhancing 

their electronic market surveillance systems and transaction 

audit trails, under the oversight of the Market Regulation 

Division. In addition to exposing possible manipulation and 

insider trading, audit trails reduce securities firms' trans- 

action reconciliation costs. 

Shelf Registration Rule 

As part of the integration process, the shelf registration 

rule has been adopted on a temporary basis. This rule permits 

corporations to file a single registration statement covering 

securities they expect to sell from time to time within two 

years. 

Over 2,200 shelf registrationstatements have been filed 

since March, 1981. Nearly 90% have been traditional shelf 

filings. Most of the balance have been investment grade debt 

filings, which amount to over 60% of the $70 billion of total 

debt issues. Equity shelf filings amount to only 3% of the 

$90 billion of total equity filings filed in March through 

December, The Commission will review the rule later this 

year, to determine whether to extend, modify or withdraw it. 

National Market System 

With reference to the National Market System, the exchange 

and over-the-counter markets in 30 stocks were linked in May. 
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This experiment is being closely monitored by the Commission 

:and the securities industry. To date, there has been a 

slight improvement in the price continuity of transactions 

in these stocks. 

Order exposureprinciples, proposed by the Securities 

Industry Association-DeNunzio committee, have been released 

for public comment. 

Transactions in 84 national market system over-the-counter 

stocks are now being reported on a real time basis. The 

number was increased to 184 on February 9, [983. 

The Intermarket Trading System ("ITS") volume has 

increased from 102 million shares five years ago to 825 

million in 1982. The Commission recently converted ITS from 

a temporary to a permanent status. 

Conferences 

The SEC is also spending more time listening to investors, 

corporations and others. In 1982, the Commission held: 

o the first Research Forum - at which 40 leading 

securities analysts and others recommended 

improvements in the SEC's disclosure and rulemaking 

practices; 

o the first Government-Business Forum on Small 

Business Capital Formation, under the Small 

Business Investment Incentive Act; 



- II - 

o a conference on major issues confronting financial 

institutions and markets in the 1980s; and 

o an international conference with securities 

regulators and others from 31 nations. 

The Commission has also held the first round of meetings with 

other federal agencies with which it has overlapping jurisdi- 

cation (the Commodity Futures Trading Commission, the Federal 

Reserve Board, the Federal Deposit Insurance Corporation, the 

Comptroller of the Currency and the Federal Home Loan Bank 

Board). 

Task Force 

In congressional testimony and speeches, the Commission 

has advocated for over a year the formation of a task force 

to review and submit to Congress measures to simplify and 

improve the regulatory structures of the financial service 

industries and capital markets, for the benefit of investors 

and depositors. Vice President Bush recently announced 

formation of a task force for this purpose. 

Regulatory Reform 

This year, the Senate and House Banking and other 

interested Committees~in Congress will continue to hold 

hearings on matters which relate to the capital markets and 

securities'laws. Vice President Bush's Task Group on the 

Regulation of Financial Services is expected to make proposals. 
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The Commission expects to participate in such hearings and 

de i iberat ions., 

Litigation 

There are also a number of important cases pending, 

which may significantly impact the securities laws: the Dirks 

inside information case; several implied right of action 

cases, including Chemtron, Liberty National Insurance and San 

Francisco Real Estate Investors; and Dickinson, a 13(d) 

enforcement case; to name a few. Recently, in the Huddleston 

case the Supreme Court endorsed the Commission's position 

that the existence of private rights of action under the 

Securities Act of 1933 does not nullify implied rights of 

action under the Securities Exchange Act of 1934. The 

Commission is a party or has filed amicus briefs in these 

cases and many others. 

Legislation 

The Commission requests the Subcommittee's support of 

proposed legislation to increase criminal fines for certain 

securities violations and to permit civil fines of up to three 

times illicit insider trading profits. The commission has 

also proposed repeal of the Public Utility Holding Company 

Act, and testified in support of the Glass-Steagall, Foreign 

Corrupt Practices and Bankruptcy Reform Act amendments. In 
t t 

addition, the Commission seeks passage of legislation to 

require all over-the-counter broker-dealers to join a 
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registered self-regulatory organization; tO expand the number 

of individuals eligible to serve as a "public representative" 

on the Municipal Securities Rulemaking Board; to permit the 

Commission to accept travel reimbursements; and to permit 

employers to pay Commission Fellows' relocation costs. 

Tenders, Remedies and Markets 

During the coming year, the Commission will also be 

studying the tender offer rules and the underlying assumptions 

of the Williams Act, the adequacy of the SEC's enforcement 

remedies, and the rapidly changing domestic and international 

securities markets, in order to be sure that its efforts are 

being focused where they will best serve investors. 

DETAILED DISCUSSION 

Enforcement Program 

The Commission maintains a comprehensive enforcement 

program in order to address promptly violations of the Federal 

securities laws. The program must be capable both of promptly 

responding to emergency threats to investors and of anticipating 

emerging problems. 

The enforcement program deploys about a third of the 

Commission'~ total resources. In fiscal 1982, the Commission 

brought 251 cases, a 31% increase over fiscal 1981, despite 
r 

budgetary constraints and personnel reductions. A key factor 

was careful review to ensure that cases and investigations 



- 14- 

were deve loped  and comp le ted  w i t h o u t  unnecessary  d e l a y s ,  

i n c l u d i n g  use o f  the  compute r -based  Case A n a l y s i s  and T r a c k i n g  

System. 

The 145 civil injunctive actions brought (including nine 

civil and criminal contempt proceedings) were a 22% increase 

over 1981. They included nine civil and criminal contempt 

proceedings. Administrative proceedings increased 47% to 

106 cases. Three reports of investigation under Section 

21(a) of the Securities Exchange Act of 1934 ("Securities 

Exchange Act") were published. 

The Commission obtained injunctions against 327 defendants 

in 133 enforcement actions in FY 1982 compared to injunctions 

against 312 defendants in 125 injunctive actions in FY 1981. 

i. Commission Remedies 

The federal securities laws provide civil and administra- 

tive remedies designed to rectify past violations and prevent 

future violations. The Commission's principal enforcement 

remedy is a Federal court injunction, ordering a defendant to 

comply with the law in the future. Violation of the injunction 

may result in contempt proceedings. In fiscal 1982, 136 

injunctive actions named 418 defendants. 

In addition, in civil injunctive actions courts often 

enter orders for other equitable relief such as restitution, 

disgorgment of illicit profits, or other relief appropriate 

to the particular case. The Commission obtained court orders 
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in fiscal 1982 t h a t  required defendants to divest illicit 

profits of $33 million, either as disgorgement or as restitu- 

tion to defrauded investors. Another S53 million was the 

subject of orders for rescission of transactions or the 

refunds to investors. ~ Emergency actions brought by the 

Commission led to freeze orders by courts that protected 

$37 million in investor funds until a disposition of the 

funds could be made. 

The Commission regulates certain entities, such as 

broker-dealers, investment companies and investment advisers. 

If regulated entities violate the federal securities laws or 

regulations, they may be censured or have their registrations 

suspended for up to 12 months or revoked in an administrative 

proceeding. An effective registration is needed to stay in 

business. During fiscal 1982, the Commission revoked the 

registration of ii firms, suspended 9 and censured 28, compared 

to 7 revocations, 7 suspensions, and 23 censures in 1981. 

Administrative proceedings may also be instituted 

against persons associated with regulated entities. The 

remedies include censure, suspension for up to 12 months or 

a bar from participation in the securities industry. The 

Commission barred 44 individuals, suspended 82, and censured 

19 in fiscal 1982, compared to 23 bars, 50 suspensions, and 

17 censures,, a year earlier. 
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Issuers may be subject to administrative proceedings 

pursuant to Section 15(c)(4) of the Securities Exchange Act 

if they fail to comply in a material respect with the Act's 

disclosure requirements. They may be ordered to comply upon 

specified terms and conditions. Five such proceedings were 

instituted in fiscal 1982, nine in fiscal 1981. 

Criminal sanctions for federal securities law violations 

include fines and imprisonment. In fiscal 1982, 47 defendants 

were named in 24 criminal indictments or informations relating 

to Commission investigations, compared to 48 and 26 in fiscal 

1981. In addition, more than $450,000 in criminal fines were 

imposed. The Commission assisted state and local authorities 

and self-regulatory organizations in enforcement efforts and 

also received their assistance. In order to raise the level 

of skill and knowledge of our enforcement staff, we periodically 

hold an enforcement training program. Over 50 representatives 

of state, federal and foreign agencies attended the Commission's 

1982 three-day training program. 

2. Swiss Accord 

Commission investigations of suspected insider 

trading have sometimes been impeded by foreign secrecy 
r 

laws or blocking statutes. On August 31, 1982, significant 

progress was made in this area when the governments of 

Switzerland and the United States concluded 3ix months of 

negotiations with the signing of a Memorandum of Understanding 
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concerning nation-to-nation law enforcementcooperation in 

insider trading cases.~/ The Memorandum contains= (a) an 

exchange of opinions which clarifies the ability of the 

Commission to use the 1977 Treaty between the United States 

and Switzerland concerning mutual assistance in criminal 

matters in its investigations of insider trading~ (b) an 

agreement in principal to exchange certain diplomatic notes; 

and (c) understandings with respect to an agreement between 

members of the Swiss Bankers Association which will permit 

signatory banks, under certain circumstances, to furnish 

information and evidence to the Commission through the Swiss 

Federal Office for Police Matters, notwithstanding Swiss 

secrecy laws. 

3. Insider Trading 

Insider trading (the purchase or sale of securities by 

persons in possession of material, non-public information 

relating to such securities) undermines the expectation 

of fairness and honesty that is the basis of public confi- 

dence in the nation's securities markets. The proliferation 

of tender offers and the advent of trading in standardized 

options contracts have increased opportunities for those 

with material non-public information to reap large profits. 

!/ "Swiss and U.S. Governments Sign Memorandum of Under- 
standing", Press Release No. 82-44,82 SEC News Digest 
169 (September i, 1982). 
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In response, the Commission has increased its efforts 

to combat this threat to the integrity of the securities 

markets. In fiscal 1982, the Commission brought 20 insider 

trading actions (including the publication of a report pursuant 

to Section 21(a) of the Securities Exchange Act). 2/ While 

these actions constituted only 8% of the total cases brought, 

they compare with a total of approximately 50 such actions 

brought since 1977, and 97 since 1949. The cases involved 

corporate executives, attorneys, accountants, bank officers 

and others who allegedly obtained confidential information 

concerning proposed tender offers, or other significant 

developments, in the course of their work. 

4. The Insider Trading Sanctions Act 

In September 1982, the Commission sent to Congress a 

legislative proposal to impose new sanctions on persons who 

violate the Securities Exchange Act by purchasing or Selling 

a security while in possession of material nonpublic informa- 

tion in a transaction (i) on or through the facilities of a 

national securities exchange or firm or through a broker or 

2/ E.g., SECv. Certain Unknown Purchasers of the Common 
Stock of,, and Call Options for, the Common Stock of 
Santa Fe International Corporation, et al., Cir. Act. 
No. 81-6553 (S.D.N.Y.), Litigation Release Nos. 9484, 
9485 (October 26, 1981), 1379, Litigation Release No. 
9770 (September 29, 1982); and SECv. Gary L. Martin, 
Martin, M & M Investment and Gary L. Martin, Inc., P.S., 
Civ. Act. No. C-82-81 (W.D. Wash.), Litigation Release 
No. 9642 (April 7, 1982). 
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dealer, and (ii) which is not part of a public offering by an 

issuer of securities other than standardized options. 

Specifically, the legislation would: (i) allow the Commission 

to seek civil monetary penalties of up to 300 percent of the 

insider's trading profits; and (2) increase the maximum 

criminal fine for most violations of the Securities Exchange 

Act from $10,000 to $100,000. The penalty, payable to the 

Treasury, could be imposed on aiders and abettors as well as 

primary violators. The legislation would authorize the 

Commission to exempt, by rule or regulation, any class of 

persons or transactions from the scope of the statutory 

provisions. The legislation was introduced in the 97th 

Congress, and it has recently been reintroduced in the House 

by Chairman Dingell as H.R. 559, the Insider Trading Sanctions 

Act of 1983. 

5. Corporate Reportin 9 and Accounting 

The Securities Exchange Act and Commission rules require 

periodic and timely disclosure of information by publicly 

owned companies. Recently, problems associated with reduced 

profits and high interest rates have demanded more attention 

to the adequacy of reports of financial condition and business 

operations by companies that file with the Commission. 

Accordingly,', the detection and correction of materially 

inadequate or inaccurate reports is a high priority. 

Financial disclosure Violations may involve improper 

valuation of inventories, assets or liabilities, the 
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remuneration of officers and other related parties, the ability 

of a corporation to meet its obligations or the recognition of 

revenue and expenses. Violations with respect to nonfinancial 

information may include such things as material misstatements 

concerning corporate mineral reserves or production or a 

failure to disclose relevant facts concerning corporate 

management. 

Closely related to the emphasis on fraud by reporting 

companies is enforcement of the accounting provisions of the 

Foreign Corrupt Practices Act of 1977 (Section 13(b)(2) of 

the Securities Exchange Act). These provisions require 

issuers to make and keep accurate books and records and to 

devise and maintain systems of internal accounting controls 

which provide reasonable assurances that certain statutory 

objectives are met. The requirements are intended to assure 

that issuers have reliable financial information with which 

to prepare financial statements and other disclosure documents. 

Thirty-six issuer financial statement and reporting 

cases were brought in 1982, ~/ including i0 alleged violations 

of the accounting requirements of the FCPA. ~/ This is 40% 

4_/ 

E.g., SECv. Data Access Systems, Inc., et al., Cir. 
Act. No. 81-3362 (D.N.J.), Litigtion Release No. 9487, 
(October 29, 1981); and SECv. Hotel Associates of 
Atlantic City, et al., Cir. Act. No. 82-721 (D.N.J.), 
Litigation Release No. 9612, (March ii, 1982). 

E.g., SECv. William R. Bundy, Cir. Act. No. IP 81-1350 
(S.D. Ind.), Litigation Release No. 9532 (December 18, 
1981); and SECv. Computer Communications Inc., et al., 
Cir. Act. No. 81-2490 (D.D.C.), Litigation Release No. 
9472 (October 19, 1981). 
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of the 24 FCPA actions brought between enactment of the statute 

and the end of the fiscal year. Nine delinquent filing actiOnS 

were also included in this category. 

6. MarketManipulation 

The Commission is charged with ensuring the integrity 

of trading on the national securities exchanges and in the 

over-the-counter markets. The Commission's staff, and the 

exchanges and the National Association of Securities Dealers 

("NASD") under the Commission's oversight, engage in surveil- 

lance of these markets. Ten manipulation actions were brought 

in fiscal 1982. ~/ They involved attempts to create the 

appearance of trading activity through nominee accounts, the 

use of confederates to make artificial trades and unauthorized 

trading of customer accounts to prevent price declines. 

7. Related Party Transactions 

Fundamental to the relationship between an investor and 

management is the expectation that a company's assets will 

be used for the benefit of the company and not for the personal 

benefit of its managers. Accordingly, the Commission's 

rules require disclosure of transactions by companies with 

management or related parties. In four actions, the Commission 

_5/ E.g., SECv. James T. Hinz, Civ. Act No. 82-0401 (E. D. 
Wisc.),' Litigation Release No. 9638 (April 2, 1982); and 
SECv. Gary V. Lewellyn and G. V. Lewellyn & Co., Civ. 
Act. No. 2102 (S.D.N.Y.), Litigation Release No. 9639 
(April 2, 1982), Litigation Release No. 9673 (May 14, 
1982). 
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, 

alleged that company officials failed to disclose benefits 

received in related party transactions. 

8. Securities Distribution Violations 

Some issuers fail to register public offerings of their 

securities or rely on purported exemptions which are not 

available to ~hem. Distribution violations may also include 

fraudulent material misrepresentations or omissions in connec- 

tion with securities offerings. 

In fiscal 1982, 47 enforcement actions involved securities 

distribution violations. ~/ The Commission also published a 

report pursuant to Section 21(a) of the Securities Exchange 

Act which emphasized the Commission's concern with respect to 

disclosure issues raised in connection with the offer and 

sale of securities in the form of retail repurchase agreements, 

and reminded thrift institutions and banks of their disclosure 

obligations under the federal securities laws. ~/ 

9. Changes in Corporate Control 

Sections 13 and 14 of the Securities Exchange Act govern 

the activities of persons and entities involved in gaining, 

6_/ 

!/ 

E.g., SECv. James L. Douglas a/k/a James L. Cooper, 
Cir. Act. No. C82-29 (N.D. Ohio), Litigation Release 
No. 9589 (February 19, 1982); and SECv. Flow General 
Inc., Cir. Act. ~No. 82-1344 (D.D.C.), Litigation Release 
No. 9674 (May 17, 1982). 

In the Matter of Fidelity Financial Corporation and 
@idelity Savings and Loan Association, Securities Exchange 
Act Release No. 18927 (July 30, 1982). 
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or attempting to gain or maintain control or ownership of a 

c6rporation. These provisions govern proxy solicitations 

and the filing of reports by persons or groups who make a 

tender offer or acquire beneficial ownership of more than 

5% of a class of equity securities registered with the 

Commission These requirements are intenCed to ensure that 

investors have the material information needed to make 

informed investment or voting decisions. Nine enforcement 

actions were brought in this area during fiscal 1982. 8/ 

10. Regulated Entities and Associated Persons 

Fiscal 1982 actions involving regulated entities 

(including broker-dealers, investment companies and advisers) 

ranged from books and records violations to attempts to 

defraud customers. A number of cases included allegations 

that broker-dealers failed adequately to supervise their 

employees. Three actions involved alleged "money laundering" 

activities, including the failure to file currency transaction 

reports as required by Internal Revenue Service regulations 

for cash transactions in excess of $i0,000. 

_8/ E.g., SECv. Severyn Ashkenazy, Cir. Act. No. 82-1799 
(C.D. Cal.), Litigation Release No. 9645 (April 13, 
1982), 25 SEC Docket 2129; and SECv. Bayswater Realty & 
Capital Corporation, et al., Cir. Act. No. 81-3203 
(D.D.C.), Litigation Release No. 9540 (December 30, 
1981), 24 SEC Docket 597. 

r 
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Fiscal 1982 broker-dealer cases totalled 82. 9/ The 

Commission also brought 35 other regulated entity cases, which 

included violations by investment companies and advisers and 

fraud upon regulated entities by their customers. IO/ The 

Commission also published one related report pursuant to 

Section 21(a) of the Securities Exchange Act. 

ii. "Hot Issues" Task Force 

"Hot issues" market problems in the Denver area included 

manipulation, financial responsibility and recordkeeping 

violations by broker-dealers. A task force of 50 people 

drawn from Washington, each regional office and the NASD 

conducted examinations of 30 "hot issue" broker-dealers in 

February 1982. Injunctive actions were filed against five 

broker-dealers, three of which were placed under the super- 

vision of Securities Investor Protection Corporation receivers. 

Eleven other firms voluntarily closed for a period of time, 

five of which have been or are being liquidated. 

_9/ E.g., In the Matter of Bache Halsey Stuart Shields, 
Inc., et al., Securities Exchange Act Release No. 19003 
(August 24, 1982); and SECv. Larry D. Blavin, Cir. Act 
No. 81-74281 (E.D. Mich.), Litigation Release No~ 9506 
(November 18, 1981). 

E.g., In the Matter of CMC Funding, Ltd., Investment 
Advisers Act Release No. 822 (September i, 1982)T In the 
Matter of Government Securities Management Company,Inc., 
Investment Advisers ACt Release No. 814 (July 21, 1982), 
25 SEC Docket 1244; and SECv. Martin and David Rosenberg, 
Cir. Act. No. 82-6184 (S.D.N.Y.), Litigation Release No. 
9759 (Sept. 24, 1982). 
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12. Foreign Corrupt Practices Act 

In 1982, and recently, the Commission supported amendments 

that would amend and clarify the accounting provisions of the 

FCPA in order to reduce uncertainty and compliance burdens. The 

accounting provisions require that issuers make and keep 

accurate books and records and devise and maintain systems of 

internal accounting controls which provide reasonable assurances 

that certain statutory objectives are met. These provisions 

are intended to assure that issuers have reliable information 

with which to prepare financial statements and other disclosure 

documents. 

The Commission also has responsibility for civil 

enforcement of the anti-briberyprovisions of the FCPA. These 

prohibit the corrupt use of payments or gifts to officials of 

foreign governments and certain other persons in order to 

obtain or retain business. In testimony submitted to the 

Congress, the Commission stated that it did not object to 

proposals that enforcement of the anti-bribery provisions of 

the FCPA be consolidated in the Department of Justice. 

13. Access to Business Records in the Commission's 
Possession 

In the course of Carrying out its responsibilities to 

enforce the federal securities laws, the Commission receives 

a great deai'of information from or concerning those under 

investigation that is neither required to be filed with the 
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Commission nor publicly available from the companies or 

:individuals involved. There have been repeated efforts to 

force public disclosure of these records under the Freedom of 

Information Act ("FOIA"), frequently over the vigorous 

objections of the persons who furnished this information to 

the Commission. Ii/ Substantial Commission time and expense 

have gone into determining which of these records are exempt 

from disclosure under the FOIA and which are not. Similarly, 

corporations have incurred substantial legal fees and other 

costs in seeking to demonstrate to the Commission that it is 

justified in withholding particular documents from FOIA 

requestors. 

The Commission must carefully weigh competing interests 

in fulfilling its obligations to disclose records to the 

public under the FOIA. At the same time, the Commission has 

Ii/ A number of lawsuits seeking access to these records 
under the Freedom of Information Act have been filed 
against the Commission and law enforcement agencies 
which reviewed these corporate records from the Commission. 
Of particular note is the litigation brought by Dow 
Jones Corporation, the owner of the Wall Street Journal, 
against the Commission, the Department Justice, and the 
Department of State, seeking access to all records 
relating to questionable corporate payments and the 
Commission's voluntary disclosure program. Dow Jones, 
Inc. et al. v. SEC, et al., (No. 79-1238, D.D.C., filed 
March 4, 1977). These records relate to over 500 

corpoKations, many of which are requesting confidential 
treatment for these records, including a large number 
which are non-public and were provided to the Commission 
in confidence. And, some corporations have intervened 
in litigation to protect their interests directly. 
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an obligation to preserve the legitimate confidentiality of 

the corporations and individuals who submit information to 

the Commission. The primary purpose of the FOIA was to ensure 

public access to information in the possession of the government 

so that the public could see whether the laws were being 

administered properly. But, it has been the C~mmission's 

experience that the FOIA is frequently utilized by competitors, 

litigants, and other adversaries to those who have submitted 

the Commission's investigatory files as a means of discovering 

sensitive information which may afford a business or other 

advantage over the submitter of information. While FOIA 

Exemption 4 permits the Commission to withhold trade secrets 

and certain other confidential business and financial 

information, the courts have construed that exemption rather 

narrowly. 12/ 

Moreover, in many cases, Commission investigation reveals 

no need to bring enforcement action against particular 

individuals or businesses who have come under inquiry. 

Unfortunately, however, the FOIA is unclear concerning 

whether closed investigatory records may be protected frQm 

disclosure, despite the fact that no actionable wrongdoing 

I...2.11 See e.g., Board of Trade of the City of Chicago v. 
Commodity Futures Trading Commission, No. 78-1089, 
(D.C. C%r., May 13, 1980); National Parks and Conser- 
vation Association v. Morton, 498 F.2d 765 (D.C. Cir. 
1974). 
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was discovered and public revelation of the fact of investiga- 

tion may seriously injure and embarrass those involved, i__33/ 

This latter problem has been particularly acute with respect 

to the Commission's foreign payments files. 

On June 16, 1981, the Commission testified before the 

Senate Banking Committee on proposed amendments to the Foreign 

Corrupt Practices Act. Among the amendments the Commission 

recommended was one that would exempt from the FOIA records 

relating to closed investigations. The proposed amendment to 

Section 24 of the Securities Exchange Act, which is substantially 

identical to recent legislation applicable to investigation 

files of the Federal Trade Commission, reads: 

"any materials which are received by the 
Commission in any investigation or inquiry 
permitted by the federal securities laws as 
defined in Section 21(g), or the rules and 
regulations adopted thereunder, and which 
is provided pursuant to any compulsory 
process under this Act or which is provided 
voluntarily in place of such compulsory 
process shall be exempt from disclosure 
under Section 552 of title 5, United States 
Code." 

The Commission continues to support this amendment. 

Because this revision relates only to Section 24 of the 

Securities Exchange Act and the definition of records contained 

therein, it would not effect a direct change in the FOIA 

:13/ Of course, this concern would not apply to information 
which has become public knowledge in the course of 
judicial or administrative proceedings. 
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itself or in the information disclosure practices of any 

o£her federal agency. 

Other Litigation 

The Commission is involved in a substantial amount of 

litigation other than the enforcement program litigation 

conducted by its Division of Enforcement. This other 

litigation is conducted by the Office of the General Counsel. 

It consists of both all Commission appellate litigation and 

some trial court work. In fiscal year 1982, the Office of the 

General Counsel handled 251 litigation matters. 

Commission appellate litigation involves primarily 

appeals from district court decisions in enforcement matters 

and petitions seeking appellate review of Commission rulemaking 

and administrative decisions. The Office of the General 

Counsel handled 62 appeals from district court decisions in 

enforcement matters and 38 appeals from Commission rulemaking 

and administrative decisions during the fiscal year. Of the 

55 matters that were concluded during the year, only five 

were resolved unfavorably to the Commission. The Office of 

the General Counsel also represents theCommission, at both 

the trial and appellate levels, when the Commission presents 

its views, as friend of the court, on significant securities 

law issues in civil litigation involving private parties. 

The Commission presented its views as friend of the court in 

58 instances in fiscal year 1982. The Office of the General 
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Counsel also defends the Commission in suits brought against 

i~ under federal procurement, equal employment, and other 

statutes such as the Freedom of Information Act. 

The Commission's Annual Report to Congress will provide 

additional statistical and other information on litigation 

handled by the Office of the General Counsel. The following 

discussion covers only a few of the significant cases handled 

recently by the Office. 

One issue that has arisen fairly frequently over the 

years in securities law litigation, the scope of the term 

"security," has recently occupied our time once again. The 

issue is an important one because its resolution helps to 

delimit the jurisdiction of the Commission and the scope of 

the protection offered by the federal securities laws. 

In Marine Bank v. Weaver, i__44/ the Supreme Court in 

early 1982 ruled that a certificate of deposit issued by a 

federally-regulated bank whose deposits were insured by a 

federal agency was not a security subject to the antifraud 

provisions of the federal securities laws. In so ruling, 

£he Court agreed with the position taken by the Commission 

in a brief submitted in conjunction with the federal bank 

regulatory agencies. ~Our position was that it is unnecessary 

to subject certificates of deposit issued by banks that are 

r 

I__44/ 102 S. Ct. 1220 (1982). 
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federally insured and subject to the comprehensive regulatory 

scheme of the federal banking laws to the antifraud provisions 

of the federal securities laws, since under those circumstances 

there is abundant protection for holders of the certificates. 

Consistent with the Commission's position, the Court left 

open the possibility that certificates of deposit might be 

considered securities in some contexts. 

The Commission has also participated recently as 

friend of the court in several private actions where the 

issue was whether a controlling stock interest in a business 

constitutes a "security" for purposes of the federal securities 

laws. 15/ The Commission took the position that such interests 

are securities and that application of the federal securities 

laws should not depend on whether a purchaser of stock buys a 

small interest or a controlling interest in a corporation. 

In Chicago Board of Trade v. SEC, 16/ the United States 

Court of Appeals for the Seventh Circuit had overturned a 

Commission order approving trading in options on Government 

National Mortgage Association securities on the grounds that 

GNMA options are not securities under the federal securities 

1....%/ These actions were: Daily v. Morgan, No. 82-4077 (5th 
Cir.); Seagrave Corp. v. Vista Resources, Inc., No. 
82-7238, slip op. (2d Cir. Dec. 27, 1982); Landreth 
TimbeT Co. v. Landreth, No. 81-3446 (9th Cir. 1982) 
Golden v. Garafalo, 678 F.2d 1139 (2d Cir. 1982). 

51U.S.L.W. 3405 (Nov. 23, 1982), vacating as moot 677 
F.2d 1137 (7th Cir. 1982). 
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laws. As the Subcommittee will recall, Congress enacted 

legislation dealing with this issue after the Commission 

sought Supreme Court review of the Court of appeal's decision. 

The legislation, discussed in more detail below, makes it 

clear that options on securities are separate securities and 

that the Commission has authority to regulate them. It also 

clarifies the status of certificates of deposit as securities. 

The Office of the General Counsel has also participated 

in several significant cases involving the extent of redress 

available for violations of the federal securities laws. For 

instance, the Commission submitted a brief in support of the 

position that the Supreme Court ultimately adopted in the 

case of Herman & MacLean v. Huddleston 17/ -- that a defrauded 

purchaser of registered securities can maintain an action 

under both Section II of the Securities Act, which provides 

for civil liability for false registration statements, and 

Section 10(b), the mcatchall" antifraud provision of the 

Securities Exchange Act. 

The Commission has also participated as friend of the 

court in several private cases to urge that a private right 

of action for injunctive and other equitable relief is 

available under Section 13(d) of the 1934 Act, which requires 

that persons in a position to effect changes in control of a 

I_/7/ NO. 81-680, slip op. (Jan. 24, 1983). 
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company disclose certain information, i~8/ Finally, the 

Commission has attempted in litigation to expand the circum- 

stances under which a wrongdoer under the securities laws 

should be required to surrender the profits of his wrongdoing, 

which often may then be made • available to defrauded investors. 19/ 

In Dirks v. SEC, 20/ the Commission obtained an affirmance 

from the United States Court of Appeals for the District of 

Columbia Circuit of its censure of a securities analyst for 

selectively releasing to institutional investors material 

inside information concerning widespread fraud within a 

publicly-traded company. The institutional investors had 

sold over $17 million in the company's securities, which became 

worthless soon after the fraud was exposed publicly. The case 

is currently pending before the Supreme Court. 

i__881 E._~, Libert~ National Insurance Co. v. the Charter Co., 
No. 82-7260 (llth Cir. 1982); San Francisco Real Estate 
Investors v. Real Estate Investment Trust of America, No. 

I_991 

2o/ 

82-1853 (ist Cir. 1982); The Hanna Minin~ Co. v. Norcen 
Energy Resources Corp., [1982] Fed. Sec. L. Rep. (CCH) 
¶98,742 (N.D. Ohio 1982), appeal dismissed, No. 82-3386 
(6th Cir. 1982). 

Cases in which the Commission made such attempts included 
Secv. MacDonald, Nos. 81-1356, 81-1513, 81-1514 (ist Cir. 
1982) and Secv. Washington County Utility Dist., 676 
F.2d 218 (6th Cir. 1982). 

681F.2d 824 (D.C. Cir. 1982), cert. granted, 51U.S.L.W. 
3140 (Aug. 17, 1982) (No. 82-276). 
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Regulatory Reform 

This year, the Senate and House Banking and other 

Committees are expected to hold hearings on matters which 

relate to the capital markets and financial service industries, 

and Vice President Bush's Task Group on the Regulation of 

minancial Se:vices is expected to submit proposals to Congress. 

The Commission expects to participate in such hearings and 

deliberations. 

Major Issues Conference 

On October 19, 1982, the Commission held a three-day 

conference on major issues confronting the nation's financial 

institutions and markets in the 19B0s. The topics discussed 

were: regulation of financial institutions and markets in 

the 1980s; self-regulation v. government regulation of 

financial institutions; disclosure and enforcement problems; 

structure of the securities markets; and investment management 

regulation. Moderators and panelists were high-level officials 

of the securities and depository institutions regulatory 

agencies and leading members of the financial services 

industries. The conference was attended by 550 representatives 

of those industries and other interested persons. 

SEC - CFTC Accord 

In Dedember 1981, the Commission and the Commodity Futures 

Trading Commission reached an Accord clarifying their respec- 

tive jurisdictions over trading in certain new options, 
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futures, and options on futures products. With the substantial 

ai~d of the Committee on Banking, Housing, and Urban Affairs, 

the amendments to the federal securities and commodities laws 

called for by the Accord were passed by Congress and signed 

by President Reaga n on October 13, 1982, and January ii, 

1983, resDactively. Enactment of the Accord enabled the 

Commission to authorize trading in Treasury, GNMA, foreign 

currency, certificates of deposit and stock index options. 

These new options will facilitate government and mortgage 

financing, international trade and institutional portfolio 

management by permitting the users of these products to hedge 

the risks of fluctuating interest rates, exchange rates and 

stock prices. 

One question that has been raised both by members Of 

Congress and by the securities industry is whether these new 

options and futures products are being brought on too quickly 

for the industry to absorb. 

New Options Products 

The Commission is aware of these concerns, and in examining 

new options product proposals from the securities exchanges, 

the Commission has thoroughly considered both the usefulness 

of the new products and the efforts expended by the exchanges 

to prepare ~he industry and the public for those products. 

In its consideration of each of the options proposals 

approved to date, the Commission staff worked with the 

securities exchanges to ensure that trading of the products 
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proceeded only after member firms and their account executives 

were fully educated about the product. In this regard, the 

Commission has adopted a practice of conditioning its orders 

approving new options products on the satisfaction of require- 

ments designed to ensure the exchanges and industry were 

prepared for them. In each instance, prior to the start-up 

of trading, the securities exchanges have conducted seminars 

and training sessions for account executives, floor traders, 

back office personnel and clearing firms. Persons selling, 

or supervising the sale of, debt or foreign currency options 

are required to pass qualifying exams, and several thousand 

have done so. In addition, the Commission has demanded, and 

received, assurances from the securities exchanges that both 

the exchanges and their member firms were operationally 

ready to handle each new product. As a result of these 

efforts, trading has begun in each new product in an orderly 

fashion. 

The Commission has also ensured that sufficient information 

regarding these new products is available to investors. The 

Commission has required the development of supplementa~ 

disclosure documents which discuss the mechanics, risks and 

uses of each new option product. The securities exchanges 

have adopted procedures to ensure that these disclosure 
t 

documents &ere provided to investors before their accounts are 

approved for trading any new option product. 
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The securities exchanges also have moved cautiously in 

implementing their new products programs. To date, trading 

has commenced in Treasury bond, bill and note options and 

foreign currency options on the British Pound, Japanese Yen, 

Swiss Franc and German Mark. Trading volume has been relatively 

low, averaging between 200 and 600 contracts a day for the 

various products. Only one of the three exchanges approved to 

trade stock index options has commenced trading. The exchanges 

have not yet begun trading of other products such as options 

on GNMA's or certificates of deposit, but rather are concen- 

trating on further developing the products that have begun 

trading. 

New Futures Products 

Under the terms of the Accord legislation, the Commission 

also has a consulting role with respect to stock index futures, 

as well as options on those futures, filed prior to December 9, 

1982 and direct review, amounting to a veto power, of authority 

over any proposals filed after that date. Specifically, the 

Commission must consider (a) whether trading in the proposed 

futures contract is readily susceptible to manipulation, or 

to causing or being used in the manipulation in the price of 

any underlying security, an option on such security or an 

option on a group or index including such securities, and (b) 

whether the group of securities underlying the futures contract 

is a widely-published measure that reflects the market for a 

substantial segment of or all publicly-traded equity or debt 

securities and reflects that market, or is comparable to such 
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measure. The Commission has sent a number of comment letters 

:to the CFTC on the various stock index proposals after examining 

these proposals in light of the Accord and intends to continue 

to work with the CFTC both in the review of these proposals 

and in studying the effects of these products on the underlying 

securities markets. The Commission takes the ieview authority 

which Congress has provided it for stock index proposals 

very seriously and will carefully review all proposals to 

ensure that they meet the standards of the Accord. 

While the consultation procedures provided for in the 

Accord generally have worked smoothly, a question has arisen 

concerning one aspect of the jurisdictional allocation of 

products between the two agencies. The Accord provides that 

the CFTC can approve the trading of options on futures on a 

board of trade. Since the CFTC is permitted to authorize 

futures on exempt securities and broad-based indexes, both 

instruments on which the Commission can authorize options 

trading, it is possible to have both options regulated by the 

Commission and options on futures regulated by the CFTC on 

these particular underlying instruments. This result was 
e 

fully contemplated by the Accord. The question has arisen, 

however, whether an option on a stock index futures contract 

settled in cash which provides for simultaneous expiration of 
"t 

the option'and future is actually an option on the underlying 

index falling under the SEC's jurisdiction. Notwithstanding 
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numerous functional and pricing similarities, there are clear 

Structural distinctions between the two types of instruments, 

even if the option on a future is constructed In this manner. 

It is the SEC's view that the Accord legislation intended 

jurisdictional allocation to be based on such structural 

differences. 

Tender Offers 

In the past two years, there have been a number of 

billion-doliar partial tender offers that have renewed public 

interest in the regulation of such offers and have highlighted 

a number of issues concerning such regulation. The Commission 

has undertaken two principal initiatives in response to 

these tender offer developments. 

First, the Commission, on December 15, 1982, adopted 

revised Rule 14d-8 under the Securities Exchange Act that 

requires a bidder making a partial tender offer to accept 

shares on a pro rata basis throughout the term of the offer. 

Prior to the effectiveness of the new rule, a bidder was only 

required to accept shares pro rata for the first ten days of 

an offer and for ten days following the announcement of an 

increase in consideration to be paid for the shares. The 

Commission was of the view that the minimum ten calendar 

day proration period denied security holders an adequate 
r 

opportunit'y tO make informed investment decisions and, with 

the resulting multiple proration pools, leads to security 
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holder confusion and misunderstanding. The extension of 

the proration rights throughout the term of the offer is 

designed to assure security holders in a partial tender 

offer the protections provided by the twenty business day 

minimum offering period prescribed by Rule 14e-i under 

the Securities Exchange Act, i.e. the time necessary to 

consider the merits of the offer and to obtain sufficient 

information upon which to base their investment decisions. 

The second initiative undertaken by the Commission 

in response to current tender offer activity was the 

Commission's establishment of an advisory committee on tender 

offers, which held its first meeting on March 18. The committee 

includes persons who have participated in the various facets 

of the tender offer process and others eminently qualified to 

analyze current regulation and possible improvements. It 

will consider tender offer practices and regulations in terms 

of the best interests of all shareholders and propose regulatory 

and legislative improvements for the benefit of all shareholders. 

A copy of the letter from the twelve members of the Banking 
0 

Committee, suggesting issues to be addressed ~ by the Advisory 

Committee, was provided to the members. In order to comply 

with the request by members of the Banking committee for 

recommendations by July 31, the Commission has suggested a 
t 

8 

target date of July 8 for the Advisory Committee to make its 

recommendations to the Commission. 
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Disclosure Operations - The Review Process * 

Disclosure Operations' mission is to provide investors 

with material information and to prevent fraud and misrepre- 

sentation in connection with the trading, voting, and offering 

of securities for public sale. The staff seeks to accomplish 

thi~ mission by reviewing disclosure documents and, where 

necessary, issuing comments to filers citing deficiencies 

and requesting their correction. The goal of the review 

process is to ensure compliance with the disclosure require- 

ments of the Securities Act and the Securities Exchange Act. 

Matters which cannot be resolved by the comment process are 

referred to the Division of Enforcement. 

The Division of Corporation Finance currently handles its 

review work through 10 branches, under five Assistant Directors. 

In 1962, the Division received some 18,000 filings. In 1968 

the figure was 38,000 and in 1979 it was 54,000. In 1982 it 

was 65,000. The professional review staff size was 146 in 

1962, 150 in 1968, 155 in 1979 and 150 in 1982. With reduc- 

tions in manpower and an increase in total filings, improved 

strategies have been adopted. 

In 1979, Disclosure Operations was reorganized by 

consolidating the personnel of the prior fifteen operating 

branches into ten larger units and the reassignment of companies 

¢ 

tO the new b~anches on the basis of industry groups (industry 

centralization). 
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The reorganization was instituted in recognition of the 

fact that effective discharge of the Division's responsibilities 

had become increasingly difficult due tO the growth in the 

number and complexity of filings and more sophisticated 

securities transactions. Moreover, staff time required for 

developing recommendations regarding new disclosure policies 

and the elimination of obsolete disclosure requirements placed 

additional burdens on the Division's limited resources. 

Concurrent with the reorganization was the regulatory 

acknowledgment that not all filings could or needed to be 

reviewed. The Division implemented the selective review 

system in fiscal 1981 in order to concentrate the Division's 

resources on those filings that most warrant full review. 

Selective review was the most practical response to 

increased volume of filings and decreased staff resources and 

resulted in immediate benefits in terms of a reduction in the 

backlog of filings and easier access to the capital markets. 

However, several impedimentsto progress to the Division's 

overall goal of its plan of reorganization and selective 

review have arisen. Included among these goals are uniformity 

and excellence of the review process and more timely reviews 

of Securities Exchange r Act reports which are the touchstones 

of the integrated system. These impediments include substantial 

r 

increases i~ first-time Securities Act filings, high employee 

turnover, and hiring freezes. 
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t, 

Under the selective review system, the decision to fully 

review a Securities Act filing or Securities Exchange Act report 

made by a company already reporting to the Commission is 

presently determined by, among other things, the identification 

of i) companies which because of certain financial 

characteristics may have problems; 2) areas of disclosure 

common to many companies or an industry grouping which result 

from new developments or trends; 3) companies subject to 

investigations; 4) companies delinquent in their Securities 

Exchange Act reporting obligations; 5) companies with recent 

material defaults; 6) the initial annual report filed by 

first-time Securities Act filers; and 7) filings with 

unusual public interest including novel securities or 

business transactions. 

A principal element of the selective review system is to 

divide filings into two groups - those which must be fully 

reviewed and those for which compliance can be reasonably 

assured by means of selective review. Sampling techniques 

have been developed and are continuing to be refined to aid 

in the screening process for incoming filings. A substantial 

aid to the screening process is the use of automated data and 

computer processing systems. 

Under the screening procedures adopted by the Division 

it is intended that all first-time issuers continue to receive 

a full review. However, repeat offerings by reporting 
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companies are reviewed on a selective basis. AS a result, 

certain Securities Act registration statements are not reviewed. 

Instead, they become effective with the participants in the 

offering alerted to the fact that the Division has not made a 

review. Companies are notified promptly after filing whether 

their registration statements will be reviewed. In addition, 

in many cases companiesno longer have to wait for staff 

comments before mailing proxy statements to shareholders. 

Such statements are filed with the Commission in preliminary 

form ten days before delivery to shareholders. If companies 

are not alerted within that period that the staff will have 

comments on the proxy statement, they will be free to mail 

copies. Similarly, selective review and "audit mode" 

procedures have been adopted with regard to periodic disclosure 

documents, such as the Form 10-K annual report, in order to 

provide closer scrutiny of those filings most likely to be in 

need of review. 

Consistent with the provisions of the selective review 

system all filings received by the Division in 1982 were 

screened to determine the necessity for a full review. 

The selective review process is designed to use staff 

resources in the most cost-effective mannner. Given the 
i 

historic highs in annual volumes of filings, however, not all 

filings identified for full reviews can be so reviewed in a 

timely manner. 
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Significant accomplishments were achieved in 1982 (often 

through the use of donated time by a conscientious staff -- 

some 9500 man hours). 85% of first-time Securities Act 

registration statements and 14.7% of annual reports on Form 

10-K were fully reviewed. In this regard it is interesting 

to note that during the fiscal year enued September 30, 1980 

there were 583 first-time Securities Act filers whereas in 

1982 there were 1068. This represents an increase in such 

filings of almost 90% over the two-year period. 

The review process produced substantial results. 

Fourteen filers were notified that their disclosures were so 

deficient that the staff could not review them; thus $189 

million worth of securities were not publicly offered. A 

large number of material deficiencies were corrected through 

the comment process. This process generated 765 amendments 

to Securities Act filings that proposed almost $28 billion 

in securities for public sale. The process also generated 91 

amendments to tender offers made under the Securities Exchange 

Act, with a total proposed offering price of almost $7 billion 

and produced 41 amendments to proxy contest filings involving 

assets exceeding $37 billion. Approximately 200 matters not 

resolved by the comment process were referred to the Enforcement 

Program, many of which resulted in vigorous action brought 
¢ 

by the Commission for the protection of investors. 
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Integration 

On February 24, 1982, the Commission announced the 

adoption of the final phase of its program to integrate the 

transaction-oriented disclosure system of the Securities Act 

with the continuous disclosure system of the Securities 

Exchange Act. Culminating several years' efforts, the final 

phase of the integrated disclosure system comprehensively 

revised, simplified and improved the disclosure requirements 

under both Acts, resulting in reduced compliance costs consis- 

tent with investor protection. 

The final phase included: (I) three new registration 

forms -- Forms S-l, S-2, and S-3 -- which constitute the 

basic framework for registration under the securities Act; 

(2) an expanded and reorganized Regulation S-K, which sets 

forth uniform disclosure standards under both Acts; (3) revised 

procedural requirements for the registration of securities 

under the Securities Act and the reports of certain issuers 

under the Exchange Act; (4) Rule 415 which governs the regis- 

tration of securities on a delayed or continuous basis; (5) 

new Rule 176 identifying certain circumstances which may 

bear upon the determination of what constitutes reasonable 

investigation and reasonable ground for belief under Section 

ll(b) of the Securities Act; (6) a new rule and a statement 

of policy pertaining to the voluntary disclosure of securities 

ratings; (7) revisions to various rules, forms and schedules 
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under both Acts to implement coordinating changes; and (8) 

the rescission of obsolete forms under both Acts and rescission 

of 88% of the Guides for the Preparation and Filing Of Regls- 

tration Statements and Reports. 

Of note in the integration program was the adoption, on 

a temporary basis of Rule 415, governing the registration of 

securities to be sold on a delayed or continuous basis. In 

adopting the rule, the Commission noted that it had been the 

subject of substantial commentary, varying from support for 

the rule, as proposed or with modifications, to concern 

that the proposal would have adverse effects on the capital 

raising process and the securities trading markets. Recognizing 

the commentators' concerns, the Commission conducted five days 

of public hearings to afford an additional opportunity for 

continued consideration of the shelf registration process. 

In September 1982, the Commission determined that additional 

experience was necessary in order to assess fully the issues 

raised, and therefore extended the effective period for the 

rule until December 31, 1983. 

On November 19, 1982, the Commission adopted the foreign 

issuer integrated disclosure system. Forms F-I, F-2 and F-3 

were adopted to provide an integrated disclosure system for 

non-North American foreign private issuers similar to that 

adopted fo'~ North American issuers. Form F-3, which is 

available to mworld class" issuers that have been filing 
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periodic reports under the Securities Exchange Act for at 

least three years, relies on incorporation by reference of 

such periodic reports. Form F-2, which is available to other 

world class issuers and to any non-North American foreign 

private issuer that has been filing periodic reports for at 

least three years, requires delivering such reports to investors 

with the prospectus. Form F-l, which is available to any 

non-North American foreign private issuer, requires information 

to be included in the prospectus. Concurrently, rules relating 

to the age of financial statements and the currency in which 

financial statements could be presented were adopted. 

One of the goals of these actions was to reduce burdens 

on registrants while, at the same time, ensuring that investors 

are provided with meaningful information on which to base 

investment decisions. It is estimated that integration will 

save corporations (and, therefore, their shareholders) $350 

million per annum, without compromising full disclosure to 

investors. This estimate reflects anticipated cost savings 

from: (I) new registration Forms S-l, S-2 and S-3, with expanded 

eligibility for short forms and streamlined procedures and 

disclosure requirements; (2) reduction in the cost associated 

with Commission processing of the above documents; (3) amend- 

ments to Form S-8 for the registration of employee benefit 
't 

plans, which streamlined disclosure requirements and provided 

for automatic updating through incorporation by reference; 
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(4) new Form S-15, a simplified form for certain types of 

:business combinations, which utilizes existing annual reports 

and therefore is much less expensive to prepare than other 

available forms; (5) reduction in reporting burdens for 

various other forms as a result of the streamlining of disclo- 

sure requirements; (6) the availability of short registration 

forms for foreign issuers; (7) new Rule 415, which eliminates 

the necessity of filing separate registration statements 

for multiple offerings and permits issuers to go to market 

quickly according to financing needs and market conditions; 

and (8) reduction in underwriting spreads since Rule 415 has 

been in effect. 

Proxy Review Program 

During 1982, the Commission initiated a major program 

to review the disclosure and procedural rules governing the 

proxy solicitation process. The proxy review program consists 

of six components: (i) revision of the rules relating to the 

disclosure of certain relationships and transactions with 

management -- new Item 404 of Regulation S-K; (2) revision 

of the rules governing the disclosure of management remunera- 

tion -- Item 402 of Regulation S-K; (3) reexamination of 

Rule 14a-8 under the Securities Exchange Act regarding share- 

holder proposals; (4) simplification of Form S-14 for merger 

proxy statements; (5) review of the rules concerning proxy 

contests; and (6) evaluation of the recommendations of the 
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Advisory Committee on Shareholder Communications. concerning 

t~e process by which issuers communicate with the beneficial 

owners of nominee held securities. 

As a first step, on July 9,1982, the Commission proposed 

for public comment a new Item 404 of Regulation S-K' "Certain 

Relationships and Related Transactions," which governs the 

disclosure of management relationships and transactions in 

proxy statements, registration statements and periodic reports. 

After considering the comments received, on December 2, 1982, 

the Commission adopted new Item 404, with minor modifications. 

New Item 404 integrates two disclosure provisions: former 

Item 402(f) of Regulation S-K, relating to the disclosure of 

transactions in which directors, officers, director nominees 

and certain of their associates have a material interest; and 

former Item 6(b) of Schedule 14A relating to relationships 

between directors, officers, nominees, certain owners and 

significant customers, suppliers and creditors. 

On October 14, 1982, the Commission issued a release 

soliciting public comment on a wide variety of issues relating 

to the shareholder proposal process and on three alternative 

proposals for dealing with those issues: (i) proposal I 

would retain the framework of current Securities Exchange Act 

Rule 14a-8, with certain changes designed to clarify the rule 

and simpl{fy its application; (2) proposal II would permit 

the issuer, with shareholders' approval, to vary the procedures 
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set forth in the rule; and (3) proposai III would require 

inclusion in the issuer's proxy statement of all shareholder 

proposals proper under state law and not involving an election 

of directors, subject to a numerical limitation. The comment 

period for these proposals ended on February 24, 1983. 

On December 2, 1982, the Commission published for comment 

proposed rule amendments which reflect certain of the recom- 

mendations made by the Advisory Committee on Shareholder 

Communications in its report delivered to the Division of 

Corporation Finance in June 1982. The proposed amendments 

would: (i) tighten the timetable for proxy distribution; (2) 

under certain limited circumstances, eliminate the obligation 

of an issuer to disseminate the material that must be delivered 

to beneficial owners pursuant to current rules; and (3) 

establish, without altering the current process for proxy 

distribution, a means by which issuers could obtain the 

identities, addresses and security positions of consenting 

beneficial owners. The comment period for these proposals 

ended on March ii, 1983. 

Most recently, on January 17, 1983, the Commission 

published for comment proposed amendments to Item 402 of 

Regulation S-K, governing the disclosure of management 

remuneration. The proposed amendments are intended to simplify 
l 

disclosure and reduce compliance burdens in a manner consistent 

with investor protection. The proposed revisions reflect 
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three primary themes: (1) the proposed item focuses on 

remuneration actually received or vested; disclosure of 

contingent remuneration is proposed to be eliminated; (2) 

the proposed remuneration table would include cash paid to 

the named individuals and group during the last fiscal year; 

other remuneration could be presented in a narrative, tabular 

or other format, at the option of the registrant; and (3) the 

proposed item focuses on those persons who perform policy 

making functions for the registrant by limiting group disclo- 

sure to directors and executive officers. 

Proposed Item 402 is divided into five sections: 

disclosure, in a tabular format, of cash amounts paid or 

earned during the last fiscal year; disclosure of remuneration 

paid or to be paid pursuant to various plans, which would 

be made in connection with the description of such plans 

and, for the most part, would allow registrants discretion 

to choose the appropriate format; disclosure of other remunera- 

tion not otherwise covered, such as perquisites, unless the 

aggregate of such other remuneration does not exceed the 

greater of $10,000 or 10 percent of the cash remuneration 

disclosed in the Cash Remuneration Table; disclosure of 

standard and other arrangements for the compensation of 

directors; and disclosure of remuneration plans or arrangements 

relating t~ termination of employment. The comment period 

for the proposed revisions to Item 402 ends May l, 1983. 
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Finally, in the past month, the Commission has begun 

work on two other components of the Proxy Review Program -- 

simplification of the Form S-14 merger proxy statement and 

review of the rules governing proxy contests. 

Research Forum 

To improve communication between the Commission and various 

users of the Commission's disclosure documents, the Commission 

initiated the first Research Forum, held on November 17, 

1982. Over 40 representatives from various types of users 

of Commission documents, such as securities analysts, 

institutional investors, investment advisers, rating 

organizations and shareholder groups, were invited to meet 

with the Commission and staff for discussion of issues relating 

to the form and content of disclosure documents, including: 

(i) non-financial reporting requirements; (2) financial 

reporting requirements; and (3) proxy statement disclosure 

requirements. 

Of particular importance, the Commission solicited 

views on how Commission releases could be improved and how 

users of disclosure documents could be encouraged to be 

more responsive to the Commission's requests for comments 

on proposed rulemaking initiatives. 

Small Business Activities 
"c 

i. R6gulation D 

In March 1982, the Commission adopted Regulation D, a 

series of rules prov.~ding exemptions from the Securities Act 
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registration provisions for certain limited offerings of 

mecurities. The regulation simplifies the rules relating 

to limited and private offerings, eliminates unnecessary 

restrictions, facilitates capital formation in a manner 

consistent with investor protection, and should reduce costs 

to small businesses by an estimated $50 million per year. 2__!I/ 

The regulation also groups together conditions for the use of 

the limited offering exemptions and definitions which the 

exemptions have in common and adds certainty to the exemptions 

by defining with objective standards the term "accredited 

investor" which generally pertains to institutional investors, 

such as banks and certain employee benefit plans, as well as 

individuals, partnerships, and corporations that satisfy 

specified financial requirements. 

The Commission has continued to coordinate with the North 

American Securities Administrators Association ("NASAA"), 

through its Subcommittee on Small Business Financing, to 

develop a basic framework of limited offering exemptions 

that can apply uniformly at the federal and state levels, 

pursuant to Section 19(c)(3) of the Securities Act added by 

the Small Business Investment Incentive Act of 1980. The 

21/ This $50 million figure is derived by estimating that 
one-h~if of the issuers using Rule 505 of Regulation D 
at an average offering price of $2.5 million would other- 
wise incur the cost of an additional 2~ of the aggregate 
offering price involved in filing a registration statement. 
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Commission coordinated with NASAA during the proposal and 

adoption of Regulation D. State securities administrators 

currently are individually considering adoption of a uniform 

exemptive scheme based on Regulation D or a variation endorsed 

L 

by NASAA. The Commission and NASAA believe that their 

coordinated efforts will result in a significant reduction 

of the burdens on small businesses by eliminating some of 

the differences between federal and state securities regulation. 

2. Government-Business Forum on Capital Formation 

Congress, in the Small Business Investment Incentive 

Act of 1980, directed the Commission to conduct an annual 

Government-Business Forum "to review the current status of 

problems and programs relating to small business capital 

formation," and to include as participants other Federal 

agencies, state securities commissioners and leading small 

business and professional organizations concerned with capital 

formation. The first Forum was held on September 23-25, 

1982, and was attended by approximately 175 small business 

executives, accountants, attorneys, financial analysts, 

economists, broker-dealers, venture capital investors, 

financial advisers, bankers and government officials. She 

participants approved~ 37 legislative and regulatory recommen- 

dations in the areas of access to financial institutions, 

securities£ tax and credit. On December I, 1982, the Final 

Report of the Forum was presented to Congress in a joint 
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hearing of members of the House and Senate SmaliBusiness 
7 

Committees. It is anticipated that a number of the legislative 

recommendations may be incorporated into proposed legislation 

during the new Congress and that many of the regulatory 

recommendations will be given serious consideration by the 

affected agencies, including &he Commission. 

3. Classification of Issuers 

In April 1982, the Commission established a system of 

classifying small issuers for purposes of exempting certain 

of them from reporting and other obligations under the 

Securities Exchange Act. The system provides a rational 

adjustment to the criteria for entry into, or exit from, the 

Securities Exchange Act reporting system and eliminates the 

costs of complying with the registration and reporting provi- 

sions of the Securities Exchange Act for the smallest issuers. 

The new classification system changed the reporting 

scheme in a number of ways. A company not listed on a national 

securities exchange will not have to register under the 

Securities Exchange Act until it has 500 or more record 

holders of a class of equity securities and total assets of 

$3 million or more. This represents an inflation adjustment 

of the former $I million total asset requirement which was 

established in 1964. In addition, a company that is subject 
¢, 

tO the reporting requirements of the Securities Exchange Act 

generally may end its reporting obligations if it has fewer 
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than 500 record holders of the class and the company has had 

total assets of less than $3 million at the end of its last 

three fiscal years. 

4. Form S-18 

The Commission also broadened the availability of Form 

S-18, the simplified Securities Act registration form for 

issuers going public for the first time. Since its introduc- 

tion in 1979, this form, which is filed with the Commission's 

regional offices, has substantially displaced Form S-I, the 

standard long form registration statement, as the registration 

form for public offerings up to $5 million. The recent 

revisions to the form now allow non-corporate issuers, such 

as limited partnerships (including real estate limited 

partnerships) and issuers engaged in oil and gas operations, 

to utilize the form. 

Corporate Reorganizations 

Reorganization proceedings in the United States Courts 

are commenced by a debtor or by its creditors. Federal 

bankruptcy law allows a debtor in reorganization to continue 

to operate under the court's protection while it attempts to 

rehabilitate its business and work out a plan to pay its 

debts. Where a debtor corporation has publicly held securities 

outstanding, such cases raise many issues that materially 

affect the rights of public investors. The issuance of new 

securities to creditors and shareholders pursuant to a plan 
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are exempt from registration under the Securities Act. The 
w' 

:Commission enters its appearance and participates in corporate 

reorganization proceedings to protect the interests of public 

investors holding the debtor's securities and to render 

independent, expert assistance to the courts and parties in a 

complex area of law and finance. 

Chapter 11 of the Bankruptcy Code authorizes the Commission 

to enter its appearance in any reorganization case and to raise, 

or present its views on, any issue in a Chapter 11 case. 

Although Chapter 11 applies to all types of business 

reorganizations, the Commission, in its 40 years of participa- 

tion in reorganization cases, has generally limited its 

participation to those in which a substantial public investor 

interest was involved. 

During fiscal 1982, 76 debtors with publicly issued 

securities outstanding entered Chapter ii reorganization 

proceedings. The Commission entered its appearance in 28 of 

these cases, with aggregate assets of $8.8 billion and close 

to 290,000 public investors, compared to 18 cases with $2.5 

billion and 130,000 investors in 1981o 

The Commission has been concerned to insure that public 

investors are adequately represented in Chapter 11 cases, 

especially since a plan of reorganization is developed through 

r 

negotiations between the debtor and committees. During the 

fiscal year, the Commission moved or supported the appointment 



- 59 - 

of investor committees in eight Chapter ii cases involving 

about 70,000 investors. Committees were appointed in all 

cases except one which commenced a liquidation of its assets. 

In two of these cases, plans filed by the debtor in possession, 

after negotiations with the committees, accorded public 

investors a significant interest in the reorganized company. 

The Commission has also moved for the appointment of a 

trustee in one case and an examiner in three cases. In two 

cases the examiner's preliminary report indicated a high 

probability of the existence of causes of action against 

former officers, directors and, possibly, accountants. In two 

other cases, examiners, appointed in the previous year, have 

filed reports recommending (i) the pursuit of causes against 

former officers, counsel, and others and (2) subordination of 

certain senior bank creditor claims, respectively. 

During the past year, the Commission has reviewed 

applications for interim allowances filed by professionals in 

all participating Chapter ii cases. As a result of the 

Commission's efforts, courtshave adhered to the long-standing 

policy of paying only a portion of interim allowances, 

generally limiting the award to about 75% of the request. 

Accounting Matters 

i. Summ@ry 

During the last fiscal year, the Commission's efforts in 

the accounting area have been to encourage and continue to 
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oversee the accounting profession's self-regulatory efforts 

and the private sector's accounting and auditing standard- 

setting processes, to eliminate accounting-related rules and 

interpretations that no longer contribute to the usefulness 

of financial reporting and simplify many of the remaining 

requirements, and to consolidate in one publication a codifi- 

cation of those sections of Commission releases that deal with 

accounting issues and provide current and meaningful guidance 

for persons complying with the federal securities laws. In 

addition, the staff's Office of the Chief Accountant has 

publicized its views on various important accounting issues. 

2. Oversight of the Accounting Profession 

The objective of the Commission's oversight is to assure 

that the private sector is improving the usefulness, integrity 

and credibility of financial reporting by public entities. 

The Commission has historically monitored, relied on and 

encouraged initiatives in the standard-setting processes of 

the private sector, subject to Commission oversight. Not- 

withstanding its limited resources, the Commission has an 

effective and efficient impact on standard-setting through 

frequent staff contact with the private sector standard-setting 

organizations, attendance at or participation in meetings, 

public hearings, and task forces, and review and comment 
¢ 

during the standard-setting process. 
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The Commission has the statutory responsibility to be 

:satisfied with the accounting principles underlying financial 

information, the auditing standards by which it is reviewed, 

and the independence and competency of the profession which 

performs that review. Although the Commission will continue 

to seek to fulfill its responsibility by close oversight of 

private sector initiatives, it will not hesitate to take 

appropriate regulatory action when necessary. 

3. SEC Practice Section and Peer Review 

The accounting profession's newest self-regulatory organi- 

zation -- the Division for CPA Firms of the American Institute 

of Certified Public Accountants and, particularly, its SEC 

Practice Section ("SECPS") -- has made progress toward its 

objective of improving the quality of practice by accounting 

firms that audit the financial statements of companies which 

file registration statements and reports with the Commission. 

As of June 30, 1982, 428 accounting firms had voluntarily 

become members of the SECPS; these firms audit over 90% of 

all publicly held companies. Members of the SECPS are subject 

to certain requirements designed to improve the quality of 

their audit and accounting practice. Among these are the 

filing of an annual report, the maintenance of a system of 

quality control, and the testing of that system once every 
:r 

three years through an independent peer review process. An 

independent Public Oversight Board ("POB") oversees and annu- 

ally reports on the SECPS. 
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Based on the review by the Commission's staff of a sample 

of the working papers underlying peer reviews and of the 

POB's oversight files, the Commission has determined that it 

can rely to a great extent on the POB's oversight function in 

fulfilling its own oversight responsibilities. Nevertheless, 

the Commission will continue to monitor the peer review 

process by reviewing certain working papers so that it can 

periodically evaluate this important self-regulatory initiative 

and the need for refinements in the process as a result of 

changing professional, economic and regulatory conditions. 

The true test of any voluntary self-regulatory organization 

is whether it appropriately sanctions members that do not 

meet its standards. The Commission thus far has no basis for 

reaching any conclusion as to that aspect of the SECPS's 

disciplinary procedures which involves the evaluation of 

allegations against member firms of deficiencies in the 

conduct of an audit or in reporting thereon in connection 

with any required filing under the Federal securities laws to 

determine the need for corrective measures by such firms, 

changes in professional standards, or appropriate disciplinary 

measures. Visible evidence as to specific SECPS activity is 

critical, however, to demonstrate to the public the effective- 

ness of this aspect of the profession's self-regulation. 

4. FASB'IActivities 

The Commission's staff monitors the activities of the 

Financial Accounting Standards Board (FASB), the private 

sector accounting standard setting body. Some of the areas 
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the FASB has worked on or is working on now include the 

development of a conceptual framework of accounting, foreign 
: i 

currency translation, consolidations and the equity method 

of accounting, accounting for income taxes and pensions, 

and disclosures about oil and gas producing companies. 

5. Other Significant Financial Reporting Issues 

During the past year, the Commission continued to be 

involved with several important financial reporting issues 

including: (a) oil and gas disclosures; and (b) reporting on 

internal accounting control; and (c) various international 

standard-setting activities. A brief discussion of these 

issues follows. 

(a) Financial Reporting Practices for Oil and 
Gas Producers 

During the fiscal year, the Commission and its staff 

continued to be involved in the development of a package of 

supplemental disclosures by oil and gas producing companies. 

The Commission's requirements called for companies to disclose 

supplementary information about the value of their reserves, 

changes in those values and an alternative measure of per- 

formance, all based on the reserve recognition method of 

accounting ("RRA"). RRA disclosures were implemented in ig7g 

as a Commission experiment to develop a new method of accounting 

which would adequately reflect in financial statements the 
r 

significance of proved oil and gas reserves. In February 

1981, the Commission concluded that RRA did not currently 
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possess the requisite degree of certainty for use as a primary 

method of accounting, and expressed its support for an FASB 

project to develop a comprehensive set of disclosures for oil 

and gas producers. In November 1982, the FASB published a 

final statement calling for supplemental oil and gas disclosures. 

Since the Commission believes that th~ statement calls for 

adequate information about oil and gas producing activities, 

it amended its rules in December 1982 to require disclosure 

of the information specified in the FASB statement. 

(b) Management Reports -- In January 1982, the 

Commission announced that it was no longer considering further 

action to require disclosure of a statement of management on 

internal accounting control in annual reports to security 

holders or filings with the Commission. In reaching this 

conclusion, the Commission considered the significant private 

sector initiatives in this area, including the increased 

number of voluntary management reports included in the annual 

reports to security holders of large companies. Although the 

Commission now believes that there is no need for a regulatory 

requirement for disclosures in this area, it continues to 

stress the importance to companies of effective systems of 

internal accounting control. 

(c) International Accounting and Reporting 
¢ 

The g{owth of multinational enterprises and the increasing 

internationalization of the world's capital markets emphasizes 
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the need for a greater degree of uniformity in informational 

requirements to improve comparability and make disclosures 

more useful and understandable. 

A number of regional and international bodies are working 

to narrow the differences between financial reporting standards 

and otherwise increase comparability in this area. These 

include: (a) the United Nations ("UN") which, through a group 

of experts on international standards of accounting and 

reporting, is attempting to develop a comprehensive list of 

minimum disclosures of financial and non-financial information 

in general purpose reports; (b) the Organization for Economic 

Cooperation and Development ("OECD") which has published guide- 

lines for multinational enterprises including a disclosure 

chapter and is developing guidance and elaboration on 

disclosure items and attempting to encourage the harmonization 

of international accounting and reporting standards; and (c) 

the International Accounting Standards Committee which 

issues accounting standards for consideration by its member 

countries and others. A related organization, the International 

Federation of Accountants, issues auditing standards. The 

United States is a participant in all the above activities 

either through government or professional organizations. 

The Office of the Chief Accountant monitors developments 
t I 

in international accounting and reporting, maintains communi- 

cations with various national and international bodies and 
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reviews and sometimes comments on their proposals. The 

United States is represented in the UN and OECD by the 

Department of State in consultation with interested government 

agencies. For the past several years, the Commission has 

furnished a staff member from its Office of the Chief 

Accountant to serve as an expert advisor on the United 

States delegation to the UN and OECD working groups. While 

the Commission recognizes that the harmonization process is a 

long term project, it is hoped that these efforts will 

continue since they can increase the efficiency of the world's 

capital markets. 

6. Accounting-Related Rules and Interpretations 

The Commission's accounting-related rules and interpre- 

tations serve primarily to supplement generally accepted 

accounting principles ("GAAP"), as established by the private 

sector, by addressing those areas which are unique to 

Commission filings or where GAAP is not explicit. The 

Commission continually evaluates its requirements as the 

private sector changes financial reporting standards, and 

modifies or eliminates those requirements which become 

unnecessary. 

The Commission's principal accounting requirements 

are embodied in Regulation S-X which governs the form and 

content of, and requirements for, financial statements filed 

under the Federal securities laws. The Commission also 
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p u b l i c i z e s  its v i e w s  on v a r i o u s  accounting and f i n a n c i a l  

z ~ p o r t i n g  m a t t e r s  i n  F i n a n c i a l  R e p o r t i n g  Re leases  (=FRRs" ) .  

For  examp le ,  i n  Augus t  1982,  t he  Commiss ion  announced t h a t ,  

w h i l e  t he  FASB c o n s i d e r e d  a f i n a l  s t a n d a r d ,  f i n a n c i a l  

r e p o r t i n g  s h o u l d  be c o n s i s t e n t  w i t h  t h e  t e n t a t i v e  c o n c l u s i o n s  

o f  t he  FASB c o n c e r n i n g  t he  p r o p e r  a c c o u n t i n g  t r e a t m e n t f o r  

t r a n s a c t i o n s  i n t e n d e d  t o  have t he  same s u b s t a n t i v e  e f f e c t  

as a l e g a l  e x t i n g u i s h m e n t  o f  d e b t ,  even t hough  the  d e b t o r ' s  

o b l i g a t i o n s  a re  n o t  i n  f a c t  d i s c h a r g e d  as a l e g a l  m a t t e r .  

I n  a d d i t i o n ,  t he  C o m m i s s i o n ' s  s t a f f  p e r i o d i c a l l y  i s s u e s  

Staff Accounting Bulletins ("SABs") as a means of informing 

the financial community of its views on accounting and dis- 

closure issues. For example, during the past year, the staff 

published SABs on various financial reporting topics 

including: (a) application of the purchase accounting method 

to business combinations involving financial institutions; 

(b) implementation of the Commission's revised requirements 

for separate parent company only financial information; 

(c) presentation of certain pro forma information in connec- 

tion with business combinations; (d) updated interpre- 

tations of interim financial reporting requirements; (e) 

preparation of financial statements of oil and gas exchange 

offers and application of the Commission's rules for oil and 

gas producing activities; and (f) valuation of certain 

assets acquired from related parties. 
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7. SABs 49 and 49A 

The Commission's staff has recently issued two Staff 

Accounting Bulletins to ensure that bank holding companies 

adequately disclose information about loans to foreign 

countries that are experiencing liquidity problems. The 

first, Staff Accounting Bull~tin No. 49, isued on October 26, 

1982, generally calls for disclosure by bank holding companies 

about loans to public- and private-sector borrowers located in 

countries that are experiencing liquidity problems when 

aggregate outstandings (i.e., loans, acceptances, deposits, 

etc.) to that country exceed one percent of the registrant's 

total outstandings. The objective of the SAB is to elicit 

disclosures about material exposures in foreign countries in 

which the current political or economic conditions may cause 

borrowers to have difficulty in obtaining the necessary 

currency to make timely interest or principal payments. 

Staff Accounting Bulletin No. 49A, issued on January 18, 

1983, sets forth the staff's views regarding the need for 

additional disclosures about material subsequent developments 

regarding outstandings to foreign countries experiencing 

liquidity problems. The SAB calls for disclosure about 

negotiations or agreements entered into with foreign countries 

and others regarding the restructuring of debt, the availability 

t 

of new borrowings and related matters. The SAB also emphasizes 

that it is the registrant's responsibility to carefully 
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analyze the complex considerations related to such arrangements 

to determine whether the loans should be classified as "non- 

performing" in Commission filings. 

The Commission has instructed the staff to monitor 

closely the accounting and disclosure practices in this area 

to ensure that appropriate information is being provided to 

investors. 

8. Sunset Review 

During the past year, the Commission has continued to 

devote substantial resources to a comprehensive review of its 

existing accounting-related rules and interpretations. The 

objective of this review is to ensure that the Commission's 

requirements remain necessary and cost-effective in today's 

environment and that they contribute to the usefulness of 

financial reporting. As a result of this effort, the 

Commission has made progress in reducing and simplifying its 

rules without sacrificing the integrity of financial disclosure 

documents. Some specific initiatives in this area are 

discussed below. 

(a) Codification of Financial Reporting Policies 

In April 1982, the Commission issued FRR No. 1 which 

announced the publication of a codification of certain existing 
r 

Accounting Series Releases ("ASRs"). Of the 207 ASRs dealing 

with general accounting issues, 57 had been rescinded earlier 

and 79 were no longer relevant. Portions of the remaining 
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ASRs were codified because they contained current and meaningful 

guidance for persons complying with the Commission requirements. 

The codification is indexed and organized in a logical manner 

and should provide a useful reference for the Commission's 

current published views on accounting and auditing matters 

relating to financial reporting. It will be updated by 

future FRRs where appropriate. 

In a related action, the Commission published Accounting 

and Auditing Enforcement Release ("AAER") No. 1 as the first 

in a new series of releases which will be used to announce 

accounting and auditing matters that are related to Commission 

enforcement activities. AAER No. 1 includes a topical index 

for the material included in the i00 enforcement-related ASRs 

to facilitate reference to specific areas addressed by the 

Commission in those releases. 

(b) Regulation S-X 

As part of the continuing effort to update and streamline 

the Commission's regulations, the Commission has: (i) adopted 

uniform instructions for the presentation of pro forma 

financial information; (2) revised the requirements for 

filing financial statements of businesses acquired or to be 

acquired; (3) simplified and standardized the requirements 

for disclosure of a ratio of earnings to fixed charges; 
J 

(4) revised the financial statement and industry guide 

requirements for bank holding companies; and (5) revised 
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the financial statement requirements for investment companies. 

With the Commission's adoption on March 7, 1983 of the proposed 

rules regarding financial statement requirements for bank 

holding companies, the Commission has substantially completed 

a project initiated in 1980. That project was intended to 

establish uniform requirements applicable to virtually all 

filings with the Commission pursuant to the Securities Act 

and the Securities Exchange Act as well as to annual reports 

to security holders prepared in accordance with the Commission's 

proxy rules. 

(c) Scope of Services by Independent Accountants 

In January 1982, the Commission announced the rescission 

of the rule requiring disclosure in proxy statements about 

nonaudit services performed by independent accountants for 

their audit clients. That rule, adopted in 1978, was intended 

to facilitate a better understanding by investors of the 

relationships between registrants and independent accountants 

at a time when some people were concerned that the performance 

of nonaudit services might impair accountants' independence. 

The Commission rescinded that rule in ASR No. 304 (January 28, 

1982) because it concluded that, although information about 

nonaudit services is important to enable the Commission and 

others to monitor this activity by accountants, it is not 
J 

generally of sufficient utility to investors to justify 

continuation of the disclosure requirement. In addition, the 
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Commission noted that information about nonaudit services 

performed by accountants will continue to be available to 

interested persons because the SECPS revised its membership 

provisions to require member firms to disclose additional 

information about their nonaudit sevice activity in public 

annual reports filed with the SECPS. 

In ASR No. 304, the Commission also responded to criticism 

of its withdrawal of AsR No. 264 (June 14, 1979) which 

discussed the evaluation of the impact of the performance of 

nonaudit services on auditor independence. It rejected the 

suggestions that it reinstate or repeat the substance of ASR 

No~ 264, and stated that its views on accountants' independence 

were clearly articulated in ASR No. 296 (August 20, 1981) and 

that registrants and accountants understand and appreciate that 

accountants' independence must be carefully evaluated and 

preserved. The Commission also observed that it was 

satisfied that the self-regulatory mechanism established by 

the accounting profession, accountants, audit committees and 

managements should ensure that adequate consideration is 

given to the impact of nonaudit services on accountants' 

independence. 

The Com~rSssion concluded ASR No. 304 with the warning 

that it would take further action if either the fact or 

apperarance of accountants' independence is questioned in the 

future. 
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National Market System 

On June i!, 1980, the Commission adopted Rule 19c-3 

which permitted exchange member firms to make markets off- 

board in direct competition with exchange specialists in 

securities listed on an exchange after April 26, 1979. At 

the time Rule 19c-3 was adopted, the Commission recognized 

that effective competition for order flow would be impaired 

unless an efficient linkage between exchange and off-board 

markets was developed. Accordingly, on April 21, 1981, the 

Commission ordered an automated interface between the 

Computer Assisted Execution System operated by the NASD and 

the Intermarket Trading System operated by seven national 

securities exchanges. The interface became operational on 

May 17, 1982 and is being carefully monitored by the Commission 

and the securities industry. Commission monitoring, to date, 

indicates that price continuity in transactions in linked 

stocks has improved slightly since the advent of the interface. 

In connection with Rule 19c-3 and the linkage, the Com- 

mission proposed an order exposure rule applicable to both 

off-board and exchange market makers, and based on principles 

developed by a Securities Industry Association Committee, 

which addressed the concerns of certain segments of the 

securities i~dustry over broker-dealers internalizing 

execution of their retail customer orders. The Commission 

expects to take action in the order exposure area by June 1983. 
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Net Capital Rule 

The securities industry's net capital, clearing house 

deposit and stock loan collateral requirements were updated 

to take into account the industry's improved financial and 

operational condition. Larger discounts were imposed on the 

industry's bond holdings for net capital purposes in response 

to the greater volatility of these markets. However, the net 

result was that over $500 million of securities industry capital 

was freed-up for more efficient employment. Such capital has 

helped the industry handle the much greater breadth and depth 

of the securities markets since August and improve other 

services to investors. 

Intermarket Surveillance and MOSS 

The Exchanges and the NASD have made significant progress 

in developing an intermarket surveillance program. This 

progress includes: (i) identification and definition of 

intermarket violations; (ii) development of basic procedures 

to detect these violations; (iii) on-site review of the 

procedures and programs of each self-regulatory organization 

("SRO") to detect these ' violations; (iv) development of a 

system to collect and disseminate intermarket trading informa- 

tion needed for the detection of the violations; and (v) 
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procedures to allocate responsibility for the detection and 

investigation of the intermarket violations. The Commission 

staff has monitored this activity through regular written 

reports submitted by the SROs and by attending meetings of 

the Intermarket Surveillance Group ("ISG"). While the ISG 

has been responsive in providing information to the Commission, 

and has proceeded generally in line with its proposed time 

schedule, some difficulties in collecting and organizing 

trading data in a useful format have required unplanned 

modification of the initial ISG plan. The Commission staff 

continues tO monitor ISG progress and expects that an effective 

and functioning intermarket surveillance program will be 

in place by the end of this year. 

In light of the progress of the SROs, including New 

York Stock Exchange ("NYSE") implementation of audit trail 

capability, the Commission has redirected its own Market 

oversight Surveillance System Program ("MOSS"). Instead 

of building the originally proposed system which included a 

direct surveillance capability, the Commission has directed 

its efforts to using the facilities and expertise gained in 

the MOSS experience to develop a much more limited system. 

This will give the Commission an effective audit capability 

to oversee the primary market surveillance activities of the 
t 

SROs, and will provide necessary trading data to support the 

Commission's investigative and regulatory programs. Since 
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the beginning of the fiscal year, the Commission has increased 

the surveillance capacity of MOSS to include all listed equity 

securities and options. 

The Commission's next formal status report to Congress 

on MOSS, the ISG and the NYSE audit trail will be delivered 

April I, 1983. 

Unitary Investment Trusts 

Some investment company industry observers recently have 

questioned the efficacy of shareholder voting and director 

requirements for mutual funds under the Investment Company 

Act. On December 10, 1982, the Commission published an 

advance concept release (Investment Company Act Release No. 

12888), requesting public comment on whether the Commission 

should recommend legislation or propose rules to enable all 

or certain types of open-end investment companies to be 

organized and operated without shareholder voting, or without 

either shareholder voting or boards of directors. 

The release and the appendix discuss in detail two 

alternative approaches to mutual fund governance which have 

been advocated by industry observers, emphasizing that the 

Commission has not taken any firm position on which approach 

would be preferable or whether, in fact, any change in mutual 

fund governance would be desirable. Although the Commission 
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has requested comment on whether these approaches should be 

implemented administratively or legislatively, the release 

states that, in the preliminary judgment of the Commission, 

changes of this magnitude should be implemented legislatively. 

According to some industry observers, an alternative 

approach to mutual fund governance should be developed in 

view of recent industry trends, particularly the emergence of 

money market funds and other no-load funds. 

Wealthy individuals engage investment managers. If they 

are dissatisfied with the manager's performance, they withdraw 

their funds. The same privileges are available to open-end 

fund investors. The withdrawal of funds is a more effective 

management discipline than that afforded by proxy statements. 

Since investors in such funds may more readily redeem their 

shares, industry observers have suggested that mutual funds 

be given: (i) exemptions from shareholder voting requirements 

under the Investment Company Act; or (ii) the option of 

converting into internally managed unitary investment funds 

("UIFs") without voting shareholders or boards of directors. 

These approaches to restructuring investment companies could 

of course be modified. For example, exemptions from share- 

holder voting or UIF legislation could be limited to money 

market funds, at least initially until the Commission and the 

industry gain more experience with a new regulatory framework. 
J 

It should be noted that, under both approaches, most of the 
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other regulatory requirements and prohibitions contained in 

the Act, including those relating to self-dealing, would be 

retained. 

In evaluating the possibility of creating either a 

unitary investment fund or exemptions from the Investment 

Company Act's shareholder voting requirements, difficult 

questions are presented as to whether shareholders should 

lose their voice in fund management and, if so, whether 

conditions could be fashioned which would afford them adequate 

notice, ease of redeemability and some sort of referendum 

rights. Evaluation of the UIF concept also presents difficult 

questions as to whether the directors, and particularly the 

independent directors, should be eliminated from fund 

management in view of exemptive rules adopted by the Commission 

which rely on the judgment of the unaffiliated directors. 

If the directors were to be eliminated in a UIF context, 

conditions would have to be fashioned which would adequately 

mitigate potential conflicts of interest between the investment 

manager and fund shareholders. 

Investment Company Self-Regulatory Organization 

As the Subcommittee is aware, the investment company in- 

dustry has e'xperienced dramatic growth in recent years in terms 

of both net assets and the number of investment companies 
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registered with the Commision. 2__22/ The Commission expects the 

number of registered companies to continue to increase, in 

part, because of greater competition among securities firms, 

insurance companies and banking institutions in offering new 

investment vehicles to the public. In order to minimize the 

impact of reduced staff levels, the Commission has implemented 

streamlined inspection procedures to increase the over-all 

efficiency of its examination program. Routine unannounced 

inspections of investment companies identify violations 

at a sufficiently early stage to minimize the risk of loss to 

investors. These examinations also have an important deterrent 

effect. 

In light of projected continued growth in the industry 

the Commission is considering alternatives to ensure that 

investment company inspections will continue to be conducted 

with sufficient regularity in the future. One possibility is 

using private entities to supplement the Commission examination 

program. 

The Commission has issued a concept release (Investment 

Company Act Release No. 13044, Feb. 23, 1983) requesting 

comment as to whether it is desirable or feasible to use 

private entities to assume partial responsibility for certain 

2__22/ During fiscal years 1981 and 1982 the number of registered 
investment companies increased by 368 to a total of 1830 
which represents an annual growth rate of approximately 
12%. This rate of growth of the number of registered 
investment companies has continued in the current fiscal 
year notwithstanding the decline in net assets of money 
market funds discussed below. 
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functions involving routine examinations of investment companies. 

The alternatives discussed in the release are (i) authorization 

of the creation of one or more SROs to conduct routine periodic 

examinations of investment companies; (2) the use of investment 

company independent auditors to conduct certain additional 

procedures as a substitute for some of the procedures now 

performed by Commission examiners during a routine examination; 

and (3) some combination of alternatives (i) and (2) above. 

The release makes it clear that any alternative would be a 

supplement to, and not a substitute for, the Commission's ~ 

examination program and that provisions for adequate oversight 

by the Commission would be required in order to maintain the 

Commission presence necessary to ensure that this agency's 

investor protection responsibilities are being met. In 

this regard, we contemplate that under any of the alternatives, 

the Commission would continue to conduct certain examinations, 

including cause and oversight examinations. The use of 

private entities to conduct routine examinations would free 

our examiners to concentrate on those inspection areas that 

are more complex and pose greater risks to shareholders. 

The Impact Of the Money Market Deposit Account on the Assets 
of Money Market Funds 

The assets of taxable money market funds have declined 

from $223 billion as of December 15, 1982 to $188 billion as 

of February 23, 1983, a decrease of about $35 billion since 



- 81 - 

the introduction by financial institutions of the new Money 

Market Deposit Account ("MMDA") on December 14, 1982. (Money 

market funds investing in state and municipal securities have 

increased their net assets by about $2 billion during the 

same period). The high introductory rates and deposit 

insurance offered by these institutions on the MMDA have been 

responsible for some but not all of the decline. Current 

economic conditions and the recovery in the capital markets 

have also contributed to the outflow. 

Over the past year, short-term interest rates generally 

have been declining. As the yields investors earn on money 

fund shares decline, such investments become less attractive 

in comparison to other securities particularly if the potential 

returns that can be earned on alternative investments are 

high. The relatively high current yields on long term municipal 

bonds and the surging equity markets, which seem to be again 

attracting individual investors, appear to be responsible 

for a portion of the recent decline in money fund assets. 

The very aggressive advertising campaigns being conducted 

for MMDAs, which frequently offer above-market interest 

rates as inducements to open accounts, and the availability 

of federal insurance on these deposits have resulted in the 

growth of these accounts to an estimated $267 billion as of 
r 

February 16', 1983. 23/ There are educated guesses that approxi- 

mately $20 billion or 7-8% of these deposits came from the 

money funds. The bulk of the deposits, therefore, appear to 

2_!/ Federal Reserve Statistical Release No. H6(508) February 25, 
1983. 
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have come from existing accounts at the financial institutions. 24/ 

It appears that money market funds have had no substantial 

problems in meeting shareholder redemption requests. This is 

due in large part to the high level of responsibility and 

prudence of money market fund managers and protective rules 

under the Investment Company Act, which include rigorous 

asset liquidity and asset valuation requirements. 

Other Matters Undertaken by the Division of Investment 
Management 

i. Inspections 

As mentioned above, the Commission conducts inspections 

of registered investment companies and investment advisers to 

determine whether their investment and operational activities 

conform to disclosure in material filed with the Commission 

(such as, prospectuses and registration statements) and 

comply with the regulatory statutes that apply to such entities. 

The deterrent effect produced by these examinations is vital 

to the success of the investment management program. 

Registrants' knowledge that unannounced inspections might 
i 

identify deficient activities that could lead to enforcement 

action serves to deter abuses by these entities and minimizes 
/r 

the risk of loss to investors. 

2,t/ "S&Ls Draw Big Deposits in Unregulated Accounts," Wall 
Street Journal, January 5, 1983, p. 16. 
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During inspections, examiners obtain all relevantbooks 

and records, confirm portfolio securities with custodian 

banks, audit calculations of net asset values and fees, 

review shareholder purchase and redemption transactions and 

discuss investment and operational activities with management. 

Thereafter, an inspection report is prepared and based upon 

the report one of three actions follows: (i) no further action 

is taken; (2) a letter identifying deficient activities and 

requesting immediate corrective action is sent to the regis- 

trant; or (3) the report is referred to the fraud program for 

further consideration and investigation. 

During fiscal year 1982, the Commission completed 1,065 

investment company and investment adviser inspections. This 

was a record for the Commission, representing a 26% increase 

over the number of inspections completed in fiscal 1981. 

Most of the increase was attributable to an increase in the 

number of investment adviser inspections. 2__55/ The staff was 

able to improve its productivity in this area despite b~dgetary 

constraints and personnel reductions through the use of new 

computerized targetin G and risk appraisal techniques. More 

specifically, the staff developed a computer program which: 

2j/ The number of completed inspections of investment advisers 
increased from 512 in fiscal 1981 to 710 in fiscal 1982 
whereas the number of completed inspections of investment 
companies increased from 336 in fiscal 1981 to 355 in 
fiscal 1982. 
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(I) identifies the relative priority each adviser should 

have, in terms of frequency of inspections, based upon certain 

client and asset-under-management data; and (2) determines 

the relative risk inherent in each adviser's operations to 

guide the scope of the inspection procedures used by examiners. 

These new streamlined procedures have worked very well. 

Based on the findings of the inspections completed during 

fiscal 1982, the staff found it necessary to take some sort 

of remedial action in 77% of the cases. This percentage is 

about 15 percentage points higher than the percentages for 

the preceding two years. The use of the new selection 

and risk appraisal techniques resulted in our being able to 

increase the number of inspections without reducing either 

the effectiveness of the inspection program or the level of 

investor protection it affords. 

2. Prospectus Simplification 

During fiscal 1982, the Division of Investment Management 

made substantial progress on a major project, the re-examina- 

tion of the investment company prospectus. The goal of this 

project is to make the prospectus a document that will permit 

individuals to readily understand the essential characteristics 

of the fund in which they are considering an investment - a 

change fromcurrent prospectuses which have become enormously 
r, 

over-grown and expensive. The simplified prospectus would 

highlight the fundamental features of the investment, such as 
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the name of the investment adviser, the fund's current objec- 

t{yes and policies, how shares may be purchased and redeemed, 

and the fund's investment performance shown on a per share 

basis over time. Most of the "legalese = now contained in the 

prospectus would be transferred to a =statement of additional 

informatic~ = that would be available to prospective investors 

upon request and without charge. 

Shortly after the close of the fiscal year, on December 

21, 1982, the Commission published for public comment the 

first of its anticipated prospectus simplification proposals. 

The proposal would replace the current registration statement 

form used by open-end management investment companies, for 

all such companies other than insurance company separate 

accounts, and could result in a reduction in the length of 

the prospectus from about 25-30 to no more than 8-12 pages. 

3. Rules 487 and 486 

On May 7, 1982, the Commission adopted Rule 487 under 

the Securities Act of 1933 (Securities Act Release No. 6401). 

Rule 487 permits most registration statements filed by unit 

investment trust series to become effective automatically, 

on a date and at a time designated by the registrant if 

certain conditions specified in the rule are met. Generally, 

automatic effectiveness is available for a registation state- 

, c 
ment filed With respect to the securities of a new series of 

a trust, if the registrant represents that the disclosures in 
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the registration statement do not differ in any material 

respect from those contained in the effective registration 

statement of one or more specifically identified previous 

series of the trust, except to the extent such differences 

are necessary to identify the specific portfolio securities 

of, and to provide essential financial information for, the 

series being registered. The rule eliminates review of 

registration statements of unit investment trust series that 

differ from one another only with respect to the specific 

composition of the portfolio, and thus do not present disclo- 

sure issues that require staff review and comment prior to 

effectiveness of the registration statement. 

The Commission adopted another rule under the Securities 

Act for automatic effectiveness of investment company filings, 

Rule 486, on May 14, 1982 (Securities Act Release No. 6402). 

Rule 486 permits most post-effective amendments to registration 

statements filed by registered separate acccounts of insurance 

companies to become effective automatically either on the date 

of filing or on a date no later than 80 days after filing. 

The rule eliminates staff review of most routine filings by 

insurance company separate accounts. 

4. "Start-up m Applications 

MOst i.nsurance company separate accounts apply to the 

Commission for certain so-called "start-up" exemptive relief 

in connection with registration of the separate account and 
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t h e  s e c u r i t i e s  i t  i s  t o  i s s u e .  I n  many r e s p e c t s ,  t h e  s t a f f ' s  

c o n s i d e r a t i o n  o f  t h e s e  a p p l i c a t i o n s  and t h e  l a t e r  g r a n t  o f  

t h e  r e q u e s t e d  e x e m p t i v e  r e l i e f  h a v e  become r o u t i n e .  The 

D i v i s i o n  o f  I n v e s t m e n t  M a n a g e m e n t ,  t h e r e f o r e ,  h a s  p l a n n e d  a 

series of proposals which would codify the standards that 

have been developed with re]pect to "start-up" applications; 

the first rule in this series, Rule lla-2, was proposed on 

September 20, 1982 (Investment Company Act Release No. 12675). 

Rule lla-2 would eliminate the need for separate accounts and 

others to file individual applications seeking approval of 

the terms of certain routine change offers. 

Public Utility Bolding Company Act of 1935 

Under the Public Utility Holding Company Act of 1935 

("Holding Company Act"), the Commission regulates interstate 

public utility holding company systems engaged in the electric 

utility business or in the retail distribution of gas. The 

Commission's jurisdiction also covers the natural gas pipeline 

companies and non-utility companies which are either subsi- 

diaries of operating utilities within a registered holding 

company system or of registered holding companies. There 

are presently 13 registered holding companies with aggregate 

assets, as of June 30, 1982, of $62.9 billion. 

The Holding Company Act was originally designed to 

effect a restructuring of the gas and electric utility industry 

and to prevent recurrence of the abuses caused by multi-tiered 
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utility holding companies. The Commission has achieved these 

purposes and most of the industry has been geographically 

integrated and simplified. Developments since 1935 in the 

form of new accounting standards, sophisticated financial 

analysis and increased disclosure requirements all ensure the 

soundness of the utility industry an3 the protection o~ 

utility investors. Moreover, in many respects the Holding 

Company Act duplicates, for a small segment of the utility 

industry, the functions of the Federal Energy Regulatory 

Commission and the state commissions, while the effective 

reach of both state and federal utility regulation has greatly 

increased since 1935. 

These changes since the Act's passage have led to its 

reconsideration. Eight bills proposing modifications to or 

repeal of the Holding Company Act were introduced in the 97th 

Congress. Three of the bills would have repealed the 

Holding Company Act; another bill proposed substantial amend- 

ments to the substantive provisions of the Act relating to 

financings, non-utility acquisitions and affiliate transactions 

by registered holding company systems. Two other bills .would 

have amended Section 3 of the Act to entitle additional 

categories of holding companies to a general exemption. In 

addition, they would have required the Commission to grant an 

J 

unqualified exemption from all provisions of the Holding 

Company Act (except Section 9(a)(2), which concerns acquisitions 
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of public utility companies) to holding companies which meet 

the enlarged categories for exemption. The last two bills 

would in effect have removed gas utility companies from the 

Holding Company Act as long as they were owned or controlled 

by an issuer of a class of securities registered under Section 

12 of the Securities Exchange Act. At hearings held to 

consider these bills, the Commission supported repeal of the 

Holding Company Act, stating that the Act was, in fact, no 

longer necessary to fulfill its original purposes. 

SECO, MSRB and Housekeeping Legislation 

H.R. 562, that was introduced at the request of the SEC, 

would terminate the Commission's direct regulation of a small 

fraction of the over-the-counter broker-dealer community 

known as SECO broker-dealers. This bill would require those 

broker-dealers to join the self-regulatory system applicable 

to the vast majority of the over-the-counter industry. 

In 1964 a significant number of over-the-counter firms 

had avoided the regulatory responsibilities assumed by the 

rest of the broker-dealer industry by choosing not to join 

a national securities association, the National Association 

of Securities Dealers, lnc. ("NASD"), this organization being 

then as now the only association in existence. Congress 

therefore pfgposed that membership in a national securities 

association be mandatory for all broker-dealers transacting 

business in the over-the-counter market in order to assure 

uniform standards of investor protection. 
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Instead, the SECO alternative was adopted in 1964, giving 

over-the-counter broker-dealers a choice of regulatory formats. 

Currently, only 12% of the eligible active registered broker- 

dealers have chosen the SECO alternative. One reason for the 

SECO alternative was the belief of a few broker-dealers 

affiliated with insurance firms who sold investment company 

shares that the NASD was dominated by traditional brokerage 

firms who would not be sensitive to the specialized needs of 

the insurance firms. These concerns are no longer justified. 

Since 1964 the NASD has been able to accommodate diverse 

industry product interests into its membership structure 

including the majority of insurance companies and retailers 

selling investment company shares. Furthermore, insurance 

companies who feared self-regulation by an organization they 

perceived as dominated by Wall Street brokerage firms are now 

themselves part of such organizations and no longer see their 

financial survival as being put at risk by NASD membership 

given the changes in the composition of the securities industry 

and the Commission's extensive oversight of the NASD. Moreover, 

the desirability of self-regulation, which Congress reaffirmed 

in 1975, offers a number of clear regulatory advantages which 

are in place for the vast majority of the broker-dealer 

industry and are equally appropriate for those firms currently 
t I 

in the SECO program. 
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The Commission's decision to recommend abolition of 

the SECO program is based on a comprehensive management study 

of the SECO program that concluded that the program imposes 

unnecessary costs on the Commission by diverting its limited 

resources away from areas of major concern in order to 

duplicate the self-regulatory activities of the NASD. The 

study concluded that the SECO program would, in the future, 

require even greater expenditures of staff time and resources 

beyond current spending levels to ensure that SECO and NASD 

firms are subject to equal regulation. At a time when the 

Commission is seeking to respond to the rapid changes in the 

securities industry while being conscious of budgetary 

constraints, it must allocate scarce resources to areas of 

more importance to investor protection. 

There is, in addition, an even more compelling rationale 

behind the Commission's recommendation: in many areas self- 

regulation is preferable to government regulation. SROs 

are better able than the Commission to establish and maintain 

ethical standards of behavior for persons in the securities 

industry. Further, SROs are often capable of providing over- 

sight of their members' conduct in areas where the Commission 

cannot operate or cannot operate as efficiently as the self- 

regulatory organizations. We believe, therefore, that 

broker-dealers transacting ever-the counter business should 



-92- 

be required to join a registered securities association. The 

option of continued SECO regulation is costly to the Commission, 

unnecessary for the securities industry and detrimental to the 

interests of the investing public. 

There are indications that our recommendation will receive 

substantial suppoct in the SECO community. The Commission 

and the NASD have worked together to develop a program under 

which the NASD has agreed to waive initial membership fees, 

qualifications exams in most instances and to minimize initial 

filing requirements for SECO broker-dealers who voluntarily 

convert to NASD membership. Since NASD members and SECO 

broker-dealers have been subject to basically the same 

regulatory requirements and financial assessments, the transfer 

to NASD membership will not involve a hardship for SECO broker- 

dealers. The voluntary conversion program has been well 

received. The three largest SECO broker-dealers have decided 

to convert to NASD membership. With the transfer of just 

these two firms to the NASD, the number of persons requlated 

by the SECO Program will drop dramatically from approximately 

18,000 to approximately 3,000. Consequently, the SECO Program 

now will involve the regulation of an even smaller part of 

the industry and will be an even more questionable allocation 

of Commission resources. 
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The Municipal Securities Rulemaking Board ("Board") is 

seeking legislation to expand the number of individuals 

eligible to serve as a "public representative" on the Board. 

Section 15B of the Securities Exchange Act currently provides 

that five of the 15 Board members shall be public representa- 

tives and that at least one be representative of investors 

and at least one be representative of issuers of municipal 

securities. Currently, no public representative may be 

associated with any broker, dealer or municipal securities 

dealer. 

The proposed legislation would permit a person who is 

associated with a broker or dealer, other than a municipal 

securities broker or municipal securities dealer, to serve as 

a public representative. Such a change will permit persons 

associated with insurance companies and investment advisers to 

serve as public representatives even though their companies 

have an affiliated broker or dealer organization. The 

Commission supports this legislative initiative as one means 

of ensuring that all segments of the investment community 

have an opportunity to be represented on the Board by capable 

and knowledgeable persons. Moreover, we believe that retention 
J 

of the prohibition that no public representative associated 

with a broker or dealer which participates in the municipal 
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securities business is sufficient to ensure the independence 

of public members serving on the Board. 

Another proposal is to amend the Securities Exchange Act 

to give the Commission the authority to accept payment and 

reimbursement from outside sources for travel and subsistence 

expenses incurred by Commission members or employees who 

participate in meetings and conferences on securities 

regulation and related topics. To the extent Commission 

members and employees have been able to participate in these 

events in the past, the result, we believe, has been better 

administration of the securities laws because of a better 

informed industry, securities bar and public. 

The legislation would put the Commission on an equal 

footing with other agencies which have such authority, e.g., 

the Departments of Energy and Transportation and the Securities 

Investor Protection Corporation. The legislation is needed 

because, in the absence of such authority, reimbursement to 

Commission members and employees who participate is limited 

to certain narrow situations recognized by the Comptroller 

General as exceptions to the prohibition against government 

officers and employees receiving contributions to or supple- 

ments of thei~ salaries. While one of these exceptions has 
q~ 

permitted Commission employees to participate, Commissioners 

generally have been unable to rely on this exception. 
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The legislation would clearly permit both Commission 

members and employees to participate in a procedure under 

which private sources would donate the cost to the Commission. 

No direct payment would be made to any individual. The 

amount received would be credited to the Commission's appro- 

priation, and the member or employee would be paid by the 

Commission. Finally, the Commission would be directed to 

adopt rules, which, in conjunction with existing rules, would 

elimininate any real or apparent conflict of interest that 

may arise. 

Another recommended change in the Securities Exchange 

Act would permit the payment of relocation expenses to 

Washington, D.C. for participants in the Commission's Fellows 

programs by the Fellows' former private sector employers. 

The current restrictions on the payment of such expenses are 

an impediment to attracting the most able persons as applicants. 

In 1979, Congress relieved these restrictions as they apply 

to executive agencies, but the amendment was phrased so as to 

deny Commission fellows the same treatment. The proposed 

amendment would cure this anomoly. Of course, the Commission 

will continue to structure the Fellows programs to avoid 

conflicts of,~nterest. Enactment of this proposal would 

encourage the most able applicants to accept. 

The Commission would be pleased to respond to any 

questions. 


