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LETTER OFTRANSMITTAL

The Honorable Dan Quayle
President of the Senate
Washington, D.C. 20510

The Honorable Thomas S. Foley
Speaker of the House
Washington, D.C. 20515

Gentlemen:

| am honored to transmit the Securities and Exchange Commission's
annual report for fiscal year 1990. The activities and
accomplishments identified in the report once again reflect the
Commission's long tradition of fiscal responsibility, hard work, and
high achievement.

The 1990 fiscal year was highlighted by a number of remarkable
achievements. In particular, the Commission:

A collected $232 million in fee revent
of its annual funding level,

A obtained curingdefendantste retarn illice profits in a

record amount of approximately $601.5 million, which consisted of

disgorgement orders of $589 million and civil penalties of $12.5

million;

A supervised closely the |liquidation ¢

Group and its broker-dealer subsidiary, without any cost to the



American public or the federal budget outside of normal agency
resources;

A reached a settlement with Michael R.
pay $400 million in civil disgorgement and sentenced to ten years

imprisonment, three years probation, and community service after

pleading guilty to six felony counts, and who consented to pay an

additional $200 million in criminal fines and penalties;

A helped to maintain marekharpmaketabi | ity
decline in October 1989;

A responded to the interruption of tr:
Exchange (PSE) caused by the October 17, 1989 earthquake in

northern California, by moving operations to the American Stock

Exchange, Chicago Board Options Exchange, New York Stock

Exchange, and Philadelphia Stock Exchange to allow for the trading

of PSE options on their respective exchanges for two days; and

A entered into new agreements with fi\
exchange of investigative information, technical assistance, and other
matters.

Law Enforcement

On October 15, 1990, the Securities Enforcement Remedies and
Penny Stock Reform Act of 1990 was enacted to increase
significantly the Commission's enforcement authority. Among other
things, this legislation authorizes the Commission to seek penalties in
both civil and administrative proceedings and to enter cease-and-
desist orders.



A total of 304 enforcement actions were initiated by the Commission
involving insider trading, financial disclosure, market manipulation,
corporate control, securities offerings, broker-dealer and investment
company violations, and other matters. Also, the Commission
obtained court orders requiring defendants to return illicit profits in a
record amount of approximately $601.5 million. This consisted of
disgorgement orders of $579.8 million in non-insider trading cases
and $9.2 million in insider trading cases, and civil penalties of
approximately $12.5 million.

The Commission maintained its relentless pursuit of fraud, which
included one of the most significant actions in the Commission's
history. In fiscal year 1990, a settlement was reached with Michael R.
Milken, a defendant in SEC v. Drexel Burnham Lambert Inc. The
order entered against Milken enjoined him and required him to pay
$400 million in civil disgorgement. The order further provided that
Milken would cooperate in the Commission's continuing investigation
and would be barred in administrative proceedings. The order was
entered simultaneously with Milken's guilty plea to six felony counts.
In connection with his guilty plea, Milken consented to pay an
additional $200 million in criminal fines and penalties. In November
1990, Milken was sentenced on his guilty plea to ten years
imprisonment, three years probation, and community service.

The Commission focused increased attention on the problem of
fraudulent activity connected with financial institutions. Through
contacts with the federal financial supervisory agencies and law
enforcement authorities, the Commission has helped to sensitize
financial institutions to the need for compliance with the federal
securities laws.

Internationalization Affairs



The Commission entered into its two most comprehensive
agreements on cooperation to date during fiscal year 1990. The
Commission and the Ministry of Finance of the Netherlands, on
behalf of their respective governments, signed an agreement on
Mutual Administrative Assistance in the Exchange of Information in
Securities Matters; and the Commission and its counterpart in
France, the Commission des Operations de Bourse (COB), signed an
Administrative Agreement. Both of these agreements provide for
comprehensive assistance in securities matters. The Commission
also signed an Understanding with the COB, which provides for
consultation about matters of common interest to coordinate market
oversight and resolve possible differences between regulatory
systems. The Commission also signed Understandings with the
Institut Monetairs Luxembourgeois of Luxembourg (IML) and the
Comision Nacional de Valores (CNV) of Mexico. The Understanding
with the IML provides for the exchange of information relating to
trades cleared through a foreign clearance organization for the
PORTAL trading system. The Understanding with the CNV is broad in
scope, encompasses assistance in enforcement matters and the
provision of technical assistance, and contemplates consultations
about all matters relating to the operation of the securities markets in
the United States and Mexico.

Other activities in the international area included the signing of a
technical assistance agreement with the Republic of Hungary's State
Securities Supervision and the Budapest Stock Exchange. The
Commission also hosted the first joint meeting with the regulatory
authorities for the securities markets of the United States, Japan and
United Kingdom, which together represent approximately two-thirds
of aggregate global equity market capitalization.

Regulation of the Securities Markets



The Commission pursued many initiatives to enhance the stability
and integrity of the nation's securities markets. However, the most
significant event was the work associated with passing the Market
Reform Act of 1990, which requires that the Commission monitor
securities markets, including (1) tracking the trading activities of large
traders, to address the effects of extreme price movements and (2)
assessing the risks to broker-dealers of the financial activities of their
parent holding companies and other unregistered affiliates.
Collectively, this Act and the Remedies Act represent the most
significant changes to the securities laws in decades.

During fiscal year 1990, the Commission supervised closely the
liquidation of Drexel Burnham Lambert Group and its broker-dealer
subsidiary, which had more than 30,000 public customer accounts,
holding approximately $5 billion in securities. The active role of the
Commission in the liquidation of this $28 billion firm, working closely
with the Federal Reserve and other agencies, was instrumental in
preventing losses to investors and the Securities Investor Protection
Corporation. Ultimately, the market was protected against instability
without any cost to the American public or the federal budget outside
of normal agency resources.

The staff conducted 22 inspections of the trading market facilities,
market surveillance, and clearance programs of self-regulatory
organizations. In the broker-dealer examination area, the staff
completed 371 member oversight and 176 cause examinations. The
number of cause examinations increased by 19 percent over 1989 to
cover sales practices more extensively, particularly in light of abuses
encountered in the penny stock market. As a result of an examination
by the Commission, previously undetected massive capital and other
violations were detected in Stotler Group, Inc., leading to the eventual
closure of this firm, which had been one of the nation's top 10 futures
brokerage firms, and two of its chief subsidiaries.



Investment Companies and Advisers

The Commission began a comprehensive review of the Investment
Company Act to determine whether any changes in this statute would
be appropriate in light of market developments over the past 50
years. This review is expected to lead to legislative recommendations
affecting the nation's $1.2 trillion in investment company assets. The
Division of Investment Management also conducted 2,249
examinations of investment companies and advisers, an increase of
14 percent from fiscal year 1989.

Full Disclosure

The Commission devoted significant efforts to issues of international
Importance, such as cross-border and global offerings. For example,
the Commission adopted Regulation S to streamline the procedures
for offering securities offshore, and Rule 144A to provide a safe
harbor exemption from the registration provisions of the Securities
Act of 1933 for resales of restricted securities to institutional
investors. In addition, a task group in the Division of Corporation
Finance completed reviews of the financial statements,
management's discussion and analysis, and other related disclosures
of 191 financial institutions. As a result of these reviews, 30 matters
were referred to the Division of Enforcement for further inquiry or
investigation.

Accounting and Auditing Matters
The Commission provided policy direction to the accounting

profession to move toward using appropriate market-based measures
in accounting for financial institutions. The Commission also



continued to devote significant resources to initiatives involving
international accounting, auditing, and independence requirements.

Litigation and Legal Services

The Office of the General Counsel represented the Commission in 29
appeals before the Supreme Court and the United States Courts of
Appeals. Of these, the Commission received adverse rulings in only
seven matters. The staff also litigated 39 cases in the United States
district courts, bankruptcy courts, and administrative tribunals.

Economic Research and Analysis

The economics staff developed or maintained seven monitoring
programs to study the implementation of major rules, new trading
facilities, and developments in the domestic and international
securities markets. The staff also completed studies concerning the
performance of circuit breaker mechanisms during the October 1987
market decline, and the effects of share turnover and margin credit on
stock market volatility.

Management and Program Support

The Commission testified before Congress 19 times regarding issues
such as the reform of securities and banking laws. The agency
collected revenue of $232 million compared to a final appropriations
level of $167 milliond a $65 million net gain to the U.S. Treasury.

I look forward to working with the Congress in dealing with the
complex issues facing the securities industry. The work associated
with internationalization, maintaining market stability, restructuring of
the United States financial system, and the ongoing battle against
market manipulation and other forms of fraud against investors will



require both cooperation and continued hard work to achieve the
most successful results.

Sincerely,

Richard C. Breeden
Chairman



ENFORCEMENT

The Commission's enforcement program is designed to preserve the
integrity, fairness and efficiency of the securities markets, and
thereby to protect investors and foster investor confidence in the
markets. To meet these goals, the Commission has focused
increased attention on particular problem areas, including penny
stock fraud and violations involving financial institutions, while
maintaining a strong presence in all other areas within its jurisdiction.

Key 1990 Results

The growth of the securities markets, both in size and sophistication,
has resulted in the allocation of significant enforcement resources to
the investigation and litigation of complex cases. The increasing
globalization of the securities markets also places demands on
Commission resources for prompt and effective action when suspect
trading has a foreign component. Nonetheless, the total number of
Commission cases in fiscal year 1990 remained high in comparison
to other recent years.

In fiscal year 1990, the Commission obtained court orders requiring
defendants to disgorge illicit profits in a record amount of
approximately $589 million. Included are disgorgement orders in
insider trading cases requiring the payment of approximately $9
million. Civil penalties under the Insider Trading Sanctions Act of
1984 (ITSA) were imposed by orders requiring the payment of
approximately $12.5 million. In some instances, the payment of
disgorgement and/or civil penalties pursuant to a court order was
waived based upon the defendant's demonstrated inability to pay.



An estimated 151 criminal indictments or informations and 83
convictions were obtained by criminal authorities during fiscal year
1990 in Commission-related cases. The Commission granted access
to its files to federal and state prosecutorial authorities in 134 cases.

The Commission has broad authority to investigate possible
violations of the federal securities laws and to obtain appropriate
remedies through litigation. Enforcement actions initiated by the
Commission generally are preceded by an examination pursuant to
the Commission's inspection powers or by an investigation. Under its
inspection powers, the Commission is authorized to conduct
examinations of regulated entities, including broker-dealers,
municipal securities dealers, investment advisers, investment
companies, transfer agents, and self-regulatory organizations
(SROs). The Commission's investigations may be conducted either
informally or formally. Informal investigations are conducted on a
voluntary basis, with the Commission requesting persons with
relevant information to cooperate by providing documents and
testifying before Commission staff. The federal securities laws also
empower the Commission to conduct formal investigations, in which
the Commission has the authority to issue subpoenas that compel the
production of books and records and the appearance of withesses to
testify. Both types of investigations are generally conducted on a
confidential, nonpublic basis.

The Commission's primary enforcement mechanism for addressing
violative conduct is the injunctive action filed in federal court. In these
civil actions, the Commission is authorized to seek temporary
restraining orders and preliminary injunctions as well as permanent
injunctions against any person who is violating or about to violate any
provision of the federal securities laws. A federal court injunction will
prohibit future violations, and, once an injunction has been imposed,



conduct that violates the injunction will be punishable by either civil or
criminal contempt, and violators will be subject to fines or
imprisonment. In addition to seeking such orders, the Commission
often seeks other equitable relief such as an accounting and
disgorgement of illegal profits, rescission, or restitution. Also, when
seeking temporary restraining orders, the Commission often requests
a freeze order to prevent concealment of assets or dissipation of the
proceeds of illegal conduct. The Commission is specifically
authorized to seek civil penalties in connection with insider trading
violations, pursuant to ITSA, as amended by the Insider Trading and
Securities Fraud Enforcement Act of 1988.

Several types of administrative proceedings may be instituted by the
Commission. The Commission may institute administrative
proceedings against regulated entities, in which the sanctions that
may be imposed include censures, limitations on activities, and
suspension or revocation of registration. The Commission may
Impose similar sanctions on persons associated with such entities
and persons affiliated with investment companies.

Administrative proceedings may be instituted against issuers as well.
For example, Section 8(d) of the Securities Act of 1933 (Securities
Act) enables the Commission to institute proceedings to suspend the
effectiveness of a registration statement that contains false and
misleading statements. Administrative proceedings pursuant to
Section 15(c)(4) of the Securities Exchange Act of 1934 (Exchange
Act) may be instituted against any person who fails to comply, and
any person who is a cause of failure to comply, with reporting,
beneficial ownership, proxy, and tender offer requirements.
Respondents may be ordered to comply or effect compliance with the
relevant provisions. Pursuant to Rule 2(e) of the Commission's Rules
of Practice, administrative proceedings may be instituted against
persons who appear or practice before the Commission, such as



accountants and attorneys; the sanctions that may be imposed in
these proceedings include suspensions and bars.

The Commission also is authorized to refer matters to other federal,
state or local authorities or SROs such as the New York Stock
Exchange or the National Association of Securities Dealers (NASD).
The staff often provides substantial assistance to criminal authorities,
such as the Department of Justice, for the criminal prosecution of
securities violations.

New Remedies

The Securities Enforcement Remedies and Penny Stock Reform Act
of 1990, Pub. L. No. 101-429, which was signed into law on October
15, 1990, adds significantly to the Commission's enforcement
authority. This legislation authorizes the Commission to seek, and the
courts to impose, fines for any violations of the federal securities laws
(with the exception of insider trading violations for which civil
penalties continue to be available under ITSA). The Commission also
Is authorized to impose penalties in its administrative proceedings
against regulated entities, such as brokers and dealers, and persons
associated with regulated entities. The legislation authorizes the
Commission to order an accounting and require disgorgement of
illegal profits in such administrative proceedings.

In addition, the Commission for the first time is authorized to institute
administrative proceedings in which it can issue cease-and-desist
orders. Permanent cease-and-desist orders can be entered against
any person violating the federal securities laws, and disgorgement of
illegal profits may be required. The Commission is authorized to issue
temporary cease-and-desist orders (if necessary, on an ex parte
basis) against regulated entities and persons associated with
regulated entities, if the Commission determines that the violation or



threatened violation is likely to result in significant dissipation or
conversion of assets, significant harm to investors, or substantial
harm to the public interest prior to completion of proceedings. The
legislation also affirms the existing equitable authority of the federal
courts to bar or suspend individuals from serving as corporate officers
or directors. The penny stock provisions of the legislation, in addition
to enhancing the Commission's power to provide an effective
regulatory response to penny stock fraud, authorize the Commission
to sanction individuals associated with a broker or dealer by barring
or suspending them from participating (e.g., as finders or consultants)
in an offering of penny stock.

Enforcement Activities

The Commission maintained an aggressive enforcement presence in
each area within its jurisdiction and strengthened its enforcement
activities in critical areas. In December 1989, for example, the
Commission announced the formation of a new enforcement unit
devoted primarily to detecting, investigating, and prosecuting
securities fraud in the banking and thrift industries. The Commission's
Penny Stock Task Force also continued its highly successful
campaign against fraud in the issuance, offer, and sale of penny
stocks.

Unless otherwise noted in the discussion below, defendants or
respondents who consented to settlement of actions did so without
admitting or denying the factual allegations contained in the complaint
or order instituting proceedings. See Table 22 for a listing of
enforcement actions instituted in fiscal year 1990.

International Enforcement



A substantial number of investigations have international aspects,
and the staff took depositions in and obtained information from a
number of foreign countries. In conjunction with the Office of
International Affairs, the staff prepared more than 160 requests to
obtain such information from foreign authorities, pursuant to formal or
informal agreements and understandings. Such requests for
assistance generally require detailed submissions describing the
investigation and setting forth the need for the requested information.

The staff worked on a substantial number of requests for assistance
from agencies of foreign nations. Some of these requests involved
extensive inquiries or investigations in order to collect the requested
information. Pursuant to authority granted by the Insider Trading and
Securities Fraud Enforcement Act of 1988, subpoena power was
used in certain investigations conducted at the request of foreign
securities authorities.

As part of its increasing emphasis on international coordination and
cooperation, the staff has provided a number of training and
education opportunities. For example, representatives from over 25
foreign securities agencies attended the 1990 Enforcement Training
Program at the invitation of the Division of Enforcement.

With the increasing globalization of the securities markets, the
Commission has continued to pursue swift and aggressive action to
deal with suspect trading in the United States that originates from
abroad or otherwise involves transactions by or through foreign
accounts. Recent Commission enforcement actions demonstrate that
the Commission's efforts to detect and remedy violations cannot be
evaded through the use of overseas accounts.

The Commission brought three actions for emergency relief to freeze
trading accounts with securities firms in the United States when



suspicious trading, originating abroad, occurred in those accounts
shortly before the announcement of material corporate transactions.
These cases involved considerable discovery and numerous
proceedings to gather evidence both in the United States and abroad.
In SEC v. Finacor Anstalt' the Commission filed an action against a
Liechtenstein-based entity and other purchasers of call option
contracts for the common stock of Combustion Engineering, Inc., a
Swedish-Swiss company, shortly before the announcement of an
offer for 80 percent of its outstanding common stock. The complaint
alleged that on certain trading days, Finacor accounted for 70 percent
of the trading in one series of options, and approximately 97 percent
of the market in another series; and nearly 100 percent of the market
in both series on another trading day. The Commission sought, and
the court granted, a temporary restraining order and an order freezing
assets. Thereafter, the court granted an application for preliminary
injunctive relief. As of September 30, 1990, the case was still
pending.

As a result of market surveillance by the Commission and the SROs,
the Commission staff learned that a number of unknown individuals
had traded heavily in the shares of Contel Corporation through Swiss
and German financial institutions just prior to an acquisition offer for
the company. Within one day of the public announcement of the
acquisition offer, the Commission obtained a temporary restraining
order and, ten days later, a preliminary injunction and a court order
freezing more than $3 million in assets. Motions by defendants to
dismiss the complaint were pending at the close of the fiscal year
(SEC v. Certain Purchasers of Common Stock and Call Option
Contracts for the Common Stock of Contel Corporation?). The
Commission also obtained an emergency temporary restraining order
and a freeze of assets in SEC v. Fondation Hai.? This case involved
massive overseas trading in the stock of a United States company
prior to the announcement of a proposed merger. Two of the foreign



defendants appealed preliminary injunctions and freeze orders
entered against them. On appeal, the court upheld the freeze orders,
with modifications, but set aside the preliminary injunction. One
defendant consented to the entry of a permanent injunction and
agreed to pay $1.4 million in disgorgement. As of September 30,
1990, the case was pending against the other defendants.

Violations Relating to Financial Institutions

The Commission recently has focused increased attention on the
problem of fraud connected with financial institutions. Since its
inception in December 1989, the special unit within the Division of
Enforcement dedicated to investigating financial institutions and their
officers, directors, and other persons associated with their business
has been investigating financial fraud encompassing false financial
statements and misleading disclosures in filings by publicly held
institutions and holding companies, as well as the full range of other
potential securities violations by persons associated with financial
institutions, including insider trading.

Since January 1990, the Commission has brought four cases
involving financial institutions and associated persons. In SEC v.
Jason M. Chapnick* the Commission filed a complaint against former
officers, directors, and/or affiliates of Commonwealth Savings and
Loan Association of Florida. The complaint charged the individuals
with insider trading, fraud in the offer, purchase and sale of securities,
and false and misleading financial statements. At the close of the
fiscal year, the proceeding was still pending.

The Commission also filed an action, SEC v. Security National
Bancorp Inc. and Wesley Godfrey, Jr.,” alleging that Security National
Bancorp (SNBI) and Wesley Godfrey, Jr., the chairman of the board
and president of SNBI, failed to disclose in the Form 10-K filed by



SNBI for fiscal year 1988, among other things, material action taken
by the Office of the Comptroller of the Currency; the resignation of
SNBI's auditors; and the alteration of an auditor's report filed with the
annual report. The defendants consented to the entry of injunctions.
Godfrey, personally, was ordered to comply with his filing obligations
under Sections 13(d) and 16(a) of the Exchange Act and Rules 13d-1
and 16a-1 thereunder by filing with the Commission a Schedule 13D,
a Form 3, and a Form 4 disclosing his beneficial ownership of SNBI
stock. Additionally, SNBI was ordered to file, and Godfrey was
ordered to cause SNBI to file, a corrected annual report on Form 10-
K for 1988 and delinquent current reports on Form 8-K.

Other cases include SEC v. John E. Parigian,® which involved the
adequacy and timing of loan loss reserves of Capital Bancorporation
in the second and third quarters of 1986. The defendant, a former
officer and director of Capital Bancorporation, consented to the entry
of a permanent injunction. In SEC v. Jiro Yamazaki and Ikuko
Sekiguchi-Yamazaki,” Jiro Yamazaki, a former bank employee, and
his wife were charged with trading securities while in possession of
material nonpublic information, obtained by Yamazaki in the course of
his employment, concerning a proposed tender offer. The defendants
consented to the entry of an injunction and an order requiring them to
pay about $100,000 in disgorgement, prejudgment interest, and civil
penalties.

The new unit devoted to bank and thrift cases in the Division of
Enforcement also serves as a liaison, both within the Commission
and with the banking regulatory authorities, regarding securities law
issues involving financial institutions. Through contacts with the
federal financial supervisory agencies and law enforcement
authorities, the Commission has sensitized the agencies to its
enforcement concerns and the need for compliance with the federal
securities laws. This has facilitated referrals of possible securities law



violations to the Division of Enforcement and grants of access to
information in the Commission's nonpublic files to other law
enforcement and bank regulatory agencies, as well as the
development of training programs in the staff's areas of expertise. In
addition, the Commission is a member of the National Interagency
Bank Fraud Working Group, sponsored by the Department of Justice.

Penny Stock Cases

Penny stock cases constituted a significant part of the Commission's
enforcement effort. Eighty-six of the Commission's enforcement
actions were penny stock cases.

In SEC v. Power Securities Corporation® the Commission filed an
injunctive action against two broker-dealers, Power Securities
Corporation and Allied Capital Group, Inc., fifteen individual
defendants, and five nominal defendants. The Commission's
complaint alleges that various defendants violated Section 17(a) of
the Securities Act, Sections 10(b) and 15(c) of the Exchange Act, and
Rules 10b-5 and 15c1-2 thereunder. Among other things, the
Commission's complaint alleges that Power, Allied, and other
defendants violated the antifraud provisions by engaging in a
fraudulent scheme of simultaneously recommending to customers
both the sale of one security and the purchase of another for the
purpose of increasing commissions.

The defendants in Power also allegedly charged more than $9.4
million in unlawful excessive mark-ups on the securities of six issuers
and obtained illegal profits exceeding $10 million from the market
manipulation of two securities. The Commission's complaint alleges
that certain defendants engaged in insider trading that resulted in
unlawful profits in excess of $1 million, for which the Commission is
seeking disgorgement as well as $3 million in penalties under ITSA.



The Commission's complaint further alleges that Power and Allied
maintained a secret working relationship, such that Allied was
controlled by Power, or alternatively, such that the two firms were
under common control, in violation of Section 15(b)(2) of the
Exchange Act and Rule 15b3-1. The complaint also charges that one
defendant, Henry Fong, engaged in prohibited securities transactions
with or involving Equitex, Inc., a nominal defendant in the action, in
violation of Sections 57(a)(l) and 57(a)(4) of the Investment Company
Act of 1940 and Rule 17d-1. As of September 30, 1990, the
Commission was in litigation with the defendants.

In SEC v. Blinder, Robinson & Co., Inc.,’ the Commission filed an
injunctive action against Blinder, its president, Meyer Blinder, and the
firm's parent company, Intercontinental Enterprises, alleging that the
defendants engaged in a fraudulent scheme to distribute and sell
over one billion penny stock shares of 12 shell companies that had
been the subjects of fblank checkdpublic securities offerings. The
Commission further alleged that, through fraudulent, high-pressure
sales tactics, Blinder illegally distributed and sold these securities at
prices that included undisclosed mark-ups ranging up to 140 percent,
and that, as a result, the defendants realized illegal profits of more
than $20 million. At the end of the fiscal year, litigation in this case
was pending.

In SEC v. Wellshire Securities, Inc.,” the Commission filed an
injunctive action against Wellshire, a major penny stock broker-
dealer, several of its principals and employees, and two penny stock
issuers and their principals. The complaint alleged that Wellshire was
operating a penny stock boiler room that engaged in abusive and
manipulative sales and trading practices. The Commission alleged
that two penny stock issuers provided false and misleading
information to Wellshire concerning their operational and financial
condition, and that Wellshire disseminated this information to the



public. A temporary restraining order and asset freeze were granted
against Wellshire, its two principals and a salesman, and a
preliminary injunction was subsequently entered against Wellshire, its
two principals, other individuals, and one of the issuers. The other
penny stock issuer and its chief executive officer consented to
permanent injunctive relief. Based on the court's findings, the NASD
canceled Wellshire's membership, putting the firm out of business.

SEC v. Leonard M. Tucker™ involved a major penny stock dealer, F.
D. Roberts Securities, Inc., that had been enjoined in a previous
Commission action. On November 20, 1989, the Commission filed an
action against several of F.D. Roberts' principals and sales managers
who allegedly engaged in market manipulation, induced aftermarket
purchases during an initial public offering, and refused to execute
customer sell orders. Three of the defendants had consented to
preliminary injunctions and one defendant had consented to a
permanent injunction as of the end of the fiscal year. Several
defendants entered guilty pleas in related criminal cases brought by
the United States Attorney in New Jersey.

The Commission brought an injunctive action against a public
company, five individuals, and four trusts in SEC v. Lifeline
Healthcare Group, Ltd.*? for fraud in the sale of $100 million of
Lifeline stock. The individual defendants were charged with creating
an active over-the-counter (OTC) market for Lifeline stock by filing
false and misleading reports with the Commission and issuing false
reports to the public concerning the company's financial condition,
business prospects, and the identities and holdings of major
shareholders. A receiver was appointed by the court to take control of
the company. One of the individual defendants, a former director of
Lifeline, consented to a permanent injunction and disgorgement after
the end of the fiscal year. At the time of his settlement, the litigation
was pending against the other defendants.



In a follow-up to SEC v. Arnold Kimmes,** a major penny stock case
filed during fiscal year 1989, the Commission obtained a permanent
consent injunction against defendant Suzanne Bosworth, a former
registered representative.'* Bosworth allegedly opened nominee
accounts to be used in an initial public offering, falsified brokerage
accounts to hide true beneficial ownership, and participated in
causing the issuers' common stock to trade at artificially high prices.

SEC v. San Marino Securities, Inc.'® was the first injunctive action
authorized under Exchange Act Rule 15¢2-6, the Commission's new
cold call rule, which, among other things, requires brokers and
dealers to approve each customer's account for transactions in penny
stocks by making and providing a written determination that penny
stocks are suitable for the customer. The rule also requires the broker
or dealer to obtain the customer's written agreement to initial penny
stock purchases. The Commission alleged that San Marino failed to
approve customer accounts for penny stock transactions, failed to
receive written agreements from customers concerning such
transactions, and lacked supervisory procedures to ensure
compliance. San Marino consented to the entry of an injunction. The
settlement of the case included a court ordered offer of rescission by
San Marino for all transactions in which a Rule 15¢2-6 violation
occurred. Separate administrative proceedings against the firm and
its president also were instituted and settled; the firm was ordered not
to deal in designated securities for a 90-day period, and the president
was suspended for a period of 30 days for his failure to supervise.

The Commission also filed an injunctive action against a now defunct
penny stock broker-dealer, Monmouth Securities, Inc., and several of
its former principals and employees for their alleged participation in a
scheme with an issuer, Beres Industries, to take the company public
in return for excessive and undisclosed underwriter's compensation.



The Commission's complaint alleged that Monmouth was provided
with large amounts of the Rule 144 stock owned by Beres' chairman
during aftermarket trading at a 50 percent discount and that the firm
immediately resold the stock to clients and thereby obtained a profit
of $3 million. The complaint also alleged that Monmouth and its
principals manipulated the market for Beres, engaged in boiler room
sales efforts, and that one salesman engaged in particularly abusive
sales practices (SEC v. Beres Industries, Inc.*). These proceedings
were pending as of September 30, 1990.

Market Manipulation

The Commission is charged with ensuring the integrity of trading on
the national securities exchanges and in the OTC markets. The
Commission staff, the exchanges, and the NASD engage in
surveillance of these markets.

In April 1990, after protracted settlement negotiations, the
Commission announced a settlement reached with Michael R. Milken,
a defendant in SEC v. Drexel Burnham Lambert Inc.*” The
Commission's injunctive action against Drexel, Milken, and others
was filed in September 1988 and alleged that the defendants had
devised and carried out a scheme involving stock manipulation, fraud
on the broker-dealer's own clients, failure to make required
disclosures regarding the beneficial ownership of securities, insider
trading, and numerous other securities law violations. The order
entered against Milken enjoined him and required him to pay $400
million in civil disgorgement into a claims fund for the benefit of
defrauded investors and other injured persons.*® The order further
provided that Milken would cooperate in the Commission's continuing
investigation and would be barred in administrative proceedings. The
order was entered simultaneously with Milken's guilty plea to six
felony counts including conspiracy, securities fraud, aiding and



abetting the filing of a false document with the Commission, and
aiding and abetting the failure to file a truthful and accurate Schedule
13D. In connection with his guilty pleas, Milken consented to pay an
additional $200 million in criminal fines and penalties. In November
1990, Milken was sentenced on his guilty pleas to ten years
imprisonment, three years probation, and community service.

Two enforcement actions involved dealings with Boyd L. Jefferies,
former owner of Jefferies & Co., a broker-dealer. In 1987, Jefferies
consented to an injunction and a bar from the securities industry
based on Commission allegations of market manipulation and the
fparkingoof securities. In SEC v. Salim B. Lewis,*® the Commission
alleged that the defendant, the managing partner of a broker-dealer,
entered into an agreement with Jefferies to manipulate the price of
Fireman's Fund Corporation stock on the day American Express was
to price an offering of Fireman's Fund securities. Pursuant to the
agreement, Jefferies & Co. purchased Fireman's Fund common stock
at the close, thereby causing the price to increase one-eighth of a
point to close at $38. Lewis allegedly aided and abetted the making
and keeping of inaccurate broker-dealer records in order to conceal
the manipulation and the reimbursement of losses sustained by
Jefferies & Co. as a result of its purchases. Lewis consented to the
entry of an injunction and an order requiring him to disgorge
$475,000. In related administrative proceedings, Lewis consented to
the entry of a bar order.

In SEC v. GAP Corporation and James T. Sherwin,? the Commission
alleged that GAF Corporation and its vice chairman had entered into
an agreement with Jefferies by which Jefferies & Co. would close the
price of Union Carbide common stock at $22 or higher. At the time,
GAF was negotiating to sell a block of Union Carbide stock, and bids
for the block were to be based on the market price. As part of the
alleged agreement, the defendants promised to pay Jefferies & Co.



for any losses sustained as a result of its manipulative activities. The
defendants consented to be enjoined and GAF was ordered to
disgorge $1,250,000, plus prejudgment interest. In related
administrative proceedings, a Jefferies & Co. employee who
participated in the Union Carbide manipulation consented to a six-
month suspension (In the Matter of James T. Melton?).

In SEC v. Michael Kaufman,? the Commission alleged that the
defendant, the majority shareholder, secretary, and chairman of ATI
Medical, Inc. manipulated the market for ATI's stock. The defendant
effected numerous purchases and sales of ATI stock through many
brokerage accounts in his own name and in the names of four
nominees to create the appearance of active trading. Kaufman
consented to the entry of an injunction and agreed to disgorge
$180,331.05.

In SEC v. Novaferon Labs, Inc.,?® the Commission alleged that
increases in the price of the common stock of Novaferon Labs
occurred as a result of a manipulation accomplished through the filing
and dissemination of numerous fraudulent reports with the
Commission and press releases to the public. The reports and press
releases allegedly provided false and misleading information
concerning, among other things, the company's financial condition,
business prospects, and the identities and holding of major
shareholders. At the end of the fiscal year, the litigation in this case
was pending.

Insider Trading

Insider trading refers generally to abuses of nonpublic information in
the securities markets. It encompasses more than trading and tipping
by traditional insiders, such as officers and directors, who are subject
to a duty to disclose any material, nonpublic information or abstain



from trading in the securities of their own company. Insider trading
also includes the unlawful transmission or use of material, nonpublic
information by persons in a variety of other positions of trust and
confidence and by those who misappropriate such information.
Insider trading cases are varied and, over the years, Commission
actions have included as defendants investment bankers, risk
arbitrageurs, attorneys, law firm employees, accountants, bank
officers, brokers, financial reporters, and even a psychiatrist. Most
insider trading cases are brought under the general antifraud
provisions of the securities lawsd particularly Section 10(b) of the
Exchange Act and Rule 10b-5 thereunder. Exchange Act Rule 14e-3,
promulgated under the Williams Act, separately proscribes most
trading by persons possessing material, nonpublic information
concerning a tender offer.

The Commission ordinarily seeks permanent injunctions and ancillary
relief, including disgorgement of any profits gamed or losses avoided,
against alleged violators. The penalty provisions of the Insider
Trading Sanctions Act of 1984, as amended by the Insider Trading
and Securities Fraud Enforcement Act of 1988 and now codified in
Section 21A of the Exchange Act, authorize the Commission to seek
a civil penalty, payable to the United States, of up to three times the
profit gained or loss avoided, against persons who unlawfully trade in
securities while in possession of material, nonpublic information, or
who unlawfully communicate material, nonpublic information to others
who trade. Civil penalties also can be imposed upon persons who
control insider traders.

Each year, the Commission devotes considerable staff resources to
detecting, investigating, and litigating insider trading cases. During
the fiscal year, the Commission brought 38 civil and administrative
actions alleging insider trading violations.



Several of the cases brought by the Commission alleged abuse of
material, nonpublic information by attorneys, in SEC v. Steven L.
Glauberman,? the Commission alleged that an associate in a major
New York law firm sold information to a registered representative
concerning approximately 29 actual or proposed corporate
transactions such as mergers and acquisitions. The Commission
alleged that the representative traded for his own account, for
customer accounts, and in a special account for Glauberman. By the
end of the fiscal year, most of the defendants had consented to
injunctions and agreed to disgorge a total of $1,773,092.70. Three
participants also consented to bars in administrative proceedings
under Section 15(b)(6) of the Exchange Act. At the end of the fiscal
year, the injunctive action was pending as to other defendants.

The Commission also brought a case entitled SEC v. Saul
Bluestone,?” alleging that several members of a Detroit law firm sold
Zenith stock while they possessed material, nonpublic information
concerning a loan default and impending bankruptcy petition.
Bluestone allegedly learned the information as a member of Zenith's
board of directors and disclosed that information to several of his law
partners, all of whom sold Zenith stock. Three of the attorneys
consented to injunctions and disgorged a total of $64,582.29, plus
prejudgment interest and penalties. The litigation against two other
partners was continuing at the close of the fiscal year.

In SEC v. James H. O'Hagan,”® the Commission alleged that
O'Hagan, then a partner in a prominent Minneapolis law firm, traded
in the securities of The Pillsbury Company while he possessed
material, nonpublic information concerning a hostile tender offer for
Pillsbury. O'Hagan's firm served as local counsel for the offeror. The
complaint alleged that O'Hagan discussed the impending offer with
another partner and that O'Hagan purchased Pillsbury options and
stock after he learned of the offer. Following the announcement,



O'Hagan sold the securities, realizing a profit of approximately $4.3
million. The district court denied a motion for summary judgment by
O'Hagan, and the Commission litigation against O'Hagan was
continuing at the close of the fiscal year.

The Commission also continued to initiate actions arising out of
mergers and acquisitions. In June, for example, the Commission filed
SEC v. Alan C. Goulding.”’ The complaint alleged that Goulding,
formerly a senior officer of A&P, learned that the company was
preparing to make several major acquisitions, and that he tipped
several friends and business associates concerning the acquisitions
and an impending favorable earnings announcement by A&P. When
the action was filed, the defendants consented to the entry of
injunctions. They also agreed to disgorge profits of $513,881.23 and
interest in the amount of $189,879.97. In addition, they agreed to pay
ITSA penalties totalling $1,300,131.25.

Financial Disclosure

Actions involving false and misleading disclosures concerning the
financial condition of companies and the issuance of false financial
statements are often complex and require more resources than other
types of cases, but their effective prosecution is essential to
preserving the integrity of the disclosure system. The Commission
brought 24 cases containing significant allegations of financial
disclosure violations against issuers, regulated entities, or their
employees. Many of these cases included alleged violations of the
accounting provisions of the Foreign Corrupt Practices Act. The
Commission also brought 11 cases alleging misconduct by
accounting firms or their partners or employees.

A number of cases involved the improper recognition of revenue or
income. In SEC v. Richard H. Towle,?® the Commission filed a



complaint alleging that the defendants engaged in activities that
resulted in Thortec International, Inc. filing materially false and
misleading financial statements with the Commission. The
defendants, all former executive officers of Thortec, allegedly
recorded unsupported adjustments to the amount of revenue reported
by Thortec's regional offices during the process of preparing the
company's financial statements and periodic reports. Thus, the
financial statements filed with the Commission materially overstated
revenue and earnings. The proceeding was still pending at the close
of the fiscal year.

In SEC v. Barry J. Minkow,?® the Commission filed an injunctive
action against 14 defendants with regard to their fraudulent conduct
in connection with misrepresentations contained in financial
statements and registration statements filed with the Commission in
October and November 1986 by ZZZZ Best, Inc., to facilitate a public
offering of stock in which $15 million was obtained from investors.
With the exception of two defendants, each of the defendants has
consented to entry of an order permanently enjoining him from the
violations of the Securities Act and Exchange Act. The case against
the other two defendants was pending as of the close of the fiscal
year. Minkow also was criminally convicted of 57 counts for crimes he
committed while chairman, president, and chief executive officer of
the company. He is serving a sentence of 25 years.

Numerous other actions brought by the Commission involved alleged
fraudulent misrepresentations or omissions in financial statements
that were filed by issuers with the Commission or otherwise
disseminated to the public (SEC v. Fluid Corporation,*® SEC v. Rajiv
P. Mehta,* SEC v. Crowell & Co., Inc.,** and SEC v. Malibu Capital
Corporation®).



A number of accountants were suspended from practicing before the
Commission in Rule 2(e) proceedings based on allegations of
significant audit failures (In the Matter of Stephen L. Hochberg,
CPA;**In the Matter of Charles C. Lehman, Jr., CPA:* In the Matter
of William G. Gaede, Jr., CPA;*® and In the Matter of Georgia
McCarley*"). Accountants enjoined for allegedly aiding and abetting
violations of the registration and antifraud provisions by their
preparation and audit of financial statements in connection with
securities offerings also were the subject of suspension orders (In the
Matter of Bruce T. Anderson, CPA® and In the Matter of Charles V.
Moore, CPA®).

Corporate Control

The Commission's enforcement program also scrutinizes corporate
mergers, takeovers and other corporate control transactions, and the
adequacy of disclosures made by acquiring persons and entities and
their targets. The Commission recently has brought cases involving
Sections 13 and 14 of the Exchange Act, which govern securities
acquisition, proxy, and tender offer disclosure. Increasingly, the
Commission seeks orders requiring violators to disgorge any profits
obtained from the violation.

The Commission was active in pursuing cases alleging tardy or
inadequate disclosure under Section 13(d). In one case, SEC v.
Nortek, Inc.,*® the Commission filed an injunctive action against
Nortek, Inc. and three of its officers under both Sections 13(d) and
10(b) of the Exchange Act and Rules 10b-5 and 13d-1 thereunder.
According to the complaint, Nortek filed a late and misleading
Schedule 13D concerning its accumulation of five percent of the
outstanding stock of Rexham Corp. Notwithstanding its obligation to
file a Schedule 13D, Nortek continued to accumulate Rexham stock,
buying an additional 62,000 shares after the filing obligation accrued.



The complaint alleged that Nortek purchased while it withheld from
the market required information about its five percent accumulation.
The defendants consented to injunctions against future violations. In
addition, Nortek agreed to disgorge $503,000 in profits from its
Rexham purchases.

In SEC v. Edward P. Evans,** the Commission filed an action against
present or former senior officers of Macmillan, Inc. According to the
complaint, the defendants developed a plan to recapitalize Macmillan
in anticipation of a possible hostile takeover. The proposal called for
Macmillan's employee stock option plan to buy more than five percent
of the company's shares. The Schedule 13D allegedly failed to
disclose that a purpose of the acquisition was to further a
recapitalization planned or proposed by the defendants. The
defendants consented to the entry of a final judgment of permanent
Injunction against them.

In SEC v. Alan E. Clore,* the Commission alleged that an investor
failed to update previous disclosures to reflect his intent to take a
company private. Clore, formerly the chairman of Kaisertech Ltd., and
foreign corporations that he controlled accumulated a control block of
Kaisertech without amending statements made in a previously filed
Schedule 13D to disclose plans Clore allegedly had made to try to
take the company private. The complaint also alleged that Clore
failed to make disclosures concerning his purchases and sales on
Form 4 as required by Section 16(a) of the Exchange Act and Rule
16a-1 thereunder. The defendant consented to the entry of an
injunction.

In SEC v. Thomas Lee Oakes,** the Commission alleged violations of
the proxy solicitation rules. According to the complaint, Oakes
solicited proxies from shareholders of North Atlantic fisheries in
violation of the Commission's rules. The complaint alleged that Oakes



failed to file his proxy materials with the Commission;
misrepresented, among other matters, that he was the company's
chief financial officer; and failed to comply with various rules
prescribing the form of the proxies. Oakes consented to a permanent
injunction.

The Commission also makes use of other provisions of the securities
laws to police acquisition-related conduct. For example, in SEC v.
Mesa Limited Partnership and T. Boone Pickens, Jr.,* the
Commission filed an action alleging that Pickens and Mesa violated
Sections 17(a)(2) and 17(a)(3) of the Securities Act through sales of
stock and options of Homestake Mining. The complaint alleged that
Mesa had publicly announced an offer to acquire Homestake in a
negotiated transaction. The announcement disclosed that Mesa had
acquired 3,540,000 shares of Homestake, or 3.8 percent of
Homestake's outstanding common stock, and that Mesa was offering
to acquire all of Homestake's remaining stock. According to the
complaint, Mesa and Pickens decided to sell a substantial part of
Mesa's holdings of Homestake stock and, after the release of the
news announcement, began selling Homestake stock and options.
The complaint alleged that Mesa failed to issue a release correcting
or updating the initial release by disclosing Mesa's intention to sell
Homestake securities. Mesa and Pickens consented to final
judgments enjoining them from future violations and requiring Mesa
to disgorge $2.3 million in profits.

Securities Offering Cases

Securities offering cases represent a significant portion of the
Commission's enforcement activities. These cases involve the offer
and sale of securities in violation of the registration provisions of the
Securities Act. In some cases, the issuers attempt to rely on
exemptions to registration requirements that are not available.



Offering cases frequently involve material misrepresentations
concerning, among other things, use of proceeds, risks associated
with investments, disciplinary history of promoters or control persons,
business prospects, promised returns, success of prior offerings, and
the financial condition of issuers.

In SEC v. American Assurance Underwriters Group, Inc.,” the
Commission alleged that the defendants sold unregistered OTC
securities, raising approximately $6 million. The issuer inflated its
financial statements by recording at face value a note from a related
party with no ability to pay. Four defendants consented to injunctions,
a default final judgment was entered against another defendant, and,
at the end of the fiscal year, the Commission was litigating against
the remaining three defendants. The company, which filed for
bankruptcy, consented to an injunction through its bankruptcy trustee.

The Commission's complaint in SEC v. Charles A. Oglebay”® alleged
that from May 1983 through November 1987 eight defendants
fraudulently offered and sold $57 million of unregistered securities to
800 investors. The securities were marketed as small equipment
leases, investment pools for leases, and notes purportedly backed by
leases. The leases were supposed to generate rental income that
would be remitted to the investors. Defendants allegedly made
materially misleading statements as to, among other things, title and
assignment of collateral, the existence of cash reserves and
insurance, the default rate of the leases, the nature of the
investments, the degree of risk, and the receipt of commissions. As of
September 30, 1990, the Commission was in litigation with the
defendants.

The Commission filed an injunctive action, SEC v. RL Kotrozo, Inc.,*’
against a registered investment adviser/broker-dealer and its two
principals, alleging that from 1985 through at least July 1989 the



defendants engaged in the fraudulent offer and sale of securities in
the form of promissory notes and interests in a non-existent mutual
fund. The Commission alleged that, besides misrepresenting the
existence of the mutual fund, the defendants misrepresented their
financial condition, the risks of the investment, and the actual use of
the funds. The Commission also alleged that investor funds were
commingled with the personal funds of the principals and used to pay
their personal expenses, as well as to repay earlier investors. The
defendants consented to injunctions and agreed to disgorge
$977,976.

The Commission filed an injunctive action against seven defendants
in SEC v. Donald Bader® for raising approximately $9 million from
450 investors through the sale of unregistered securities in the form
of investment contracts and promissory notes between May 1985 and
May 1988. The Commission alleged that numerous material
misrepresentations were made to investors concerning, among other
things, the use of investor proceeds, the identity of control persons of
the company, the existence of a state investigation, and the existence
of substantial losses from uncollectible accounts. The defendants
consented to injunctions. At the end of the fiscal year, the issue of
disgorgement remained before the court.

In SEC v. ALIC Corp.,*® the Commission brought an injunctive action
against ALIC Corp. and its four principal officers alleging registration
and antifraud violations in the sale of investment contracts,
debentures that were represented to be certificates of deposit,
preferred stock, and single premium annuities. Defendants raised
over $17 million from over 1,000 investors, mostly senior citizens, and
allegedly misrepresented the risks and returns of the securities, the
guaranteed nature of the securities, and the financial condition of
ALIC Corp. A receiver for ALIC Corp. was appointed by the court. At



the close of the fiscal year, the Commission was engaged in
discovery and litigation with the defendants.

The Commission brought several actions against individuals and
entities allegedly involved in the unregistered and fraudulent sale of
interests in oil and gas wells, fractional undivided working interests,
and limited partnership interests. Some of these actions include SEC
v. William A. Thorne;*° SEC v. Profit Enterprises, Inc.;>* SEC v.
Transwestern Oil and Gas Co., Inc.;>* and SEC v. Thomas
Hydrocarbons, Inc.>

Broker-Dealer Violations

The Commission filed a series of enforcement actions against broker-
dealers. Broker-dealer cases generally involve fraudulent sales
practices, net capital and customer protection violations, as well as
violations of the books and records provisions.

The Commission continued to devote extensive resources to the
litigation In the Matter of The Stuart-James Co., Inc.,>* which was
instituted in fiscal year 1989. The case was brought against one of
the nation's largest penny stock broker-dealers and involves
allegations of excessive undisclosed mark-ups on the first day of
aftermarket trading in the securities of two issuers for which Stuart-
James acted as sole underwriter; alleged abusive sales practices,
including fraudulent telephone scripts, tie-in sales, planned cross
trades, and undisclosed mo net sellingopolicies; and alleged failures
to supervise.

The Commission filed an action against Thomas James Associates,

Inc., a broker-dealer, the two registered principals and owners of the
firm, and the firm's head trader. The Commission's complaint alleged
that, in connection with Thomas James' underwriting of the initial



public offerings for four issuers, the defendants engaged in a scheme
by which the firm's undisclosed domination and control of the market
and fraudulent and high pressure sales tactics created an artificially
large demand for the issuers' shares. Clients of the firm also were
allegedly charged excessive undisclosed mark-ups. Brian Thomas,
the registered principal, president, and 50 percent owner of the firm,
consented to the entry of an injunction that included a bar from
employment in the securities industry. In connection with the court's
final order in this case, the Commission obtained a $1.5 million order
for disgorgement to be paid by various defendants (SEC v. Thomas
James Associates, Inc.*). In connection with the same violative
conduct, the Commission instituted administrative proceedings
against the former head trader at Thomas James.>® As of the end of
the fiscal year, those proceedings were pending.

Several actions were brought by the Commission alleging
misappropriation of customer funds. In SEC v. Oscar Ayala,”’ the
Commission obtained an injunction against a registered
representative who allegedly engaged in unauthorized trading and
misappropriated at least $2.4 million of customer funds for his
personal use. At the end of the fiscal year, the issue of disgorgement
was being litigated. The Commission issued a bar order against a
registered representative who allegedly misappropriated in excess of
$1 million from customers for his personal use and who had been
previously enjoined for such conduct (In the Matter of Walter F.
Kusay, Jr.”®). An injunction was entered against a broker-dealer and
its president and sole owner who sold customer securities and
allegedly misappropriated at least $825,000, as well as violated net
capital and broker-dealer books and records provisions (SEC v. H.A.
Kenning Investments, Inc. and Harry A. Kenning, Jr.>®).
Administrative proceedings against H.A. Kenning, the president,
resulted in a bar order (In the Matter of Harry A. Kenning, Jr.®°). An
injunction was also obtained by the Commission against a registered



representative who allegedly misappropriated approximately
$2,028,407 from customers and obtained approximately $300,000
through the fraudulent sale of unregistered securities (SEC v. Bruce
Black®).

The Commission also pursued broker-dealers and registered
representatives for material misrepresentations and omissions made
to customers in the offer and sale of securities. An injunction was
obtained by the Commission against a registered representative of a
broker-dealer for alleged misrepresentations he made in the offer and
sale of notes issued by Phoenix Aviation, Inc. concerning, among
other things, the business opportunities of the issuer and its financial
and operating condition (SEC v. Phoenix Aviation, Inc.??). The
Commission instituted administrative proceedings against the
registered representative, which were pending as of the end of the
fiscal year (In the Matter of Alan R. Aster®). Injunctions were entered
against a broker-dealer and its president and sole owner based on
their offer and sale of unregistered securities and their alleged
misrepresentations to investors of the risks associated with the
investment, the return on the investment, and the uses to which
investors' funds would be put. In addition to entry of the injunctions,
the firm's broker-dealer registration was revoked and the president
was barred (SEC v. Jeffers Investments Corporation® and In the
Matter of David K. Jeffers and Jeffers Investments Corporation®).
Administrative proceedings were instituted against a broker-dealer
and its principal for allegedly selling unregistered securities through
the use of materially false and misleading statements concerning the
ownership, financial condition, and business prospects of the issuer
(In the Matter of V.F. Minton Securities, Inc. and Vernon F. Minton®).
These proceedings were pending at the end of the fiscal year.

An injunction was entered against a government securities broker-
dealer for the firm's alleged failure to maintain sufficient net capital,



comply with recordkeeping requirements relating to net capital
computations, prepare and file financial reports with the Commission,
comply with telegraphic notice requirements, and become a member
of a national securities exchange registered under Exchange Act
Section 6 or a securities association registered with the Commission
under Exchange Act Section 15 A (SEC v. Frank Clarke and Co.,
Inc.?”). In addition to entry of the injunction, the broker-dealer's
registration was revoked (In the Matter of Frank Clarke and Co.,
Inc.?®). Another government securities broker-dealer's registration
was revoked by the Commission (In the Matter of Stotler and Co.%°)
based on allegations that Stotler effected transactions in government
securities without becoming a member of a national securities
exchange or the NASD; and failed to comply with regulations
promulgated by the Department of the Treasury with respect to: (1)
the maintenance of net capital; (2) the deposit of customer funds in a
special reserve bank account; (3) recordkeeping; (4) the filing of
financial reports with the Commission; and (5) the provision of
telegraphic notice to the Commission of its net capital deficiency.

The Commission brought administrative proceedings against
Donaldson, Lufkin & Jenrette Securities Corp. and a managing
director for alleged practices in which the firm, from 1982 through
April 1989, used its customers' margin securities in hundreds of
transactions for its own benefit and without the customers' knowledge
or consent. The managing director supervised the division that
engaged in the practices, which generated $5.9 million in revenues
for the firm. The Commission censured the firm and ordered that it
comply with undertakings that included review of its practices and
procedures in connection with the handling of customer securities,
preparation and implementation of policies and procedures to effect
compliance with the federal securities laws, and establishment of a
fund of $5.6 million, plus prejudgment interest, for the repayment of
customers. The managing director was suspended from association



with a regulated entity for 45 days and from supervisory
responsibilities for 18 months (In the Matter of Donaldson, Lufkin &
Jenrette Securities Corporation’).

The Commission also instituted administrative proceedings against
registered broker-dealers, their principals and other firm personnel for
failure to reasonably supervise individuals subject to their supervision
in order to prevent violations of the securities laws. In In the Matter of
Gary W. Chambers,”* the Commission suspended a broker-dealer's
senior vice president for compliance and operations for allegedly
failing to supervise two registered representatives who engaged in
excessive and unsuitable trading in customer accounts. The
Commission also censured a broker-dealer in In the Matter of
Goodrich Securities, Inc.”* and ordered the firm to review its
supervisory and compliance procedures and to revise such
procedures in order to ensure adequate supervision.

Investment Adviser Violations

The Commission instituted several significant enforcement actions
involving investment advisers. These cases included abusive sales
practices and misappropriation of client funds.

In SEC v. Michael S. Douglas,” the Commission alleged that an
unregistered investment adviser made material misrepresentations in
connection with the offer and sale of interests in three unregistered
investment companies controlled by the adviser. The Commission
obtained a temporary restraining order enjoining further antifraud
violations, freezing the defendant's assets, and appointing a receiver
to take control and account for at least $21 million of investor funds.

An injunction was obtained against another registered investment
adviser and its principal for allegedly engaging in a scheme to hide



trading losses from an investment advisory client by sending false
account statements reporting fictitious securities transactions to hide
commodity trading losses of about $149,000 (SEC v. Gregory D.
Gown’®). In a related administrative proceeding, the adviser's
registration was revoked and the principal barred (In the Matter of
Liberty Securities Group, Inc. and Gregory D. Govan™).

In SEC v. U.S. General Corporation,” the Commission brought an
emergency trading suspension and injunctive action against a
registered investment company and six individuals for allegedly
grossly overvaluing the fund's assets in Commission filings and
promotional materials distributed to the public. A substantial number
of shares were sold based upon the false information. Two of the
individual defendants have disgorged $20,304.90 to the Commission.

Administrative proceedings were brought against two investment
advisers for the dissemination of impermissible performance
advertisements. One investment adviser allegedly made material
misrepresentations concerning the profitability of its
recommendations and trades, and the other investment adviser
allegedly made misrepresentations in a $10 million advertising
campaign that attracted $1 billion of new investor funds (In the Matter
of Blue Chip Market Advisor, Inc. and James Paul Azzalino’’ and In
the Matter of Fred Alger Management, Inc.,”® respectively). Both
advisers were censured and ordered to comply with certain remedial
undertakings. In another advertisement case, an investment adviser
allegedly promoted a company's common stock through the use of
materially false and misleading advertisements and newsletters,
traded in the securities, and obtained illegal extensions of credit from
brokers and dealers (SEC v. William P. Dillon ). The adviser
consented to the entry of the injunction and was ordered to make
restitution of $350,000.



Proceedings instituted against two advisers involved application of
the Commission's 1986 interpretive release concerning the scope of
Exchange Act Section 28(e), which provides a safe harbor for money
managers who use commissions generated by account transactions
to pay for research and brokerage services (referred to as soft
dollars). Among other things, the release clarified the Commission's
interpretation of Section 28(e), expressed the Commission's views
regarding the best execution obligations of fiduciaries for client
transactions, and discussed various disclosure obligations. In the
Matter of Patterson Capital Corporation and Joseph P. Patterson®
involved a registered investment adviser and two principals who
allegedly made secret use of their clients' commissions to purchase
various marketing services for the sole benefit of the adviser, in
breach of their fiduciary duties. Similarly, another investment adviser
allegedly engaged in an undisclosed brokerage allocation practice
which involved obtaining client referrals for its advisory business
through the use of its mutual fund client's brokerage commissions (In
the Matter of Stein Roe & Farnham Incorporated®!). The respondents
in both proceedings consented to the findings of the violative conduct,
censures, and remedial undertakings.

An investment adviser which allegedly failed to disclose multimillion
dollar benefits it was earning on client funds and inadequately
disclosed arrangements that permitted it to earn multiple advisory
fees was the subject of an administrative proceeding. The adviser
was censured and ordered to comply with certain undertakings (In the
Matter of Thomson McKinnon Asset Management L.P.%%). In SEC v.
R.E.C. Investors, Inc.,?® the Commission obtained an injunction and
instituted proceedings against an investment adviser and its principal
for allegedly engaging in a free-riding scheme, purchasing $150
million in securities in violation of the margin rules, and earning profits
of $2.65 million. The defendants consented to the injunction and were



ordered to make disgorgement. In related administrative proceedings,
they were censured and ordered to comply with certain undertakings.

Investment Company Violations

In a significant action involving a registered investment company,
SEC v. Municipal Lease Securities Fund Inc.,?* the Commission
obtained emergency injunctive and ancillary relief against four
defendants, a control person, a broker-dealer, an investment adviser,
and an investment company. The Commission's complaint alleged
antifraud, pricing, and books and records violations of the Investment
Company Act. This case primarily involved selling and redeeming the
registered investment company's shares during a period in which it
was not calculating its net asset value on a daily basis. The court
entered an order restraining sales, redemptions and repurchases of
the fund's shares, freezing the fund's assets, enjoining the destruction
of the fund's books and records, and appointing a receiver to
determine the future operation of the fund.

A permanent injunction was entered against Dart Group Corporation
for allegedly acting as an unregistered investment company. Dart
Group engaged in the business of investing, reinvesting, and trading
in securities of several public companies that it had announced an
intention to acquire. The defendants consented to the injunction and
undertook to report to the Commission for a three-year period
information concerning their investments and income derived from
those investments (SEC v. Dart Group Corporation®).

The Commission brought an injunctive action against Fluid
Corporation, a business development company regulated by both the
Commission and the Small Business Administration. Fluid
Corporation, among other things, allegedly made misleading
disclosures in an annual report concerning its financial condition and



omitted information regarding its subsidiary's capital impairment and
reissued audit opinion (SEC v. Fluid Corporation®). Fluid consented
to the entry of an order by which the registration of its common stock
under the Exchange Act and its election to operate as a business
development company under the Investment Company Act were
revoked. At the end of the fiscal year, the action against the
remaining defendant was pending.

Sources for Further Inquiry

The Commission publishes the SEC Docket, which includes
announcements regarding enforcement actions. The Commission's
litigation releases describe civil injunctive actions and also report
certain criminal proceedings involving securities-related violations.
These releases typically report the identity of the defendants, the
nature of the alleged violative conduct, the disposition or status of the
case, as well as other information. The SEC Docket also contains
Commission orders instituting administrative proceedings, orders
making findings and imposing sanctions in those proceedings, and
the initial decisions of Administrative Law Judges in Commission
proceedings.



OFFICE OHNTERNATIONALAFFAIRS

In December 1989, Chairman Richard Breeden announced the
creation of the Commission's Office of International Affairs (OIA). OIA
has primary responsibility for the negotiation and implementation of
information-sharing agreements and for developing legislative and
other initiatives to facilitate international cooperation. OIA coordinates
and assists in making requests for assistance to, and responding to
requests for assistance from, foreign authorities. OIA also addresses
other international issues that arise in litigated matters such as
effecting service of process abroad and gathering foreign-based
evidence using various international conventions, freezing assets
located abroad, and enforcing judgments obtained by the
Commission in the United States against foreign parties. In addition,
OIA operates in a consultative role regarding the significant ongoing
international programs and initiatives of the Commission's other
divisions and offices.

Key 1990 Results

The Commission entered into its two most comprehensive
agreements on cooperation during fiscal year 1990. The Commission
and the Ministry of Finance of the Netherlands, on behalf of their
respective governments, signed an agreement on Mutual
Administrative Assistance in the Exchange of Information in
Securities Matters (Netherlands Agreement); and the Commission
and its counterpart in France, the Commission des Operations de
Bourse (COB), signed an Administrative Agreement (French
Agreement). Both of those agreements provide for comprehensive



assistance in securities matters. The Commission also signed an
understanding with the COB (French Understanding) in which the
parties agreed to consult about matters of common interest to
coordinate market oversight and resolve possible differences
between their regulatory systems.

The Commission entered into an understanding with the Institute
Monetaire Luxembourgeois of Luxembourg (Luxembourg MOU),
which provides for the signatories to exchange information relating to
trades cleared through a foreign clearing organization for the
PORTAL trading system. The Commission entered into its first
technical assistance understanding with the Republic of Hungary
State Securities Supervision and the Budapest Stock Exchange
(Hungary Understanding) which lays the groundwork for the
Commission's providing technical assistance to Hungary regarding
the development of Hungary's securities markets. At the conclusion
of the first Trilateral Meeting, hosted by the Commission, a precedent
setting communiqué was issued in which the parties (the United
Kingdom Department of Trade and Industry and Securities and
Investments Board, and the Securities Bureau of the Ministry of
Finance of Japan) stated their agreement about several important
regulatory matters and their commitment to consult and coordinate
with each other about matters of mutual concern.

Arrangements for Mutual Assistance and Exchanges of
Information

The increasing internationalization of the world's securities markets
has raised many new and complex issues that impact upon the
Commission's ability to enforce the United States federal securities
laws. For example, a central problem the Commission now faces is
collecting information located abroad. The Commission has



attempted to resolve this problem by developing information-sharing
arrangements on a bilateral basis with various foreign authorities.

The information-sharing arrangements allow the Commission to
obtain evidence located abroad while avoiding the conflicts that may
result from differences in legal systems. The Commission has
entered into various arrangements with foreign authorities in
Switzerland, Japan, the United Kingdom, three provincial authorities
in Canada, Brazil, Italy, the Netherlands, France, and Luxembourg.
These arrangements have proven to be effective means for obtaining
information and developing cooperative arrangements between
regulators. In addition, the staff coordinates closely with the
regulators with whom it has information-sharing arrangements to
develop ways to implement and improve the arrangements. The
Commission also cooperates on an informal basis with foreign
regulators with whom it does not have explicit information-sharing
arrangements.

On December 11, 1989, the Commission and the Ministry of Finance
of the Netherlands, on behalf of their respective governments, signed
the Netherlands Agreement, which provides for comprehensive
assistance in securities matters. The comprehensive assistance
provisions of the Netherlands Agreement are implemented for the
Commission by the amendments contained in Section 6 of the Insider
Trading and Securities Fraud Enforcement Act of 1988 (ITSFEA).
Unlike the Commission's previous Memoranda of Understanding
(MOU), the Netherlands Agreement is a binding agreement under
international law as opposed to a statement of intent to cooperate.

On December 14, 1989, the Commission and the COB signed the
French Agreement, which is similar to the Netherlands Agreement
both in its comprehensive scope and in its status as a binding

agreement. The French Agreement provides that the Commission



and the COB may utilize their respective compulsory powers to assist
each other in matters within the scope of the MOU, as authorized,
respectively, by ITSFEA and by the French Law of August 2, 1989.

Contemporaneously with the signing of the French Agreement, the
Commission and the COB signed the French Understanding, which
goes well beyond the provisions of the French Agreement and
represents a significant new step in international cooperation in
securities matters. The French Understanding reflects the agreement
of the Commission and the COB to engage in mutual consultations
about subjects of common interest in order to coordinate market
oversight and to resolve differences that may exist between their
respective regulatory systems. The French Understanding is the first
formal understanding between the Commission and a foreign
securities authority on matters beyond the enforcement of the
securities laws. It provides a framework for the two authorities to take
proactive steps to address a wide range of issues concerning the
stability and integrity of the United States and French securities
markets.

On May 23, 1990, the Commission signed the Luxembourg MOU with
the Institut Monetaire Luxembourgeois (IML), which provides for the
exchange of information between the Commission and the IML
relating to trades cleared through Centrale de Livraison de Valeurs
Mobilieres, S.A. Luxembourg for the PORTAL trading system.

The Commission entered into a MOU with the Comision Nacional de
Valores (CNV) on October 18, 1990. The MOU with the CNV is broad
in scope, and it encompasses not only assistance in enforcement
matters, but also the provision of technical assistance. The MOU also
contemplates consultations about all matters relating to the operation
of the securities markets in the United States and Mexico.



Trilateral Communiqué

On September 21, 1990, the Commission and the United Kingdom
Department of Trade and Industry and Securities and Investments
Board, and the Securities Bureau of the Ministry of Finance of Japan,
met for the first time on a trilateral basis to consider issues of
iImportance to the world's three largest securities markets. At the
conclusion of their meetings, the parries issued a trilateral
communiqué in which they stated their:

Aintention to continue to coordinate their efforts to maintain safe and
sound securities markets;

Aagreement that there is a need to maintain balance between the
stock and derivative markets to avoid adverse effects on the stability
of the stock markets, and their belief that margin levels and derivative
instruments should reflect the public interest in safe and resilient
markets;

Aintention to encourage cross-border business between their markets
by pursuing mutual recognition of regulatory systems;

Aagreement on the desirability of regularly exchanging information to
facilitate the monitoring of multinational firms with operations in their
respective capital markets;

Aintention to utilize fully their domestic powers to assist each other in
the oversight of their respective domestic markets and the
enforcement of their respective securities laws; and

Aintention to meet regularly on a trilateral basis to continue
discussions about matters of mutual interest.



Technical Assistance

The Commission is actively involved in providing technical assistance
to other countries concerning the development and regulation of their
securities markets. On May 25, 1990, Chairman Richard Breeden
announced the establishment of the Commission's Emerging Markets
Advisory Committee (EMAC) to advise the Commission on how best
to utilize its resources for assisting foreign regulators, and to provide
technical and other assistance to the Commission regarding requests
from governmental authorities for assistance in developing securities
and other financial markets. The EMAC is intended to ensure that the
United States is in a position to provide strong and effective
leadership to emerging markets. The first meeting of the EMAC took
place on June 12, 1990.

On June 22, 1990, the Commission entered into an understanding
with the Republic of Hungary State Securities Supervision and the
Budapest Stock Exchange regarding the provision of technical
assistance for the development of the Hungarian securities markets
in which the Commission formally states its willingness to provide
technical assistance to Hungary iwith a view to establishing and
implementing an ongoing technical assistance program for the
development, administration, and operation of the Hungarian
securities markets.0The signatories also expressed their intention to
use their best efforts to assist each other in the administration and
enforcement of their respective securities laws and regulations. The
Commission also has created the International Institute for Securities
Market Development (Institute) to provide training for foreign
government officials that are responsible for the development or
regulation of emerging securities markets. The Institute is intended to
further market development, capital formation, and the building of
sound regulatory structures in countries engaged in such efforts. The



Institute's first seminar and consultation program will be held in the
spring of 1991. The faculty of the Institute will consist of senior
Commission officials, experts from self-regulatory organizations, and
members of the EMAC.

International Organizations

During 1990, the Commission participated in the following
international organizations.

The International Organization of Securities Commissions (I0SCO).
The Commission is an active participant in the work of IOSCO. In
fiscal year 1990, the Commission chaired IOSCO's Executive
Committee and prepared a strategic assessment of IOSCOQO's
Technical Committee, which reviewed both the structure and
operation of that committee and made recommendations for how it
should operate in the future. The strategic assessment was adopted
by IOSCO and the Commission was elected to chair the Technical
Committee for fiscal year 1991.

The Organization for Economic Cooperation and Development
(OECD). The Commission staff participated in discussions at the
OECD regarding the establishment of international standards
governing foreign corrupt practices; the OECD Codes relating to
securities matters; and accounting issues.

The Group of Negotiations on Services to the General Agreements
on Tariff and Trade (GATT). The Commission is an active participant
in the effort, through the Uruguay Round of the GATT, to establish a
multilateral framework of principles and rules for trade in financial
services. The Commission also consulted with the Office of the
United States Trade Representative and other United States



government agencies in connection with the negotiation of other
international trade and investment agreements.

The Wilton Park Group. This organization is sponsored by the United
Kingdom Department of Trade and Industry. The staff participated in
extensive discussions to facilitate methods for enhancing the
exchange of information among securities regulators.

The Commission also has been involved with other United States
governmental agencies in reviewing the plans and directives of the
European Economic Community, which is working toward achieving
an internal market among its twelve-member countries by December
31, 1992 (referred to as EC 92). The Commission has been involved
in several different studies, and provided assistance to other United
States government agencies, including the Department of the
Treasury, in connection with the impact of EC 92 on the United States
financial services markets.



REGULATION OF THESECURITIESMARKETS

The Division of Market Regulation, together with regional office
examination staff, oversees the operations of the nation's securities
markets and market professionals. In fiscal year 1990, over 10,000
broker-dealers, 9 active securities exchanges, the over-the-counter
(OTC) markets, and 15 clearing agencies were subject to the
Commission's oversight.

Key 1990 Results
[table omitted]

In fiscal year 1990, the Commission continued to direct its attention
towards: market reforms, including a major legislative program, that
address problems resulting from the 1987 market break® and
subsequent episodes of extreme market volatility; enhancement of
regulation and oversight of broker-dealers to combat fpenny-stocko
fraud and to maintain the financial integrity of firms servicing public
investors; internationalization of markets, a trend which has had a
marked impact on virtually all of the Commission's market supervision
activities; and assuring that other fundamental changes in the
markets, e.g., in terms of the growth in size and diversity of firms and
products, proceed in a sound and orderly way and without
unnecessary regulatory restraints on industry innovation or
competition.

Securities Markets, Facilities, and Trading

Market Reform Initiatives



The nation's securities markets continued to experience periodic
episodes of large price and volume volatility. These events
demonstrated that the episodes of intense volatility encountered
during and shortly after the October 1987 market break were not
isolated occurrences. As a result, the Commission continued to
pursue many of the market reform initiatives begun in 1988 in order to
enhance the stability and integrity of the nation's securities markets.

On September 25, 1990, Congress enacted the Market Reform Act of
1990 to enhance the efficiency and fairness of the United States
capital markets and to help avoid precipitous market declines.®* The
legislation, largely proposed by the Commission in 1988, covers
several problem areas identified by the October 1987 market break.
First, it authorizes the Commission to establish rules regarding
information reporting by broker-dealer holding companies for
purposes of risk assessment. Second, it enables the Commission to
promulgate rules providing for large trader reporting. Third, it
authorizes the Commission to facilitate development of coordinated
clearance and settlement systems. Fourth, it empowers the
Commission to promulgate uniform rules, preempting state law,
concerning the transfer and pledge of securities to facilitate the
efficient and safe operation of the national clearance and settlement
system. Fifth, it provides the Commission, subject to disapproval by
the President, with the emergency authority to halt trading in
securities markets. Sixth, it grants the Commission authority to limit
trading practices that contribute significantly to extraordinary volatility.

The Division of Market Regulation prepared a report on the trading
and price volatility experienced on October 13 and 16, 1989.% The
report, which is summarized below, analyzed the impact of program
trading and related stock index futures and options strategies on
market volatility during this period.



In addition, the Commission approved rule changes to continue the
coordinated circuit breaker programs of the American Stock
Exchange (Amex), Boston Stock Exchange (BSE), Chicago Board
Options Exchange (CBOE), Cincinnati Stock Exchange (CSE),
Midwest Stock Exchange (MSE), National Association of Securities
Dealers, Inc. (NASD), New York Stock Exchange (NYSE),
Philadelphia Stock Exchange (Phlx), and Pacific Stock Exchange
(PSE).” These rule changes provide for a one-hour temporary
trading halt if the Dow Jones Industrial Average (DJIA) falls more
than 250 points on a single day, and two hours if more than 400
points. The Commodity Futures Trading Commission (CFTC) had
approved analogous rule changes submitted by futures exchanges
with respect to halts in the trading of stock index futures and options
on those futures. In addition, the Commission approved a NYSE
proposal to require that index arbitrage equity trades only be effected
on stabilizing ticks when the DJIA moves 50 points from the previous
day's close.

The Commission continued its discussions with the Group of Thirty
subsequent to the Group's report on global clearance and settlement
systems. The United States Working Committee of the Group of
Thirty has been studying ways to implement recommendations
concerning same-day funds settlement of securities transactions and
reducing the settlement period from five to three days after the trade
(from T+5 to T+3). The Commission staff has contributed to the
efforts of the United States Working Committee. The Commission
staff also consulted extensively with an American Bar Association
(ABA) committee examining possible federal and state legal
impediments to efficient and safe clearance and settlement of
securities transactions.

Finally, the Commission issued its Automation Review Policy®* to
request that the exchanges and the NASD establish comprehensive



systems capacity, security, and contingency planning programs, and
obtain independent annual reviews of these programs. The Office of
Automation and International Markets in the Division of Market
Regulation was created to monitor the SROs' progress in this area.

The National Market System

The Commission approved the NASD's electronic Bulletin Board
Service for a one-year pilot program. The bulletin board is designed
to disseminate, on behalf of NASD members acting as market
makers in OTC securities that are neither listed on a national
securities exchange nor included in the NASDAQ system, quotations
and unpriced indications of interest in those securities.* As of
September 1990, the service included 216 registered market makers
with 10,653 positions in 4,352 securities.

The NASD's PORTAL system established a new marketplace for
secondary trading of unregistered securities in transactions exempt
from the registration requirements of the Securities Act of 1933
(Securities Act), pursuant to Rule 144A.%° The PORTAL market is
comprised of computer and communication facilities that, in addition
to supporting primary placements and resale trading, provide for the
clearance and settlement of domestic and foreign debt and equity
securities through designated PORTAL clearing and depository
organizations. PORTAL began operation on June 15, 1990 with 20
United States and European securities firms as subscribers and four
financial institutions approved as qualified institutional buyers. As of
September 19, 1990, there were 14 issues listed on PORTAL, 23
approved dealers, and 9 approved brokers. NASD Market Services,
Inc., a NASD subsidiary involved in the operation of the PORTAL
system, was granted a temporary exemption from registration as a
securities information processor under Section 11A of the Securities
Exchange Act of 1934 (Exchange Act).”’



In June 1990, the Commission approved a joint industry plan filed
with the Commission by the NASD and the American, Boston,
Midwest, and Philadelphia Stock Exchanges that governs the
collection, consolidation, and dissemination of quotation and
transaction information for NASDAQ/National Market System
(NASDAQ/NMS) securities listed or traded on an exchange pursuant
to a grant of unlisted trading privileges (OTC/UTP).*® The
Commission had conditioned the granting of OTC/UTP to exchanges
on the submission and approval of the Joint Industry Plan.

Following the Commission's adoption of Rule 19c-5 eliminating
barriers to the competitive trading of options on equity securities in
multiple markets,® the Commission staff has been working with the
exchanges that trade options in their efforts to develop an options
market linkage to accommodate multiple trading of options. Several
exchange working groups have met to proceed with necessary
design and programming work to implement the linkage. One
significant area of disagreement among the exchanges remains: the
Phlx continues to urge the Commission to require that order
execution be based on time priority, so that each order is directed to
the exchange that is first to display the best bid or offer, rather than
permitting the exchanges that first receive the order to match that
price. On October 17, 1990, Chairman Breeden requested that each
exchange extend its earlier commitment voluntarily to refrain from
listing any options that were traded on another options exchange
before January 22, 1990 until February 1, 1991.'® The exchanges
submitted a joint industry plan for an options market linkage on
December 4, 1990.

National System for Clearance and Settlement



The Commission continued to work with clearing agencies, banks,
broker-dealers, and other federal regulators to enhance all
components of the National System for Clearance and Settlement
(National System). For example, the Commission approved: (1) rule
changes that fully implemented next-day comparison of exchange
and OTC corporate securities trades*®* and automated the resolution
of uncompared trades;'* (2) clearing agency proposals expanding
Securities Clearance Group (SCG) membership to include Boston
Stock Exchange Clearing Corporation, Government Securities
Clearing Corporation (GSCC), and MBS Clearing Corporation
(MBSCC); (3) a proposal by the Depository Trust Company (DTC) to
add certain commercial paper transactions to its same-day funds
settlement system, on a temporary basis, for a period of 18
months;' (4) clearing agency proposals that enhanced safe and
efficient processing of transactions in United States government and
agency securities;'® and (5) proposals by the International Securities
Clearing Corporation and DTC to provide clearing and depository

functions for the PORTAL marketplace.'®

The Commission also extended the approval of the Participants Trust
Company (PTC) and MBSCC for another year.!*® PTC provides
depository services, and MBSCC provides trade comparison and
netting services for mortgage-backed securities.

Internationalization

During fiscal year 1990, the Commission continued its oversight of
international linkages between markets and other securities related
organizations. For example, in connection with the approval of the
PORTAL system, discussed above, the International Securities
Clearing Corporation (ISCC) received approval of a rule filing that
would enable the ISCC to be a PORTAL clearing organization.'®” As
such, the ISCC's responsibilities are to act as a data communications



vehicle for PORTAL participants, the NASD, PORTAL depository
organizations, and the Institutional Delivery System operated by the
DTC. The ISCC also received a no-action letter concerning a link
between the ISCC and CEDEL, an international clearance and
settlement organization headquartered in Luxembourg, that would
establish CEDEL as a PORTAL depository organization.'®® As such,
CEDEL will offer depository services for foreign securities traded in
the PORTAL system. The ISCC's various functions are intended to
enable settlements of PORTAL transactions to take place safely,
efficiently, and accurately using existing automated systems for
clearance and settlement. In connection with the PORTAL link
between the ISCC and CEDEL, the Commission and the Luxembourg
Monetary Institute, CEDEL's regulator, entered into a Memorandum
of Understanding concerning the sharing of information about
transactions taking place through the PORTAL accounts.®

The Commission also authorized the extension for a six-month period
of the NASD's operation of its pilot program with the Stock Exchange
of Singapore Limited (SES). The pilot program currently consists of
an interchange of closing prices and volume data on 27 NASDAQ
securities that also are traded through the SES's facilities. The end-
of-day information being exchanged under this program primarily
assists the establishment of opening prices for the folio each
business day. The Commission's approval of the extension permits
continuation of the pilot through May 12, 1991.°

Several significant NYSE rule changes with an international effect
were approved by the Commission in fiscal year 1990. For example,
the Commission approved:

A a NYSE rule that Waived certain listing standards for non-United
States companies when the foreign company's procedure is not
prohibited by the laws of its home country;™*



A a NYSE rule that established a modified Series 7 examination for
United Kingdom representatives registered with The Securities
Association, a United Kingdom self-regulatory organization;**? and

A a NYSE rule that codified general language that authorizes the
exchange to enter into bilateral information-sharing agreements for
regulatory purposes with domestic and foreign exchanges and
associations.'*?

The Commission staff issued a no-action letter to ISCC concerning a
clearance and settlement link with the International Stock Exchange
of the United Kingdom and the Republic of Ireland, Ltd. The letter
covers transactions of United States and United Kingdom brokers
that are being settled in the United Kingdom through the facilities of
the exchange and transactions being settled in the United States at
the National Securities Clearing Corporation (NSCC) and DTC,
through ISCC-sponsored accounts.*** The Commission staff also
issued a no-action letter to NSCC concerning its link with the
Canadian Depository for Securities (CDS) that expands NSCC's
existing link with CDS to include a direct input capability for trades on
the Toronto Stock Exchange in NSCC-eligible issues between CDS
participants and NSCC members.**®

Several new internationally based derivative product proposals were
approved by the Commission during the fiscal year. First, the
Commission approved several exchanges' proposals to trade index
warrants. Index warrants are direct obligations of their issuer subject
to cash settlement during their term. The holder of an index warrant
structured as a fputooption receives payment in United States dollars
to the extent that the index has declined below a pre-stated cash-
settlement value; the holder of a warrant structured as a ftallooption
receives payment in United States dollars to the extent that the index



has increased above the pre-stated cash-settlement value. The
Commission approved several important requirements attendant to
the listing and trading of index warrants, including, among other
things, that: (1) the warrant issuer must conform to the exchange's
listing guidelines; (2) the exchange's options suitability standards
apply to recommendations regarding index warrants; and (3) each
exchange must have an adequate mechanism to surveil trading in the
warrant and the index's component stocks. In this connection, the
Commission approved a proposal submitted by the Amex to trade
warrants based on the Nikkei Stock Average (Nikkei), an
internationally recognized, price-weighted index consisting of 225
actively-traded stocks on the Tokyo Stock Exchange (TSE).**® The
Commission also approved proposals by the Amex, the NYSE, and
the PSE to trade warrants based on the Financial Times-Stock
Exchange 100 Index (FT-SE 100), an internationally recognized
capitalization-weighted stock index based on the prices of 100 of the
most highly capitalized British stocks traded on the International
Stock Exchange of the United Kingdom and the Republic of Ireland
(ISE).*’

Further, the Commission received several proposals to list and trade
CAC-40 Index warrants.™® First, the exchanges proposed to list index
warrants based on the CAC-40, an internationally recognized,
capitalization-weighted index consisting of 40 leading stocks listed
and traded on the Paris Bourse and calculated by the Societe des
Bourses Francaises (SBF). The SBF operates under the direction of
the Council des Bourses de Valeurs or Stock Exchange Council, a
regulatory organization similar to a self-regulatory organization (SRO)
in the United States. Among other things, the SBF implements
decisions made by the Stock Exchange Council, monitors and
supervises the French stock market, and provides investors with
comprehensive information on market activities. To facilitate the
surveillance of this product, on September 18, 1990 the Commission



and the Commission des Operations de Bourse (COB) exchanged
letters that provide a mechanism for the exchange of information,
including customer information, for transactions involving a derivative
security or the stocks underlying such security when a derivative
security is traded in United States or French markets and the
underlying securities are traded in the other country's markets.**® The
COB is an autonomous administrative body patterned after the
Commission. It functions as the French market regulator with
authority to undertake investigations, notify French judicial authorities,
and levy fines. These letters supplement surveillance sharing
agreements between the exchanges and SBF. The exchange
proposals were under review at year-end.

Second, the Commission approved a proposal submitted by the
Amex to list and trade standardized European-style options based on
the Japan Index (Index), a broad-based, price-weigh ted index
developed by the Amex and comprised of 210 Japanese stocks
traded on the TSE.*®° Although the Index is comprised of Japanese
stocks, it is valued in United States dollars. Options on the Index are
governed by Amex rules applicable to the trading of index options,
including rules relating to disclosure, account approval and suitability,
position and exercise limits, margin, and trading halts and
suspensions. The Amex has developed a special surveillance
program for the options.

Third, the Division of Market Regulation issued a letter to the CFTC
indicating that the division would not object if the CFTC staff took a
no-action position to allow the offer and sale to United States citizens
of futures contracts overlying the FT-SE 100."*

In addition to specific regulatory actions, the staff participated in
several international securities working groups under the auspices of
the Technical Committee of the International Organization of



Securities Commissions (I0SCO). Those working groups and their
recent activities are listed below.

The Working Group on Principles of Ethical Conduct issued a iReport
on International Conduct of Business Principles,owhich identified
seven non-exclusive conduct of business principles to protect
customer interests and market integrity. This report was approved at
the IOSCO meeting in November.

The Working Group on Clearance and Settlement issued a report that
discussed recommendations to improve the cross-border settlement
process and long-term goals for individual countries as well as for
clearance and settlement linkages. This report was approved at the
last meeting of the Technical Committee in June 1990.

The Working Group on Futures Markets presented a iReport on
Screen-Based Trading Systems for Derivative Productsoas well as
fSuggested Principles for the Oversight of Screen-Based Trading
Systems,owhich the Technical Committee released at the IOSCO
meeting in November 1990. This report proposed several non-
exclusive principles related to common regulatory concerns affecting
the oversight of screen-based trading systems, including access to
such systems.

The Working Group on Capital Adequacy prepared four papers for
approval by the Technical Committee with respect to non-bank
securities firms on: (1) comparison of equity position risk
requirements and scope for harmonization; (2) comparison of debt
position risk requirements; (3) base requirement and the minimum
requirement for capital; and (4) the definition of capital. The
submission of the first three papers was approved at the Technical
Committee meeting in June.



The Commission received a significant number of requests from
foreign government officials for technical assistance on securities
matters. To assist the Commission in responding to these requests,
on March 7, 1990 Chairman Breeden announced the Commission's
intent to form the Emerging Markets Advisory Committee (EMAC).
EMAC's purpose is to advise the Commission on how the
Commission can best assist the development of securities markets in
Eastern Europe and elsewhere. The first EMAC meeting was held on
June 12, 1990. At this meeting, EMAC participants agreed to form
working groups to gather information and formulate approaches to
the advisory group's mission.

Options and Other Derivative Products

During fiscal year 1990, the Commission approved several rule
changes intended to address market volatility concerns. First, the
Commission approved on a one-year pilot basis a proposal filed by
the NYSE to place conditions on index arbitrage orders to buy or sell
component stocks of the Standard & Poor's 500 Stock Price Index
(S&P 500 Index) when the DJIA advances or declines by 50 points or
more from its previous day's closing value (80A Conditions).*??
Specifically, when the DJIA advances 50 points, index arbitrage
orders to buy or sell component stocks of the S&P 500 Index must be
entered with a fbuy minusoinstruction. Conversely, when the DJIA
declines 50 points, such orders must be entered with a fsell pluso
instruction. Once activated, the conditions remain in effect for the
remainder of the trading day unless the DJIA moves to within 25
points of its previous day's close, when the restrictions are removed.
They are reinstated if the DJIA again moves 50 points or more away
from the previous day's close. In addition, the Commission approved
a NYSE proposal to exempt index arbitrage market-on-close orders
from the 80A Conditions on expiration Fridays in order to facilitate the



liquidation of stock positions previously established in connection with
derivative index products.'®

Second, the Commission approved rule changes submitted by the
Amex, MSE, NYSE, and the Phlix to extend the effectiveness of their
circuit breaker procedures.'* The BSE, CBOE, CSE, and PSE circuit
breaker procedures previously had been approved through October
1991. In general, the circuit breaker rules provide that trading in all
markets will halt for one hour if the DJIA declines 250 points or more
from its previous day's closing level and, thereatfter, trading will halt
for an additional two hours if the DJIA declines 400 points from the
previous day's close.

Third, the Commission approved a proposal by the NYSE to modify
its Individual Investor Express Delivery Service (IIEDS) to provide
that market orders of individual investors with up to 2,099 shares will
have priority delivery to specialists' posts through the exchange's
Super Dot system ahead of all other orders at all times.*® Prior to the
rule change, IIEDS was available only on days when the DJIA moved
25 points up or down from the previous day's close.

In addition, the Commission approved several rule changes relating
to automation of the options exchanges. First, the Commission
approved a PSE proposal to implement the Pacific Options Exchange
Trading System (POETS), a completely automated trading system
comprised of (1) an options order routing system (ORS) that allows
the PSE to accept, edit, and route market and limit orders
electronically submitted to the PSE; (2) an automatic and semi-
automatic execution system (Auto-Ex); (3) an on-line limit order book
system (Auto-Book) that allows the PSE to enter, update, inquire,
delete, cancel, and execute public customer orders on the limit order
book; and (4) an automatic quote update system (Auto-Quote) that



allows quotes to be generated systematically, using programmed
theoretical models.**

Second, the Commission approved a proposal submitted by the Phlx
to permit the use of the Automated Options Market (AUTOM)
electronic order delivery system for eligible day limit orders and to
expand AUTOM, on a pilot basis, to include an automatic execution
feature for 12 Phix equity options and any multiply-traded option.**’
The automatic execution feature of AUTOM is available only to single
customer market and marketable limit orders of up to 10 contracts
relating to near-term options series that are at-the-money and just
out-of-the-money. Firm and market maker orders are not eligible for
automatic execution through AUTOM. Once the automation execution
feature is engaged, eligible orders are priced and executed
automatically at the displayed bid or offer, and the execution is
reported automatically to the Options Price Reporting Authority for
public dissemination.

Third, the Commission approved on a pilot basis a CBOE proposal to
amend the eligibility standards for individuals and groups that
participate in the CBOE's Retail Automatic Execution System (RAES)
for options on the Standard & Poor's 100 Index (OEX).**® RAES is an
electronic order routing and execution system for small options
orders. The CBOE limits RAES participation in OEX options to OEX
and Standard & Poor's 500 Index (SPX or NSX) market makers that
meet certain trading requirements; restricts the size of, and imposes
obligations upon, group accounts operating on RAES; and includes
provisions designed to ensure adequate RAES-participation in OEX
options. The Commission also approved CBOE proposals to make
the eligibility requirements for market makers participating in RAES,
SPX/ NSX, and equity options permanent.*? Finally, the Commission
approved a CBOE proposal to increase the maximum size of RAES-
eligible orders for equity options from 10 to 20 contracts.™*°



During fiscal year 1990, the Commission took steps to implement
Rule 19c¢-5, which authorizes the multiple trading of standardized
options. The rule took effect as to all newly-listed options on January
21, 1990. As already noted, the Commission requested that the
exchanges delay the commencement of multiple trading in options
until February 1991 while they continue their work to develop a joint
plan for a market linkage facility.

The Commission approved several other important rule changes by
the options exchanges. First, the Commission approved a one-year
pilot program proposed by the PSE to require PSE trading crowds to
provide a depth of 10 contracts for all non-broker-dealer customer
orders in options series included in the pilot program (Ten-Up
requirement).*® To satisfy the Ten-Up requirement, the trading crowd
must fill the customer orders at the disseminated market quote at the
time the orders are announced or displayed at a trading post.

Second, the Commission approved a PSE proposal to create a Lead
Market Maker (LMM) program designed to supplement the standard
PSE options trading pit and thereby enhance the exchange's options
market-making quality.*** Specifically, a LMM, in addition to fulfilling
general market maker obligations, must, among other things, be
present throughout every business day, assure that disseminated
market quotations are accurate, assure that each disseminated
market quotation shall be honored for a minimum of 10 contracts, and
participate at all times in any automated execution system that is
operating. In exchange for assuming additional responsibilities in their
appointed options classes, the LMMs are allocated a 50 percent
participation in transactions occurring in their appointed issues.***

Third, in order to facilitate the continued trading of options listed on
the PSE after mechanical disruptions to the PSE options floor caused



by the October 17, 1989 earthquake in northern California, the
Commission approved proposals submitted by the Amex, CBOE,
NYSE, and Phlx to allow for the trading of PSE options on their
respective exchanges for two days, and a proposal by the PSE to
accommodate this transfer.'®

Fourth, the Commission approved proposals submitted by the Amex,
CBOE, NYSE, and Phlix that provide hedge exemptions from options
position and/or exercise limits. Specifically, the Commission approved
(1) six-month extensions of pilot programs previously adopted by the
Amex and the CBOE that exempt hedged equity options positions
from position limits;*** (2) a one-year pilot program proposed by the
Phlx to allow public customers to apply for a hedge exemption from
Utility Index Option position limits;**® and (3) on a pilot basis, a NYSE
proposal to exempt fully hedged equity options positions from position
and exercise limits and a proposal to allow public customers to apply
for a hedge exemption from broad-based index option position
limits.®*” The Commission also approved a NYSE proposal to modify
the position and exercise limits applicable to options on its broad-
based stock index, the NYSE Composite Index.**® The NYSE
modified its rules to express the exchange's position and exercise
limits in terms of the numbers of contracts that a party may hold
rather than in the dollar value of the contracts. Specifically, the NYSE
(1) set the aggregate position limit at 45,000 contracts on the same
side of the market, with no more than 25,000 contracts in the nearest
term series, and (2) established an exercise limit of 25,000 contracts
(the same limit as the nearest-term series position limit).

Regulation of Brokers, Dealers, Municipal Securities Dealers,
and Transfer Agents

Broker-Dealer Examination Program



The broker-dealer examination program's primary purpose is to
provide oversight of the SROs responsible for the routine examination
of those broker-dealers conducting a public securities business. This
oversight evaluation process is accomplished primarily through the
examination of broker-dealer firms recently examined by a SRO.
Additionally, cause examinations are conducted when the
Commission becomes aware of circumstances that warrant direct
Commission inquiry rather than a SRO review. In fiscal year 1990,
371 oversight examinations and 176 cause examinations were
completed, 43 more oversight and 28 more cause examinations than
were completed in fiscal year 1989.

The Commission continued to place a high priority on examinations of
penny stock broker-dealers. As a result of this special emphasis,
nearly one-third of the 547 examinations completed during fiscal year
1990 were of broker-dealers engaged in the penny stock business.
The findings of these examinations have justified the special
emphasis placed on these firms. In this regard, the findings of 55 (33
percent) of the 165 completed penny stock examinations were
referred for enforcement consideration. Additionally, referrals for
enforcement consideration were made in 26 (7 percent) of the
remaining 382 completed examinations.

The most significant accomplishment in the broker-dealer
examination program occurred in March and April 1990. The
Commission staff, along with the NASD and Florida's Office of the
Comptroller, Division of Securities, conducted an examination sweep
of 188 offices (including both main and branch offices) of 144
different penny stock firms primarily to assess the industry's
compliance with new Rule 15¢2-6 (the penny stock fcold callorule)
under the Exchange Act. Rule 15¢2-6 imposes specific sales practice
requirements on broker-dealers who recommend and sell low-priced
non-NASDAQ OTC securities to investors who are not established



customers of the broker-dealer. The Commission's examinations
conducted as part of the sweep resulted in 12 referrals for
enforcement consideration and five referrals to the NASD for its
consideration. In all, 43 (23 percent) of these examinations revealed
violations of the rule sufficiently serious to result in recommendations
for possible investigation to the appropriate enforcement staff of the
Commission, NASD, or Florida. As this data suggests, however, the
examination sweep did disclose that there was substantial
compliance with the new rules by a large majority of firms examined.

A review of broker-dealers engaged solely in a government securities
business was undertaken during fiscal year 1990. An examination of
Stotler & Company, a registered government securities dealer,
resulted in revocation of the firm's registration on findings of net
capital deficiencies ranging between $11 and $12 million, and failure
to become a member of a registered securities association, establish
and maintain current records, and prepare and file financial reports.

Cold Calling Rule Interpretations

The division worked with the NASD in developing a question-and-
answer INASD Notice to Membersoon Rule 15¢2-6 under the
Exchange Act, the Commission's ftold calling rule.0 The question-
and-answer release covered a number of frequently asked questions
under the rule, which imposes suitability and customer agreement
requirements on broker-dealers recommending certain low priced
stocks to new customers. The division also worked with the NASD to
prepare sample customer forms for satisfying the rule's requirements.
These forms were published in a subsequent NASD Notice to
Members.

Commission Dollar Practices



Section 28(e) of the Exchange Act provides a safe harbor for the use
by money managers of commission dollars of their advised accounts
to obtain investment research and related brokerage services.**° On
July 25, 1990, the Commission authorized the Division of Market
Regulation to respond to a request of the Department of Labor for an
interpretation of the safe harbor as applied to these fsoft dollar
practicesoinvolving employee benefit plans covered by the Employee
Retirement Income Security Act of 1974.**° The division interpreted
the scope of Section 28(e) as not extending to transactions by a
money manager effected with a broker-dealer on a principal
(including riskless principal) basis or to futures transactions.'** The
division indicated that the statutory exemption should not be
expanded by interpretation to encompass an area not clearly
envisioned by Congress.

Foreign Broker-Dealers

In a series of no-action letters, the division adopted a flexible
approach to recent developments in the international capital markets
while satisfying investor protection and enforcement concerns. The
division issued a no-action letter to the International Stock Exchange
of the United Kingdom and the Republic of Ireland, Ltd. (ISE)**
permitting the ISE to establish a representative office in New York
City to familiarize certain broker-dealers and large financial
institutions in the United States with standardized United Kingdom
equity and index options traded on the ISE's London Traded Options
Market (LTOM), without the ISE or LTOM registering as an exchange
under Section 6,"** LTOM members registering as broker-dealers
under Section 15(b),"** or the London Options Clearing House
registering as a clearing agency under Section 17A of the Exchange
Act.'* The ISE agreed to adopt rules requiring LTOM members to
assure that United States customers (a) are eligible broker-dealers or
institutions under Rule 144A and Regulation S under the Securities



Act; (b) have actual experience in the United States options markets;
and (c) have received a LTOM disclosure document and an options
disclosure document, as required by Rule 9b-1 under the Exchange
Act.

The division also took a no-action position'*® with respect to the
treatment of unregistered firms that are members of the Association
of International Bond Dealers (AIBD) as broker-dealers, and not as
fcustomers,ofor purposes of Rule 10b-10 under the Exchange Act,
thereby permitting registered broker-dealers that are AIBD members
to use the AIBD's confirmation procedures, instead of those imposed
by Rule 10b-10, solely with respect to transactions with other AIBD
members. In another interpretation of Rule 10b-10, the division took
the position that foreign banks acting as securities professionals also
are not fcustomers.d’

The division extended indefinitely its temporary no-action position
regarding application of the broker-dealer registration requirements of
Section 15(a) of the Exchange Act to TOPIC Services, Inc. (TOPIC),
a provider of quotation information, the ISE, and market makers in
securities listed in the ISE's Stock Exchange Automated Quotations
system (SEAQ) that transmits quotations to subscribers of TOPIC
terminals in the United States, provided there are no other substantial
United States contacts.*® In another interpretive letter, the division
stated that foreign market makers participating in a pilot program
involving the exchange and dissemination of quotations in the
NASDAQ and SEAQ systems are exempt from the application of
Section 15(a) under Rule 15a-6, because the only United States
recipients of quotations would be qualifying NASDAQ registered
market makers.'*® The division also extended indefinitely its no-action
position under Section 15(a) regarding the participation of the Stock
Exchange of Singapore and its members in a pilot program with the



NASD, consisting of a daily interchange of static quotes compiled at
the close of each market day.*

International Offerings

During fiscal year 1990, the Commission took several actions with
respect to the application of Rules 10b-6, 10b-7, 10b-8, and 10b-13
under the Exchange Act to transactions involving concurrent United
States and foreign securities distributions, rights offerings, and tender
offers. Rule 10b-6 proscribes certain conduct by persons participating
in a distribution to prevent such persons from artificially conditioning
the market for a security to facilitate the distribution. Rule 10b-7
governs market stabilization activities during an offering. Rule 10b-8
governs the market activities of participants in a rights offering. Rule
10b-13 prohibits purchases otherwise than pursuant to a tender offer
or exchange offer from the time such offer is publicly announced until
the offer expires. The Commission granted relief under these anti-
manipulation rules for multinational offerings that permitted non-
United States persons to continue certain customary market activities
in foreign jurisdictions during multinational transactions, subject to
certain conditions designed to prevent a manipulative impact on the
United States market.

For example, an exemption was granted to permit a United Kingdom
market maker affiliate of the dealer managers of concurrent United
States and United Kingdom tender offers to continue passive market
making activities during the tender offers.** Similarly, a United
Kingdom market maker affiliated with a distribution participant was
permitted to continue its market making activity during a concurrent
United Kingdom and United States rights offering.*>* In connection
with sales in the United States of foreign securities pursuant to
Securities Act Rule 144A, exemptions were granted to Swedish, ™
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Finnis and Frenc iIssuers to permit the broker-dealers to
engage in passive market making during the distribution.

In October 1990, the Commission reproposed the Multijurisdictional
Disclosure System, which included proposed no-action positions
under Rules 10b-6 and 10b-13 to permit participants in certain cross-
border exchange and tender offers to engage in certain activities
permitted under Canadian law.*®

Short Sales

In April 1990, the Commission published a staff interpretation under
Exchange Act Rule 10a-1, the short sale rule, clarifying an earlier
staff letter.”®” The interpretation permits market participants to
liguidate existing index arbitrage positions consisting of long baskets
of stock and short index futures or options without aggregating long
stock positions with short positions in those stocks in certain other
proprietary accounts, provided that those short positions are fully
hedged. The release emphasized, among other things, that the
interpretation is limited to the liquidation of index arbitrage positions
established in compliance with Rules 3b-3 and 10a-1 under the
Exchange Act.

Report to Congress on Proposed Amendment to Section 11(a) of
the Exchange Act

Section 11 (a) of the Exchange Act provides generally that exchange
members and their associated persons are prohibited from effecting
securities transactions on the floor of an exchange of which they are
members for their own accounts, accounts of their associated
persons, and accounts over which the members or their associated
persons exercise investment discretion. The Commission transmitted
to Congress a report of the Division of Market Regulation™® in



response to a congressional request for the Commission's view on a
legislative proposal by Fidelity Management & Research Company
(Fidelity) to amend Section 11(a).**° The Commission concurred in
the conclusion of the division's report. Fidelity proposed excluding
from the prohibitions of Section 11 (a) the execution by broker-
dealers of trades for accounts for which exchange members or their
associated persons exercise investment discretion.

In the report, the division traced the developments in the industry that
led to the adoption of Section 11(a), legislation reflecting Congress's
concern with market dislocations, trading advantages, and perceived
conflicts of interest arising from the combination of money
management and brokerage functions. The division concluded that
elimination of the managed account provision of Section 11(a) would
reduce costs for affiliated brokers executing orders for managed
accounts, without significantly changing the extent to which money
managers would use affiliated brokers. However, the division
concluded that the compensation authorization and annual disclosure
requirements of Rule 11a2-2(T) cause account managers to focus on
possible conflicts of interest. The division therefore recommended the
elimination of the managed account provision of Section 11(a),
provided that the legislation

gives the Commission rulemaking authority to retain the managed
account authorization and compensation disclosure requirements.

Financial Responsibility Rules

On August 15, 1990, the Commission proposed for comment
amendments to Rule 15¢3-1 under the Exchange Act concerning the
withdrawal of capital from a broker or dealer.®® The proposed
amendments were a response, in part, to the bankruptcies of the
Drexel Burnham Lambert Group, Inc. and its registered broker-dealer



subsidiary, Drexel Burnham Lambert, Inc., and are designed to
address the situation where a parent or affiliate of a broker-dealer
withdraws capital from the broker-dealer. The amendments are
intended to improve the Commission's ability to protect the customers
and creditors of a broker or dealer in those circumstances where a
financial problem in a holding company or other affiliate leads to
withdrawal of capital from the broker or dealer. The amendments
would create a new early warning level under the net capital rule that
would prohibit brokers and dealers from withdrawing capital at an
earlier stage than is now permitted. Additionally, the proposal would
require brokers and dealers to notify the Commission in advance of
certain significant withdrawals of capital. Finally, the amendments
would establish procedures under which the Commission may, by
order, halt the withdrawal of capital from a broker or dealer when the
Commission believes that the withdrawal may be detrimental to the
financial integrity of the firm.

On January 31, 1990, the division issued a no-action letter to the
NYSE and the NASD in which it allowed brokers and dealers to treat
certain options contracts not listed on an exchange as listed options
contracts for the purposes of the net capital rule.*®* The letter
specifies the circumstances under which brokers and dealers may
take advantage of the more beneficial treatment accorded listed
options contracts under Rule 15c3-1.

On August 6, 1990, the division issued a no-action letter to the
Securities Industry Association*®? stating that, for purposes of
complying with the requirements of Rule 15¢3-3a, the Formula for
Determination of Reserve Requirement for Brokers and Dealers
Under Rule 15¢3-3 (Reserve Formula), and the quarterly securities
count specified in Rule 17a-13, brokers and dealers may treat the
actual settlement date of certain foreign issued and settled securities
as the settlement date for purposes of these provisions. If the



settlement cycle is on a iseller's option basis,othe settlement date
must be a date no more than 30 days from the trade date. The letter
also permits brokers and dealers to include as debit items in their
Reserve Formula computations foreign issued and settled failed-to-
deliver securities contracts outstanding less than 30 days past the
customary settlement date that allocate to either failed-to-receive
contracts or other includable contracts. The letter sets forth certain
conditions that must be met for brokers and dealers to operate under
its provisions.

Lost and Stolen Securities

Rule 17f-1 under the Exchange Act sets forth participation, reporting,
and inquiry requirements for the Lost and Stolen Securities Program
(Program). As of September 31, 1990,23,028 institutions were
registered in the Program. Statistics for calendar year 1989 (the most
recent year available) reflect the Program's continuing effectiveness.
During that year, registered institutions reported as lost and stolen,
missing or counterfeit 866,306 certificates valued at $2,136,398,027.
Those institutions also reported the recovery of 123,599 certificates
valued at $589,785,817. At the end of 1989, the aggregate value of
securities contained in the Program's database was
$16,625,727,986. Program participants (e.g., banks and broker-
dealers) made inquiries concerning 2,861,196 certificates. Inquiries
concerning 5,298 certificates valued at $10,681,680 matched reports
of lost, stolen or missing securities on file in the database.

Oversight of Self-Regulatory Organizations
National Securities Exchanges

As of September 30, 1990, there were nine active securities
exchanges registered with the Commission as national securities



exchanges: the Amex, BSE, CBOE, CSE, MSB, NYSE, Phlix, PSE,
and SSE. During fiscal year 1990, the Commission granted exchange
applications to delist 106 debt and equity issues and nine options
iIssues, and granted applications by issuers requesting withdrawal
from listing and registration for 33 issues. In addition, the Commission
granted 843 exchange applications for unlisted trading privileges.

The exchanges submitted 107 proposed rule changes to the
Commission during fiscal year 1990. Many of these filings are
described in the section above entitled fiSecurities Markets, Facilities,
and Trading.0Among the most notable other rule changes that were
granted Commission approval were proposals by the NYSE and
CBOE to trade standardized baskets of 500 stocks at an aggregate
price in a single execution.'®® Relatedly, the Commission also
approved a MSE proposal to establish a secondary trading session
that would operate from 4:30 p.m. until 6:00 p.m. EST, for the
execution of transactions in portfolios of securities through its
automated Portfolio Trading System.***

The Commission also approved various proposed rule changes
relating to the evaluation of exchange specialists. The most
significant of these proposals included the Amex's revision of its
specialist performance, allocation, and reallocation procedures,
including revisions of its specialist unit evaluation questionnaire;*®® a
MSE proposal to revise its Co-Specialist Evaluation Questionnaire,
which is completed periodically by floor brokers in order to assess the
performance of MSE co-specialists;'®® and NYSE proposals to revise
and codify its procedures governing the allocation of equity securities
to specialist units,'®” and to modify its Specialist Performance
Evaluation Questionnaire in order to establish a new rating scale and

a relative scoring methodology.*®®



With regard to the listing of securities on the exchanges, the
Commission approved proposals submitted by the Amex and NYSE
relating to listing guidelines for fhybridosecurities possessing both
debt, equity, and/or derivative characteristics:'® proposals by the
NYSE and MSE to list and trade contingent value rights;*"°and a
proposal by the CSE to upgrade its listing standards for common
stock, preferred stock, warrants, and bonds.*”* Furthermore, the
Commission partially approved a NYSE proposal to adopt a voting
rights listing standard that is designed to guard against the potential
disenfranchisement of existing common stock shareholders.*’? This
voting rights listing standard used the language and concepts of the
Commission's Rule 19c-4, which was ordered vacated by the D.C.
Circuit Court during fiscal year 1990.'"

In addition, the Commission approved proposed rule changes
submitted by the MSB and PSE to allow such exchanges to exempt
their governors from monetary damages for breach of fiduciary duty
to the exchange, limiting such exemption to those situations not
involving a violation of the federal securities laws.*”* The Commission
also approved proposals by the MSE and PSE to reduce from 30
seconds to 15 seconds the exposure period for orders entered
through their respective automated small order routing and execution
systems,'’”® and, on a six-month pilot basis, a MSE proposal whereby
the guaranteed execution price of small agency market orders
received over the MSE Automatic Execution System are improved
automatically from the consolidated best bid or offer according to
predefined criteria.'”®

An Amex proposal to adopt a new disciplinary fine system for general
rule violations and to amend the Amex's minor rule violation
enforcement and reporting plan was approved by the Commission.*””
The Commission also approved the addition of 19 rules to the list of
NYSE rules that are covered by its minor rule violation plan.*"® In



addition, the threshold for member reporting of certain judgments,
settlements, or claims under NYSE Rule 351 was increased from
$5,000 to $15,000 for associated individuals and from $5,000 to
$25,000 for member organizations.*"

During fiscal year 1990, the Commission approved a NYSE proposal
that, for a one-year pilot period, would provide market-on-close
(MOC) orders with the closing price fwhenever practicable,6and to
allow for the execution of matched MOC orders entered by the same
firm.*®° The Commission also approved a modified version of the
General Securities Representative (Series 7) Examination developed
by the NYSE."®! By obtaining a passing score on this modified
examination, a qualified registered representative can satisfy the
requirements to become a registered representative with a NYSE
member organization.

The PSE's proposal to establish an electronic access membership,
the Automated System Access Privilege (ASAP), was approved by
the Commission during fiscal year 1990.'®* The ASAP system allows
certain qualified broker-dealers who are not regular PSE members to
obtain access to the PSE's automated trading systems. In addition, a
CSE proposal to increase its minimum net capital requirement for
Designated Dealers to $100,000 was approved by the
Commission.*®®

The Commission approved two significant rule changes submitted by
the NYSE that revised its odd-lot pricing procedures. First, the
Commission approved the NYSE's proposal to establish the use of a
fBest Pricing Quoteodin order to provide odd-lot customers with the
best prices available in the national market system.'®* The
Commission also approved the NYSE's proposal to establish a four-
month, three-firm pilot program that eliminates all odd-lot differentials
and extends the NYSE's current ino commission policyoto provide



that no floor brokerage charges shall be imposed on systematized
odd-lot orders.*®

Finally, several proposals submitted by the BSE to amend its
Constitution were approved by the Commission.*® These proposals
included, among other things, changes in the composition of the
BSE's Board of Governors, modification of certain constitutional
provisions regarding BSE committees, clarification of the BSE's
membership provisions, and changes in the composition of the BSE's
Nominating Committee in order to provide for a greater diversity of
representation among member firms.

NASD

The NASD, the only national securities association registered with the
Commission, has over 6,500 member firms. In fiscal year 1990, the
NASD reported a total of 1,011 final disciplinary actions, consisting of
893 formal and summary disciplinary actions by its district
committees and 118 formal and summary actions by its NASDAQ
and market surveillance committees.

In addition, in fiscal year 1990, the Commission received 64 filings of
proposed rule changes and approved 58 proposed rule changes.
Among the significant rule changes approved by the Commission, in
addition to those discussed above in the section on fSecurities
Markets, Facilities, and Trading,0were: (a) proposals relating to
qualification standards for NASDAQ/NMS securities, and, in
particular, requirements for shareholder approval of certain issuances
of securities;*®” and (2) a proposal that prohibits NASDAQ market
makers from entering agency orders into the NASD's Small Order
Execution system, while reiterating a market maker's obligation to
obtain best execution for its customer orders.*®® The Commission
also approved rule changes that prohibit the disenfranchisement of



common stock shareholders of issuers included in the NASD's
NASDAQ/NMS system,'® and a proposal that allows the NASD to
institute expedited remedial action against a NASD member or
associated person if the member or person has engaged, and there is
a reasonable likelihood that the member or person will again engage,
in securities law violations.'*® Additionally, the Commission approved
a NASD proposal that requires NASD members to make reasonable
efforts to obtain information from customers concerning their financial
status, tax status, investment objectives, and such other information
used or considered to be reasonable and necessary by the member
in making investment recommendations to the customer.***

Clearing Agencies

During fiscal year 1990, the Commission received 114 proposed rule
changes from registered clearing agencies. Ninety-two rule changes
from those clearing agencies were approved, and three were
withdrawn. For example, the Commission approved a proposed rule
change by NSCC that limits the use of letters of credit to meet a
member's required clearing fund contribution to 70 percent of the
member's required deposit.*** The Commission also approved
NSCC's proposal to include in NSCC's continuous net settlement
system member transactions in book-entry-only municipal
securities.’®® The Commission also approved, on a temporary basis,
a rule change by the Midwest Securities Trust Company that
expanded participant eligibility to include certain insurance and
investment companies.'®* In addition, the Commission approved
MBSCC's proposal regarding its Settlement Balance Order (SBO)
system, which, among other things, introduces two-side reporting and
comparison of SBO trades, provides procedures for the resolution of
uncompared trades, and revises the SBO Cash Adjustment.®

Municipal Securities Rulemaking Board



The Commission received nine proposed rule changes from the
Municipal Securities Rulemaking Board (MSRB) and approved 10
MSRB rule filings. At the close of fiscal year 1990, three MSRB rule
filings were pending.

Of particular note among the approved rule filings was the adoption of
MSRB Rule G-36, which requires underwriters to submit copies of
final official statements and other documents to the MSRB for certain
new-issue municipal securities.®® The proposal also established a
public access facility for copying documents.

Inspections of SRO Surveillance and Regulatory Compliance

The Commission staff conducted an inspection of the NASD's Anti-
Fraud Department, reviewing procedures and cases pertaining to
serious market manipulation and sales practice abuses. The
inspection generally disclosed thorough investigations conducted by
the NASD staff with a few minor deficiencies involving case resolution
and documentation. The staff concluded that the Anti-Fraud
Department administers an effective enforcement and regulatory
program and, in particular, found that members' retail mark-ups on
OTC securities were analyzed in a manner consistent with NASD
guidelines and relevant Commission decisions.

The staff also conducted an inspection of the NYSE Division of
Enforcement, concentrating primarily on that division's procedures
and cases originating from regulatory programs administered by the
exchange. The inspection considered the adequacy of investigations
and sanctions in cases opened by the exchange since 1987 and
closed in 1988 and 1989. The staff concluded that, overall, the
exchange is enforcing its members' compliance with the federal
securities laws and NYSE rules in a satisfactory manner. The staff



also noted a significant improvement in the NYSE's enforcement
program as a result of the implementation of a new and expanded
management structure, increased staff, and revised case
management procedures. The staff found that although the cases
reviewed reflected thorough investigations and meaningful sanctions,
some minor deficiencies existed in Enforcement’'s documentation of
investigations and processing of cases. Thus, the staff suggested that
the NYSE's enforcement division continue to seek enhanced
monitoring and development of future investigations.

The staff conducted an inspection of the work of the NASD's National
Business Conduct Committee (NBCC) to assess the organization and
role of the NBCC and to evaluate the NBCC's exercise of authority in
formal disciplinary matters. In particular, the inspection focused on
the NBCC's ability to ensure uniform application of NASD procedures
and rules among the 14 NASD district offices. The staff concluded
that, in general, the NASD's NBCC operates an effective and
thorough program, and that the NBCC attains uniformity among the
districts' disciplinary proceedings. Minor deficiencies in the program
were found, including instances where the NBCC did not review?
cases in which the sanctions imposed by the local committees were
below the NASD Guidelines for Determining Remedial Sanctions.
The staff made pertinent recommendations to correct those
deficiencies.

The staff conducted an inspection of the NYSE's Department of
Arbitration to evaluate the effectiveness of the NYSE arbitration
program in the processing and resolution of disputes between NYSE
members and their customers. In particular, the staff considered
whether new rule changes, adopted by the NYSE in May 1989 in
response to Commission concerns regarding the rules and
procedures governing SROs sponsored by Arbitration, were
successful in improving the documentation and fairness of cases



administered by the exchange. The staff also reviewed the adequacy
and thoroughness of case documentation, the efficiency of the case
management system, and the role of the Arbitration Department in
processing cases. While the inspection revealed substantial
deficiencies in case administration and file management, the staff
concluded that the Arbitration Department generally administers a fair
and efficient program with improved case management occurring
after recent amendments to NYSE arbitration rules and procedures.
The staff made several recommendations to remedy the weaknesses.

The staff conducted an inspection of the Amex's Options Sales
Practice Department and Enforcement Department, which are
responsible for detecting options sales practice abuses during broker-
dealer examinations and investigations and enforcing compliance
with the federal securities laws and Amex rules. The staff concluded
that, overall, these departments conduct extensive and well-
documented investigations and that the Amex had satisfactorily
addressed the deficiencies noted in previous inspections conducted
in 1986 and 1988. The staff noted, however, that (1) sales practice
examiners did not always conduct sufficient reviews for all sales
practice issues, such as suitability, and (2) that the Amex did not
adequately resolve all apparent violations. Thus, the staff
recommended that the Options Sales Practice Department revise its
procedures to ensure adequate and consistent determinations of all
apparent violations. In addition, the staff found that Enforcement
Department investigations generally were thorough and sanctions
were appropriate; however, the staff recommended improved file
maintenance to address minor documentation deficiencies in a few
cases.

The staff also reviewed the Amex Examinations Division's financial
surveillance and broker-dealer examination programs for six
members conducting business with public customers for which the



Amex serves as designated examining authority. The staff noted
some minor deficiencies and recommended improved workpaper
documentation and review, expanded sales practice reviews and
documentation, and improved analysis for compliance with the
possession and control requirements of Rule 15¢3-3.

The Commission's nine regional offices conducted routine oversight
inspections of regulatory programs administered by eight of the
NASD's 14 district offices. These inspections included evaluations of
the districts' broker-dealer examinations and their financial
surveillance and formal disciplinary programs, as well as
investigations of customer complaints, terminations of registered
representatives for cause, and members' notices of disciplinary
action. Although these inspections disclosed several deficiencies
involving a variety of issues, most were characterized as less serious
in degree and magnitude. Overall, these inspections revealed that the
NASD districts were effectively meeting their regulatory
responsibilities.

The staff also conducted an inspection of the surveillance,
investigatory, and disciplinary programs of the NYSE for trading in
equity and index options. The staff found that, overall, the NYSE
programs were functioning adequately for the current level of equity
and index options trading on the exchange. The staff found, however,
that current staff resources for the Options and Special Product
(OSP) unit were barely sufficient to review NYSE options trading as
well as program and related stock index futures and options trading,
an area where the unit also has responsibility. The staff found
relatively lengthy completion times for options trading investigations,
including less difficult investigations such as for position limit, trade
adjustment, and audit trail reporting violations. As a result, the
division recommended that the NYSE critically examine present



staffing levels of the OSP unit to determine whether the allocation of
additional resources is warranted.

The staff also completed an inspection of the surveillance,
investigatory, and disciplinary programs of the NYSE for program
trading and related trading in stock index futures and options. The
staff recommended that the NYSE develop automated quality check
procedures to monitor the accuracy of the daily program trading
reports submitted to the NYSE by members, evaluate the feasibility of
accelerating the process of collecting program trading data for
incorporation into routine surveillance procedures and trading
reconstructions, expand its collection of program trading data, and
more aggressively institute disciplinary actions against members who
repeatedly submit inaccurate or incomplete information. The staff also
conducted and completed special purpose inspections of the
systems, policies, and procedures designed to develop and monitor
the production of options audit trails of the two most active options
exchanges, the Amex and the CBOE. The staff found that, overall,
while the Amex and CBOE options audit trails were conceptually
sound, the accuracy of the audit trails of both exchanges needed
continued improvement. The staff recommended that the exchanges
take regulatory actions to improve compliance levels by floor
members. The staff also recommended that the exchanges perform
immediate audits to address systemic problems in floor reporting
procedures and impose more stringent requirements for time
stamping of order tickets.

The staff also conducted and completed special purpose inspections
of the systems, policies, and procedures designed to develop and
monitor equity audit trails at the three primary equities markets- -the
NYSE, Amex, and NASD. The staff concluded that the equity audit
trail systems at these three SROs generally were sound. The staff
found no major systemic flaws or weaknesses in the procedures to



reconstruct trading, although the report noted the need for
iImprovements in both completeness and accuracy.

Finally, the staff prepared a report on trading and price volatility
experienced in the securities markets on October 13 and 16, 1989.
The report contained an analysis of program trading and related stock
index futures and options trading strategies on market volatility during
this period. In this report, the staff found that: (1) futures selling was
focused in speculative accounts, foreign accounts (which the division
identified as mostly short-term speculative trading accounts), options
market makers and major broker-dealers that were hedging large
institutional options put writing and (2) floor traders (locals) at the
Chicago Mercantile Exchange, Inc. (CME), the largest market for
stock index futures contracts, did not provide net liquidity to the
market. At critical times during the price declines on October 13,
locals were active sellers. When the decline began, selling by locals
hit a peak of 50.1 percent of the total S&P futures sell volume.

In addition, the staff found that, unlike the 1987 market break, stock
index futures selling was not dominated by institutions. Instead, at
critical times during the decline on October 13, institutions were net
buyers. As in the case of the 1987 market break, however, the staff
also concluded that index arbitrage and other program selling
significantly accelerated and exacerbated the market decline. A
number of these index arbitrage transactions were not executed
contemporaneously but rather were fleggedoin a manner that more
closely resembled short-term speculative trading. Finally, the
imposition of the CME's 12-point price limit for the S&P futures
coincided with a sharp drop off in the level of program selling on the
NYSE and a reduction in the rate of the price decline in stocks. While
a direct causal relationship is difficult to establish, at a minimum, the
staff's findings did not indicate any harm to the markets attributable to
the imposition of the circuit breaker mechanisms.



Applications for Re-entry

During fiscal year 1990, the Commission received 50 SRO
applications to permit persons subject to statutory disqualification, as
defined in Section 3(a)(39) of the Exchange Act, to become or remain
associated with broker-dealers. The distribution of filings among the
SROs was: NASD -- 39; NYSE -- 9; Amex -- 1; and MSE -- 1. Of the
total filings processed in 1990, including those received but not
completed in 1989, one was subsequently withdrawn, forty-seven
were completed, and two were pending at year-end. No applications
were denied.

SRO Final Disciplinary Actions

Section 19(d)(l) of the Exchange Act and Rule 19d-1 thereunder
require all SROs to file reports with the Commission of all final
disciplinary actions. A Rule 19d-1 filing reports the facts about a
completed action that may have been initiated at any time during the
previous years. The time needed to complete a SRO disciplinary
action frequently reflects the severity of the violation(s) charged, the
number of respondents involved, and the complexity of the underlying
facts. SROs generally conclude cases involving minor or technical
violations with a single respondent in less than a year. Cases
involving serious trading violations (e.g., price manipulation, insider
trading, frontrunning, etc.) require more time to complete because of
the necessity of demonstrating specific intent to the disciplinary panel
that acts as trier of fact. Consequently, the absolute volume of Rule
19d-1 notices submitted by a SRO in a given year is not a precise
measure of its proficiency in market surveillance and compliance.
Nevertheless, the number of actions reported can be useful in
assessing the regulatory effectiveness of different SROs over similar



time periods, and this information has proven useful in focusing
inspections of SRO regulatory programs.

In fiscal year 1990, the Amex filed 36 Rule 19d-1 reports; the BSE
filed one; the CBOE filed 160; the MSE filed 5; the NYSE filed 230;
the Phix filed 125; the PSE filed 37; the registered clearing agencies,
the Cincinnati and Spokane Stock Exchanges filed none; and the
NASD filed 1,011."%"

Securities Investor Protection Corporation (SIPC)

The SIPC Fund amounted to $557.4 million on September 30, 1990,
an increase of $107.1 million from September 30, 1989. Further
financial support for the SIPC program is available through a $500
million confirmed line of credit established by SIPC with a consortium
of banks. In addition, SIPC may borrow up to $1 billion from the
United States Treasury Department, through the Commission.



INVESTMENTCOMPANIES ANDADVISERS

The Division of Investment Management oversees the regulation of
investment companies and investment advisers under two companion
statutes, the Investment Company Act of 1940 (Investment Company
Act) and the Investment Advisers Act of 1940 (Investment Advisers
Act), and administers the Public Utility Holding Company Act of 1935
(Holding Company Act).

Key 1990 Results

The tables below show the number and size in terms of assets of
registered investment companies and investment advisers and the
number of examinations of those registrants performed over the last
five years.

[table omitted]

The number of registered investment companies decreased by less
than one percent during fiscal year 1990. The lack of growth in the
number of registered investment companies may be attributed, in
part, to the fact that many investment companies combined several
separate portfolios or investment series in one investment company
registration statement. The Division of Investment Management
estimates that the fiscal year 1990 registrant population consisted of
16,600 separate portfolios or series of investment companies.
Registered investment companies added 630 new portfolios or series
during fiscal year 1990, an increase of 3.9 percent. The number of
registered investment advisers grew by 7.1 percent and the assets
they manage increased by 11.4 percent.



During fiscal year 1990, the number of investment company
examinations completed increased by 25.7 percent over the prior
year. Investment adviser examinations also increased by 9.3 percent
during the same period.

Key 1990 results included the formation of a task force to reexamine
the regulation of investment companies and the publication of a
concept release requesting comments on issues identified by the task
force. The Commission issued proposed amendments to Rules 2a-7,
6c-9, and 31a-2 under the Investment Company Act. The
Commission also adopted Rule 52 under the Public Utility Holding
Company Act to allow the issuance and sale of certain securities to
proceed without filing an application in certain circumstances and
Issued a notice requesting comment on the need to eliminate or
modify any of the conditions in Rule 52 as adopted.

Reexamination of the Regulation of Investment Companies

In March 1990, the Commission formed a task force to reexamine the
regulation of investment companies. The task force is expected to
make recommendations concerning legislation and rules to reform
the regulatory structure of investment companies. Issues examined
by the task force include: (1) internationalization and cross-border
sales of investment company and investment advisory services; (2)
alternative structures for investment companies; (3) securitization of
assets under the Investment Company Act; (4) distribution of the
shares of open-end investment companies; (5) repurchase of shares
by closed-end investment companies; (6) advertising by open-end
companies under the Securities Act of 1933 (Securities Act) and the
prospectus delivery requirements for unit investment trusts and open-
end companies; (7) reform of insurance product regulation; and (8)
bank involvement with investment companies. On June 15, 1990, the



Commission issued a concept release seeking comment on these
and other issues.'®

EDGAR Filings

Nearly half of all active registered management investment
companies are now making electronic filings on Form N-SAR. The
Division of Investment Management is working with the Office of
Information Systems Management to develop an efficient means to
transfer the information contained in these filings to a database that
will permit automated analysis of the information. This database will
be a useful resource in the investment company inspection program
and other Commission activities.

Regulatory Policy
Significant Investment Company Act Developments

In July 1990, the Commission proposed for public comment
amendments to rules and forms affecting money market funds,
including an amendment to Rule 2a-7 under the Investment Company
Act, which permits money market funds to maintain a stable price of
$1.00 per share.'® The proposed amendments would require
prominent disclosure that fund shares are neither insured nor
guaranteed by the United States government and that there is no
assurance that the fund will be able to maintain a stable price per
share. The proposed amendments would reduce the dollar-weighted
average portfolio maturity of money market funds from 120 days or
less to 90 days or less and require that no money market fund
portfolio security have a maturity in excess of two years.

In addition, money market funds (other than tax-free money market
funds) would not be able to (1) invest more than five percent of fund



assets in the securities of any one issuer, except the United States
government, (2) invest more than one percent of fund assets in the
securities of an issuer carrying a rating from any nationally
recognized statistical rating organization (NRSRO) that is less than
the highest rating issued by the NRSRO, or (3) invest more than five
percent of total fund assets in securities having less than the highest
rating of an NRSRO. A security would have to be rated fhigh qualityo
by all NRSROs rating the security. The proposed revisions also
specify the actions that a fund must take if it holds securities that
have gone into default or the ratings of which have been
downgraded. Finally, the rule would require that any fund holding
itself out as a money market fund but not relying on Rule 2a-7, meet
the conditions of the rule relating to portfolio diversification, quality,
and maturity.

During fiscal year 1990, the Commission proposed an amendment to
Rule 6¢-9 to expand the exemption from registration under the
Investment Company Act to include the offers and sales of equity
securities by foreign banks. The proposed amendment also would
exempt the offers and sales of securities by foreign insurance
companies, Canadian trust companies and loan companies, and
foreign bank and foreign insurance holding companies that meet
certain requirements.?® The proposed amendment would eliminate
the need for these foreign entities to obtain exemptive orders with
respect to such offers and sales. The Commission also issued an
interpretive release stating its position that United States branches
and agencies of foreign banks, for the limited purpose of issuing
securities in the United States, will be considered banks under the
Investment Company Act and exempted from registration as
investment companies.?*

The Commission proposed an amendment to Rule 31a-2 under the
Investment Company Act to clarify the location and language aspects



of the recordkeeping requirements for United States registered
investment companies, particularly those United States investment
companies that invest in foreign securities.”®? The proposed
amendment requires that a set of those books and records forming
the basis for financial statements (required to be maintained by
United States investment companies under certain provisions of Rule
31a-1 under the Investment Company Act) must be preserved in the
United States, and that such books and records, if created by the
United States investment company, must be preserved in the English
language.

Significant Public Utility Holding Company Developments

As of June 30, 1990, 13 gas and electric public utility holding
companies were registered under the Public Utility Holding Company
Act of 1935 (Holding Company Act). This total is comprised of 67
electric or gas utility subsidiaries, 106 non-utility subsidiaries, and 39
Inactive companies, for a total of 212 companies operating in 24
states (excluding seven power supply subsidiary companies). These
registered systems had aggregate assets of $93.1 billion as of June
30, 1990, an increase of $900 million over June 30, 1989. Total
operating revenues for the 12 months ended June 30, 1990 were
$35.4 billion, a $1.2 billion increase from the 12 months ended June
30, 1989.

During fiscal year 1990, the Commission authorized the issuance of
nearly $5 billion of senior securities and common stock financing for
the 13 registered systems consisting of $3.9 billion in long-term debt
financing and $1.1 billion in common and preferred stock. Long-term
debt financing decreased by 2.5 percent from fiscal year 1989
primarily due to the volume of refinancing undertaken in prior years.
Additionally, $262 million in pollution control financing and $4.6 billion
in short-term debt financing were approved. Pollution control



financing increased 55 percent from amounts authorized in fiscal year
1989. Short-term debt decreased 41 percent from the previous fiscal
year. The Commission also authorized $205 million of investments in
qualified cogeneration and small power production facilities and
energy management and audit systems. Total financing
authorizations decreased 34.8 percent over 1989, from $15.5 billion
to $10.1 billion. Finally, the Commission authorized $340 million for
nuclear fuel, and oil and gas development and exploration in fiscal
year 1990.

The Commission audits service companies. It also reviews the fuel
procurement activities, accounting policies, annual reports of
registered holding company subsidiary service companies and fuel
procurement subsidiaries, and quarterly reports by registered holding
company non-utility subsidiaries. Electric utility subsidiaries of
registered holding companies were required to reduce the cost of fuel
billed to customers by the amount of revenues gained from (a) the
sale of excess oil and gas to non-associate companies and (b)
subleasing and transloading of coal and oil barges. Approximately
$22.6 million in savings to consumers was realized as a result of this
requirement.

The Commission adopted one rule during fiscal year 1990. Rule 52
allows the issuance and sale of certain securities by public utility
subsidiary companies of registered holding companies to proceed
without filing an application, provided certain conditions are met.**®
The Commission adopted Rule 52 essentially as proposed to permit
the immediate realization of the rule's benefits. The Commission also
iIssued a notice requesting comments on the need to further revise
Rule 52 to eliminate or modify certain of the existing conditions.*®

Significant Institutional Disclosure Program Developments



Section 13(f)(l) of the Securities Exchange Act of 1934 (Exchange
Act) and Rule 13f-1 require specified finstitutional managersoto file
quarterly reports on Form 13F. Under Rule 13f-2(T), these managers
may file the report on Form 13F-E through magnetic tape by using
the Commission's pilot Electronic Data Gathering, Analysis, and
Retrieval (EDGAR) system. Managers filing these reports disclose
specified equity holdings of the accounts over which they exercise
investment discretion. For the quarter ended September 30, 1990,
Form 13F reports were filed by 1,003 managers for total holdings of
$1.3 trillion. Sixty managers of this group reported holdings over $90
billion.

Form 13F reports are available to the public at the Commission's
Public Reference Room promptly after filing. Two tabulations of the
information contained m these reports are available for inspection: (1)
an alphabetical list of the individual securities showing the number of
shares held by the managers reporting the holding and (2) a list with
the total number of shares of a security reported by all reporting
managers. Both tabulations normally are available two weeks after
the date on which the reports must be filed.

Significant Applications and Interpretations
Investment Company Matters

On October 19, 1990, the Commission sued a conditional order on an
application filed by The SuperTrust Trust for Capital Market Shares,
Inc.?® The order granted applicants an exemption under Section 6(c)
of the Investment Company Act from Sections 4(2) and 22(d) of the
Act and Rule 22c-1 thereunder and approved an offer of exchange
under Sections 11 (a) and 11 (c) of the Act. The order permits a unit
investment trust to issue redeemable securities that are divisible into
non-redeemable components, authorizes secondary market



transactions in such redeemable securities at negotiated prices, and
approves the exchange of shares of an open-end management
company for units of beneficial interest in a unit investment trust.

In August 1990, the Commission granted an exemption from the
Investment Company Act to a public finance authority established by
the State of Western Australia to enable it to issue and sell debt
securities in the United States.?® The exemption will provide Western
Australia with an alternate source of funding for the operations of
certain public authorities in Western Australia.

In February 1990, the Commission staff learned that Smith Barney,
Harris Upham & Co. was disqualified from serving investment
companies in certain capacities because it employed three registered
representatives subject to injunctions for securities-related offenses.
After determining that these employees were not involved in Smith
Barney's investment company activities, the Commission issued an
order on May 21, 1990 permitting the company to continue its
investment company activities on the condition that it review and
revise its compliance procedures to avoid future violations of this
sort.?°” The publication of the Commission's order prompted similar
applications and compliance reviews by other financial services firms.

Enforcement action was not recommended by the staff where a fund
complex allowed shareholders to exchange fund shares automatically
in and out of money market funds when share prices of a non-money
market fund move above or below thresholds to be designated by the
shareholder. Specifically, shareholders could place orders to (1)
redeem shares in a money market fund and buy shares in a non-
money market fund at any specified price below the current net asset
value of the non-money market fund and (2) redeem shares of a non-
money market fund and buy shares of a money market fund at any



specified price above the current net asset value of the non-money
market fund.?®®

The staff also declined to recommend enforcement action under
Section 18(f) of the Investment Company Act where a fund that writes
a straddle (a hedging strategy involving the use of both call and put
options), under certain limited conditions, segregates qualifying liquid
assets in a certain manner. The staff also stated that a segregated
account would eliminate the potential senior security problems arising
from the writing of a fputoby an investment company only if that
segregated account consisted entirely of liquid assets other than the
security or instrument on which the fputdhas been written.?%

Tender option bonds are long-term fixed rate bonds that have been
coupled with a third-party fputopermitting bondholders the option to
tender their bonds to the third-party at periodic intervals and receive
the face value thereof. Outside counsel represented that the third-
party fputoand the payment of periodic tender fees to the third-party
would convert long-term fixed rate bonds to synthetic short-term
variable rate demand instruments. The staff stated that it would not
recommend enforcement action if, in reliance on Rule 2a-7 under the
Investment Company Act, certain money market funds purchase
tender option bonds and value the instruments at amortized cost. The
staff conditioned no-action relief, in part, on representations that the
funds would purchase the tender option bonds only under certain
conditions listed in the staff's response.?*°

The staff decided not to recommend enforcement action under
Section 30(d) of the Investment Company Act or Rule 30d-1
thereunder and Rule 14a-3(e) of the Exchange Act if, under certain
conditions, funds sent single copies of annual and semi-annual
reports to an address at which more than one registered shareholder
of a fund indicated mail is to be delivered.”*!



The staff declined to grant no-action relief under Rules 482 of the
Securities Act and 34b-1 under the Investment Company Act where a
mutual fund sought to exclude performance results before a new
adviser assumed management responsibilities for the fund.?*? The
staff indicated that because the president and a director of the fund's
previous adviser became the president of the new adviser, the
performance results of the previous adviser should not be excluded
from calculations of average annual total return. The staff noted that
Rule 482 requires fund performance to be calculated for one-, five-,
and ten-year periods; the only exception to that requirement is when
the performance results of the fund would include the performance
results of an unrelated previous adviser.

Investment Advisers Act Matters

The staff granted no-action relief under the Investment Advisers Act
custody rule where an adviser to a limited partnership (Partnership)
made withdrawals of its advisory fees or capital investment in the
Partnership directly from the Partnership's account with an
independent custodian. The granted relief required that an attorney or
independent certified public accountant for the Partnership authorize
the withdrawals.”*

The staff stated that it would not recommend enforcement action if a
registered investment adviser collected performance-based fees from
offshore funds that were offered exclusively offshore to non-United
States persons where certain conditions were satisfied. Since the
funds did not have to rely on the private investment company
exclusion to avoid registration under the Investment Company Act,
the staff indicated that they should not be deemed to be fprivate
investment companiesowithin the meaning of Rule 205-3. This rule
creates an exemption from the prohibition against compensation



based on a share of capital gains upon, or the capital appreciation of,
the client's funds in Section 205(a)(D of the Investment Advisers
Act.*

Holding Company Act Matters

The Commission authorized Entergy Corporation (Entergy), a
registered holding company, to form Entergy Power, Inc. (EPI) as a
bulk power marketing subsidiary that would acquire two electric
generating facilities from an associate company, Arkansas Power &
Light Company (AP&L), an electric public utility subsidiary of Entergy.
The related power would be marketed wholesale to non-associate
companies.’™ The Commission found that EPI's sale of power at
wholesale to non-associate companies would result in economies
and efficiencies that would inure to the benefit of AP&L and the
Entergy system generally. In taking this action, the Commission
denied requests for hearing filed by the Council of the City of New
Orleans, the Louisiana Public Service Commission, the Mississippi
Attorney General and the Arkansas Electric Energy Consumers
(AEEC), an association of industrial and agricultural electric power
customers of AP&L.

The Commission authorized Entergy to organize Entergy Operations,
Inc. (EOI) as a new wholly owned subsidiary service company that
will manage and operate all nuclear power facilities owned by Entergy
system operating companies, including AP&L.**®* The Commission
concluded that the organization of EOI as a nuclear management
service company for the purpose of consolidating the management
and operations of the Entergy system's nuclear plants will benefit the
integrated system by producing economies and efficiencies that could
not be achieved under separate management by the individual
operating companies. The Commission denied the request for
hearing filed by AEEC.



The Commission's order authorizing WPL Holdings, Inc. (WPL) to
reorganize from an operating utility and holding company into a
predominantly intrastate public utility holding company?’ was
remanded by the United States Court of Appeals for the District of
Columbia Circuit.?*® On remand, the Commission issued a
Supplemental Memorandum Opinion and Order clarifying the finding
in its initial order that the proposed reorganization will serve the public
interest by tending toward the efficient and economical development

of an integrated public utility system.**®

Northeast Utilities (Northeast) filed an application proposing the
acquisition of Public Service Company of New Hampshire (PSNH),
an investor owned public utility company. PSNH is currently a debtor-
In-possession in reorganization proceedings under Chapter 11 of the
United States Bankruptcy Code (Bankruptcy Code), pursuant to a
plan of reorganization (Plan) confirmed by the Bankruptcy Court on
April 20, 1990. The Plan places an aggregate valuation on PSNH of
approximately $2.3 billion, including PSNH's 35.6 percent undivided
interest in the Seabrook Nuclear Power Project which is valued at
$700 million. The $2.3 billion is to be made available for distribution to
PSNH's creditors and shareholders. The Plan stipulates that, if all
necessary regulatory approvals are received by December 31, 1990,
unless otherwise extended, the acquisition will proceed as a direct
acquisition of PSNH; otherwise, the acquisition will be accomplished
through a merger. A notice of the filing of the application has been
issued by the Commission,*° and 41 requests for hearing have been
filed, 20 of which were subsequently withdrawn. Eight additional
entities filed comments and notices of appearance.

Eastern Utilities Associates (EUA), a registered holding company,
filed an application to acquire the outstanding common stock of
Fitchburg Gas and Electric Light Company (Fitchburg), a



Massachusetts public utility company, and UNITIL Corporation, a
New Hampshire exempt electric public utility holding company, by
cash tender offers of $36 and $40 per share, respectively. EUA
estimates the cost of its acquisition of Fitchburg and UNITIL at
approximately $47.1 million and $31.9 million, respectively. A notice
of the filing of the application was issued by the Commission,?** and
requests for hearing were filed by UNITIL and Fitchburg.

Subsequently, UNITIL and Fitchburg filed an application seeking
authorization for UNITIL to acquire Fitchburg, which will become a
wholly owned subsidiary of UNITIL. As a result of the transaction,
UNITIL will become a registered holding company under the Holding
Company Act. A notice of the filing of the application was issued by
the Commission,?* and a request for hearing was filed by EUA.

The Commission authorized the formation of CIPSCO Incorporated
(CIPSCO), an lllinois corporation, and CIPSCO's acquisition of
Central lllinois Public Service Company, an investor owned public
utility company and an exempt holding company under the Holding
Company Act.”*® Through this acquisition, CIPSCO indirectly
acquired 20 percent of the outstanding shares of common stock of
Electric Energy, a jointly owned company that operates a 1,000
megawatt electric generating station. By this action, the Commission
permitted a company that is both an operating company and a
holding company exempt from regulation under the Holding Company
Act to reorganize in order to facilitate diversification.

Insurance Products Matters

The staff issued a letter stating that it would not recommend any
enforcement action to the Commission for a per se violation of
Section 17(a) of the Securities Act, or Rule 156 thereunder, if Pacific
Mutual Life Insurance Company furnished certain fgualified



institutional investorso(defined as non-natural persons having $100
million or more in assets) with individualized variable life illustrations
having hypothetical gross rates of return that may exceed 12
percent.?** The proposed illustrations were to be used only as
supplemental sales literature. The no-action relief was based on
representations that the illustrations would be furnished only upon
request to qualified institutional investors, and not used in connection
with employee benefit plans under which participants exercise
investment discretion with respect to assets allocated to accounts
maintained on their behalf.

The staff determined that it would no longer respond to no-action
requests from separate accounts and their depositors for permission
to stop filing post-effective amendments and delivering updated
prospectuses when (a) contracts are no longer being sold; (b) there is
a relatively small number of existing contract owners; and (c) the
sponsoring insurance company undertakes to provide contract
owners with certain information about the contract, the separate
account, and the underlying fund.?* When the Commission adopted
Forms N-3 and N-4, it declined to consider a rule to exempt
registrants from maintaining a current prospectus with respect to
discontinued variable annuity contracts but stated that the
Commission staff would consider any requests for such relief on a
case-by-case basis.?”® The staff has considered numerous requests
for relief from the continuous updating requirement since the
Commission adopted Forms N-3 and N-4 and has described the
particular information that must be provided to variable contract
owners as a condition for no-action assurance. The staff believes that
similarly situated registrants should be permitted to rely on those prior
letters.

A letter was issued by the staff which stated that it would not
recommend any enforcement action to the Commission under Rule



22c-1 of the Investment Company Act if the College Retirement
Equities Fund (CREF) allocates initial premiums to the money market
account pending receipt of a completed application for certain
variable annuity contracts.”?’ This position was based on a
determination that neither CREF nor any affiliate stood to be
enriched, through advisory fees or sales charges, by retaining initial
premiums for incomplete applications and allocating them to the
Money Market Fund. CREF's allocation procedures would be fully
disclosed in the prospectuses for CREF certificates, and applicants
would be required to acknowledge their understanding of the
allocation practice in the CREF applications.



FULL DISCLOSUREKYSTEM

The full disclosure system is administered by the Division of
Corporation Finance (Division). The system is designed to provide
investors with material information, foster investor confidence,
contribute to the maintenance affair and orderly markets, facilitate
capital formation, and inhibit fraud in the public offering, trading,
voting, and tendering of securities.

Key 1990 Results

The decline in the number of registered offerings, acquisitions, and
tender offers filed with the Commission, which began following the
October 1987 market break, continued in fiscal year 1990.
Registration statements filed with the Commission in fiscal year 1990
totaled 2,784, representing approximately $226 billion of debt
securities and approximately $99 billion of equity securities (exclusive
of post-effective amendments and filings that become effective
without staff action, including dividend reinvestment and employee
benefit plans that registered approximately $52 billion of equity
securities). This total was 11 percent less than the 3,139 registration
statements filed in fiscal year 1989 (covering approximately $219
billion of debt securities and $124 billion of equity securities). In
addition, initial public offerings (IPOs) registered with the Commission
decreased approximately 32 percent from 1989 and approximately 45
percent in dollar terms. The number of IPO registration statements
filed on Form S-18 declined 44 percent (588 in 1989 versus 327 in
1990), while the dollar amount declined approximately 48 percent
($2.3 billion in 1989 versus $1.2 billion in 1990). Finally, third party



tender offer filings (Schedules 14D-1) fell approximately 50 percent to
a seven-year low, while merger/going-private proxy statements
dropped 15 percent from the prior year.

A task group of accountants was organized during the year to
conduct comprehensive reviews of the financial statements,
management's discussion and analysis (MD&A), and other related
disclosures in the Securities Exchange Act of 1934 (Exchange Act)
reports of selected banks and savings and loan associations. These
reviews were in addition to those of financial institutions making
transactional filings.

Regional offices continued to receive and review registration
statements for blank check offerings and post-effective amendments
containing financial statements and descriptions of properties and
businesses acquired with the proceeds of these types of offerings. Of
the 327 total IPO filings received in fiscal year 1990, approximately
47 percent involved blank check offerings. Regional office staff also
referred approximately 100 matters for enforcement inquiry and
investigation, more than twice the number referred in fiscal year
1989.

In fiscal year 1990, the implications of increasing internationalization
of the securities markets continued to be a major focus of the full
disclosure program. The Commission took action to reduce the costs
of capital by increasing the efficiency of the private market with the
adoption of Rule 144A, and by streamlining the procedures for
offering securities offshore with the adoption of Regulation S. The
Commission also reproposed its multijurisdictional disclosure system
with Canada, whereby companies will be able to use home country
disclosure documents in cross-border offerings. This proposed
initiative will be used as a prototype for similar efforts with other
jurisdictions.



The Commission has focused increasingly on problems presented by
rights offerings and tender and exchange offers relating to such
securities as a result of the increase in United States investor
holdings of foreign securities. Over the past year, the Commission
has sought in a variety of ways to address the problem of exclusion
or discriminatory treatment of United States shareholders in
connection with multinational cash tender and exchange offers.
United States holders of foreign securities not only can be deprived of
the opportunity to realize significant value on their investments by
tendering into a favorable offshore offer, but they also may be forced
to decide whether to retain their securities or sell into the secondary
markets without the disclosure and procedural safeguards afforded
by the regulations of either the United States or the relevant foreign
jurisdiction.

In addition to the multijurisdictional disclosure approach, the
Commission is exploring alternative solutions to these issues. One
possible approach is to permit offers to be made in the United States,
where United States investors comprise such a small portion of the
company's securityholder base that a foreign bidder would otherwise
likely exclude them based on a determination that the cost of
compliance with United States laws and regulations outweighs the
benefits of including United States shareholders in the offer. The
Commission also is seeking comment on a number of specific issues
relating to the manner in which such an approach might be
implemented, including the appropriate threshold of United States
ownership and whether certain protections should be present before
the United States will recognize the foreign regulatory scheme.

The Commission has sought to administer existing rules in a flexible
manner to accommodate foreign tender offer rules and practices in
order to ensure the participation of United States securityholders in



multinational tender and exchange offers. The key policies in tailoring
such accommodations have been to provide to the greatest extent
possible for the equal treatment of shareholders, both United States
and foreign, and to afford United States investors the fundamental
protections under the Williams Act.

The Commission issued an order in connection with the cash tender
offer by Ford Motor Company Limited for all shares of the British
company Jaguar Plc, which served to reconcile conflicting United
States and United Kingdom tender offer provisions, thereby enabling
Ford to open the offer to United States holders, who in the aggregate
held more than 25 percent of Jaguar's shares.??® The order provided
exemptive relief from the Commission's withdrawal rights
requirements in order to permit the United States and United
Kingdom offerings to proceed simultaneously in accordance with
United Kingdom requirements.

The Commission granted relief from certain tender offer regulations to
two Swedish companies, Aktiebolaget Volvo and Procordia
Aktiebolag, in connection with their offers for another Swedish
company, Pharmacia Aktiebolag.”*® The relief permitted the United
States holders of target stock to be treated equally with foreign
holders, including use of a common proration pool, and allowed
tender and exchange offers to be extended simultaneously to United
States securityholders pursuant to United States registration, tender
offer, and going-private requirements.

In other activity, the Commission proposed revisions to Rule 431
regarding the use of summary prospectuses, transmitted a report on
the high-yield bond market to the Senate Banking, Housing and
Urban Affairs Committee, and adopted substantial revisions to the
procedures for registering employee benefit plan securities.



The staff is actively involved in planning the transition from paper to
electronic filing, and in developing the rules for the operational
Electronic Data Gathering, Analysis, and Retrieval (EDGAR) system.
The conversion will begin during 1991 and will continue for a period
of 36 to 48 months. During the next fiscal year, significant resources
will be dedicated to EDGAR rulemaking, training, planning, and
coordination.

Review of Filings

The Division's financial institutions task group is conducting
comprehensive reviews of the financial statements, MD&A, and other
related disclosures in the Exchange Act reports of certain banks and
savings and loan associations selected for review on the basis of
their financial condition. During the year, the task group completed
reviews of 191 financial institutions, with 30 issuers being referred to
the Division of Enforcement for further inquiry or investigation, in
addition to the other 105 referrals made by the Division.

The Division also collected information on oil and gas, real estate,
and other industry limited partnership roll-up transactions undertaken
since January 1, 1985. The background information is being used in
the staff's ongoing review of the disclosure requirements and
practices in the area to assess the need for change.

During fiscal year 1990, the staff reviewed 1,907 reporting issuers'
financial statements and related MD&A disclosures. Reporting
Issuers are registrants that file reports under the Exchange Act. The
reporting issuer reviews were accomplished through the full review of
(1) 838 registration statements and post-effective amendments to
registration statements filed under the Securities Act of 1933
(Securities Act); (2) 1,129 annual and subsequent periodic reports;
and (3) 240 merger and going-private proxy statements. In addition,



the staff completed 292 full financial reviews of annual reports. The
Division was unable to achieve an adequate level of accounting
personnel until late in the year. As a result of the recruiting difficulties,
as well as the targeted MD&A and financial institution reviews, the
number of reporting issuer reviews fell approximately 30 percent from
the prior year.

The following table sets forth the number of selected filings reviewed
during the last five fiscal years. The decline in reviews of IPOs, tender
offers, contested solicitations, and going-private transactions, which
are not subject to selective review, reflects the decline in the number
of transactional filings in the home office and the regions.

[table omitted]
Rulemaking, Interpretive, and Legislative Matters
Scope of Registration Requirements

The Commission adopted Regulation S, a series of rules intended to
clarify the extraterritorial application of the registration provisions of
the Securities Act.?*° Regulation S consists of: (1) a general
statement that the registration provisions do not apply to offers and
sales that occur outside the United States; and (2) two safe harbor
rules designed to protect against an indirect offering in the United
States. One safe harbor (the issuer safe harbor) applies to offers and
sales by issuers, securities professionals involved in the distribution
process pursuant to contract, their respective affiliates, and persons
acting on behalf of any of the foregoing persons. The other safe
harbor (the resale safe harbor) applies to resales by all other
persons. Two general conditions apply to the safe harbors. First, the
offer and sale must be made in an foffshore transaction,0and second,
no directed selling efforts can be made in the United States.



The issuer safe harbor includes three categories of offerings based
upon such factors as the location and manner of the offering, the
nationality of the issuer, its reporting status in the United States, and
the degree of United States market interest in the issuer's securities.
The first category includes (1) foreign issuers with no substantial
United States market interest in their securities, (2) certain offerings
by a foreign or United States issuer directed at a single foreign
country, (3) offerings pursuant to certain employee benefit plans, and
(4) securities backed by the full faith and credit of a foreign
government. Offerings within the first category may be made with no
restrictions other than the two general conditions. Offerings within the
second category of the issuer safe harbor, offerings of a reporting
United States issuer's securities and debt securities of foreign issuers
with substantial United States market interest, are subject to
additional restrictions, including a 40-day restricted period on offers
and sales to United States persons. Offerings within the third,
residual category are subject to the most restrictions.

The resale safe harbor rule is available for resales of securities
outside the United States. That safe harbor applies restrictions other
than the general conditions only to dealers, other persons receiving
remuneration in respect of the offered securities, and certain affiliated
officers and directors of an issuer or distributor.

Multijurisdictional Disclosure System

The Commission reproposed its multijurisdictional disclosure system
with Canada involving proposed rules, forms, and schedules intended
to facilitate cross-border offerings of securities by specified Canadian
issuers.?! The rules, forms, and schedules would provide a
foundation for a multijurisdictional disclosure system that could be
used for a wider class of issuers and in additional jurisdictions. The



Canadian securities regulators in Ontario and Quebec concurrently
worked on proposals that would facilitate offerings by United States
iIssuers in Canada.

Resales to Institutional Investors

The Commission adopted Rule 144A, which provides non-exclusive
safe harbor exemptions from the registration provisions of the
Securities Act for resales of restricted securities to eligible
institutions.?*? The exemption provided by Rule 144A is available for
offers and sales to fualified institutional buyers.oWith the exception
of registered broker-dealers, a qualified institutional buyer must in the
aggregate own and invest on a discretionary basis at least $100
million in securities of issuers that are not affiliated with that qualified
institutional buyer. A lower threshold, $10 million in securities, applies
to registered broker-dealers. A registered broker-dealer may also
purchase as riskless principal for an institution that is itself eligible to
purchase under the rule, or act as agent on a non-discretionary basis
in a sale to such an institution. In addition to meeting the $100 million
in securities requirement, banks and savings and loan associations
must have a net worth of at least $25 million to be qualified
institutional buyers. The Commission solicited further public comment
on this net worth test. Limited responses have been received and
commenters are divided on the necessity and appropriateness of the
test.

Restricted securities that, at the time of issuance, were not of a class
listed on a United States national securities exchange or quoted in
the National Association of Securities Dealers Automated Quotation
system (NASDAQ) are eligible for resale under Rule 144A.
Convertible securities or warrants that may be exercised for securities
so listed or quoted are considered to be the same class as the listed
or quoted securities, unless additional requirements relating to



exercise premium and, in the case of warrants, expiration, are
satisfied.

Additionally, under certain circumstances, the availability of the rule is
conditioned on the holder of the security, and a prospective
purchaser from the holder, having the right to obtain from the issuer
specified limited information about the issuer, and on the purchaser
having received such information from the issuer, the seller, or a
person acting on either of their behalf, upon request. This condition
applies where the issuer of the securities to be resold under the rule
Is neither a reporting company under the Securities Act nor a foreign
private issuer that is exempt from reporting pursuant to Rule 12g3-
2(b) under the Exchange Act, nor a foreign government.

In the first months of the rule's effectiveness, primary transactions
making use of the rule's provisions were undertaken principally by
foreign issuers placing both debt and equity with United States
institutional investors.

Change in Holding Period for Restricted Securities

In the same adopting release for Rule 144A, the Commission
adopted amendments to the rules concerning the required holding
period for public resale of restricted securities.?*® To sell securities
under former Rules 144 and 145, a person must have owned
beneficially the securities for at least two years, no matter how long a
period has transpired since the issuer or any affiliate thereof originally
sold the securities. The amendments redefined the two-year holding
period to commence on the date the securities were acquired from an
issuer or affiliate, and to run continuously from the date of the
acquisition. This eliminated the unnecessarily restrictive requirement
that the securities be held for two years by each successive holder
before permitting public resales, without regard to the time elapsed



from the actual offering by the issuer or affiliate. A comparable
change was made in the calculation of the three-year period
prescribed by Rule 144(k).

Regulation of Multinational Tender and Exchange Offers

The Commission issued a concept release soliciting comment on a
proposed approach to encouraging foreign bidders to extend
multinational tender and exchange offers to United States holders of
foreign target securities on the basis of foreign disclosure, procedural
and accounting requirements, where United States investors own a
small percentage of these securities.?** The Commission received
approximately 25 letters, including a number from foreign
jurisdictions.

Summary Prospectuses

The Commission published for comment a release proposing
revisions to Rule 431 under the Securities Act regarding the use of
summary prospectuses.”® As proposed, the amendments to Rule
431 would expand the class of issuers that may use summary
prospectuses and would conform the filing requirements for summary
prospectuses with the requirements for other Section 10
prospectuses. The release also proposed requirements for the
inclusion of additional information in summary prospectuses.

High-Yield Bond Study

In March 1990, the Commission transmitted an extensive report on
the condition of the high-yield bond market to the Senate Committee
on Banking, Housing and Urban Affairs. The report contains available
data on the size and parameters of the high-yield primary and
secondary markets, and outlines Commission initiatives in examining



the activities, potential exposure and disclosure of broker-dealers,
investment companies, insurance companies, and other investors in
this area.

Form S-8

The Commission issued a release adopting major revisions to the
procedures for registering employee benefit plan securities on Form
S-8.%°° The amendments primarily are intended to reduce registrant
costs by eliminating the need to prepare and file separate documents
for federal securities law purposes that duplicate information
otherwise provided to plan participants, while assuring timely delivery
of information necessary for participants to make informed investment
decisions. Pursuant to the revisions, the plan information (excluding
plan financial statements) and a statement of documents available
upon request by plan participants must be delivered to participants
but are not included in the registration statement and are not filed
with the Commission. Plan information does not have to be in the
form of a customary prospectus; rather, it can be provided in one or
several documents prepared by registrants in the ordinary course of
employee communications. Several other amendments also were
adopted to facilitate the process of registering and reporting on plan
securities, as well as plan interests, which constitute separate
securities.

Conferences

SEC Government-Business Forum on Small Business Capital
Formation

The ninth annual SEC Government-Business Forum on Small
Business Capital Formation was held in Seattle, Washington and
Atlanta, Georgia on September 14 and 17, 1990, respectively.



Approximately 150 small business executives, accountants,
attorneys, government officials, and other small business
representatives were in attendance at each session. The format of
the forum combined a brief panel presentation by experts, followed by
testimony from local representatives. Also, discussion groups
comprised of the panel members and forum attendees were
convened. Numerous recommendations were formulated with a view
to eliminating unnecessary governmental impediments to small
businesses' ability to raise capital. A final report setting forth a list of
recommendations for legislative and regulatory changes approved by
the forum patrticipants will be prepared and provided to interested
persons, including Congress and regulatory agencies.

SEC/NASAA Conference under Section 19(c) of the Securities Act

On April 25, 1990, approximately 40 senior staff officials of the
Commission met with approximately 40 representatives of the North
American Securities Administrators Association (NASAA) in
Washington, D.C. to discuss methods of effecting greater uniformity
in federal and state securities matters. After the conference, a final
report summarizing the discussions was prepared and distributed to
interested persons.



ACCOUNTING ANIAUDITING MATTERS

The Chief Accountant is the principal advisor to the Commission on
accounting and auditing matters arising from the administration of the
various securities laws. The primary Commission activities designed
to achieve compliance with the accounting and financial disclosure
requirements of the federal securities laws include:

A rulemaking that supplements private sector accounting standards,
implements financial disclosure requirements, and establishes
independence criteria for accountants;

A review and comment process for Commission filings directed to
improving disclosures in filings, identifying emerging accounting
issues (which may result in rulemaking or private sector standard-
setting), and identifying problems that may warrant enforcement
actions;

A enforcement actions that impose sanctions and serve to deter
improper financial reporting by enhancing the care with which
registrants and their accountants analyze accounting issues; and

A oversight of private sector efforts, principally by the Financial
Accounting Standards Board (FASB) and the American Institute of
Certified Public Accountants (AICPA), which establish accounting and
auditing standards designed to improve the quality of audit practice.



Key 1990 Results

Fiscal year 1990 was highlighted by a number of significant public
and private sector initiatives intended to enhance the reliability of
financial reporting and to ensure that the accounting profession
meets its responsibilities under the federal securities laws. In a key
Initiative, the Commission provided policy direction to the accounting
profession to move toward using appropriate market-based measures
in accounting for financial institutions. The Commission staff issued
two Staff Accounting Bulletins (SABs) to address certain accounting
and financial disclosure issues. The Commission also continued to
devote significant resources to initiatives involving international
accounting, auditing, and independence requirements.

Mark-to-Market Accounting

In the annual report for fiscal year 1989, the Commission noted the
FASB's continuing project to address issues of improved accounting
guidance for investments in financial instruments. As part of this
project, the FASB is assessing whether to expand the use of market
value data in financial statements and related disclosures.?*’

Chairman Breeden testified before the Senate Committee on
Banking, Housing and Urban Affairs on September 10, 1990 on
issues involving financial institutions and accounting principles. The
testimony specifically notes that, because it is inherently difficult to
distinguish portfolio categories based on intent and ability, particularly
considering the dynamic market environment in which investment
decisions are made, serious consideration must be given to reporting
investment securities at market.*® In May 1990, the Accounting
Standards Executive Committee (AcSEC) proposed rules intended to
provide guidance for evaluating the intent and ability of an entity to



hold securities to maturity. A substantial number of commenters
criticized this guidance as unworkable, and many suggested it would
neither result inconsistent reporting nor would it deal with abuses
such as gains trading. In view of the comments received and after
considering the views of the Commission and its staff, ACSEC agreed
to postpone issuing measurement guidance pending further
examination of the issues.

The FASB will consider market value accounting for investment
securities by accelerating a portion of its existing project on financial
instruments. The Commission will closely monitor this project to
ensure progress and to determine whether additional Commission
initiatives are necessary.

Accounting-Related Rules and Interpretations

The Commission's accounting-related rules and interpretations serve
primarily to supplement private sector accounting standards, to
implement financial disclosure requirements, and to establish
independence criteria for accountants.

The Commission's principal accounting requirements are embodied
in Regulation S-X, which sets forth requirements as to the form and
content of financial statements filed with the Commission.

SABs

The Commission staff periodically issues SABs to inform the financial
community of the staff's views on accounting and disclosure issues.
In fiscal year 1990, SABs were issued to address accounting and
financial disclosure issues related to insurance reserves and filings by
foreign private issuers, respectively. The first of these bulletins dealt
with the appropriate disclosure by property and casualty insurance



companies with respect to certain uncertainties concerning loss
reserves.?*® The second bulletin clarified the circumstances under
which a foreign private issuer that furnishes a reconciliation of
financial measurements prepared under foreign accounting standards
that differ from United States generally accepted accounting
principles (GAAP) need not present the disclosures required by
United States GAAP unless required to do so under the foreign
accounting standards under which the financial statements are
prepared.?*°

Management Reports

The staff analyzed over 190 comments received on a 1988 rule
proposal that, if adopted, would require a company's report on Form
10-K and its annual report to shareholders to include a report from
management. The proposed report would describe management's
responsibilities for preparing financial statements and for establishing
and maintaining a system of internal control directly related to
financial reporting. In addition, the report would provide
management's assessment of the effectiveness of that internal
control system.**

There was significant congressional interest in management reports.
A bill passed the House of Representatives that would have required
Commission registrants to file management reports similar to those
proposed by the Commission and would have required a registrant's
auditors to examine and report on management's assessment of the
internal control system.?*?> The Commission did not take a position on
this bill, and it was not enacted.



Reviews by Auditors of Interim Information

Commission staff analyzed approximately 175 comments received in
response to a concept release seeking comment on the costs and
benefits of requiring auditors to review quarterly financial data before
it is filed with the Commission.?*® The comments reflected significant
concerns about the cost-effectiveness of such a requirement.

Oversight of Private Sector Standard-Setting

Through active oversight, the Commission monitors the structure,
activity, and decisions of the private sector standard-setting
organizations.

FASB

The Commission and its staff work closely with the FASB and the
Financial Accounting Foundation (FAF) in an ongoing effort to
examine ways to improve the standard-setting process, including the
need to respond to various regulatory, legislative, and business
changes in a timely and appropriate manner. As the securities
markets become increasingly globalized, the standard-setting
process must recognize that United States businesses no longer
compete solely within the United States. Therefore, issues regarding
the relative costs and complexity of United States financial reporting
requirements, when compared with the standards of other countries,
must be considered by the standard-setters as they consider the
adoption of particular accounting standards that impact United States
businesses.

At the request of Chairman Richard Breeden, Commissioner Philip
Lochner has been reviewing standard-setting issues with the FASB
and other representatives of the accounting profession with a view



toward determining whether there are any actions that the
Commission could take to reduce the complexity and costs of United
States accounting rules, while maintaining the investor protection and
disclosure policies of the federal securities laws. The Commission
staff is assisting in this effort and has encouraged a group comprised
of major accounting firms to conduct a detailed cost comparison of
certain key accounting issues in a number of capital market countries.
Such a review is ongoing.

The staff also has encouraged various private sector research
projects, such as that being conducted by the Financial Executives
Institute's Research Foundation, to explore the impact of differing
national accounting requirements. This focus on a comparative
analysis of standards in different countries is not intended as an effort
to seek the lowest common denominator, but rather as an attempt to
identify less costly and complex approaches to accounting issues and
to provide recognition of the FASB's efforts to contribute to greater
harmony in worldwide reporting requirements.

The private sector continued its efforts directed at improving the
standard-setting process. For example, an oversight committee
recently formed by the FAF to monitor the FASB's operations on an
ongoing basis is planning an extensive review of the FASB's systems
and procedures for meeting the objectives of its mission statement.
The FAF trustees also determined to revise the FASB's voting
procedures to require, beginning in 1991, a supermajority
requirement to adopt or amend a standard. Commission staff review
of previously adopted FASB standards and an analysis of the public
comments on the proposed changes indicate that, while it has not
been established that the supermajority voting requirement will lead
to an improved perception of FASB standards, the change in
procedure should not itself undermine the FASB's ability to set
reasonable and effective standards or significantly affect the timing of



their adoption. The Commission will continue its active oversight and
monitor the effects of the FAF's action on the FASB's independence
and on future accounting standards.

Oversight of the Accounting Profession's Initiatives

In addition to oversight of the private sector process of setting
accounting standards, the Commission also oversees the process for
setting auditing standards and various other activities of the
accounting profession.

AICPA

The AICPA conducts a number of activities that are overseen by the
Commission. These include: the Auditing Standards Board (ASB),
which establishes generally accepted auditing standards; the AcSEC,
which provides guidance on specific industry practices through its
iIssuance of statements of position and practice bulletins and
prepares issue papers on accounting topics for consideration by the
FASB; and the SEC Practice Section (SECPS), which seeks to
improve the quality of audit practice by member accounting firms that
audit public companies through various requirements, including peer
review.

ASB

The Commission continues to actively oversee the ASB's efforts to
enhance the effectiveness of the audit process. The Commission staff
IS monitoring projects on (1) communications with management and
the audit committee when an auditor believes that unaudited interim
financial information is probably materially misstated,*** (2) the use of
confirmations and internal auditors, and (3) audit report language



when there is substantial doubt about an entity's ability to continue as
a going concern.?*

The ASB is planning to continue its procedured initially suggested by
the Commission's Chief Accountantd of issuing Audit Risk Alerts to
provide auditors with an overview of recent economic, professional
and regulatory developments that may affect audits they perform,
thereby enabling the AICPA to play a more visible role in focusing
auditor attention on high risk areas. A second series of annual Audit
Risk Alerts is planned for issuance in time for use as an aid in
performing 1990 year-end audits.

SECPS

During fiscal year 1990, the AICPA took steps to expand the
membership of the SECPS and to identify and address in a timely
fashion any quality control deficiencies in member firms. The
Commission exercises oversight of the SECPS through frequent
contact with the Public Oversight Board (FOB) and members of the
executive and peer review committees of the SECPS. In addition, the
staff reviews POB files and selected working papers of the peer
reviewers. This oversight has shown that the peer review process
contributes significantly to improving the quality control systems of
member firms and, therefore, enhances the consistency and quality
of practice before the Commission. The SECPS, through its Quality
Control Inquiry Committee (QCIC), also reviews and makes inquiries
regarding the quality control implications of alleged audit failures
involving public clients of SECPS member firms. The staff of the
Office of the Chief Accountant has noted significant improvements in
the quality of the documentation provided to it by the QCIC. This
improved documentation, along with discussions with the POB,
allows the staff to better understand the QCIC process. The
Commission believes that the process provides added assurances,



as a supplement to the SECPS peer review program, that major
guality control deficiencies, if any, are identified and addressed in a
more timely fashion. Therefore, the Commission believes that the
QCIC process benefits the public interest. The Commission
understands that additional improvements are being implemented,
such as more frequent review of other work of the engagement teams
involved in matters reported to the QCIC and better documentation of
the POB's oversight of QCIC. The Commission believes that ongoing
iImprovements such as these will provide even greater assurance of
the efficacy of the QCIC process.

AcCSEC

The AcSEC has a key role in identifying accounting practices,
particularly those that impact specialized industries, such as financial
institutions, health care, and computer software. During fiscal year
1990, for example, the AcCSEC issued a practice bulletin to provide
criteria consistent with an earlier Commission interpretive position in
Financial Reporting Release No. 28%*° for determining whether
collateral for a loan has been in-substance foreclosed.**’

International Accounting and Auditing Standards

Significant differences in accounting and auditing standards currently
exist between countries. These differences serve as an impediment
to multinational offerings of securities. The Commission, in
cooperation with other members of the International Organization of
Securities Commissions (I0SCO), actively participated in initiatives
by international bodies of professional accountants to establish
appropriate international standards that might be considered for use
in multinational offerings. For example, the Commission staff worked
with the International Accounting Standards Committee (IASC), a
body of accountants with membership in 71 countries, to reduce



accounting alternatives as an initial movement toward appropriate
international accounting standards. In 1990, the IASC decided that a
substantial number of alternative treatments should be eliminated.**®
Issues of completeness, lack of specificity, and adequate disclosure
requirements in international accounting standards still need to be
addressed, and the IASC has commenced projects in these areas.

The Commission staff also continued working with the International
Federation of Accountants (IFAC) to revise international auditing
guidelines. Auditors in different countries are subject to different
independence standards, perform different procedures, gather
varying amounts of evidence to support their conclusions, and report
the results of their work differently. The Commission staff, as part of
an |I0SCO working group, worked closely with IFAC to expand and
revise international auditing guidelines to narrow these differences,
and significant progress was made. For example, in October 1990
IFAC revised International Auditing Guideline No. 12 to require the
performance of analytical review procedures in the planning phase of
an audit and as an overall review at the final stage of the audit.

Independence

The Commission staff is studying the various national and
international requirements for auditor independence. In this
connection, the staff has received a detailed information about the
nature and extent of such requirements in a number of major
countries. IFAC issued a set of guidelines to be used by national
standard-setters in developing independence requirements. Also, at
the staff's request, IFAC agreed to undertake a project to develop a
set of specific independence requirements that would apply to
auditors of transnational issuers.



The staff is conducting a broad review of the Commission's own
auditor independence requirements. This review was prompted by
three factors: (1) the increasing globalization of the capital markets;
(2) the changes in the size and structure of certain accounting firms
during the past decade; and (3) a petition filed | by the largest
accounting firms seeking a reconsideration of the Commission's
views regarding the ability of accounting firms to engage in prime and
subcontractor relationships with registrants that the firms concurrently
audit. The staff review is expected to be completed in fiscal year
1991.



THEEDGARPROJECT

The primary purpose of the Electronic Data Gathering, Analysis, and
Retrieval (EDGAR) system is to increase the efficiency and fairness
of the securities markets for the benefit of investors, securities
iIssuers, and the economy. Under EDGAR, information currently
submitted to the Commission on paper will be transmitted and stored
electronically using electronic communication and data management
systems. Once the electronic filing is accepted, public information will
be available quickly to investors, the media, and others on computer
screens via the Commission's public reference rooms and through
electronic subscription services. When fully operational, EDGAR will
accelerate dramatically the filing, processing, dissemination, and
analysis of time-sensitive corporate information filed with the
Commission.

Key 1990 Results

The EDGAR pilot system completed its sixth full year of successful
operation on September 24, 1990. It has demonstrated clearly the
feasibility of receiving, processing, storing, and retrieving electronic
filings. Since the pilot's beginning, over 77,364 filings have been
transmitted electronically to the Commission.

The Commission also continued with development of the operational
EDGAR system. Among the many important milestones achieved
during fiscal year 1990 were:



A substantial progress on designing and programming all portions of
the operational system;

A delivering 477 workstations to staff users;

A installing the local area network connecting the users' workstations
and providing services such as electronic mail;

A constructing an on-site training room and commencing with staff
training;

A constructing the first of two computer rooms and installation of the
primary hardware and operating software for the operational system;

A convening two public meetings (November 1989 and June 1990)
for filers and other persons interested in the status of operational
EDGAR,;

A negotiating a cost-reimbursement, no fee subcontract between
BDM and Bechtel Information Services for Commission microfiche
and paper reproduction services; and

A executing a no-cost subcontract between BDM and CompuServe
to provide a broad range of electronic mail and bulletin board
services.

Pilot System

The EDGAR pilot serves a group of volunteer companies whose
filings are processed by staff in the Office of Applications and Reports
Services and Divisions of Corporation Finance and Investment
Management. At the end of fiscal year 1990, 603 registrants had
participated fully in the pilot. In addition, numerous other registrants



had participated partially in the pilot by submitting electronic filings of
certain forms. This group of partial participants included:

A 1,104 investment companies submitting annual and semi-annual
reports on Form N-SAR;

A 75 registered public utility holding company systems or
subsidiaries submitting forms required under the Public Utility Holding
Company Act; and

A 16 institutional investment managers submitting Form 13F-E to
report securities held in their managed accounts.

No enhancements have been or will be added to the EDGAR pilot
since the award of the operational system contract. The pilot system
serves solely to permit the already participating volunteer filers to
continue to file and the staff to access filings until the operational
system is available in 1991. If the conversion to the operational
system is successful, the EDGAR pilot will not receive additional
filings after September 1991. However, the SEC will not dismantle the
pilot until the end of calendar 1991 in order to allow time for the
transfer of data to the operational system.

Operational System

The Commission is in the second year of an eight-year contract to
design, implement, and operate the EDGAR system. The
Commission's current obligation is approximately $63 million over the
eight-year life of the contract; however, as with any major
development project of this size, it is reasonable to expect that the
total costs may increase prior to completion.



During 1990, the Commission and the contractors made substantial
progress on the design, programming, and implementation of the
operational system. A two-day critical design review of the entire
system took place in January 1990 at which certain major issues
were resolved and other issues were identified for later review and
resolution. With the assistance of several work groups comprised of
representatives from the divisions and offices affected by EDGAR,
the Office of EDGAR Management satisfactorily resolved almost all
Issues. Any remaining major issues will be resolved early in fiscal
year 1991. Regrettably, the resolution of some of these issues
impacted the basic design of EDGAR so the resulting changes took
more time and resources than anticipated. This and other factors
have delayed by approximately 14 months the projected conversion
of the pilot filers to the operational system. These same factors have
delayed by approximately 20 months the phase-in of the first group of
mandated filers. It is expected that testing of the operational system
by pilot filers will begin in February 1991, and live filing will begin in
August 1991.

The first visible fruits of the operational system were seen by
Commission staff as the first workstations, including both new
furniture and computer equipment, were delivered in October 1989
with a total of 477 delivered by September 1990. In November 1989,
the first training classes were held in the newly constructed training
room. A total of 175 classes were held and attended by 1,100
students. The curriculum included classes on the OS/2 operating
system, Presentation Manager, WordPerfect (word processing),
EXCEL (spreadsheet), cc:Mail (electronic mail), and use of the local
area network (LAN). The LAN was implemented in the spring of 1990
and connected to the EDGAR workstations thereby providing access
to electronic mail and other services.



BDM also completed construction of the first of the two computer
rooms and installation of two of four Stratus fault-tolerant computers
necessary for the operational system.

Continuing its long-standing concern for the public interest in the
EDGAR system, the Commission staff convened public meetings in
November 1989 and June 1990 for filers, financial printers, and other
persons interested in the status of operational EDGAR. Nearly 300
people attended the meetings.

At the end of fiscal year 1990, BDM on behalf of the SEC completed
two additional significant subcontracts. The first is with Bechtel,
already a subcontractor, and requires that Bechtel provide all
Commission microfiche and paper reproduction requirements for both
paper and electronic filings received by the Commission. The
financial terms of the subcontract are cost-reimbursement with no
fee. The second subcontract is with CompuServe and requires that
CompusServe provide a broad range of electronic and bulletin board
services for communication between the Commission and filers. The
subcontract is at no-cost to the Commission.

Rulemaking

The Rulemaking Coordination Work Group has identified issues that
require Commission rulemaking, including, among others: (1) phase-
in (including voluntary filings); (2) hardship exemptions; (3) filing date
adjustments; (4) fee verification; (5) financial data tagging; (6)
Williams Act filings; (7) signatures, filer identification and password
access; (8) correspondence filed electronically; (9) hours for receipt
and acceptance of filings; (10) exhibit files; (11) modular documents
(formerly called reference filings); (12) graphic and image material;
(13) annual reports to security-holders; (14) amendments; and (15)
confidential treatment requests. The initial rules and phase-in



schedule are expected to be released for comment during the first
quarter of calendar 1991.



OTHERLITIGATION AND LEGALACTIVITIES

The General Counsel represents the Commission in all litigation in
the United States Supreme Court, the courts of appeals and the
district courts. This litigation includes appeals of district court
decisions in Commission injunctive actions and petitions for review of
Commission orders. The General Counsel defends the Commission
and its employees when sued, prosecutes administrative disciplinary
proceedings against securities professionals, and appears amicus
curiae on behalf of the Commission in significant private litigation
involving the federal securities laws. In addition, under the
supervision and direction of the General Counsel, the regional offices
represent the Commission in corporate reorganization cases under
the Bankruptcy Code that have a substantial public investor interest.
The General Counsel also analyzes legislation that would amend the
federal securities laws or otherwise affect the Commission's work and
prepares legislative comments and congressional testimony. The
General Counsel's Office reviews proposed Commission action to
ensure that enforcement and regulatory programs are consistent with
the Commission's statutory authority. In addition, the General
Counsel advises the Commission in the rendering of its decisions in
administrative proceedings under various statutes.

Key 1990 Results

The General Counsel represented the Commission in numerous
litigated cases in fiscal year 1990. These included 29 appeals before
the Supreme Court and the United States courts of appeals. Of these,
the Commission received adverse rulings in only seven. There were



also 42 cases in the United States district courts, bankruptcy courts,
and administrative tribunals. The Commission prevailed in all of the
22 actions brought in district court against the Commission. The
General Counsel also was successful in each of the 10 matters it
litigated on behalf of the Commission in the bankruptcy court.

[table omitted]

In addition to litigation, the General Counsel is involved in significant
legislative and counseling work. Fiscal year 1990 was characterized
by an unusually full legislative agenda for the Commission. In the
legislative area, the General Counsel drafted and helped to secure
passage of amendments to the securities laws that dramatically
strengthen the Commission's enforcement remedies. The office also
drafted legislation that enables the Commission to cooperate more
effectively with foreign securities authorities, thereby facilitating
enforcement of the securities laws in the context of increasingly
global markets. The General Counsel drafted provisions of the Market
Reform Act, which enhances the Commission's ability to monitor
activities that may have significant market impact and permits it to
take more effective action in market emergencies. The General
Counsel also prepared congressional testimony on a wide range of
topics, including accounting reform and the regulation of financial
institutions.

Another area in which the office has been significantly involved is the
Commission's Emerging Markets Advisory Committee. The
Committee, which is comprised of leading executives from brokerage
firms, stock exchanges and other institutions, advises the
Commission in its efforts to assist other countries with developing
securities markets.



Litigation
Insider Trading

In United States v. Chestman,**® an appeal of insider trading criminal
convictions, the Commission filed an amicus curiae brief urging the
United States Court of Appeals for the Second Circuit, sitting en
banc, to reject the reasoning of a prior panel decision overturning
Chestman's convictions for violating Section 10(b), Rule 10b-5,
Section 14(e), and Rule 14e-3 of the Securities Exchange Act of 1934
(Exchange Act).

The panel majority had reasoned that Rule 14e-3 is invalid to the
extent that it prohibits conduct that does not involve a breach of duty.
The majority came to this conclusion by interpreting Section 14(e)'s
grant of rulemaking authority to the Commission in light of cases
construing, among other things, the Commission's rulemaking
authority under Section 10(b). The Commission's brief argued,
however, that the Commission's rulemaking authority under Section
14(e) is broader than its authority under Section 10(b). As to the Rule
10b-5 convictions, the Commission's brief argued that the panel erred
in requiring that a tippee have specific knowledge that nonpublic
information was passed along in breach of a confidential relationship.
Instead, the Commission argued that just as a person who has
committed the common law crime of receiving stolen property need
not know the victim, the circumstances of the theft, or the actual thief,
it is sufficient to show that the tippee knew or believed that the
information was obtained or being conveyed in breach of some duty.
The Commission's brief also argued that the panel erred in requiring
an express acceptance of confidentiality by the tipper. Rather, the
Commission's brief took the position that an acceptance of such a



duty can be implied from the circumstances surrounding the
relationshipd in this case, a familial relationship.

In SEC v. Clark,?*® the United States Court of Appeals for the Ninth
Circuit affirmed a judgment in favor of the Commission based on the
fimisappropriationotheory of insider trading, a matter of first
impression in that Court. The Court held that a person who trades on
material nonpublic information, deceitfully stolen or fimisappropriatedo
in breach of a duty, violates Exchange Act Section 10(b) and Rule
10b-5. Clark was found by a jury to have stolen confidential
information from his employer about its corporate acquisition plans
and to have used that information to reap profits by buying stock of
the target company in the securities market. The Court of Appeals
held that a fraud occurs where an employee steals and uses his
employer's material, nonpublic information despite his implicit
representation to his employer not to do so. Agreeing with the
Commission, the Court also held, on an issue of first impression, that
Clark could be ordered to disgorge profits made by a person he
tipped even though that person was found not to have violated
Exchange Act antifraud provisions in his trading.

In SEC v. Unifund SAL,** the United States Court of Appeals for the
Second Circuit affirmed, with modifications, portions of preliminary
injunctions obtained by the Commission that froze assets held in the
defendants' brokerage accounts, but the Court vacated those
portions of the injunctions prohibiting future violations of the federal
securities laws. In an action filed just two days after the public
announcement of a merger, the Commission alleged that the
defendants, foreign citizens residing overseas, had engaged in
massive illegal trading in the securities of one of the companies to the
merger just before the public announcement. The Commission
obtained preliminary injunctions, pending further discovery, against
two of the defendants based largely on the suspicious pattern of



trading in the accounts. On appeal, the Court rejected the defendants'
contention that the Commission was required to make a fstrong prima
facie caseoto obtain preliminary relief and, instead, held that the
Commission need establish no more than a likelihood of success on
the merits and need not establish irreparable injury as must a private
litigant. Although the Court determined that, under this standard, the
Commission was not entitled to an interim prohibition against future
securities law violations, it affirmed, with modifications, the district
court's grant of the freeze orders. The Court allowed the freeze of
assets in an amount exceeding the profits to secure not only a
potential judgment of disgorgement but also for civil penalties. The
Court limited the duration of the freeze order, however, in light of
what it viewed as the weak evidence relating to the violation and the
hardship to the defendants. The Court noted that in future cases
courts should assess all relevant circumstances to determine the
coverage, terms, and duration of such orders.

Definition of a Security

As the Commission urged in an amicus curiae brief in Reves v. Ernst
& Young,?*?the Supreme Court reversed a decision by the United
States Court of Appeals for the Eighth Circuit and held that interest-
bearing demand notes that were widely offered and sold to the public
by an Arkansas farmers' cooperative are securities. In so doing, the
Court, as the Commission had urged, rejected application of the
investment contract test set forth in SEC v. W.J. Howey Co.?*® to
notes and adopted instead the ffamily resemblanceoapproach for
determining whether a note is a security. Under this approach, a note
with a maturity of greater than nine months is presumed to be a
security unless it bears a strong resemblance to certain judicially
enumerated instruments that are outside the finvestment marketo
regulated by the federal securities laws (such as notes issued in
consumer financing and notes secured by home mortgages).



A majority of the Court also held, as the Commission had urged, that
the notes in this case did not fall within the exclusion in Exchange Act
Section 3(a)(10) from the definition of security for notes having a
maturity fnot exceeding nine months.0The Court stated that the
maturity of a note payable on demand is ambiguous, since it can be
argued that the note matures either at the time of issuance or at the
time demand is actually made, which may be later than nine months
from issuance. Accordingly, the Court, relying on Congress's broad
purpose of fensuring that investments of all descriptions be regulated
to prevent fraud and abuse,oresolved the ambiguity in favor of
investor protection.

Liability in Private Actions

The Commission continued to participate in cases raising the issue of
the appropriate statute of limitations for private actions under
Exchange Act Section 10(b). In Ceres Partners v. GEL Associates,?**
the Commission, as amicus curiae, successfully urged the United
States Court of Appeals for the Second Circuit to abandon its
traditional approach of looking to state law limitations periods to limit
claims under Section 10(b) in favor of a uniform limitations period
drawn from federal law. The Court disagreed with the Commission,
however, as to what federal limitations period should govern. The
Commission had taken the position that the five-year period in
Exchange Act Section 20A enacted in 19888 which codifies an
express private right of action for certain violations of Section 10(b) in
the nature of insider trading-should be used. The Court instead chose
another period governing certain express causes of action under the
federal securities lawsd one year from discovery of the facts
constituting the violation and in no event more than three years from
the violation.



In Ceres, the Commission advanced the same position as to the
appropriate statute of limitations as had the Solicitor General, acting
on the Commission's behalf, in an amicus curiae brief expressing the
view that certiorari should not be granted in Lebman v. Aktiebolaget
Electrolux.”® Later, the Solicitor General, on behalf of the
Commission, filed a brief amicus curiae on the merits in Lampf Pleva
Lipkind Prupis & Petigrow v. Gilbertson,?*® again advocating the
adoption of Section 20A's five-year period.

In Mendell v. Gollust,?*’ the United States Court of Appeals for the
Second Circuit, in an opinion reflecting the position urged by the
Commission in a brief filed at the Court's request, held that a plaintiff
may maintain a suit under Exchange Act Section 16(b) on behalf of
the issuer, to recover short-swing profits allegedly obtained by the
Issuer's insiders in transactions involving the issuer's stock, even
after the plaintiff is involuntarily divested of his own shares of the
issuer. The plaintiff in this case owned common stock of the issuer at
the time of the defendant's short-swing transactions and at the time
he filed suit, but was subsequently divested of his shares as a result
of a merger. The Commission argued, and the Court agreed, that the
remedial and deterrent purposes of Section 16(b) would be undercut
if a shareholder was deemed to lose his standing to sue by being
involuntarily divested of his shares through a business combination
such as a merger.

Broker-Dealers and Market Professionals

In Hollinger v. Titan Capital Corp.,?® the United States Court of
Appeals for the Ninth Circuit, sitting en banc, issued an important
opinion in the area of broker-dealer regulation, agreeing with the
positions urged by the Commission as amicus curiae, and overriding
numerous of the Court's precedents. First, the Court held that under
Exchange Act Section 20(a), which makes a broker-dealer firm liable



for the fraud of persons it controls unless it can establish a fgood
faithodefense, a firm is always a fcontrolling personoof salespersons
who are associated with it. Second, the Court decided that the firm
cannot avoid its duty to supervise persons it controls merely because
those persons are independent contractors. Third, the Court held that
a plaintiff in a Section 20(a) case need not plead and prove that the
firm was a ftulpable participantoin the violation committed by the
controlled person. Fourth, the Court held that the burden of proof in
establishing the good faith defense under Section 20(a) rests on the
firm. A firm cannot satisfy that burden simply by showing that it has a
system of supervisory procedures in place; it must persuade the court
that the supervisory system is adequate and that the firm in fact
reasonably discharged its obligation of enforcing the system.

Finally, the Court held that controlling person liability does not
supplant strict liability under the federal securities laws based on the
common law principle of respondeat superior; under the latter
doctrine, the firm is vicariously liable for the damages caused by the
fraudulent conduct of its agents and employees. In one respect, the
Court did not follow the Commission's position. For purposes of
defining frecklessnessowhich will satisfy the scienter requirement of
Section 10(b) and Rule 10b-5, the Court adopted a different standard
of recklessness than the common law fraud standard of ftonscious
indifference,0which the Commission had advocated.

Self-Regulatory Organizations

In The Business Roundtable v. SEC,**® the United States Court of
Appeals for the District of Columbia Circuit vacated Exchange Act
Rule 19c-4, regarding shareholder voting rights. That rule amended
the rules of national securities exchanges and associations to prohibit
the listing or quoting of equity securities of any company that nullifies,
restricts, or reduces the per share voting rights of any outstanding



class of common stock. The Court held that the rule was beyond the
Commission's authority and impermissibly infringed upon the states'
traditional authority to charter and regulate corporations. The
Commission had centered its discussion of its authority to promulgate
the rule on furthering the objective of Exchange Act Section 14(a) of
ensuring fair corporate suffrage. The Court decided in effect,
however, that the purpose of Section 14(a) was limited to improving
shareholder communication. A broader reading of the rule would,
according to the Court, permit the Commission to establish an entire
body of federal corporate law. The Court also rejected the
Commission's argument that other sources of authority, including the
1975 amendments to the securities laws, served to support the
adoption of the rule.

In Board of Trade of the City of Chicago v. SEC,?*° two futures
exchanges petitioned for review of (1) a 1989 Commission order
granting Delta Government Options Corporation (Delta) temporary
registration as a clearing agency and (2) a no-action letter issued by
the Commission's Division of Market Regulation stating that the
division would not recommend enforcement action should certain
entities operate the proprietary trading system (the System) of which
Delta was a part, without being registered as an exchange under
Exchange Act Section 6. As to the 1989 order, the United States
Court of Appeals for the Seventh Circuit determined that the
Commission's finding in the order that Delta was organized and had
the capacity to comply with the Exchange Act was defective for lack
of a determination with regard to the status of the System as an
exchange. As to the no-action letter, however, the Court agreed with
the Commission that under the rationale of Heckler v. Chaney,”®* the
division's position that it would not recommend enforcement action
was not subject to judicial review. The Commission renoticed Delta's
application for clearing agency status, and, in 1990, issued another
order which granted Delta temporary registration and expressly



determined that the System does not constitute an exchange. The
futures exchanges petitioned for review of this order. The Court
affirmed,?®? essentially agreeing with the Commission's argument that
the Commission's analysis of the fexchangeoissue is a reasonable,
practicable interpretation of the definition of that term in the Exchange
Act, and that the Commission, in making this analysis, was acting
consistently with its congressional mandate to interpret and
implement the securities laws in an ever-changing, technologically
innovative environment. Rehearing was denied.

International Application of the Securities Laws

SEC v. International Swiss Investments Corp.,?*® concerned a boiler
room operated by persons in various Latin American countries using
the telephone to sell securities to U.S. residents. The Commission
brought an action alleging violations of the federal securities laws and
served its complaint by hand in Mexico. As urged by the Commission,
the United States Court of Appeals for the Ninth Circuit rejected the
defendants' challenge to the service of process. First, the Court held
that the Commission was not required to serve process on the
defendants through the Inter-American Convention on Letters
Rogatory since the convention had not been ratified by the Senate at
the time that service was made. Second, the Court determined that
the Commission complied with Rule 4 of the Federal Rules of Civil
Procedure and that the manner of service did not violate international
law.

Actions Involving Other Agencies

The Solicitor General filed a brief on behalf of the Federal Energy
Regulatory Commission (FERC) as respondent and the Commission
as amicus curiae in Arcadia, Ohio v. Ohio Power Company,*®* a case

involving the circumstances under which SEC regulation under the



Public Utility Holding Company Act (Holding Company Act) precludes
FERC regulation under the Federal Power Act (FPA). Specifically, the
case raised the question whether Section 318 of the FPA, which
governs ftonflict of jurisdictionobetween FERC and the Commission,
precludes FERC jurisdiction whenever FERC and the Commission
have jurisdiction to regulate the same subject matter, or only when
there is an actual conflict between a requirement of FERC and a
requirement of the Commission. The brief filed on behalf of FERC
and the Commission took the position that Section 318's rule of
precedence takes effect only when regulations or orders adopted
under the Holding Company Act and the FPA created conflicting
obligations for regulated entities. The brief did not address whether
there was an actual conflict in this case.

In its decision, the Supreme Court concluded that Section 318 had no
application to this case. The Court interpreted Section 318 literally to
limit the section's application to circumstances where the subject
matter in issue falls within four enumerated categories set forth in
Section 318. In the Court's view, it was not possible to identify any
FERC requirement in this case falling within these categories.

In FDIC v. Jenkins,?®® the United States Court of Appeals for the
Eleventh Circuit, agreeing with the arguments made by the
Commission as amicus curiae, reversed a district court injunction
prohibiting shareholders of a bank holding company from satisfying
their Rule 10b-5 claims against certain third parties from those
parties' assets until the Federal Deposit Insurance Corporation's
(FDIC) claims against the same parties are satisfied. The Court
agreed with the Commission that the absolute priority rule (which
requires in certain contexts that creditors' claims against a
corporation receive priority over the claims of its shareholders)
applies only to claims against an insolvent entity's assets and not, as
the FDIC asserted, to assets of third parties. Turning to issues not
addressed by the Commission, the Court further held that an absolute



priority was not "implicit" in the Federal Deposit Insurance Act and
was unnecessary for the FDIC to fulfill its statutory duties.

Actions Involving the Proxy Antifraud Provisions

In Virginia Bankshares, Inc. v. Sandberg,?®® the Solicitor General filed
an amicus curiae brief in the Supreme Court on behalf of the
Commission and the FDIC addressing issues of materiality and
causation under the proxy antifraud provisions of the Exchange Act.
These two consolidated private damage actions arose from a "freeze-
out" merger in which the plaintiffs’ shares were converted into a right
to receive a certain amount of cash. The plaintiffs alleged that the
proxy statement issued in connection with the merger was materially
false and misleading, in violation of Exchange Act Section 14 and an
antifraud rule thereunder. The plaintiffs obtained a jury verdict, -which
was affirmed by the Court of Appeals. In the Supreme Court, the
defendants argued that, as a matter of law, they could not be liable
for the types of misstatements alleged. The first issue they raised was
Awhet her representations g@drecwrspr oxy st
reasons and purposes for recommending approval of a particular
transaction, and their characterizations of matters discussed in the
statement, by words such as "independent,” can be materially false or
misleading. The government's brief argued that such
misrepresentations can be actionable. The second issue was whether
minority shareholders can establish that their injuries were caused by
a false or misleading proxy statement when they lacked sufficient
votes to block the transaction on which the vote was taken. The
government's brief argued that causation may be established where
minority shareholders are misled into voting in favor of a transaction,
thereby losing an appraisal remedy under state law, or where minority
shareholders have, by a false or misleading proxy statement, been
prevented from employing a variety of other methods to alter the
transaction's terms.



Litigation Involving Requests for Access to Commission Records

The Commission received approximately 2,000 requests under the
Freedom of Information Act (FOIA) for access to Commission records
and approximately 3,200 requests for confidential treatment from
persons who submitted information. There were 61 appeals to the
Commission's General Counsel from initial denials by the FOIA Office
of FOIA requests, and 11 appeals of denials of confidential treatment
requests. Only two requests resulted in court actions against the
Commission.

One of the two court actions arose out of the Commission's denial of
a confidential treatment request.?®” However, after the Commission
filed a motion for summary judgment, the requester voluntarily
dismissed the case. In the second,”®® the district court upheld, in all
material respects, the Commission's denial of access to documents
from numerous investigative files. The unsuccessful requester
appealed that decision to the United States Court of Appeals for the
District of Columbia Circuit. The Commission has filed its brief urging
the Court to uphold the district court's finding that personal
information in trading records, account statements, and other records
provided to the Commission during the investigations are protected
from release by FOIA Exemption 7(C), which exempts from
disclosure information, the release of which may result in an invasion
of personal privacy. The brief also argues that minutes of closed
Commission meetings are not ffinal agency decisionsoas defined by
the FOIA. The Court of Appeals for the District of Columbia Circuit
has heard oral argument and the case is under submission.

The Office of General Counsel also handled 117 subpoenas served
by parties in private litigation seeking Commission documents or
investigative testimony. A number of the subpoenas sought



documents from active investigations which the Commission declined
to produce on grounds of the governmental law enforcement
privilege, as their release could impair ongoing proceedings. As a
result, certain of these subpoenas led to motions to compel, or
Commission motions for protective orders. The Commission was
successful in each of these litigated motions.

Actions Under the Right to Financial Privacy Act

Eight actions were filed against the Commission under the Right to
Financial Privacy Act (RFPA), to block Commission subpoenas for
customer information from financial institutions.?®® One action was
dismissed voluntarily by the movant after the Commission filed its
opposition. The remaining actions were dismissed after the court
found, in each case, the Commission was seeking the records for a
legitimate law enforcement inquiry, and the records were relevant to
those investigations.?”® Of particular note is In Re Securities and
Exchange Commission Private Investigation/Application of John Doe
re Certain Subpoenas,?”* in which the District Court for the Southern
District of New York made several rulings which should assist the
Commission in litigating RFPA challenges. First, the Court reaffirmed,
over the movant's objection, the modest burden of proof on the
agency in a RFPA case, noting that an agency is not required to
demonstrate that the records sought fareorelevant to the
investigation, but need only establish fa reasonable belief that the
records sought are relevant.0 Equally significant, the Court held that
the Commission met this burden upon demonstrating that the
customer had control over certain brokerage accounts in which
suspect trading occurred: flOnce a person's connection to apparently
illicit conduct has been shown, it is relevant to know whether that
person's bank account contains evidence of such conduct." Finally/
the decision makes clear that the length of time covered by



subpoenas to banks challenged under the RFPA need not be limited
in scope to the dates of the alleged improper trading.

Actions Under the Equal Access to Justice Act

The office obtained favorable decisions in two actions under the
Equal Access to Justice Act. In one, SEC v. Comserv Corp.,?’? the
United States Court of Appeals for the Eighth Circuit reversed and
vacated the district court's award of attorneys' fees and expenses.
The district court, after dismissing the Commission's action against
one defendant, found that the action was not "substantially justified"
and awarded fees, notwithstanding its acknowledgment that the
award would not go to the defendant, but to the insurer that provided
defendant's liability coverage. As urged by the Commission, the Court
of Appeals reversed, holding that the defendant was ineligible to
recover under the Act because his insurer was contractually obligated
to pay his attorneys' fees.

Actions Against Commission and Staff

Six actions were filed against the Commission and individual staff
members seeking monetary damages and/or injunctive relief. The
office defended successfully each of these actions. In Hale v.
McKenzie,?”® plaintiff Joseph H. Hale, who had been prosecuted
successfully for violations of the federal securities laws, sued the
Commission and three current or former Commission staff members,
alleging numerous common law and constitutional violations in
connection with the Commission's prosecution of the plaintiff.*”* The
United States District Court for the Northern District of Georgia
dismissed the plaintiff's unfounded claims against the Commission on
the grounds of sovereign immunity, and those against the staff on the
grounds of, among other things, official immunity i as the actions of



which he complained were undertaken by the staff as part of their
official responsibilities.

Similarly, in SEC v. American Assurance Underwriter Group, Inc.,?"
a Commission injunctive action, defendant William A. Calvo, I, filed
a counterclaim alleging staff misconduct. The United States District
Court for the Southern District of Florida dismissed the claim, finding
that it was barred by Section 21 (g) of the Exchange Act, which
prohibits the consolidation of Commission injunctive actions with any
private action without the Commission's consent.

Motions to Vacate Injunctions

During the last fiscal year, the staff responded to three motions to
vacate injunctions. In SEC v. Belmont Reid and Company,®’® the
United States District Court for the Northern District of California
denied a motion to vacate the consent injunction obtained in a
Commission enforcement action. In that action, the Commission had
alleged that defendants fraudulently sold unregistered securities
when they sold contracts for the future delivery of gold coins. Most of
the defendants consented to injunctions, but three continued to
litigate. The District Court ultimately ruled that the gold coin contracts
were not securities.?’’ In their motion to vacate, nine of the
consenting defendants argued that, because the District Court had
ruled that the gold coin contracts were not securities, the consent
judgment was void for lack of subject matter jurisdiction and the
injunction was unfair. The District Court agreed with the Commission,
ruling that it had jurisdiction to enter the consent decree, the motion
was untimely, and the injunction did not constitute grievous wrong
resulting from unforeseen circumstances such as would justify
vacation of the injunction.

Actions Against Professionals Under Commission Rule 2(e)



In the spring of 1990, the Commission organized a new group within
its Office of the General Counsel to focus primarily on the litigation of
administrative disciplinary cases against professionals under Rule
2(e) of the Commission's Rules of Practice. These cases are often
large and complex. The outcome of such cases against accountants
may affect how reporting companies account for costs in filings
before the Commission. The creation of the new Rule 2(e) group
reflects the emphasis the Commission attaches to these important
cases. During the year, several Rule 2(e) actions were concluded. In
In re Ernst & Whinney,?’® Administrative Law Judge Jerome Soffer
found that Ernst & Whinney (now Ernst & Young) and one of its
partners had engaged in improper professional conduct by violating
generally accepted auditing standards during the audit of US Surgical
Corporation's 1980 and 1981 financial statements. Judge Soffer
found that audit partners fall the way up to the top level including the
co-chairmanoparticipated in the outcome of the audit and that the
auditors unduly relied upon representations of Surgical management
even after serious questions concerning management's integrity were
raised during the audit. Based on his findings, Judge Soffer
suspended the New York region of the firm from undertaking any new
Commission engagement for a period of 45 days. No appeal to the
Commission was taken from the ruling.

In In re Calvo,*”® Administrative Law Judge Max Regensteiner found
that the public interest required attorney William Calvo to be
suspended for two years. Calvo had been permanently enjoined from
violating antifraud provisions of the federal securities laws in
connection with his conduct, among other things, in fraudulently
extending a public offering beyond the period specified in the
prospectus.?®® No appeal was taken from the ruling.



In In re Blonquist,”®* attorney Thomas Blonquist consented to a

Commission order under Rule 2(e) suspending his right to practice
before the Commission for five years. The suspension was based on
a prior Commission action against Blonquist, SECv. T h o ma?®s E
where the district court found that he had willfully aided and abetted
violations of antifraud provisions of the federal securities laws and
permanently enjoined Blonquist from further violations.

In In re Tepps and Goldstein,?®® attorneys Jerome Tepps and Michael
Goldstein consented to a Commission order suspending them from
practicing before the Commission for five years. The suspensions
were based on a prior Commission action against Tepps and
Goldstein?®* in which they were permanently enjoined from violations
of antifraud and reporting provisions of the federal securities laws.
The action arose from their conduct in preparing certain false and
misleading filings disseminated to the public by four blind pool
issuers.

Significant Administrative Decisions
Broker-Dealers and Market Professionals

In F.J. Kaufman &Co. of Virginia and Frederick J. Kaufman, Jr.,”® the
Commission affirmed disciplinary action taken by the NASD against a
former member firm and its general partner for violating the NASD's
suitability rule. The Commission found, as had the NASD, that
Frederick Kaufman devised and recommended to three sets of
customers an options program, generally known as the "margined
buy-write strategy." Under Kaufman's plan, customers sold call
options and used the premiums, together with other available funds,
to purchase shares of the underlying stock on margin. However, the
Commission found that, when transaction costs were taken into
account, Kaufman's strategy was always inferior to a straight



purchase of the same stock, either for cash or on margin. Thus, the
Commission concluded that Kaufman's strategy was not suitable for
any investor, a fact of which Kaufman should have been aware.

In Investors Portfolio Management, Inc. (IPM),?%° the Commission
revoked the investment adviser registration of IPM, the adviser to a
municipal bond fund. IPM developed a program pursuant to which the
fund bought municipal bonds in odd lots and with "short settlement"
dates (less than five business days after the date of purchase). Its
objective was to acquire bonds for the fund's portfolio that would not
be delivered by the settlement date, thereby becoming so-called
“failed bonds." Failed bonds accrue interest from the settlement date
even though they need not be paid for until they are delivered. Thus,
when a bond "failed," the fund collected interest until the date of
delivery without any expenditure of capital. Moreover, in the interim,
IPM used the money that the fund would have paid out for the failed
bonds to purchase additional bonds for the fund. In this way, the fund
was able to collect two payments of interest on the same money. This
practice produced deceptively high temporary yield rates, and caused
the fund to borrow beyond its authorized ceiling when a large number
of failed bonds were delivered at the same time and the fund had to
pay for them.

The Commission found that IPM violated antifraud provisions by
advertising the fund's high yields without disclosing that they were
merely temporary, and the Investment Company Act by causing the
fund to exceed its borrowing limit.

Significant Legislative Developments

Enforcement Remedies



On October 15,1990, the President signed into law the Securities
Enforcement Remedies and Penny Stock Reform Act of 1990.287
This legislation, which substantially increases the strength and
flexibility of the Commission's enforcement remedies, was based
upon a Commission proposal submitted to Congress in January 1987
and introduced in the 101st Congress by Senators Dodd and Heinz
and Congressman Dingell. In February 1990, Chairman Breeden
testified before the Subcommittee on Securities of the Senate
Committee on Banking, Housing and Urban Affairs, recommending a
number of changes to the legislation that were largely incorporated
into the final bill.

Provisions of the Act relating to penny stocks are based on H.R.
4497, the Penny Stock Reform Act of 1990, which was introduced by
Congressman Markey in April 1990. Chairman Breeden testified on
April 25 before the Subcommittee on Telecommunications and
Finance of the House Committee on Energy and Commerce
concerning these provisions.

The Act authorizes the Commission to seek civil money penalties (in
addition to disgorgement orders) in district court actions, and to
Impose money penalties in administrative proceedings brought
against broker-dealers, investment advisers, and other regulated
entities. In addition to penalties, the Commission is expressly
authorized to enter an order requiring an accounting and
disgorgement, including reasonable interest.

The legislation also includes provisions, first requested by Chairman
Breeden in his February 1, 1990 testimony before the Senate
Securities Subcommittee, that authorize the Commission (following
notice and opportunity for a hearing) to issue cease and desist orders
to enforce the requirements of the Securities Act of 1933 (Securities
Act), the Exchange Act, the Investment Company Act, and the



Investment Advisers Act. The Commission also is empowered to
order a respondent to disgorge profits resulting from a violation or to
take affirmative steps to ensure compliance with the law. The
Commission may not, however, impose civil penalties in a cease and
desist proceeding. Commission orders in cease and desist
proceedings are enforceable in federal district court and are subject
to review by the courts of appeals.

The Act expressly authorizes district courts to suspend or bar a
defendant in a Commission action from serving as an officer or
director of a reporting company. This express authority is limited to
defendants who are found to have violated Section 17(a)(l) of the
Securities Actor Section 10(b) of the Exchange Act. The court also
must find that the defendant's conduct demonstrates fsubstantial
unfitnessoto serve as an officer or director.

With regard to penny stock reform, the Act contains a definition of
penny stocks as equity securities that do not fall within one of several
excluded categories (e.g., securities traded on a national securities
exchange or quoted on NASDAQ). The Commission has broad
authority to exclude additional securities or classes of securities. The
Commission's sanctioning authority is expanded to enable it to bar
persons from fparticipating in an offering of penny stock.o

Market Reform

Following the October 1987 market break, the Commission submitted
to Congress a number of legislative proposals that were designed to
increase its ability to monitor activities that may have significant
market impact and to take effective action in market emergencies.
After some amendments to the Commission's proposals, the House
and Senate passed the Market Reform Act of 1990°® in September.
The legislation was signed by the President on October 16, 1990.



The Act authorizes the Commission to suspend trading for up to 90
days if the Commission deems it to be required in the public interest
and for the protection of investors. Before using this authority, the
Commission must notify the President and determine that he does
not disapprove.

The Commission also is authorized to adopt rules that prescribe
means reasonably designed to prevent the manipulation of price
levels of the equity securities market or a substantial segment of that
market, and that prohibit, during periods of extreme market volatility,
any trading practice that the Commission has found to contribute
significantly to extraordinary levels of volatility threatening the
maintenance of fair and orderly markets.

Two new provisions enhance the Commission's ability to monitor the
securities markets. First, large traders may be required to provide
information to the Commission concerning their identity and the
accounts through which they effect transactions. Moreover, broker-
dealers must maintain in their files and make available to the
Commission information concerning large traders and large
transactions. The second provision authorizes the Commission to
require broker-dealers to obtain information and keep records
concerning their procedures for monitoring and controlling financial
and operational risks resulting from the activities of any of their
associated persons (other than natural persons). The Commission
may require that summary reports be filed with it and may obtain
immediate and more detailed risk assessment information if it
reasonably concludes that it has concerns regarding the financial or
operational condition of the broker-dealer.

The Act directs the Commission to undertake a number of initiatives
in the area of clearance and settlement, including the establishment
of a federal advisory committee to assess the adequacy of state



commercial laws, and authorizes the Commission, upon making the
necessary findings, to adopt rules concerning the transfer and pledge
of securities that would preempt state law. Moreover, the Commission
Is directed to facilitate the establishment of a national system for
prompt and accurate securities clearance and settlement, and linked
or coordinated facilities for the settlement of transactions in securities,
securities options, contracts of sale for future delivery, and options on
such contracts and commodity options.

Other Amendments to the Securities Laws

A number of other Commission legislative proposals were enacted
during the 101st Congress as the Securities Acts Amendments of
1990.289 Title Il of the Act, the International Securities Enforcement
Cooperation Act of 1990, substantially improves the Commission's
ability to cooperate with the securities regulators of other countries.
The amendments exempt certain documents obtained from foreign
regulators from the disclosure requirements of the FOIA. They also
clarify the Commission's authority to provide foreign and domestic
securities officials with nonpublic information and permit the
Commission to obtain reimbursement from a foreign authority for
expenses incurred in providing assistance to that authority. The
Commission and the self-regulatory organizations are permitted to
Impose sanctions on a securities professional found by a foreign
court or securities authority to have engaged in illegal or improper
conduct.

Title Il of the Act, the Shareholder Communications Improvement Act
of 1990, eliminates an unintended gap in the statutory scheme
governing communications with shareholders. Section 14(b) of the
Exchange Act is amended to extend to mutual funds and other
investment companies the benefits of the Commission's shareholder
communication rules. These rules, which require entities with



fiduciary responsibilities that hold securities in nominee name to
deliver proxy materials and annual reports to beneficial owners and to
provide information concerning such beneficial owners to issuers on
request, are designed to facilitate communication between
investment companies and beneficial owners of investment company
securities held in street name. Broker-dealers and bank nominees
also are required to transmit information statements to beneficial
owners of securities. An issuer subject to the proxy provisions must
transmit such statements to shareholders of record when it holds a
shareholder vote but does not solicit proxies. The amendments
require mutual funds and other investment companies to provide
such information statements under similar circumstances.

The Trust Indenture Reform Act of 1990 was enacted as Title IV of
the Act. It comprehensively modernizes the Trust Indenture Act of
1939 to accommodate its requirements to the needs of contemporary
financing and institutional trust practice without undermining the
purposes of the Act. The Trust Indenture Act requires that non-
exempt debt issued to the public must be issued under an indenture
and imposes certain requirements and limitations on the contract that
governs the rights and duties of the issuer, the debtholders, and the
indenture trustee. The recent amendments make mandatory
indenture terms self-executing through operation of law to make
certain that such provisions are part of every indenture qualified
under the Act. The Commission's exemptive authority under the Act
Is broadened, and it is permitted to allow foreign entities to serve as
trustees under qualified indentures in certain circumstances. In
recognition of modern trust practice, technical conflicts of interests
are made irrelevant to a trustee's eligibility prior to a default.

Jurisdictional Proposal



In June 1990, the Department of the Treasury transmitted to
Congress an Administration legislative proposal, the Capital Markets
Competition, Stability and Fairness Act of 1990. The proposal would
have transferred from the Commaodity Futures Trading Commission
the authority to regulate stock index futures and options on stock
index futures by incorporating the Commaodity Exchange Act (CEA)
into the Securities Exchange Act of 1934 with respect to these
products. It also would have subjected the futures exchanges'
regulation of margins on stock index futures and options to Securities
and Exchange Commission oversight and would have modified the
exclusivity clause of the CEA to allow instruments with characteristics
of both futures and securities to trade in both commodity and
securities markets. The bill would have required the Securities and
Exchange Commission to report to Congress on additional
modifications necessary for the efficient regulation of the linked
markets for stocks, stock options, and stock index futures. The bill
was introduced in the House as H.R. 5006 and in the Senate as

S. 2814. Neither bill was reported out of committee.

Commission Testimony on Other Issues

The Office of the General Counsel prepared testimony presented on
behalf of the Commission on a wide range of issues under the federal
securities laws during the second session of the 101st Congress. On
August 2, 1990, the General Counsel testified at a hearing before the
House Telecommunications and Finance Subcommittee on a draft
legislative proposal sponsored by Congressman Wyden. That
proposal would have required each issuer to evaluate its internal
control structure and disclose the results of such assessments in its
annual reports to shareholders, along with a report by an independent
public accountant on management's assessment. The bill also
specified certain procedures that must be included in any audit of an
iIssuer's financial statements required by the Exchange Act and



required that auditors confidentially report substantial, continuing, or
uncorrected illegalities directly to the Commission. Although these
provisions were added to the Comprehensive Crime bill by the House
(H.R. 5269), the Senate version of the bill did not include similar
language. The auditor requirements were not included in the crime
bill ultimately agreed to by the Senate and House conferees and
enacted into law.

Chairman Breeden also testified on accounting reform. Before the
Senate Banking, Housing and Urban Affairs Committee on
September 10, 1990, the Chairman stressed that accounting reform,
particularly a shift toward market value accounting, is necessary to
assure that meaningful financial information reaches the public.
Chairman Breeden had testified before the same committee on July
19,1990, supporting a comprehensive reform of the U.S. system for
regulating financial institutions. The Commission took the position
that Congress should undertake an examination of the impediments
to efficient operations of financial institutions and stated that reform is
necessary to reduce significantly the aggregate exposure of
taxpayers, to introduce market discipline, and to eliminate distortions
to competition. Substantially similar testimony was presented by
Chairman Breeden on July 11, 1990 before the Subcommittee on
Telecommunications and Finance of the House Committee on Energy
and Commerce. Chairman Breeden also testified before the House
Banking, Finance and Urban Affairs Committee on November 14,
1989 concerning the collapse of Lincoln Savings and Loan and the
related bankruptcy of its holding company, American Continental
Corporation. He noted that there is an inherent risk of confusion when
federally insured depository institutions are permitted to sell
uninsured securities to the public from the same offices where
insured deposits are accepted and called for legislation to protect
unsuspecting investors from potential exploitation.



Corporate Reorganizations

The Commission acts in a statutory advisor's role in reorganization
cases under Chapter 11 of the Bankruptcy Code to see that the
interests of public investors are adequately protected. In these cases
a debtor generally is allowed to continue business operations under
court protection while it negotiates a plan to rehabilitate the business
and to pay the company's debts. Reorganization plans often provide
for the issuance of new securities to creditors and shareholders in
exchange for part or all of their claims or interests in the debtor, under
an exemption in the Bankruptcy Code from registration under the
Securities Act.

In fiscal year 1990, the Commission authorized a review of its Section
1109(a) general statutory advisory role in Chapter 11 cases and of
the adequacy of public investor protections under Chapter 11 of the
Bankruptcy Code. The goal of this review is to provide an informed
basis upon which to determine whether that role should be modified
and whether legislation is needed. In connection with the review, the
Commission has received, in response to a release issued in
September 1989,%*° over 40 comments from the bench, bar, and
others regarding the issues raised in the release. The project also
includes an assessment of active participation by the Commission
staff in six reorganization cases, which have been paired with six
other cases in which the Commission is not actively participating.

In its capacity as a special advisor, the Commission may raise or
present its views on any issue in a Chapter 11 case. Although the
Commission may not initiate an appeal, it frequently participates in
appeals taken by others. While Chapter 11 relief is available to
businesses of all sizes, the Commission generally limits its
participation to cases involving debtors that have publicly traded



securities registered under the Exchange Act. In fiscal year 1990, the
Commission participated in Chapter 11 cases on a variety of issues.

Committees

Official committees are empowered to negotiate with a debtor in
possession on the administration of a case and to participate in all
aspects of the case, including formulation of a reorganization plan.
With court approval, an official committee is permitted to employ, as a
cost of administration, one or more attorneys, accountants, or other
professionals to assist the committee in performing its duties. In
addition to a committee representing creditors holding unsecured
claims, the Bankruptcy Code allows the court or a United States
trustee to appoint additional committees for stockholders and others
where necessary to assure adequate representation of their interests.
During fiscal year 1990, the Commission moved or supported
motions for the appointment of committees to represent investors in
two Chapter 11 cases.**

In a case having practical significance for the representation of equity
security-holders by official committees, In re The Worthington
Company,®*? the Commission filed a memorandum in support of a
petition for rehearing in the Court of Appeals for the Sixth Circuit,
taking the position that the Bankruptcy Code permits regular
reimbursement of actual, necessary expenses of members who serve
on official committees. The panel majority, which was the first court of
appeals to address this issue, had held that because there is no
express provision in the Bankruptcy Code permitting the payment of
expenses incurred by members of an official creditors' committee,
such expenses cannot be paid from the estate. The Commission,
agreeing with the dissenting opinion, urged that the panel majority
misinterpreted Section 503(b) of the Code, which gives bankruptcy
courts considerable flexibility in deciding which expenses can be paid



from the estate. After the close of the fiscal year, the Sixth Circuit
panel, agreeing with the Commission's position, reversed its earlier
decision and permitted the payment committee expenses.?*?

Estate Administration

The Commission acts to protect the interests of public investors in
reorganization cases by participating on selected issues involving
administration of the debtor's estate that have a significant impact
upon the rights of public investors.

In Grogan v. Garner,”* in response to the Supreme Court's request
for the government's views, the Solicitor General filed an amicus
curiae brief on behalf of the Commission (and other interested federal
departments and agencies) concerning the standard of proof
applicable in a proceeding to have a debt that is based on the
debtor's fraud excepted from the bankruptcy discharge. The United
States Court of Appeals for the Eighth Circuit’®® had held that a clear
and convincing evidence standard (rather than the lesser standard of
preponderance of the evidence) applied in determining whether such
fraud claims can be discharged under Section 523 of the Bankruptcy
Code.

The government's brief in the Supreme Court pointed out that the
Circuit Court had erroneously based its decision on a presumption
that Congress was aware when it enacted Section 523 that the
"prevailing view" was that fraud had to be proved by clear and
convincing evidence. The brief demonstrated that there was in fact no
consistent pre-Code practice of requiring clear and convincing proof
either to establish fraud generally or to demonstrate in bankruptcy
that a debt was incurred by fraud. In addition, the brief argued that
application of the clear and convincing evidence standard would
depart from the standard of proof in important federal antifraud



statutes such as the federal securities laws, the False Claims Act, the
CEA, the money penalty provisions of the Federal Deposit Insurance
Act, and RICO.

Moreover, application of the clear and convincing evidence standard
in Section 523 proceedings would mean that fraud victims who have
successfully litigated fraud claims under these antifraud statutes
would have to litigate their claims again, under a higher standard of
proof, in the bankruptcy court. Finally, the brief argued that the "fresh
start” policy of the Bankruptcy Code was not inconsistent with
applying a lower standard of proof, since an innocent victim's interest
in obtaining compensation for fraud is at least as important as the
defrauding debtor's interest in obtaining a "fresh start" via the
bankruptcy discharge. After the close of the fiscal year, the Supreme
Court, agreeing with the government's position, ruled that the
preponderance of the evidence standard was applicable under the
Section 523 of the Code.?®

In In re Resorts International, Inc.?*” the Commission, relying on In re
Baldwin-United, 43 3.R. 443 (S.D. Ohio 1984), filed a brief in the
bankruptcy court urging that indemnification of legal defense costs
incurred by officers and directors may be authorized as an
administrative expense of the estate under Section 503(b)(I)(A) of the
Code if the court finds that their continued service is beneficial to the
estate and that the benefits to be derived from their continued service
justify the amount of advances for legal fees. In this case, because no
adequate showing was made, the Bankruptcy Court denied the
debtor's request for such indemnification.

In In re Kaiser Steel Resources,*® a case having major significance
to the brokerage industry, the Commission, in an appeal to the Tenth
Circuit, addressed the issue of liability under fraudulent conveyance
laws for payments made in connection with a leveraged buyout.



Kaiser brought an adversary proceeding naming 194 defendantsd
including financial intromediance such as brokerage firms, banks, and
trust companies as well as its former shareholders from whom Kaiser
Is seeking to recover payments it made in a 1984 leveraged buyout
(LBO), on the ground that the transaction was a fraudulent
conveyance under California law, and thus is subject to avoidance
under the Bankruptcy Code. The Tenth Circuit in a test case involving
a discount brokerage firm defendant, held that the LBO payments are
securities "settlement payments" protected from avoidance under
Section 546(e) of the Code. The Tenth Circuit is now considering
whether Section 546(e) applies to the remaining financial
intermediaries' defendants and Kaiser's former shareholders.”® The
Commission, in its brief to the Tenth Circuit, argued that Section
546(e) on its face applies to payments made by or todoa stockbroker,
securities clearing agency, or financial institution, and that the Kaiser
LBO payments were all made by or to one of these entities. In
addition, interpreting Section 546(e) as applying to financial
intermediaries and shareholders furthers the important objectives of
protecting the integrity of the securities clearance and settlement
system and promoting investor confidence in the securities markets.
In In re General Development Corp.,** the Commission filed a brief
addressing the scope of the bankruptcy court's authority to enjoin a
Delaware state court action seeking authority to nominate and solicit
the election of an alternative slate of candidates for the debtor's
board of directors. The regular annual meeting had been scheduled
by the company's board of directors after the company filed its
Chapter 11 petition. The Commission argued, consistently with the
position urged by the Commission and adopted by the Second Circuit
in In re Johns-Manville Corp.,*** that shareholders of debtor
corporations do not lose their corporate governance rights under
state law, unless it is shown that there has been a ftlear abuseoof
such rights that is likely to jeopardize the reorganization. The



bankruptcy court, agreeing with the Commission's position,
concluded that the record did not support a finding of clear abuse and
allowed the Delaware action to continue.

During fiscal year 1990, the Commission reiterated its position (55th
Annual Report at 84-85, 54th Annual Report at 96, and 53rd Annual
Report at 73) that class claims are permissible in bankruptcy. The
Commission believes that, under principles of statutory construction,
the well-recognized right to file class claims outside of bankruptcy is
equally available in bankruptcy cases. In In re LTV Corp.,**the
Commission filed a brief in the Second Circuit reiterating its view that
class claims are permissible in bankruptcy. In this case, the district
court, relying on The American Reserve®®® and The Charter Co.*%
circuit court decisions, concluded that permitting proofs of claim to be
filed on behalf of a class is consistent with the broad goals of the
Bankruptcy Code.

In reversing the bankruptcy judge's decision, the court rejected a
much-cited 1985 decision to the contrary in In re Johns-Manville,
by the Chief Judge of the Bankruptcy Court for the Southern District
of New York. The appeal is pending.
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Disclosure Statements/Plans of Reorganization

A disclosure statement is a combination proxy and offering statement
used in soliciting acceptances of a plan of reorganization. Such plans
often provide for the exchange of new securities for claims and
interests of creditors and shareholders of the debtor. The Bankruptcy
Code provides that adequate disclosure is to be made without regard
to whether or not the information provided would otherwise comply
with the disclosure requirements of the federal securities laws.
However, in recognition of the Commission's special expertise on
disclosure questions, the Bankruptcy Code recognizes the



Commission's right to be heard, distinct from its special advisory role,
on the adequacy of disclosure. For this reason, the Bankruptcy Rules
require service on the Commission of all disclosure statements.

During fiscal year 1990, the Commission received over 6,000
disclosure statements filed in Chapter 11 cases involving both
privately-held and publicly-held corporations. The staff limits its
review to those disclosure statements filed in cases involving a
publicly-held company or a company likely to be publicly traded as a
consequence of the reorganization. During 1990, the staff reviewed
93 disclosure statements.

In its review of disclosure statements, the staff seeks to determine
whether the issuance of securities under a plan is consistent with the
exemption from registration in the Bankruptcy Code and otherwise in
compliance with the federal securities laws. The Commission also
reviews statements to determine whether there is adequate
disclosure concerning the proposed plan. Generally, the Commission
seeks to resolve questions concerning bankruptcy disclosure through
staff comments to the plan proponent. If questions cannot be
resolved through this process, the Commission may object to the
disclosure statement in the bankruptcy court. During fiscal year 1990,
the Commission commented on disclosure statements in 57 cases.
The vast majority of the Commission's comments were adopted by
debtors. The Commission was compelled to object to disclosure
statements in three cases.** In In re American Medical Technology,
Inc.>*” and In re Saratoga Standardbreds, Inc.,**® the Commission
filed objections to proposed plans of substantially assetless publicly-
held shell corporations. Both plans contemplated no business
operations but sought, contrary to Section 1141(d)(3) of the
Bankruptcy Code, to employ the discharge provisions of Chapter 11
to discharge claims of creditors.



In both cases the principal purpose of the plan was to emerge from
Chapter 11 as a publicly-traded company -without assets or liabilities
and to merge with operating businesses at some unspecified time in
the future. In addition, the Commission viewed the use of Chapter 11
by corporate shells to cleanse themselves of liabilities as an abuse of
the reorganization process. In American Medical, the bankruptcy
court agreed with the Commission's position and sustained its
objection. In Saratoga, the bankruptcy court overruled the
Commission's objection in light of the debtor's showing that after
reorganization it would have had sufficient funds to meet its reporting
obligations under the Exchange Act.

The Commission also objected in SIS Corp. to confirmation of the
debtor's plan of liquidation because it sought to discharge all claims
of creditors. The debtor's plan appeared to be structured in a manner
that would enable the debtor to resurrect its corporate shell after
confirmation. In denying confirmation, the court agreed with the
Commission's position.

In In re Southmark Corp.*® and In re SIS Corp.,*'° the Commission
filed objections to the confirmation of proposed plans, arguing, as it
has on several other occasions,*!* that the provisions of the plan that
purported to discharge and release non-debtor liability should be
stricken or revised because such provisions are beyond the confines
of the Bankruptcy Code discharge of liability.

In Southmark, the provision also would have protected non-debtor
third parties from future Commission enforcement actions. Citing
Underhill v. Royal, 769 F.2d 1426 (9th Cir. 1985), the Commission
argued that Section 524(e) of the Code does not empower a
bankruptcy court to discharge the liabilities of non-debtors pursuant to
a plan of reorganization -- that is, a bankruptcy court can affect only
the relationships of debtors and creditors and cannot discharge the



liabilities of a non-debtor. In Southmark, in response to the
Commission's objection, the debtor amended its plan both to exclude
Commission enforcement proceedings from the operation of the
discharge and release provision and also to exclude most public
investors. However, the bankruptcy court approved the plan
containing the release provision on the theory that it was consensual,
since creditors were given an opportunity to, in effect, fopt outoof the
scope of the release provision. In SIS Corp., following the court's oral
statement that the release provision was funacceptable,othe debtor
deleted the provision from its plan.

Compliance with the Registration Requirements of the Securities Act

Section 1145 of the Bankruptcy Code contains a limited exemption
from registration under the Securities Act for the distribution of
securities by a debtor, or an affiliate or successor to the debtor,
pursuant to a plan of reorganization and in exchange for claims
against or securities of the debtor or such affiliate.

The issuance of securities pursuant to a plan is deemed to be a
fpublic offering,0which means that there is no restriction on resale of
such securities unless the seller is an funderwriteroas specifically
defined in Section 1145(b). During the fiscal year, the staff had no
occasion to file formal objections to a reorganization plan on the basis
of violations of Section 1145 of the Bankruptcy Code.



ECONOMICRESEARCH ANIANALYSIS

The Office of Economic Analysis (OEA) provides technical support
and analysis to assist in evaluating the economic aspects of the
Commission's regulatory program. The economics staff provides the
Commission with research and advice on rule proposals, policy
initiatives, and enforcement actions. The staff assists the Commission
in making decisions affecting the efficiency and structure of our
nation's securities industry. In addition, the staff monitors
developments in capital markets around the world and major program
initiatives affecting the United States financial services industry,
markets, and investors.

Key 1990 Results

Application of new technology within the securities industry,
increased complexity of new financial products, and development of
new trading strategies have resulted in a more dynamic domestic
securities market. The United States securities industry has been a
leader in financial innovation for many years. United States securities
markets continue to benefit from a regulatory structure that fosters
both competition and the protection of investors and, thereby,
promotes both public confidence and operational efficiency in the
markets.

A comprehensive program of economic and policy analysis is
provided by the economics staff, focusing on issues related to
corporate restructuring, stock price volatility, mutual fund
performance, disclosure, insider trading, and market manipulation.






