


VI. MISCELL/NEOUS ' '

A, THE SEC AND CAPYTAL FORMATICN BY DR, ROGER SPENCER

The language of the Becurities Act of 1933 and Securities .

Exchange Act of 1934 does not contain direct references to

capital formation issues. That does not mean that in passing
the Acts, which are typically interpreted as "investor pro-
tectinn Acts", Congress was uncuncernad about the role the |
BEC might play with regard to encouraging growth Gf the
capital stock. The letter of transmittal which accompanied

a recent submission to Congress of the SEC's annual report
states:

"Conzress's fundamental objeetive in enacting the
federal securities laws was to promote public confi-
dence in the securities markets in order to foster the
vital process by which capital is marshalled from the -
public and channelled into growth of our economy.
Accordingly, while the Commission’s primary responsi-
bility is to protect investors, the discharge of chat
responsibility results, in a brcad sense, in stimula-:
tion of investeor's willingness to provide the capital
necessary to fuel our private enterprise system." 1f

SEC and Securities Demand

It has beep said that full disclosurs is both the 1ynch~.
pin of investor protection énd the heart of the capital )
ferm;tinn pracess. 2/ Disclnsurelis nbtaineq toth by the
anti-fraud pravision; of Rule 10b-5 and by mandate; that is,
information which is provided by firms-zust-be-accurate-and - ——
certain t pes of infermation wust be provided, The clear
trade-off faced by the regulater is how much disclosure

(and associated enforcement) for purposes of stimulating

.............

1/ 1977 SEC_Annual Report.

2/ 1979 SEC Annual Report.
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investor confidence should be enccuraged vs. how much cost
should be incurred by firms which must supply the required
information. Apsrt from any impact on capital_fnrmatimn,
mandated disclosure can {and has) been defended on the
econemic grounds of positive externalities. That is,. govern-
mental authority to require information should be exercised
because of the benefits which acerue to third parties in
information produdtion. In fhis context, information 1s a
quasi-public good, like education or national parks, with
indivisible benefits and inhef&nt difficulties in excluding
free riders, Beyond this, disclosure is advocated on
equity--or fairness--grounds and because it Is ﬁhought that

the incentives to produce positive inforcation exceed those
which firms have when the data about firm operaticons is

not good,

Presuming that valid arguments can be wade for disclosure,
the guestion vemzins whether investors find the information
which is mandated to be useful and whether production of
that informaticn engenders investor confidence. An affirmacive
answer to the guestion tranglates into incrE%EEd securities
demand (beyond that which would exisc in the!;bsence of
SEC disclosure), and concomitantly, .an impact on.czpital _ ..
formation. -

In the absence of market-oriented disclosure, it is
difficulr to say just what informational items would be
regularly produced by firms and which would not, Suffice
it to sa2y that, prior to the 1933 and 1934 Acts, much less

information on firm operations was produced than after



and considerably less disclosure is fortheoming in countries
without an SEC-eguivalent than in the United States.
Because it is difficult to hold constant the Pepression of
the 1930"s and the institutional differences between the U.S.
and other nationg, one cannot easily test which system is
most conducive to enhaucement of the capital stock, 3f

A former Commission bf the SEC, 4. A. Scmmer, has
suggested that no reliable empirical test examining the
relation betwesn disclosure and investor confidence can be
conducted.

"I do not believe that investor confidence can be

measured empirically. It is a matter of subtle

psychology. Investors should be assured that they

are receiving rhe information necessary to make

informed decisions.”&4/

Although aggregative tests of disecleosure and investor

confidence generally are indeed hard to come by, specific

disclosure provisions are somewhat move testable. Professor

3/ Analysts have tried to conduct varicus types of comparison,
however. Professor Ceorge Banstou of the University of
Rochester attempted such assessments and concluded that the
U.5. system of mandatory disclosure suffers by comparison.
Benston's examination of stock prices ¢f HYSE. securities
pre-and post 1934 uncovered ne positive effects on risk or
return causad by the introduction of mandatory disclosure.
Also, since NYSE stock prices folleowed a random walk pattern
both before and after 1934, Benston concluded that "fairness™
to investors was nobk enhanced by mandatery disclosure. On
the other side of the fence, both Irxwin Friend and Morris
Mendelsohn of “harton University dispute Benston's findings.

4/ A. A. Scmmer, from speech cited in Kripke, pp. 28-23,



Dan Dhaliwal of the University of Iowa examined the relation
between 1ine-mf-busines; reporting, first prépcsed by the
SEC in 1968, and the cost of equity cépital, finﬁing the
additional information appeaved to reduce uncertainty about
firm stocks, thereby reducing {in some cases) Firms' costs ...
of capital, Professor Paul Griffin, of Stanford University,
conducted a somewhat different test on anether controversial
element of SEC diéclasﬁre, reporting o¢f foreign bribes,
Griffin's evidence suggested that despite the costs incurred,
the new information phtained héd little effeet on investor's
views of firms' market wvalue. _
Perhaps even more difficult to quantify than the effect

of disclosure on investor confidence is the influence of the

enforcement of Commission: rules and regulations on confidence.

It is well known that the Commission maintains a vigorous
enforcement presence, one which ig reflected regularly in
news reports, in paper; and pericdicals and on radio and
televigion. Certain other regulators, such as those with
commercial bank oversight responsibility, seem to prefer
less publlclty agsociated with rule ulolatlﬂns which they
uncover. These opposlng approaches may be JuStlflEd on the
grounds that the regulators are attempting‘to achicve

different goals. Bank regulators wish to prevent a "run”

on bauks by depesitorsg which might be set off by public

disclosure of bank problems, and the securities regulators

wish to demonstrate to rhe investor that he is protected



.from those who would take advantage of him. The question
;Emains, however, that if investors feel more secure in the
.knowledge that their interests are being protected by a
regulotor which often ealls attention to wviclations eof
securities law, why does not the depositor feel the same way
about violations of bank law? Of course, the queatioﬁ could
be posed observely. From the viewpoint of the investor,

the issue boils down to whelher he gains mére confience

in securities markets from'learning about many viclations

of securities laﬁs than if he were to learn very litrle
about such problems.

Virtually all activities of the Commission have as
their basice intent the protection of investors and stimalationm
of investor confidence. This includes imposirion of rules
in the securities warketplace to assure equitable treatment
of investors by brokers/dealers, acticns taken, in coajunction
with the Financial Accounting Standards Beard, with regard

to accounting principles and practices, and the registration

g 1}

of mutual funds and muniecipal securities dealers. The demand

for securities, however,'is a functicn of mogae than tne
degree of confidence investors have in the cgﬁacity of
regulators to protect them. Another variable of interest
is transactions cost,

High casté of purchasing and selling securities would
negatively affect capital fqrmatiﬂn; Not a great deal of

work has been done in analysis of the elasticity of

securities demand with respect to transactions cost.
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Ferhaps the study which best relates brokerage costs,

which are influenced to some extent by SEC policy decisions,

to z measure of stock market activity is that of Thomas Epps,
Epps detexmined that a 10% increase in total transactien
costs leads to a decline in trading volume of about 2-1/27,
Because brokerage commissions accounted for abtout 2/3 of
the transactions costs in his sample of stocks, he eoncluded
that "a 10% increase in broker fees alone would be expected
to reduce traaing wolume by about 2%. 5/

4 major responsibility of the SEC regarding saecurities
trading 1s its mandate recorded in the 1975 Acendments to
the Securities Acrs to proocite the development of a ﬂational
Market System. Mo person or tody, such as tﬁe Congress, the
SEC or the NYSE, knows just what the markets of the 21lst
Century will lock like, but the intent of the leglslation
was to Instill a greater desgrea of éff@ciency in the trading
markets of tomorrow. The role of traders, specialists, and
exchanges is continually evolving as the national market
tazkes shape. S&veral market experiments are.currently being
conducted. One lings exchange floors with a;?rice information
network and another, permits ocrders Eo be ma&ched auiomatically
through a computex-based."black hox.' -Whether these or—== o .
another system eventually evolve as tha tvading market of

the future,-it is likely that continued efforts to emhance

-
-

5/ Thomas Y. Epps, "The Demznd for Brokers' Sarvices: the
Felation Between Security Trading Volume and Transaction Cost",
Be:1l Journal of Economiecs, Spring 1376, p. 192,
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trading efficiency will lead to lower transaction costs

and a positive Lmpact on capital formation,

| It should not be forgotten that ancther facet of the
1975 Securities Act arendments strongly affeeting securities
trading was the unfixing of commission rates. Generally,
commission rate deregulation has been deemed a 5ucces§,
largely because of transaction cost savings.

The Commission also has.oﬁersight Iesﬁonsibiiity in the
stock copticns area., Only recentlﬁ did the SEC, which had
halted the expansion of put and call options because of a
host of fraudulent practices, permit additional stock
optiocns to be traded. The aptions security demand relation
is a complex one. To the extent that put and call options
aszigt investors to develop and employ hedge 5£rategie5f
risk is reduced and the trading characteristics of stocks
are enhanced. However, there is concern that if investors
losa their money through speculation ion oprions or if potential
investors are frightened away by negative publicity abouk
opﬁiﬁﬁs market practices, the attractiveness ?f the securities

1

market may be diminishad. Morecever, if investors use options

=

,~ .
in substitution for stock puxchases (and there is no convineing

evidence that.they. do) the.dem;nﬁ,f?r securities declines.
Many SEC tules pertaining to brokerage operations indir-
rectly affect securities demand. For Exampl&; the Commission's
net capital rule, which requires brokerage firms to maintain
certain capital standards in the interests of firm safety

could be altered to encourage or discourape firm a2ctivities.



One effect of a_relatively stringent net capital rule would
‘be the tying up of funds which could be used for Enﬁancemant*
of the firm's trading position. There is, in faect, a
proposal before the Covmission, submitted by the Secﬁrities
Industry Asscciation, drafted teo cut net capital requirements
about in half. The Commissinn must balance its desire to
permit broker-dealers to expand firm opera%ions against

its need Lo encourage firms to maintain a safe capital

level during times of volatile markers.

The BEC and Accounting Effects

There would be little reason to discuss accounting
at all in regard te capital formation were it not for the
pessibility that accounting affects both the investor’s
perception of firm wvalue and ewxpectations of its future
performance, and the behavior of firm officials whase
investment poliey decisionsg may be influenced by accounting
numbers, Can it be presumed that the Foreign Corrupt
Parctices Act of 1977, which imposed, b} way of accounting

provisiong, significant changes in managerial relationships

-
=

within corporations, has affected investiment ‘policy declslions?
Or that inu&stérs perceive firms differentcly somehow

> _ :
because of the changes? -Do the pressures anard greater
independence of internal audit comnittees aad bLoard of
directors influence investment behavior or invester percep-
tions? If so, how? The effect on capital forwmation could

be substantial.



Anong the IeW Pleces Ol eVIOUENCE lugaiul. f sLluvuibing
and firm behavieor is a soqn-tﬂ—belﬁublished paper entitled,
"The Econemic Effects of Involuntary Uniformity in the
Fimancial Reporting of R & D Expenditures” by Professor
Bertrand Horowitz and Richard Koloday. Their paper éxaminesh
the effect of FASB and SEC actions (1974-1975%) regarding
the derision to require all research and developoent costs
to be charged to expense when incurred rather than capitalized.
The authors concluded that "The expense-only rule caused a
relative decline in the R & E outlays for small, high-
rechnology firms which had previously used the deferral
method of wmeasurement.” &/ The authors do not attempt
to evaluate the possible effects of reduced R & D outlays
by small, high-technology firms on investment by those firms
or on Lovestment gencrally.

The attractiveness of the assets of other firms jaf
alse be influenced by Commissieon actions. - In particular,
the recent decisiens regarding takeover bids and the time
period for bid announcements may make the merger route a more
or less attractive avenue for expansiom. Iftho Commission's
actions are perceived as slowing down mergerj;ctivities.
pne must presume that expansion by purchase of new plant/

gquipment rather than the purchase of Gld,‘can positively

influence cépital formation.

The SEC and fecurities Supply

In the aggrepate, a firm experiences different types

of costs in dealing with the SEC. The less obviocus petential

-—

&/ Horowitz-Xolodny, p. 38.
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costs, those of altering the firm's methods of doing business,
has alrveady been cited. These costs, which may be associated
with different input mixes, or foregone opportunities, are
particularly difficult to measure. Compliance costs,

Fhich include such SEC-induced ecosts as Iepal fgés, -
accounting fees and priﬂtiné fees are-mure.quantifi&hlé,

but still difficult to interpret, given that in the absence

of an SEC, some of the:: costs would be incurred anyway.
There should be no preaump%iﬂn that 211 such costs
directly influence cthe supply of securitciesg., Registration
costs for new securities constitute one subset of compliance
costs, which reached several hundrad thousand dollars. A
survey conducted a few years age by the SEC's Advisory
Comuittee on Corporate Disclosure found a wide range of
compliance costs, but determined that the costs per dellar
of assets were much higher for small firms than large firms,
This evidence was consistent with the Cormission's decision
to consider more closely the special problﬁms of small
businesses, particularly in their efforts to raise capital.

The Commission recently has taken AUMErQUS actions to
cut the costs for small firms of supplying c;bital. These
actiens have likely c&ntributéﬂ to the large jump- in-initial
offerings of stock to thepublic, reportéd te be up in

First Quarter 1530 more than 1007 over first quarter 1979. 7/

1/ II;.‘i}::n»irlg Public."™ ]
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The ceil 1g on securities issued under Regulation A,
permitting certain issvers to faise capital from a publie
offering without full secale registration, was lifted from
$500%,000 to 51,500,000, FRule 242, which permits sm%ll firms
to issuve stock to a class of investors nnt’requiriné large
amounts of infeormation about the £irm, was.adoﬁted nniy
recently.

The Cammissiap created & new Form S-18, permiEEing firms
to issue up to $5 millicon of securities with substantially
less inforeation required than for the standard S-1
regizstration document. In addition, Rule 144, which limits
rhe amount of unregistered securities to be re-sold during
a particular time frame was substantially relaxed, enhancing
stock liquidity and encouraging the issuance of uanéistered

securitieg.

Regulatory Uncertalinty

As a final link between the Commission and capital

formation, consider not only the direction of Commission

actions affecting securities demand or suppljl Lut the certainty

-

of such actions., Firm investment decisions ire made on the
basis of expectations over a substantial pericd of time,

Firms would like to have "certainty of regulation® over.

the relevant time frame to offset (certainly not add to)
uncextainties which arise from other sources. It has been

conjectured 8/ that a principal explénation for the weakness

in capitzl formation over the past decade has been a trise

8/ By Burton Malkiel, 'The Capital Formation Froblems in
the United states,” Joivnal of iinance, May 1979.
WT . 11




in risk premiums, partially associated with regualtory
phencmena. Major sources of risk have been energé and
agricultural shocks, destabilizing monetary and fiscal
Folicies, and such considerable regulatory forces as
environmental protection policies.

The certainty of SEC repulaticnuranks well below these
factors as a source of investment concern to mest firms,
However, with iaflation and the increasing "homogenization™
of finanecial institutiﬂns, the Conmission's role could become
an expanding oné. Inflatien has led to the proliferation
of such securities as-ﬂptinns, forwards, and futures,
all of which are of current interest to the SEC. Tts actions
could influence the extent to which these "derivatiwve"
Eecurifies ave employed te facilitate or detract from
capital format ion. Moreover, as savings and loans becoma
move like banks, and banks become more like brokerage howses,
the potemtial for regulatory overlap émang the financial
oversight bodies increases in the szme way as it does with
the rise in use of derivative securities. Thg overlap
will not likely prove 2 major investment concewrn, either ta
issuers or purchasers of securities, but theTﬁQEEhtial for
confusion and unecertainty remains. .

Of more direct impact are the 5EC'g décisicns on questions
influencing the health and wvitality of securities firms,
particularly those which affect the underwriting function

of such firms. Some sctions, such as those pertaining to

the deregulation of commission rates and the national market



system, are years in the making, may be difficult te

predict and have an uncertain effact on the compasition

of the securities industry. Others, such as the prgsentatinn
of evidence to Congress showing the potential adversé impaet
on investment bankers and securities firms generally 1 E

banks are permitted to underwrite muncipal rewvenue bnﬁds,

are not so long in the making and have a more clearly

predictable implicdation for the securities industry.

Svmmax

Regulatory uncartainty is a factor with which those
who demand securities and supply securities must contend.

As with the other routes by which the Cormmission affects
capital formation, including investor cenfidence, accounting
décisiﬂns, and issuer costs, 1k 15 a matter of concern

to many participants in the market.

It wmust be emphasized that thaose SEC actions which affect
securlties supply and demand aré cartainly of interest, but
hardly compare with the impact of say, major changes.in
monetary and fiscal ﬁclicie*. Hevercha less; at a time when
the economy faces another bout with prclonge&zstagflaticn
and weak capital growth, any prudent.measureé whieh can be
taken to encourage EK?aHdEd'inUESEWEHt'GppéftuﬂitiES should”

ba welcomed.



B. FEDERAL-STATE RELATIQONSHIPS IN SECURITY RECULATIONS

It 15 recommended that the following suggestions be
considered as a way of improving the relationship between the
SEC and state security regulators, 1t is felt that enhancement
of the State avthority is a desirable goaland could perﬁit
some phasing down of the Fedaral role at some future time.

An SEC Commissioner shnuid be considereﬁ for aﬁﬁointment
from among present Blue Sky adwinistraters., HNot since the
term of Cormissiconer Hugh Owen, a former state administrator
from Oklahomz, has a former state administrator served on
the Commission. Emerging state securities activicy coupled
with federal deregulation makes helpful a full appreciation
and undérstanding of the relationship of state securities
laws to the federal Acts.

The President should encourage the SEC to coordinate
and cooperate with state securities regulatory authorities.

To this end all prospective candidates for appointment to the
Commissiocn should be examined prior to nomination on thelr
views of "Blue Sky" laws. FPreference should be given those
candidates for nomination who evidence a desire to work with
state administrators. 1In additicn, in an attempt to foster
understanding and to encourage the free flow of informstion
between state and fedreal securities regulators, the Presidenﬁ
should encourage the Commission to meet quarterly with NSAA

officers and Directors,



The Chairman should direct that the Director of each
Division of the “£C designate one upper level Division manager
ko establish and maintain liaison with state securities
administraters. This liaison persen should be responsible forz
soliciting state comments for all Division reguested rules
prior to the submission of those rules to the Commission and
prict to publication of thnse_rules for public cammgnt. In
addition, it should'be the responsibility of this lialson
pecson to counsel and advise state employees during their
tenure with the Commissien pursuant to tﬁe Intergovernmental
Fersonnel Exchange Act. The Division liaison person shall.be
accﬁuntable ko the Division Director for the divisien direction
for the Division's successful state liaison pregram. The
Division Directer shall be accountable te the Chaigman, or
designated state liaison commissioner for implementing and
maintaining a successful state securities law cooperative
program.

The SEC should expand its participaktion in the
Inte;govecnmental Personnel Exchange Program, IPA. This
exchange of state and federal employees would secve teo generate
& bektter understanding and appreciation for th; respeckive
roles played by federal and Sﬁitg_geﬁ?Fitiea-regulatnt?
personnel. The persopal contacts made by those employees in
the prorram should promote mutual trust and respeckt in both

sectors of a btwo-tiered securities regqulatorcy scheme, Motual

VI - 15



trust and respect cuts throuch red tape and short cuts
procedures. HMutual trust and cespect can form the fnundatian
far more e ficient regulation of securiblies markets,

In order to insure that the Commission's cooperative
progeam indeed works, one commissioner should be assign?ﬂ Lhe
duty of establishing and waintaining a close working
relationship with state administrators. He shall supervise and
reporkt on the p:ogcéﬁs of the %tate liaisen é:cgram ;ithin gach
Diuisiﬂn of the Commission. The Commissiener shall énnually
report to the President and Congress on its state liaisen
program.

Increasingly, the principal focus of state securities
snforcement is on multi-jurisdicticonal crimes. Comolex
economic crimes are racely, Lf ever, confined within the
boundaries of a single state. The securities vieolators now
investigakted by state agencies are highly sophisticated in the
manipulation requlatory and enforcement loopholes, They ara
also very mobile, and regularly use the ardinary lack of
.communication bektween state jurisdictions to their advantage.
T2 overcome these preblems, stakte and local 1a? enforcement has
begun to recognize the value of structured mufti—state
enforcement projects.. The Levitigus Project, which was partly--. -—.
initiated by state securities administcators, serves as an

example of such a project.

LS S A



The Leviticuws Project ;s a cooperative multi-state
irvestigation of cfimes affecting the Appalachian coal
industey. The Project consists of [ourteen law enfoccement
azeacies from Alabkama, Georgla, Indiana, Kentucky, vew Yoark,
rennsylvania and Virginia. The member states joined as_é
structured group 1in 1978 after working together on a
case-by-case basis since 1976.  In the Autum? of l???, che
Leviticus Projeck Association was formed to seek funding
assistance from L.E.A.A. &n initial grant of $1 million was
approved in Februacy, 1988, followed in June, 1980, by a
supplementacy grant of $250,000 for a computerized management
and informaticon system.

The Praject is directed by its Executive Committee which
is compozed of one member feom each stake. Robert 4.
Mordenthau, District Attorney of MNew York County, is Peomanent
Chatrman af the Committee, and Thomas L. Kcebs, Director of the
Alabama Securities Commisszion, is Vice-Chairman. A1l member
zgencies are represented on the Boagd of Directors, whose
chairmanship rotates from one meeting to the next.

The purpose of the Leviticus Project is }he investigation
and prosacution of a vaciety of crimes related ta the coal
industcy, particwelarly in the Appalachian rééian, Project
memtbers coordinate thelr work on cases ranging from murder to
theft of heavy coal mining equipment to complex crganized

fr2auds against financial institutions and investors. One

¥I - 17 .



principal focus of the Project iIs the widespread fravdulent
syndication of tax shelter investment schemes in coal mining
ventures. It was the discovery by sktate securitles agencies of
a complex pattern of such schemes thakt eventually lsad to the
creation of the Levikicus Praject. ]

Typically, a coal mining tax shelter is structured as a

limited pactnership, Syndicatiﬂn of the offering genercally
takes place in affluent, investor-rich areas such as Hew York,
philadelphia and Atlanta. Investors buy units as partial uniks
in the limited partnegship for an investment of cash and
promissory notes. The entire investment i1s characterizeu as
the advanced minimum covalty and, therefore, can be deducted by
the taxpayer-investor in the tax year in which it is made.
This deduction provision of the Internal Revenue Code, which
makes the tax shelter so attractive, has created investment
averaqges which now average about four to nﬁe, i.e. for each
dollar of cash invested, four dollars may be deducted.

The Code pormiks such advantageous investments in an
effort to stimulate the injection of private capital into the
coal industey and thus increase coal produc;inﬁi Vihen a
limited pacrtnecship coal mining venture is f:a;ﬁulent, and no
ceal is mined, a substantial amount of tax revenue is losk and
the market for legitimate investment is tainted. Ordinarily,
the frandulent aspect of these limited partneeship relates Lo
the coal-bearing land in an Appalachian state, as to the

subleased mineral rights to mine the coal. For example, the



properky which is the subject of a frauvdulent limited
partpnership coal mining venture might have already been mined,
or might be under water, ﬁt might be owned by the Federal
government.

Leviticus Project investigators have saen evidenc{
indicating that zeveral hundred to a few thousand such
fravdulent schemes have been syndicated in :gcent Years.
Estimates oFf the resulting loss of tax cevenue generally run
from $5 to $6 billion te ower $10 billion. A major portion of
the schemes occurred in the fgw years immediately following the
Arab oll embarqe, a period in which there were widespread calls
for increased ¢oal oroduction. The Levikicus Project has
recently begun to see a sharp rise in the patterns of activiky
gharacteristic of frauvduelent coal mining ventures, a
development that the Project attributes ko the curreﬁt interest
is increasing, perhaps were doubling, coal production in the
next decade. |

The Leviticus Project approaches cases of frawdulent
" limited partrership coal mining ventures from varicus angles.
Because there ace hundreds of such cases, and éhe Project's
resources ace limited, the Project tries to idéntify and focus
on individuals who are repeat offepders as the subjecks for.
criminal prosecution. Hember states in which the parktnership's
cral-bearing properky is located investigake the veracity of
all representakions in the partnership's offering which concern

the lard, the leazes, and the coal. HMember states in which the

VL - 19 .



offerings are syndicated investigake all of the circumstances
surcrounding their pramotion and sale. All limited partnership
coal mining wventuces found to be fraudulent, including those
not prosecuted criminally, are referced by the Project to the
pudit Division of the Interpral Revenue Service for recuyé:y of
teax dollars through the retroactiﬁe dizallowance of
deducktions. The Leviticus Project expects t? refe:hgbﬂut 350
millien worth of Suéh cases in the next few months. The
frequency and volume of refeccals teo the I[85 by the Project
showld increase when khe Projeckt computerized information
system, an index of all information in Project files, becomes
fully functional in early 1981,

The SEC Division of Enfarcement should péumote and
patticipate in melti-state enforcement efferts like the
feviticus Prcject.. The success of 2ny multi-state projeckh
involving complex ¢riminal scheses depends upon the volume apd
Aquality of investigative information availzhkle to the
participants. The SEC is well situated te share valuable
information with state and local investigators, both on a
case-~-by-case bhasis and in a more regular, struétured fashion.
Fresenkly, however, the SEC's sharing of inveééigative
information is inhibited by its internal regulations and
guidelines. For example, following a formal ordar aof
investigation, the Division of Enforcement can share
information on a case only when it has obtazined the explicit

consant oFf the enptire Commission. And the issuance of 2 formal

Vi - 20 .



order cloaks the case in confidentiality making it difficult,
if not tmpossible, for a state agency to discover that an
investigation exists, Without that knowledge, a sbtage agency
will nob make a reguest that Lthea SEC share information on a
casa,

The Division of Eaforcement should anticipate that a
principal focus of state enforcement in the next several years
will be on multi—state orojecks, The Division should be
tequired to encourage such projeckts and to dewise effective
methads for sharing information wich them. One possibility
that should bBe explored is that of establishing regular
cooperation with the six existing multi-stake redional
intelligence systems. They are: tha Vestern States
Information Ketwack {WSIN) in Sacramente, California; the Rocky
Mountaln Information Metwork {RMIN) in Tucson, Arizona; the
Mid-5tates Organized Crime Information Center (MOCIC) in Kansas
Ciky, Missouri; the Regional Organized Crime Information Canter
(ROCIC) in Memphis, Tennesses; the Mid-Atlantic Creat Lakes
Organized Crime Law Enforcement Nebwock {HMAGLOCLENW]) in
Philadelphia, Pennsylvania; and the llew Englan@ Stake Police
Mministrators Conference [NESPAC) in Bosten, gaﬁsachusetts.

In additicn, the Division should be requicedttu cooperate fully
and freely with the Leviticus Project in an effort to combat
the expected increase in securities-celated crimes affecting

the coal industry.
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The Division of Enforcement has at iks di;pasal a
computerized index of its public and enfoccement. The
information contained in the index has often proved invaluable _
to skate enforcement zgencies on those ogcasions when access ta
the index has been made available. However, state access to
the Index hazs been spotly and irregular, at best.

Conssquently, the Division should be encouraged to develop a
method to pernit st;Ee and local enforcemenkt agencies,
inciuding non-securities law enforcement agencies, prompt and
easy access to iks computerized index.

The Comaissien should be encouraged to participate and
contyibute te the maintenance of the NASAA/NASD Central
Registration Despository, {CRD). An estimated twenty to thirky
willion dollars per year cost savings to the securities
industry is anticipated as a result of the CRD system. One
step camputer filing of Brokec-Dezler and salesmen applications
will geduce a vast amount of state paperwork and resulkt in an
enormous reduction of duplicitous mailings by firms involved in
interstate marketing of investments, The state's resource
savings accasioned by compuler access to regisﬁratian data can
be invested in enforcement and other more vitai regulatory
services, . e T e .

The capzbilities of the CRD system would be significantly
enhanced if the SEC were to load its public Dealer reqistration

itnformation into the system. This sharing of valuable SEC
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public data with the CRD system would permit states to make
rapid and betker informed responses te requests for
cegistrabion.

In addition, as the CRD system is expanded, other
information ©of a public character may be included. Foc;
exanple, staff comment lekters on applications for registration
of securities may be included in the system. As ébiﬁctiuns are
cleared by amendment, staktes in khe CRD gystem can access the
:merdments and thereby aveid delays in effectiveness occasioned
vy the untimely deliveries of mail. Ultimakely briefs, jury
instrucstions and pechaps nop-public enforcement data may be
accessed by the staktes in the CRD system,

The SEC could input the following type information into
the system: (i) registration ceview data; (ii) SEC regulations
and voinions; (11i) registered company information; (iv) such
other information such as legal memoranda, briefs, ete. as may
e useful to more efficient government and regulation.

State securities admipistrators are active in the
criminal prosecution of securities violatoers. State criminal
enforcement cases have increased throughout thé 1370'=s.
Sgcurities prosecutions comprise a substantial percentaqge of
the total natiomal-white-collar crime p:cse:;tionﬁ. State
securities administracors should be represented on both the
President-elect's Criminal Justice Task Force and bthe Law

Enforcemant Administrakbtion Task Force.
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From the standpoint AE the state agencies, the SEC
should, in the absence of a state securities law impact study,
reconsider iks position on the ALI cedificatien of the 5EC
¢ode,. Fukure SEC policy positians, if any, celating to the
pr-oosed federal szecurities code should be adopted only after
consideration of the impack such positlon may have on sfate
securities laws. Tor example, the Commission has resegved for
future exposition the Lass Code t:eétmEHE Dflindustri;l revenue
developmenkt bonds. PMost sktate legislatures look with favoer
upen such bonds and consider them te be valuable industry
acjuizition and Expansimn tonls. These state pclicies ara
bound up in "Blue Sky" law previsions. A Federal policy which
impacts these state-bound pregrams should only be adopted after
notice of and an cpportunity given the states to comment on the
Commission proposals.

The Noréh Amarican Securities Administrators Association
in 1277 endocrsed the concepts of the Code. ©Cne of those
concepts dealt with an 2xpanded and relaxed version of Rule
147, and the 33 Act intrastate exemption. At the time NASAA
approved the Code, the leakage provisions for ocut-of-state
sales was largde snough ko accomodate a relaxation of rather
strict standards and permit, nearly, Ehe regional registration
concept. This rep:esenteq a healthy and welcomed ceduction of
federal regulaticon. In their hacd negotiatiens with Professer
Loass, the SEC substantially reduced the percentage of

securities which cecould be seld cut of state pursuant to the
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exzmption. This, in effect, negated the exemption and again
l1zid the heavy hand of faderal registration on companies which
ce1ld not meet the now savere requirements of the exemption.
This also altered substantially the state's view of the
aroposad code. Whether, as a result of these SEC pandated
alterations to the Hoss proposals, the states can still

suzport the Code remaing at this writing in issue.

T

In the absnece of a speecific Congressional mandate,
NA54A is oppeosed to preesption of "Blue Sky" laws by SEC Rula.

Efforts to reduce the impact of federal securities
rezulation to truly be effective must take into consideration
tha cellateral impact on the gffectiveness of the adminis-
tration-and enforcement of state securities law,

Where appropriate statements regarding deregulation of
Federal regulations should emphasize responsibility of state
acvthoricy in these areas so affected.

The SEC, after consultation with the State administrators
through NASAA, should submit an annual report to Congress

on the effectiveness of securities regulation and enforcement.
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C, ADMINISTRATIVE LAW JU. SES (ALJ'S)

Tnare is an area of interest and concern ts all fedaral
regulatory programs which merits consideration with respect
to the SEC. This issue of assuring adequate independence and
accountability of administrative law judges {ALJ's). ‘

At the present time the Senate has under consideration
a recommendation to ransfer to the ALI's asidgned to the o
various federal ageﬁcies to berome part of the federal
judiciary. Under the present system ALJ's are S5ES employees
who are assigned to a partiecular federal agency., This
system is founded upon the notion that former employees of
the agency's active operating divisions become ALJ's, These
individuals have beem eriticized as having a vested insti-
tutienal interxest in favorable resolution of disputes
invelving the agency which employs them. The recommendation
untder couslderation is designed to insure the ALJ's independence
5 d irpartiality in consideration of administrative law issues
which may arise. This propeosal would tend te silence the
current criticism that ALJ's have an instituticnal bias
favoring the agemcy to which they are assigned.

Legislarion presently being supported by Senator
Howell Yeflin (D. Ala.} and others is expectdd to coma
before the Senate Judiciary Committee for consideration in
the near future. The primary intent of this legislation is
to create an independent core of _dministrative law judges

to resolve those contested issues of administrative law which
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will deudbtless arisa. Und:cr this plan each ALY would be

evaluated independe tly on the basis of cheir qualities as
a 3urist, racher than being subject to the evaluvation of
the agency fou which they assist as decisionmaker.

0il and Cas Advisory Commitkes

The whole issue of disclosure, accounting practices and

enforcersnt needs study. An advisory committee should be

rraated g review these items.
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| AND
EXECUTIVE SMMARY

L. AGENCY OQOVZRVIEW

The Securicies and.Exchange Commission with an authorized
tudget of $77 million and an authorized staffing of E,IUﬁ' -
parsens, is responsible for three major program areas: dis-
closure, suppression of fraud and to a limiteﬁ extent, repgu-
lation of the securiéies market activities, This report demon-
strates how the staff and budget of the Securities and Exchangé
Commission can be reduced by approxiwately thirty'(3ﬂ) percent
over a three year pericd without any compromise in the mission
of the Agency; '

The Report sets forth steps to be taken by the incoming
administration in order to insure that the economic and

defegulatory policy objectives of the Reagan Administration

will be carried cut promptly,

II. POLIGCY AND PROGRAM

AL Eliminating'Regulﬁtbry'EhfriEfS'Tc”Capithl Formation

" Regulation of the financial activities of corporations
and financial institutions should be limited to insuring that
capital formaticn’is facilitated and encouraged in an drderly
process and with appropriate investor safeguards. RE |

_ﬂﬁe of the principal ﬂbjecfives to be encouraged by the
Reagan Administration is the eliwmination of unnEcESsary-re-

gulatory impediments to capital formation. It is only with

effective capital formation that the geals of the Reagan
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administration for aconomic growth and greeter productivity can
be fully aeﬂieued. While the Securities and Exchange Cemmieeiqﬁ'
by no means has a major role to play in capital fermetien, the
SEC can and does raise artificial barriers im certain circum-
stances to the free eccumuletiee'and formation of capital. This

is done through Tegulations requiring excessive, unnecessary

and cestly initial registretiee and contiruing disclosure | R
requirements., In addition, 'eeEisiens which Ehe SEC mekes

may 1mpalr the grcwth and eentlnulng development of the f'“'}ff
secondary securities merkete thereby adversely affeetlng B |

cepltel formation in the primary markets.

TheEefere, the policy of the incoming SEC leadership

-

should be to eiinﬁnete promptly fhese impedimente to capital

formation which are not essential to the mission ef the agency.

B. Disclosure - _f L | _ . R ,;3:-ﬁ: .

The Seeurities end Exehenge Cemmieeien ig now engeged Ln

-

a medeet pregrem ef reduelng eeme dl;eleeure requlremente
This repert reeemmende thet the incoming Reagan administration

lmmedlately eetablish 28 a prierlty the Ellmlnatlﬂﬂ of a great

fr -

deal af the dieclesure whleh is presently required, and is un-
necessary for—investor-protection. -Signifiecdns policy.judgments.-- -
should be made in the dieclesure area early. |

The incoming administration should eliminate all but che
very essential :egietretien-end continuing dieeieeure require-

ments. The continuing review of filings in certain areas should
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also be eliminated unless there is a demonstrated need for

such reviesw, ' . -

G. Fraud Suppression . | ) v

1f one assumes that a proper and sound program for dis-

elosure exists whiech is simple, but yet contains the appfopriﬁte

wininum information necessary for informed invester decision

making, then an improtant ingredient to an effectivae regulﬂtorj
. . .

program is a strong snit devored to the SUPPIESSLDH of fraud.

However, in the present form, there appears to be a prallferatiun

of meaningless enforcement activity directed at minor infractions

well as.certain-directiunal changes._ _ This division has.not .

while in areas where serious enforcement pursuit would be higﬁ1
ly desirable, lighter penalties are accepted than these which’
seem.appfapriate._ Additionally, this function has become
centralized in the Wﬁshingtan, D.C. headquarters office witﬁéut-
apparent justificétiﬁn. |

Therefore, it is recommended that dﬁangeﬁ be made in this
prcgram to cnrrﬂct these 1rbalances |

C D REEulatibh‘bf tHe Farkets ' -flf'f e e S

The policy unit in the Commission which_deals with the
regulation ﬁf the matketplace is more than threg times the
3ize that it was seven years égo-without apparent justification.
This repo‘l;'t recommends a reduction of force in this unit, as
dealt effectively with certain policy 155ues which have been
pending for some time. It appears that in the past, there has

been toa aggressive an approach towards regulating an area which
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.an be and is corrected by market forces. At the same time,

413

the Agency has created apparently unjustified moncpolies in
certain facets of the sa;urities.industfy. such as options
activiﬁy In underlying securitiles. '
Therefore, the incoming adminisﬁratinn should make ﬁélicy
7 deecisions which will resuelt in less goverﬁment intervention in
the free market acéivities_af the securities industry. There
should also be signiéicént deregulation in the financial,
operafional and reporting requirements imposed upon brokers
and dealers by the Commission and at the Commission's request
by the self-regulatury ruganlzatlﬂns. Also, the private’ seqtnr
self-regulatory organizations should be encouraged to piay a
étrang&r role in-tﬁe process,
1II. BUDGET
e . The fiscal year 1981 authorized and appraved budgat for
; the Securities and Exchange Cﬂmm1551¢n is %85.5 million; $93
IR mlllion for FY EZ- and $1ﬁ3 mllllun for FY 83 .__ -
< - Thls report justlfles & reduced budget level of $?1 mllllﬂn-.
i for FY Bl 360 million fbr FY 82; and $53 million for FY B3.
Presently scheduled and budgeted items such as the dLvelopmant
. of a MOSS computerx system, the purchase of a new building, a
samll business cﬁnferﬂnﬁq_auﬂ_a_number of éigﬁificant extraocr—-_
-dinary hudget expenses are foragone in this‘rECGmmendatiﬂn.
E. In addition, a staff reduction to a leval of 1,252 over a.three
= year period 1s recommended with equivalent reduetions in budget

'ty more carefully detailed in Part IIT of this Report. The Team
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wants te emphasize that this budget is not a "bare bones" pro-
pusal. The reduction will allow the mission nflthé agency to
be fully inplemented. |
1v. PERSONNEL
'A. The Leadership

As has been previously presented in supplemental reports
ta the ?ransitian Team, the Chairman of the Securities and
Exchanga Commissicn is gping to resign as a Commissioner, if
he is not permitted to serve as Chairman in the Reagan admi-
nistration. -

It is the recommendation of the Transition Team that

Chairman Hareld Williams be replaced on or before arch l 1981

-by a Ehalrman of the SEC, appalnted by President Reagan. Re-

commendations have been'made SE?EIEEEIF by the team concerming
the characteristics of and lndlvlduals who might serve in this
post- In addition, lt 15 recnmmended that in June of 1931
when the.seat uf Cﬂmm1351uner Steven Frleﬁman bezomas avallable

that appﬂintnmnt be used by the Reagan aﬁministrat1an 'to insure

_vntlng ccntrol by the Ehalrman appointed by this admlnlstratlon.

At the present tlme,_it is possible that voting control
can be achieved by a ﬁéy Chairman with the assistance of

presently sitting Commissioners Loomis,-Evansgland Thomad, How-

-

~ever, the seat presently cccupied by Commissioner Friedman is

f —— '
essentizl to insuring broader contreol over policy as well as

———.

—_———

Fersonnel decisions.

-

—_——
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B. The Staff

At the present time, the leadership of the staff of the El
Securities and Exchange Commission has been appointed by Chalrman .
Williams or has remained from previcus Democratic admiﬁisrtratians.-
In ;irtually every area the leadership of the various divisions
is unsatisfaétnrj either because of philosophic incompatabilities
or cagpetence. The indiv{duaIS'ucéupying the'leading ‘staff
pcéitinné have almost to a person been placed in noncareer senior
executive staff positionsy . - |

Therefﬂré, tﬁe new Chairman should make sweeping_chénges _
in senior staff pfoﬁﬁtly.

V. OTHER MATTERS

While legislative issues exist and other matters of some
importance are treated in this report, these issues do not

warrant early attention or treatment in this summary.

e imma ————— e — = - —
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