SECURITIES AND

EXCHANGE COMMISSION
Washinpton, D. C. 20549

(202) 755-4848

ADDRESS TO THE
COMPLIANCE AND LEth SEMINAR
SECURéTIEﬁ IﬂnusEnv SSOCIATION
AN P: A

EGO RNIA
&M

'S o REELLAvdey REFDRN, P

Bv: EDBEHTA S._Kﬁﬁﬂﬁk; CUMMIESIGNER‘
ECURITIES A CHANGE CoMMISSTON

* THI1S 1S THE FINAL DRAFT OF COMMISSIONER KARMEL'S REMARKS.
LTHOUGH THIE DRAFT MAY BE OUOTED, IN DELIVERING HER
ADDRESS THE LOMMISSIONER MIGHT HAYE MADE MINOR REVISIONS
IN THE TEXT. [HESE ALTERATIONS, IF ANY, WILL BE REFLECTED
IN THE PRINTED VERSION OF THE SPEECH WHICH WILL BE AVAIL-
ABLE FROM THE COMMISSION'S PUBLICATION UNIT IN THE NEAR
FUTURE.
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THE FORM OF POTOMAC FEVER CURRENTLY REACHING EPIDEMIC
PROPORTIONS IN WASHINGTON IS A DEREGULATION BUG. THE
PRESIDENT, THE CONGRESS AND EVEN SOME OF THE REGULATORY
AGENCIES ARE VYING TO DEVELOP NEW REGULATORY PROGRAMS FOR
DECREASING REGULATION. THE ATTORNEY GENERAL OF THE UNITED
STATES RECENTLY COMPARED THE FEDERAL BUREAUCRACY TO AN ARMY
OF DCCUPATION AND CONCLUDED THAT “THE UNCHECKED GROWTH OF
THE FEDERAL BUREAUCRACY MAY BE A MORTAL THREAT TO QUR
HISTORIC FORMS OF GOVERKMENT., “ 1/ LAsT MONTH, PRESIDENT
CARTER CALLED THE REGULATORY REFORM MOVEMENT “A CALL FOR
COMMON SENSE,” ARD CRITICIZED THE AMERICAN IMPULSE TO
"THROW ANOTHER LAW OR ANOTHER RULE AT EVERY PROBLEM IN OUR
SOCIETY WITHOUT THINKING SERIOUSLY ABOUT THE CONSEQUENCES,” 2/

THE PRESIDENT HAS MADE REGULATORY REVISION A PRINCI-
PAL TENET OF HIS ADMINISTRATION, AND NUMERQUS BILLS HAVE
BEEN INTRODUCED IN CONGRESS AIMED AT REDUCING THE REGU-
LATORY BURDENS ON BUSINESS. THE SECURITIES INDUSTRY,
HOWEVER, HAS SEEN LITTLE OF THE GOVERNMENT’S DEREGULATORY
LARGESS., 10 THE CONTRARY, THE SEC HAS A NUMBER OF RULE

Y B R el QLo oy i e

o Q"%’”EEE;U A AN AP M IR S
474, b hi, CoL T.



2,

PROPOSALS PENDING WHICH WOULD INCREASE THE REGULATORY
BURDENS OF THE SECURITIES INDUSTRY. DURING THE PAST $IX
MONTHS ALONE THE COMMISSION HAS ANNOUNCED SIGNIFICANT
PROPOSALS CONCERNING THE OPTIONS MARKETS, TENDER OFFERS
AND A NATIGNAL MARKET SYSTEM.

I AM PERSONALLY AN ADVOCATE OF REGULATORY REFORM,
AND | BELIEVE THERE ARE SOME AREAS WHERE THE SEC can AnD
SHOULD INITIATE PROPOSALS WHICH WOULD EASE THE REGULATORY
BURDENS OF BROKER-DEALERS AND OTHER PARTICIPANTS IN
THE SECURITIES INDUSTRY., HOWEVER, ! BELIEVE IT WOULD BE
UNREALISTIC FOR ANY OF US TO ASSUME THAT THE FUTURE HOLDS
ANY SIGNIFICANT DEREGULATIGN OF THE SECURITIES INDUSTRY
UNLESS THE PUBLIC, YHE CONGRESS AND THE SECURITIES INDUS-
TRY RADICALLY CHANGE THEIR EXPECTATIONS AND ATTITUDES
CONCERNING THE RELATIONS BETWEEN GOVERNMENT, BUSINESS
AND THE INVESTING PUBLIC,

I AM GOING TC SPEAK TO YOU THIS MORNING ABOUT SOME OF
THE REASONS WHICH MAKE IT LIKELY THAT EXTENSIVE GOVERNMENT
REGULATION OF THE SECURITIES INDUSTRY WILL CONTINUE, IN
THAT CONTEXY, | WILL ALSO D!SCUSS AREAS WHERE NEW OR
INCREASED REGULATION IS LIKELY AND AREAS WHERE SOME
DEREGULATICN IS POSSIBLE.,
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THERE ARE MANY CAUSES FOR THE PRESENT SYSTEM OF
GOVERNMENT REGULATION OF BUSINESS WHICH SO MANY AMERICANS
NOW PERCEIVE AS BURDENSOME AND UNWIELDY, [ BELIEVE THAT
DNE BASIC REASON 1S THE DISINCLINATION OF AMERICANS TO
DEVELOP OR AGREE UPON A COHERENT PHILOSOPHY OF GOVERNMENTAL
ACTIVISM IN ECONOMIC MATTERS. FURTHER, DELEGATION OF
AUTHORITY TC AN ADMINISTRATIVE AGENCY OFTEN HAS BEEN
UTILIZED By CONGRESS AS A MECHARISM FOR POLITICAL COMPROMISE

IN ORDER TO AVOID PHILOSCPHICAL RESOLUTION OF FUNDAMENTAL
POLICY DIFFERENCES,

THE DECISION BY THE GOVERNMENT AT THE TIME OF THE
New DEAL TO RELY HEAVILY UPON ADMINISTRATIVE AGENCIES AS
A VEHICLE FOR ECONOMIC RECOVERY AND SOCIAL REFORM WAS
MORE PRAGMATIC THAN DOGMATIC, IT WAS NOT PART OF A WELL
THOUGHT OUT PHILOSOPHY OF GOVERNMENTAL ACTION, THIS LACK
OF AGREEMENT ABOUT THE OBJECTIVES AND THE METHODS OF
REGULATION HAS CONTINUED TO THE PRESENT TIME,

As ONE COMMENTATOR HAS OBSERVED:

THE NEAREST APPROACH OUR SOCIETY HAS MADE TQ
ACHIEVING SUCK A PHILOSOPHY HAS BEEN TO SECURE
GENERAL AGREEMENT FOR THE PROPOSITIQN THAT THE
APPROPRIATE EXTENT OF GOVERNMENTAL ACTIVISM IN
PLANNING AND CONTROLLING THE ECONOMY LIEE SOME -
HERE BETW N T E PCLARITIES_DEFINED RY ADAM
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OF ADMINISTRATIVE AGENCIES REFLECTS THE BASIC

AMBIVALENCE OF OUR SOCIETY TOWARD THE PROCESS

OF REGULATION. WHEN A NATION CANNOT FIKD THE

INTELLECTUAL WHEREWITHAL TO FORMULATE A COHERENT

IDEOLOGY ON AN ISSUE AS FUNDAMENTAL TO ITS

VALUES AS THE BALANCE TO BE STRUCK BETWEEN A

FREE MARKET AND STATE REGULATION, SUCH REGULATION

AS [T DOES AUTHGRIZE WILL ALWAYS BE SUBJECT

TO PHILOSOPHIC AS WELL AS PRAGMATIC QUESTION., 3/

WHEN THE SECURITIES LAWS WERE INITIALLY DRAFTED.

FINANCIAL REGULATION SEEMED A MARGINAL PART OF THE NEW
DeaL. UNLIKE 50ME MEASURES OF THE PERIOD WHICH INVOLVED
POSITIVE FEDERAL ACTION AND CONTROL OF THE ECONOMY, THE
SECURITIES AcT oF 1933 SET FORTH A PROGRAM OF PROSCRIPTION,
IT IMPLIED A CONCEPTION CF BUSINESS "AS AN ERRATIC AND
IRRESPONSIBLE FORCE REQUIRING STRICT SOCIAL DISCIPLINE.” 4/

THE SEC wAS CREATED AS A POLICEMAN FOR THE SECURITIES INDUSTRY.

THE SECURITIES LAWS WERE DESIGNED TO PUNISH MALEFACTORS
AND PREVENT A REOCCURRENCE OF THE UNDUE STOCK MARKET SPECULA-
TION OF THE 1920s, WHICH MANY BLAMED FOR THE GREAT DEPRESSION,
THE Excesses oF THE 1960s, HOWEVER, DEMONSTRATED THAT UNDUE
SPECULATION CODULD NOT COMPLETELY BE PREVENTED BY SUCH
REGULATION, FURTHER, THE COSTS OF THE INCREASED REGULATION
oF THE 1970s, PASSED IN RESPONSE TO THE EXCESSES OF THE
1960s 1S BEGINNING TO BE APPRECIATER. [HIS IS ONE OF THE
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4/  Scuresincer, "Twe Coming oF ThHE New Deal” 444 (1959),
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FACTORS WHICH HAS LED 70 A QUESTIONING OF THE OBJECTIVES
AND METHODS QF FEDERAL SECURITIES REGULATION,

IN THIS RE-EXAMINATION, THERE HAS BEEN AN INCREASING
FOCUS ON THE EFFECT OF SECURITIES REGULATION ON
CAPITAL FORMATION, THE SECRETARY OF THE TREASURY HAS
STATED THAT THE CARTER ADMINISTRATION “WILL BE REEVALUATING
THE EFFICIENCY WITH WHICH OUR PUBLIC SECURITIES MARKETS
MEET THE NEEDS OF SAVERS, BORROWERS, AND RISK-TAKERS,”
HE CONTEMPLATED THAT THE SEC WOULD BE A CONTRIBUTOR TO
THIS REVIEW BECAUSE “THE REPUTATION THAT THE SEC Has
EARNED FOR FIERCELY GUARDING THE RIGHTS OF THE INVESTING
PUBLIC IS A MAJOR ELEMENT IN OUR SUCCESS IN TRANSFORMING
THE SAVINGS OF INDIVIDUALS INTO THE FINANCING OF PRIVATE
INVESTMENT.” 5/

THIS SHIFT IN EMPHASIS WITH REGARD TC THE OBJECTIVES
OF SECURITIES REGULATION 1S INTERESTING AND IMPORTANT.
THE ASSUMPTION THAT EVEN IF THE PRIORITIES OF A REGULATORY
SCHEME CHANGE, INDEPENDENT REGULATORY AGENCIES LIKE THE
SEC WILL CONTINUE THEIR OPERATIONS IS ALSC INTERESTING AND
IMPORTANT. [ BELIEVE THIS ASSUMPTION IS VALID. JDESPITE
THE POPULAR APPEAL OF DEREGULATION, THE MACHINERY OF
GOVERNMENT 15 GEARED FOR INCREASING REGULATION,

5/  BLUMENTHAL, "THE GOVERNMENT'S R?LE [N THE CAPITAL
ORMAT ION gﬁchia iN KUEHNER (ED.} CAPITAL AND JOB
ORMATION %),
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SOME CURRENT PROGRAMS FOR REGULATORY REFORM DO INVOLVE TRUE
DEREGULATION, One 1s THE CAB‘S PROGRAM FOR AIRLINE DEREGULATION,
ANOTHER 15 THE SEC’S REEXAMINATION OF 1TS REGULATIONS UNDER
THE INVESTMENT CoMpany Act oF 1940, BuT MOST CURRENT PROPOSALS
FOR REGULATORY REFORM INVOLVE MANAGEMENT AND CONTROL OF THE
REGULATORY PROCESS =~ THE IMPOSITION OF REGULATIONS UPON THE
REGULATORS. IN ADDITION, THE FEDERAL BUREAUCRACY IS A

POWERFUL SPECIAL INTEREST GROUP, WHICH WILL NOT GLADLY
SUFFER AN END TO GOVERNMENT PROGRAMS,

MucH oF FEDERAL REGULATION [S NOT ONLY JUSTIFLED BUT
VITALLY IMPORTANT TO MODERN SOCIETY, HISTORY HAS DEMON-
STRATED THAT MANY SOCIALLY AND ECONOMICALLY DESIRABLE GOALS
CANNOT BE ACHIEVED THROUGH MARKET FORCES ALONE. ADMINISTRATIVE
AGENCIES, ESPECIALLY THE INDEPENDENT REGULATORY AGENCIES, ARE
AN EXISTING MECHANISM WHICH THE GOVERNMENT CAN UTILIZE TO
IMPLEMENT NEW ECONOMIC AND SOCIAL PROGRAMS.,  (NE EXAMPLE,

OF OBYIOUS INTEREST TO THIS AUDIENCE, IS THE FACT THAT IN
1975 THE CONGRESS GREATLY INCREASED THE REGULATORY ARSENAL
of THE SEC, PARTICULARLY WITH RESPECT TO OVERSIGHT OF THE
SECURITIES INDUSTRY,

[ BELIEVE THAT WE ARE PRESENTLY AT A CROSS ROADS WHERE
GOVERNMENT REGULATION OF BUSINESS GENERALLY. AND THE SECURI-
TIES [NDUSTRY PARTICULARLY, COULD TAKE DIFFERENT DIRECTIONS,
REGULATORY PURPOSE AND METHODOLOGY ARE BEING QUESTIONED
BY MANY, AND THE SEC 1S AN ENERGETIC AND RESPONSIVE AGENCY.
LIKELY TO ADAPT TO CHANGING NEEDS. BuT, | Am NOT AS
OPTIMISTIC AS | WOULD LIKE TO BE THAT THE COMMISSION WILL
TAKE A DEREGULATORY ROAD RESPECTING THE SECURITIES INDUSTRY ,
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ONE REASON 1S THAT THE INDUSTRY HAS EVIDENCED A VERY STRONG
DISINCLINATION FOR COMPETITION AS AN ALTERNATIVE TO REGULATION.

OMCE ESTABLISHED., REGULATION TENDS TO SPAWN AND THEN
PROTECT CERTAIN GROUPS, WHICH THEN HAVE A VESTED INTEREST
IN ITS CONTINUATION. THE NECESSITY FOR CONTROLLING A NATURAL
MONOPOLY HAS BEEN AND CONTINUES TO BE A MAJOR JUSTIFICATION
FOR FEDERAL REGULATION. HOWEVER, A RECENT STUDY BY THE SENATE
ComMMITTEE ON GOVERNMENTAL AFFAIRS INDICATES THAT THERE ARE FEW
TRUE NATURAL MONOPLY SITUATIONS, PERSONALLY, I aM NoOT
CONVINCED THAT THE SECURITIES INDUSTRY 15 OR WILL BECOME A
MOMOPLY DESPITE SOME VERY DISTURBING CURRENT TRENDS TOWARD
INCREASED CONCENTRATION. [TODERN COMMUNICATIONS AND DATA
PROCESSING UNDERMINE THE HWISTORICAL ARGUMENTS THAT EXCHANGES
ARE NATURAL MONOPOLIES. I[N ANY EVENT, OVERREGULATION
RESULTS IN EVILS SIMILAR TO UNREGULATED MONOPOLY POWER, =-
HIGHER PRICES, PROTECTION OF INEFFICIENCY, A STIFLING OF
INNOVATION AND THE CREATION OF UNREASONABLE ENTRY BARRIERS, B/

[ FREQUENTLY HEAR TIRADES FROM REPRESENTATIVES OF THE
SECURITIES [NDUSTRY ABOUT OVERREGULATION, 3SUCH COMPLAINTS
MORE OFTEN THAN NOT JMCLUDE AN ATTACK ON THE GOVERNMENT FOR
THE UNFIXING OF STOCK EXCHANGE COMM]SSION RATES. [ AM ALWAYS
BEMUSED BY THIS COMPLAINT, THE UNFIXING OF COMMISSION RATES
WAS INTENDED BY CONGRESS AND THE CoMMISSION AS DEREGULATION

i o P feeapion SUTE (YT ol



8.
OF THE SECURITIES INDUSTRY, [T MAY BE VIEWED AS A PRECURSOR
OF AND MODEL FOR THE DEREGULATION OF OTHER INDUSTRIES., SUCH
AS AIRLINES.

THE STATUTORY RESPONSIBILITIES GIVEN TO THE CoMMISSION
8Y THE CONGRESS IN 1975 TO FACILITATE THE DEVELOPMENT OF
NATIONAL MARKET AND CLEARANCE AND SETTLEMENT SYSTEMS HAVE
RESULTED AND WILL RESULT IN INCREASED REGULATION OF THE
SECURITIES INDUSTRY BY THE SEC, LAST MONTH THE CoMMISSION
ISSUED A STATUS REPORT ON THE NATIONAL MARKET SYSTEM,
REVIEWING THE RULEMAKING PROPOSALS OF THE PAST YEAR AND
THEIR RESULTS AND OUTLINING FUTURE RULEMAKING INITIATIVES.
IFULLY SUPPORT THE COMMISSION'S POSITIONS ON THE VARIOUS
PROBLEMS WHICH MUST BE WORKED THROUGH TO ACHIEVE THE STATUTORY
MANDATES OF THE 1975 AMENDMENTS. HOWEVER, THE DIRECTION THE
COMMISSION 1S TAKING, AND 1S REQUIRED TO TAKE BY REASON OF
CONGRESS’S DIRECTIVES 15 TOWARD MORE, NOT LESS, REGULATION,

ONE REASON WHY THE SEC HAS BEEN UNABLE TO DEREGULATE
THE SECURITIES MARKETPLACE IS THAT THE INDUSTRY HAS
INSISTED THAT CERTAIN ANTI-COMPETITIVE PRACTICES ARE
ESSENTIAL TO THE MAINTENANCE OF FAIR AND DRDERLY MARKETS,
OFF-BOARD TRADING RESTRICTIONS ARE THE MOST OBVIOUS,
BUT BY NO MEANS THE ONLY EXAMPLE OF INDUSTRY RESISTANCE
TO COMPETETION AS AN ALTERNATIVE TO REGULATION, SECTION
11€a) oF THE SecuriTiEs ExcHance AcT oF 1934 CONCERNING
THE EXECUTION OF EXCHANGE TRANSACTIONS BY MEMBERS IS
ANOTHER EXAMPLE OF A REGULATION WITH ANTI-COMPETITIVE
UNDERPINNINGS,
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NoWw IT MAY WELL BE THAT THESE RESTRICTIONS ARE
NECESSARY AND APPROPRIATE AND THEREFORE WHATEVER EURDENS
THEY IMPOSE UPON COMPETITION ARE JUSTIFIED. FURTHER, |
AM NOT SAYING THAT COMPETITION AT VARIQUS LEVELS DOES
NOT EXIST IN THE SECURITIES INDUSTRY, AS THIS AUDIENCE
IS WELL AWARE, THERE 1§ MUCK GREATER COMPETITION TODAY
THAN A DECADE AGO, BUT THE SECURITIES INDUSTRY MUST
RECOGNIZE THAT THE PRICE IT IS PAYING FOR THE CONTINUATION
OF THE MANY ANTI-COMPETITIVE ATTITUDES AND PRACTICES
WHICH REMAIN 1S INCREASED GOYERNMENT OVERSIGHT OF ITS
ACTIVITIES. FURTHER, SUCH REGULATION ALWAYS HAS A HKIGH
PRICE TAG,

THE COMMISSION AND THE INDUSTRY HAVE BEEN ENGAGED
IN A CONTINUING DIALOGUE ON THESE MATTERS THROUGHOUT THE
19705 AND T APPEARS THAT THIS DIALOGUE WILL CONTINUE INTO
THE 19805, [N 1TS RECENT NATIONAL MARKET SYSTEM STATUS
REPORT THE COMMISSION ANNOUNCED THAT 1T WOULD COMMENCE A
RULEMAKING PROCEEDING TQ DETERMINE WHETHER OFF BOARD
TRADING RESTRICTIONS SHOULD BE LIFTED WHENEVER A SECURITY
WHICH HAS BEEN TRADING IN THE OVER-THE-COUNTER MARKETS
BECOMES LISTED ON AN EXCHANGE, [T IS ANTICIPATED THAT A
RULE PROPOSAL TO THIS EFFECT WILL BE MADE IN THE NEAR FUTURE.
| HOPE THAT INDUSTRY RESPONSE TO SUCH A PROPOSAL WILL TAKE
INTO ACCOUNT THE REGULATORY ALTERNATIVES INVOLVED,



10.

COMPETITION AS AN ALTERNATIVE TO REGULATION IS NOT A
PANACEA -- AS THE EXPERIENCE WITH UNFIXED COMMISSION
RATES HAS DEMONSTRATED. NEVERTHELESS, THE EVILS OF
REGULATING -A MONOPLY MAY MAKE SUCH DEREGULATION THE
BEST ALTERNATIVE AVAILABLE IN MANY SITUATIONS,

[ CONTINUE TO BELIEVE THAT THE KIND OF RATE MAKING

IN WHICH THE COMMISSION WOULD HAVE HAD TO ENGAGE TO
PRESERVE FIXED MINIMUM COMMISSION RATES WOULD BE WORSE
THAN THE VERY REAL PROBLEMS ENGENDERED BY UNFIXED RATES.

NoT ALL OF THE INCREASED SECURITIES REGULATION
LOOMING ON THE HORIZON IS A RESPONSE TO MONOPOLY POMWER,
SOME OF IT 1S A RESPONSE TO PERCEIVED ABUSES. (NE
IMMEDIATE AND SIGNIFICANT EXAMPLE IS THE COMMISSION'S
PENDING PROPOSALS TO FURTHER REGULATE TENDER OFFERS., //
OF EVEN MORE IMMEDIACY TO TH1S AUDIENCE 1S THE ComMIs-
SION'S PROGRAM FOR ENDING THE OPTIONS MORATORIUM BY
GREATLY INCREASING THE REGULATION OF OPTIGNS SELLING AND
TRADING. &/ THE ABUSES TO WHICH THESE REGULATIONS ARE
ADDRESSED ARE REAL, [N THE CASE OF OPTIONS THEY HAVE
BEEN SET FORTH IN THE REPORT OF THE SPECIAL STUDY OF
THE OpTI0ONS MARKETS, HOW SUCH REGULATION CAN BE JUSTI-
FIED IN AN ADMINISTRATION AND A CONGRESS WHICH EVERY DAY
ARE CALLING FOR DEREGULATION IS ANOTHER MATTER,

2/ Securivies Act ReLease No, 6022 (Fes, 5, 1979),
8/ Eg%g?ITIES ExcHANGE Act ReLease No. 15575 (Fes, 22,
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I POINTED QUT EARLIER THAT THE RELATIONSHIP OF SECURI-
TIES REGULATION TO CAPITAL FORMATION IS RECEI?&NG INCREASED
ATTENTION, AN ARGUMENT CAN BE MADE THAT SPECIAL REGULATION
OF THE OPTIONS MARKETS IS JUSTIFIED BECAUSE COPTIONS DO NOT
DIRECTLY ASSIST CAPITAL FORMATION., TENDER OFFERS MAY BE
SIMILARLY SUSPECT, [ AM WELL AWARE, HOWEVER, THAT THE VALUE
OF QPTIONS AND TERDER QFFERS TO THE GENERAL ECONOMY HAS BEEN
TESTIFIED TO BY MANY.

FURTHER, IT MAY BE ARGUED THAT RESOURCE ALLOCATION IS
NOT THE GOVERNMENT'S BUSINESS OR FORTE. HOWEVER, THERE IS
SOME JUSTIFICATION IK THE LEGISLATIVE HISTORY OF THE
SECURITIES ExcHANGE AcT oF 1534 FOR MAKING REGULATORY
JUDGMENTS BASED ON THE CHAMNELING CF CAPITAL INTO PREFERRED
SECTORS OF THE FINANCIAL MARKETS. THE MARGIN RULES, SHORT
SELLING RULES AND PLENARY AUTHORITY OF THE COMMISSION OVER
OPTIONS TRADING SET FORTH IN THE EXCHANGE ACT WERE ALL
COMPROMISES. MANY LEGISLATORS WANTED TO ELIMINATE MARGIN TRANS-
ACTIONS, SHORT SELLING AND OPTIONS TRADING FROM THE SECURITIES
MARKETS BECAUSE SUCH PRACTICES WERE THOUGHT TO BE INIMICAL
TO “LEGITIMATE" INYESTMENT, [N THIS CONNECTION, | sHOULD
NOTE THAT THE SEC’S EFFORTS TO DEREGULATE SHORT SELLING
HAVE MET WITH STRONG RESISTANCE,

THE SECURITIES INDUSTRY TENDS TC CRITICIZE ITS
REGULATORS WHEN CONSIDERATIONS ABOUT CAPITAL FORMATION RESULT
IN NEW REGULATION, AT THE SAME TIME, [ FREGUENTLY HEAR
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DEMANDS BY THE SECURITIES INDUSTRY FOR A PROMOTER IN
WASHINGTON AND FOR GOVERNMENT REGULATION WHICH WOULD
ASSIST THE CAPITAL RAISING FUNCTIONS OF THE INDUSTRY.
PERSONALLY, | AM NOT VERY SYMPATHETIC TO SWBCH DEMANDS.
A RECENT SENATE STUDY HAS CONCLUDED THAT
IN GENERAL, THERE APPEARS JO BE LITTLE JUSTIFICATION
FOR REGULATION TO PREVENT "DESTRUCTIVE" COMPETITION,
CONTROL COMPETITORS, PROMOTE "KEY" INDUSTRIES, INSURE
SERVICE TO PARTICULAR COMMUNITIES OR GROUPS THROU
CROSS SUBSIDIES, OR TO PRESERVE PROPERTY RIGHTS,
YET IT IS JUST SUCH PROMOTIONAL REGULATION WHICH THE

SECURITIES INDUSTRY WOULD LIKE.

[ WOULD ALIGN MYSELF WITH THOSE ADVOCATES OF DEREGULATION
WHO ARGUE THAT REGULATION FQR THE PURPOSE OF FOSTERING OR
PROTECTING A PARTICULAR INDUSTRY HAS NOT WORKED OUT VERY
WELL AND HAS NOT ULTIMATELY BENEFITED THE PUBLIC. (N THE
QTHER HAND, REGULATION CERTAINLY SHOULD NOT UNNECESSARILY
HOBBLE AN IKDUSTRY OR, IN THE CASE OF THE SECURITIES
INDUSTRY, INTERFERE WITH ITS CAPITAL RAISING FUNCTIONS,

THE CHAYRMAN’S LETTER OF TRANSMITTAL ACCOMPANYING THE 1977
ANNUAL REPORT OF THE SEC POINTS OUT THAT

CONGRESS’S FUNDAMENTAL OBJECTIVE IN ENACTING
THE FEDERAL SECURITIES LAWS WAS TO PROMOTE PUBLIC
CONFIDENCE IN THE SECURITIES MARKETS IN ORDER TO
FOSTER THE YITAL PROCESS BY WHILCH THE CAPITAL 13
MARSHALLED FROM THE PUBLIC AND CHANNELLED INTO GROWTH
DF QUR ECONOMY,

8/  SENATE STuDY, NOTE & SUPRA. AT 293,
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CHAIRMAN WILLIAMS EXPLAINS THAT ONE CONSEQUENCE OF THE
INTERRELATIONSHIP BETWEEN INVESTOR CONFIDENCE AND CAPITAL
FORMATION §S THAT THE SEC MuUST ENSURE THAT CoMMISSION
REGULATION UNDER THE SECURITIES LAWS DOES NOT INADVERTENTLY
IMPAIR CAPITAL FORMATION, FURTHER, ALTHOUGH THE COoMMISSION
15 NOT CHARGED WITH MAINTAINING THE ECONGMIC HEALTH OF

THE SECURITIES INDUSTRY, THE LETTER OF TRANSMITTAL ACKNOW-

LEDGES THAT

WE HAVE AN OP?IDUS RESPONSIBILITY TO UNDERSTAND .
THE INDUSTRY'S ELONQMIC CGNDIT[QN AND TO ENDEAVOR
TO ENSURE THAT THE COMMISSION'S DISCHARGE OF 17§
REGULATORY RESPONSIBILITIES IS5 NOT INCONSISTENT
WITH A FINANCIALLY STROMG AND STABLE IMDUSTRY,
ONE AREA WHERE THE COMMISSION IS GRAPPLING WITH
IDEAS FOR REGULATORY REFORM INVOLVES A REEXAMINATION
of THE SEC'S FINANCIAL RESPONSIBILITY RULES APPLICABLE
TO BROKER-DEALERS. THE COMMISSION'S NET CAPITAL AND
CUSTOMER PROTECTION RULES ARE VERY IMPORTANT PROTECTIONS
FOR THE INVESTING PUBLIC AGAINST WEAK CAFITALIZATION OR

UNSOUND BACK OFFICE PRACTICES BY BROKER-DEALERS.

AT THE TIME THESE RULES WERE ADOPTED, THE (OMMISSION
WAS PRIMARILY CONCERNED WITH THE RISKS INHERENT IN A RETAIL
MARGIN-CUSTOMER ORIENTED INDUSTRY. [N RECENT YEAR$S THERE
HAS BEEN A SHIFT TOWARD LARGE INSTITUTIONAL £.0.0,
ACCOUNTS. [N PARTICULAR, LARGE GOVERNMENT SECURITIES
TRANSACTIONS ARE HANDLED oN A C.0,D. Basis., THE SECURITIES
INDUSTRY HAS THEREFORE RAISED THE ISSUE OF WHETHER IT IS
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SUBJECT TO UNDUE CAPITAL REQUIREMENTS UNDER WHICH BROKER-
DEALERS ARE BEING FORCED TO HAVE UNNECESSARILY LARGE AMOUNTS
0F "REGULATORY CAPITAL,” GOR CAPITAL WHICH SERVES NO BUSINESS
PURPOSE, [N AN INFLATIONARY, HIGH INTEREST PERIOD, THE
MAINTENANCE OF SUCH CAPITAL HAS AN ADVERSE EFFECT ON
BROKER-DEALER PROFITABILITY,

THE SIA 1S NOW REEXAMINING THE MET CAPITAL RULE TO
DETERMINE WHETHER IT IS UNNECESSARILY ONEROUS, AND THE
COMMISSION'S STAFF IS FOLLOWING THIS REEXAMINATION. THIS
REVIEW IS PARTICULARLY FOCUSING ON THE PERCENTAGE REQUIREMENTS
AND RESERVE FORMULA DEBITS UNDER THE ALTERNATIVE NET CAPITAL
RULE, [ AM NOT IN A POSITION TO PREDICT WHAT THE QUTCOME OF
THIS REVIEW WILL BE, BUT | THINK IT IS5 IMPORTANT THAT IT IS
TAKING PLACE, AND THAT THE SEC HAS INDICATED A RECEPTIVENESS
TO CONSIDER THE CONCLUSIONS WHICH THE SIA REACHES,

ANOTHER REGULATORY REFORM EFFORT WHICH HAS BEEN
ONGOING FOR SOME TIME INVOLVES UNIFORM FINANCIAL REPORTING
BY BROKER-DEALERS. IN 1974, THE REPORT COORDINATING
GROUP, A FEDERAL ADVISORY COMMITTEE, WAS FORMED TO DEVELOP
AMONG OTHER THINGS, UNIFORM FINANCIAL REPORTING FORMS FOR
BROKER-DEALERS., (NE OF THE RECOMMENDATIONS OF THE GRroup
wHICcH THE SEC ADOPTED wAS THE FINANCIAL AND OPERATIONAL
CoMBINED LNIFORM SINGLE REPORT ~- KNOWN TO MOST OF YOU AS
THE FOCUS reporT, THE FOCUS REPORT SIMPLIFIED AND CONSOLI-
DATED INTO ONE REPORTING FORM THE REPORTING REQUIREMENTS
ofF Form X-17A-10, Form X-17A-11, Forms "M" anD "Q", THE
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JOINT REGULATORY REPORT, THE INCOME AND EXPENSE REPORTS,
AS WELL AS VARIOUS OTHER FINANCIAL AND OPERATIONAL FORMS
AND REPORTS REQUIRED BY THE SELF-REGULATORY ORGANIZAT]ONS,

THe FOCUS REPORT HAS RESULTED IN SIGNIFICANT COST
SAVINGS FOR BROKER-DEALERS, WITHOUT ANY IMPAIRMENT OF
REGULATORY OBJECTIVES, IT 1S A FINE EXAMPLE OF THE
KIND OF IMPROVED REGULATORY MANAGEMENT AND REDUCTION OF
THE PAPERWORK BURDEN ON BUSINESS WHICH THE CARTER ADMIN-
ISTRATION IS ADVOCATING, MOREOVER, THE COMMISSION IS
CONTINUING TO REVIEW THE FOCUS REPORT TO DETERMINE WHETHER
REQUIRED ITEMS CONTINUE TO BE NECESSARY TO MONITOR THE
CONDITION OF BROKER-DEALERS AND THE INDUSTRY GENERALLY.

LAST MONTH THE COMMISSION PUBLISHED AN AGENDA
OF ANTICIPATED MAJOR RULEMAKING AND RELATED MATTERS
LIKELY TC BE CONSIDERED DURING THE BALANCE ofF 1979, _10 /
THAT AGENDA CONTAINS TWO REGULATORY REFORM ITEMS IN
ADDITION TO THOSE | HAVE ALREADY MENTIONED THIS MORNING
WHICH MAY BE OF PARTICULAR INTEREST TO THIS AUDIENCE.
THE CoMMISSION MAY CONSIDER A RULE PROPOSAL UNDER
SecTioN 12(F) oF THE SecuRr1TIES ExcHANGE AcT oF 1934
GOVERNING THE INFORMATION TO BE SUPPLIED IN APPLICATIONS
FOR UNLISTED TRADING PRIVILEGES AND ENUNCTATING THE
STANDARDS IN REVIEWING SUCH APPLICATIONS. [N ADDITION,

10/ SecuriTIES AcT ReLeaSE No. €040 (MarcH 22, 1979},
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LAST WEEK THE COMMISSION APPROVED THE I1SSUANCE OF PROPOSALS

TO AMEND RuLE 198-4 UNDER THE SECURITIES EXCHANGE ACT oF

1934, THIS 1S AN EFFORT DESIGNED TO ENHANCE THE EFFICIENCY

OF THE COMMISSION'S OVERSIGHT OF SELF-REGULATORY ORGANIZATIONS.,

RuLe 198-4 SPECI¥IES THE PROCEDURES THAT SELF-
REGULATORY ORGANIZATIONS MUST FOLLOW IN FILING PROPOSED
RULE CHANGES WITH THE EDMHISSIDH. FDR SOME TIME, IT HAS
SEEMED TO ME THAT RULE 19B-& AND THE WAY IT HAS BEEN
IMPLEMENTED SHOULD EBE CHANGED IN CRDER FOR COOPERATIVE SELF
REGULATION TO CONTINUE TO BE A VIABLE ALTERNATIVE TO
DIRECT GOVERNMENT REGULATION OF THE SECURITIES INDUSTRY,

A MEETING TO DISCUSS THE FROBLEMS WHICH HAVE ARISEN UNDER
RuLe 198~-4 was WeLD AT THE SEC 1N JUNE 1378 WHICH wWAS
ATTENDED BY REPRESENTATIVES FroM THE SROs. THEREAFTER THE
CoMMISSION RECEIVED SEVERAL THOUGHTFUL LETTERS CONTAINING
SUGGESTIONS FOR CHANGE, S0OME OF WHICH HAVE BEEN INCORPORATED
IN THE SEC’S RECENT RULE PROPOSALS., DBROKER-DEALERS HAVE
GENERALLY LEFT THE PROBLEMS {Ff PROCESSING RULE FILINGS

To THE SROs anp THE SEC, HOWEVER, THE INDUSTRY IS DIRECTLY
AFFECTED BY SUCH REGULATIGN, AND THE COSTS OF A SYSTEM
WHICH [$ SLOW AND CUMBERSCME 1§ PAID FOR BY THE INDUSTRY
AND ULTIMATELY ITS CUSTOMERS., [ THEREFORE URGE YOU TO
FOCUS ON THESE PROPOSALS AND COMMENT UPON THEM.
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[N SPEAKING TO YOU THIS MORNING ABOUT SO MANY DIFFERENT
CURRENTLY PENDING REGULATORY PROPOSALS, | MAVE RUN THE
RISK OF BEING SUPERFICIAL AND CONFUSING., BuT I THINK T
IS IMPORTANT FOR YQU TC REALIZE THAT SECURITIES REGULATION
IS TODAY IN A STATE OF UPHEAVAL, IN RESPONSE BOTH TO CHANGING,
AND CONTRADICTORY, POLITICAL TRENDS AND TO A RAPIDLY CHANGING
INDUSTRY. AND I SEE GREATER UPHEAVAL AHEAD,

GOVERNMENT REGULATION HAS NDT REALLY KEPT PACE WITR THE
CHANGES DCCURRING IN THE FINANCIAL MARKETS AND FINANCIAL
INSTITUTIONS, FURTHER, THE PRESENT ADMINISTRATION HAS
RECOGNIZED THAT IT IS IMPORTANT TC INQUIRE WHETHER THE
PANOPLY OF GOVERNMENT LEGISLATION AND REGULATION 1§ HELPING
OR HINDERING THE ACHIEVEMENT OF MAXIMUM EFFICIENCY IN THE
TRANSFORMATION QF SAVINGS INTO INVESTMENT, __}_l/ IT IS ONLY A
QUESTION OF TIME BEFORE THE CONGRESS REEXAMINES THE CONTINU-
ING VALID!TY OF DIFFERING REGULATION OF FINANCJAL [NTER-
MEDIARIES MANDATED BY THE 0OLASS-STEAGALL ACT AND QTHER
STATUTES. [T 1S ALSO LIKELY THAT IN THE PRESENT OVERSIGHT
MOOD OF THE CONGRESS THAT SECURITIES REGULATION WILL BE
REVIEWED BY WAY OF LEGISLATIVE HEARINGS ON THE AL]'s FEDERAL
SECURITIES (ODE.

11/ BLUMENTHAL, NOTE 5 Supra, AT 312,
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SUCH DEVELOPMENTS COULD HAVE FAR REACHING CONSEQUENCES
FOR THE SECURITIES INDUSTRY. BUT WHETHER THE INDUSTRY 1S$
READY FOR REGULATORY REFORM IS ANOTHER MATTER, REAL
DEREGULATION NECESSARILY INVOLVES RISK AND CHANGE, REAL
ALTERNATIVES TD DIRECT GOVERNMENT REGUIATION NECESSARILY
REQUIRE INTELLIGENT AND CREDIBLE BUSINESS LEADERSHIP,
| HOPE THAT THE SECURITIES INDUSTRY WILL MEET THESE CHAL-
LENGES SO THAT IT WILL DEMAND AND TAKE ADVANTAGE OF
REGULATORY REFORM,



