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SumMary oF THE PrixciraL ProvisioNs oF THE SECURITIES ACTS
: - AMENDMENTS .OF 1975 L ;

S. 249 the Securities Acts Amendments of 194.), consohchtes ﬁve
bills—S. 47 0, S. 2058, S. 2519, S. 2474, and S. 2234—considered during
the 93d COllC"leSb The fust four of these bills p‘lssed the Senate,
and extensive > heari mgs were held on the fifth.

The. genesis of this legislation is the Securities. Indust1y Study
Report of the Subcommlttee on.Securities (S. Doc. No. 93-13, 93d
Cong., st sess. 1973). This Report grew out of an extensive 18- month
study. Its major 1ecommendatlons embodied in S. 249, point to a
fun amentql reform of the -economic ‘and reo'ul‘ltory structure _o_f the
securltles mar kets fmd the securltles mdustry K ‘

?.
O ! R

' f‘ ‘"f"’;‘ = A : ‘COMMISSION RATES BN ) S
RS PPN HFE SR o1 Tl B

+The- Secumtles and Exch‘mge Comm1ss1on {the “SEC” ot the “Com-
mlssmn”) has'clear authority under existing provisions of the Secu-
rities Exchange Act of 1934 (the “Exchange Act”) to control the level
and estent of fixed rates of commission imposed on transactions
effected on a national securities exchange. The SEC: also has clear
authority to abolish such- fixed rates entlrely The Securities. Acts
Amendments of 1975 (the. “bill’) - would not affect this authority. Be-
cause-the SEC is proceeding in a deliberate and responsible manner
to phase out fixed rates, further legislation in this area appegrs to be
unnecessary. As the BaanO' Comnnttee stated In, 1ts 1eport on S

4(0 duuno' the last Congless : S T

Althouoh 2oL fully competltlve rates are necessary ‘lnd
.appr: oprmte for the long term health of the securities mdustry, '
the development of a ‘true central market system,’ and the pro-

.tection and fair treatment of investors, there ‘are’ ‘serious-
dlﬂ‘icultles with any attempt by the Congress to set the prec1se ’
L date on. “hlch fixed rates are'to be’ ehmmated '

4. Determmatwn of the Reasonableness of Fized Rates : :

" The bill would, however, make one important chanﬂe in the nature
of the SEC’s 1espon31b1hty with respect to fixed rates s of commissions
insofar as such rates are permitted. As early as 1963 the SI‘C s
Special Study of the Securities Markets stated:

The general standard of reasonableness [governing com-
mission rates in the Exchange Act] is the kind of gencral
standard that needs to be given specific content in the course
of administration: yet after nearly 30 years there has been
no comprehensive and consistent public articulation, on the
part of the Exchange or the Commission, of the pr mcxp]es or
criteria to be apphed in interpreting the ‘standard.- - - *% -

(1)
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The Securities Industry Study Report of the Subcommittee on Secq:
rities (the “Report™) reached the same conclusion ten years 1{1t81':
‘oL tghe setting of reasonable fixed rates in the securities mdustxl)
still proceeds without an adequate rationale or suflicient bench-
marks. . . .” . o »
The absence of articulated standards for retemaking the -secu-
rities industry would be corrected by requiring that if ﬁxed rates are
permitted, the SEC must (1) find that the rates are reasonable in
relution to the costs of providing the service for which such charge
is made” and (2) publis)h “the standard employed in ad']udgl_ng rea-
sonableness.” ‘%Soc. 19(Db) (2))* The SEC would be given expl)}clt
authority over the accounting practices of brokers and dealers to'as-
sure-n proper data base fo:r any 1-atema‘k1ng;Proceedmg.‘ (Se(;. 1( (g).)
B. “Failsafe” Provisions with Respect to Fully Competitive Comanis-
“sion Rates S .
The controversy over the desirability,and timing of the elimination

of fixed commission rates has led to a general belief that the: SEC
should have flexible authority to deal effectively with any untowafd
consequences of a fully competitive rate environment. To assure the
STEC has such authority, the bill would grant the SEC, in addition 1to
broad gencral powers.relafed to the protection of invéstors and 'the
madtitenance of fair and -ovderly mavkets; three powers desighed sptg,-
cifically to deal with problems which may be caused by fully compe 1-
tive commission rates. - o 0 Tt et

First, the bill' would authorize the SEC to require any 1broii.)e1~:o,1r
dealer who effects trangactions on an )gthange on a regular :151s1
but is not o member of.that exchange,™to comply with respect to such
transactions with such rulesiof the exchange as the Commlssxoli:ma‘y
specify.” The exchange would. be authorized to- enforce comp mqnce
with such rules by the broker ov dealer and, with respect to:tlalzll;ap-
tions on the exchange, the broker or dealer would be deemed to1 e.z{
“member” of the exchange for purposes of various procedura gnc
regulatory provisions of the Exchange Act. (Secs. 6('f) ﬁnd 3:(‘2}‘)'(_‘ )tL

Second, t&\e bill would direct the Commission to take a app;lgpx iate
action to deal with any serious disruption in the operation of the mar-

< v listed securities caused by trading in the third market after
]t\]?etastfg'\;exit of fully compétitive rates. The SEC would h:.u:e. ,b;‘gafl
rule-making authority in this regard.’e.g., it could impose iaﬁqu} tl\"?
market malking obligations onthird market dealers or pro 1ibit refai
securities irms from dealing as principal with public customers. n
listed. securities. (Sec. 13(c)(5)) In addition. the SEC would bc{f’ a'“i
thorized, upon carefully prescribed factual findings, subject to ju 1{;1:1
review on n standard of substantial evidence, to prohibit all trading
of listed securities in the third market. (Secs. 11A.(c) (4) and Qo(b)’)

Third. subject to the finding of reasonableness discussed abo'xe.
the STAC could at any time permit the exchanges to reestablish fixed
rates if it finds that fixed rates ave “necessary to accomplish the pur-
poses of [the Exchange Act].” (See.19(h) (2))

1 Seetlon references, uniess otherwise indleated, are to sections of the Secnritles Excliange
Act of 1934 as amended by the bill,

I —
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Prer e B UL INSTITUTIONAL MEMBERSHIP ~°° - 0 - =0t
STNTUERUSTO VT VL R e b L ey e 0 gy et PR
o> Institutional membership on'stock exchanges{(ile.; the’performance
of both investment management and:brokerage: services for:the same
institutional account by the same exchange member) has caused-(1)
impediments :t6 " fair : competition between' investment managers;
(2) conflicts. of interest, and' (3) distortions in the efficient allocation
of: securities trading. :The-bill avould resolve these problems by. pro-
hibiting stock: exchange members ‘from -effecting: any transaction on
the exchange for any account in which the member;or:an associated
person has a financial interest or with respect to which the member or
an associated person exercises investment:discretion. (Sec. 11(a) (1))
. The bill would, exempt from this prohibition certain types of
transactions by'excliange niembers which contribute to the fairness and
orderliness of exchange markets or which have not given risé to serious
robleims: For example, exemptions would be provided for transactions

y :markét ' makers, including ‘specialists ‘and block positioners, sta-
bilizing transactions’permitted under‘section 10{b) of the ‘Act; borla
fide: drbitragé’ transactions; transactions made with the ‘approval of
floor ‘officials,’ and transactions to’offset transactions made in errof.
Transactions for a ‘miernber’s ‘'own’‘dcéount’and transactions. for’the
accounit-of a’ natiiral-person:or:trust created by a natural person for
himself or another natural person;would dlso be exempted. In addition,
the SEC would have the authority to exempt any other transaction
whichi:is:consistent with the purposes of the subsection. (Sec:'11{a)

(1)(A)— I)) Charen gy ~“!7’;§ GRS e e ey

- "All.exchange ‘transactions which come within the broad prohibition
but-vhichiare'specifically exempted ¢ould be regulated or prohibited by
the SEC as it deems necessary or:appropriatein the public interest or
for-the protection of investors, (Sec. 11(a)(2) (A!)) The Conymission
would:be. authorized to extend thebioad prohibition against the com-
bindtion.of money management and brokerage to the over-the:counter
market in‘order to prevent any. disincentive to belongito or trade on an
exchange or to protect investors. (Sec. 11(a) (2) (B)) R

An‘exchange member would be deemed to exercise “investment dis-
cretion” with Tespect to an’'account if he has legal responsibility for the
investment of 'the account’s assets:or'in fact' malkes the day-to-day in-
vestment ‘decisions for the ac¢ount. The later de facto test is intended
to reduce the danger of evasion of the bill’s prohibition against any
combination of brokerage services and institutional money management
through artificially structured arrangements. The Commission would
also have the authority to include within the definition of “investment
discretion” such other “influence with respect to the purchase and sale
of securities” as it determines should be subject to regulation. (Sec.
3(a) (35))

The bill's prohibition againgt an exchange member excenting rrans-
actions for an account in which it or an associated person has an inter-
eat or an aceount with respeet to which it or an associated person
exercises investment discretion would not become effective until all
fixed rates of commission had been elimmmated. (Sec. 11(a)(3))

. . -
I H
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During the period prior to the climination of fixed rates, neither the
STEC nov any exchange would have the authority to promulgat}? any
rule or take any other action to prohibit transactions by-an exchange
member for the account of any associated person which 1s not a natural
person or any account with respect to which sucl‘x-memberor an ass}o-
ciated person exercises ir.vestment discretion froin off Othe floor °f'.t 1e
exchange. (Sce. 11(n) (4)) Thus, the SEC’s Rule 19b-2.would have to
be withdrawn. The SEC would, howeveér, retain 1ts full porers under
the Exchange Act to regulate floor trading and membgrs tradmg fgr
thelr own account. -~ . . IR R .

' ' ! LS T A Ll e e

oo K "\III. FIDUCIARY STANDARDS .. .o+t o & ot

\

L

The bill would resolve the uncertainty about the legality of a fiduci-
ary paying higher commissions-out of & beneficiary’s funds to ,aé)rokgi
who provides the fiduciary with valuable research services. {Sec. £
of.the bill) This would be done by amending the Investment Company
Act of 1940 and the Investment Advisers Act of 1940 to 'mz‘xkg cleﬁr
that in a competitive rats environment, a fiduciary regl_ste;;efl wlt}}.fil 1e
SEC and subject to the SEC’s regulation does not act.1n l.),r_es_m}} .of. 15
fiduciary obligation solely by reason of causing or.inducing his func
or client to pay a broker,a commission for effecting:a transaction m
oxcess of the commissior: being charged by other brokers fpnefﬁectmg

imilar transactions, . o . a0, cnedoig o bogren oo Lo
S.‘ Under the amended statutes, the payment,of hrgherggqmnugm.on
charges for research services would be authorized, however; only if.:
="\, The investmeit-adviser determines,.in. good faith; that the
... . research services:provided by the broker. to'the fund or clierit justi-
. fied the highercommission payment ; - S
" B. The investment company or investment adviser discloses to
the fund security-holders ot the advisers’ client, pursnant to rules
. of the SEC, the circumstances in which and the research services
. for which the investment company or adviser pays higher fees;
mg. The broker to whom these higher commissions are paid is
_ not affiliated with the investmeént company or investment adviser.
Subject to these provisions, mency managers would still have .2
fiduciary duty to obtain best execution for the securities t:raxlsactlolls
of their funds and clients.”. « - T U R
e o IR e

1V. ‘SELF-REGULATION AND SEC OVERSIGHT = ;- .

The securities industry’s unique system of self-regulation has ShO\\in
great strength in some areas and, in general, has served the industry
well. It has also, however, displayed scrious deficiencies and has not
operated as effectively or fairly as it should. _ . .

The bill contains a number of provisions which would clarify the
scope of the setf-regulatory responsibilities of national securities cx-
changes and registered securitics associatlons (whichare defined in sec-
tion 3(a) (26) as “self-vegulatory organizations ") and the manner 1n
which they are to exercise those responsibilities. The bill would also
clarify and strengthen the SEC’s oversight role with respect to the
sclf-regulatory organizations.

A. Concept of Membership - - - ... .« o T
The concept of “membership”—i.e., voluntary association with an
industry organization-—is fundamental to the self-regulatory system
established by the Exchange Act. However, because of certain changes
in the operation of the markets, a change in the definition of “mem-
ber” appears desirable. Presently, “member”. is defined only . for. ex-
changes and includes any person permitted.(1) to effect.transactions
on an exchange without the use of another person acting as broker. or
(2) to use the facilities of the exchange without the payment of a com-
mission or with the payment of a commission less than that charged
the general public. When fixed ‘commission rates are -eliminated the
concept of commission “charged the general public” will become obso-
lete. Furthermore, in a national market system institutional investors
may well be permitted to effect transactions on exchanges without the
use of another person acting as broker. Without an amendment of this
definition;. therefore; such investors would automatically be' deemed
members of the exchange on which such trades are effected. - j:_.-
Section 3(a){3) as amended by the bill- would Fedefine “member”

to mean a person who has agreed to be regulated by a national seciiri-
ties exchange or registered securities association and with respect to
‘whom' such exchange or :association has undertaken to enforce com-
pliance with its rules, the Exchange Act, and the rules and regulations
thereunder. An exchange’s or association’s' undertaking:would not,
however, be discretionary with respect to persons qualified for mem-
bership. In other words, if a person meets the requirements for mem-
bership he must be admitted. (Secs. 6(b) (2) and 15A(b){3)) And
with respect to a person admitted, i.e., a member, an exchange or asso-
ciation must enforce compliance with its rules; the Exchange :Act, and
the rules and regulations thereunder. {Sec.19(g)) - AR
B. Procedural Standards for Self-Regulatory Action .~ 7 =
: - The self-regulatory organizations exercise governmental power. in
three ways which may adversely affect the interests of particular, per-
sons: (1) by .imposing & disciplinary sanction, broady .defined, on a
member or person associated with a member, (2), by denying member-
ship to an applicant, and (3) by requiring members to.cease doing busi-
ness entirely or in specified ways with a particular non-member or with
respect to a particular security.. . . . e e

. The bill would establish the following minimum-procedural stand-
ards for such self-regulatory action: .. - ... - o .

(1) ‘'The rules of a self-regulatory organization must provide
a fair procedure for disciplinary action against any member or
person associated with a member, the denial of membership, the
barring of any person from being associated with a member; and
the prohibition or limitation of any person with respect to re-
quested access to services offered by the organization or any mem-
ber thereof. (Secs. 6(a) (7) and 15A(b) (8)) )

(2) Notice of any final action by a self-regulatory organization
adversely atfecting a member or non-member must be filed with
the Commission and made available for public inspection. (Secs.
19(d) and 24) R
-~ (8) The-Commission, on its own motion or pursuant to the peti-
tion of any aggrieved person, may review any action by a self-

A4-ARYT 75 o
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self-regulatory organizations to take specified actions. And, asthe Re-
port demonstrated, there are several problems with the SEC’s existing
Indirect regulatory powers. : : o ‘

First, the SEC has divergent authority with respect to a registered
securities association’s rules on the one hand and an exchange’s rules
on the other. Under the bill, the SEC would have uniform auﬁlority to
“abrogate, add to, or delete from” any self-regulatory organization’s
rules. (Sec. 19(c)) . o

- Second, there has been a continuing controversy as to the precise
scope of the SIEC’s power to amend the rules of a self-regulatory or-
ganization. The bill would give the SEC clear authority to amend
any self-regulatory organization’s rules in any respect consistent with
the objectives of the Exchenge Act. (Sec. 19(c)) ‘ :

Third, there is also a controversy over the procedures that the SEC
must follow in order to force a change in the rules of a self-regulatory
organization. In recognition of the quasi-legislative, policy-makin,
nature of an SEC determination to require such a change, section 19(c
would provide that the Commission’s action shall be by “rule”. Accord-
ingly, the basic procedures the Commission would be required to follow
are specified.in the Administrative Procedure Act (5 U.S.C. § 553) for
rulemaking not on the record. The bill would, however, also require the
SEC to (1) provide all interested persons an opportunity to present
their views in person as well as in writing; (2) keep a transeript.of all
oral presentations; and (3) publish a statement of its reasons for tak-
Ing the action it did, including an identification of the facts it has
reTied upon in reaching its conclusion. (Sec. 19(c)) _—

- In order toavoid any doubt as to the SEC's anthority in areas where
1ts .direct authority overlaps its indirect authority, section 19(c) (4)
would make clear that where the Commission has direct authority, it
would not be required to proceed under section 19{c) or to follow the
procedures specified in that section. In such cases, the SEC could rely
on its direct authority and follow the usual Administrative Procedure
Act requirements for notice and comment rule-making.

F.. Coordination of Self-Regulatory Responsibilities

" The Report concluded that the predent allocation of self-regulatory

responsibilities has two significant defects: ‘ o
First, the activities and records of many firms are subject to in-
spection and surveillance by more than onc self-regulatory orga-
. nization.. -

" Second, the standards of the different self-regulatory organiza-
. tions differ both in substance and in enforcement.

-The bill would correct these defects by providing the SEC with
authority to establish an explicit allocation of self-regulatory respon-
sibilities and to eliminate unequal regulation in the securities industry.
Amended section 17(d) of the Kxchange Act and section 23 of the
hill would transfer the present authorify of the Securities Investor
Protection Corporation ta allocate responsibility for the enforcement
of finaneinl responsibility rules to the SEC and vest the SEC with the
additional authority to rationalize the allocation of all other self-
regulatory vesponsibilities. Finally, section 11A (a)(2) would direct
the SEC to assure that all securities firms ave subject to each regula-
tion as defined in Sec. 32(a)(36). )

PUNS S —

G. SEC Enforcement Powers . - .. . S
The Commission has-oversight responsibility with respect to_the
self-regulatory organizations to insure that they exercise their dele-
gated governmental power effectively to meet regulatory needs'in the
public 1nterest and -tEat they do not exercise that delegated power in
a manner inimical to the public interest or unfair to private nterests.
" To enhance the SEC’s oversight powers and provide it with greater
regulatory flexibility, the bill would significantly increase‘the regula-
tory options available to ‘the SEC to deal with perceived self-
regulatory short comings . T
First, section 19(h) F 1) would authorize the SEC, by order, upon
appropriate findings, to censure or place limitations'on-the activities,
functions, and operations of -a self-regulatory organization. These
powers would be in addition to suspension and deregistration. - R
“Second, section 19(h) (1) would also expand the grounds on which
the SEC could sanction a self-regulatory organization. For example,
the SEC ivould be able to take appropriate action against a self-regu-
Jatory organization upon a finding that it had failed to enforce its own
rules, the Exchange Act, or the rules thereunder..... .~ -. - ... ...
Third, section 19 (h) (4) would authorize the SEC to censure or, re-
move from office any officer or director of a self-regulatory organization
who had willfully failed to-enforce compliance with the Exchange Act,
the rules thereunder, or the organization’s-own rules. .- .: - .~
Fourth, sections 21 (&) and (f) would empower the SEC to apply to
a Federal court for an order to (1) enjoin the violation of the rules of
a self-regulatory organization; (2) command a member of a self-regu-
latory organization to comply with the rules of such organization; or
(3) command a self-regulatory organization to enforce compliance by
its members with the Exchange Act, the rules thereunder, and the or-
ganization’s own rules. . o BT P

H. Judicial Review =~

The bill would substantially revise Section 25 of the Eiéhaﬁg'é\:.{lct.

concerning judicial review of SEC action. The bill would (1) simplify
and clarify the provisions relating to the review of Commission orders
and {2) establish a statutory review procedure for certain SEC rules.

The changes with respect to review of SEC orders would codify and
clarify existing law but would not alter in any fundamental respect the
availability of court review of orders or the manner in which such re-
view is exercised. LT

The bill’s major innovation in the area of judicial review relates to
SEC rule-making. At the present time there is no provision for statu-
tory review of Commission rules. Preenforcement review of rules, to
the extent it is available, is pursuant to the Administrative Procedure
Act (5 U.S.C. §702) and is thus in the District Court. The bill would
establish a preenforcement review procedure in the Court of Appeals
for any SEC rule promulgated under sections 6, 11, 114, 15(c) (5) or
(6). 15A, 17. 17A or 19 of the Exchange Act, i.e., any provision relat-
ing to the operation or regulation of the national market system or
national system for the clearance and settlement of securities trans-
actions, or the SEC’s oversight of the self-regulatory organizations.

$2A121Y [EROUEY Syt 1 pasnpadayl
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V. NATIONAT. MARKET SYSTEM FOR SECURITIES -~ ' . -

" \ . . . N o
'In the Roport, the Subcommittee on Sectirities emphasized the im-
portance of empowering the SEC to shape the development of and
maintain adequate regulatory control over an integrated, national
market system. Section 2 of the bill sets the pattern for the later sub-
stantive provisions implementing this recommendation by amending
the Exchange Act to include among its purposes to “remove 1mpe_c}_1-
ments to and perfect the mechanism of a national market system 1n
securities.” - ' o ‘ ‘
A. Communications Among and Dissemination of Information About
- Secwrities Markets . e
~ Communications systems for the automated dissemination of trans-
action and quotation information with respect to securities will form
the heart 0‘1} the national market system. The bill would expand the
SEC’s authority and responsibility to regulate persons operating and
administering such systems by adding Section 11A to the Exchange
‘Act: This new section, entitled, “National Market System for Securi-
ties; Securities Information Processors”, would bring under the SEC’s
jurisdiction ‘all organizations engaged in the business of collecting,
processing, ox: pulﬁishing information relating to quotations for or
transactions in securities. o R oo
Sec. 11A (b) would give the SEC broad authority to regulate .and
oversee the activities of registered securities information processors
(as defined in section 8(a) (22) ) and national securities exchanges and
Registered Securities Associations when they are performing process-
ing and communication functions related to the securities markets. For
example, the SEC would be directed to assure that all brokers and deal-
ers and vendors of market information have access on reasonable terms
to all services of any registered securities communication system. (Sec.
11A.(c) (8) (A)) The SEXC would be authorized to review any exclu-
sionary actlon talen a registered securities information pro-
cessor. (Sec. 11A (b) (5)) In addition, the SEC would be authorized to
promulgate rules to facilitate the prompt, accurate, and reliable col-
lection, processing, distribution, and publication of information with
respect to, quotations and transactions, i.e., to develop aind oversee a
composite tape and composite quotation system. (Sec. 11A(c){(1))
~ Other poiers conferred upon the Commission would include the au-
‘thority to promulgate tules to prevent the publication of fraudulent or
manipulative information with respect to quotations and transactions
(Sec. 11A.(¢) (1) (A)); to specify the method and manner in which
information with respect to quotations and transactions is published
and the form and content of such information (Sec. 11A(c) (1) (C));
to assure the prices charged by any central processing authority are
reasonable (Sce. 11A(¢) fl) (D)) : to allocate among persons furnish-
ine information to a vegistered securities information processor the
costs associated with collecting. processing. distributing. and publish-
ing such information (Sec. TLA(3) () : and to require disclosure of
transactions which take place in the fonrth market. (See. 11A(c) (2))

B. Elinvination of Unnecessary Regulatory Restrictions
As o vesult of its Securities Industry Study, the Subcommittee on
Securities conclnded that the development of a national market sys-

11

tem will depend in large measure on the removal of unnecessary.regu-
latory impediments to competition among markets and market partici-
pants. However, rather than recommend that the, Exchange Act be
‘amended to require the elimination of particular enumerated impedi-
ments, the Subcommittee concluded that the better approach would. be
to.charge the SEC with the responsibility to elilninate:all present-and
‘future competitive restraints which, in its view, cannot.be justified by

the purposes of the Exchange Aect. - e i el
Following this approach, the bill would impose: on the SEC an af-
firmative obligation to eliminate.all présent and.future burders on
compétition not necessary.or appropriate;in-furtherance.of;the pur-
poses of the Exchange Act. Thus, the SEC would be required‘to re-
view the rules of all self-regulatory organizations to.assure that.they
do'not ‘impose any such burden. on ccompetition. .(See 6(b) (8) :and
15A(b)(9)) A self-regulatory organization conld. not amend it§ rules
unless the SEC found that the amendment would not.impose an un-
necessary competitive burden. (Sec. 19(b)) Actions by a self-regula-
tory organization which have an adverse impact 'on -an'individual or a
firm, e.g.,-disciplinary,sanctions levied against &’ member or denial of
membership to a broker-dealer, would be subject to review by the SEC
.anid reversal if they were. fowid to impose an iinnecessary biirden’on
competition. {Secs. 19 (e) and 19(f)) The SEC wourld alsg k¢ empoyy -
ered to abrogate, add to, or delete. from’the rules of a self-regulatory
organization if it deems such action‘riecessary or approptiateto Te-
Jmove burdens on competition not necessary or.appropriate 1 further-

ange of the purposes of the Exchange Act. (Sec. 19(c)) "+ /5. 1
. Further, the bill would require the SEC to evaluate its-owi'regula-
tory proposals in-light of the fundamental national’ éconiomic policy
of furthering competition and would prohibit'the SEC f£iom promul-
gating’,any rule which would impose a burden on ‘compétitioniiot
‘necéssary or appropriate to achieve the purposes of thie. Exchnge Act.
. SR c ol i AL SR R e i

(See.23(a)(2)) T T TR T A
C. Regulation of Market Makers .. .. - |~ . . .. -

i
boosde

The Subcommittee on Securities concluded in its Report that.mar-
ket making capacities must.be strengthened to absorb the large trading
imbalances created by institutional transactions, and ‘it expressed its
belief that this could be best acliieved by encouraging vigovdhs com-
petition among market malkers. The bill would advance this position
by émpowering and directing the SEC to remove present‘testiictions
on communication among market makers and to open new opportuni-
ties for competition. (See. 11A (¢)) ' e o ie T

Following the Subcommittee’s recommendation to establish adequdte
regulatory authority “to back up the competitive pressure to make
tight and continuous markets”, the bill would add a new sectiorn to
the Exchange Act giving the SEC authority over the activities of all
market makers. (Sec. 15(c¢) (5)) In addition. the bill would direct the
SEC to assure that market makers are subject to equal regulation.
(See. 11 (a) (2))
D. duction Trading Principles

To guarantee that public investors enjoy the benefits of “auction”
trading in connection with' orders for securities with suitable char-
acteristics, the bill would give the SEC the authority to prescribe rules

~
=
7
-
=
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requiring all broker-dealers trading for their own account Ain such se-
-curities to yield in the execution of their transactions to public orders.
Sections 11(a)(2) and 11(b) would provide the SEC with this au-

thority over members of exchanges. Section 15(c) (5) would provide:

the SEC with this authority with respect to dealers operating in the
third market. The SEC would also be given similar regulatory control
over transactions effected by persons with access to exchange markets
on terms comparable to those enjoyed by members. {Sec. 6(e))

In order to assure priovity for public orders, a mechanism must be
established by which specialists and other market makers can be made
aware of all such orders within the national market system. The bill
would, accordingly, vest the SEC with the authority to require all
dealers, whether operating from on or oft an exchange floor, to dis-
close to such persons-as the SEC indicates the limited price orders
they hold or which are in their “book”, (Secs. 11(b) and 15 (c) {5))
E. Auction Trading of Unlisted Securities =~ ; '

. The Subcommittee on Securities concluded in its Report that once
communication and competition among market makers are a reality,
stocks should attract the type of market (i.e., the balance of “auction”
and “dealer” qualities) warranted by their trading characteristics.
This means that corporate management should not be able to limit
.the markets in which investors can trade the corporation’s securities
by choosing, for example, not to “list” those securities on an exchange.
" “The bill follows the Report’s recommendation and would give the
SEC authority, to define_the securities suitable for trading in the
national market system (Sec. 11A{a)(3)) and to permit an exchange
to, commence trading in securities which are not. “listed” on any ex-
change. (Sec. 12(f) %3)) Standards would be established to guide the
Commission in considering applications for the extension of so-called
“unlisted trading privileges”, mcluding the public trading activity in
the security, the impact of the extension on the existing markets for
the security and on competition, and the progress that has been made
toward the development of a national market system. (Sec. 12(f) (2))

F. Reports to the Congréss . . o

" In order that the Congress and the public may be kept informed of
the progress toward a national market system, the bill swould require
the SEC to include in its annual reports information with respect to
the development of such a system, the activities, capabilities, and plans
of the self-reglatory orgamzations relating thereto, and the effect the
absence of fixed commission rates may beahaving on the devélopment
of such a system. (Sec.23(b) (3) and (8)) 4 '

VI, NATION AL SYSTEM FOR CLEARANCE AND SETTLEMENT OF SEGUII{;TI,ES.
TRANSACTIONS o

Broadly stated, the bill would ereate n system of regulation and
decision-inaking extending to all facets of securities handling related
to securities fransactions within the United States. The bill would vest.
the SEC with authority and responsibility to correct securities
handling problems and to develop a national system for the prompt
and accurate clearance and settlement of securities transactions. In

’
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some areas ‘the authority conferred upon the Cotnmission. would. be
exclusive. In other areas, the Commission would share responsibility
with the bank regulatory agencies. @7 .. it o fe e

oot

A. Clearing A gencies o
-The ‘bill would require “clearing agencies”, as defined in section
3{a)(23), to registei with and report to'the Commission: (Secs. 1TA
(b) and 17(a) (1)) The Commission would be-empowered to review
the rules of such clearing agencies (Sec. 19(b) ) and to'adopt necessary
and appropriate rules for their regulation and the regulation of per-
sons ' doing business with them. (Sec.'17A (d) (1)) Registered clearing
agencies would be “self-regulatory organizations” (Sec. 3(4) (26)) and
therefore siubjectto those provisions of:the bill applicable to’ self-
regulatory organizations discuissed above. - oot i
Overall policy responsibility for the:development and coordination
of the securities handling system iould be delegated to-the  SEC.
With respect to clearing agencies: which are bainks; however, enforce-
ment and inspection responsibilities would be'delegated to 'the:bank
regulatory agencies: (Secs. 17(a)(2) and 17A (d){2)) In addition; the
bill would expressly recognize the responsibility of the banking agén-
cies toldssure the safeguarding of funds and securities held by bank
cleaiing agencies. Thus; a-bank. could not be registered as a ‘cléaring
agencyrifsthe  appropriate banking agency finds that'it cantiot: dde-
quately safeguard funds anfl:securities withifi its custody 6t contr'ol

_orfor which it is Tesponsible!r(Sec.-19¢a)(2)) -Similarly, a ‘bank

clearing agency would riot bé perriiitted to change if$ ¥ulés in a 'way
the appropriate bank regulatoiy agency finds to be contrary to appro-
priate standards for- the safeguarding of securities and funds, (Sec.
19(b) (4)) A bank ¢learing agency would also be prohibifed -from
operating in contravention of rules the banking agency promuigates
as necessary or appropriate for thé adéquate saféguarding’of funds
and securities. B T A L
_-The, Commission :would have the right to review the operations-of
bank clearing agencies if such review were necessary to fulfill its rule-
making or other .policy-making responsibilities., (Sec. 17(b)) This
authority would be; circumscribéd to assure that any ‘such Commis-
sion Teview could occur only after consultation with the appropriate
bank regulatory agency and only with Tespect to matters which are
germane. to policy proposals-then: before. the. Commission. .. 1 -, .,

~ Several provisions of the bill ‘are désigned, to assure cooperation
among and avoid duplicate regulation by the several agencies which
regulate bank clearing agencies. The Commission,and the bank, regu-
latory agencies would be required to furnish one another copies of
reports concerning bank clearing agencies and to notify each other
of actions taken with regard to bank clearing agencies. (Secs. 17(c)
and 17A(d) (4)) The regulatory agencies charged with regulation
and inspection of bank clearing agencies would be vequired to consult
with and request the views of each other before issuing a proposed rule
concerning such elearing agencies or adopting snch a rule. (See, 17.\
() (4 (Aryai)) Nothing contained in the Rill would impair the au-
thority of any state banking anthority or of any other state.or Federal
regulatory authority whichihas jurisdictioniover a-personiregistered

ACAVUERAY e .l'“.\' BItH
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as o clearing agency to make or enforcé rules governing such a person
if such rules are not inconsistent with the E\clnntre Act or t any rules
prescribed thereunder. (See. 17(d) (5))- - Coer AR TRl

B. Transfer Agents N

The bill: would require registration and 1eportm<r by. transfer
agents. In cases where the tmnsfel agent is a bank, registration would
be with the appropriate bank 1eorul'1t01y agency, and ‘in the'case of
other transfer agents, remstmt;lon would be with the Commission.
(Sec.:17A(c)) The C01111111581011 would have broad rule-making au-
thority over all aspects of a transfer agent’s activities: (Sec. 17A.(d)
(1) (A)) This would include such matters as: minimum standards of
performance, the prompt and .accurate processing of securities trans-
actions, and operational compatibility of and cooperation by transfer
agents with other facilities and participants in the securities handling
process. The bank regulatory agencies would have rule-making author-
ity with respect to the safem.mrdmrr of securities and funds by ‘bank
transfer agents. (Sec. 17A(d) (1) (B{) o S

Inspectlon and enforcement of rules and 1eauht10ns apphcable to
bank transfer agents would be the primary 1espon81b1hty of the ap-
propriate banl\m(r agency. (Secs. 17(a) (8), 17(b), and 17A(d) (4)
(A) (iii)) However to assist the Commission in discharging itspolicy-
making functions in an informed manner, the bill would. give the
SEC authomty to review the operation of bank transfer acrents {Sec.
17(b)) Such Commission review could occur only after consultation
with the apploprmte bank regulatory agency and only with respect
to matters which are germane to. pohcy proposals then before the
Commission. Finally, the. bill.contains provisionssimilar to those ap:
plicable to bank clearing agencies designed to provide, to the maximum
extent. pu actlcnble. coopcmhon and comdmatlon among the various
agencies superwsmfr bank transfer agents. (Sec. 17A ( d) (4) )

C.E limination of Stock (’ertzﬁcate EEE

"The bill would direct the Commission to take tich steps as ire within
its power to bring about, by the end of 1976, the'elimination of the
negotiable stock certificate as a means of qettlement among brokers
and dealers of transactions consummated’ on natlonal securities ex-
changes or by means of the mails or ‘other mstmmentahtles of inter-
stdte: commerce. . (Sec 17A(e)) This provision would not preclude
individnal- shareholders 'from asking for and receiving -certificatés
as proof of ownership of their shares. The Commiission ‘would also
be required to report annually to Congress on it§ progress in élim-
inating the certificate as a means of séttlement and its recommenda-
tions. if any, for further legislation to ehmmate the certificate. (Sec

3(b) (4)) ' : 4 .

D. “Street Name” Registration of Securities

The bill would dircct the Commission to study the practice of
registering securities in “street name” to determine (1) whether sne ‘h
registin \tion is consistent with the policies of the Exchange et and
(°) whether steps can be taken to facilitate communications hetween
corporations and their shareholders while at the same time retaining
the benefits of “street name” registration. (Sec. 12(m)) ‘The Com-
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mission swould: be ‘directed to report . its preliminary: findings’ to' the
Congress-within six. months of the blll’s enactinent ind its ﬁnal xecom-
mendatlons w1th1n one year. .« -k o “"“U‘ o e

L’ State Tames on Secumtws Tmnsaotzons

The bill “would prohibit the 1mpos1tlon of state taxes 6n secur1t1es
or upon the transfer of securities merely because, the f’\ClhtleS 'of a
clearmv agency are 'physically locatéd in’ the taxing state. This pro-
vision' 13 designed to facilitate the development of a national system
for handlmg securities transactions while at the same time preserving
state taXiig powers with respect to.transactions for which the ta\lno'
stmte hasa tlachtlona] jur 1sd1ct10ml basis. (Sec. 98 (c) )

cene
SV

m. MU\ICIPAL SECURITIES L

v

The b111 Won]d extend the basic coverage of the E \ch'mfre Act to
securitiesTirms aiid baikswhich underwrite and trade sediirities issued
by states and mjunicipalities. All such firms would be classified as

“municipal ‘sécuritie§ dealers,” ‘and s such they would be requiréd
to register with the Comm1ss1on and comply with 1ules \concemmfr
]ﬁst ‘lnd equitable punc1ples ‘of ti ade and other matters pleccnbed by
a 1&W self-reginlatoyy ' mgqmzatlon ‘called the ’\Iunmlpal Seciirities
Ruleniakitig Board ‘Although'thé bill would establish a ‘pervasite and
coordlmted scheéine of fedeml Tégulation of the activities of mumc1pal
Secutities’deglers, the issuers of ‘municipal securities ‘would continue
t6' be exempt from thé basic 1e0ulat01y 1eqmrements of the fedeml
securities laws, (Secs. 3(d) and15B) . U

4. Registration of Municipal Secumtws Déalers ™~ ~

Brolxers ‘and dealets that buy, sell or effect trans*tctlons 1n mumclpftl
securities and banks that’ buy and’ &l such sécurities ‘ds 'a pprt, ofa
regular busmess other than in'‘a fiduéiary cqpaclty would’ be' required
to xeoqster ivith ‘the SEC as “unjcipal seciirities deilers. B (Qec 15B
( a) { 1) ):If a banik engages in the businiess of tradiig municipal'secuiri-
ties’ thro‘uorh a separately identifiable dep‘xrtment or division, that'de-
p‘utment or div ision rather than’ the entire bank could, 1ecrlste1 with
the Commission.” (Sécs. 3(a)(80) and, 15B(b) (2) (H)) Brokexs ‘and
déalers already 1e01stered withthe SEC, by reason ‘of their gencr wl se-
curities business would not be' requued to re-register.’ * .-
" Registration of .4 securities firm ‘or bank as a mun1c1pal seeurltles
dealer' would be’ condltlonal‘upon spemﬁed filings and a determination
by the SEC that the firm could comply with standards established by
the Municipal :Securitiés’ Rulemaking Board.' (Sec. 15B(a) (2)) No
person would be permitted to engage in the business of trading in
municipal securities unless leglstered with the ‘SEC, and the SEC
would have the authority, in accordance with spec1ﬁed procedures. to
revoke the registration of any person found to be in vielation of the
Exchange Act orany mloot the SKC or the Municipal Securitiez Rule-
making Board. (See. 5B (e)(2))

B Municipad Securitics idemakivg Boaid

A self-regulatory body called the Municipal Securities Rulemaking
Board’ (the “Bomd ). “ould be, eshbhchod ‘and “delegated ° IE‘SPOIIS]-
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bility to formulate rules regulating the activities of all municipal se-
curitics dealers.. (Secs.. 15B(b) (1) and (2)) Unlike the existing self-
regulatory organizations, the Board would not be a membership or-
ganization, nor would it have any inspection or enforcement responsi-
Dilitics. Its sole function would be to prescribe rules for the municipal
sccurities industry., = 1 v o

Tho Board would be comprised of representatives of broker-dealers,
banks, and tlie public, including issuers of and investors in municipal
securitios. (Scc. 15B(LY (1)) The procedures to be followed in the
nomination and clection of members of the Board wotild be designed to
assure fair administratior of the Bdard and fair representation of all
segments of the muunicipal securitics industry. '(Sec. 15B(b) (2) (B))
The Board would be authorized to hire appropriate staff and to
assess municipal securities dealers to cover reasonable expenses. (Secs.
15B(b) (2) (T) and (7)) T AR TR

‘The Board’s rulemaking powers would be extensive. (Sec. 15B(b)
(2) (A)=(XK)) The purposes for which the Board could exercise 1ts
rulemaking authority,iwould include -prevention of fraudulent and
manipulative acts and practices; promotion of just and equitable
principles of trade;.establishment .of standards for entry into the
munjcipal securities,business; regulation of selling.-and underwriting
practices; procedures for arbitration of intra-industry disputes; and
determination of the frequency and scope of inspections of municipal
sccurities, dealers by the.bank regulatory. authorities. with respect.to
hanks and the National Association .of Securities Dealers (the
“NASD?”) with respect to securities firms. '

O.8EQ Oversight of the Bogrd - .. . .~ . . .. ... ..

'The SEC’s powers over the Board would be identical to.those the
STC would have over other self-regulatory organizations, For exam-
ple, the Board could not adopt or change any rule tithout prior SEC
review and approval. (Scc. 19(b)) In addition, the SEC. could, in
accordance Widl statutorily prescribed’ procedures, abrogate,-add to,
or dclete from the rules of the Board in any respect consistent with
the purposes of the Exchange Act. (Sec. 19(c)) The -SEC would also
have the authority to rermove from office or censure .any member or
employee of the Board for willful violation of the Exchange Act or
ritle of the Board or for willful abuse of authority. (Sec 156B(c) (8))
The SEC’s direct rule-thaking anthority with respect to municipal se-
curities would be limited to the control of fraudulent, manipulative,
and deceptive acts and practices. (Secs. 15(c) (1) and (2)) - .
D. Inspection and [Enforcement. Responsibilities: Cooperation and

Consultation Among Federal Agencies

The Board would have no power to conduct inspections or to énforce
its rules. Instead. the hill would assign these responsibilities to the
NASD far secirities ffrms which are members of the NASD, (Sces.
DAY D and 181 (e) (7)) Similarly. such vesponsibilities would be
assigned to the hank regulatory agencies for municipal securities
deators which are hanks, (SBeesc 1613 (¢) (5) and 17(h))

The SEC would have the power to review enforcement actions taken
against a municipal securities dealer by the NASD {Sec. 19(d)), but
not those taken by a banking agency. However, the SEC wounld have the
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authorityto institute-independent action against any municipal securi-
ties dealer; provided,:in the-case-of & bank, that:the SEC first give
notice' to -and consult ‘with:the -appropriate banking iagency: - (Secs.
15B(c)(2) and (6)) Similarly, the SEC would have the power to
inspect'any municipal securities dealer, provided; in the case of a bank,
it first givés notice to and-consults with the banking agency. (Sec.
17{b)) 'The "bill ~would : require" the Commission: ‘and - the ‘banking
agencies to exchange inspection reports and other relevant informa-
tiom:-(Seei 17(e)) « « v oot o e T

VIII. INSTITUTIONAL DISCLOSURE ~ - " [’V &% o

_ The bill would amend Section 13 of the Exchange Act to require
institutional investinent 'managers, ‘as’ defined ‘in section"'13(f) (5).
to file reports 'with'the SEC disclosing their securities holdings and
securities transactions. et T
A. Jurisdictional T'ests and Reporting Requirements :
ol Every “institutional’ ilivéstment ‘ihandger’ which ‘uses ‘any ‘méans of
interstate commerce in the ¢ourse of its busines§ and ‘'ywhich exercises
mvestmerit ‘discretion, as'defified in'section3{a) (25), ‘with respect to
accountstholding at least $100°million of équity secutities registered
under. the ‘Act or issued by an‘insurance conipany or'closed-end invest-
ment ‘company ‘(collectively ieéferred to*as “section 13(d) (1) Sechri-
ties”) *would be tequired o' file ‘disclosure réports ‘with the SEC. The
SECwould have tulemaking authiority to ralse or lowei the $100 mil-
lion'jurisdictional amount, but in no event could it require reports
from "‘persons’exercising investrnent discretion over less than $10 mil-
lionof section 13(d ) (1) securities. = =r i s T T
~Institutional investment managers satisfying the jurisdictional<ests
would be required to disclose their holdings of section 23(d) (1)
securities. In addition, the SEC could require such institutional in-
vestment managers to"disclose additional information including their
holdings of other securities, their voting power with respect to section
13(d) (1) .securities, and the' details of any transaction in a séction
13(d) (1) security involving at least $500,000. (Sec. 13(f) (1)),
B SEC Power to 'zvempt e a e .
. ”The SEC would ‘be empowered to exempt any institutional invest-
ment manager or-security ‘from any or all of the provisions of the
subsection: (Sec. 13(£)4(2)) -~ = . NP o
C. Public' Disclosure of Reports; Confidentiality of Information
" All information filed with the Commission would be publicly avail-
able promptly after filing in such form as the Commission prescribes,
subject to confidential treatment in appropriate cases. The SEC would
be required to tabulate the information in a manner which enhances
its usefulness to other federal and state authorities and the publie.

(Sec. 13(1) (3))
D). Ntundeards for SEC A ction, Coordination of /u'(?/)o/'l‘-\'

The Commission would be required to exercise its authority under
the section in the public interest and for the protection of investors
or to maintain fair.and orderly markets. In exercising this anthority,
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tho.Corimission. would be, directed, to; tuke such- steps as:are within-its
power to achieve uniform, centralized:reporting.of informatiori con-
cerning the holdings and-transactions of mstltutlonal 1miestment: man-
o s,/to ehmlm\te duplicative 1eportm "and to ininimize: the com-
plmnce burdens 'on institutional investrent ‘manageis.:The :Gommis-
sion .would . be-expressly, divected to- consultrwith-other federaland
state authorities and national securities e\chenfres and registered isec-
urities associations in this regard. , .. ./} NI I TR &

Finally, institutional investment n mamvers ‘which are>PDIG insured
banks would file copies of all reports with the appropriate bank reg-
ulatory agency. (Sec: 13(E)-(4)). - irvviirn e

E. Annual Beports t9t the ('ongressi vl NS

The Comfrmssron would-be 1eqmred to report to the Convress on-its
use ‘and d]ssenunatlon of, mformatlon ﬁled pur suant to thls subsectlon
(Sec 23(b)(9)) PR TE YRR TPIRNTL S S ey

F DeﬁN‘thom \\\s,\\\ . .\ nt \.\ " l‘.".. 44',‘\ \ \x ‘\‘\'-""u AN

1., “Institutional, 1mestment manager”, mould be. defined. broadly.to
ch.ude any pexson evermsmgt investment dlscletlon with, respect ' to
any ‘account of any, other person. i(Sec. 118 (£) (5); (A)) “Investment
dlscretlon” would be defined to mean de jure or,de facto power to select
the securities to, be purchased or sold by an account. In addition,ithe
SEC would have the power to include in the definition of “investment
discretion” other appropriate forms of influence over the purchase or
sale of securities. (éec 3( a)(35)) Specifically excluded from the defi-
nition of “investment discretion” would be discretion exercised outside
the United States with respect. to an aceount outside the United States,
but the SEC would have the power, by rule, to'subject such discretion
to the requirements of the subsection as necessary to prevent the eva-

swn of its purposes (Sec, 13(f)(5)(B)) e e

Yedo T e -l IO T
T : i 1 e
T I\ SALE OI‘ IN VESI‘I\IENT CODIPANY ADVISERS FOR PROFIT

1

"The bill would clarify the law in light of the 1971 ‘decision of the
Court of Appeals for the Second Cncult in Rosenfeld v. Black; 445
1.2d 1337 (2d Cir. 1971) by removing the uncertalnty surroundlng the
circumstances in which an mvestment adviser of an investment'com-
pany -can receive any pro’it upon the transfer of :its business’ Wlthout
incurring liability to the company or its shareholders. 4

The bill would make clear that an investment adviser can make a
profit on the sale of its business subject to two principal safeguards to
protect the investment company and its shareholders. (Sec. 95 of the
bill) The first safeguard would require that 75 percent of the invest-
ment company’s directors be indépendent for a period of three years
after the investment adviser sells its business or otherwise transfers the
advisory relationship. The second safeguard would provide that such a
transaction must not impose any unfan burden on the investment
company.

The bill would also extend the protection against liability to cor-
porate trustees who perform the functions of investment adviser for
ane investment company organized as a common law trust. The bill
* would provide a limited exemption from the 75 percent-independent-
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board-of-directors requirement for transfers of controlling blocks of
the stock of an investment adviser or corporate trustee w here the tr ans-
feree is the adviser or trustee or an affiliated person who is a natural
person who has controlled or shared control of the adviser or trustee
for 6 months prior to transfer. The bill would also make technical
amendments to sections 9 and 36 of the Investment Company Act to
make it clear that the provisions dealing with persons barred from
serving Investment companies and breaches of fiduciary duty apply to
a corporate or other trustee performing the functions of investment ad-
viser, as well as to an investment adviser.

O
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