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LETTER OF TRANSMITTAL

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C.

Sirs: On behalf of the Securities and Exchange Commission,
I have the honor to transmit to you the Forty-Second Annual Report of
the Commission covering the fiscal year July 1, 1975 to June 30, 1976,
in accordance with the provisions of Section 23(b) of the Securities
Exchange Act of 1934, as amended; Section 23 of the Public Utility
Holding Company Act of 1935; Section 46(a) of the investment
Company Act of 1940; Section 216 of the Investment Advisers Act of
1940; Section 3 of the Act of June 29, 1949 amending the Bretton
Woods Agreement Act; Section 11(b) of the Inter-American
Development Bank Act; and Section 11(b) of the Asian Development
Bank Act.

Respectfully,

RODERICK M. HILLS

Chairman

THE PRESIDENT OF THE SENATE :

THE SPEAKER OF THE HOUSE OF REPRESENTATIVES,
Washington, D.C.
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COMMISSIONERS

RODERICK M. HILLS, Chairman

Chairman Hills was born on March 9, 1931, in Seattle, Washington. In
1952 he received his BA degree from Stanford University and he received
his LL.B. in 1955 also from Stanford. In law school he was named to the
Order of the Coif. Dunng the period 1955-1957, Mr. Hills served as law
clerk to Mr. Justice Stanley F. Reed, Supreme Court of the U.S., and
during 1969-1970 he was a visiting Professor at the Harvard Law School.
Mr. Hills was a founding partner of the law firm of Munger, Tolles, Hills and
Rickershauser, Los Angeles, California. Between 1971 and 1975 he was
on leave from the firm to serve as Chairman of the Board of Republic
Corporation. From Apnl 1, 1975, until being named Chairman, Mr. Hills
served as Counsel to the President of the United States. Mr. Hills was Co-
chairman of the Domestic Council Task Force on Regulatory Reform for
the President. Mr. Hills was sworn in as Chairman of the Securities and
Exchange Commission on October 28, 1975, for a term expiring on June
5, 1977.

PHILIP A. LOOMIS, JR.

Commissioner Loomis was born in Colorado Springs, Colorado, on June
11, 1915. He received an A.B. degree, with highest honors, from Princeton
University in 1938 and an LL.B. degree, cum laude, from Yale Law School
in 1941, where he was a Law Journal editor. Prior to joining the staff of the
Securities and Exchange Commission, Commissioner Loomis practiced
law with the firm of O'Melveny and Myers in Los Angeles, Califorma,
except for the period from 1942 to 1944, when he served as an attorney
with the Office of Price Administration, and the period from 1944 to 1946,
when he was Associate Counsel to Northrop Aircraft, Inc. Commissioner
Loomis joined the Commission’s staff as a consultant in 1954, and the
following year he was appointed Associate Director and then Director of
the Dwvision of Trading and Exchanges. In 1963, Commissioner Loomis
was appointed General Counsel to the Commission and served in that
capacity until his appointment as a member of the Commission. Commis-
sioner Loomis 1s a member of the American Bar Association, the American
Law Institute, the Federal Bar Association, the State Bar of California, and
the Los Angeles Bar Association. He received the Career Service Award
of the National Civil Service League in 1964, the Securities and Exchange
Commission Distinguished Service Award in 1966, and the Justice Tom C.



Clark Award of the Federal Bar Association in 1971. He took office as a
member of the Securities and Exchange Commission August 13, 1971,
and i1s now serving for the term of office expiring June 5, 1979.

JOHN R. EVANS

Commuissioner Evans was born in Bisbee, Arizona, on June 1, 1932. He
received his B.S. degree in Economics in 1957, and his M.S. degree In
Economics in 1959 from the University of Utah. He was a Research
Assistant and later a Research Analyst at the Bureau of Economics and
Business Research at the University of Utah, where he was also an
instructor of Economics during 1962 and 1963. He came to Washington in
February 1963, as Economics Assistant to Senator Wallace F. Bennett of
Utah. From July 1964 through June 1971 Commissioner Evans was
minority staff director of the U.S. Senate Committee on Banking, Housing
and Urban Affairs and served as a member of the professional staff from
June 1971 to March 1973. He took office as a member of the Securities
and Exchange Commission on March 3, 1973, and is now serving for the
term expirning June 5, 1978.

IRVING M. POLLACK

Commissioner Pollack was born in Brooklyn, New York, on Apri 8,
1918. He received a B.A. degree, cum laude, from Brooklyn College in
1938 and an LL.B. degree, magna cum laude, from Brookiyn Law School
In 1942. Prior to joining the Commission’s staff he engaged in the practice
of law in New York City after serving nearly four years in the United States
Army, where he gained the rank of Captain. Mr. Pollack joined the staff of
the Commission's General Counsel in October 1946. He was promoted
from time to time to progressively more responsible positions in that office
and in 1956 became an Assistant General Counsel. A career employee,
Mr. Pollack became Director of the Division of Enforcement in August
1972 when the SEC’s divisions were reorganized. He had been Director of
the Division of Trading and Markets since August 1965, and previously
served as Associate Director since October 1961. in 1967 Mr. Pollack was
awarded the SEC Distinguished Service Award for Outstanding Career
Service, and in 1968 he was a co-recipient of the Rockefeller Public
Service Award in the field of law, legislation and regulation. Mr. Pollack
took the oath of office on February 13, 1974 as a member of the Securities
and Exchange Commission, and is now serving for the term expiring June
5, 1980.
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MARKET REGULATION
Introduction

Shortly before the 1976 fiscal year began,
Congress enacted the most far-reaching
amendments to the Federal securities laws
since 1940, the Securities Acls Amandments
of 1975.1' These amendments substantially
revise the regulation of securities exchanges
and securities associations, and create a
regulatory scheme for municipal secunties
professionals, transfer agents, clearing agen-
cies and securities information processors. In
addition, the Commission is directed to facili-
tate the establishment of a national market
system for securites and a national system
for the prompt and accurate ¢learance and
settlement of securities transactions. The
new provisions substantially strengthen the
Commission’s regulatory and oversight re-
sponsibilites with respect to those markets
and constitute a major turning point in secur-
ties reguiation.

At the same time, the secunties industry,
with the assistance and oversight of the Com-
mission, made significant strides toward the
realization of a national market systsm. Such
essential components of & central market as
consolidated and nationwide limit order pro-
tection mechanisms, guotation systems, and
transaction reporting systems steadily con-
tinue to evolve. The Naticnal Advisory Baard,
appointed by the Commission pursuant to the
1975 Amendments, provided substantial
guidance on key policy questions relating to
the establishment of a national market sys-
tem.

During the fiscal year, the Commission

Fart |

Important
Developments

adopted and implemented uniform financial
responsibility requirements, applicable for the
first time to substantiatly all brokers and deal-
ers. And a uniform financial and operational
reporting form was adopted for all registered
brokers and dealers, ending duplicative re-
porting schemes and dramatically reducing
the compliance burdens confronting securi-
ties professionals especially smaller brokers
and dealers.

During the last fiscal year, the Commission
began to discharge the broad powers con-
ferred upon it by the 1975 Amendments. By
working toward reducing rastrictions on the
ability of exchange members to trade listed
securities in the marketplace of their choice,
the Commission took & long step toward
strengthening competition in the securities
markets and remowving artificial hindrances to
the flow of transaction volume. The Commis-
sion's inquiry into exchange membership and
access rules began the process of opening
the securittes markets 10 greater pasticipation
by financial intermediaries in other sectors of
the national and imernational economy. The
Commission alse began during the last fiscal
year the registration and regulation of securi-
ties information processors.

In addition, the Commission, in conjunction
with the newly formed Municipal Securities
Rulemaking Board, commenced development
of an integrated pattern of regulation for mu-
nicipal securities professionals. And the Com-
mission continued working with the options
markets in developing an appropriate scheme
of regulation for this spacialized marketplace.

In response to the directive of the 1975
Amendments, the Commission undertock to



register and to regulate transfer agents and
clearing agencies. The Commission inaugu-
rated its program for development of the
legislatively contemplated system for the
clearance and settlement of securities trans-
actions, which program came to include initial
consideration of the proposed merger of two
major clearing entities.

It may be fairly stated that the Commission
and the securities industry together have
passed through a year of critical importance
to the growth and the continued witality of the
Nation’s securities markets. The events of the
past year have done much to promote truly
competitive and efficient capital markets, ca-
pable of serving the Nation’s demand for new
investment capital while operating in the pub-
lic interest and for the protection of investors.

Development of the National
Market System

Advisory Commuttee on the Implementation
of a Central Market System.—As previously
reported,? the Advisory Committee on the
Implementation of a Central Market System
issued a Summary Report of its final recom-
mendations on July 15, 1975.3 The Commit-
tee completed its work on September 12,
1975, with the delivery to the Commission of
a Supplementary Report4 outlining the delib-
erations leading to the Committee’'s more
significant recommendations, noting unre-
solved issues and setting forth those views
which differed significantly from the recom-
mendations of the majonty.

National Market Advisory Board.—The
1975 Amendments directed the Commuission
to establish a National Market Advisory Board
(the “Board”) comprised of fifteen members
(a majority of whom must be associated with
brokers or dealers) sitting for terms of from
two to five years.5 The Board's initial mem-
bership was announced by the Commission
in August 1975,6 and the Board has con-
ducted monthly public meetings since Sep-
tember 1975. The Board is supposed to give
the Commission its views on significant regu-
latory proposals made by the Commission or
any self-regulatory organization concerning
the establishment, operation and regulation
of the securities markets. The Board is also
to recommend to the Commission the steps it
finds appropnate to facilitate the establish-
ment of a national market system and study
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the possible need for modifying the Act's
scheme of self-regulation so as to adapt it to
a national market system, including the need
for the establishment of a new self-regulatory
organization (a “National Market Regulatory
Board”) to administer the national market
system. The Board was directed to report the
results of its study to Congress by December
31, 1976, with whatever recommendations
the Board deems appropriate.

As discussed below, the Commission
adopted a rule under the Exchange Act (Rule
19¢c-1)7 governing off-board trading by mem-
bers of national securities exchanges. At that
time, the Commission requested the Board to
study three specific problems: (i) in-house
agency cross transactions (the Commission
requested the Board to advise the Commis-
sion of its views on this issue no later than
October 1, 1976); (i1) off-board principal trad-
Ing restrictions; and (iif) the development of a
composite limit order book. The Board was
engaged in these studies as the fiscal year
ended.

Off-Board Trading Rules

Section 11A(c)(4)(A) of the Exchange Act®
directs the Commission to review “any and
alt” rules of national securities exchanges
which hmit or condition the ability of their
members to buy or sell securities any place
but on such exchanges This section also
directs the Commission to report to Congress
the results of its review, and to commence a
proceeding under Section 19(c) of the Act to
amend any such rule imposing a burden on
competition which did not appear to the Com-
mission to be necessary or appropriate in
furtherance of the purposes of the Act.

On September 2, 1975, the Commission
reported to Congress the results of its review,
including a description of the effects on com-
petition of existing off-board trading restnc-
tions.® The Commission’s report found that
certain exchange off-board trading rules did
impose burdens on competition which the
Commisston was not then prepared to con-
clude were necessary or approprate In fur-
therance of the purposes of the Securities
Exchange Act. On the same date, the Com-
mission 1ssued a release publishing its report
to Congress and announcing the commence-
ment of a proceeding, pursuant to Section
19(c) of the Act, to determine:



a. the extent to which such rules engen-
dered significant anticompetitive ef-
fects;

b. whether, if such rules were anticom-
petitive, there were countervailing
considerations which appropniately
outweighed the need to abrogate or
amend such rules at that time; and

¢. whether such rules could be appropri-
ately modified so as to further the
purposes of the Securities Exchange
Act. 10

After eight days of hearings, during which
testimony from 63 individuals representing 19
institutions and organizations was received,
the Commission adopted Exchange Act Rule
19¢c-1, on December 19, 1975 (effective
March 31, 19786), which reflected its determi-
nation that certain aspects of the then exist-
ing off-board trading rules imposed burdens
on compettion which could not be justified in
terms of the regulatory objectives of the Ex-
change Act. !

Rule 19c-1(a) provides that on and after
March 31, 1976, the rules of each national
securities exchange may not limit or condition
the ability of any member to effect agency
transactions on any other exchange or in the
over-the-counter market in any equity secu-
rity listed or traded on that exchange. When it
adopted the rule, the Commission also an-
nounced Its intention:

a. to consider further whether in-house
agency cross transactions in listed
securities should continue to be re-
stricted; 12

b. to consider (after it received the rec-
ommendations of the National Market
Advisory Board and saw the progress
made by that date toward establish-
ment of a national market system)
fixing a firm date for the elimination of
restrictions on off-board principal
transactions; 1? and

c. to solicit comments on the character-
istics of a proposed central imit order
repository and the specifications of
any plan for the implementation of
such a repository. 14

Seven national securities exchanges filed
revised off-board trading rules, and the Com-
mission found (with one exception) that those
rules were in conformity with Rule 19¢-1 and

consistent with the requirements of the Ex-
change Act.’5 The Commission commenced
a proceeding to determine whether to disap-
prove one of the proposed rules, the Public
Limit Order Protection Rule (“PLOPR”) filed
by the New York Stock Exchange (“NYSE").
The PLOPR would have limited the ability of
NYSE members to effect agency transactions
on any other exchange without first clearing
public hmit orders on the NYSE. ¢ As poten-
tial grounds for disapproval, the Commussion
noted that the PLOPR appeared to be incon-
sistent with, among other things, certain sec-
tions of the Securites Exchange Act and
Rule 19c-1. Shortly after the close of the
fiscal year, the NYSE advised the Commis-
sion that it wished to withdraw the PLOPR, 7
and, on July 28, 1976, the Commission con-
sented to the NYSE request and terminated
its proceeding with respect to the PLOPR. 18

Composite Limit Order Book

When the Commission adopted Rule 19¢-1
governing off-board trading by exchange
members, it indicated that it was intiating
steps to provide comprehensive limit order
protection consistent with the public inter-
est. 19 The Commission expressed its belief
that public limit orders and the methods by
which they are kept play important roles in
the securities markets. Under certain circum-
stances, displacement of professional orders
by public limit orders is appropriate in the
public interest and for the protection of inves-
tors, to ensure the fairness of the markets
and to provide an opportunity for public or-
ders to meet without the participation of a
dealer. The Commission, however, found that
by their very nature existing exchange mech-
anisms for the storage of limited price orders
are unable to provide full protection for those
orders, and that regulatory devices employed
to ensure execution of such orders create
certain adverse effects which outweigh their
laudable objectives. The Commission indi-
cated that the solution to these problems
appeared to lie in the utilization of existing
advanced technology to construct a comput-
erized central imit order repository (a "‘com-
posite book”) designed to provide compre-
hensive limit order protection to investors.
The Commission announced its intention to
consult with the National Market Advisory
Board and to solicit public comment concern-
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ing the characteristics and specifications of a
composite book and the appropnate manner
of achieving its implementation. 20

" After its staff had consulted with the Na-
tional Market Advisory Board to identify sub-
stantive and procedural 1ssues associated
with the development of a composite book,
the Commission solicited public comment on
these issues, including the policy and techni-
cal questions associated with ten specified
charactenstics of any composite book.?! Ex-
tensive written comments have been re-
ceived from numerous individuals, institutions
and self-regulatory organizations. During the
coming year, the Commission will formulate
and propose an appropriate course of action
with respect to the development of a compos-
ite book.

Composite Quotation System

Section 11A(c)(1)(B) of the Exchange Act
directs the Commission to assure the prompt,
reliable and fair collection, processing, distri-
bution and publication of information with
respect to quotations for and transactions in
securities and the fairness and usefulness of
the form and content of such information.
Previously, the Commission had indicated its
support for a nationwide system making quo-
tations from all market makers universally
avallable (a “composite quotations system”)
in both its 1972 Market Structure State-
ment 22 and 1973 Policy Statement23.

As previously reported,2* the Commission
In 1972 initiated the development of a com-
posite quotation system by proposing Ex-
change Act Rule 17a-14. The rule, as ong-
nally proposed,?> would have required all
national securities exchanges to make quota-
tions of their specialists available to vendors
of market information. Similarly, the NASD
would have been required to make available
to such vendors quotations of over-the-
counter market makers In securities listed or
traded on exchanges. Finally, the rule wouid
have required all such quotations to be made
available to vendors on a current and contin-
uing basis.

In 1974, the Commission reproposed Rule
17a-14 in substantially revised form.26 The
major change was the inclusion of a require-
ment that quotations be “reported” by self-
regulatory organizations (and certain broker-
dealers) pursuant to a plan (similar to that

required by Exchange Act Rule 17a-15), filed
with and declared effective by the Commis-
sion, providing for the availability of such
quotations to vendors of market information
on a realtime, current and continuing basis.

Following reconsideration of proposed Rule
17a-14, the Commission determined to adopt
initially a different approach designed to en-
hance the availability of quotation information
without potenhally burdensome Federal regu-
lation. On March 11, 1975, the Commission
announced that it had sent letters to all
national securities exchanges formally re-
questing them to eliminate, on or before May
1, 1975, any of their rules or practices which
restricted access to or use of such quotation
information as they then disseminated, or in
the future might disseminate, to quotation
vendors. At the same time, the Commission
announced that 1t was deferring further con-
sideration of proposed Rule 17a-14 unti it
had an opportunity to observe the effects of
elimination of exchange restrichons on quota-
tion dissemination On May 7, 1975, the
Commission announced that 1t had received
responses to its March 11, 1975 request from
all national secunities exchanges and that all
exchanges either had taken the action re-
quested by the Commussion or had informed
the Commission that they had no rules or
practices restricting access to or use of such
information. In making its announcement, the
Commission added that, in its view, the ac-
tions taken by the various exchanges would
facilitate the estabhishment of a central mar-
ket system, as contemplated by the Commus-
sion’'s 1972 Market Structure Statement and
its 1973 Policy Statement, by making posst-
ble the composite display of quotation tnfor-
mation for multiply traded securties.

Since May 1975, several vendors have
made major efforts to develop and market a
composite quotation service. The Commis-
sion has found, however, that despite these
efforts, the quality of quotation information
disseminated to brokers, dealers and inves-
tors can be improved substantially, and that
numerous problems relating to the dissemi-
nation of useful and reliable quotation infor-
mation have yet to be resolved. Exchange
markets still do not report “firm” quotations,
and no market disseminates information as to
quotation size. In many cases, quotation In-
formation supphed to vendors is not updated



promptly to reflect changes in actual quota-
tions in the various markets. As the fiscal
year progressed, it became apparent that the
lack of reliable quotations from the various
markets was hampering private and self-reg-
ulatory efforts 1o establish a viable composite
quotation systemn, the absence of which in
turn was impeding development of a national
market system.

On July 28, 1978, the Commission pro-
posed for public comment Exchange Act Rule
11Ac1-1.27 Rule 11Ac1-1 would require, on
and after November 1, 19786, naticnal secur-
ties exchanges to collect from their special-
1sts, and the NASD to collect from third
market makers, quotations in eligible securi-
ties for dissemination by those self-regulatory
organizations to quotation vendors In addi-
tion, those organizahons also would be obli-
gated to provide such vendors with their
specialists” and market makers’ quotation
sizes If those specialists and market makers
elect to make such sizes available for dis-
semination.

Although the proposed rule neither speci-
fies the manner in which, or the frequency
with which the quotations are to be collected,
processed, and made available, it would re-
quire specialists and third market makers to
communicate their quotations promptly In ac-
cordance with procedures established by the
relevant exchanges or asscciation for the
timely dissemination o quotation vendors.
And the proposed Rule would require quota-
tions covered be “firm,” subject to certain
exceptions. In particular, any specialist aor
third market maker who is presented with an
order for the purchase or sale of any eligible
securty {other than an odd-lot order) must
stand ready (o execute a transaction 1n that
secunty in any amount up to (but in no case
exceeding) his published quotation size (or,
in the event no quotation size is dissermi-
nated, a normal unit of trading) at a price at
least as favorable to the buyer or seller as his
most recently published bid or asked price.
The foregoing requirement would not apply if,
after dissemination oi his published quotation
but before the speciahst or third market
maker received an order: (1) a transachion In
that security is effected either on the floor of
the particular exchange or by the third market
maker, or 15 reported in the consolidated
system; or {ii} the specialist or third market

maker has communicated a superseding
quotation. However, if he did not communi-
cate his superseding guotation within three
minutes after a transaction or a report of a
transaction, he would be obligated to buy or
sell that security in accordance with the gen-
eral rule as to firmness

Consolidated Transaction
Reporting System

In addition to its work on developing a
composite quotation systerm, the Commission
has assisted in 1mplementing a consolidated
transaction reporting system (the “consoli-
dated system”). As previously reported, 28 the
consolidated system developed as a result of
the Commission's adoption in 1972 of Ex-
change Act Rule 17a-15. The consolidated
system has progressed from a pilot state to
an operational reporting system, disseminat-
ing last sale reports of transactions executed
in all reporting markets for securities listed on
the New York Stock Exchange (“Network A™)
and on the American Stock Exchange, plus
selacted regional listings (“Network B"). This
follows the Joint Industry Plan declared effec-
tive by the Commission in accordance with
Rule 17a-15. Moregver, last sale reports in
both Network A and Network B securities are
now available by means of a high speed data
transmission line (the “high speed ling™),
which for the first ime enables investors and
market professionals to have such informa-
tion avallable on a real-time basis regardless
of any delays n the low speed ticker network
during pericds of heavy trading

During the period since the enactment of
the 1975 Amendments, the Commission’s
staff has met on a regular basis with certain
securities information processors, who dis-
seminate consolidated last sale reports, and
with the Consohdated Tape Association (the
“CTA}, an assaciation of self-regulatory or-
ganizations which bears the responsibility of
overseeing the Joint Industry Plan for the
operation of the consolidated system, and
which is registered as an exclusive securities
information processor. QOther relevant devel-
apments include:

a. The commencement on Apri 30, 1976,
of Phase !l of the Joint [ndustry Plan, making
available both the high speed line and last
sale reports in both Network A and Network B
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securities, which activated certain revised
short sale provisions of Exchange Act Rule
10a—1 and vendor obligations under Rule
17a-15.%9

b. The Commission's granting of condi-
tional exemptions to certain domestic securi-
ties information processors from the display
reguirements of Exchangs Act Rule 17a-15,
which became applicable upon the com-
mencement of Phase [1.30 The stalf of the
Commission is presently studying the re-
quests of certain toreign vendors for condi-
tional exemptions from these display require-
ments.

c. The Commission’s solicitation of public
comment on whether those provisions of the
Joint Industry Plan which prohibit a securities
information processor from retransmitting
consolidated last sale reports on a continu-
ous basis should be modified or abolished in
light of the standards now contained in Sec-
tions  11A(B)(5), 11A(c)(1HC) and
11A(c){1)(D) of the Exchange Act. One secu-
rities information processor had asserted that
the reasons for initially imposing such prohibi-
fions na longer provide a sound basis for their
maintenance. 3

d. After receipt of several letters from secu-
rities information processors, as well as from
registered brokers and dealers, guestioning
the level of fees charged by the CTA for
consolidated last sale reports, the Commis-
sion's staff has undertaken extensive re-
search into the Act's requirements that secu-
rities infarmation processors be able to obtain
information from an exclusive processor
{such as the CTA) on “fair and reascnabie”
terms, and on terms that are not “unreasona-
bly discriminatory.”

e. The Commission has analyzed certain
proposed rule changes of the National Asso-
ciation of Securitiss Dealers, Inc. (the
“NASD"} that would require the reporting of
transactions to the CTA at the price at which
the transaction was effected inclusive of any
commission or commission equivalent {a re-
porting mode commonly referred to as “net

"printing” of principal transactions). These rule
changes were originally filed by the NASD on
June 4, 1975, the date the 1975 Amend-
ments became law. Such changes were pub-
lished for public comment and were declared
summarily effective by the Commission in
order to permit the scheduled commence-

ment of Network A of the consolidated sys-
tem,32 subject to the Conmission’s preroga-
five under Section 19(b)(2) of the Exchange
Act either to approve the proposed rule
changes or to commence proceedings to
determine whether such rule changes should
be disapproved. On December 24, 1975, the
Commission published® an NASD amend-
ment of its proposed rute changes which
moditied the proposal to permit the reporting
of transactions at the price recorded on the
tfrade ticket, without recognizing any commis-
sion or commission equivalent {commonly
referred to as “gross printing” of principal
transactions). The proposed modifications
eliminated the existing disparity between the
reporting of principal transactions effected by
NASD members and the reponting of identical
transactions sftected by members of national
securities exchanges. On May 12, 1978, the
Commission approved the NASD transaction
reporting rules as modified.?* While finding
these reporting rules to be consistent with the
requirements of the Exchange Act, the Com-
mission also noted that it intends 1o continue
studying questions related to the reporing of
transactions in eligible securities, particularly
the method of reporting principal transactions
confirmed by a dealer plus or minus a com-
mission, commission equivalent or differen-
tial.

Equal Regulation

in testmony before Congress preceding
the passage of the 1975 Amendments, indus-
iry representatives urged that the integration
of existing market centers info a national
market system be accompanied by equal
reguiation of all market components. The new
Section 11A(a) of the Exchange Act directs
the Commission to assure fair competition
among brokers and dealers, among ex-
change markets, and between exchange
markets and markets other than exchange
markets. Since the enactment of the 1975
Amendments, the Commission has taken
steps o assure such equal regulation in two
specific areas: regulation of short sales and
ant-manipulative rules.

Short Sale Regulation

On June 12, 19875, the Commission
adopted3* amendments to its short sale



rules, Exchange Act Rules 10a-1 and 10a-2,
to provide for comprehensive regulation of
short sales of listed securities in all markets
{including the over-the-counter market) in
conjunction with the full implernentation of the
consolidated transaction reporting system.3&
In conjunction with the adoption of those
amendmenits, the Commission proposed two
further amendments to Rule 10a-1 to alle-
viate the impact of the short sale rules on the
market-making ability of regional exchange
members.¥ After reviewing the comments
received on these further proposals {including
the views of certain self-regulatory organiza-
tions presented at a public meeting held on
April 26, 1976}, the Commission determined
to withdraw the proposed amendments.38
The Commission is confinuing to consider
whether any form of ghort sale regulation is
necessary of appropriate in view of the im-
provements in the reporting of transactions
by the consdlidated system and the develop-
ment of more sophisticated technigues for
market surveillance by the Commission and
the various seif-regulatory organizations.

Anti-Manipulative Rules

By September 1975, each of the seli-regu-
latory organizations participating in the pilot
phase of the consolidated transaction report-
ing system had adopted a uniform anti-ma-
nipulative rule in substantially the form rec-
ommended by the Commission's Advisory
Committee on a Central Market System. In
August 1975, through identical letters to all
national securities exchanges participating in
the consolidated system, the Commission’'s
staff requested verification that all of the anti-
manipuiative rules recommended by the
Commission in September 1974 had been
adopted.33 AN these exchanges replied af-
firmatively. On June 4, 1975, the NASD
amended and refiled with the Commission
proposed anti-manipulative rules relating to
over-the-counter trading in eligible securities,
which rules were approved by the Commis-
sion on May 12, 1976.40

Automated Routing Systems

Section 11A(c}{1)(E) of the Exchange Act,
added by the 1975 Amendments, directs the
Commission to assure that all exchange
members, brokers and dealers transmit and

direct orders for the purchase and sale of
qualified securities in a manner consistent
with the establishment and operation of a
national market system. Two related provi-
sions, Sections 11A(a)}(1)(C)(i) and (i), re-
quire the Commission to assure economically
efficient executions of securities transactions
and fair competition among brokers and deal-
ers, among exchange markets, and between
exchange and other markets. In furtherance
of this obligation, the Commission has re-
viewed proposals (1) by several exchanges
relating to automatic order routing systems
{2) by three large broker-dealers wishing to
commence programs for the in-house execu-
fion of certain types of customer odd-lot dif-
ferentials, and (3) by two exchanges wishing
to prohibit their members from imposing dif-
ferential charges on certain types of odd-lot
orders.

On November 11, 1975, the Pacific Stock
Exchange, Inc. (the “PSE"), filed a proposed
fule change with the Commission which
would expand the capability of the PSE's
automatic order execution system
(“COMEX") from 199-share orders to orders
not exceeding 300 shares. 4! Additionally, the
PSE proposed to broaden the prohibition of
the imposition of floor brokerage on COMEX
orders which are executed on a formula ba-
sis, to cover all market and limit orders. The
Commission approved the PSE's proposal on
December 23, 1975.42

On Januvary 9, 1976, the Midwest Stock
Exchange, Inc. (the “MSE"), fited with the
Commission a proposed rule change to con-
vert its automatic execulion program {availa-
ble for orders from 100 to 198 shares In
ceftain 1ssues listed on the MSE)} ("MAX"}
from a pilot program to a permanent pro-
gram.*? MAX orders are executed on a for-
mula basis in a manner similar to that of
COMEX. The Commission approved the
MSE'’s proposal on May 14, 1876,

On February 12, 1976, the New York Stock
Exchange, Inc. (the “NYSE"), submitted a
proposed rule change setting forth proce-
dures for routing and executing 100-share
market orders processed through the NYSE's
Designated Order Turnaround System
("DOT").45 DQT orders are executed on the
basis of the bid/asked prices quoted on the
fioor of the NYSE at the time the orders are
received on the floor. The Commission ap-
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proved the NYSE’s DOT proposal on May 19,
1976.46

In addition, the Commission analyzed the
regulatory and competitive implications of
programs by three large broker-dealers to
internalize executions of certain types of cus-
tomer odd-lot orders in listed secunties with-
out the imposition of an odd-lot differential.
This question was presented in connection
with requests by these broker-dealers for
exemptions from Exchange Act Rules 10a-1
and 10b-6, where applicable, in order to
facilitate the operation of these odd-lot pro-
grams. 47

Finally, the Commisston approved rule pro-
posals submitted by the American Stock Ex-
change and the Midwest Stock Exchange
which would effectively prohibit members of
those exchanges (including specialists) act-
ing In the capacity of odd-lot dealers from
imposing a differential in connection with the
execution of certain types of odd-lot orders. 48

Access to Exchanges

General Inquiry—Section 31(b) of the 1975
Amendments authorizes the Commission to
review the rules of any national securities
exchange or national securities association to
see if any of therr rules do not comply with
the Exchange Act, as amended. The section
provides that at any time within one year of
the effective date of any amendments to the
Act, the Commussion may give written notice
to an exchange or association specifying the
extent to which its rules fail to comply with the
provisions of the Secunties Exchange Act.
After six months have elapsed following re-
ceipt of the notice, the Commission may by
order suspend the registration of such ex-
change or association or impose lmitations
on the activities, functions and operations of
the exchange or association If the Commis-
sion finds, after notice and opportunity for
hearing, that the organization or rules of such
exchange or association do not comply with
the Exchange Act, as amended.

Pursuant to Section 31(b), the Commussion
announced on March 2, 1976,49 that it was
undertaking a general Inquiry of the ex-
changes, rules relating to membership and
association with members in light of certain of
the 1975 Amendments, particularly those to
Section 6 of the Exchange Act. Among other
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things, Section 6(b) now permits any regis-
tered broker or dealer to join a national
securities exchange and any person to be-
come associated with a member organiza-
tion, subject of course to statutory disquaiifi-
cations and to appropriate financial, opera-
tional and competency standards. Section
6(b) also embodies a prohibition against ex-
change rules imposing unnecessary or inap-
propriate burdens on competition. The pur-
pose of the Commission’s general inquiry is
to assure that exchange regulation of access
to membership and association with member
organizations is limited to fulfilling the pur-
poses of the Act. At the end of the fiscal year,
the ten national securities exchanges had
responded with a variety of presentations
along with proposed amendments to rules as
to which notice had been given pursuant to
Section 31(b) in connection with the proceed-
ing

New York Stock Exchange Rule Propos-
als.—On March 11, 1976, the Commission
gave notice of the filing of, and the issuance
of an order instituting proceedings to deter-
mine whether to disapprove, Rules 309 and
310 as proposed by the NYSE.50 Proposed
NYSE Rule 309 would prohibit an NYSE
member organization from having as a parent
a natural person not a citizen of, or a com-
pany not organized under the laws of, the
United States, unless the NYSE determined
that brokers and dealers domiciled in the
United States (or their subsidiaries) could
obtain similar access to securities exchanges
under the laws and policies of the parent's
domicile or principal place of business or
both. Proposed NYSE Rule 310 would pro-
vide that no member orgamzation may func-
tion as, control, be controlled by, or be under
common control with a person conducting
commercial banking operations within the
United States.

Under Section 19(b) of the Exchange Act,
the Commission generally must approve, or
Institute a proceeding to determine whether
to disapprove, a rule change proposed by a
self-regulatory organization within 35 days
after a publication of notice of filing. Before
the Commussion commenced such proceed-
ings, the NYSE had declined the Commis-
sion’s Invitation to withdraw its proposed
rules pending the completion or progress of
the forthcoming general inquiry. By the end of



the fiscal year, the Commission had received
submissions from several interested persons
in connection with the pending proceedings.

Trading by Exchange Members

Section 11(a).—As amended by the 1975
Amendments, Sectign 11(a)(1) of the Secur-
ties Exchange Act prohibits, with certain
specified exceptions (such as market making
activites), any member of a national securi-
ties exchange from effecting any transaction
on such exchange for its own account, the
account of an assoociated person, or an ac-
count with respect to which it or any of its
associated persons exergises investment dis-
cretion. Under Section 11(a}, the Commussion
has broad authonty to fashion either more
flexible or more restrictive standards in light
of changing conditions Section 11(a}(3) pro-
vides that the prohibitions in Section 11(a)(1)
do not apply before May 1, 1978, to transac-
tions effected on an exchange by those who
were members of that exchange on May 1,
1575

On January 27, 1976,51 the Commission
began a rulemaking proceeding to iImplement
Section 11(a) and requested public comment
on a series ¢f related questions. In anticipa-
tion of May 1, 1978 (and inasmuch as Sec-
fion 11{a){1} immediately affected members
who joined exchanges after May 1, 1975), the
Commission tock action to implerment certain
specific exemptions envisioned by the Con-
gress. First, the Commission adopted Ex-
change Act Temporary Rule 11a-1{T) to im-
plement the exemption in Section 11{a)(1)(&)
for the proprietary transactions of certain
types of members where the transactions
yield priority, panty, and precedence in exe-
cution to public orders. At the same tlime, the
Commission proposed Exchange Act Rule
11a1-2, which would allow members to effect
transactions tor the accounts of ther associ-
ated persons, and also transactions for ac-
counts carned by associated persons, only
on the same basis that such transactions
could be effected for accounts held by the
member itself. The Commission also pro-
posed an amendment to its recordkeeping
rule, Exchange Act Rule 17a-3, which would
enable every member, broker or dealer to
demonstrate its compliance with Section
t1{a).

Recission of Rufe 19b-2.—Exchange Act

Rule 18b-2, adopted by the Commission n
1973, required each national secunties ex-
change to adopt rules specifying that every
member of the exchange must have as the
principal purpose of its exchange member-
ship the conduct of a public securities busi-
ness, in accordance with that rule. Rule 19b-
2 had been the subject of extensive litiga-
tion 52 Since Section 11(a), as amended by
the 1875 Amendments, was intended to dis-
place Rule 19b-2, the rule was rescinded by
the Commission.®? Following the rescission
of Rufe 189b-2, the Commission has approved
deletions by naticnal securities exchanges of
rules adopted thereunder and has indicated
further that such rutes are no longer consist-
ent with the Act.54

Allocation of Regulatory
Responsibility Among Self-
Regulatory Organizations

The 1975 Amendments transferred the re-
sponsibility from the Securities Investor Pro-
tecttan Corporation to the Commission of
designating one self-regulatory organization
to inspect members of twe or more such
organizations (“dual members”} for compli-
ance with the appiicable tinanoal responsibil-
ity rules, 55 Section 17(d) of the Exchange Act
empowers the Commission to relieve any
self-regulator of comphance, enforcement, or
other regulatory functions with respect to dual
members, and to allocate among the self-
regulators rulemaking authority ‘concerning
matters as to which such organizations share
such authority. Such action 15 to promote
competition and coordination among the self-
regulators and the development of a national
market system and a national system for the
clearance and settlement of securities trans-
actions.

On April 20, 1978, the Commission
adopted Exchange Act Rule 17d-1,56 which
essentially provides that the Commission
shall designate one of the self-regutators to
which a dual member belongs as responsible
for examining the dual member for comph-
ance with applicable financial responsibility
rutes. Under Rule 17d-1, written designation
of one such self-regulatory organization re-
lieves all other interested self-regulators of
this responsibility to the extent specified in
the designation.

At the same time, the Commussion pro-
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posed Rule 17d-2, which is intended to es-
tablish the procedural foundation for a com-
prehensive allocation of regulatory responsi-
bility among the seif-regulators, and to pro-
mote coaperation among such organizations
In assessing their regulatory capabilities. The
proposed rule would permit two or mora self-
regulatory orgamzations to submit to the
Commission a joint proposed plan for alloca-
tion of specified regulatory functions as to
members or participants which they have In
common. Once such g plan had been de-
clared effective by the Commission, those
self-regulators participating in the plan and
not designated thereby to assume regulatory
responsibility would be relieved of such re-
sponsibility to the extent provided by the plan.
In the event that proposed plans filed under
proposed Rule 17d-2 did not provide for all
members or participants of parties to the
plan, or did not allocate all their self-regula-
tory responsibility, the Commission wauld be
empowered, on its own motien after due
consideration of the statutory criteria, to des-
ignate one or more self-regulators to assume
specified regulatory responsibilities with re-
spect to such members or participants. As
the fiscal year closed, the Commission was
considering public comments upon the allo-
cation program, and responses to the Com-
mission's specific request that the self-regula-
tors submit oullines of allocation plans which
they might file in accordance with proposed
Rule 17d-2.

Enforcement Obligations of Self-
Regulatory Organizations

Saction 19(g), which was added to the
Exchange Act by the 1975 Amendments,
requires every self-regulatory organization to
comply with the Act, the rules and regulations
thereunder and its own rules and, absent
reasonable justification or excuse, to enforce
compliance therewith by its members and
persons associated with its members. Sec-
tion 1%g)(2) authorizes the Commission to
adopt rules relieving any seli-regulatory orga-
nization of its enforcement responsibilities
with respect to specified provisions of the
Securities Exchange Act or the rules and
regulations thereunder.

On May 26, 1978, the Commssion pub-
lished for comment proposed Exchange Act
Rule 1892-1.57 The proposed rule is de-
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signed to provide a format for developing
guidelines as to the extent to which self-
regulatory organizations should be cobligated
1o enforce the Exchange Act and the rules
thereunder. If adopted in the form proposed,
Rule 19g2-1 would relieve nafional securities
exchanges and associations from certain en-
forcement responsibilities primarily with re-
spect to those persons associated with mem-
bers who neither control members nor en-
gage in securities activities.

FOCUS Reporting System

In response to indications from the securi-
ties industry that the separate financial re-
porting and surveillance systems of the Com-
mission and the various self-reguiatoty orga-
nizations were imposing an unnecessary bur-
den on brokers and deafers, (especially the
smaller firms), the Commission initiated a
comprehensive program to review, consoli-
date and simplify the existng reporting and
regulatory requirements applicable to the se-
curities industry. The program began wih the
craation of an Advisory Committee on Broker-
Dealer Reports and Registration Require-
ments, 58 which was subsequently replaced
by the Report Coardinating Group, a Federal
advisory committee formed in May 1974.5°

In its First Annual Report to the Commis-
sion on June 16, 1975, the Report Coordinat-
ing Group recommended the adoption of a
Finaneial and Operational Combined Umform
Single (“FOCUS"} Report. After considering
the recommendations of the Beport Coordi-
nating Group and the comments received
thereon, and making scme changes, the
Commigsion released the FOCUS Report for
public comment on October 16, 1975, 60 After
making additional changes, the Commission
adopted the FOCUS Report and accompany-
ing amendments to Exchange Act Rules 17a~
4, t7a-5, 17a-10, 17a-11 and 17a-20 on
December 17, 1975 (all of which became
effective on January 1, 1976}.%" The report
has also been adopted by over 40 state
securities agencies.

The FOCUS reporting system simplifies the
reporting obligations of all brokers and deal-
ers by superseding the existing and often
uncoordinated reporting systems of the Com-
mission and the self-regulators with an inte-
grated reporting system based upon general
purpose financial statements. The program



consolidates broker-dealer reporting reguire-
ments for purposes of surveillance, annual
audits, customer statements, and economic
data collection. The FOCUS system replaces
all similar existing reporting programs of the
self-regulatory orgamzations, such as the
Jont Regulatory Report and the NASD's
Forms “M" and “Q". The consolidation of
these diverse reporting forms into a single
reporting system substantially reduces the
multiplicty of forms and the frequency of
required filings resulting in a considerable
reduction in paperwoark for the broker-dealer.
In addition, the FOCUS forms are designed
to enable a firm to present its financial condi-
fion clearty and efficiently, through the peri-
odic disclosure of key indicators of financial
condition, such as a monthly computation of
net capital, and detailed financal and opera-
tionat statements and schedules prepared on
a quarterly basis.

The structure of the FOCUS Report is
designed on a “layering” concept, that is, the
complexity of the broker's or dealer's busi-
ness determines the amount of required infor-
mation and the frequency of its filing. Part | of
Form X-17A-5 consists of twenty-six key
indicators of financial condition and must be
filed monthly by those brokers and dealers
which clear or carry customers’ accounts.
Part Il of Form X-17A-5 comprises compre-
hensive statements and schedules of finan
cial and operational information, which must
be filed on a calendar quarter basis by such
brokers and dealers. Part A of Form X—17A-
5, another quarterly filing, is an abbreviated
version of Part Il available to those brokers
and dealers which introduce therr customers’
business to another broker or dealer on a
fully disclosed basis.

Concurrent with the adoption of the FO-
CUS Report, the Commission approved and
declared effective plans filed by eight self-
regulatory organizations pursuant to Ex-
change Act RAule 17a-5(a}(4}, which plans
dispense with the requirement to file a sepa-
rate copy of the FOCUS Report with the
Commission. Under these plans, the Ameri-
can Stock Exchange, inc., the Boston Stock
Exchange, Inc., the Chicagoe Board Options
Exchange, Inc., the Midwest Stock Ex-
change, Inc., the National Association of Se-
cunties Dealers, Inc., the New York Stock
Exchange, Inc., the Pacific Stock Exchange,

Inc., and the Philadelphia Stock Exchange,
Inc. have agreed to receive FOCUS Reports
directly from those members for which each
organization 15 the designated examining au-
thority. This information 1s reviewed and ana-
lyzed by the seif-regulators and submitted to
the Commussion in the form of edited com-
puter tapes, thus providing the necessary
data to the Commission without imposing an
additional direct filing requirement on mem-
bers of these self-requlatory organizations.

Far the first time, Rule 17a-5(a)(2) inte-
grates a broker-dealer's annual audit with the
quarterly surveillance reports, thus providing
a single coordinated framework of regulation.
This provision requires that a broker or dealer
file a report on Part Il or Part 1A of Form X—
17A-5 as of the dale of the annual audit, if
such date does not coincide with a regular
calendar quarter filing of a report on Part Il or
Part IIA. This requirement provides the Com-
mission with comparable data 1n audited and
unaudited formats from which the accuracy of
the broker's or dealer's quarterly reports may
be venfied.

The detailed audit requirements embodied
in previous financial questionnaires have
been eliminated 1o permit the development of
flexible audit procedures suned 1o the naturg
and complexity of an individual broker's or
dealer's business. Rule 17a-5(g) prescribes
general audit objectives 10 be followed in the
preparation of annual financial statements
and thereafter permits the accountant to ex-
ercise his professional judgment with respect
to the nature, extent and timing of audit
procedures. In rendering his opinion, the aud-
itor is required to reconcile his computations
of the firm's net capital (pursuant to Ex-
change Act Rule 15¢3-1) and reserve re-
gquirements (pursuant to Exhibit A to Rule
15¢3-3) with the corresponding computations
in the broker's or dealer's most recent filing of
the unaudited Pan Il or Part ItA of Form X-
17A-5. The auditor is also required by Rule
17a~5{(h}(2) to inform the Commission if, dur-
ing the course of the audit or interim work, he
determines the existence of materia! inade-
quacies which the broker or dealer has not
reported promptly or accurately to the Com-
mission.

In addition to the revision of Form X-17A-
5, the FOCUS reporting system also effects
signhificant ¢changes in the Commission's
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Forms X-17A-10 and X-17A-20. The infor-
mation required by Form X-17A-10, the an-
nual report of revenue and expenses, is sub-
stantially reduced and modified to coordinate
with corresponding data on the FOCUS Re-
port. Much of the information required by
Form X-17A-20, a report utilized by the
Commission to monitor the impact of compet-
itive commission rates, has been eliminated,
as similar information is developed by the
FOCUS Report.

The simplification and unification of the
reporting requirements and the flexibility of
the revised audit procedures engendered by
the FOCUS concept strengthen the regula-
tory structures of the Commission and the
self-regulatory organizations while reducing
the time and effort required of brokers and
dealers in order to demonstrate compliance.
The relative benefits of this new system ac-
crue particularly to smaller brokers and deal-
ers, and have resulted in substantial time and
cost savings for such firms. The Commission
intends periodically to review and modify the
FOCUS Report to insure that continued exist-
ence of a financial reporting system that
keeps pace with an evolving securities indus-
try.

Uniform Net Capital Rule

For years prior to 1975, brokers and deal-
ers had operated under as many as eight
different rules prescribing financial responsi-
bility standards in the form of minimum net
capital requirements. Seven national secur-
ties exchanges had capital rules which gov-
erned their members, and the Commission
applied Exchange Act Rule 15c¢3-1 to other
brokers and dealers. Little initial uniformity
existed among these rules, and this situation
worsened with the passage of time as years
of divergent amendatory and interpretive de-
velopment created further dissimilarities.

Section 15(c)(3) of the Exchange Act, as
amended by the 1975 Amendments, required
the Commission to establish no later than
September 1, 1975, minimum financial re-
sponsibility requirements for all brokers and
dealers. On June 26, 1975, the Commission
fulfilled this congressional directive by adopt-
ing a uniform net capital rule which, among
other things, superseded the capital require-
ments of all national securities exchanges. 62
As amended, Rule 15¢3-1 perpetuates the
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Commission’s traditional “aggregate indebt-
edness” standard of capital sufficiency, and
introduces a new concept in financial respon-
sibility regulation, the “alternative net capital
requirement.” The aggregate indebtedness
concept, which derives from the provisions of
former capital rules, measures a broker's or
dealer's liquidity and financial condition in
terms of a ratio between substantally all of his
liabilities and those of his assets which are
readily convertible into cash. The alternative
net capital requirement, which is available at
the election of qualified brokers and dealers,
prescribes net capital requirements graduat-
ing in direct proportion to the magnitude of a
firm's customer-related obligations, as com-
puted in accordance with the Formula for
Determination of Reserve Requirements of
Brokers and Dealers, constituting Exhibit A to
Exchange Act Rule 15¢3-3.

Regulation of Municipal Securities
Professionals

The 1975 Amendments sought to subject
municipal securities professionals to essen-
tially the same scheme of regulation applica-
ble to other securities activities.* Thus, mu-
nicipal securities were excised from the Ex-
change Act's definition of “exempted securi-
ties” for purposes of several provisions of the
Act, including Section 15(a), which sets forth
registration requirements for brokers and
dealers.é4 At the same time, the 1975
Amendments added Section 15B(a) to the
Act. This new provision requires municipal
securities dealers utilizing the junsdictional
means and not otherwise registered under
Section 15 to register with the Commission. 65
Other provisions of Section 158 establish and
set rulemaking standards for the Municipal
Securities Rulemaking Board, a self-regula-
tory organization for the municipal securities
industry. Since the enactment of the 1975
Amendments, approximately 310 bank mu-
nicipal securities dealers, 10 other municipal
securities dealers conducting an exclusively
intrastate business (but utilizing the jurisdic-
tional means),5¢ and 232 brokers and dealers
required to register under Section 15 solely
by virtue of their municipal securities activities
have registered with the Commission. The
past fiscal year saw numerous rulemaking
initiatives by the Commission and the Munici-
pal Securities Rulemaking Board intended to



provide for the regulation of these municipal
securities professionals.

Establishment of the Municipal Securities
Rulemaking Board.—Section 158(b)(1) re-
quired the Commission to appoint the initial
15 members of the Municipal Securities Rule-
making Board (the “MSRB”). On June 12,
1975, the Commission solicited recommen-
dations of candidates for appointment to the
MSRB.¢&7 After reviewing over 500 letters
recommending approximately 150 individu-
als, the Commission announced its selection
of the initial membership of the MSRB.&8
During the fiscal year, the MSRB made nine
proposed rule filings. One of these is dis-
cussed below; others are discussed in Part lll
of this Report.

Definition of the Term " Separately Identifia-
ble Department or Division” of a Bank.—
Section 15B(b)(2)(H) requires the MSRB to
define, by rule, the term “separately identifia-
ble department or division [of a bank]” for
purposes of the definition of “municipal secu-
rities dealer.” Such a rule would determine in
what circumstances a bank municipal securi-
ties dealer could comply with the registration
requirements of Section 15B(a) by registering
its “separately identifiable” component, rather
than by registering the entire bank. On Octo-
ber 10, 1975, the MSRB filed four rules,
including a rule defining the term “separately
identifiable department or division” of a bank;
and, on October 15, 1976, the Commission
ordered this rule (and certain related defirn-
tional proposals) to be put into effect sum-
marily in order to permit the timely and or-
derly registration of the separately identifiable
departments or divisions of banks. 89

Adoption of Rules Relating to Registration
of Municipal Securities Dealers —Under
Section 15B(a), all municipal securities deal-
ers must register with the Commission. On
August 41, 1975, the Commission (i) an-
nounced that non-bank municipal securities
professionals would be required to register on
the existing Form BD; (ii} proposed Exchange
Act Rules 15Ba2-1 and 15Ba2-2 concerning
registration of bank municipal securities deal-
ers and non-bank municipal securities deal-
ers whose business is exclusively intrastate;
and (iii) proposed Form MSD for bank regis-
trants.70

On October 15, 1975, the Commission
adopted Exchange Act Rules 15Ba2-1,

15Ba2-2, two temporary rules (15Ba2-3(T)
and 15a-1(T)), and Form MSD, with amend-
ments permitting its use by separately identi-
fiable departments or divisions of banks.7?
The temporary rules provided a six-month
grace period for new registrants from the
requirement that all municipal securities
professionals be effectively registered by De-
cember 1, 1975, provided that such persons
filed their applications for registration with the
Commission not later than November 30,
1975, and complied with applicable provi-
sions of the Act, the rules and regulations of
the Commission thereunder, and the rules of
the MSRB. The Commission also adopted
Rule 15b2B-1, which establishes a definition
of, and registration procedures for, separately
identifiable departments or divisions of per-
sons referred to in Section 15(b)(2)(B) of the
Act.72

Shortly after the close of the fiscal year, the
Commission adopted Rules 15Ba2-4,
15Ba2-5, 15Ba2-6 and 15Bc3-1 (and related
Form MSDW), which relate to the registration
of successors to a registered municipal secu-
rities dealer, the registration of a fiduciary
appointed to continue the business of a regis-
tered municipal securities dealer, and the
withdrawal of the registration of a municipal
securities dealer.”3

Capital Requirements for Brokers and
Dealers Effecting Transactions in Municipal
Securities.—The Commission, aware that its
net capital requirements should provide ap-
propriate recognition of the pronounced dif-
ferences between the municipal securities
markets and their corporate securities coun-
terparts, solicited public comment on three
occasions during the summer of 1975 con-
cerning the appropriate net capital require-
ments for brokers and dealers effecting
transactions in municipal securities.’® The
public’s response indicated that these bro-
kers and dealers would need an extended
transitional period to conform their operations
to the net capital standards of Rule 15¢3-1.

Accordingly, on November 20, 1975, the
Commission announced 75 a financial re-
sponsibility and reporting program pertaining
to transactions in municipal securities, the
salient feature of which was a senes of
temporary amendments to Rule 15¢3-1, ex-
piring 1n most cases on June 1, 1976, de-
signed to modify the impact of certain provi-
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sions of the rule upon brokers and dealers
effecting transactions in municipal securi-
ties.7® At the same time, the Commission
again invited pubhc comment concerning the
approprate net capital requirements for these
brokers and dealers. On May 26, 1878, the
Commission announced?? a second phase of
the financial responsibility and reporting pro-
gram which, among other things, permitted
smaller brokers and dealers effecting trans-
actions solely in municipat securities to utiize
on a ftrial basis the principal innovation of the
uniform net capital rule, the alternative net
capital requirement.”® This second phase of
the Commission's program also extended un-
til October 1, 1976, certain of the previously
adopted temporary amendments to Rule
15¢3-1. This action, coupled with the Com-
mission’s explicit solicitation of impact studies
and other appropriate statistical computations
from interested members of the public, was
intended to enable the Commission to de-
velop solulipns to technically intricate ques-
trons.

Review and Amendment of Existing Anti-
fraud Rules Applicable to Transaction in Mu-
nicipal Securities.—Durning the past fiscal
year, the Commission engaged in a detailed
review of its existing antifraud rules (adopted
under Sections 10(b), 15(c)(1), and 15{c){(2)
of the Exchange Actl), and existing SECQO7?
rules (adopted under pravisions renumberad
by the 1975 Amendments as Sections
15(h)(7), 15(b)(8}, and 15{b}(9) of the Ex-
change Act) to determine the extent to which
such rules should be applicable to }ransac—
tions in municipal secunties effected by bro-
kers and dealers, as well as to such transac-
tions by dealer banks or therr separately
identifiable departments or divisions.

In November 1975, the Commission solic-
ited public comment on proposals to extend
the application of eleven of the antifraud rules
adopted under Section 10{b), 15(c)1) and
15(c)(2) to bank municipal securilies dealers,
to suspend the application of Exchange Act
Rule 15¢2-11 to quotations for municipal
securities, and to suspend the application of
SECQO examination rules and rules of fair
practice to municipal secunities dealers effect-
ing transactions solely in such secunties.®?

In order to afford appropriate time for public
comment on these proposed rule changes,
and in order 10 relieve municipal securities
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brokers and dealers from possibly inappro-
priate regulatory requirements that would oth-
erwise have applied to them on December 1,
1975, the Commission, on November 26,
1975, adopted Exchange Act Temporary
Rule 23a-1(T). This rule preserved, with cne
exception, the status quo until July 5, 1976,
the regulation of municipal securities profes-
sionals and transactions in municipal securi-
s 81

On May 20, 1976, the Commission
adopted without major revision its proposed
amendments to the SECO rules. At the same
time, the Commission made those rules
adopted under Section 15(c)(1) of the Act, as
well as Exchange Act Rule 15c2-4, applica-
hle to bank mumicipal securities dealers. Fi-
nally, the Commission exempted transactions

“in municipal securities from Rules 15¢2-5,

15¢2-7, and 15¢2-11.62

Recordkeeping and Preservalion Reguire-
ments for Municipal Securities Brokers and
Deafers.—Section 17(a) of the Exchange Act
requires certain enumerated classes of per-
sons, including registered brokers and deal-
ers, to make and keep such recerds for such
periods of time as the Commissicn may by
rule prescribe. The 1975 Amendments added
several classes of persons, including regis-
tered municipal securities dealers, to the list
of entities subject to the Commission’s rule-
making authority with respect to recordkeep-
ing and preservation requirements. At the
same time, the 1975 Amendments added to
the Act Section 15B(b)(2)(G), which requires
the MSRB to prescribe recordkeeping and
preservation reguirements for municipal se-
curties brokers and municipal securities deal-
ers. Taken together, Sections 17(a) and
15B{b}(2)(G) vest the Commission and the
MERB with concurrent authority to adopt re-
cordkesping and preservation standards for
all registered brokers and dealers effecting
transactions in municipal securities, as well
as for those banks (or their separatety 1denti-
fiable departments of divisions) registered as
municipal securities dealers.

The Commission's recordkeeping and
preservation requirements, Exchange Act
Rules 17a-3 and 17a-4, apply by their terms
to all registered brokers and dealers. Thus,
newly registering brokers and dealers effect-
ing transactions solely in municipal securities
would come within the ambit of these rules. It



appeared to the Commission that these bro-
kers and dealers right be unfamiliar with the
requirements of these rules and, io the extent
their gperational systems would require modi-
fication, might experience difficulty in imple-
menting Rules 17a-3 and 17a—4. On Novem-
ber 20, 1975, In order to afford these brokers
and dealers an appropnrate transitional pe-
riod, and 1o permit the Commission and the
MSRB to develop appropriate recordkeeping
and preservation requirements for all munigi-
pal securities brokers and municipal securi-
ties dealers, the Commission adopted? and
thereafter maintained certain interpretations
of Secunties Exchange Act Rules 17a-3 and
17a-4 as applied {o brokers and dealers
effecting transactions solely in municipal se-
curiies. These interpretations required such
brokers and dealers to make, keep current
and preserve In an easily accessible place
books and records sufficient to demonstrate
their financial condition, to reflect the receipt
and delivery of all funds and securities, and
to reftect all customer activity.

On February 3, 1976, the MSRB made
available to interested members of the public
an exposure draft of rules establishing re-
cordkeeping and preservation requirgments
for all municipal securities brokers and mu-
nicipal securities dealers. Thereafter, in ac-
cordance with Section 19(b) of the Act, the
MSRB filed and the Commission published?
these proposed rules. These rules were un-
der staff review as the fiscal year closed.

Regulation of the Options Markets

As the fiscal year began, three national
securities exchanges listed and traded “call”
options contracts under programs approved
by the Commission n prior fiscal years.8%
The Chicago Board QOptions Exchange
{"CBOE") had inttiated hsted options trading
in April 1973; the American Stock Exchange
(“Amex") and the Philadelphia Stock Ex-
change ("PHLX") began lrading exchange
listed options in January and June 1975,
respectively. During the fiscal year, all three
exchanges expanded therr options programs
amidst dramatically enlarged trading volume,
indicative of the increasing interest in this
investment vehicle. During this fiscal year,
the Pacific Stock Exchange ("PSE™) also
began an options market.

At the close of the fiscal year, CBOE had

1,319 members trading listed options on 85
underlying stocks. CBOE's average dally
trading volume reached approximately
89,000 contracts (compared to 53,000 in the
previous fiscal year),®8 representing
8,900,000 shares of the underlying securities.
All 650 Amex members had options trading
privileges admitting them to a market of Isted
options on 57 underlying stocks.®” Average
daily volume on the Amex climbed from
17,016 to approximately 35,000 contracts.
Approximately 230 Phlx mefnbers were quali-
fied to effect transactions in listed options for
27 underlying stocks; this exchange attained
an average trading volume of 2,600 contracts
during its first year of operation.

fmitiation of Listed Optigns Trading on the
PSE.—-0On March 30, 1976, the Commission
approved®® proposals by the PSE to imple-
ment a program for the listing and trading of
option contracts on the PSE. Trading on the
FPSE's options floor commenced an Aprit 9,
1976.

In common with other exchanges trading
listed options, PSE lists optiens en underlying
securites characterized by wide distribution
and active frading and issued by companies
with consistent earnings records. PSE's op-
tions contracts, like those traded on other
exchanges, are made fungible through stand-
ardization of such contract variables as expi-
ration date and striking price. PSE has joined
other exchanges which trade options as a
participant in the Options Clearing Corpora-
tion (OCC). The OCC 1ssues, guarantees and
registers all exchange traded options 1n com-
pllance with the federal securities laws, and
clears and settles all transactons in such
options. PSE reports transactions occurring
on its option floor to the Options Price Re-
porting Authority, which serves as a consoli-
dated reporting system for all transactions in
exchange listed options.

Unhke all other options exchanges except
Phix, 8% PSE hsts both a particular underlying
security and the corresponding call option
contract. Several features of PSE's options
program are designed {o reduce the possibil-
ity of trading option contracts on the basis of
market information concerning activity in the
underlying stock not yet publicly dissemi-
nated, or vice versa. For example, PSE sepa-
rates its options floor from its equities trading
floor, in order 1o prevent direct oral or visual
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communication between members on the two
floors. PSE also prohibits members from ef-
fecting transactions of their own accounts
when they have learned of large unreported
transactions 1n an option or its underlying
security; the effecting transactions for their
own accounts Involving either the stock or the
option until the transaction is disclosed on the
ticker or otherwise, and, In the case of orders
involving the option, for two minutes there-
after. 90

As the fiscal year drew to a close, other
self-regulatory organizations were publicly
exploring the possibility of joining PSE as
new entrants into the options marketplace
Both the Midwest Stock Exchange and the
NASD conducted discussions with the Com-
mission’s staff pointing toward the possible
submussion to the Commission of proposed
options programs during the coming fiscal
year.

Listed Put Option Contracts.—A call option
contract essentially provides its holder with
the right to purchase for a specified price a
specified number of shares of a given secu-
rity from the seller (or “writer”) of the call.
Conversely, the purchaser of a “put” option
acquires the right to sell a given quantity of
the underlying security to the writer of the put,
at a price specified in the put option contract.

Presently, only call options are hsted on the
four national securities exchanges trading
listed options During the fiscal year, the
Commission published for public comment
rule proposals from all four exchanges pro-
viding for the commencement of trading in
listed put option contracts on each such ex-
change. %' Shortly after the fiscal year ended,
the Commission addressed a letter to each of
the exchanges conveying its intention to de-
fer any decision respecting the initiation of
puts trading until after January 1, 1977.92 The
Commussion noted that there had not been
sufficient opporturity to conduct an overall
review of the pilot options trading programs in
the context of the ongoing and future devel-
opment of the secunties market systems The
Commission also observed that a substantial
number of regulatory, survelllance and eco-
nomic questions related to options trading
remained to be resolved. However, the Com-
mission expressed its recognition of the “eco-
nomic logic” for extending exchange options
activity to include listed put contracts.
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Financial Responsibility Requirements.—
The financial structure of the options market-
place revolves around a relatively small num-
ber of firms which, as “cleartng members” of
the Options Clearing Corporation, guarantee,
carry and clear the accounts of the substan-
tially more numerous options specialists. In
this capacity, each clearing member assumes
a complex of credit and market risks the
magnitude of which depends upon the activi-
hes of the options specialists whose trading
obligations the clearing member is required®3
to guarantee. In early 1976, the Commission
determined that it would be appropriate to
amend the provisions of its net capital rule
relating to the capital treatment of such guar-
anteed accounts, in order to augment the
financial and regulatory incentives upon
clearing members to monitor closely the ac-
tivities of the options specialists in such ac-
counts. On February 26, 1976, the Commis-
sion proposed amendments to Rule 15¢3-1
intended to achieve this purpose % The pro-
posed amendments would require clearing
members to consider each specialist's market
maker account as a separate entity for pur-
poses of capital computations; no clearing
member would be permitted to “cross-net” a
liqgwdating deficit In one such account against
equity in another such account. The Commis-
sion also proposed specific capital treatment
for certain dual-positon trading strategies
known as “spreads” and “hedges,” instead of
applying separate capital charges to each
component of a bona fide hedge or spread.
Finally, the proposed amendments to Rule
15¢3-1 would estabhsh a system of day-to-
day control and early warning, whereby clear-
ing members would be required to monitor
closely each specialist's market making activ-
ites. The Commission’s staff was studying
public comments as the fiscal year ended.

Registration and Regulation of
Clearing Agencies

The 1975 Amendments provide for Federal
regulation of the securities handling process,
including the registration and regulation of
clearing agencies and transfer agents, in or-
der to facilitate the establishment of a na-
tional system for the prompt and accurate
clearance and settlement of securities trans-
actions. Under Section 17A of the Exchange



Act, the authority and responsibility for the
registration and regulation of clearing agen-
cles and transfer agents is shared among the
Commission and the Federal bank regulatory
agencies (e, the Comptroller of the Cur-
rency, the Board of Governors of the Federal
Reserve System, and the Federal Deposit
Insurance Corporation.) ®5

Section 17A(b) of the Act, which became
effective on December 1, 1975, requires a
clearing agency® to be registered with the
Commission If it performs any clearing
agency functions for any security other than
an exempted security. The Commission must
publish notice of the filing so that interested
persons may comment on it. Within certain
specified periods, the Commission must
either grant the registration by order, or insti-
tute proceedings to determine whether regis-
tration should be denied.

in November 1975, the Commission
adopted Exchange Act Rule 17Ab2-1,97
which requires each clearing agency to apply
for registration or exemption from registration
by filing Form CA-1 with the Commission.

On November 26, 1975, the Commission
published notice that thirteen clearing agen-
cies had applied for registration.®® The regis-
trations were declared effective as of Decem-
ber 1, 1975, after the Commission deter-
mined that the cleanng agencies’ operations
and rules were adequate to safeguard securi-
ties and funds in their custody or control, and
that their rules did not fix prnices which partici-
pants in the clearing agencies must charge to
other persons.

When the thirteen clearing agencies were
registered on December 1, 1975, the Com-
mission, in accordance with Exchange Act
Rule 17Ab2-1, did not make all the determi-
nations called for by subparagraphs (A)
through (1) of Section 17A(b)(3) of the Act.
Under that rule, the Commission has nine
months from the date the registration be-
comes effective either to make all the re-
quired determinations or to institute proceed-
ings (in accordance with Section 18(a)(1)(B)
of the Act) to determine whether registration
should be denied. This approach was in-
tended to permit clearing agencies in opera-
tion prior to December 1, 1975 to be regis-
tered in compliance with the Act upon a
finding that their operations afforded ade-
quate safeguards to funds and securities in

their custody or control, while providing the
Commission sufficient time to consider fully
the issues Involved before making the re-
quired determinations, particularly those per-
tinent to the establishment of a national clear-
ance and settlement system.

Since December 1, 1975, three additional
entites have applied to the Commission for
registration.?® One of these is the proposed
National Securities Clearing Corporation
(“NSCC"), a company combining the clearing
operations currently conducted by the three
major New York registered clearing agencies,
the Stock Clearing Corporation (“SCC”), the
American Stock Exchange Clearing Corpora-
tion (“ASECC”) and the National Clearing
Corporation (“NCC”). The Commission has
also received fifteen applications for exemp-
tion from registration. 100

On May 28, 1976, the Commission an-
nounced the institution of proceedings, in-
cluding public hearings, to determine whether
to grant or deny the application of NSCC for
registration as a clearing agency.°! Public
hearings were held on June 16-18, 1976,
during which representatives of certain na-
tional secunties exchanges, the NASD, bro-
kers and dealers, clearing agencies, and
other interested persons presented their
views and responded to the questions of the
Commission and its staff. In addition, numer-
ous letters of comment and other materials
were received in connection with these hear-
Ings. At the end of the fiscal year, the Com-
mission was evaluating this information to
determine whether NSCC's application for
registration as a clearing agency should be
granted or denied.

Registration and Regulation of
Transfer Agents

Section 17A(c) of the Exchange Act, which
became effective on December 1, 1975, re-
quires a transfer agent to become registered
with 1ts appropriate regulatory agency 192 if it
acts as a transfer agent for any security
registered under Section 12 of the Act or for
any security which would be registrable but
for the exemptions from registration for secu-
rities of registered investment companies
(Section 12(g)(2)(B)), or for securties issued
by insurance companies (Section
12(g)(2)(G)) A transfer agent becomes regis-
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tered thirty days after its application for regis-
tration is received by the appropriate regula-
tory agency, unless the agency accelerates,
denies or postpones registration in accord-
ance with Section 17A(c) of the Act.

In October 1975, acting in cooperation with
the Federal bank regulatory agencies, the
Commission adopted Exchange Act Rule
17Ac2-1 and Form TA-1 on which transfer
agents are to register with the Commis-
sion.93 The three bank regulatory agencies
simultaneously adopted a similar rule and the
identical registration form for transfer agents
required to register with those agencies.
Thereafter, approximately 2,400 transfer
agents registered with the Commission and
the Federal bank regulatory agencies. In or-
der to provide the Commission and the bank
regulators with a central repository of readily
accessible information concerning registered
transfer agents, the Commission has initiated
a program to maintain in its automated data
retrieval systems the information contained in
those registration forms.

As the fiscal year progressed, the Commis-
sion’s staff visited several bank, non-bank
and issuer transfer agents located in various
parts of the country to review their capabili-
ties and performance standards. On the basis
of information obtained through the registra-
tion process and the staff's contacts with
transfer agents, and after consulting with the
bank regulators, 194 the Commission on May
12, 1976, published for comment proposed
rules under Section 17A(d) of the Exchange
Act pertaining to certificate turnaround time,
reporting requirements related thereto, re-
sponse time for confirmation requests, and
record-keeping requirements for registered
transfer agents.5 At the end of the fiscal
year, the Commission was evaluating the
comments of interested members of the pub-
lic concerning these proposalis.

Street Name Study

Section 12(m) of the Exchange Act, added
by the 1975 Amendments, directs the Com-
mission to conduct a study of the practice of
recording the ownership of securities in other
than the name of the beneficial owner of such
securities (the “Street Name Study”), and to
determine whether this practice is consistent
with the purposes of the Act, and whether
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steps can be taken to facilitate communica-
tions between issuers and the beneficial own-
ers of their securities while retaining the ben-
efits of the practice.

During the fall of 1975, the staff conducted
extensive research into both the historical
background of street name registration and
the scope of its use today. Comments regard-
ing the effect of this practice on appropriate
disclosure of the beneficial ownership of cor-
porate securities and on issuer-shareholder
communications were solicited from the in-
dustry and interested members of the public
through field interviews and by Commission
release. 196 The Commission’s findings were
incorporated Into a Preliminary Report197
which was submitted to Congress on Decem-
ber 4, 1975. The preliminary report sets forth
the the Commission’s findings on the history
and prevalence of street name registration
and seven proposals about improving issuer-
shareholder communications.

During the second phase of the Street
Name Study, the Commission set out to
gather statistical data enabling it to construct
an empirical model of the current system of
transmitting issuer-shareholder communica-
tions through intermediaries, and to evaluate
the efficiency, shortcomings, cost, and cost
distribution of this system. To that end, the
Commission decided to conduct a survey
which would monitor the activities of issuers,
financial intermediaries, and shareowners
during the months of March, April, May, and
June, the period commonly referred to as the
“proxy season,” during which most publicly
held companies conduct their shareholders’
meetings.

The Commission considered conducting a
survey which would focus upon one or more
past proxy seasons, but numerous interviews
led the Commission to conclude that much of
the needed information would not be availa-
ble on an historical basis. Because the sur-
vey questionnaires could not be returned and
evaluated prior to the date specified in Sec-
tion 12(m) for the submission of the Commis-
sion’s final report to Congress, the Commis-
sion had to request a six-month extension of
the Study's June 4, 1976 submission dead-
line.

In furtherance of the survey, the Commis-
sion sent approximately 100,000 question-
naires to shareowners. Then, after clearance



by the General Accounting Office pursuant to
the Federal Reports Act, interrelated ques-
tionnaires were sent to 140 brokers, 180
banks, and 195 issuers. As the fiscal year
closed, the responses to the Commission's
questionnaires were being processed and
evaluated for the formulation of its final con-
clusions and recommendations.

In addition to its empirical study of the
issuer-shareholder communications process,
the Commission’s staff has continued 1o re-
search and analyze other aspects of street
name registration. Upon completion, the
Commission will formulate its final conclu-
sicns and recommendations and present its
report to Congress.

Lost and Stolen Securities

The 1975 Amendmeants evidence a
congressional determination to create a cen-
tralized scheme for dealing with the disruptive
effects of the loss, thett or counterfeiting of
securities. Section 17{)(1) of the Exchange
Act, added in 1975, directs the Commission
to formutate a program for the reporting of
missing, Iost, counterfeit and stolen securi-
ties, and to establish rules for making inquiry
with respect to securities coming into the
possession or control of certain financial insti-
tutions to determine whether such securities
have been reported as missing, lost, counter-
feit or stolen. Congress directed the Commis-
sion to balance the benefits of mandating
inquiry in any specific situation against the
resultant costs and impact on efficient busi-
ness practices, and to avoid affecting the
status of bona fide purchasers in a manner
unjustifiably disruptive of normal commercial
transactions. 198

In January 1976,1% the Commission pub-
lished for public comment proposed Securi-
ties Exchange Act Rule 17{-1 and a pro-
posed Lost and Stolen Securities Program. If
adopted, Rule 17f-1 would require enumer-
ated persons, including national securities
exchanges and their rmembers, other brokers
and dealers, members of the Federal Re-
gserve System and FDIC insured banks, to
report all incidents of missing, lost, counterfeit
or stolen securities 1o an “appropriate instru-
mentality.” The “appropriate instrumentality”
is defined by proposed Rule 17f-1(a)(2} as
any Federal Reserve Bank or Branch thereof
with respect to Government or agency is-

sues, and the Commission with respect to all
other securities. Furtharmore, proposed Rule
17f-1{c) would require inslitutions subject to
the rule to make inquiry with respect to all
securities coming into their possession or
keeping, unless the security was received
from the igsuer, from another inshtution sub-
ject to the rule, or from a regular customer
whare the securities are registered to such
customer and the size and nature of the
transaction are not inconsistent with past
transactions with the same customer.

During the public comment period, at the
staff's request, members of the secunties and
banking industries conducted impact studies
to determine the number of reports and inqui-
ries which would be generated by proposed
Rule 17f-1. The Commission is in the proc-
ess of evaluating the findings of these impact
studies and the numerous comments re-
ceived, and expects to complole action on
the Lost and Stolen Securties Program, in-
cluding the adoption of RBule 17f-1 and the
design and establishment of a system to
process reports and inquiries under the rule,
during the new fiscal year.

Fingerprinting of Securities
Professionals

Congressional inquiries and Commission
analyses indicated that one of the factors
contributing to the increase in securities
thefts was the inability to identity security nsk
employees.

Section 17(f){2) of the Exchange Act, en-
acled in 1975, provides thal every partner,
director, officer, and employee of every mem-
ber of a national securities exchange, as well
as broker-dealer, registered transfer agent
and registered clearing agency shall be fin-
gerprinted and shall submit, or cause to be
submitied, such fingerprinis to the Attorney
General of the United States for identification
and appropriate processing. The Commission
is given authority to exempt certain classes of
persons from these requirements in a manner
consistent with the public interest and the
protection of investors.

In November 1975,119 the Commission is-
sued proposed Exchange Act Rule 17-2 for
public comment. The rule was intended to
implement the congressional desire to finger-
print all persons engaged in the sale of
securities, having access to securities or
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monies or original books and records relating
thereto, or supervising persons engaged in
such activities and to exempt those who do
not. The rule was adopted in final form on
March 16, 1976, to become effective July
1, 1976, as to persons entering the securities
industry after that date, and for persons al-
ready employed by or associated with entities
subject to the rule until January 1, 1977.

The rule is intended to require the finger-
printing of only those persons engaged in the
sale of secunties, having access to secunties
or monies or original books and records relat-
ing thereto, or supervising persons engaged
in such activities. For instance, in the case of
a registered transfer agent, the rule requires
the fingerpnnting of only those persons en-
gaged in or having access to “transfer agent
activities.”

The rule requires organizations subject to
the Act to file a statement describing those
classes of persons meeting the conditions for
exemption. In addition, fingerprint record re-
tention requirements are found in Rule 17f-
2(d), as well as in companion amendments to
Rules 17a-3 and 17a-4, the Commission’s
recordkeeping and preservation require-
ments.

In order to avoid unnecessary regulatory
duplication, Rule 17f-2(b) provides that per-
sons whose fingerprints are submitted to the
Attorney General for identification and appro-
pnate processing pursuant to other federal,
state or agency law, rule, or regulation may
satisfy the fingerprinting requirements by
compliance with such other requirement. This
provision encompasses employees of banks
which submit fingerprints for identification and
processing to the FBI, the designated agent
of the Attorney General for fingerprint identifi-
cation, and persons submitting fingerprints to
the FBI pursuant to state regulations in Ari-
zona, Arkansas, Colorado, the District of Col-
umbia, ldaho, New Jersey, and New York.

To facilitate the transmittal of fingerpnint
records, the rule provides an exemption for
persons whose fingerprints are submitted to
the Attorney General through a self-regula-
tory organization pursuant to a plan filed by
the self-regulatory organization and approved
by the Commission. By the close of the fiscal
year, the Commission had approved plans
submitted by six national securities ex-
changes and the NASD.
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Registration and Regulation of
Securities Information Processors

The legislative history of the 1975 Amend-
ments evidences congressional concern over
the mechanisms whereby information con-
cerning transactions in securities I1s dissemi-
nated throughout the securities markets.
Congress observed that continuing debate
over the Commission's authority to foster the
development of composite last sale and quo-
tation systems could only delay implementa-
tion of the communications systems neces-
sary for the national market system, and
consequently determined to make clear the
Commuission’s authority over such systems
and the entities responsible for their mainte-
nance. 12

This determination was embodied in a new
Section 11A(b) to the Exchange Act. This
provision effectively requires “securities infor-
mation processors” to register with the Com-
mission, and directs the Commission to per-
mit the registration of only those processors
found capable of assuring the prompt, accu-
rate and reliable performance of the functions
of a securities information processor.

Subject to the Commission’'s authorty to
adopt a contrary rule, Section 11A(b) requires
only “exclusive” securities information pro-
cessors to register. The term “exclusive pro-
cessor’ 1s defined by Section 3(a)(22)(B) of
the Act to include any securities information
processor or seif-regulatory organization
which, on behalf of a registered national
secunties exchange or association (or on its
own behalf, If the processor is a self-regula-
tor), engages on an exclusive basis In the
processing of information with respect to
transactions or quotations on an effected
registered national securities exchange, or
distributed through any electronic system op-
erated or conducted by the NASD.

In September 1975, the Commission
adopted 12 a registration procedure for exciu-
sive processors consisting of Rule 11Ab2-1
and related Form SIP. Completion of Form
SIP requires the submission of detailed infor-
mation regarding the organizational structure,
operational capability and functions per-
formed by the applicant. After this information
has been filed with the Commission, a notice
of the filing is published and interested per-
sons are given an opportunity to comment.



Finally, within ninety days of the date of
publication of such notice (or within a longer

period to which the applicant consents), the .

Commission must by order grant registration
or institute proceedings to determine whether
registration should be denied. In granting
registration, the Commission must find, pur-
suant to Section 11A(b)(3), that the processor
has the organization and capacity to perform
its functions in a prompt, accurate and relia-
ble manner, to comply with the provisions of
Section 11A(b) and any rules promulgated
thereunder, to function in a manner consist-
ent with the purposes of Section 11A(b) and,
insofar as the applicant acts as an exclusive
processor, to operate fairly and efficiently.

As of the close of the fiscal year, the
Commission had received four applications
for registration as securities information pro-
cessors, and had granted registration to the
Consolidated Tape Association (“CTA”), the
Options Price Reporting Authority (“OPRA”),
and the Securities Industry Automation Cor-
poration (“SIAC”); each of these entities
being exclusive securities information proces-
sors. 114 The Commussion also had temporar-
ily exempted, pursuant to its authority under
Section 11A(b)(1) of the Act, NASDAQ, Inc.
from registration, 15 pending a review of its
application for registration which 1s expected
to be completed early in the new fiscal year.

In addition, the Commission received appli-
cations for exemption from registration from
Bunker Ramo Corporation (“Bunker Ramo”),
P.C. Service Corporation (“PCSC"), and
Quotron Systems, Inc. (“Quotron”). These
applications were granted, 116 subject to cer-
tain conditions imposed pursuant to Section
11A(b)(1) of the Act As to Quotron and
PCSC, their exemptive orders were condi-
tioned on comphance with Section
11A(b)(5)(A) of the Act (and any rules there-
under) regarding prohibitions or hmitations
of access to their information services. Fur-
ther, Quotron and PCSC were obliged to
conform to Sections 17(a)(1) and 17(b) of the
Act (and any rules thereunder), relating to the
dissemination of periodic reports and the
maintenance of appropriate records for ex-
amination by the Commussion and other regu-
latory bodies. Finally, as to Bunker Ramo,
which previously acted as an exclusive pro-
cessor on behalf of the National Association
of Securities Dealers, Inc. (“NASD”) in oper-

ating the NASDAQ system, the Commission
conditioned exemption on Bunker Ramo's
compliance with Section 17(b) of the Act (and
any rules thereunder), insofar as Bunker
maintained records relating to its perfor-
mance as an exclusive processor for the
NASD.

The Commission has also published for
public comment proposed Exchange Act
Rules 11Ab2-2, 11Ab2-3, and 11Ab5-1.117
Proposed Rule 11Ab2-2 would require an
annual submission of current information by
registered securities information processors
in order to update information previously fur-
nished on Form SIP. Proposed Rule 11Ab2-3
would establish a procedure for maintaining
continuity of registration, for a limited period,
where an entity succeeds to or continues the
business of a registered processor without
having first completed the registration proce-
dure required by Rule 11Ab2-1. Finally, pro-
posed Rule 11Ab5-1 would require that a
registered securities information processor
give notice to the Commission (and any ag-
grieved party) of any prohibition or imitation
of access to the services offered by the
registrant This rule would implement the no-
tice procedure set forth In Section
11A(b)(5)(A) of the Act. The Commission is
currently considering certain modifications in
the proposed rules which have been sug-
gested by certain interested members of the
public.

Commission Rates

Section 6(e)(3) of the 1975 Amendments
obligates the Commission to keep itself and
Congress abreast of significant events during
the transition to negotiated commission
charges. The first monitoring report was pre-
sented to Congress on December 1, 1975,
and covered the period beginning May 1,
1975 (the advent of negotiated commission
rates) and ending August 31, 1975.11% The
report presented an analysis of the impact of
unfixed rates on commission charges by cus-
tomer type. Additional analyses included cap-
sule financial information for various types of
New York Stock Exchange member firms and
financial summaries for all self-regulatory or-
ganizations. Also Included were analyses re-
lating to the “quality of the market.”

The first report was subsequently followed
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by two additional and more refined reports to
Congress, dated March 29, 1976, and
August 10, 1976,120 which covered the im-
pact of negotiated commission charges
through March 31, 1976. In addition to the
analysis in the Commission’s first report,
these reports included a more in-depth analy-
sis of the factors affecting securities commis-
sions, a detailled analysis of the financial
results for different types of broker-dealers
and for the first time, an analysis of the
financial results of Regional and Over-The-
Counter Broker-Dealers.

From the inception of negotiated commis-
sion charges to the end of March 31, 1976,
New York Stock Exchange (NYSE) member
firms received an estimated $335.7 million
less than they would have received under the
fixed commission rate schedule applicable
immediately prior to May 1, 1975 (assuming
equivalent market activity). This revenue fore-
gone amounted to roughly 11.7 percent of
commission revenues and 5.8 percent of total
revenues received by NYSE member firms
during the, May 1975-through-March 1976 pe-
riod.

Commission discounts negotiated by public
customers from the pre-May fixed commis-
sion rate schedule moved from 7.0 percent in
the second quarter of 1975 to 13.0 percent in

. the fourth quarter The average discount de-
clined to 12.3 percent during the first quarter
of 1976. This downward drift was attributed to
increased retail customer activity rather than
a change in competitive pressures. Commis-
sion discounts received by institutional cus-
tomers were greater than those received by
individual customers. Measured as a percent
of order value, Institutional commissions in
March 1976 were approximately 35 percent
below the pre-May 1 commission level, while
the same comparison for individual cus-
tomers revealed a two percent decline from
the pre-May level. When measured in terms
of commissions per share, commissions for
institutions and individuals were 30 percent
and 6 percent lower in March 1976 than April
1975, respectively. While individuals received
reduced commissions on medium to large
size orders, they paid slightly higher commis-
sions on their small orders (less than 200
shares). On the other hand, institutions re-
ceived substantially reduced commissions on
all sizes of orders.
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Not unexpectedly, the discounts granted to
institutional customers had their greatest im-
pact on the financial results of NYSE member
firms specializing in institutional business. As
a consequence, institutional firms, as a
group, received less than 70 percent of secu-
rities commissions they would have received
under the rate schedule in effect prior to May
1, 1975. Other groups also registered de-
clines in securities commissions over the
eleven months following May 1, 1975, but not
to the degree experienced by institutional
firms. The introduction of competitive com-
missions does not appear to have seriously
impaired the operating results of Regional
and Over-The-Counter Broker-Dealers. Ne-
gotiated commission charges do not appear
to have negatively influenced the operating
results, nor have they significantly affected
the liquidity or volatility of securiies markets.

Use of Commission Payments by
Fiduciaries

Section 28(e) of the Exchange Act was
added in 1975 to assure fiduciaries that,
under a system of competitive commission
rates, they might use reasonable business
judgment In selecting brokers and causing
accounts under management to pay commis-
sions. Section 28(e) provides generally that a
money manager does not breach fiduciary
duties under State or Federal law solely by
reason of his causing accounts under man-
agement to pay brokerage commissions in
excess of the amount another broker-dealer
would have charged if the manager deter-
mines in good faith that the commission 1s
reasonable in relation to the value of broker-
age and research services received.

In March 1976, the Commission called at-
tention to practices that appeared to be de-
veloping In the payment of brokerage com-
missions by fiduciary money managers. The
Commission noted in particular that some
fiduciaries appeared to be using their benefi-
ciaries’ commissions to obtain products and
services which are readlly and customarily
available and offered to the general public on
a commercial basis. In addition, the Commis-
sion noted, fiduciaries appeared in some in-
stances to be asking that brokers pay all their
operating expenses in return for commissions
directed to those brokers. It also appeared



that fiduciaries were in some cases asking
the broker, retained to effect a transaction for
the account of a beneficiary, to "'give up” part
of the commission negotiated by the broker
and the fiduciary to another broker desig-
nated by the fiduciary for whom the executing
or clearing broker is not a normal and legiti-
mate correspondent.

The Commission stated that it did not be-
lieve Section 28(e) would apply to those
types of arrangements. At the same time, the
Commission noted, while Section 28(e)
might, under appropriate circumstances, be
applicable to situations where a broker pro-
vides a money manager with research pro-
duced by third parties, the money manager
should be prepared to demonstrate the re-
quired good faith in connection with the trans-
action. The Commission cautioned, more-
over, that some of the practices and arrange-
ments that had been brought to its attention
might constitute fraudulent acts and practices
by fiduciaries and that brokers should recog-
nize that their compliance with any direction
or suggestion by a fiduciary which would
appear to involve a violation of the fiduciary’s
duty to its beneficiaries could implicate them
in a course of conduct violating the antifraud
provisions of the Federal securities laws. 12!

Arab Boycott

Early in 1975, there were widespread re-
ports of the Arab boycott against persons
doing business with, or sympathetic to, the
state of Israel. The Commission took a num-
ber of actions to determine the extent of
involvement in the boycott by persons subject
to its regulation and to uncover any possible
violations of the Federal securities laws.
From the outset, the Commission expressed
its view that the issues presented by the Arab
boycott are serious matters, and that 1t
strongly condemns participation in such boy-
cotts by American citizens and enterprises.

On November 20, 1975, the Commission:

published a release stating that discrimina-
tory practices engaged in by persons subject
to its regulation would not be tolerated. 122
The possibility of violations of the Federal
securities laws was raised most prominently
in connection with reports early in 1975 of
Arab requests that American brokers and
dealers exclude boycotted brokerage firms
from underwriting syndicates formed for the

distribution of secunties. Since such reports
surfaced, it has been the Commission’s view
that the best way to safeguard against such
discriminatory practices is for the National
Association of Securities Dealers, Inc.
(“NASD™), of which most American invest-
ment banking firms are members, to take
iniial responsibility for precautionary meas-
ures. Under the law, the NASD has responsi-
bility for insuring that its members’ conduct Is
consistent with just and equitable principles
of trade. 123

The Commission requested the NASD to
monitor closely the composition of its mem-
bers’ underwniting syndicates for indications
of possible discriminatory practices and, in
December 1975, the NASD submitted to the
Commission a report of its monitoring pro-
gram and subsequent investigation. On the
basis of the NASD’s report and the Commus-
sion’s own informal inquiries, it appears that
there have been no successful attempts to
exclude on a discriminatory basis any person
from an underwriting of securities registered
with the Commission. The NASD did, how-
ever, present evidence of two successful at-
tempts by Arab interests to obtain the exclu-
sion of boycotted investment banking firms
from participation in offerings of securities
which took place outside the United States
and which were not required to be registered
with the Commission. As a result of its inves-
tigation, the NASD in July 1976 took discipl-
nary action against two of its member firms
on the basis of their cooperation with Arab-
related firms in precluding boycotted firms
from offshore underwritings. In addition, the
NASD issued a notice cautioning all its mem-
bers against involvement in such discrimina-
tory practices.

Section 31(b) Review

Section 31(b) of the 1975 Amendments
authorizes the Commission, at any time
within one year of the effective date of any
amendment made by the 1975 Amendments
to the Exchange Act, to notfy any national
securities exchange or national securities as-
sociation of the respects in which its organi-
zation or rules are not in compliance with the
Act as amended. The Commussion is author-
1ized, at any time after 180 days following
receipt of such notification, to suspend the
registration of any such exchange or associa-
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tion or to impose hmiations on its activities,
functions or operations if the Commission
finds, after notice and opportunity for hearing
that its rules or orgamization still fail to con-
form to the Act. Any such suspension or
limitation continues in effect until the Com-
mission, by order, declares that such ex-
change or association is in compliange with
the Act's requirements.

During the fiscal year, the Commission's
staff conducted an intensive review of the
constitutions and rules of the several self-
regulatory organizations. Particular attention
was devoted to self-regulatory requirements
in those areas most affected by the 1975
Amendments, such as membership and ac-
cess restrictions, financial responsibility re-
guirements, and rules limiting or conditioning
the ability of brokers and dealers 1o utilize the
services of registered clearing agencies or
registered secunties information processors.
Early in the new fiscal year, the Commussion
expects to be in a position to transmit appro-
priate notification to each of the self-regula-
tors in accordance with Section 31(b} of the
Act.

DISCLOSURE RELATED
MATTERS

lllegal and Questionable
Corporate Payments

On May 12, 1976, the Commission submit-
ted to the Senate Banking, Housing and
Urban Affairs Committee the “Report of the
Securities and Exchange Commussion on
Questionable and lllegal Corporate Payments
and Practices.” The report provides a de-
talled analysis of information about illegai or
guestionable foreign payments contained in
public documents filed with the Commission.

The report indicates that common among
almost all of the cases reviewed by the
Commission was the apparent faiture of the
system of corporate accountability to assure
a proper accounting of the use of corporate
funds, and to assure that documents filed
with the Commussion and circulated to share-
holders do not omit or misrepresent material
facts. Milions of dollars of funds were inag-
curately recorded in corporate books and
records to facilitate the making of questiona-
ble payments. Falsification of records, al-
though known to corporate employees and
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often o top management, was often con-
cealed from outside auditors and counsel and
from outside directors,

The report states that the primary thrust of
the Commission’s actions has been to restare
the efficiency of the system of corporate
accountabilty and to encourage the hoards of
directors to exercise ther authonty. To this
end the Commission has sought independent
review of past disclosure in its enforcement
actions and in its voluntary disclosure pro-
gram.

In broad terms, the Commission’s voluntary
disclosure program, which is administered by
the Division of Corporation Finance, requires
a company which believes that it may have a
disclosure problem with respect to questiona-
ble or ilegal activities promptly to take the
following steps:

1. Authorize a careful in-depth investigation
of the facls by persons not involved in the
activities in question;

2. Have the board of directors issue an
appropriate policy statement about transac-
tions involving illegal or guestionable activi-
ties, or reitarate any relevant, preexisting
policy statement;

3. Consider whether interim public disclo-
sure of the resulls should be made prior to
completion of the investigation; and

4. At the conclusion of the investigation, file
a final report of material facts with the Com-
mission, generally on Form 8-K. Companies
in the voluntary disclosure program can make
disclosures without prior consuliation with the
Commussion's staff and without jeopardizing
their participation in the program. They can,
however, seek the informal views of the Com-
mussion itself concerning the appropriate dis-
closure of certain matters.

in order to restore the integnty of the
disclosure system and to make corporate
officials more fully accountable to their
boards of directors and shareholders, the
Commussion’s basic approach has been: (1)
To insure that investors and shareholders
receive malerial facts necessary to make
mformed investment decisions and to assess
the quality of management; and (2) To estab-
ish a cimate n which corporate manage-
ment and the professionals that advise them
become iully aware of these problems and
deal with them in an effective and responsible
manner.



Advisory Commitiee on Corporate
Disclosure

On February 2, 1976, Charman Hills ar-
nounced the appointment of an Advisory
Committee on Corporate Disclosure 10 be
chaired by then Commissioner, A. A. Som-
mer, Jr.12* The function of the sixteen-mem-
ber panel is to define the purposes and
abjectives of a corporate disclosure system,
to assess the present system in light of those
objectives, to assess the costs of the present
system and to weigh those costs against the
benefits it produces, and to recommend to
the Commission any changes it may ¢ensider
necessary or appropriate to bring the opera-
ticn of the disclosure system administered by
the Commission closer to those cbjectives.

The Committee's work includes dentifying
the users of the information avalable in the
corporate disclosure system, the users'
sources of information, the particular items of
information which are of crucial importance to
users, and the cost to companies of providing
this information. To answer these and related
guestions, the Advisory Committee Is survey-
ing approximately 30 publicly-owned compa-
nies, 120 financial analysts, 60 portfolic man-
agers and 8,000 indvidual investors. The
Advisory Commitlee anlicipates that when
the data from the survey is analyzed the
Committee will have the first clear and com-
plete picture of the operation of the disclosure
system and that this new understanding will
serve as a basis for the Committee’'s recom-
mendations to the Commuission.

The Committee is also soliciting position
papers from over one hundred trade associa-
tons and the public at large on a variety of
disclosure issues.'25 The following specific
topics are among those on which position
papers are baing sought: identification of the
cbjectives of a corporate disclosure system;
the feasibility of defining more precisely the
“materiality” standard under the tederal secu-
rities laws; identification of any need for in-
creased disclosure of forward-looking and
soft information; identification of any need for
increased disclosure of environmental and
socially-significant matters and the criteria to
be applied in making such a determination;
statement of the role of the differential disclo-

. sure concept in the SEC's mandated disclo-
sure system: and recommendations for 1m-

provement of the shareholder suffrage proc-
ess.

A final report incorporating recommenda-
tions to the Commission 15 expected on or
before July 1, 1977,

Projections

On April 23, 1976, the Commission pub-
lished for comment proposed Guides 62 and
4, "Disclosure of Projections of Future Eco-
nomic Performance,” of the Guides for the
Preparaticn and Filing of Regstration State-
ments under the Securities Act of 1933 and
of the Guides for the Preparation and Filing of
Reports and Proxy and Registration State-
ments under the Securities Exchange Act of
1934, respectivaly. 126 The Commission also
announced the adoption of an ameandment to
Exchange Act Rule 14a-9, and the with-
drawal of the other rule and form proposals
relating to projections of future economic per-
formance and to changes in control of a
registrant which were published for comment
on April 28, 1975727 to implemant the “State-
ment by the Commission on the Disclosure of
Projections of Future Economic Perfor-
mance. " 28

The proposed Guides set forth the views of
the Commission's Division of Corporation Fi-
nance on the disclosure of projections in
Commission filings, In particular, the Guides
address three imporant considerations re-
lated to the preparation and disclosure of
projections: (1) that management have a rea-
sonable basis for its projections; (2) that the
projections be presented in an appropriate
tormat; and (3) that the accompanying disclo-
sures facilitate investor understanding of the
basis for, and limitations of projections. The
proposed Guides are not rules of the Com-
mission nor are they published as bearing the
Commission's official approval. They repre-
sent policies and practices followed by the
Division of Corporation Finance in administer-
ing the disclosure requirements of the tederal
securities laws.

The staft presently is considering the com-
ments received on the proposed guides.

In announcing these actions, the Commis-
sion expressed its general views on the inclu-
sion of projections in Commission filings.
Among other things, the Commission noted
that, at least until February of 1973, its long
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standing policy generally not to permit projec-
tions In Commission filings may have served
as an impediment to the disclosure of projec-
tions to investors. The Commission also
noted that investors appear to want manage-
ment's assessment of a company’s future
performance and that some managements
may wish to furnish their projections through
Commission filings. Accordingly, the Com-
mission announced that it will not object to
disclosure in filings with the Commission of
projections which are made in good faith and
have a reasonable basis, provided that they
are presented in an appropriate format and
accompanied by information adequate to en-
able investors to make their own judgments.

The Commission also expressed the view
that reasonably based and adequately pre-
sented projections should not subject issuers
to hability under the Federal secunties laws,
even if the projections prove to be in error.

In light of this change of policy, the Com-
mission amended Exchange Act Rule 14a-
9129 to delete the reference to predictions of
earnings as being possibly misleading in cer-
tain situations.

Finally, the Commission indicated that it is
not encouraging the making or filing of pro-
jections because of the diversity of views on
their importance and reliability and noted that
this issue, together with the question of
whether a “safe-harbor” rule for projections is
needed, may be among those appropriately
considered by its Advisory Committee on
Corporate Disclosure.

Beneficial Ownership

On August 25, 1975, the Commission an-
nounced various proposals relating to the
disclosure of beneficial owners and holders of
record of voting securities. '3 These propos-
als were partly the result of public hearings
conducted by the Commission in the fall of
1974 concerning beneficial ownership, take-
overs, acquisitions and other related mat-
ters.131

The August proposals included proposed
rules and amendments under Sections 13
and 14 of the Exchange Act which would,
among other things, (1) provide standards for
determination of beneficial ownership for pur-
poses of those sections, (2) require additional
disclosure in Schedule 13D acquisition state-
ments about beneficial owners and the nature
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and extent of their ownership; (3) provide a
short form acquisition notice to be used by
certain persons acquiring secunties in the
ordinary course of their business and not for
purposes of control; and (4) provide an ex-
emption from the filing requirements of Sec-
tion 13(d)(1) for certain underwrters who
acquire securities in the ordinary course of a
firm commitment underwriting.

In addition, the proposals would amend
various registration and reporting forms re-
quiring disclosure of principal security hold-
ers, as well as Schedule 14A, Information
Required in Proxy Statement, to require dis-
closure in such forms, to the extent known by
the filing company, of (1) beneficial owners of
more than five percent of any class of voting
securities and the nature of their ownership;
(2) the aggregate amount and nature of ben-
eficial ownership by officers and directors, of
each class of voting securities of the issuer or
any of its parents or subsidiaries; and (3) the
30 largest holders of record of each class of
voting securities (with an exception for per-
sons holding less than /10 of 1% of the
outstanding securities of the class) and their
voting authority and underlying voting author-
ity, if known.

The original comment period on the pro-
posals was to expire on November 30, 1975,
however, upon request, the Commission ex-
tended the period to January 2, 1976. During
that time, the Commission received more
than 225 letters of comment from interested
persons, including, members of Congress
and representatives of the secunties industry,
the legal profession, publicly-held companies,
and institutional and individual investors. Dur-
ing May 1976, the staff of the Division of
Corporation Finance completed an extensive
review and analysis of the letters of comment
and submitted its recommendations on the
proposals to the Commission. At the close of
the fiscal year the Commission was consider-
ing the Division’s recommendations.

Communications with Beneficial
Owners
(Proposed Rule 14b-1)

On August 25, 1975, the Commission solic-
ited comments on a proposed new Rule 14b-
1 under the Exchange Act dealing with the
obligations of registered brokers to forward
certain communications to beneficial owners



of securities.132 If adopted, proposed Rule
14b-1 would require a registered broker (1)
to respond promptly, by means of a search
card or otherwise, to inquiries by issuers
about how many of the broker's customers
are beneficial owners of the issuer's securi-
ties held of record by the broker or its nomi-
nees, and (2) upon receipt of a sufficient
number of proxy statements and annual re-
ports to security holders and assurances that
its reasonable expenses would be paid by the
issuer, to forward such matenals in a timely
manner to such customers. As an alternative
to complying with the foregoing obligations, a
registered broker would be permitted to fur-
nish an i1ssuer with a list of the customers
provided that the broker also furnish authori-
zation to vote such securities in accordance
with instructions of the customer.

The comment period on the proposed rules
expired November 30, 1975. The Commis-
sion’s Division of Market Regulation is con-
sidering the comments received on the pro-
posals in connection with the Commission’s
“Street Name Study” mandated by the Secu-
rities Act Amendments of 1975.133

Tender Offers

As a further result of the Commission’s
public hearings on takeovers and acquisi-
tions, 134 the Commission published for com-
ment proposed rules and schedules under
the Exchange Act, which, if adopted, would
provide specific disclosure and dissemination
requirements, additional substantive regula-
tory protections and other regulations with
respect to certain cash tender offers and
stock-for-stock exchange offers.

The rules and schedules represent the
Commission’s first comprehensive rulemak-
ing proposals under the Willams Act with
respect to tender offers. Among other things,
all tender offers would be required to be open
for at least fifteen business days after their
commencement and for at least ten business
days from the announcement of any increase
in the offered consideration or the dealer's
soliciting fee.

* A proposed Tender Offer Statement,
Schedule 14D-1, would require a bidder to
disclose, among other things, additional infor-
mation regarding its source of funds and its
plans and proposals (regardless of whether it
is seeking control) and, for the first time,

would specifically require disclosure of its
past relationships and negotiations with the
subject company whose securities are being
sought and disclosure of financial statements
and other data when material. A proposed
Recommendation Statement Schedule 14D-
4, would require a subject company or any
other person recommending for or against a
tender offer to describe, among other things,
any actual or potential conflict of interest.

A proposed dissemination rule would per-
mit a bidder to communicate its cash tender
offer by means of: long form publication
which is currently used in connection with
most cash tender offers; summary publication
provided that such an advertisement contains
a minimum amount of information and indi-
cates how complete information might be
readily obtained; or mailings to all stockhold-
ers listed on the stockholders’ list, which
would be available under the Commission’s
rules If certain conditions are met.

The Commission’s proposals would extend
the present seven-day withdrawal rights to
ten business days; would provide additional,
limited withdrawal rights in the event of a
competing tender offer; and would permit a
bidder to accept any shares deposited on a
pro-rata basis throughout the life of a tender
offer.

Finally, the proposals would integrate all
purchases of the subject company’s securi-
ties by the bidder within forty business days
after a tender offer with the offer; would
require a bidder to i1ssue a status report
whenever it extends the tender offer; and
would require a bidder to pay the offered
consideration or return the securities depos-
ited within ten business days after the termi-
nation of a tender offer.

The period for written views and comments
on the proposals expires September 30,
1976.

Proposals to Amend Registration
Forms

Proposed Amendments to Forms S-7 and
S-16 and Proposal to Rescind Form S-9.—
On July 26, 1976, the Commission proposed
amendments to Forms S-7 and S-16 and
announced a proposal to rescind Form S-9
under the Securities Act.35 The proposals
would substantially relax the conditions for
using Forms S-7 and S-16,13¢ thus making
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these short registration forms available to a
larger number of issuers which are subject to
the reporting requirements of the Exchange
Act. 137 Form S-7 also would be made availa-
ble for the registration of securities toc be
offered in exchange for other securnties, as
well as for cash in addition, certain of the
disclosure items of Forms S-7 and S-16
would be amended to require additional dis-
closure if there has been a change of the
registrant.

Issuars using Forms 5-7 and S-16 are
permitted to omit from the S-7 prospectus, or
to incorporate by reference in the S-16 pros-
pectus, certain information already provided
to security holders or available to investors in
reports filed under the Exchange Act. Thus,
the proposed amendments reflect recent im-
provements in the nature and extent of infor-
mation required to be included in reports and
proxy and information statements under that
Act, and the increased avalability of such
information to the investing public.

The Commission also proposed to rescind
Form 5-8, a form presently available for
Securities Act registration of non-convertible
fixed-interest debt secunties by certain is-
suers, since the proposed amendmenis to
Form S-7 would make that form available to
the relatively small number of 1ssuers pres-
ently using Form S-9.

The comment period on these proposals
expires on September 27, 1976.

Form S-8 and Rule 457.—In July 1976, the
Comrussion published for comment certain
proposed amendments to Form S-8138 and
simultanegusly withdrew an earher proposal
to amend that torm. 138 The proposed amend-
ments would expand the availability of the
form for securities offered and sold pursuant
to certain employee-benefit plans and would
rescind its use for reoffers or resales by
persons who may be deemed underwrters.
in a related matter, the Commission adopted
an amendment to Rule 457(g) concerning the
computation of the filing fee required for
registration statements relating to stock bo-
nus and similar plans,

Proposals to Amend and
Amendments to Certain Periodic
Reports

Proposed Amendments to Forms 8-K, 10-
Q and 10-K.—On July 12, 1976, tha Com-
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mission proposed amendments to Forms 8-
K, 10-Q and 10-K, which are used for ¢ur-
rent, quarterly and annual reports filed pur-
suant to Section 13 or 15(d) of the Exchange
Act and to the disclosure schedule for proxies
and information statements, 1%© The proposed
amendments would, If adopted, provide for
more timely filing of reports on Form 8-K, by
requiring such reports to be filed within ten
days after the occurrence of the event re-
ported, aithough registrants would be permit-
ted an additional 60 days fime within which to
file the audited financial statemenis required
in reports of an acquisition of assets. In
addition, the proposals would decrease the
number of 1tems of information required to be
inciuded in reports on Form 8-K by transfer-
ring certain ems to Form 10-Q. 141

Present ltem 9 (Options 1o Purchase Secu-
rities} would be deleted from Form 8-K, since
similar information 1s required to be included
in annual reports on Form 10-K and in proxy
and information statements filed pursuant to
Section 14 of the Exchange Act,

The items remaining on Form 8-K would
be renumbered and rewised to require addi-
tional information concerning changes in con-
trol of registrant and nen-payment of principai
or interest on senior secunties. A new item,
requiring disclosure of the appointment of a
receiver or trustee for registrant or 1ts parent
in bankruptcy or receivership proceedings,
would be added 1o Form 8-K.

In addmion, the Commission proposed 1o
separaie the disclosure relatng to material
income changes of an unusual or infrequent
nature presently required In reports on Form
8-K. The proposed amendments would re-
quire notification of such changes in reports
on Form 8-K, but the details of such events
would be disclosed in reparts on Form 10-Q
or Form 10-K, for fourth quarter events,
where they could be more meaningfully as-
sessed against the financial data in such
quarterly or annual reports.

In order to make it easier for users of both
Forms 10-Qt and 10-K, those forms would be
revised to require that reference be made to
Hems previously mentioned in 8-K rgports
fiied during the quarter covered by the report.

These proposals are intended to provide
for more comprehensive quarterly and annual
reports, more timely reporing of events of
current importance to investors, reduction of



those reports filed on Form B-K, and sub-
stantial savings to registrants and the Com-
mission.

The comment period on the proposals ex-
pires on September 15, 1976,

On June 2, 1976, the Commission pro-
posed amendments to Forms 10~K and 10—
Q,"2 to provide for a space on the cover
page of each form in which a registrant, at its
option, could use to indicate its intention to
file a registration statement on Form S-7, S-
9 or 8-16, on or before the date of its next
filing on either Form 10-K or Form 10-Q.
Receipt of such notice of intent to file would
enable the Commission's staff to review
promptly the annual, quarterly and current
reports filed by registrant under the Exchange
Act and, 1in most cases, to expedite its review
of the Securities Act registratton statement,
when filed.

Adoption of Amendments to Forms 10-0Q,
10-K and 12-K to Require a Statement of
Qutstanding Common Stock.-—On June 8,
19786, the Commission adopted amendments
to Forms 10-K, 12-K and 10-Q under the
Exchange Act requiring corporate issuers to
state on the facing sheets to reports on those
forms the number of shares outstanding of
each class of their common stock.14? The
amendments were adopted to aid persons in
complying with the volume limitations of Rule
144 by providing them with information upon
which those limitations frequently are based.

Stockholder Proposals

Rule 14a-8 of the proxy rules sets forth the
raquirements applicable to proposals submit-
ted by secunty holders for nclusion in the
proxy soliciting materials of issuers. On July
7, 1976, the Commission proposed 1o amend
that rule substantially. Among other things,
the proposed amendments would eliminate
certain shareholder abuses that have oc-
curred In the past, broaden the topics that
could be covered by shareholder proposals,
and formalize cerain grounds for omitting
proposals that have been implied, but not
stated, i the existing rule.’ In a related
matter, the Commission issued a release
describing and discussing the informal proce-
dures employed by its statf with respect to
shareholder proposals which managements
have indicated they intend to omit from their
proxy materials, 195

Stock Appreciation Rights

in connection with the reporting of insider
secunties transactions under Section 16 of
the Exchange Act, the Commission proposed
certain amendments to Rules 16b-3 and
16a-6(c) under the Act to inciude certain
transactions in stock appreciation rights
within the transactions which may be ex-
empted by those rules. 146 The exemption for
transactions in stock appreciation rights
would be available provided certain condi-
tions are met, including requirements relative
to the 1ssuer, the options and rights, and the
administration of the plan. In addition, the
proposals would impose new conditions for
the availability of the exemption provided by
Rule 16b-3 for option, bonus, appreciation or
similar plans.

Disclosure of Environmental
Matters

On May 6, 1976, in Securties Act Release
No. 5704,147 the Cormmission announced fi-
nal action in its rulemaking proceeding con-
ceming disclosure of environmental and other
socially significant matters. That proceeding
had been originally imbated on February 11,
1975,1%8 pursuant to the arder and opinion of
Judge Charles R. Richey in Natural Re-
sources Defense CouncH, Inc. v. Securities
and Exchange Commussion, 383 F.Supp. 688
(D D.C., 1974).142 Judge Richey had directed
the Commission, among other things, to de-
termine whether the Commission’'s existing
corporate disclosure rules satisfied any appli-
cable requirements of the National Environ-
mental Policy Act of 1969 ("NEPA"), and had
recommended that the Commission cempile
a “legislative-type” record in tonnection with
this undertaking. After the culmination of
lengthy public proceeding, the Commission,
on October 14, 1975, proposed specific new
rules regarding environmental disclosure, 150

In Securities Act Release No. 5704 the
Commission announced that it had deter-
minad to adept s0 much of the rule proposals
as related to the disclosure of capital expend-
itures for enwvironmemtal compliance pur-
poses. The Commission, however, conciuded
that another aspect of the proposals, requir-
ing corporate registrants to st and make
available to shareholders environmental com-
phance reports filed with other agencies,
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would not provide additional meaningiul infor-
mation to investors interested in the environ-
mentally significant aspects of the behavior of
registrants. Moreover, the Commission con-
¢cluded that there was no disclosure alterna-
tive which would have provided meaningful
additional information without imposing costs
and burdens grossly disproportionate to any
resulting benefits to investors and the enwi-
ronment.

The Natural Resources Defense Coundcil
and the other piaintiffs in the litigation which
gave rise to this proceeding then asserted
that the Commission's rules stil failed to
satisfy the requirements of NEPA, and re-
quested that Judge Richey order the Com-
mission to correct these alleged deficiencies.
The coutt is expected to rule on plaintifts’
contentions during the next several months.

Disclosure of Qil and Gas
Reserves

On May 12, 1976, the Commission
adopted amendments to Forms S-1 and S-7
under the Securities Act and to Forms 10 and
10-K under the Exchange Act to require the
disclosure of ol and gas reserves and to
provide definitions and classifications of the
term ''reserves.”'S' These amendments
make explicit the disclosures with respect to
oil and gas reserves already required under
Forms §-1, 5-7 and 10 and, for the first time,
require such disclosures 10 be made on an
annual basis in a report on Form 10-K. In
connection with the amendment to Form 10-
K, Guide 2 under the Exchange Act, which
relates to disclosure of natural gas reserves,
has also been amended to make it applicable
to reserves disclosed in repons on Form 10-
K.

The amendments adopted by the Commis-
sion are almost identical 1o those which were
proposed for comment on May 30, 1975,152
They include a requirement to disclose re-
serve estimates filed with other federal or
foreign agencies and to explain any differ-
ences between such estimates and those
included in filings with the Commission. In
response to commenis received on the pro-
posals, a requirement to disclose reserve
estimates filed with state agencies has been
deleted from the amendments, and several
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de minimus limitations have been placed on
the disclosure requirements. The Commis-
sion believes that these requirements would
have placed an unwarranted burden on regis-
trants without any corresponding benefit to
investors. Additionally, definitions or guidance
with respect to the meaning of certain terms
{net production, gross and net wells and
acres and undeveloped acreage) have been
inserted for clarification.

Accounting Matters

Staff Accounting Buligting —In November
1975, the Commission authorized the Divi-
sion of Corporaticn Finance and the Office of
the Chief Accountant to publish a series of
Staff Accounting Bulletins 53 to achieve a
wider dissermination of the administrative in-
terpretations and practices utilized by the
Commission's staff in reviewing financial
statements. The statements in the Bulletins
are not rules or interpretations of the Com-
mission nor do they bear the Commission's
official approval; they represent interpreta-
tions and practices followed by the Division
and the Chief Accountant in administering the
disclosuré requirements of the federal securi-
ties laws,

The process of financial reporting 15 dy-
namic and evolutionary. Conseguently, new
or revised administrative interpretations and
practices must be implemented in response
to changes in the reporting process. While
large accounting firms who practice before
the Commission have many opportunities to
exchange information and views with the
staff, the Commission has been concerned
about comments that small accounting firms
have fewer such opportunities and may be at
an unfair compelitive disadvantage because
there has been no fomal dissemination of
staff positions.

The purpose of the Bulletins 15 to mitigate
these problems by making available to the
public a compilation of cerlain existing staff
interpretations and praclices and by providing
a means by which new or revised interpreta-
ticns and practices can be guickly and sasily
communicated to registrants and ther advig-
ars. Thus, the Bulletins should not only re-
duce the staff's workload by eliminating repe-
fitious comments and inquines, but should



save registrants both time and money in the
registration and reporting process.

The first Bulletin (SAB No. 1)15¢ was Is-
sued concurrently with the announcement of
the series and included a number of interpret-
ations and practices broken down under ten
broad topic headings. Eight additional SAB's
dealing with accounting matters of current
concern were issued through June 30, 1976.
Some of the accounting matters dealt with in
SAB's 2 through 9 were statements of policy
and interpretations as to: disclosure and re-
porting practices for Real Estate Investment
Trusts, expenencing difficullies with toan port-
folios, 198 accounting for fransactions in which
Real Estate Investment Trusts transfer assets
(usually loans on real estate projects) to bank
holding comparies in canceliation for debt
owed to them, 156 amendments to Form 10-Q
and Regulation S-X regarding intenm finan-
cial reporting, 157 and amendments to Regula-
tion S-X requinng disclosure of Replacement
Cost data. 158
Financial Requirements for Companies in the
Development Stage—In November 1975, the
Commissicn amended Article 5A of Regula-
tion 5-X159 which specifies the requirements
for the form and content of financial state-
ments for commercial, industrial and mining
companies In the promotional, explaratory or
developmental stage. The amendments con-
formed the Commission’s accounting and re-
porting requirements with Statement No. 7,
"Accounting and Reporting by Development
Stage Enterprises,” issued by the Financial
Accounting Standards Board in June 1975,

The Commission considered that it should
revise its requirements for the presentation of
financial statements by development stage
companies since it had previously announced
that the pronouncements of the FASB will be
considered to constitute substantial authorita-
tive support for accounting and reporting pro-
cedures and practices used in preparing fi-
nancial statementis filed with the Commission.
The proposed revisions to Regulation 5-X
were issued for public comment in July
1975.180 Comments received indicated gen-
eral agreement with the proposals.

Article 5A prior to revision contained spac-
1alized requirements for the financial state-
menis of development stage companies, par-
ticularly for batance sheets, and stockholders'
equity. Income statements were not required

of development stage companies. When
these specialized requirements were adopted
by the Commission, there were no authorita-
tive statements of the accounting profession
regarding the appropriate accounting and fi-
nancial reporing directly applicable to such
companias.

The revisions o Regulation S-X eliminated
the specialized financial statement reguire-
ments for companies to which Article 5A had
been applicable and for fiscal periods begin-
ning on or after December 26, 1975, required
that financial statements issued by develop-
ment stage enterprises shall conform to gen-
erally accepted accounting principles applica-
hle to established operating enterprises, and
that certain additional information shall be
disclosed in the financial statements.

Statistical Disclosure by Bank Holding Com-
panies—On October 1, 1975, the Commis-
sion authorized the publication for public
comment of proposed Guides 61 and 3, “Sta-
tistical Disclosure by Bank Holding Compa-
nigs,” of the Guides for the Preparation and
Filing of Registration Statements under the
Securities Act and of the Guides for the
Preparation and Filing of Reports and Proxy
and Registraton Statements under the Ex-
change Act, respectively.'8! These Guides
are intended to provide registrants with a
convenient reference to the statistical disclo-
sures sought by the staff of the Division of
Corporation Finange in registration state-
ments and other disclosure documents filed
by bank holding companies.

During the comment period, which expired
on November 30, 1975, the Commission re-
ceived comments from approximately 115
interested parties, and the Commission’s staff
also conferred extensively with representa-
tives of the federal bank regulatory agencies.
As the fiscal year closed the staff was in the
process of making recommendations to the
Commission with respect to certain modifica-
tions in the proposed Guides, based on the
suggestions made by varnous commentators
and intended to publish the Guides in final
form in the near future.

As the operations of bank holding compa-
nies have diversified, it has become increas-
ingly difficult for investors to identity the
sources of income of such companies. And,
since various sources of income can have a
wide range of nsk charactenstics, investors
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may have difficuity assessing the future earn-
ings potential of a bank holding company
without detailed information ¢oncerning the
company's sources of income and exposure
to risks.

In preparing the Guides, the staff has been
mindful of the investor's need to assess un-
certainties, especially through more meaning-
ful discfosure about loan portfolios and re-
lated items In filings by bank holding compa-
nies. In addition, many of the disclosures
suggested by the proposed Guides are in-
tended to provide information to facilitate
analysis and comparison of sources of in-
come and exposure to risks. Thus, for exam-
ple, registrants are asked to provide a break-
down of loan portfolos by type of loan. This
information will assist investors to evaluate
the potential impact of future economic
events upon a registrant’s business and earn-
ings. The same reasoning underlies the sug-
gestions for disclosure of sources of funds
and sensitivities to interest-rate fluctuations.
Among other things, this tnformation should
help investors to evaluate the ability of a bank
holding company to move in or out of situa-
tions with favorable or unfavorable risk/retum
characteristics

Railroad Act Amendments

Pursuant to Section 13(b) of the Exchange
Act, the Commission 15 granted authonty to,
among other things, prescribe the appropriate
accounting methods to be used by registrants
filing reports with the Commission. Section
308(b) of the Railroad Revitalization and
Regulatory Reform Act,'%2 as enacted on
February 5, 1976, significantly amended and
expanded this authority. As amended, Sec-
tion 13(b) no longer specifically requires that
the Commission allow IGC regulated carriers
to file reports submitted to the ICC in lieu of
the information specified by other Commis-
sion forms. In addition, Section 13(b) now
provides that Commission rules applicable to
registrants whose methods of accounting are
prescribed by other laws or regulations may
be inconsistent with the disclosure require-
ments of the other agencies 1o the extent that
the Commussion determines that the public
interest or the protection of investors so re-
quires.

At the close of the fiscal year the Commis-
sion was considering certain proposals which
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are intended to implement these amend-
ments. The Commission’s final views and
proposals were to be announced in early
September, 1976.

Monthly Publication of Significant
Interpretive Letters

On March 17, 1976, the Commission an-
nounced 63 that it had authorized monthly
publication in the SEC News Digest of a list
of significant no-action and interpretative let-

.ters issued by the Division of Corporation

Finance. The lstlers listed are those which
aexpress certain views of the Division with
respect to novel or important questions aris-
ing under the Securities Act, the Exchange
Act, and the Trust Indenture Act. The list
indicates the name of the subject company,
the date of the letter and the pertinent section
of the act, rule or form discussed.

INVESTMENT COMPANIES

In June 1976, the Commission approved
the re-naming of the Diwision of Investment
Management Regulation to the Division of
Investment Management, and approved the
transfer of certain functions and personnel {o
the Division from the Division of Corporation
Finance. Both actions are designhed to reflect
the Commission's determination that Federal
statutes and regulations affectng money-
management aclivity should be administered
on a coordinated and, to the extent feasible,
uniform basis. The Division of Investment
Management will continue to be responsible
for the administration of the regulatory provi-
sions of the Investment Company and the
Investment Advisers Acts of 1940, and will
now perform certain functions relating to dis-
closure requirements applicable to invest-
ment companies and certain similar types of
issuers.

These changes have alsc been made to
place the Division of Investment Management
in a better position to examine the laws
applicable to various types of money-man-
agement activities. For possibly the first time
since the enactment of the Investment Com-
pany Act, the Division is undertaking a com-
prehensive review of each of the provisions
of this statute and of related legislation. The
study will seek to identify instances of over-
regulation, remedy legisiative gaps and ex-



amine certain entities now excluded from
coverage to determine the appropriateness of
comparable regulation.

In addition, the Division continued its study
of an integrated investment company regis-
tration and reporting system. It is intended
that this system will (1) revise and improve
information contained In prospectuses and
(2) reduce paperwork by eliminating duplica-
tion of information currently required in the
forms and reports filed by investment compa-
nies with the Commission.

Bank Study

The 1975 Amendments in adding Section
11A(e) to the Exchange Act, authorized the
Commission to study the extent to which
banks maintain accounts on behalf of public
customers for buying and selling securities
registered under Section 12 of that Act. The
Commission was authorized to determine
whether the exclusion of banks from the
definitions of “broker” and “dealer” in the
Exchange Act are consistent with the protec-
tion of investors and other purposes of that
Act. The Commission was directed to report
to the Congress the results of its study by
December 31, 1976.

The study’'s major objectives are to: (i)
document the extent of bank involvement in
activities comparable to those performed by
broker-dealers; (it) consider whether existing
regulation adequately protects investors us-
ing bank-sponsored securities services; (iii)
analyze the economic conditions under which
banks compete with securities firms and the
impact, If any, of existing differences in regu-
lation; (iv) explore the present and potential
impact of bank-sponsored securities services
on the nation’s capital markets; and (v) evalu-
ate the circumstances, if any, under which
banks offering securities services should be
subject to regulations comparable to those
established for securities firms.

Three major categories of bank securities
services were considered as part of the
study: (i) brokerage services, such as divi-
dend reinvestment plans, automatic invest-
ment services and the forwarding of orders to
brokers as agents for individual customers;
(i) investment management and advisory
services, and (i) corporate financing (“mer-

chant banking”) services, such as formal ad-
vice and assistance to corporate tssuers in
private placements, mergers, acquisitions
and divestitures. Since very little information
concerning those services is publicly availa-
ble, the study entails the collection of primary
data through questionnaires and interviews
with officials in both the banking and securi-
ties industries.

Variable Life Insurance

In December 1975, the Commission an-
nounced a proposal to adopt Rule 6e-2 un-
der the Investment Company Act which
would exempt separate accounts formed by
life insurance companies to fund certain vari-
able life insurance contracts from the regis-
tration requirements of the Act on the condi-
tion that such separate accounts comply with
all but certain designated provisions of the
Act.184 The due date for comments was ex-
tended until March 31, 1976.165

A variable life insurance contract differs
from a traditional whole life insurance policy
principally because the death benefit under
the contract may or may not increase based
upon the performance of a separate account
of securities in which a portion of the fixed
premiums has been invested. Moreover, the
Insured accepts the investment risk that the
cash surrender value of his policy will be
higher or lower than it would otherwise be
under a traditional life insurance policy, since
this value also reflects the performance of the
separate account.

The proposal of Rule 6e-2 followed the
granting of an application in October 1975 for
an order of exemption from certain provisions
of the Act filed by Equitable Variable Life
Insurance Company (“EVLICO"), the Equita-
ble Life Assurance Society of the United
States, and EVLICO’s separate account
which is registered under the Act as an open-
end management investment company. 166
Currently, the Division’s Office of Insurance
Product_Regulation is considering the com-
ments on the proposed Rule and is reviewing
developments relating to the sale of variable
life insurance contracts by EVLICO, the only
insurance company in the United States sell-
ing variable life insurance contracts to the
general public.
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Status of Broker-Dealers as
Investment Advisers

As a result of the elimination of fixed com-
mission rates on exchange transactions on
May 1, 1975, some broker-dealers may elect
to charge separately for investment advisary
services which they had previously provided
incidentaily to their business and without spe-
cial compensation. Since charging separately
for investment advice would cause such bro-
ker-dealers to begarne “investment advisers”
within the meaning of the Investment Advis-
ars Act, the Commission adopted temporary
Ruie 206A-1(T}, which exempted certain bro-
ker-dealers registered under the Exchange
Act (except broker-dealers already registered
as investment advisers on May 1, 1975) from
the provisions of the Advisers Act and the
rules and regulations thereunder from May 1,
1975 until August 31, 1875,87 to provide
time for a thorough consideration of ques-
tions related to the applicabiity of the Adwis-
ers Act to brokers and dealers.

This exemption, which was intended to
enable broker-dealers to adjust to unfixed
commission rates without the need to comply
with the provisions of the Adwisers Act, was
subsequently extended'$® until April 30,
1976, to provide additional time for the Com-
mission to determine whether and in what
form broker-dealers are receiving special
compensation far advisory services and the
potential impact on such broker-dealers if
they were to become subject to the regulatory
provisions of the Advisers Act. At the same
tme, the scope of the exemption was nar-
rowed to exclude from its coverage any bro-
ker-dealer who performs investment supervi-
sory services or investment management
services for special compensation or tn a
manner which is not solely incidental to his
business as a broker-dealer. In order to ob-
{ain a more meaningful pool of data on which
10 base a permanent resolution of this ques-
tion, the Commission, in Apnl 1976, extended
this exemption until April 30, 1977.169

A result of charging separately for invest-
ment advice was thal such broker-dealers
would be subject to Section 208(3) of the
Advisers Act, which makes it unfawful for an
investment adviser, if he is acting as such in
relation to a particular transaction, to effect
the transaction with or for his chent under
circumstances where the adviser acts either
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as principal, or as broker for a person other
than his client, unless the adviser fumishes
his client with prior written disclosure of the
capacity in which the adviser is acting and
obtains the client's consent to the transaction.

On March 31, 1975, the Commission pro-
posed the adoption of new Rule 206(3)-1
under the Advisers Act’?? to exempt invest-
ment advisers who are also regisiered with
the Commission as broker-dealers from the
disclosure and consent requirements of Sec-
tion 206(3} of the Advisers Act with respect to
certain investment advisory services if such
advisers comply with the conditions set forth
in the proposed rule. This rule was adopted
substantially unchanged on August 20,
1975.171

Collins v. S.E.C., Murtaugh v.
S.E.C.172

On June 23, 1976, the Court of Appeals for
the Eighth Circuit, one Judge dissenting, set
aside a Commission order which granted a
joint application by E.l. Du Pont de Nemours
and Company and Christiana Securities
Company for an exemption from the Invest-
ment Company Act which would permit the
proposed merger of the two companies. Ap-
plication for a rehearing en banc was denied
on February 27, 1976. The Supreme Court
has granted the Commussion's petition for
certiorari. 173

SIGNIFICANT CASES INVOLVING
SECURITIES ACTS

Ernst & Ernst v. Hochfelder. 77"—The com-
plaint alleged that the defendant accounting
firm had aided and abelied the president of a
brokerage firm whe, in a side arrangement,
had perpetrated a fraud on the firm's cus-
tomers in violation of Section 10(b) of the
Exchange Act and Rule 10b-5 thereunder. In
assence, the theory of the complaint was that
the accounting firm had not exercised appro-
priate auditing procedures in its annual audits
of the brokerage firm and that this omission
resulted in the accounting firm's failure to
discover cerlain practices, the discovery of
which would have led to the discovery of the
brokerage firm president's fraudulent activi-
ties Discovery of such practices, it was fur-
ther alleged, would have had to have been
reflected in certain reports filed by the broker-



age firm with the Commussion and such dis-
closure would have led to an investigation by
various regulatory authoribes. The plainhffs
contended that such an investigation, in turn,
would have led to discovery of the prasident's
fraudulent activities. Thus, a basic issue
throughout the litigation was whether the ac-
counting firm was liable for having failed to
discover the fraud of the brokerage firm's
president.

The Commission had not paricipated in
this Iitigation in the lower courts nor had it
taken any action against the accounting firm.
When the Supreme Court granted the ac-
counting firm’s petition to review the decision
of the court of appeals, it requested the
Commission to give its view. The Commis-
sion filed an amicus cunae brief and partici-
pated in oral argument.

The Commission argued that Section 10(b)
and Rule 1005 wera not limited to the prohi-
bition of intentional miscondug!, but that the
section and Rule proscribed negligent as well
as intentional misconduct inasmuch as vic-
tims of manipulative and deceptive securities
practices may be equally injured by both
types of conduct.

In its dedcision, the Supreme Court {6 to 2)
rejected the Commission's argument that
there should be some circumstances under
which civil damage liabilty may be imposed
under Rule 10b-5 for negligent conduct
which injures invesiors, The Supreme Court
held, instead, that a “private cause of action
for damages will {not] ke under § 10(b) and
Rule 10b-5 in the absence of an allegation of
‘scienter'—intent 1o deceive, manipulate de-
fraud.” It should be noted, however, that the
Court, recognizing that “in certain areas of
the law recklossness is considered to be a
form of intenticnal conduct for imposing liabil-
ity for some act,” chose not to address the
issue “whethear, in some circumstances, reck-
less behavior is sufficient for civil hability
under § 10(b) and Rule 10b-5" {ibid., n. 12).
In addition, the Court also determined not to
consider the question “whether scienter is a
necessary element in an action for injunctive
relief under § 10(b) and Rule 10b-§."175

In TSC Industries v, Northway, 176 a TSC
minority shareholder had sued TSC and Na-
tional Industries, claiming that a proxy state-
ment issued by the two companies recom-
mending shareholder approval of the pro-

posed merger of TSC with National had been
incomplete and matenally misleading, 1n vio-
lation of Section 14(a) of the Securihes Ex-
change Act and Rules 14a-3 and 14a-9. The
Supreme Count agreed with the district court
in denying summary judgment for the plaintiff
shargholder.

The Commission, participating as amicus
curiae, suggested that the Supreme Cour, in
formulating a standard of materiality under
Rule 14a-9, be mindful that any such stand-
ard should balance the need for adequate
disclosure with the adverse consequences of
seting too low a threshold for civil liability
The Court agreed with these considerations
and stated'

“.. . an omitted fact is matenal if there is a
substantial likelihood that a reasonable
shareholder would consider it important in
deciding how to vote. This standard 1s fully
consistent with Miifs general description of
materiality as a requirement that ‘the defect
have a significant propensity to afiect the
voting process.’ It does not require proof of
a substantial likelihood that disclosure of
the omitted fact would have caused the
reasonable investor to change his vote.
What the standard does contemplate 1s a
showing of a substantial likelihood that,
under all the circumstances, the omitted
fact would have assumed actual signifi-
cance in the deliberations of the reasona-
ble shareholder. Put ancther way, there
must be a substantial likelihood that the
disclosure of the omitted fact would have
been viewed by the reasonable investor as
having sigruficantly altered ihe “total mix' of
information made available.” 177

The proxy statement (n question, while
prominently displaying the tact that National
owned 34% of TSC and ihat five of TSC's
directors were National appointees, had omit-
ted to state fully the degree of control already
exercised by National over TSC. Specifically,
there had been no disclosure that the Na-
tional officers headed the TSC board and its
executive commitiee and that repons had
been filed with the Commission indicating
that National could be deemed the parent of
TSC. The proxy statement, while including
the opinion of an investment banking firm
favorable to the proposed merger, had not
included a letter from the same firm which the
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court of appeals believed contained informa-
tion unfavorable to the proposal. Also the
proxy statement did not point out purchases
made of National common stock by National
and a mutual fund whose president was
employed by National, even though the price
of the National stock was relevant to the
fairness of the merger.

The Coun, noting that the issue of material-
ity was a mixed question of law and fact, held
that a summary judgment, finding omissions
to be material as a matter of law, could only
be granted after a finding that the omissions
were “ ‘so obviously important to an investor,
that reasonable minds cannot differ on the
question of materiality.'”

In Radzanower v. Touche Ross & Co., et
al., 178 the Supreme Court held that venue In
a suit against a national banking association
charged with violating the Federal secunties
laws was governed by § 94 of the National
Bank Act,'7® which provides that an action
against a national banking association may
be had only in the Federal district court within
the district in which the bank has its principal
office. The Commission filed a brief, amicus
curiae, in the Supreme Court, taking the
position that the venue provisions of the
Securities Exchange Act, 80 as the later-en-
acted statute, should control when a national
bank ts alleged to have committed a violation
of that Act. The Court concluded, however,
that it presented no insurmountable burden
for investors bringing an action against a
bank to sue where the bank has its principal
office, and ruled that the Federal securities
laws neither expressly nor impliedly repealed
the narrow venue provisions of the National
Bank Act.

In Securities and Exchange Commission v.
Research Automation Corporation, et al , 8
the Court of Appeals for the Second Circuit
reversed, in part, a default injunction obtained
by the Commussion pursuant to Rule 37(d) of
the Federal Rules of Civil Procedure, which
provides for sanctions in the event a party
falls to appear for a deposition. The court
held that such sanctions are unavailable
against a party who is physically present at
its deposition but who, “in a willful effort to
disrupt and to impede discovery, refuses to
be sworn or to testify.” The court stated that
Rule 37(d) must be limited to the case where
a defendant iterally fails to show up for a
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deposition. It also stated that a party seeking
sanctions under these circumstances must
first obtain a court order pursuant to Rule
37(a) directing the party to testify, and a
violation of such order might result in sanc-
tions.

Samuel H Sloan, et al. v. Securities and
Exchange Commission, et al. '2—The Court
of Appeals affirmed the district court's dis-
missal of a pro se complaint which, among
other things, purported to challenge “the le-
gality of the entire structure of securities
regulation in the United States.”'83 In the
course of its opinion, the court held that
certain sections of the Exchange Act and
rules promulgated thereunder, which were
specifically alleged to be unconstitutional,
were In fact “valid and reasonable exercises
of congressional power under the commerce
clause and the SEC's delegated regulatory
power, which infringe no constitutional nghts
of plaintiff.” 84 These provisions included
Section 27 of the Act (vesting exclusive juris-
diction of actions brought under the Act in the
Federal courts); Section 12(g) (registration of
securities with the Commission); Sections
15(c)(5) and 19(a)(4) (summary trading sus-
pension power);185 Rule 15¢2-11 (antimani-
pulative rule respecting publication of quota-
tions); Rule 15¢3-1 (broker-dealer net capital
rule); and Rule 17a-5 (annual report of bro-
ker-dealer financial condition). 186

In Securities and Exchange Commission v.
Csapo, 87 the court addressed Rule 7(c) of
the Commussion’s Rules Relating to Investi-
gations, 188 a rule which generally prohibits an
attorney from appearnng with a witness in an
investigation when that attorney has previ-
ously appeared with another witness In the
same Investigation, unless the rule is waived
by a hearnng officer. Because the Commis-
sion had reason to believe that certain princi-
pal targets in an investigation were seeking to
present a unified front by having their attor-
neys with many of the witnesses in the Inves-
tigation, the Commission refused to waive
Rule 7(c) when these attorneys sought like-
wise to appear with Mr. Csapo. After Mr.
Csapo refused to appear without these attor-
neys, the Commission instituted a subpoena
enforcement action in the United States Dis-
trict Court for the Distnict of Columbia. The
district court refused to enforce the subpoena
unless the Commission allowed the attorneys



o accompany Csapo. The Commission ap-
pealed from this order and the Court of
Appeals for the District of Columbra Cirguit
affirmed. It said (533 F.2d at 11);

“We do not minimize the dangers inher-
ent in counsel representing multiple
clients in a single proceeding. it 1s at
least plausible that as matters develop
the best interests of Csapo may prove to
be antagonistic to those of ... [other
persons represented by the same coun-
sel.] That decision, however, belongs to
neither the distnict court nor the Commis-
sion, The SEC property fulfilted its duty
by informing those who came befere it
whether their lawyers had appeared on
behalt of others and, If so, the possible
conflicts which might arise. The choice
must then be made by the witness after
a full and frank disclosure by his atlorney
of the attendant risks. See ABA Code of
Professional Responsibility, Disciplinary
Aule 5-105(c).”

Unless the Commission can present “con-
crete evidence' that the presence of the
attorneys would obstruct and impede investi-
gation, the court stated, the witness' right to
counsel of his own choosing must prevail.

In SEC v. Geon Industries, Inc.,8? the
court of appeals upheld a permanent injunc-
tion, issued upon a finding of a wolation of
Section 10(b) of the Exchange Act and Rule
10b~-5 by Geon's president (n disclosing ma-
terial nonpublic information about a propesed
merger between Geon and Burmah Qil Co.,
Ltd., of Great Britain, which disclosure re-
sulted in various transactions in Geon sharas
The court ruled that the information disclosed
about the probability and progress of the
merger was material, noting that facts refating
to a proposed merger could becoeme material
at an early stage because of the importance
of the event to the company.

The court reversed the district court's dis-
missal of the Commission’s complaint against
Geon’'s secrelary-treasurer who had re-
sponded in the negative to an inquiry from an
Exchange official as to whether problems
with the proposed merger accounted for an
imbalance in the amount of sell orders for
Geon stock, when, in fact, he was in posses-
sion of infarmation which indicated otherwise.
In holding that, under the circumstances, the

secretary-treasurer had violated Rule 10b-5,
the count emphasized that, while the unven-
fied information might have been misleading
if made public, failure to disclose such infor-
mation upon inquiry of the Exchange prohib-
ited the Exchange from reaching an informed
decision on whether to suspend trading in
Geon shares.

The court affirmed the dismissal of the
complaint against a broker-dealer an the
ground that the Commission had failed to
show the trading on nside information by one
of its registered representatives resulted from
a lack of reasonable supervision on the part
of the firm,

Abrahamson v. Fleschner 199—At the re-
quest of the Coun of Appeals for the Second
Circuit, the Commission filed a brief, amicus
curfae, in this private litigation addressing
certain 1ssues raised under the Investment
Advisers Act. The Commission stated its view
that a private civil action should be permitted
for violations of the antifraud provisions of the
Advisers Act. %1 Under the rationale of recent
Supreme Court cases,'® the Commission
argued that a private right ot action should be
imphed because clients of investment advis-
ers are members of the class for whose
especial benefit the Investment Advisers Act
was enacted, because a private nght of ac-
tion is consistent with the underlying pur-
poses of the legislative scheme of the Act
and is imphed by its clear purpose, and
because the remedy provided by the anti-
fraud provisions is not equivalent to any exist-
ing right of action for fraud under common
law.

The Commission noted in its brief that in
December 1975, it had publicly announced
that it had submitted legislative proposals 1o
the Congrass which would amend the Invest-
ment Advisers Act in several ways. One of
these proposals was that Congress “clanfy
the existence of a privale right of action
based on a violation” of the Act.19% As the
Commission noted in its brief, the fact that it
is seeking clarification of the private nght of
action in order to put an end to the confusion
which exists with respect to this issue1%
should in no way be construed as indicating
that a private right of action cannot be implied
from the present statutory scheme.

In its brief, the Commission also took the
position that a partnership having as its prin-
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cipal purpose to invest and trade in securi-
ties, and the partnership’s general partners,
who had the sole power to make investment
decisions for the partnership, were “invest-
ment advisers” as defined in the Investment
Advisers Act.195 The statutory definition, the
Commission asserted, was meant to include
persons who, like certain of the defendants in
this action, manage the funds of others for
compensation and in the process exercise
discretion over the investments made with
those funds.

In addition, the Commission expressed in
its brief its views as to the proper method of
computing any damages which the plaintiffs
could demonstrate they suffered as a result
of defendants’ alleged violations of the Inves-
ment Adviser Act. The Court of Appeals has
not yet ruled in the matter.

In the Matter of Cavanagh Communities
Corporation. 19%—The District Court for the
Southern District of New York, on appeal
from an order of a bankruptcy judge, held, in
accordance with the views expressed by the
Commission in an amicus curiae brief, that
the Commission has primary jurisdiction in a
question dealing with a stock exchange's
decision to delist a security.

Cavanagh Communities Corporation is a
publicly-held corporation with common stock
and debentures listed on the New York Stock
Exchange (NYSE). On February 18, 1975,
Cavanagh filed a petition for an arrangement
under Chapter Xi of the Bankruptcy Act. On
the same date, the NYSE suspended trading
in Cavanagh’s securities and announced an
intention to apply to the Commission for del-
isting. Cavanagh thereafter petitioned the
bankruptcy judge for an injunction against
initiation of delisting procedures by the
NYSE.

The bankruptcy judge concluded that the
listing was “property” within the summary
jurisdiction of the court. Moreover, since trad-
ing In the secunties was already suspended,
the bankruptcy judge reasoned that there
would be no injury to the public if the delisting
application was temporarily enjoined. Accord-
ingly, he entered the injunction and the NYSE
appealed.

The Commission filed an amicus brief urg-
ing the district court to reverse the bankruptcy
judge on the ground that the delisting of
securities 1s a matter exclusively within the
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junisdiction of the Commission. The Commis-
sion pointed out that Section 12(d) of the
Exchange Act specifically provides that the
proper tribunal to judge the appropriateness
and necessity of delisting is the Commission,
and further that judicial review was available
on a petition for review of any Commission
order in the court of appeals. Thus, it was not
proper for the bankruptcy judge to interfere
with the delisting procedures by deciding
whether there would be injury to the public in
the absence of delisting.

In an opinion which closely parallels the
reasoning of the Commission’s brief, Judge
Duffy reversed the bankruptcy judge and va-
cated the preliminary injunction. The court
noted that “the statutory authority of the SEC
over listing and delisting of securities on an
exchange is pervasive and comprehensive,”
and that the “existence of this regulatory
structure indicates congressional concern
that the skill and experience of the SEC be
applied to delisting procedures.” In response
to Cavanagh’'s argument that delisting would
be imprudent and unnecessary at the present
time, the court noted that the proper course
for Cavanagh was to present its views to the
Commission in response to NYSE's delisting
application.

Holdsworth v. Strong.1%7—In this action,
the district court found that the defendant
violated Section 10(b) of the Exchange Act
and Rule 10b-5 thereunder, by knowingly
making false statements regarding a corpora-
tion’s ability to pay dividends to induce the
plaintiffs to sell their stock in the corporation
to him and that plaintiffs had reasonably
relied upon these false statements.%8 The
district court further found that the defendant
concealed the true financial condition of the
corporation from the plaintiffs.

On appeal, the majority of the pane! of the
United States Court of Appeals for the Tenth
Circuit found that the plaintiffs had failed to
exercise due diligence in connection with the
transaction and that their lack of due dili-
gence precluded their recovery.

The Commussion filed a brief, amicus cur-
iae, when the court agreed to rehear the
case, en banc. Arguing that the court should
hold intentional fraudulent conduct actionable
under Rule 10b-5 even if the victim was
negligent in failing to discover the fraud, the
Commission expressed its concern that a



contrary ruling would encourage psrsons to
chance securities fraud since they may be
able 1o retain their ill-gotten gains simply by
showing that the victim was negligent.

Given the broad purposes underlying Sec-
tion 10(b) and Rule 10b-5, and the Supreme
Court's recognition in Ernst & Ernst v. Hoch-
fetder'®® of a private rnight of action for inten-
tionally fraudulent conduct, the Commission
argued that under the above standards the
due diligence defense should be rejected.

The court of appeals, sitting en banc, re-
versed the coriginal panel.

Tannenbaum v. Zeller?® presented the
question of whether fully informed and fruly
independent directors of a mutual fund are
precluded, under the Investment Company
Act, from exercising any discretion and good
faith business judgment n determining
whether 10 use a portion of the commissions
paid by the fund on brokerage transactions to
reward broker-dealers which sold fund shares
or provided research services instead of re-
capturing such excess commissions for the
fund's direct cash benefit

The issue arose because of the minmum
fixed-brokerage commission rate structure
that prevailed on the exchanges until May 1,
19735, when it was prohibited by the Commis-
sion, Under that system, persons were com-
pelled to pay brokerage commissions accord-
Ing to a fixed rate which did not reflect
economies of scale. As a result, the broker-
age commissions paid by mutual funds far
exceaded the actual cost to the broker. The
mutual funds had essentially two ways to use
these excessive commissions—they could
channel the excess to brokers which provided
the fund with sales or research services or
they could, through a variety of devices,
recapture the excess in the form of a direct
cash benefit for the funds.

The fund in Tannenbaum had chosen to
use the excess to reward brokers providing
sales and research services. The plaintiff
sued on the ground that the defendant invest-
ment adviser had causad tha fund to take this
course in violation of its fiduciary duty, As a
defense, the adviser argued that the decision
to forego recapture of the excess commis-
sions had been made by the disinterested
members of the board of directors in the
exercise of a good faith business judgment,
and that the adviser could not be held liable

for carrying out the instructions of the board.
The district court agreed with defendant, and
plaintiff appealed to the Court of Appeals for
the Second Circuit.

In an amicus curiae brief, the Commissian
argued that the recapture decision was one
that couid be committed to the discretion of
the disinterested members of the board of
directors. Crucial to this position was the fact
that this case arose in the context of rapidly
changing market conditions which created
substantial equities in favor of the defendants
in this case. In addition, tha structure of the
Investment Company Act and two prior deci-
sions by courts of appeals indicated that the
recapture question was one area where inde-
pendent and disinterested directors could ex-
ercise business judgment. In the context of
this case, contrary to the general experiance
of the Commission, the district court had
found that the directors were truly independ-
ent of the investment adviser. The court had
also found that the directors were fully in-
farmed of available alternatives for using the
excess commissions. Under those circum-
stances and in view of the unigue market
conditions prevailing at the time the events
occurred, the Commission could not conclude
that the directors’ judgment o forego recap-
ture was not reasonable.

The case is currently awaiting decision by
the court of appeals.

Fargas, Inc v. Empire Gas2"—The action
was brought by the target company (Pargas,
Inc.) to enjoin a tender offer At the request of
the court, the Commission filed a letter with
the court expressing its views on the applica-
bility to tender offers of Regulation T, adopted
by the Board of Govemors of the Federal
Heserve System pursuant to Section 7 of the
Exchange Act. The Commission noted its
practice of referring requests for interpreta-
tions of the Regulation to the Board. In view
of its responsibilities for enforcing the Regula-
tion, however, after consultation with the staff
of the Board, the Commission advised the
court that it was 1n agreement with the
Board's staff that the Regulation applied to
tender offers and that the arrangement of
credit involved in the action appeared not to
be within any exemption provided in the Reg-
ulation.

In Ayres v. Merrilf Lynch, Pierce, Fenner &
Smith, Inc., 202 the Court of Appeals for the
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Third Cireuit reversed a district court judg-
ment confirming a decision rendered by arbi-
trators of the New York Stock Exchange. The
action arose when plaintiff Ayres retired from
his position as a registered representative
with Merrill Lynch, and Merrill Lynch then
exercised its right to repurchase 8,000 shares
of its stock which Ayres, as an employes, had
been permitted to buy. At the.time it repur-
chased the stock from Ayres, Merrill Lynch
did not discltose that it planned to make a
public offering of its common stock. Plaintiff
brought suit under Section 10(b} of the Ex-
change Act claiming Merrill Lynch had with-
held material non-putlic information which, if
he had known, would have caused him to
delay his voluntary retirement and thus not
trigger the repurchase of his stock.

The district court granted Merrill Lynch's
motion for a stay of proceedings pending
arbitration based on its contention that the
controversy was one arising out of Ayres’
employment, subject to compulsory arbitra-
tion pursuant to agreement between Ayres
and Mernll Lynch. The arbitrators subse-
guently rendered a decision adverse 1o Ayres
on all cfaims, and the district court confirmed
the decision.

The court of appeals concluded, in agree-
ment with the views set forth by the Commis-
sion, amicus curiae, that the applicable
NYSE rule was “not intended to cover a
controversy that has a causal connection to
the fact of employment as remote as that
involved” or “the assertion of legal rights
having a source wholly independent of the
employment relationship.” To conclude other-
wise would be to place on the arbitrators the
responsibility for applying legal principles that
are far removed from the NYSE's interests in
self-governance and “the specialized knowl-
edge of industry needs and practices that
makes arbitration appropriate when the terms
and conditions of the employment relation-
ship are at issue.”

Moreover, even it the NYSE rule were
intended to govern the situation, the court
held that agreements to arbitrate future fed-
eral securities controversies would be unen-
forceable because of the anti-waiver provi-
sion of Section 29(a) of the Exchange Act
and Wiko v. Swan, 346 U.S. 427 (1953),
which held that the ant-waver provision of
the Securihes Act rendered void a prospec-
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tive agreement between a brokerage firm anc
a customer which would have required arbi
tration of the customer's claim under Section
12(2) of the Secunties Act. The prospective
waiver of a right to a judicial trial of a cause
arising under the securities laws is “inconsist-
ent with Congress’ overriding concern for the

- protection of investors.” Slip op. 8.

Finally, the court dismissed Merrill Lynch's
remaming claims, (1) that no cause of action
was stated because Ayres’ sale was totally
involuntary, and {2) that Section 28(b), which
preserves the vahdity of action taken by a
self-regulatory organization “to settle dis-
putes between members or participants,” ex-
empts the NYSE rule from the invalidating
effect of the anti-waiver provision. The case
was remanded to the district court.

One judge dissented on the grounds that
since Merrill Lynch had an “unfettered” right
to repurchase Ayres’ stock, he had no invest-
ment choice to make in the matter. His deci-
sion was not whether to sell securities, but
whether to retire. Therefore, no information
was material to Ayres' investment decision
and his complaint faled to state a cause of
action under Rule 10b-5.

Commission Litigation

SEC v. National Student Marketing
Corp. 203—As previously reported, Anthony
M. Natelii, then an auditing partner of Peat,
Marwick, Mitchell & Co., and Joseph Scansa-
roli, a former audit supervisor with that firm,
were convicted in the Southern District of
New York for their part in preparing interim
unaudited financial statements for National
Student Marketing Corp. which appeared in a
proxy statement delivered to the sharehold-
ers and filed with the Commission in 1969.
An appeal was taken to the United States
Court of Appeals for the Second Circuit.

In affirming Natell's conviction, the Court
enunciated important standards of responsi-
hility for an accountant faced with the oppor-
tunity to correct falsehoods fn previous finan-
cials of which he should be aware n subse-
quent interim, unaudited, financial state-
ments.2® The court concluded that '[tlhe
accountant owes a duty to the public not to
assert a privilege of silence unhl the next
annual statement comes around in due tirme.”
Natell’'s petition for certiorari was denied. The
court reversed Scansaroli's conviction as to



one specification of the count of the indict-
ment under which he was tried for lack of
sufficient evidence, and ordered a new trial
with respect to the other count to correct a
faulty jury charge. That trial is scheduled to
begin in October.

During the previous fiscal year, the District
Count granted the Commission's motion to
strike a certain affirmative defsnse asserted
by a number of the defendants. The defend-
ants alleged that the Commission’s injunctive
action should be dismissed because the staff,
dunng the course of the investigation, falled
to inform prospective defendants of their sta-
tus as targets of an investigation and to solicit
their views as to why they should not be
sugd. Defendants alleged that this was re-
quired by the rules and regulations of the
Commission. The District Court, finding that
no such rule existed, struck the defense as
legally insufficient. The ruling was certified for
interlocutory appeal under 28 U.S.C.
£1292(b). The United States Court of Ap-
peals for the District of Columbia Circuit up-
held the Commission's position and affirmed
the District Court's ruling. A motion for recon-
sideration is pending.

Over the Commigsion's objections, this ac-
tion was consolidated by the Judicial Panel
on Multidistrict Litigation with several pending
private suits concerning National Student
Marketing. The resulting litigation caused a
substantial delay in the progress of the Com-
mission's action. As a result of this type of
experience, a request was directed to Con-
gress for legislation to insure the Commis-
sion's right to aveid such involuntary consoli-
dation in the future. Congress responded in
1875 by adding Section 21(g) to the Ex-
change Act, which requires the Commission's
consent for future consclidations under 28
U.5.C. § 1407(a).

This action has been the subject of one of
the most comprehensive pretrial discovery
programs in the Commission's experience.
The testimony of more than one hundred
thirty witnesses has consumed forty thousand
pages of transcript. Five thousand documents
have been marked for identification, and
many times that number have been produced
for inspection. With this lengthy process
nearly complete, the Commission's action will
proceed to a separate trial late in 1976 or
early in 1977.

8EC v. Umted Brands Company, et al.—
The Commission obtained on consent a per-
manent injunction and other relisf against
United Brands Company. The Commission
alleged violations of the reporting and antif-
raud provisions of the Exchange Act in con-
nection with United Brands' failure to disclose
substantial payments to officials of foreign
governments In order to secure favorable
treatment in connection with its business op-
erations n those countries. 205

In addition to the entry of an order of
permanent injunction, certain ancillary refief
was ordered by the court and undertaken by
United Brands including, among other things,
the following:

A. An order requinng the Board of Diractors
of United Brands to create and maintain a
Special Committee to investigate and report
to the Commission, the Court and United
Brands' Board of Directors on the matters
contained in the Commission's complaint, on
all other payments from 1970 to date made to
officials and employess of foreign govern-
ments which were unlawful under the laws of
the foreign countnes nvolved, and any un-
lawful political contributions made in any for-
eign country. The procedures and methods
utilized by the Specgial Committee and the
Final Report shall be fully reviewsd by Mi-
chael Sovern, Dean of the Faculty of Law of
Columbia University.

B. United Brands undertook that with re-
spect to any material unlawful expenditure of
corporate funds to an official or employee of
any foreign government, it will obtain the prior
approval of the United Brands Board of Direc-
tors as to any such transaction and prior to
entering such transaction, publicly disclose
the full details of the transaction, whether or
not such details are otherwise material.

SEC v. Emersons, Lid., et al.—The Com-
mission filed a complaint seeking Injunctive
relief against Emersons Ltd. (“Emersons™), a
corporation with principal offices in Maryland
which operates approximately 42 restaurants,
and two former officers, John P. Radnay
(“Radnay”) and Eli Levi ("Levi}. Radnay,
Emersons’ largest shareholder, was the
chairman of the board and president of Emer-
sons. Levi was the treasurer and executive
vice president of Emersons.

The Commission’s complaint alleged that
Emersons received substantial payments of
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monies from a brewer of beer, a beer whole-
saler and producer of liquor, and a producer
of wines and distributor of liquor which were
made in order to induce Emersons to pur-
chase their products for resale in its restau-
rants. According to the complaint, Emersons’
books and records were falsified with respect
to the payments.

The complaint further alleged that Radnay,
in order to conceal the use of a part of the
payments from one beer supplier for his own
purposes at the end of 1974 falsified certain
of Emersons’ records and made faise state-
ments verbally and in correspondence sent to
agents of the Bureau of Alcohol, Tobacco
and Firearms and gave false testimony with
respect to the payments to the Commission.

The complaint further alleged that Emer-
sons failed to disclose in various filings with
the Commission the use of substantial
amounts of Emersons’ funds by Radnay and
approximately $9,000 by Lewvi for home im-
provements and other uses accruing to their
personal benefit. In connection with the al-
leged improper use of these funds, Radnay
and Levi caused false entries to be made in
Emersons’ accounting records.

The Commission also alleged that Emer-
sons' financial statements for the 1974 and
1975 fiscal years, the interim periods in the
1975 fiscal year and the income statement for
the first quarter of Emersons’ 1976 fiscal year
were false and misleading in that advertising
and computer software costs were improperly
capitalized. The 1975 fiscal year reported
earnings were contrived In order to meet
projections of income, year-end meat inven-
toriles were overstated, an insurance claim
was improperly Included in the 1975 accounts
receivable balance without disclosure, the
1975 accounting method used for inventory
valuation was changed from that used in
1974 without disclosure, and various items in
the 1975 year-end inventory were arbitrarly
increased.

Emersons was required to appoint and
maintain on its Board of Directors three addi-
tional independent directors, satisfactory to
the Commission and approved by the court,
and appoint as replacements for any present
board members who cease to serve as direc-
tors, such additional independent directors in
order that such directors constitute a majonty
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of Emersons’ Board of Directors. Emersons is
also to maintain an Executive Committee of
the Board, a majority of whose members are
to be independent directors. The Board of
Directors is to appoint a new chief executive
officer and chief financial officer for Emer-
sons.

A majonty of the independent directors are
to appoint a Special Counsel. The Special

. Counsel is to investigate the matters alleged

In the complaint and other matters he deems
appropriate; make an accounting; file a report
of his findings with the court; and, with the
approval of certain of the directors, take ap-
propriate action including the institution and
prosecution of suits on behalf of Emersons.

The judgment entered against Radnay re-
stricts the positions he can hold with Emer-
sons for a period of time, and restricts his
access to cash or other assets of Emersons
and orders him to make an accounting and
pay over to Emersons such monies and other
assets of Emersons used for his benefit.
Radnay, the principal sharholder of Emer-
sons, s further ordered to place all Emer-
sons’ securities owned or controlled by him in
a voting trust to be controlled by an inde-
pendent trustee, selected by him and ap-
proved by the Commission, for a period of
five years but he is not prohibited from selling
or pledging his securities. In addition, Rad-
nay, who is a lawyer, resigned from practice
before the Commission and agreed not to
practice before the Commission without prior
Commission approval.

The judgment against Levi enjoins him
from serving for a penod of two years as chief
financial or executive officer of Emersons or
any other public company in which his duties
encompass preparation or filing of reports
with the Commission. Although Levi may con-
tinue to serve as a director of Emersons, the
judgment restricts his actions and may re-
quire his resignation depending upon the
findings of the Special Counsel and subse-
quent decision of the Board of Directors. Levi
1s, In addition, ordered to make an accounting
and pay over to Emersons such monies and
other assets of Emersons used for his bene-
fit. In addition, Levi, who 1s an accountant,
has agreed not to practice before the Com-
mission, provided that after two years, he
may apply to the Commission to practice.



SEC v. Amercian Institute Counselors
Inc.—On November 25, 1975, the Commis-
sion obtained injunctions against American
Institute Counselors, Inc. (“AlC”), American
Institute for Economic Research (“AIER”),
certain related Swiss and Liechtenstein cor-
* porations including Swiss Credit Bank and
Swiss Life Insurance and Pension Company,
and certain individuals seeking a Judgment of
Permanent Injunction and certain other relief.
The Commission alleged a fraudulent
scheme and course of business whereby the
defendants, directly and indirectly, offered to
sell and sold to U.S. investors various gold-
related secunties, in near total disregard for
and in violation of virtually the entire panoply
of Federal securities laws, including the secu-
nties registration, antifraud, record-keeping
and broker-dealer, investment company and
investment adviser registration provisions.

The District Court also ordered certain an-
clllary relief, including, among other things,
the appointment of a Special Counsel and a
Special Auditor, the appointment of new inde-
pendent trustees for the entites and an in-
vestigation into the matters alleged. The judg-
ment also provided that no distribution of
funds should be made, without the court’'s
prior approval, to any investor. Subsequently,
three of the six named individuals consented
to permanent injunctions enjoining violations
of the Federal securities laws.

The court also restrained certain of the
defendants including the Swiss and Liechten-
stein entities, from, among other things, ef-
fecting any transactions or exercising any
powers with respect to certain investment
arrangements offered and sold by the de-
fendants to U.S. investors. Swiss Credit Bank
was ordered to transfer to its New York
branch office all assets underlying such in-
vestment arrangements by the bank on be-
half of the defendants. 206

SEC v. The General Tire & Rubber Com-
pany.—The Commission obtained on con-
sents permanent injunctions and ancillary re-
lief against The General Tire & Rubber Com-
pany and Michael Gerald O'Neil, a director
and president of General Tire. The Commis-
sion alleged various violations of the securi-
ties laws in connection with the making of
substantial improper and illegal payments to-
talling in excess of several million dollars of

General Tire corporate funds, the making of
domestic political contributions and improper
payments to officials and employees of var-
ious governments, the falsification of corpo-
rate books and records, the utilization of
unrecorded and unaccounted funds, viola-
tions of foreign currency laws, and the filng
of materially false and misleading annual and
periodic reports with the Commission.

In addition to permanent injunctions, cer-
tain ancillary relief was ordered, including the
establishment of a Special Review Commit-
tee, consisting of General Tire's independent
directors, and the retention of a Special
Counsel to conduct an Investigation into,
among other things, the use of corporate
funds for unlawful politicai contributions and
improper payments to foreign or domestic
government officials and employees, the use
of secret or unrecorded funds, the use of
agents and consultants for unlawful or im-
proper purposes, and such other matters as
may be revealed during the course of the
investigation.

SEC v. Medic-Home Enterprises, Inc., et
al.—In December 1975, in the United States
Distnct Court for the Southern District of New
York,297 the Commission instituted an injunc-
tive action against Medic-Home Enterprises,
Inc., a corporation engaged in the business of
developing and owning nursing homes and
related health-care facilities; Bernard Berg-
man, former chairman of the board of Medic-
Home; Samuel A. Klurman, president of
Medic-Home; Morris Shmidman, former pres-
ident and presently a director of Medic-Home;
and Stanley Bergman, Amram Kass and
Moses Braunstein, all former directors of
Medic-Home. The complaint charged the de-
fendants with violations of the antifraud, re-
porting, proxy, solicitation and tender offer
provisions of the Federal securities laws.

The Commission alieged that, beginning on
or about January 1, 1970, and continuing to
the present, the defendants caused Medic-
Home to enter into various transactions
among themselves with the result that corpo-
rate assets were used for the benefit of such
defendants. The Commission further alleged
that the defendants concealed material as-
pects of these transactions in materials filed
with the Commussion and disseminated to the
publc.
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Medic-Home, Klurman, Shmidman and
Braunstein each consented to permanent in-
junctions pursuant to which Medic-Home will
be required to appoint three independent
directors satisfactory to the Commission and
approved by the court. The independent di-
rectors, who will remain on Medic-Home's
board for two years, shall conduct an investi-
gation into certain Medic-Home transactions,
file with the court and furnish the Commussion
with copies of their findings and recommen-
dations, and cause Medic-Home to correct
filngs previously made with the Commission.

SEC v. Geo Dynamics Oil and Gas,
Inc. 208&—In June 1976, the Commisston filed
a complaint seeking injunctive and other relief
in the U.S. District Court for the District of
Columbia, naming as defendants Geo Dy-
namics Oil and Gas, Inc., and Milton A.
Dauber, of Jenkintown, Pa.; Comprehensive
Resources Corporation, Geo Resources Cor-
poration, CRC Corporation, Geo Resources
Management Corporation, William J. Soter,
and Martin J. Fribush, all of New York, New
York; B. L. Floyd, of Corpus Christi, Texas
(all of the above referred to in the complaint
as the “Geo Defendants”); Jack P. Janetatos
and Walter A. Slowinski, of Washington,
D.C.; and Fortune Enterprises, Inc., Richard
Katcher, and Willian J. Kraus, of Cleveland,
Ohio.

The Commission’s complaint charged the
Geo defendants with violations of the anti-
fraud provisions of the Federal secunties
laws, In connection with the offer and sale,
between 1970 and 1973, of over $80 million
in registered and unregistered limited partner-
ship interests in “leveraged” oil and gas
driling ventures, offered and managed by the
Geo defendants. A prime appeal of the offer-
ing was the claim that investors would be
entitled to claim on their tax returns, in the
year of their investment, intangible drilling
costs (“IDC’s”) equal to two or three times
the amount of their cash invested (“leveraged
deductions”).

The complaint alleged that the offering doc-
uments used to offer and sell the partner-
ship's interests—prospectuses, confidential
memoranda (unregistered offering circulars),
and tax opinion letters—contained materially
false and misleading disclosure of the sub-
stance of the transactions on which the lever-
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aged deductions were to be used and of the
material nsks of adverse tax treatment by the
Internal Revenue Service and the courts, and
further alleged that millions of dollars in front-
end management fees were taken from
investors by the Geo defendants on a fraudu-
lent basis.

In addition to the allegations of violations of
the antifraud provisions, the complaint
charged Geo Resources Management Cor-
poration, Geo Dynamics Ol and Gas, Inc.,
Comprehensive Resources Corporation,
CRC Corporation, William J. Soter, and Mil-
ton A. Dauber with violations of the registra-
tion and reporting provisions of the securities
laws, and Fortune Enterprises, Inc., William
J. Kraus and Richard Katcher with violations
of the broker-dealer provisions.

in addition, the complaint alleged that de-
fendants Janetatos and Slowinski, of Wash-
ington, D.C., on behalf of therr law firm, aided
and abetted the Geo defendants’ antifraud
violations in Issuing tax opinion letters on the
taking of the leveraged deductions, which
opinion letters were distributed by the Geo
defendants to prospective investors or their
advisors, and in reviewing prospectuses con-
tained in the registration statements for cer-
tain of the dniing funds. The complaint al-
leged that defendants Janetatos and Slowin-
ski knew or should have known facts con-
cerning the substance of the method of oper-
ations of the Geo defendants’ drlling ven-
tures, such that they should have known that
their opinion letters and the prospectuses did
not fully and fairly describe the proposed
method of operations of the oil and gas
drilling ventures n all respects matenal to the
tax consequences, and did not fully and fairly
describe all matenal risks of adverse tax
treatment.

The complaint noted that the Internal Reve-
nue Service, after conducting an audit of the
1971 and 1972 drnlling programs, has de-
cided to disallow the deductions based on the
non-recourse “loan” transactions, on the
grounds, among others, that such transac-
tions are shams for tax purposes; and that
over 2,000 limited partners will face disallow-
ance of over $80,000,000 in deductions
based on the non-recourse “loan” transac-
tions.

Defendants Janetatos and Slowinski con-
sented to a final order prohibiting them from



rendering any tax opinion or advice, in con-
nection with any tax-griented securities offer-
ing, without taking reasonable care, ncluding
reasonable and appropriate inguiry and in-
vastigation, to assure themselves that the
proposed method of operations of any entity
formed as a result of the offering is fully and
fairly described in all respects material to the
tax treatment on their tax opinion letter or any
other offering document, and that all matenal
risks of advarse tax treatment are fully and
fairly described in their opinion letters or in
any other offering document. As part of their
setflement with the Commission, these de-
fendants agreed to obtain review by experi-
anced and knowledgeable securities counsel
of the adequacy of disclosures in opinion
letters and offering documents, before ren-
dering any opinions or advice.

Delendant Katcher consented to a judg-
ment prohibiting him, in connection with the
offer and sale of tax-oriented securities, from
rendering any tax or other advice or recom-
mendation, or’offering and selling such secu-
rities, to any client or other persons, without
informing such person, where applicable, that
he or any entity with which he I1s associated
will receive any commission or other compen-
sation; and from acting as an unregistered
hroker-dealer.

The complaint seeks permanent injunctive
relief against future violations of the relevant
provisions of the Federal securities laws by
the remaining defendants, as well as the
disgorgement by the Geo defendanis to the
limited partners of those portons of manage-
ment fees based on the sham non-recotirse
“loan” transactions, and the issuance of an
order maintaining and preserving the assets
of defendant CRC Cormporation and subsidi-
aries pending a final determination of the
aflowability of tax deductions claimed by the
limited partners.

SEC v. Braniff Arways, Incorporated, 209—
On March 24, 1976, the Commission ob-
tained by consent permanent injunctions
against Braniff Airways, Incorporated, its par-
ent corporation, Braniff Intemational Corpora-
tion, Harding L. Lawrence, C. Edward Acker
and Charles S. South.

The Commission alleged that dunng the
pericd from 1969 to the date of the complaint
defendant Braniff Airways, and at cerlain

times the other defendants, maintained a
secret fund of corporate monies and unac-
counted-for airline tickets with a potential
value of over $900,000, that defendants
Braniff Airways, Lawrence, Acker and South
caused $40,000 in momes from this fund to
be used in conneclion with a single illegal
political contnbution made n 1972; and that
defendants Braniff Airways, Acker and South
caused the remaining montes and tickets
from the fund to be distributed as extra con-
sideration to travel agents, tour groups and
premoters in order to promote the company's
international and foreign travel business in
violation of the Federal Awviation Act, foreign
law and International Air Transport Associa-
tion (“IATA"} resolutions.

As part of their congent to this order, the
corporate defendants have undertaken to
continue their ongoing investigation with re-
spect to such payments and with respect to
all other relevant matters as may be revealed
in the course of such investigation. The cor-
porate defendants have further undertaken to
file a report of that investigation with the
Commission and the Court.

SEC v. Parklane Hosiery Co, Inc 219—In
May 1976, the Commission insttuted an in-
junctive action against Parkiane Hesiery Co.,
Inc. and Parklane's president, chairman of
the board and majotity stockholder, charging
them with wiolations of the antifraud, proxy
and reporting provisions of the Federal secu-
nties laws

The complaint alleges that the defendants
viplated the Federal secunties laws in con-
neclion with the purchase and sale of Park-
lane secunties relating to the merger of Park-
lane with a private company which resulted in
Parklane’s conversion from a publicly-held

company fo a privately-owned company. In
connection with Parklane’s conversion to the
status of a privately owned company, the
complaint alleges that the defendants en-
gaged in a scheme whereby they made false
and misleading statements and omitted other
matenal facts regarding various facets of the
company's scheme to become a private cor-
poration. Among other things, Parklane’s fail-
ure of disclosure concerned the fact that
Parklane’'s corporate status was changed so
as to enable Parklane's president io appropri-
ate Parklane's assets for his own personal
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benefit (specifically to reduce his own per-
sonal indebtedness); the true status of nego-
liations regarding cancellation of certain of
Parkiane’s leasehold rights; and the fact that
the defendants had not provided their ap-
praisers, hired to determine the true vaiue of
Parklane stock, with adequate information to
make a proper evaluation.

The complaint seeks a permanent injunc-
tion against further viclations by the defend-
ants and various ancillary relief, including the
appointment of a Special Counsel, with broad
powers, 10 conduct an investigation of Park-
lane, so as to protect and preserve Park-
lane’'s assets and the rights of Parklane's
former public shareholders.

In June 1976, an injunctive hearing was
held and completed and the Court reserved
decision on the Commission's moticns for a
preliminary injunction and its motion to con-
solidate the preliminary hearing with a perma-
nent injunctive tral.

SEC v. Joseph Ayoub.2'—The Commis-
sioh sought to enjoin two brokers and an
employee of a financial printing firm from
further viclations of the antifraud provisions of
the Federal securities laws in connection with
the possession, dissemination and misuse of
material non-public information concerning an
impending tender offer. The complaint
charged that Charles Boehm, an employee of
a financial printer, provided the brokers with a
printer's proof of the tender offer prior to the
public announcement of the offer. It was
further alleged that the two brokers then
purchased and recommended the purchase
of a total of 16,5600 shares of the target
company’s stock, which was trading on the
American Stock Exchange. The three defend-
ants all consented to injunctions and the
disgorgement of profits obtained by virtue of
their conduct,
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A basic purpose of the Federal securties
laws 1s to provide disclosure of material,
financial and other information on companies
seeking to raise capital through the public
offering of their securities, as well as compa-
nies whose securities are already publicly
held. This aims at enabling investors to eval-
uate the securities of these companies on an
informed and realistic basis.

The Securities Act of 1933 generally re-
quires that before securities may be offered
to the public a registration statement must be
filed with the Commission disclosing pre-
scnbed categories of information. Before the
sale of securities can begin, the registration
statement must become “effective.” In the
sales, investors must be furnished a prospec-
tus containing the most significant information
In the registration statement.

The Secunties Exchange Act of 1934 deals
in large part with securities already outstand-
ing and requires the regstration of securities
listed on a national securities exchange, as
well as over-the-counter securities in which
there is a substantial public interest. Issuers
of registered securities must file annual and
other periodic reports designed to provide a
public file of current material information. The
Exchange Act also requires disclosure of
material information to holders of registered
secunties in solicitations of proxies for the
election of directors or approval of corporate
action at a stockholders’ meeting, or in at-
tempts to acquire control of a company
through a tender offer or other planned stock
acquisition. It provides that insiders of com-
panies whose equity securities are registered

~art?

TheDisclosure
System

must report their holdings and transactions In
all equity securities of their companies.

PUBLIC OFFERING: THE 1933
SECURITIES ACT

The basic concept underlying the Securi-
ties Act's registration requirements is full dis-
closure. The Commission has no authonty to
pass on the merits of the securities to be
offered or on the fairness of the terms of
distribution. If adequate and accurate disclo-
sure is made, it cannot deny registration. The
Act makes it unlawful to represent to inves-
tors that the Commission has approved or
otherwise passed on the merits of registered
securities.

Information Provided

While the Securities Act specifies the infor-
mation to be included in registration state-
ments, the Commission has the authonty to
prescribe appropriate forms and to vary the
particular items of information required to be
disclosed. To facilitate the registration of se-
curihies by different types of issuers, the
Commission has adopted special registration
forms which vary in their disclosure require-
ments so as to provide maximum disclosure
of the essential facts pertinent in a given type
of offering while at the same time minimizing
the burden and expense of compliance with
the law. In recent years, it has adopted
certain short forms, notably Forms S-7 and
S-16, which do not require disclosure of
matters already covered in reports and proxy
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material filed or distnbuted under provisions
of the Securities Exchange Act. Another short
form for registration under the Securities Act
is Form 5-8 for the registration of securities
to be offered to employees of the issuer and
its subsidianes. Recent Commission propos-
als for the amendment of the three forms
referred to above are discussed in Part One
of the Annual Report.

Reviewing Process

Registration statements filed with the Comn-
mission are examined by its Division of Cor-
poration Finance for compliance with the
standards of adequate and accurate disclo-
sure. Various degrees of review procedures
are employed by the Division,! While most
deficiencies are corrected through an infor-
mal letter of comment procedure, where the
Commission finds that material representa-
tions in a registration statement are mislead-
ing, inaccurate, or incomplete, it may, after
notice and opportunity for hearing, 1ssue a
“stop-order” suspending the effectiveness of
the statement.

Time for Registration

The Commission’s staff tries to complete
examination of registration statemenis as
quickly as possible. The Securites Act pro-
vides that a registration statement shall be-
come effective on the 20th day after it is filed
{or on the 20th day after the filing of any
amendment). Most registration statements re-
quire one or more amendments and do not
become effective until some time after the
statutory 20-day period. The period between
the filing and effective date is intended to give
investors an opportunity to become familiar
with the proposed offaring through the dis-
semination of the preliminary form of pros-
pectus. The Commission can accelerate the
effective date to shorten the 20-day waiting
period—taking into account, among other
things, the adequacy of the information on
the issuer already available to the public and
the ease with which facts about the offeting
can be understood.

During the 1976 fiscal year, 2,801 registra-
ton statements became effective. Of these,
289 were amendments filed by investment
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companies pursuant to Section 24(e) of the
Investment Company Act of 1840, which pro-
vides for the registration of additional securi-
ties through amendment to an effective regis-

“tration statement rather than the filing of a

new regisiration statement. For the remaining
2,512 statements, the median number of cal-
endar days between the date of the original
filing and the effective date was 29.

Financial Analysis and
Examination

During the fiscal year, the Office of the
Chief Financial Analyst of the Division of
Corporation Finance began a quarterly publi-
cation for the staff about the current status of
the.nation's economy and significant trands
affecting specific industries. It provides the
staff with interpretation ol leading economic
indicators, with identification and description
of new vehicles of financing and with projec-
tions on type and volume of prospective
financing. It also comments on novel financ-
ing patterns devised to obscure the true na-
ture of reported transactions, uncovered
through a quarterly review of investigatory
files of the Division of Enforcement.

By the end of the fiscal year, the Office of
the Chief Financial Analyst initiated an inten-
sive review of the real estale industry, now in
progress.

Office of Qil and Gas

The Division's Office of Oil and Gas has
processing responsibility for all oil and gas
drilling program filings, as well as filings cov-
ering fractional undivided interests in oil and
gas nghis. Fifty registration statements were
filed during fiscal 1876 for il and gas drilling
programs, totaling $530,338,420. And fifteen
registration statements covering fractional un-
divided interests in oll and gas rights were
filed aggregating $4,988,775.

In addition to the direct processing of those
flings, the Office of Cit and Gas is responsi-
ble for reviewing the disclosure relating to the
oil and gas business and properties, including
data on production and reserves of oil and
gas, contained in other filings directly proc-
essed by the several branches of the Division
of Corporation Finance. In fiscal year 1976,
such other filings consisted of 208 registra-



tion statements under the Securities Act and
8 offering circulars pursuant fo the Regulation
A exemphon thereunder, as well as 74 rogis-
tration staternents and proxy statements un-
der the Exchange Act.

Additional information regarding offerings
of fractional undivided interests is contained
under Regulation B in this part.

Real Estate and Other Tax
Shelters

On March 17, 1976,2 the Commission
adopted a guide to the “Preparation of Regis-
tration Statements Relating to Interests in
Real Estate Limited Partnerships.” Originally
proposed for public comment on March 1,
1974,3 the guide contains the comments and
suggestions developed by the Diwision of
Corporation Finance in processing registra-
tion statements relating to real estate limited
partnerships. The guide generally empha-
sizes disclosure relating to the risk and the
conflict of interest inherent in many such
offerings, the compensation paid to the pro-
gram sponsors, the performance record of
the sponsors in prior offerings, and the tax
ramification of these types of offerings.

As a result of the guide's adoption and the
recent decline in registration statements relat-
Ing to real estate limited partnerships, the
Division is no longer processing these filings
in one specialized branch. However, registra-
fion statements relating to other non-cil and
gas types of tax shelters, such as cattle
feeding and breeding, agnbusiness and leas-
Ing, as well as condominium offerings, will
continue to be processed in a separate
branch.

SMALL ISSUE EXEMPTION

The Commission 1s authotized under Sec-
tion 3{(b) of the Securites Act to exempt
secunties from registration If it finds that
registration for these securities is not neces-
sary to the public interest because of the
small offering amount or limited character of
the public offering. The faw inposes a maxi-
mum limitation of $500,000 upon the size of
the issues which may be exempted by the
Commission.

The Commission has adopted the following
exemptive rules and regulations:

Regulation A; General exemption for

U.S. and Canadian I1ssues
up to $500,000.
Exemption for fractional
undivided intarests in oll or
gas rights up to $250,000.

Regulation E: Exemption for securities of
a small business invest-
ment company up to
$500,000.

Regulation F; Exemption for assess-
ments on assessable stock
and for assessable stock
offered or sold to realize
the amount of assessment
up to $300,000.

Rules 234-237, Exemptions of first lien

240 notes, securities of coop-

erative housing corpora-

tions, shares offered in

connection with certain

transactions, certain secu-

rifies owned for five years

and certain limited offers

and sales of small dollar

amounts of securities by
closely-held issuers.

Regulation B:

Regulation A

Regulation A permits a company to obtain
needed capital not in excess of $500,000
{(including underwriting commissions) in any
one year from a public offering of its securi-
ties without registration, provided specified
conditions are met. Among other things, a
notification and offering circular supplying
basic information about the company and the
securities Sffered must be filed with the Com-
mission, and the offering circular must be
used in the offering. In addition, Regulation A
permits selling shareholders not in a control
relationship with the issuer to offer in the
aggregate up to $300,000 of securities which
would not be included in computing the is-
suer's $500,000 ceiling.

During the 1976 fiscal year, 240 nofifica-
tions were filed under Regulation A, covering
proposed offerings of $83,528,448 compared
with 265 notifications covering proposed of-
ferings of $91,287,296 in the prior year. A
total of 478 reports of sales were filed report-
ing aggregate sales of $41,116,935, Such
reports must be filed every six months while
an offering is in progress and upon its termi-
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nation. Sales reported during 1975 had to-
taled $49 milion. Various features of Regula-
tion A offerings over the past three years are
presented in the statistical section of the
report. '

In fiscal 1976, the Commission temporarily
suspended 10 exemptions where it had rea-
son to believe there had been noncompliance
with the conditions of the regulation or with
disclosure standards, or where the exemption
was not available for the securities. Added to
8 cases pending at the beginning of the fiscal
year, this resulted in a total of 18 cases for
disposttion. Of these, the temporary suspen-
sion order became permanent in 12 cases' In
3 by lapse of time, in 2 after hearings, and in
7 by acceptance of an offer of settlement. Six
cases were pending at the end of the fiscal
year.

Regulation B

Reguiation B provides an exemption from
registration under the Securities Act for pubhc
offerings of fractional undivided interests in oil
and gas nghts where the initial amount to be
raised does not exceed $250,000, provided
certain conditions are met. An offering sheet
disclosing certain basic and material informa-
tion of such offering must be furmished to
prospective purchasers at least 48 hours in
advance of sale of these securities

Form S-10 1s available for the registration
of fractonal undivided interests in oil and gas
nghts where the initial amount to be raised
exceeds $250,000 or where the exemption is
unavailable for any other reason.

Dunng the 1976 fiscal year, 365 offering
sheets and 462 amendments thereto were
filed pursuant to Regulation B and were ex-
amined by the Office of Oil and Gas of the
Division of Corporation Finance Sales during
1976 under these offerings aggregated $22.5
million During the 1975 fiscal year, 625 offer-
Ing sheets and 672 amendments were filed
covering aggregate sales of $35.4 million. For
the fiscal year 1974, 625 offering sheets were
filed with 751 amendments thereto, covering
aggregate sales of $29.1 million.

In fiscal 1976, the Commission temporarily
suspended the Regulation B exemption for
27 offerors where it had evidence that the
offerors had faled to comply with certain
requirements
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On December 30, 1975, the Commission
amended Rule 310 under Regulation B under
the Securities Act? and adopted a statement
regarding selling practices under that regula-
tion. The amendment requires the furnishing
of satisfactory assurance to the Commission
that the relevant State securities administra-
tors have been notified of a proposed offering
pursuant to Regulation B.

The Commission took the opportunity in
this release to caution offerors regarding their
responsibility under the Federal secunties
laws, In view of recent allegations that certain
offerors under Regulation B have been en-
gaged in high pressure sales campaigns.

On December 23, 1975, the Commission
proposed an amendment to Rule 306 under
Regulation BS to require Interests exempt
under that regulation to be offered or sold
only by registered brokers or dealers. Under
the amendment, the issuer would not have to
be a registered broker or dealer If all offers
and sales of interests created by the i1ssuer
for purposes of an offering pursuant to Regu-
lation B were made exclusively by a regis-
tered broker or dealer. ’

Regulation E

Under Section 3(c) of the Securities Act,
the Commission I1s authonzed to adopt rules
and regulations exempting securities issued
by a small business investment company
under the Small Business Investment Act.
Pursuant to that section, the Commission has
adopted Regulation E, which conditionally
exempts such securities issued by compa-
nies registered under the Investment Com-
pany Act of 1940 up to a maximum offering
price of $500,000 The regulation is substan-
tially similar to Regulation A, described
above. No notifications were filed under Reg-
ulation E for the two preceding fiscal years.

Regulation F

Regulation F provides exemptions from
registration for two types of transactions con-
cerning assessable stock. First, an assess-
ment levied upon an existing security hoider
may be exempted under the regulation, pro-
vided the assessable stock is issued by a
corporation incorporated under the laws of
and having its principal business operations



in any State, Territory ar the District of Col-
umbia. Regulation F provides an exemption
also when assessable stock of any such
corporation is sold publicly to realize the
amouni of an assessment levied thereon, or
when such stock is publicly reoffered by an
underwriter or dealer The exemption is avail-
able for amounts not exceeding $300,0Q0 per
year. The Regulation requires the filing of a
notification and other materials describing the
offernng.

During the 1976 fiscal year, 15 notifications
were filed under Regulation F, covering as-
sessments of stock of $356,318, compared
with 15 notifications covering assessments of
$380,318 in 1975.

CONTINUING DISCLOSURE: THE
SECURITIES EXCHANGE ACT

The Securities Exchange Act of 1934 con-
tains significant disclosure provisions de-
signed to provide a fund of current material
information on companies In whose securities
there is a substantial public interest. The Act
aiso seeks to assure that security holders
who are solicited to exercise their voting
rights, or to sell their securities in response 10
a tender offer, are furnished pertinent infor-
mation.

Registration on Exchanges

Generally speaking, a security cannot be
traded on a national securities exchange untll
it 15 registered under Section 12(b} of the
Exchange Act. If it meets the listing require-
ments of the particular exchange, an issuer
may register a class of securnties on the
exchange by filing with the Commission and
the exchange an application which discloses
pertinent information concerning the issuer
and its affairs. During fiscal year 1876, a total
of 90 issuers listed and registered secunties
on a national secunties exchange for the first
time and a total of 331 registration applica-
tions were filed The registrations of alt secu-
rites of 117 issuers were terminated. De-
talled statistics regarding securities traded on
exchanges may be found in the statistical
saction.

Over-the-Counter Registration

Section 12(g) of the Exchange Act requires
a company with total assets exceeding $1

million and a class of equity secunties held of
record by 500 or more persons to register
those securties with the Comrmission, unless
one of the exemptions set forth in that section
15 available or the Commission issues an
exemptive order under Section 12{(h}. Upon
registration, the reporting and other disclo-
sure requirements and the insider trading
prowvisions of the Act apply to these compa-
nies to the same exteni as io those with
securntes registered on exchanges.

During the fscal ysar, 241 registration
statements were filed under Section 12(g}). Of
these, 93 were filed by issuers already sub-
ject to the reporting requirements, either be-
cause they had ancther secunty registered
on an exchange or they had registered secu-
riies under the Securities Act. Included are
companies which succeeded to the busi-
nesses of reporting companies, and thereby
became subject io the reporting require-
ments.

Exemptions

Section 12(h) of the Act authorizes the
Commission to grant a complete or partial
exemption from the registration provisions of
Section 12(g) or from other disclosure and
insider trading provisions of the Act where it
is nhot contrary to the public interest or the
protection of investors.

Al the beginning of the year, 17 exemption
applications were pending, and 38 applica-
fions were filed dunng the year. Of these 55
apphcations, 3 were withdrawn, 18 were
granted, and 7 denied. The remaining 27
applications were pending at the end of the
fiscal year.

Periadic Reports

Section 13 of the Securities Exchange Act
requires 1ssuers of securities registered pur-
suant to Sections 12(b} and 12(g) to file
periodic reports, keeping current the informa-
tion contained in the registration application
or statement. Similar reports are required
pursuant to Section 15(d) of certain issuers
which have filed registration statements un-
der the Securities Act which have become
effective.

In 1975, 54,640 reports—annual, quarterly
and current—were filed.
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In 1976, 53,056 reports—annual, quarterly
and current—were filed.

Proxy Solicitations

Where proxies are solicited from holders of
securities registered under Section 12 or from
security holders of registered public-utility
holding companies, subsidiaries of holding
companies, or registered investment compa-
nies, the Commission’s proxy regulation re-
quires that disclosure be made of all material
facts concerning the matters on which the
secunty holders were asked to vote and that
they be afforded an opportunity to vote “yes”
or “no” on any matter other than the election
of directors. Where management is soliciting
proxies, a security holder desiring to commu-
nicate with the other security holders may
require management to furnish him with a st
of all security helders or to mail s communi-
cation for him. A secunty hider may also,
subject to certain limitations, require the man-
agement to include In proxy material an ap-
propriate proposal which he wants to submit
to a vote of security holders, or he may make
an independent proxy solicitation.

Copies of proposed proxy material must be
filed with the Commission in preliminary form
prior to the date of the proposed solicitation.
Where preliminary material fails to meet the
prescribed disclosure standards, the man-
agement or other group responsible for its
preparation is notified informally and gtven an
opportunity to correct the deficiencies in the
preparation of the definitive proxy matenal to
be furnished to security holders.

Issuers of securities registered under Sec-
tion 12 must transmit an information state-
ment comparable to proxy material to security
holders from whom proxies are not solicited
with respect to a stockholders’ meeting.

During the 1976 fiscal year, 6,898 proxy
statements In definitive form were filed, 6,807
by management and 9 by nonmanagement
groups or individual stockholders. In addition,
82 information statements were filed. The
proxy and information statements related to
6,639 companies, and pertained to 6,616
meetings for the election of directors, 234
special meetings not involving the election of
directors, and 39 assents and authorizations.

Aside from the election of directors, the
votes of security holders were solicited with
respect to a variety of matters, including
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mergers, consolidations, acquisitions, sales
of assets and dissolution of companies (190);
authorizations of new or additional securities,
modifications of existing securities, and re-
capitalization plans (467); employee penston
and retirement plans (58); bonus or profit-
sharing plans and deferred compensation ar-
rangements (251); stock option plans (529);
approval of selection by management of inde-
pendent auditors (3,431) and miscellaneous
amendments to charters and by-laws, and
other matters (1,761).

Dunng the 1976 fiscal year, 477 proposals
submitted by 121 stockholders for action at
stockholders’ meetings were included In the
proxy statements of 242 companies. Typical
of such proposals submitted to a vote of
security holders were resolutions on amend-
ments to charters or by-laws to provide for
cumulative voting for the election of directors,
preemptive nghts, limitations on the grant of
stock options to and their exercise by key
employees and management groups and the
sending of a post-meeting report to all stock-
holders.

A total of 268 proposals submitted by 91
stockholders were omitted from the proxy
statements of 133 companies in accordance
with the provisions of the rule governing such
proposals. The most common grounds for
omission were that proposals were not sub-
mitted on time, were not proper subjects for
stockholders’ action under the applicable
State law, or were not significantly related to
the issuer's business.

During the year, representatives of the
American Jewish Congress submitted essen-
tially the same shareholder proposal to 55
companies. The proposal requested the
Board of Directors of each company to pro-
vide the sharholders with a wntten report
describing various aspects of the company's
policy towards compliance with the demands
of the Arab boycott. In 7 instances, the staff
refused to agree with the management of the
company that the proposal might be omitted
from the company's proxy material in accord-
ance with the provisions of the rule governing
such proposals. The proponent withdrew the
proposal in 8 instances, and the staff issued
no-action letters agreeing with the manage-
ment of the company that the proposal might
be omitted in 40 cases. The grounds for
omission were as follows: the proposal was



not timely submitted (22), the proposal was
not substantially related to the i1ssuer's busi-
ness (16) and the proponent was not a secu-
rity holder eligible to vote at the company's
meeting (2).

In fiscal 1976, 18 companies were involved
in proxy contests for the election of directors
which bring special requirements into play. In
these contests, 510 persons, including both
management and nonmanagement, filed de-
tailed statements required of participants un-
der the applicable rule. Control of the board
of directors was involved in 15 instances. In 4
of these, management retained control. Of
the remainder, four were settled by negota-
tion, two were won by nonmanagement per-
sons, and five were pending at year end. In
the other three cases, representation on the
board of directors was involved. Management
retained all places on the board in one con-
test, opposition candidates won places on the
board in two cases.

Takeover Bids, Large Acqusitions

Sections 13(d) and (e), and 14(d), {e) and
(f) of the Securiies Exchange Act, enacted in
1968 and amended in 1970, provide for full
disclosure in cash tender offers and other
stock acquisitions involving changes in own-
ership or control. These provisions were de-
signed to c¢lose gaps in the full disciosure
provisions of the secunties laws and to safe-
guard the interest of persons who tender their
securnties in response to a tender offer.

Dunng the 1976 fiscal year, 1,077 Sched-
ule 130 reports were filed by persons or
groups which had made acquisitions resulting
in their ownership of more than five percent
of a class of securities. One hundred seven
Schedule 13D reports were filed by persons
or groups making tender offers {including 14
tender offers filed with the Commission by
foreign nationals), which, if successful, would
result in more than five percent ownership. In
additon, 64 Schedule 14D reports were filed
on salicitations or recommendations in a
tender offer by a person other than the maker
of the offer. Eight statements were filed for
the replacement of a majority of the board of
directors otherwise than by stockholder vote.
Three statements were filed under a rule on
corporate reacquisitions of securities while an
1Issuer 15 the target of a cash tender offer.

Rule 14d-2 under the Exchange Act ex-

empts certain communications Involved in a
tender offer from the provisions of Regulation
14D. Among such communications are those
from an 1ssuer to its secunty holders which do
no more than identfy the tender offer, state
thal management is studying the proposal
and request the secunty holders to defer
making a decision on the tender offer until
they receive management's recommendation.
Such recommendations must be made no
later than 10 days before expiration of the
tender offer, unless the Commussion author-
izes a shorter period.

Insider Reporting

Section 16 of the Securites Exchange Act
and corresponding provisions in the Pubfic
Utility Holding Company Act of 1935 and the
Investment Company Act of 1940 are de-
signed to provide other stockholders and
investors generally with information on insider
securities transactions and holdings, and to
prevent unfair use of confidential information
by insiders to profit from short-term trading in
a company's secunties

Section 16(a) of the Exchange Act raquires
every person who bensficially owns, directly
or indirectly, more than 10 percent of any
class of equity security -which 1s registered
under Section 12, or who is a director or an
officer of the issuer of any such security, to
file statements with the Commission disclos-
ing the amount of all equity secunties of the
issuer of which he is the beneficial owner and
changes In such ownership. Copies of such
statements must be filed wath exchanges on
which the securities are listed. Similar provi-
sions applhcable to insiders of registered pub-
lic-utility holding companies and registered
closed-end investment companies are con-
tained in the Holding Company and invest-
ment Company Acts.

In fiscal 1976, 91,894 ownership reports
were filed. These included 10,898 initial
statements of ownership on Form 3, 76,154
statements of changes in ownership on Form
4, and 4,842 amendmenis to previously filed
reports.

All ownership reports are made available
for public inspection when filed at the Com-
mission’s office in Washington and at the
excthanges where copies are filed. In addi-
tion, the information contained in reports filed
with the Commission is summarized and pub-
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hshed In the monthly “Offictal Summary of
Security Transactions and Holdings,” which
Is distributed by the Government Printing
Office to about 11,600 subscribers.

ACCOUNTING AND AUDITING
STANDARDS

The securities acts reflect a recognition by
Congress that dependable financial state-
ments of a company are indispensable to
informed investment decisions regarding its
securities. A major objective of the Commis-
sion has been to improve accounting, report-
ing, and auditing standards applicable to the
financial statements and to assure that high
standards of professional conduct are main-
tained by the public accountants who exam-
ine the statements. The primary responsibility
for this program rests with the Chief Accoun-
tant of the Commission.

Under the Commisston’s broad rulemaking
power, it has adopted a basic accounting
regulation (Regulation S-X) which, together
with interpretations and guidelines on ac-
counting and reporting procedures published
as “Accounting Series Releases,” governs
the form and content of financial statements
filed in compliance with the securities laws.
The Commission has also formulated rules
on accounting for and auditing of broker-
dealers and prescnbed uniform systems of
accounts for mutual and subsidiary service
companies related to holding companies sub-
ject to the Public Utility Holding Company Act
of 1935. The accounting rules and opinions of
the Commission, and its decisions in particu-
lar cases, have contributed to clarification
and wider acceptance of the accounting pnin-
ciples and practices and auditing standards
developed by the profession and generally
followed In the preparation of financial state-
ments.

However, the accounting and financial re-
porting rules and regulations—except for the
uniform systems of accounts which are regu-
latory reports—prescribe accounting princi-
ples to be followed only In certain hmited
areas. In the large area of financial reporting
not covered by its rules, the Commission's
principal means of protecting investors from
inadequate or improper financial reporting I1s
by requiring a report of an independent public
accoutant, based on an audit performed i
accordance with generally accepted auditing
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standards, which expresses an opinion
whether the financial statements are pre-
sented fairly in conformity with accounting
principles and practices that are recognized
as sound and have attained general accept-
ance. The requirement that the opinion be
rendered by an independent accountant,
which was initially established under the Se-
curities Act, 1s designed to secure for the
benefit of public investors the detached ob-
jectivity and the skill of a knowledgeable,
professional person not connected with man;
agement.

The accounting staff reviews the financial
statements filed with the Commussion to In-
sure that the required standards are ob-
served and that the accounting and auditing
procedures do not remain static in the face of
changes and new developments in financial
and economic condittons. New methods of
doing business, new types of business, the
combining of old businesses, the use of more
sophisticated securities, and other innova-
tions create accounting problems which re-
quire a constant reappraisal of the proce-
dures.

Relations With the Accounting
Profession

In order to keep abreast of changing condi-
tions, and In recognition of the need for a
continuous exchange of views and informa-
tion between the Commussion’s accounting
staff and outside accountants regarding ap-
propnate accounting and auditing policies,
procedures and practices, the staff maintains
continuing contact with individual accountants
and various professional organizations. The
latter include the American Institute of Certi-
fied Public Accountants (AICPA) and the Fi-
nancial Accounting Standards Board (FASB),
the principal professional organizations con-
cerned with the development and improve-
ment of accounting and auditing standards
and practices. The Chief Accountant also
meets regularly with his counterparts in other
regulatory agencies to improve coordination
on policies and actions among the agencies.

Because of its many foreign registrants and
the vast and increasing foreign operations of
American companes, the Commission has
an interest in the improvement of accounting
and auditing principles and procedures on an
international basis. To promote such im-



provement, the Chief Accountant corre-
sponds with foreign accountants, interviews
many who visit this country and, on occasion,
participates in foreign and international ac-
counting conferences.

Professional efforts are being made to im-
prove and harmonize accounting standards
among countries through various interna-
tional accounting conferences and commit-
tees. One committee, comprised of represen-
tatives from thirty-five countries, was estab-
lished to promulgate international accounting
standards. This committee has adopted three
standards, has proposed a number of other
standards and is developing additional pro-
posals. The Commission will continue to co-
operate closely with these committees and
groups which have as their long-term objec-
tive the development of a coordinated world-
wide accounting profession with uniform
standards.

Accounting and Auditing
Standards

The FASB supplanted the Accounting Prin-
ciples Board of the AICPA in 1973 as the
professional organization which establishes
standards of financial accounting and presen-
tation for the guidance of issuers of financial
statements and public accountants who ex-
amine such statements. The organization
was established on the basis of recommen-
dations by a committee appointed by the
AICPA to explore ways of improving this
function. The FASB is comprised of seven
full-time salaried members who are appointed
by a financial accounting foundation that is
sponsored by the AICPA and consists of
representatives of leading professional orga-
nizations. The foundation also appoints the
members of an advisory council to the Board
who serve on a voluntary basis. The Com-
mission endorsed® the FASB, which it be-
lieves will provide operational efficiencies and
insure an impartial viewpoint in the develop-
ment of accounting standards on a timely
basis, and stated that the FASB's statements
and interpretations would be considered as
being substantial authoritative support for an
accounting practice or procedure.

As of June 30, 1976, the FASB had issued
twelve Statements of Financial Accounting
Standards and nine Interpretations relating to

accounting opinions or standards. In addition,
it had under active consideration a heavy
agenda of technical projects which included:
financial reporting for segments of a business
enterprise; accounting for leases; criteria for
determining matenality; conceptual frame-
work for accounting and reporting; financial
reporting 1n units of general purchasing
power; business combinations and pur-
chased intangibles; accounting for interest
costs; accounting and reporting for employee
benefit plans; accounting for the cost of pen-
sion plans; financial accounting and reporting
in the extractive industries; intenm financial
reporting; classification of preferred stock;
and accounting by debtors and creditors
when debt is restructured. It had held public
hearings on six of the projects and had
issued exposure drafts of three proposed
statements of standards.

The FASB has appointed a permanent
screening committee to assist It In identifying
emerging practice problems, evaluating their
magnitude and urgency, and assessing priori-
ties for their resolution. The Chief Accountant
and the FASB maintain haison procedures for
consultation on projects of either the Board or
the SEC which are of mutual interest. Special
llaison procedures have been established re-
garding the financial accounting and reporting
in the extractive industries, because the En-
ergy Policy and Conservation Act of 1975
authonzes the Commission to assure the
development and observation of accounting
practices by companies engaged in the pro-
duction of crude oil or natural gas by Decem-
ber 1977. In carrying out these responsibili-
ties, the Commission is required to consult
with the Federal Energy Administration, the
General Accounting Office, and the Federal
Power Commussion; and it 1s authonzed to
rely on accounting practices developed by
the FASB, if the Commission ts assured that
such practices will be observed to the same
extent as if the Commission had prescribed
such practices by rule.

When the FASB issues improved stand-
ards of accounting and financial reporting, the
Commission revises its rules and regulations
to conform to the improved standards. For
example, amendments to Its regulations were
adopted”’ to effect conformity with the stand-
ards established in FASB Statement Nos. 2
and 7, “Accounting for Research and Devel-
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opment Costs” and “Accounting and Report-
ing by Development Stage Enterprises.”

The AICPA appointed another committee
to study and refine the objectives of financial
statements. It considered the basic questions
of who needs financial statements, what in-
formation should be provided, how it should
be communicated, and how much of it can be
provided through the accounting process.
The committee’s report on the objectives of
financial statements is being utilized by the
FASB as the basis of its study of the concep-
tual framework for accounting and reporting.

More recently, the AICPA established an
independent “Commission on Auditor's Re-
sponsibilities” which is studying the role of
independent auditors to identify auditors’ re-
sponsibilities in relation to the needs and
reasonable expectations of users of financial
statements and to recommend actions that
the profession should take to assure that
independent auditors discharge those re-
sponsibilities adequately.

This Commission has published a state-
ment of the issues being considered in this
study which are summarized in four cate-
gories below:

General issues—
The role of the independent auditor
Gap between performance and expecta-
tions
The auditor's present responsibilities—
Forming an opinion on financial presen-
tations
Clarifying the responsibility for detection
of frauds
Reporting uncertainities
Detecting and disclosing adverse man-
agement behavior
Improving communication in the auditor's
standard report R
Improving auditing methods and tech-
niques
Extension of the auditor's role—
New forms of reporting
Evaluating the relationship of nonaudit-
ing services to the audit function
The institutional framework of the audit func-
tion— :
Organizational structure for regulating
the profession
Policies and procedures for maintaining
the quality of audit practice

66

Process of establishing auditing stand-
ards

Developing individuals as independent
auditors

Relationships between the auditor and
parties interested in the audit function

The legal environment of independent
auditors.

The Chief Accountant also maintains liai-
son with other senior committees of the
AICPA on projects of mutual interest, princi-
pally proposed audit guides and standards of
the Auditing Standards Executive Committee
and the proposed statements of position of
the Accounting Standards Executive Commit-
tee. Regular meetings are held with the Com-
mittee on SEC Regulations to provide infor-
mation and guidance to the profession con-
cerning the interpretation of and compliance
with the Commission’s accounting and audit-
ing requirements applicable to registrants and’
their independent accountants.

Other Developments

The Commission announced?® the institu-
tion of a new publication series entitied “Staff
Accounting Bulletins” in November 1975 to
provide information to the public regarding
informal and administrative practices and
guidelines developed by the accounting staff
with respect to specific accounting and audit-
ing problems considered in the review of
financial data filed. During the fiscal year nine
Bulletins? were issued.

The Commission issued 17 Accounting Se-
rnes Releases during the year to provide
interpretations or guidelines on matters of
accounting principles and auditing standards,
to require improved disclosure of financial
information by amendment of registration and
periodic report forms or Regulation S-X, or to
announce decisions in disciplinary proceed-
ings under Rule 2(e) of the Commission’s
Rules of Practice concerning accountants ap-
pearing before it.

Eight releases effected amendments to

" registration and periodic report forms or Reg-

ulation S-X to establish or improve require-
ments pertaining to the form, content or dis-
closure in financial statements in the follow-
ing areas:

(1) Separate financial statements of finan-



cial subsidiaries included in consolidated
statements; 19

(2) Interim financial reporting; !

(3) Accounting for research and develop-
ment costs; 12

(4) Financial reporting by companies in the
development state; 3

{5) Form and content of financial state-
ments of insurance companies other than life
and title insuran¢e companies;'*

(&) Disclosures regarding leases, compen-
sating balances, and income tax expense;'s

{7) Financial statements of bank holding
companies and banks; '8

{8) Disclosure of certain replacement cost
data.¥7

The amendment of Regulation S-X relating
to replacement cost dala requires the disclo-
sure in a note to financial statements of the
current cost at the end of a reporting period
of replacing inventories and productive ca-
pacity and the amounts of cost of sales,
depreciation, depletion and amortization ex-
pense computed on the basis of replacement
cost during the reporting period. Concurrently
with the relsase adopting that amendment,
the Commission published'® a proposed
“safe harbor” rule to insulate persons from
legal liabilities that some commentators ex-
pressed concern about in regard to disclo-
sure of such data based on subjective judg-
ments and estimates. The Commission also
announced its intention to appoint a commit-
tee to advise the Chief Accountant on various
difficult, complex and technical questions
concerning implementation of the new re-
placement cost rule. This advisory commit-
tee, which is comprised of 29 persons from
industry and the accounting profession,
meets regularly with the Chief Accountant
and staff to resolve the questions that have
been solicited trom registrants, accountants
and others interested in the problem. The
Chief Accountant has also conferred with
accounting authorities and government offi-
cials in the United Kingdom and The Nether-
lands regarding their experiences in this area
of financial accounting and reporting.

The amendments adopted relating to in-
lerim financial reporting require condensed
financial stalements and a narrative analysis
of the results of operations to be included in
quarterly reports fited and summary data re-
garding the quarterly results in a fiscal year to

be induded in a note to the financial state-
ments filed for a fiscal year. These require-
ments were adopted only after alternative
proposals'® and were considered at public
hearings.2% In fact, the Commission issued
for public comment proposed standards and
procedures to be applicable to the review of
the interim financial data by independent
accountants in the absence of adequate
standards and procedures promulgated by
the accounting profession.?! Subsequently,
this proposal was withdrawn?22 when State-
ment an Auditing Standards No. 10, “Limited
Review of Interim Financial Information,” was
issued by the AICPA.

Other proposed rulemaking releases is-
sued for public comment dunng the latter part
of the fiscal year included (1) amendments
which would require life insurance companies
and holding companies having only life insur-
ance subsidiaries to file quarterly financial
data in notes to annual financial state-
ments,2? (2) technical amendments of var-
ious captrons in Regulation 5-X requirements
for financial statements of insurance compa-
nies, 2* and (3) an amendment to Regulation
S-X which would modify requirements for
reporting ¢ertain disagreements with former
accountants regarding accounting and finan-
cial disclosure matters.25 This latter amend-
ment was adopted,?® substantially as pro-
posed, shorlly after the end of the fiscal year.

An interpretive release?” was issued which
provided interpretations and guidelines re-
garding disclosure by registrants of holdings
of securities of New York City and accounting
for securities subject to exchange offer and
maraterium. Concurrently, a proposed
amendment to Regulation S-X was pub-
lished28 for comment which would require
footncte disclosure by all registrants of cer-
tain concentrations in securities holdings, as
a part of a more generalized effort to deal
with the fact that significant concentrations of
holdings in any security may warrant disclo-
sure. This proposal remains under considera-
tion.

The Commission issued opinions in eight
proceedings against accountants ar account-
ing firms pursuant to Rule 2(g} of the Rules of
Practice during the fiscal year. Under that
rule, the Commission may disqualify an attor-
ney or an accountant from practicing before
it, either temporarily or permanently, or it may
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censure him on grounds specified in the rule.
One proceeding?® was instituted on the basis
of the Commission’s civil injunctive com-
plaints against a firm’s examinations of finan-
cial statements of four companies and ques-
tions raised in an investigation regarding the
firm’s audit of the financial statements of
another company. Under the opinion, the firm
was required to have an investigation made
of its audit practices with respect to the
financial statements of client-registrants of
the Commission and to promptly adopt and
implement any recommended corrective ac-
tions; the firm was required to conduct a
study of the percentage of completion
method of accounting and establish guide-
lines to be applied in the conduct of future
audits; the firm for a period of six months was
not permitted to accept engagements from
new clients (with certain exceptions) to exam-
ine financial statements to be filed with the
Commission; and the firm is required to have
reviews conducted in 1976 and 1977 in con-
formity with the American Institute of Certified
Public Accountants’ program for the review of
quality control procedures of multi-office firms
to determine whether the firm has adopted
and implemented procedures agreed upon in
the proceedings and any corrective actions
recommended in the prior required investiga-
tion

Three proceedings were instituted on the
basis of investigations in which the Commis-
sion found that accounting firms did not per-
form the audits of financial statements of
registrants filed with the Commussion in ac-
cordance with generally accepted auditing
standards. In one proceeding, the accounting
firm was censured by the Commission.30 In
the second proceeding, the accounting firm
was ordered to employ consultants to review
and evaluate its auditing procedures and
professional practice in connection with the
audits of publicly-held companies and report
its conclusions to the Commission, and the
firm was ordered not to accept engagements
to examine new clients’ financial statements
to be filed with the Commission until one
month after the submission of the consult-
ants’ report to the Commission.3! In the third
proceeding, the accounting firm was cen-
sured and required to participate in a local
firm qualty peer-review program conducted
by the AICPA; and a former partner, who had
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been the partner in charge of the audit, was
suspended from practice before the Commis-
sion as an accountant for 60 days and was
required to undertake a program of continu-
ing professional education consistent the
guidelines recommended by the AICPA.32

Four proceedings were instituted against
accountants on the basis of injunctive actions
wherein the accountants were permanently
enjoined from violating certain sections of the
secunties laws. In one proceeding, the Com-
mission ordered that the accountant be sus-
pended from appearing or practicing before i,
that he may apply for reinstatement after two
years and that his application shall be
granted, if (a) there i1s a showing that he has
attended 100 or more hours of professional
seminars or courses dealing with registration
and disclosure requirements of the Federal
securities laws and generally accepted ac-
counting principles and auditing standards,
and (b) nothing has occurred during the sus-
pension period that would be a basis for
adverse action against him under Rule 2(e) of
the Commission’s Rules of Practice. 33

In another proceeding, the accountant was
permanently suspended from appearing or
practicing before the Commission.?* In a third
proceeding, the Commission ordered that the
accountant be prohibited from appearing or
practicing before it as an accountant other
than as an employee of an accountant or as
a consultant under the supervision of an
accountant, and that after 22 months the
accountant may apply for reinstatement; pro-
vided that satisfactory evidence 1s submitted
of his professional competence as an ac-
countant in his employment during the 22-
month period and of his attendance in at least
40 hours of courses or seminars relating to
public accounting or auditing in the 12
months immediately preceding his applica-
tion for readmission. 35 In a fourth proceeding,
the accountant's resignation from appearing
or practicing before the Commission was
accepted. 3

EXEMPTIONS FOR
INTERNATIONAL BANKS

Section 15 of the Bretton Woods Agree-
ment Act, as amended, exempts from regis-
tration securities 1ssued, or guaranteed as to
both principal and interest, by the Interna-



tional Bank for Regonstruction and Develop-
ment. The Bank is required to file with the
Commission such annual and other reports
on securities as the Commission determines
to be appropriate. The Commission has
adopted rules requiring the Bank to file quar-
terly reports and copies of annual reports of
the Bank 1o its Board of Governors. The Bank
is also required to file advance reports of any
distribution in the United States of its primary
obligations. The Commission, acting in con-
sultation with the National Advisory Council
on International Monetary and Financial
Problems, is authorized to suspend the ex-
emption for securities issued or guaranteed
by the Bank. The following summary of the
Bank's activities reflects information obtained
from the Bank. Except where otherwise indi-
cated, all amounts are expressed in U.S.
dollar equivalents as of June 30, 1976.

Net income far the year was $220 million,
compared with $275 million the previous
year. Of the $220 million nel income earned
in the fiscal year ended June 30, 1976, the
Executive Directors of the Bank in July 1976
approved the allocation of $120 million to the
General Reserve and recommended to the
Board of Governors of the Bank that the
balance of $100 million be transferred by way
of grant to the international Development
Association.

Repayments of principal on loans received
by the Bank during the year amounted to
$602 million, and a further $68 million was
repaid to purchasers of portions of loans.
Total principal repayments by borrowers
through June 30, 1976, aggregated $7.2 bil-
lion, including $4.8 billion repaid to the Bank
and $2.3 billion repaid to purchasers of bor-
rowers’ obligations sold by the Bank.

Qutstanding borrowings of the Bank were
$14.6 bilion at June® 30, 1976. During the
year, the Bank borrowed $700 million through
the issuance of 2-year U.S. dollar bonds o
central banks and other governmental agen-
cies in some 80 countries; $1,275 million in
the United States; DM 1,700 million (U.S.
$665.6 million) in the Federal Republic of
Germany; 56.7 billion yen (U.S. $188.6 mil-
lion) in Japan; SwF 750 million (U.S. $288.4
million) in Switzerlangd; SwF 300 million {U.S.
$115.1 million) and DM 100 million {U.S.
$38.4 million) in Saudi Arabva; SwF 100 mil-
lion (U.S. $38.1 million} in the Libyan Arab

Republig; OM 400 million (U.S. $115.3 mil-
lion) in Kuwait; f 450 million {U.S. $167.2
million) in the Netherlands; $50 million in
Yugoslavia; and $129.5 million from the Inter-
est Subsidy Fund, which is administered by
the Bank. The Fund, which obtained its re-
sources from voluntary contributions from
member governments, was established to
subsicize the interest payments to the Bank
on lpans made to poorer developing coun-
tries.

These borrowings, in part, refunded matur-
ing tssues amounting to the equivalent of
$905 milhon. After retirement of $63 million
equivalent of obligations through sinking fund
and purchase fund operations, the Bank's
outstanding borrowings showed a net in-
crease of $2,360 million from the previous
year after deducting $264 million represent-
ing adjustment of borrowings as a resuit of
currency depreciations and appreciations in
terms of U.S. dollars of the value of the non-
dollar currencies in which the debt was de-
nominated.

The Inter-American Development Bank
Act, which authorizes the United States to
participate in the Inter-American Develop-
ment Bank, provides an exemption for certain
securities which may be issued or guaran-
teed by the Bank similar to that provided for
sacurities of the International Bank for Re-
construction and Development. Acgting pur-
suant to this authonty, the Commission
adopted Regulation A, which reguires the
Bank to file with the Commission substantially
the same type of information, documents and
reports as are raquired from the International
Bank for Reconstruction and Development.
The following data reflect information submit-
ted by the Bank to the Commission.

On June 30, 1976, the outstanding funded
debt of the Ordinary Capital resources of the
Bank was the equivalent of $1.816 billion,
reflecting a net increase in the past year of
the equivalent of $210 million. During the
year, the funded debt increased through a
public offering in the United States of $150
million, twe public offerings and a private
placement in Switzerland totaling the equiva-
lent of $95.9 million, as well as private place-
ments in ltaly for $32.5 million and in Ger-
many for the equivalent of $19.6 million. In
addition, there were drawings totalling $36.9
million under arrangemsents with Finland, Ja-
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pan and the United Kingdom. Additionally,
$33.7 million of two-year and five-year bonds
were sold to Latin Amernican and Caribbean
Central Banks or Governmental Agencies
and Israel, essentially representng a partial
roll-over of a matuning borrowing of $38 mil-
lion. The funded debt decreased by approxi-
mately $39.9 million due to downward adjust-
ment of the U.S. dollar equivalent of borrow-
ings denominated in non-regional currencies.
The funded debt also decreased through the
retrement of approximately $80.7 miilion
from sinking fund purchases and scheduled
debt retirement.

The Asian Development Bank Act, adopied
in March 1966, authorized United States par-
ticipation in the Asian Development Bank and
provides an exemption for certain secunties
which may be issued or guaranteed by the
Bank, similar to the exemptions accorded the
International Bank for Reconstruction and
Development and the Inter-Amencan Devel-
opment Bank. Acting pursuant to this author-
ity, the Commission has adopted Regulation
AD which requires the Bank to file with the
Commission, documents and reports as are
required from those banks. The Bank has 42
members with subscriptions totaling $3.44
hiliion.

Through June 30, 1976, the Bank's net
borrowings totaled the eguivalent of $931
million In 1976 the Bank issued obligations
of the equivalent of $115 million in Germany,
$82.3 million in the Netherlands, $49.8 million
in Japan, $30.5 mdlion in Saud: Arabia, $26.7
millon in Switzeriand and $50 million to var-
lous Central Banks. In 1978, borrowing in the
United States was $100 million at 8.5 per-
cent. Before selling secunties in a country,
the Bank must obtatn that country’'s approval.

As of June 30, 1976, 13 countnes have
contnbuted or pledged a total of $590 million
to the original source mebilization of the
Bank's concessionary 'oans fund. A fotal of
$57.4 million from Ordinary Capital resources
have been set aside by the Board of Gover-
nors for concessionary loan purposes. Con-
gress appropriated a $25 million contribution
during fiscal 1976, bringing U.S. contributions
o $125 million. As of the same date, pledges
fram donor countrigs for replenishment of the
Bank's concessional loan funds amounted to
an additional $477 million. The total to be
contnbuted could amount to $760 million.
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TRUST INDENTURE ACT OF 1939

This Act requires that bonds, debentures,
notes and similar debt secunties offered for
public sale, except as specifically exempted,
be issued under an indenture which meets
the requirements of the Act and has been
duly qualified with the Commission.

The provisions of the Act are closely inte-
grated with the requirements of the Securities
Act. Registration pursuant to the Securities
Act of securities to be issued under a trust
indeniure subject to the Trust Indenture Act s
not permitted to become effective unless the
indenture conforms to the requirements of the
latter Act, designed to safeguard the rights
and interests of the purchasers. Moreover,
specified information about the trustee and
the indenture must be included in the regis-
frafion statement.

The Act was passed after studies by the
Commission had revealed the frequency with
which trust indentures failed to provide mini-
mum protections for security holders and
absolved so-called trustees from mimimum
obligations 1n the discharge of the trusts. It
requires, among other things, that the inden-
ture trustee be a corporation with a minimum
combined capital and surpfus and be free of
conflicting interests which rrught interfere with
the faithful exercise of its duties on behalf of
the purchasers of the secunties, and It im-
poses high standards of conduct and respon-
sibility on the trustee. During fiscal year 1976,
397 trust indentures relating to securities In
the aggregate amount of 25.75 billion were
filed. -

INFORMATION FOR PUBLIC
INSPECTION; FREEDOM OF
INFORMATION ACT

On November 21, 1974, Congress passed
over President Ford's veto amendments to
the Freedom of Information Act.37 which sig-
nificantly changed the proceduras governing
the handling of requests made pursuant to
the Freedom of Information Act (5 U.S.C.
552) as well as the scope of certain of the
exemptions from the Act's provisions. These
amendments became effective February 19,
1875. The Commission amended its rules
under the Freedom of information Act (17
CFR 200.80)% to reflect the amended provi-



sions of the Freedom of Information Act;
these rulgs specify the categories of available
materials and those categories of records
that are generally considered nonpublic.
These rules establish the procedure to be
followed in requesting records or copies and
provides for a method of administrative ap-
peal from the demial of access to any record.
They also provide for the imposition of dupli-
cating fees and search fees when more than
one-half man-hour of work is performed by
the Commission’s staff to locate and make
records available. In addition to the records
described, the Commission makes available
for inspection and copying all requests for no-
action and interpretative letters received after
December 31, 1970, and responses thereto
(17 CFR 200.80). Also made available since
November 1, 1972 are materials filed under
Proxy Rule 14a-8(d), which deals with pro-
posals offered by shareholders for inclusion
in management proxy-soliciting materials,
and related materials prepared by the staff
(17 CFR 200.82).

Following the effective date of the amend-
ments to the Freedom of Information Act, the
Commission instituted the practice of issuing
a public release, in a series designated Free-
dom of Information Act Releases, in most
administrative appeals decided under the Act.
The Commission hopes that this series of
releases will serve to inform the public as to
its disclosure policies under the Freedom of
Information Act and of the manner in which it
has interpreted and applied the Act to the
many types of records maintained by the
Commission.

Most of the administrative apﬁeals decided
by the Commission from the effective date of
the amendments to the close of the fiscal
year were concerned with investigatory rec-
ords. The seventh exemption of the Act, as
amended, provides that the Freedom of Infor-
mation Act “does not apply” to such records
to the extent that their production would “in-
terfere with enforcement proceedings,” “de-
prive a person of a nght to a fair trial or an
impartial adjudication,” “constitute an unwar-
ranted Invasion of personal privacy,” or
cause other types of harm specifically enu-
merated in the exemption. The Commission,
In the administrative appeals it has decided,
has determined that investigatory records will
generally be withheld on the ground that

production will “interfere with enforcement
proceedings” only if judicial or administrative
proceedings brought by the Commission or
other law enforcement authorities are in prog-
ress or there is a concrete prospect that law
enforcement proceedings will be instituted. 39
Evidentiary materials contained in investiga-
tory files closed after the completion of public
law enforcement proceedings will generally
be avallable to any person requesting access
to them.%0 In those cases where investiga-
tions are closed by the Commission without
the institution of public enforcement action,
the Commission has recognized that consid-
erations of personal privacy often require that
such records not be disclosed to members of
the public,4' except where a demonstration of
particularized need for access to the records
sufficient to outweigh considerations of per-
sonal privacy has been made. 42

Registration statements, applications, dec-
larations, and annual and periodic reports
filed with the Commission each year, as well
as many other public documents, are availa-
ble for public inspection and copying at the
Commission’s public reference room in its
principal offices in Washington, D.C. and, in
part, at its regional and branch offices.

The Commission has special public refer-
ence facilites in the New York, Chicago and
Los Angeles Regional Offices and some facil-
ities for public use in other regional and
branch offices. Each regional office has avail-
able for public examination copies of pro-
spectuses used in recent offerings of securi-
ties registered under the Securities Act; regis-
tration statements and recent annual reports
filed under the Securities Exchange Act by
companies having their principal office in the
region; recent annual reports and quarterly
reports filed under the Investment Company
Act by management investment companies
having their principal office in the region;
broker-dealer and investment adviser appli-
cations originating in the region; letters of
notification under Regulation A filed in the
region, and indices of Commission decisions.

During the 1976 fiscal year, 19,218 per-
sons examined material on file in Washing-
ton; several thousand others examined files
in New York, Chicago, Los Angeles, and
other regional offices. More than 47,994
searches were made for information re-
quested by individuals, and approximately
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12,201 letters were received for information
and/or documents.

The public may make arrangements
through the Public Reference Section of the
Commission in Washington, D.C. to pur-
chase copies of material in the Commission's
public files. The copies are produced by a
commercial copying company which supplies
them to the public at prices established under
a contract with the Commission. Current
prices begin at 10 cents per page for pages
not exceeding 8%/2" x 14" in size, with a
$3.50 minimum charge. Under the same con-
tract, the company also makes microfiche
and microfilm copies of Commission public
documents available on a subscription or
individual order basis to persons or firms who
have or can obtain viewing facilities. in mi-
crofiche services, up to 60 images of docu-
ment pages are contained on 4’ x &' pieces
of film, referred to as “fiche.”

Annual microfiche subscriptions are offered
In a variety of packages covering all public
reports filed on Forms 10-K, 10-Q, 8-K, N-
1Q and N-1R under the Secunties Exchange
Act or the Investment Company Act; annual
reports to stockholders; proxy statements;
new issue registration statements; and final
prospectuses for new issues. The packages
offered include various categories of these
reports, including those of companies listed
on the New York Stock Exchange, the Amen-
can Stock Exchange, regional stock ex-
changes, or traded over-the-counter. Reports
are also available by standard industry classi-
fications. Arrangements also may be made to
subscribe to reports of companies of one’s
own selection. Over one hundred million
pages (microimagery frames) are being dis-
tnbuted annually. The subscription services
may be extended to further groups of filings
in the future if demand warrants. The copying
company will also supply copies in microfiche
or microfilm form of other public records of
the Commission desired by a member of the
public.

Microfiche readers and reader-printers
have been installed in the public reference
areas In Washington, D.C. and the New York,
Chicago, and Los Angeles regional offices,
and sets of microfiche are available for mn-
spection there. Visitors to the public refer-
ence room in Washington, D.C. may also
make immediate reproduction of matenal on
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photostatic-type copying machines. The cost
to the public of copies made by use of all
customer-operated equipment is 10 cents per
page. The charge for an attestation with the
Commission seal is $2. Detailed information
concerning copying services available and
pnces for the various types of services and
copies may be obtained from the Public Ref-
erence Section of the Commussion.

FREEDOM OF INFORMATION
ACT LITIGATION

In The Bureau of National Affairs, Inc., et
al v. SEC,*3 the Commission was named in a
suit seeking access to the evidentiary mate-
rials contained in certain Commission investi-
gatory files which had been closed on the
basis of an informal agreement or undertak-
ing with the subjects of the investigation.
Piaintiffs also sought access to portions of
the internal memoranda which formed the
basis of the Commission’s decision to close
the investigations. In denying access to the
evidentiary materials in these files, the Com-
mission claimed that they were exempt from
disclosure because disclosure would be an
unwarranted invasion of the personal privacy
of the individuals named in the files.44 The
requested portions of the internal memoranda
were withheld on the ground that they ex-
pressed the opinions and recommendations
of the author, and were therefore exempt
from compelled disclosure. 45

In April 1976, the United States Supreme
Court issued its opinion in Department of the
Air Force v. Rose, 46 interpreting the scope of
the FOIA exemptions for invasions of per-
sonal privacy. The Court in Rose indicated
that blanket exemptions were not permitted
by the Act; rather, an agency’s efforts to
protect against invasions of personal privacy
should be limited to deleting names and
identifying details, even where there was
some nsk that disclosure of the material in
that form would disclose the identities of the
persons concerned.

As a result of the Supreme Court's decision
In Rose, the Commission re-examined its
position Iin the pending litigation and deter-
mined to disclose to plaintiffs the evidentiary
matenals contained in the particular group of
files in 1ssue, subject to the deletion of names
and identifying details of persons against



whom no informal action was taken. Plaintiffs
thereupon amended their complaint to drop
their claim to the material deleted from the
internal memoranda in question. On July 26,
1976, the district court ordered “that the case
be marked settled on the merits,” and turther
ordered that counsel fees and costs of
$5,013 be awarded to the plaintiffs.

In Anton, et al. v. Securities and Exchange
Commugsion, 47 plaintiffs, who were respond-
ents in a public admimstrative proceeding
instituted by the Commission,*® sopught the
disclosure of all the materials contained in or
relating to the Commssion’s proceeding.
Certain of the requested material was made
available, but other records were withheld on
the basis of Exemptions 5 and 7 of the
FOIA. 49 After a hearing on August 26, 1975,
the United States District Court entered an
order, ruling that all of the records n issue
were properly withheld pursuant to the
FOIA's exemptive provisions. Plantiffs took
an appeal from the district court's decision, 3¢
but dropped their appeal after the 1ssues had
been briefed.

In Merrifi Lynch, Pierce, Fenner & Smith,
Inc. v. 8.E.C., 9 plaintiff, also a respondent in
a Commission administralive proceeding,
sued to compel release of various records
under the FOIA. Plaintiff also sought a prelim-
inary injunction against continuation of the
admirustrative proceeding pending resolution
of its FOIA ¢laims. On May 27, 1976, Judge
Gasch of the District Court for the District of
Columbia declined to i1ssue the prehrminary
injunction. The count has not yet ruled on the
issue of plaintiff's entittement to the records in
question.

The plaintiff in Bast v. S$.£ C. % was seek-
ing access to various portions of internal
memaranda withheld by the Commission on
the ground that they reflected the opinions
and recommendations of members of the
staft. Following an in camera ingpection of
the records in question, the court ruled on
May 27, 1976, that all of the withheld records
were properly withheld in accordance with
Exemption 5 of the FOIA.52

In Todd & Co. v. Mason,® plaintiffs are
seeking various materials from the files of the
National Association of Secunties Dealers,
Inc. {NASD) concerning disciplinary proceed-
ings instituted by the NASD against them.
Proceeding on the theory that the NASD 1s an

“agercy” of the Federal government as that
term is defined in the FOIA,%5 Todd & Co.
requested, from the Commission, materials
relating to certain specified NASD positions
and policies which, it is claimed, the NASD
would be required to maintain and either
publish or make publicly available if the
NASD were a Federal agency. Todd & Co.
claimed that the Commission is either re-
quired to maintain the requested records for
the NASD or to take steps to require the
NASD to do so. After the Commission denied
their administrative appeal of the initial staff
determination made with respect to their re-
quest, ¢ Todd & Co. amended the complaint
i their pending suit against the NASD to
include the Commission as a defendant. The
Commission has filed a motion to dismiss the
action or, in the alternative, for summary
judgment, which the court had not ruled upon
at the close of the fiscal year.
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In addition to the disclosure provisions dis-
cussed in the preceding chapter, the Secun-
ties Exchange Act assigns to the Commssien
broad regulatory responsibilities over the se-
cunties markets and persons conducting a
business in securities. This Act, among other
things, requires securities exchanges to reg-
ister with the Comrnission, provides for Com-
mission supervision of the self-regulatory re-
sponsibiliies of registered exchanges, and
permits registration of self-regulatory associa-
tions of brokers or dealers. The Act requires
registration of brokers and dealers in secun-
ties, and also contains provisions designed to
prevent fraudulent, deceptive and manipula-
tive acts and practices on the exchanges and
in the over-the-counter markets.

The Securities Acts Amendments of 1975
(the “1975 Amendments”)’ established a
new self-regulatory organization, the Munici-
pal Securities Rulemaking Board, to formu-
late rules for the municipal securities industry
subject to the oversight of the Commission.
The amendments also contemplate a national
market system and a national system for the
clearance and settlement of secunties trans-
actions and require municipal securities
professionals, cerain securities information
processors, clearing agencies and transfer
agents to register with the Commission. Im-
portant recent developments concerning reg-
ulation of the secunties markets are dis-
cussed in Part 1 of this Annual Report.

Part 3

Reguaton of
Securiies Markets

REGULATION OF EXCHANGES
Registration

The Securities Exchange Act generally re-
gquires a secunties exchange to register with
the Commission as a national securties ex-
change unless the Cormmission, acting pur-
suant to Section 5 of the Act, exempts it fram
registration because of the limited volume of
its transactions.? As of June 30, 1976, the
following eleven securities exchanges were
registered with the Commission:

Amaerican Stock Exchange, Inc
Bosion Stock Exchange

Chicago Board Options Exchange, Inc.
Cincinnati Stock Exchange

Detroit Stock Exchange
intermountain Stock Exchange
Midwest Stock Exchange, Inc.
New York Stock Exchange, Inc.
Pacific Stock Exchange, Inc.
Philadelphia Stock Exchange, Inc.?
Spokane Stock Exchange

On Qctober 16, 1975, the Commission,
pursuant to Section 18(a)(3) of the Act, I1s-
sued orders withdrawing the registrations of
the National Stock Exchange and the Board
of Trade of the City of Chicago as national
securites exchanges. The National Stock Ex-
change had ceased operations on January
31, 1975, while the Executive Committes of
the Board”of Trade of the City of Chicago
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adopted a resolution in March 1975 to close
its securities market.4 On June 30, 1976, the
Detroit Stock Exchange ceased operations.
That exchange 1s currently in the process of
taking the necessary steps to withdraw its
registration as a national securities ex-
change.

Delisting

Pursuant to Section 12(d) of the Secunties
Exchange Act, a security may be stncken
from hsting and registration with a national
securities exchange upon the exchange’s ap-
plication to the Commussion, or may be with-
drawn from listing and registration upon the
application of its issuer, in accordance with
the rules of the exchange and upon such
terms as the Commission may impose for the
protection of investors. Historically, it has
been the Commission’s view that in evaluat-
ing delisting applications, it 1s not generally
the Commission’s function to substitute its
judgment for that of an exchange, and that
where there has been full comphance with
the rules of an exchange with respect to
delisting, the Commission 1s required to grant
a delisting application. The authority of the
Commuission in such cases is limited to the
imposition of terms deemed necessary for the
protection of investors.5

The standards for delisting vary among the
exchanges, but generally delisting actions are
based on one or more of the following fac-
tors. (1) the number of publicly-held shares or
shareholders 1s insufficient (often as a result
of an acquisition or merger) to support a
broad-based trading market; (2) the market
value of the outstanding shares or the trading
volume is inadequate; (3) the company no
longer satisfies the exchange’s listing criteria
with respect to earnings or financial condition;
or (4) required reports have not been filed
with the exchange.

During the fiscal year, the Commission
granted exchange applications for the delist-
ing of 181 stock issues and twenty-two bond
issues. In the wake of its decision to withdraw
its registration as a national securities ex-
change, the National Stock Exchange applied
to strike eighty-five stock and three bond
issues from listing and registration. Applica-
tions granted other exchanges totaled: Ameri-
can, twenty-seven stocks and two bonds,
New York, twenty-three stocks and fifteen
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bonds; Pacific, twenty-one stocks and two
bonds; Boston, ten stocks; Philadelphia, Mid-
west and Detroit, five stocks each.®

The Commission also granted the applica-
tion of two 1ssuers to withdraw their securities
from listing and registration on the Boston
Stock Exchange.

Unlisted Trading Privileges

Prior to the 1975 Amendments, Section
12(f) of the Securities Exchange Act provided
that a national securities exchange might,
upon application to and approval by the Com-
mission, extend unlisted trading privileges to
any security listed and registered on another
national securities exchange. The 1975
Amendments broadened the section to en-
compass securities not listed on any ex-
change; other textual changes were intended
to express congressional concern over the
impact of unlisted trading on the development
of a national system, and to clarify that such
applications may not be granted If the effect
would be to restrict competition.” At the time
the 1975 Amendments were enacted, the
Boston Stock Exchange (“BSE”) had pending
an application for unlisted trading privileges in
the common stock of Ludlow Corporation,
which was already listed on the New York
Stock Exchange (“NYSE”).8 Following notice
of BSE's application, Ludlow Corporation filed
an objection to the granting of BSE'’s applica-
tion and requested a public hearing on the
matter. On June 25, 1975, the Commission,
pursuant to Section 12(f)(2) of the Act, or-
dered that a public hearing be held concern-
ing BSE's application.®

The Ludlow matter represents the first ap-
plication for unlisted trading privileges to be
contested since the adoption of the 1975
Amendments and also the first such applica-
tion which has become the subject of an
administrative proceeding in approximately
30 years. Ludlow asserted that (i) the Act
requires BSE to show that it would establish
a trading market in Ludiow stock, (ii} such a
market would not divert trading volume from
the “primary market” (NYSE) in a manner
disruptive to the fair and orderly market cur-
rently maintained on the NYSE, and (iii)
transactions in Ludiow stock occurring on the
BSE without clearing the NYSE specialist's
book would not be inconsistent with the pro-
tection of investors. BSE and the Commis-



sion’s staff both asserted that (i) the Section
12(f)(2) standard requires only that the appli-
cant demonstrate that an appropriate medium
for trading the subject security exists on its
exchange (without necessarly demonstrating
that active trading or a particular type of
market will automatically develop), (ii) the
emphasis on competition evident in the 1975
Amendments outweighs possible concerns of
diversion of trading volume from existing pri-
mary markets, and () the 1975 Amendments
and subsequent implementation thereof by
the Commussion have established that the
development of a national market system Is
the proper means for protection of investors’
limit orders on specialists’ books.

On May 6, 1976, a Commission Adminis-
trative Law Judge issued an lInitial Decision
granting BSE’s application. 1° The Initial Deci-
sion held that Section 12(f) and Rule 12f-1
thereunder require only a mimimal showing by
the applicant exchange, namely, that there
exists a degree of local interest in the subject
security, that the applicant exchange main-
tains rules and practices which assure a fair
and orderly market in the stock should a
market develop on that exchange, and that
the subject security currently trades in a fair
and orderly fashion. The Administrative Law
Judge noted that the 1975 Amendments cre-
ate a presumption in favor of competition and
thereby minimize the extent to which potential
diversion of trading volume should be consid-
ered, and refused to find that trading of
Ludiow stock on the BSE, in circumvention of
public limit orders on the NYSE, would be
inconsistent with the protection of investors.

The Commission subsequently granted
Ludiow’s Petition for Review of the Initial
Decision and the matter is currently pending
before the Commission.

Exchange Disciplinary Actions

Section 19(d) of the Securities Exchange
Act, added by the 1975 Amendments, re-
quires exchanges to report to the Commis-
sion for its review any final disciplinary sanc-
tion imposed by an exchange that (i) denies
membership or participation to any applicant,
(ii) prohibits or limits access to services of-
fered by an exchange or member thereof, or
() imposes final disciplinary sanctions on
any person associated with a member or bars

any person from becoming\assomated with a
member.

During the fiscal year, five exchanges re-
ported to the Commission a total of 198
separate disciplinary actions, including the
imposition in 117 cases of fines ranging from
$100 to $20,000, the admonishment of six-
teen individuals, the suspension from mem-
bership (for periods ranging from one week to
five years) of three member organizations
and twenty-nine individuals, the censure of
eight member firms and twenty-seven individ-
uals, the barnng of twenty-eight individuals
and the expulsion of two individuals and one
member firm.

Exchange Rules

As previously reported, ' the 1975 Amend-
ments added to the Securities Exchange Act
the requirement that self-regulatory organi-
zations file with the Commission any pro-
posed rule or change in an existing rule
accompanied by a concise statement of the
basis and purpose of the proposed rule
change.? This requirement applies to the
rules of exchanges as well as rules of the
NASD, clearing agencies and the Municipal
Securities Rulemaking Board.'? In general,
the Commission is required to publish notice
of the proposed rule change and to give
interested parties an opportunity to submit
their views concerning the proposal. Pro-
posed rule changes may not take effect un-
less approved by the Commission (with the
exception of certain types of rule changes,
such as interpretations of existing rules,
which are permitted to take effect without
Commussion review, subject to the Commis-
sion's powers under Section 19(c) of the
Securities Exchange Act to abrogate such
rule changes).

On August 19, 1975, the Commission
adopted'® Rule 19b-4 and related Forms
19b—4A and 19b—4B, which provide proce-
dures for self-regulatory organizations to file
proposed rule changes for the Commission’s
approval or to give notice of those rule
changes which may take effect without Com-
mission approval. The rule also provides the
self-regulatory organizations with critena by
which they may determine which of their
policies, practices and interpretations are
deemed to be rules for the purpose of the
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filing requirement. Furthermore, it specifies
the procedures to be followed by the Com-
mission in passing upon proposed rule
changes.

During the fiscal year, 'the Commission
received 196 submissions from exchanges
involving a variety of rules and stated poli-
cies. The following were among the more
significant rule changes approved by the
Commission:

1. The NYSE adopted two rule changes
affecting previously fixed listing and delisting
standards. The first provided for semi-annual
downward adjustment in the listing and delist-
ing criteria for publicly-held shares based on
fluctuations in the NYSE Composite Index.
The second rule change provided alternative
numerical standards for listing the securities
of companies which are not organized under
the laws of the United States; these stand-
ards are significantly higher than' those re-
quired of domestic issuars.

2. Three exchanges submitted rule propos-
ats to implerment or expand automated order
routing and execution systems. The Midwest
Stock Exchange ("MSE") adopted rule
changes to convert its “MAX" program for
automatic execution of certain market orders
from a pilct to a permanent program. The
NYSE adopted rule changes to implement its
Designated Order Turnaround ("DOT") Sys-
tem to expedite automated routing of 100-
share market orders to NYSE specialists, and
the Pacific Stock Exchange (“PSE"} ex-
panded its automated order routing and exe-
cution system {(“COMEX") to handle orders
up to 300 shares.

3. The NYSE amended various rules to
permit NYSE specialists to become odd-lot
dealers in their regpective assigned issues.

4. Pursuant to the requirements of Section
G{e) of the Securities Exchange Act, as
amended, all of the naticnal securities ex-
changes amended thair rules ta abolish fixed
odd-lot differentials as well as those provi-
sions requiring the imposition of a ditferential
on all odd-lot orders. In addition, these ex-
changes have amended their rules to provide
for competitive commission rates on intra-
member transactions.

5. The Chicago Board Options Exchange
("CBOE"), the Philadelphia Stock Exchange
{“Phix™) and the Cincinnati Stock Exchange
("CSE") amended their organizational rules
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to provide for the participation of at least one
public director (or governor) on their respec
tive boards.

6. The PSE amended its rulas to nstitute a
pilot program for competitive market making
in one issue which is dually listed and traded
on the PSE and two other national securities
exchanges.

7. All national securities exchanges
amended their frading rutes to conform to
Securities Exchange Act Rule 19¢—1, which
decrees the phased elimination of exchange
restrictions on off-board transactions in ex-
change securities. 15

8. The Commission did not object to initia-
tion of trading in the same class '8 of options
by more than one exchange (dual trading).'?
Presently, options which are the subject of
dual frading must have the same expiration
dates and exercise prices on one exchange

»as those of the same class which are traded

on another exchange. Thus, members of the
public are able to “shop markets” to place
orders for identical option contracts in the
market where they receive best execution, 18

EXCHANGE INSPECTIONS

NYSE Specialist Surveillance
Inspection

From July 30 through August 1, 1975,
membetrs ol the Commission staff conducted
an inspection of the NYSE's Market Surveil-
lance Division. The purpose of the inspection
was to delermine the extent, if any, to which
NYSE specialists were engaged in the prac-
tices of “print splitting” and ‘“‘narrowing
spreads.”'? As the fiscal year closed, the
staff was currently reviewing documents and
data compiled during the course of the in-
spection to determine the effectiveness of the
NYSE's rules and surveillance program in
this area.

American Stock Exchange
Arbitration Inspection

On January 26-28, 1976, members of the
Cemmission staff conducted an inspection of
the American Stock Exchange (“Amex") De-
partment of Arbitration. The purpose of the
inspection was to review and evaluate the
Amex arbitration program to determine
whether it provides a fair procedure through



which the interests of the public and investors
are protected. The inspection included review
of the administration of such matters by the
Amex staff; the selection and composition of
arbitration panels; types of cases and issues
involved; and the appropriateness ¢f awards.

Subsequently, the staff made the following
recommendations to the Director of the De-
partment of Arbitration:

1. That the Amex delete that portion of its
Rule 602 which, in cases where the amount
in controversy exceeds $1,000, permits the
Director to appoint a five person arbitration
panel, four of whom would be connected with
the secunties industry. In addition, the staff
suggested that public claimants be entitled to
a panet composed entirely of persons having
no affiiation with the securities industry.

2. That the Amex resume its past practice
of making a record of arbitration proceedings,
to assist any party wishing to appeal the
decision to the courts and to aid the Commis-
sion in the performance of its oversight re-
sponsibilities.

3. That the Amex resume its past practice
of requiring its, Conduct Division to review
arbitration proceedings 1o determine whether
disciplinary action against the member may
be warranted, particutarly where the decision
is rendered against the member firm.

4. That the exchange's advertising and
public relations programs be expanded to
inform the public more adequately of the
availability of its arbitration facilities.

Boston Stock Exchange
Inspection

On February 17-19, 1976, members of the
Commussion statf conducted an insgection of
the Boston Stock Exchange (“BSE"), focus-
ing on the BSE's market surveillance pro-
gram, floor procedures and performance of
the BSE's specialists in securites traded on
the BSE pursuant to unlisted trading privi-
leges. In addition, the staff examined BSE's
internal cperating and disciplinary procedures
and revtewed disciplinary and arbitration pro-
ceedings conducted by the BSE in regent
years. Issues raised by the inspection were
under analysis al the end of the fiscal year.

NYSE Department of Enforcement
Inspection

On Qctober 17, 1975, the Commission’s

statf informed the NYSE of findings after its
inspection of the NYSE Department of En-
forcement. The inspection was intended to
evaluate the Department's effectiveness in
investigating and prosecubng rule violations
by members, member firms and registered
employees.

In its letter, the staff requested the Depart-
ment's views as to what factors (including
working conditions and salaries) may account
far the turnoverz® of enforcement attorneys
and what steps the Department believes can
be taken to improve the situation. The staff
recommended that consideration be given to
filling an enforcement attorney vacancy and a
vacant special counsel position in order to
enable the Department to maintain the re-
sources required to investigate and prosecute
a relalively large number of cases. It was
further suggested that the Department de-
velop procedures for utilizing the examining
staff of the Member Surveillance Division to
gather evidence pertinent to a case under
investigation and to determine whether rule
violations are widespread within a firm.

The staft alsc recommended the mainte-
nance of flow charts or other appropriate
records tracking the progress of investiga-
tions through their final disposition, in order to
assure that investigations are handled expe-
ditiously and formal charges, where neces-
sary, are filed timely. In order to assist the
Commission in the exercise of its oversight
responsibilities, the staff recommended that
the Department make more detailed closing
records of cases in which no disciplinary
aclion is taken. The staff suggested further
that after the Department had become rea-
sonably current in the handiing of its present
“major complaint” 2! caseload, the guidelines
applicable to NYSE Rule 351, which requires
the prompt reporting by member firms of rule
violations, lawsuits and various other matters
involving member firms and thelr registered
employees, be amended downward to in-
crease the number of significant claims re-
ported. Finally, 1t was recommended that the
Department resume its review of arbitration
cases, Inasmuch as such proceedings are a
valuable source of possible rule violations.

American Stock Exchange
Options Program Inspection

On September 16 and 17, 1975, membaers
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of the Commission’s staff inspected certain
aspects of the Amex’s options pilot program,
with special attention given to activities of
option traders and o Amex’s surveillance of
such activitias. The stalt sought to determine,
among other things, the extent to which op-
tion traders were discharging the affirmative
obligations imposed by Amex rules to main-
tain fair and orderly markets, 22

The inspection revealed that Amex neesded
a procedure for ascertaining whether one or
more oplion traders were prasent in a trading
crowd and thereby subject to affirmative trad-
ing obligations. In consultation with the Com-
mission staff, Amex adopted a rule and re-
lated surveillance procedures requiring that at
least one option trader be present in the
crowd whan a customer’s order is executed
by a floor broker.2* The rule gives Amex a
more effective means of determining whether
unsatisfactory market conditions exist and
whether such conditions are attributable to
the failure of option traders to discharge their
affirmative responsibilities.

Philadelphia Stock Exchange
Options Program Inspection

On August 27, 1875, members of the Com-
mission’s staff conducted an inspection of the
Philadelphia Stock Exchange (“Phix") 1o de-
termine whether the Exchange’s facilities and
surveillance programs were adequate to ac-
commodate the expansion of its recently es-
tablished2* option trading program.2s Special
attention was given o an examination of
Phix's floor facilities and the abilty of floor
personnel to keep guotations current, report
trades, and conduct orderly options trading.

The staff team concluded that the opera-
tional aspects of the Phix option pilot program
were salisfactory and that the organizational
framework of the Exchange's regulatory and
surveillance programs appeared adequate to
accemmodate expansion. It was noted, how-
ever, that more comprehensive assessment
of the Phix's regulatory and surveillance sys-
tems could not be made until its options pilot
program achieved higher trading volume and
a larger number of option classes.

Chicago Board Options Exchange
Inspection

On December 2—4, 1975, the Commission
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staff conducted an inspection of the Chicago
Board Options Exchange {“CBOE") which
focused primarily an CBOE's regulatory and
surveillance programs. Special attention was
devoted to CBOE'’s evaluation of the perfor-
mance of its market makers and board bro-
kers and allocation of option classes 1o those
members. The staft found that CBOE's per-
formance in the area of floor member evalua-
tion had improved considerably since the
time of the Commission staff's last inspec-
tion. 28

The inspection also revealed significant
new developments in CBOE's market surveil-
lance program. At the time of the inspection,
CBOE was in the process of restructuring this
program to include methads employed by the
NYSE to monitor stock trading in periods of
unusual markat activity. The stafi suggested
that CBOE's current procedures not be dis-
carded until the new procedures have been
fully evaluated.

The inspection of CBOE's Investigation
Section? led to staff recommendations that
CBOE adopt a system enabling it to maintain
records more fully describing instances in
which market makers are given permission to
trade at variance with their obligations to
maintain fair and orderly markets.?® Members
of the CBOE staff stated that they would
institute a procedure for keeping such rec-
ords.

The staff also sought io determine the
extent to which CBOE members engaged in
“front-running™ of blocks,?? “up-ticking” (or
“down-ticking"} at the close of business®
and prearranged spread transactions.3' At
the time of the inspection, CBOE appeared to
have made progress in establishing surveil-
lance programs for the detection of these
practices.

The Commission staff paid particular atten-

" tion to CBOE's survelilance program for de-

tecting members’ holding positions in excess
of the maximum limits set forth in CBOE's
rules.32 The Commission's staff suggested
that CBOE facilitate its review procedures by
arranging to have position reports sent on a
regular basis to its Trading Procedure De-
partment as well as to its Compliance Depart-
ment.

SUPERVISION OF NASD

The Securities Exchange Act provides that



an association of brokers and dealers may be
registered with the Commussion as a national
securities association if it meets the stand-
ards and requirements for the registration
and operation of such associations contained
in Section 15A of the Act. The Act contem-
plates that such associations will serve as a
medium for self-regulation by over-the-
counter brokers and dealers. in order to be
eligible for registration, an association’s rules
must be designed to protect investors and the
public interest, to promote just and equitable
principles of trade and to meet other statutory
requirements. Registered securities associa-
tions operate under the Commission's gen-
eral supervisory authority, which includes the
power to review disciplinary actions taken by
an association, to approve or disapprove
changes in the association’s rules and to
abrogate, alter or supplement such rules. The
National Association of Securities Dealers,
Inc. (“NASD"), i1s the only such association
registered with the Commission under the
Act.

In adopting legislation to permit the forma-
tion and registration of national securities
associations, Congress provided an incentive
to membership by permitting such associa-
tions to adopt rules precluding any member
from dealing with a nonmember broker or
dealer except on the same terms and condi-
tions and at the same prices as the member
deals with the general public. The NASD has
adopted such rules. As a practical matter,
therefore, membership is necessary for profit-
able participation in many underwritings since
members properly may grant only to other
members price concessions, discounts and
similar allowances not granted to the general
public.

By the close of the fiscal year, 2,928 bro-
kers and dealers were NASD members, a
decrease of sixty-three members during the
year. This loss reflects the net result of 303
admissions to and 366 terminations of mem-
bership. The 1975 Amendments provide, for
the first time, for the registration with the
Commission of municipal securities profes-
sionals; consequently, approximately 250
municipal securities brokers and dealers be-
came members of the NASD. The number of
members’ branch offices decreased by forty-
four to 5,968 as a result of the opening of 916
new offices and the closing of 960. During the

fiscal year, the number of registered repre-
sentatives and principals (which categories
include all partners, officers, traders, sales-
men and other persons employed by or affili-
ated with member firms in capacities which
require registration) decreased by 2,984 to
194,718 as of June 30, 1976. This decrease
reflects the net result of 14, 793 initial regis-
trations, 16,633 re-registrations and 34,410
terminations of registrations during the year.

During the fiscal year, the NASD adminis-
tered 40,762 qualification examinations, of
which 14,295 were for NASD qualification,
2,025 for the Commission’s SECO program3?
and the balance for other agencies, including
major exchanges and various state securities
regulators.

NASD Rules

Prior to the 1975 Amendments, the Secun-
ties Exchange Act required the NASD to file
for Commission review copies of proposed
rules or rule amendments 30 days prior to
their proposed effectiveness. The Commis-
sion could disapprove them if it found them
inconsistent with the requirements of the Act.
Otherwise, the Commission would issue a
statement to the effect that it had reviewed
such proposed rules or rule amendments and
had “not disapproved” them. Moreover, the
Commission would generally review, in ad-
vance of publication, general policy state-
ments, directives and interpretations issued
by the NASD Board of Governors pursuant to
its powers to administer and interpret NASD
rules.

Section 19(b) of the Act, as amended by
the 1975 Amendments, gave the Commission
more explicit oversight authonty over the
NASD’s rulemaking processes (as well as
those of other self-regulators) and provided
further statutory criteria for such Commission
oversight.®* Proposed NASD rule changes
are now filed with the Commission, after
which the Commission generally has thirty-
five days from the time the notice of the
proposal has been published in which to
approve the proposal, or to institute proceed-
ings to determine whether the proposal
should be disapproved. If the Commission
finds good cause for immediate approval
upon filing, and publishes its reasons for so
finding, the Commission may approve the
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proposed rule change or amendment prior to
the thirtieth day after publication.

During the fiscal year, numerous proposed
changes to NASD rules were submitted to the
Commussion for its consideration. Among the
major filings which the Commission approved
were:

(1) Adoption of a new interpretation and
explanation by the Board of Governors of
Article Ill, Sections 1, 27 and 28 of the NASD
Rules of Fair Practice concerning personal or
private securities transactions by persons as-
sociated with a member firm and such mem-
ber’s responsibility to supervise such transac-
tions. The new interpretation and explanation
1s designed (1) to give an NASD member
notice of the private securities activities of its
associated persons (2) to give notice to per-
sons associated with a member that their
involvement in private securities transactions
outside the scope of their association with the
member may require their registration as bro-
kers, dealers or investment advisers under
Federal or state securities laws, and (3) to
advise members of their obligations to super-
vise the private securities transactions of their
associated persons. In this regard, an associ-
ated person contemplating such transactions
is required to notify the member in writing of
his intention, which notice provides a mecha-
nism to assist members in satisfying their
supervisory responsibilities. The new inter-
pretation appeared necessary in view of past
instances of private securities transactons
involving associated persons in which cus-
tomers mistakenly believed that the transac-
tion was sponsored by the member.

(2) Adoption of new Article XVIII of the
NASD's By-Laws and Schedule G thereunder
concerning, among other things, the reporting
of transactions in eligible securities In the
consolidated transaction reporting system
(the “consolidated system”) contemplated by
Securities Exchange Act Rule 17a-15,35 and
anti-manipulation rules relating to over-the-
counter trading in such secunties. The new
requirements provide that principal transac-
tions effected by NASD members must be
reported in the consolidated system at the
price recorded on the trade ticket without
taking into account any commission, commis-
sion equivalent, or differential imposed in
connection with the transaction. The new
procedures effectively eliminate the previous
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disparity between the reporting of principal
transactions effected by NASD members and
the reporting of identical transactions eftected
on national securities exchanges.

(3) Amendments to Schedule D under Arti-
cle XVI of the NASD By-Laws to eliminate
capital requirements for market makers au-
thorized to enter quotations in the NASDAQ
(National Association of Securities Dealers
Automated Quotation) System, to modify
block reporting requirements, to revise fees
for Level | NASDAQ usage, to reduce the
NASDAQ market maker requirements to re-
quire only one market maker (instead of two)
for any security traded on NASDAQ, to out-
line procedures on limitation of access to the
NASDAQ System, and to permit the inclusion
in the NASDAQ System of securities issued
by certain open-end investment companies
registered under the Investment Company
Act. The NASD eliminated the NASDAQ capi-
tal requirements because the recent amend-
ments to Securities Exchange Act Rule 15¢3-
1 established an industry-wide uniform net
capital rule.3¢ Moreover, in order to improve
the NASD's market surveillance program and
to provide better information to the public, the
NASD amended its block reporting regula-
tions to require daily reporting of the total
number of block transactions executed for all
issues in which a firm s a registered market
maker. With regard to the inclusion of certain
open-end Investment companies in NAS-
DAQ, it appeared that since shares of these
companies were not continuously offered and
were already traded in the over-the-counter
market, it was in the interest of the investing
public to provide broader dissemination of
quotations in such shares. Other admend-
ments to Schedule D specify the reasons for
which the NASD may summarily limit or pro-
hibit access to NASDAQ by issuers and mar-
ket makers, and outline the procedures for
NASD review of grievances arising from such
action. Section 15A(h)(3) of the 1975 Amend-
ments gives the NASD authority to take such
summary action under certain circumstances.

(4) Amendments to Schedule D of the
NASD By-Laws to permit the inclusion in the
NASDAQ System of stabilizing bids accom-
panied by penalty stipulations. The penalty
stipulation is imposed by the underwriter of a
new issue upon a participant in a selling
group when the participant sells back to the



underwriter shares which the former had
agreed to distribute in furtherance of the
oftering. In this situation, the penally stipula-
tion generally provides that the participant
forfeits its selling concession on those shares
sold back to the underwnter.

The NASD theretofore had considered a
stabilizing bid qualified by a penalty stipula-
tion as not representing a “fium” quotaton
(i.e., the bid is so conditioned that it does not
represent an opportunity for certain members
to sell to the managing underwriter at the
quoted pnce).* However, the amendment to
Schedule D now permits inclusion in NAS-
DAQ of a stabilizing tid accompanied by a
penalty stipulation, provided the stipulation
only deprives a member of the syndicate of
its selling concession for any shares returned
to the managing underwnter via the stabiliz-
ing bid.

NASD Inspections

During the fiscal year, the Commission's
staff inspected the NASD's district offices In
Atlanta, Boston and Cleveland,*® the NAS-
DAQ and Market Surveillance Departments
of the NASD's Washington headguarters, and
the NASD's Arbitration Department, located
in New York City. These inspections were
conducted as a part of the Commission’s
continuing oversight of the NASD's perfor-
mance of its self-regulatory functions. The
inspection program alsc is designed to im-
prove coordination between NASD and Com-
mission programs for regulaton and enforce-
ment activiles n the over-the-counter mar-
kels.

The NASD district office inspections by the
Commission involved a review of (1) the
composition and effectiveness of the District
Cemmittees, the District Business Conduct
Committees (“DBCC's”), examination sub-
commitiees, nominating committees and quo-
tations committees, (2) the administrative
management and functioning of the district
staffs, especially therr working relationships
with the various committees comprised of
representatives of NASD member firms, (3)
the district staffs’ cooperation with the Com-
mission’s regional offices, the exchanges and
other interested regulatery bodies including
the state securities regulators, (4) the effec-
tiveness of NASD disciplinary procedures,
and (5) the need, if any, for adoption of new

rules or amendments to existing NASD or
Commission rules, or NASD pelicies and in-
terpretations. Problems encountered during
these inspections included (1) questions con-
cerning the adequacy of enfarcement of the
NASD's Mark-Up Policy by certain DBCC's,
{2) a need to generate greater consistency
with respect to the timely initiation of disciph-
nary proceedings and the severity of sanc-
fions imposed, (3) instances of insufficient
specificity in written decisitons memonalizing
DBCC disciplinary action, {4) the possible
need for greater representation of non-ex-
change member firms on the various
DBCC's, and (5) occasignally insufficient ad-
ministration and enforcement of the NASD's
in-firm supervision standards. All these prob-
lems were reviewed with representatives of
the NASD's National Office duning the course
of the fiscal year, and appropriate corrective
action had been initiated by year's end.

The objectives of the NASD Arbitration
Department inspection were to review and
evaluate (1) the NASD's arbitration proce-
dures to determine the quahty and fairness of
its program, (2) the administrative procedures
used by the NASD arbitration staff, (3) the
selection and composition of arbitration
panels to ensure the fairness of its proceed-
ings and lack of discrimnation, and to survey
{4) the types of cases and issues involved,
and {5) the awards made by the arbitration
panels. The inspection revealed delays in the
processing of disputes submitted to the
NASD for arbitration. The staff noted that as
of the inspection date, approximately fifty-
three cases remained "open” ar unresolved.
Of this number, thirty-three cases had re-
mained open for periods ranging from six
months to a year after the date of their
submission for arbitration. At least one case
had been open for nearly two years. A meel-
ing with the NASD on this matter will be
scheduled early in the coming fiscal year.

The inspection of NASD's NASDAQ opera-
tions33 revealed a need to improve enforce-
ment of the NASD's mimmum requirements
of two market makers#® and 500 sharehoid-
ers of record for inclusion of a securities
issue on NASDAQ, and of the NASD’s policy
with respect to “crossed markets.” The in-
spection also uncovered a delay in imple-
menting a NASDACQ “Bid Analysis Program”
which was designed in 1974 by the NASD
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and the Commission to detect market manip-
ulation. Finally, the undesirable conse-
quences of the high turnover rate of person-
nel in NASDAQ's Market Survelllance Sec-
tion was noted by the Commission's staff.

In subsequent discussions with the NASD’s
representatives concerning implementation of
the NASDAQ Bid-Analysis Program, the
NASD stated that it planned to start a pilot
program along these lines by September of
1976. The NASD also agreed to meet with
the Commission’s market surveillance staff to
discuss the NASD's plans for the program.
With respect to the personnel problems In
NASDAQ's Market Surveillance Section, the
NASD pointed out that this section—particu-
larly its antifraud department—is now fully
staffed with experienced personnel, and s
expected to be more effective in the future.

The inspection of the NASD's Arbitration
Department revealed delays in the process-
ing of disputes submitted to the NASD for
arbitration. The staff noted that as of the
inspection date, approximately fifty-three
cases remained “open” or unresolved. Of this
number, thirty-three cases had remained
open for periods ranging from six months to a
year after the date of their submission for
arbitration. At least one case had been open
for nearly two years. The NASD's Arbitration
Department staff said that the main reasons
why these fifty-three cases remained open
were difficulties in scheduling mutually conve-
nient hearing dates and delaying tactics by
certain parties to these proceedings. A meet-
ing with the NASD on this matter will be
scheduled early in the coming fiscal year.

NASD Disciplinary Actions

The Commission receives from the NASD
copies of Its decisions In all cases where
disciplinary action is taken against members
or persons associated with members. Gener-
ally, such actions are based on allegations
that the respondents have violated specified
provisions of the NASD’s Rules of Fair Prac-
tice. Where violations by a member firm are
found, the NASD may impose such sanctions
as expulsion, suspension, imitation of activi-
ties or operations, fine, censure or other
fitting sanction. If the violator is an individual,
his registration with the NASD may be sus-
pended, he may be barred from association
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with any member, or he may be fined, cen-
sured, or otherwise suitably sanctioned.
During the past fiscal year, the NASD re-
ported to the Commission final disposition of
348 disciplinary complaints in which 209
members and 523 individuals were named as
respondents. Complaints against nine mem-
bers and thirty-two individuals were dis-
missed for failure to establish the alleged
violations. Thirty-five members were expelled
from membership and twenty-one members
were suspended for periods ranging from one
day to two years. Fines also were imposed in

" many of these cases. In 126 cases, members

were fined amounts ranging from $25 to
$20,000, and in eighteen cases members
were censured. Additionally, 157 persons as-
sociated with member firms were barred or
had their registrations revoked, and eighty-
one had their registrations suspended for
periods ranging from one day to five years.
Finally, 206 other individuals were censured
or fined amounts ranging from $100 to
$20,000.

Review of NASD Disciplinary
Actions

Disciplinary actions taken by the NASD are
subject to review by the Commission on its
own motion or on the timely application of
any aggrieved person. Prior to the 1975
Amendments, the effectiveness of any pen-
alty imposed by the NASD in those cases
accepted for review by the Commission was
stayed pending such review. However, Sec-
tion 19(d) of the Securities Exchange Act, as
amended, provides in part that the effective-
ness of any sanction imposed by the NASD
(or any self-regulatory organization) is not
stayed pending appeal to the Commission
uniess the Commission so orders. If the
Commission finds, on appeal or on review by
its own motion, that the disciplined party
committed the acts found by the NASD and
that such acts violated the specified rules, the
Commission must sustain the NASD's action
unless it finds that the penalties imposed are
excessive or oppressive, in which case it may
reduce or set aside such penalties. The Com-
mission, however, may not increase the pen-
alties imposed by the NASD.

At the beginning of fiscal 1976, thirty pro-
ceedings for review of NASD disciplinary de-



cisions were pending before the Commission,
and during the year fourteen additional cases
were brought up for review. The Commission
disposed of twenty-nine of these appeals. In
seventeen cases, the Commission affirmed
the NASD’s action. The Commission dis-
missed the appeal In one case because of
respondent’s failure to file a brnef, modified
the NASD's findings or penaities in eight
cases, remanded two cases to the NASD,
and permitted withdrawal of one appeal. At
the close of the fiscal year, fifteen appeals
were pending.

Three significant opinions emerged during
the fiscal year. In Unified Underwriters,
Inc , 4 the Commission affirmed the NASD’s
findings that the respondent violated the
NASD's Rules of Fair Practice by failling to
comply with its interpretations respecting free
riding and withholding. Here, during the
course of a distribution, respondent pur-
chased for its own account shares in several
public offerings at the public offering pnce.
When these shares advanced to an immedi-
ate premium in the aftermarket, and after
respondent had heid these shares for periods
ranging from seven to ninety days, respond-
ent sold these shares in the openmarket for a
profit. The respondent argued that its actions
did not violate the NASD interpretation since
it was not a participant in the distribution and
since I1ts purchases were not made with a
view to distribution but solely for investment
purposes. The Commission found, however,
that respondent’s trading was for the pur-
poses of realizing short-term capital gains
and that, since the shares were immediately
resold, respondent did not intend to hold the
shares for investment. Accordingly, the re-
spondent was held to have engaged in a
distribution and violated its obligation to make
a bona fide public offering at the public offer-
Ing pnice.

In Todd and Company, Inc. 42 the Commis-
sion affirmed the NASD’s findings that re-
spondents arbitrarily set the market price in
the trading of the common stock of Auto-
mated Medical Laboratones, Inc., just after
Todd had completed selling Automated’s first
public offering of 250,000 shares, in order to
induce customers to purchase and sell that
stock in large quantities. The Commission
held that the respondents’ prices were not
determined as “passive responses to market

forces” but were “artificial devices invented
for the purpose of generating demand.” Fur-
ther, the Commission found that the respond-
ents engaged in a “crass manipulation that
could not possibly be deemed privileged un-
der any conceivable legal theory ”43

In reviewing the penalties, the Commission
noted that respondent Langbein, the firm’s
president, appeared to have been influenced
by erroneous legal advice and, accordingly,
reduced the duration of his suspension and
that of his firm from twelve months to six
months. However, the Commission affirmed a
$50,000 fine imposed against respondents. 44

In Frank De Felice Ph.D. & Associates,
Inc ,45 the Commission affirmed the findings
of the NASD that the respondents violated
just and equitable principles of trade by ob-
taining loans under two subordination agree-
ments without disclosing to the lenders the
firm’s financial situation, affording them a
clear description of the terms of the subordi-
nation agreement, or informing them that the
protections afforded customers by the Securi-
ties Investors Protection Act of 1970 were not
available to them. Although some of this
information was a part of the agreement, the
Commission noted that the “legalistic boiler-
plate” in the form agreement was no substi-
tute for the clear statement in ordinary lan-
guage which respondents were obligated to
give the lenders. However, due to a lack of
evidence indicating deliberate deception, the
NASD's sanction was reduced to ninety-day
suspension for each respondent.

Review of NASD Membership
Action

Under Section 15A(g)(2) of the Exchange
Act, the NASD must notify the Commission of
its intention to admit a registered broker-
dealer subject to a statutory disqualification to
membership, or to permit a statutorily dis-
qualified person to become associated with a
member, not less than thirty days prior to
admission of the member or association of
the person. At the time of the filing of such
notice, the NASD may apply for an order
stating that the Commussion will not proceed
under those provisions of the Act empower-
ing the Commission to exclude the firm or
associated person, notwithstanding the dis-
qualification. The Commission, In its discre-
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tion and subject to such terms and conditions
as it deems necessary, may issue an order
permitting such membership or association if
it finds such action appropriate in the public
interast and for the protection of investors. At
the beginning of the fiscal year, four applica-
tions of this nature were pending before the
Commission. During the year, eight applica-
tions were filed, five were approved and three
were withdrawn, leaving four applications
pending at the end of the year.

SUPERVISION OF THE
MUNICIPAL SECURITIES
RULEMAKING BOARD

Under Section 19(b) of the Exchange Act
and Rule 19b—4 thereunder, the Municipal
Securities Rulemaking Board (“MSRB") is
required 1o file with the Commission any
proposed rule change, accompanied by a
concise general statement of the basis and
purpose of such proposed rule change. In
general, the Commission must then publish
notice of the proposed rule change together
with the terms of such change or description
of the subjects and 1ssues involved, and must
give parties an opportunity to submit their
views. Most propesed rule changes may not
take effect unless approved by the Commis-
sion; however, certain rule changes, including
those establishing or changing a fee, dues or
other charges imposed by the MSRB or rules
concerned solely with the administration of
the MSRB, need not be approved by the
Commission before taking effect.

Prnor to June 30, 1976, the MSRB had
made nine filings of proposed rules. Five of
the fiings embodied proposals which became
summarily effective without Commission ap-
proval. % Those rules concerned definitions,
MSRB fees and administration, and the defi-
nition of a “separately identifiable department
or division” of a bank.47 In addition, the
Commission approved a proposal establish-
ing a $100 initial assessment to be paid by all
municipal securities brokers and municipal
securities dealers.*8 At the close of the fiscal
year the three remaming filngs, which con-
cern professional standards and recordkeep-
ing requirements, were under review by the
Commission. 49
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REVENUE, EXPENSES AND
OPERATIONS OF SELF-
REGULATORY
ORGANIZATIONSS®

Seli-regulatory organizations receive ap-
proximately 70 percent of their revenue from
five sources: transaction charges, listing fees,
communication fees, clearing fees, and depo-
sitory fees. The nature of these revenue
sources make the viability of self-regulatory
organizations highly dependent upon price
fluctuations and the trading volume.

Total share volume of securities traded on
alt national securities exchanges and over-
the-counter ingreased by 26.7 percent be-
tween calendar years 1974 and 1975, bring-
ing 1975 share volume to 7.6 billon.5' As a
result of this increased trading activity, com-
bined self-regulatory organization revenues
ingreased to $206 million, up $33 million from
the 1974 total 52

Changes in major revenue compo.ients be-
tweaen 1974 and 1975 were as follows:

Revenues from transaction fees in-
creased to $33 million from $24 milion;
Revenues from listing fees in-
creased to $32 million from $26 million;
Revenues from communication fees
increased to $26 million from $21 million;
Revenues from clearing fees in-
creased to $35 million from $30 million;
Revenues from tabulating services
increased to $14 million from $11 million;
Revenues from all "other” sources
declined to $38 milion from $39 million.

The expenses of the self-requlatory bodies
are concentrated in two areas, employee
costs and communication and data process-
ing costs. These costs accounted for 75
percent of the $192 million In self-regulatory
expenditures for 1975.

MNet income of self-regulatary organizations
increased in 1975. 1975 pre-tax income
amounted to $14 million, a considerable im-
provemeant aver the 1 million loss recorded
in 1974. During the first six months of 1875,
self-regulatory crganizations saw their pre-tax
income climb even higher, reaching $15 mil-
lion.53



Financial Results of the NASD

Each year the Commission reviews the
NASD's proposed fee and assessment
schedule, its supporting financial statements
for the current and past fiscal years, and
proposed hudget for the following fiscal year.
The fee and assessment schedule must com-
ply with Section 15A(b)(5) of the Securlties
Exchange Act, which requires the NASD to
allocate dues equitably among its members.

The NASD's statement of financial resulis
for its fiscal year ended September 30, 1975
revealed that the NASD's equity increased to
$9.2 million from $7.8 million 1n the prior year.
This increase in the NASD's equity resuifted
from higher net operating earnings and from
profitable operations of the National Clearing
Corporation, the NASD's wholly-owned clear-
ing subsidiary.

Operating revenues of the NASD were
$13.0 million, an increase of $0.8 miilion or 7
percent, and resulted from $1.8 millon more
income received from NASDAQ issuer fees.
Other sources of income generally declined.
For the second consecutive year, fees
charged for administering qualifications ex-
aminations declined by 25 percent to $2.4
million in fiscal year 1975, versus $3.1 million
in fiscat year 1974. Member assessments
and branch office fees also declined to $5.9
million in fiscal year 1975 from $6.4 m:llion in
1974, an B percent decrease.

During the 1975 fiscal year, operating ex-
penses of the NASD declined to $12.0 million
from $12.1 million in fiscal 1974. The decline
is attributable to a continuation of the NASD's
cost cutting programs which have been nsh-
tuted in recent years. Thus, Increases in
operating revenues, taken together with de-
creased operating expenses, resulted in net
operating income of $0.9 million as opposed
to $0.1 million in the prior year, a marked
increase. Additionally, in fiscal year 1975, the
National Clearing Corporation had net in-
come of $0.5 million which, when added toc
the NASD's net income, increased the Asso-
cialion's equity by $1.4 million, compared
with a net loss of $0.8 million in its 1974 fiscal
year.

NASD Budget

A review of the NASD budget is conducted
as a part of the Commission's regulatory

oversight responsibilities. During recent
years, the Commission has been specifically
concerned with the NASD’s budgeting re-
garding its program for examination of mem-
ber broker-dealers, in order to assure that the
NASD has a sufficient examiner staft to carry
out its enforcement and survelllance respon-
sibilities. The NASD budget for fiscal year
1976 provides for expenditures of $13.5 mil-
lion, against actual expenditures of $12.0
million in fiscal year 1875, an increass of $1.5
million. The increase is largely attributable to
the increase in staff required to fulfill addi-
tional regulatory responsibilities imposed by
the 1975 Amendments, which require the
NASD to oversee the municipal securities
activities® of its members and to enforce
rules promulgated by the MSRB.

The NASD projects the addition of 250 new
member firms which deal exclusively in mu-
nicipal securities and consequently has budg-
eted for an additional 46 examiners at a cost
of approximately $0.6 million. The budget
provides for 556 full-time employees, a net
increase of 62 positions over the NASD staff
as of June 30, 1975, and an increase of 32
positions over the prior staff budget of 524.

The NASD has projected its income for
fiscal year 1976 at $13.5 million, based upon
its current schedule of fees and assess-
ments. The NASD fee structure remains un-
changed for fiscal year 1976, but the annual
assessment base has been modified to re-
flect the proration of assessments for part-
year membership in the NASD, and has been
expanded so that the amount to be reported
by members as gross income now will in-
¢clude income from fransactions in municipal
securities.

American Stock Exchange,
Midwest Stock Exchange,
National Association of Securities
Dealers, and New York Stock
Exchange

In calendar year 1975, the markets gov-
emed by the four largest (in terms of total
revenue) self-regulatory organizations—the
American Stock Exchange (“Amex’}, Mid-
west Stock Exchange (“MSE”), NASD, and
the New York Stock Exchange ("NYSE'}—
experienced rising share volume. On the
NYSE, volume rose from 3.8 billion in 1974 to
5.1 billion in 1975, an increase of 32 percent,
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Over the same period of time, MSE share
volume increased 20 percent, share volume
from over-the-counter transactions by mem-
hers of the NASD increased 17 percent, and
Amex share volume increased 14 percent.
This rise in share volume resulted in in-
creased revenues for these four self-regula-
tory organizations. 55

Although the Amex experienced the small-
est percentage increase in share volume of
the four largest self-regulatory organizations,
it experienced the largest percentage in-
crease in revenues, In part due to its initiation
of trading in listed options. 36 The 1875 total
revenue of the Amex was 24 percent above
that for 1974. Transactlion fees, which dou-
bled between 1974 and 1975, accounted for
much of the increase. This rapid rise in
revenues, coupled with only a 16 percent rise
in expenses, gave Amex Its first profitable
year since 1972,

The MSE posted a 15 percent increase in
revenue between 1974 and 1975, a percent-
age gain exceeded only by Amex. This gain
In revenue was not attributable to any one
source but was generated by an increase in
most revenue components, the exception
heing communication fees which dipped
slightly. Although the MSE's expenses in-
creased during 1975, its revenues increased
at a higher rate, resulling in 1975 net income
surpassing that of 1974 by over $910,000.

The NYSE ranked third among the four
largest sslf-regulatory organizations in per-
centage gain in total revenue between 1974
and 1975. The rise in NYSE's share volume
caused transaction fees to increase by $2.5
million. Listing fees ¢limbed from $20 million
in 1974 to $23 million in 1975. Similarly,
Increases occurred in revenues arising from
communication fees, clearing fees and depo-
sitory fees, contributing to an $11 million
increase in total ravenue. Much of the reve-
nue improvement was carried through to pre-
tax income, which in 1975 was $9 million
higher than in the previous year.

NASD revenues are not as sensitive to
changes in volume as are those of the na-
tional exchanges. As a result, the NASD
experignced the smallest percentage in-
crease in total revanue of the four largest
self-regulatory organizations between 1974
and 1975, approximately six percent. This
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move the NASD from an cperating loss of
$0.8 million in 1974 to pre-tax earnings of
$1.3 million for 1975.

Boston Stock Exchange, Chicago
Board Options Exchange, Pacitic
Stock Exchange and Philadelphia
Stock Exchange

Like the four largest setf-regulatory organi-
zahons, the next four seli-regulatory organi-
2ations {in terms of gross revenue) also ex-
perienced rising revenues, expenses and vol-
ume.57 The Boston Stock Exchange {"BSE™)
generated a 24 percent increase in share
volume; the Chicago Board Options Ex-
change (“CBOE") experienced a 154 parcent
increasa in contract volume; the Pacific Stock
Exchange (“PSE") gained 26 percent in vol-
ume, and the Philadelphia Stock Exchange
("Phtx"} gained nine percent in share volume
during 1975.

The CBOE's large increase in volume gen-
erated a 130 percent increase in its transac-
tion fees and a rise of neardy 800 percent in
its communication fees. Expenses for the
CBOE, however, rose by only 76 percent
during 1975. As a result, the CBOE erased its
1974 loss of $445,000 by earning $1.3 million
in 1975,

The BSE's rise in revenues came from
significantly increased transaction fees and
cleannyg fees, both of which are highly corre-
lated to exchange share volume. Share vol-
ume on the BSE increased by 27 percent
from 43 million shares in 1974 to 54 miflion
shares in 1975. Expenses also rose between
January and December 1975. This resulted in
net income chmbing to $356,000 in 1975, a
substantial improvement over the $11,000
recorded in 1974.

The PSE also experienced increases in
revenue due to greater volume. However, the
PSE experienced large increases in commu-
nication, data processing, collection, and
other expenses primarily associated with the
exchange's preparation for option trading and
with enhancement of data processing capa-
hilities at the exchange's service bureau.
Consequently, pre-tax income slipped from
$517,000 in 1974 to a loss of $75,000 in
1975.

The Phlx also registered gains in total
revenue. Between 1974 and 1975 Phix

rise in revenue, however, was sufficient to - gained 16 percent in total revenue primarily
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due to a 42 percent rise in transaction fees.
Unlike PSE, however, Phix's pre-tax income
increased to $84,000 in 1975 compared to a
pre-tax loss of $341,000 in 1974,

Cincinnati Stock Exchange,
Detroit Stock Exchange,
Intermountain Stock Exchange,
and Spokane Stock Exchange

Three of the four smallest self-regulatory
organizations—Cincinnati Stock Exchange
(*CSE"), Detroit Stock Exchange ('DSE").
Intermountain Stock Exchange (“ISE”) and
‘Spokane Stock Exchange {“SSE”)—deviated
to some extent from the trend experienced by
the eight larger self-regulatory organizations
discussed above,5® the exception being the
CSE. In 1975, CSE quadrupled its 1974
share volume of 2 million shares. This gener-
ated a 13 percent increase in revenues, a
relatively small increase in expenses, and a
near tripling of net income.

The ISE did not fare as well. ISE volume
declined during 1975 by 38 percent. How-
ever, because the ISE's primary sources of
revenue ars hotl dependent upon volume, the
dedline in total revenues was only 10 percent.
ISE managed to reduce #s expenses during
1975 and, as a result, its pre-tax iIncome rose
by 33 percent over 1974 levels.

The DSE also experienced a decline in
revenues during 1975, and ceased opera-
tions on June 30, 197652 primarily because of
declines in both volume and membership.
Between January and December 1975, sharg
volume for DSE declined by 75 percent from
1.2 million shares in January to 0.3 million
shares in December. Share volume showed
an additional decline of 74,000 shares be-
tween the fourth quarter of 1975 and the first
quarter of 1976, The number of individual
members of DSE fell from 55 to 44 during the
period 1974 to 1975, a decline of 20 percent.

The SSE, which receives income primarily
from membership dues and listing fees, expe-
rienced small increases in revenues and ex-
penses with no significant change in net
income. SSE also sustained a 50 percent
decline in trading volume between 1874 and
1975 but, because SSE's sources of revenue
are unrelated to volume, the financial condi-
tion of SSE was not senously affected.

Expenses and Operations of the
Municipat Securities Rulemaking
Board (“"MSRB")

Section 23(b) of the Securities Exchange
Act, as amended by the 1375 Amendments,
requires that the Commission submit “a
statement and analysis of the expenses and
operations of each self-regulatory organiza-

" tion in connection with the performance of its

responsibilities under this title.” The only re-
sponsibility of the MSRB under the Securities
Exchange Act is rulemaking for the municipal
securities industry. The MSRB incomse of
$793,468 was derived from two fees estab-
lished by rules adopted pursuant to Section
15B(b)(2)(J) of the Securities Exchange Act.
Fees include a one hundred dollar initial fee
paid by all municipal securities brokers and
municipal securities dealers and an under-
writing assessment equal to .005% of the
face amount of all municipal securities which
are purchased from an issuer as part of a
new issue by a municipal securities broker or
a municipal securities dealer which have a
final stated maturity of not less than two
years from the date of the securities. Over
70% of the MSRB's expenses were for salar-
ies and other employee compensation, travel
and meetings. In its first nine months of
operation the MSRB had net income of
$282,000.

BROKER-DEALER REGULATION
Registration

Brokers and dealers who use the mails or a
means or instrumentality of interstate com-
merce in the conduct of an interstate securi-
ties business are required to register with the
Commission.8?

As of June 30, 1976, there were 5,308
broker-dealers registered, compared with
3,546 a year earlier. This represents an in-
crease of 1,762, or 50 percent since June 30,
1975. The large increase in effactive registra-
tions 1s due primarily to the fact that brokers
and dealers who confine their business to
transactions on a national securities ex-
change ("floor members”), and municipal se-
curities professionals were required to regis-
ter with the Commission for the first time as
of December 1, 1975, pursuant to Section
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15(a) of the Secunties Exchange Act as
amended by the 1975 Amendments. Of the
total of 5,308 effective registrations, approx-
mately 1,800 registrants were floor members
and 260 were municipal securities profes-
signals.

During fiscal 1976, 503 regisirations were
terminated, of which 442, or 87.9 percent,
were withdrawn by the broker or dealer and
sixty-one, or 12.1 percent, were revoked or
cancelled by the Commission. During the
year, 2,293 new applications became effec-
five, while 250 new applicdtions were either
withdrawn, returned or denied.

Recordkeeping and Preservation
Requirements

Securites Exchange Act Rules 17a-3 and
17a—4 require registered brokers and dealers,
inter aha, to make, keep current, and pré-
serve for prescribed intervals specified books
and records relating to their business. During
the past fiscal year, the Commission twice
amended these recordkeeping and preserva-
tion requirements. On August 25, 1975, the
Commission adopteds’ amendments to Rule
17a-3(a)(12)(i)(h), which then required bro-
kers and dealers to cobtain, for each associ-
ated person, a record of any arrests, indict-
ments or convictions for any felony or misde-
meanor, other than minor traffic offenses. As
amended, the provision requires the mainte-
nance of such records only with respect to
arrests, indictments or crimes which may
directly reflect on an individual's trustworth-
ness in dealng with customers’ funds and
secunties. In March 1976, the Commission
adopted®? armendments to Rules 17a-3 and
17a—4 to require the maintenance and pres-
ervation of records ansing out of Secunties
Exchange Act Rule 17f-2, which implements
the provisions of Section 17{f)(2) of the Secu-
nties Exchange Act requiring the ¢reation of
industry-wide programs for the fingerprinting
of industry personnel and the submission of
such fingerprints to the Atftorney General of
the United States for identification and appro-
priate processing.

Financial Responsibility
Requirements

The implementation and refinement of the
Commission's uniform nel capital rule, dig-
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cussed in Part 1 of this report,®® constituted
the most significant development of the past
fiscal year in the area of financial responsibil-
ity requirements for brokers and dealers, Dur-
ing the year, the Commussion's stalff evalved
new procedures to expedite the processing of
public inquines and interpretive reguests ad-
dressed to the uniform net capital rule and
related financial responsibiity and reporting
requirements. The staff got over sixty phone
inquiries a week and answered more than
800 letters requesting interpretations of these
regulations during the fiscal year.

The Commission’s financial responsibiity
and reporting program for newly registenng
brakers and dealers in municipal securities$?
involved two provisions of Securities Ex-
change Act Rule 15¢3-3, the customer pro-
tection rule. On November 20, 1975,65 in
order to afford these brokers and dealers an
appropnate period of adjustment to possibly
unfamilar regulatory reguirements, the Com-
mission suspended untit January 31, 19786,
Rule 15c3-3(d), which obliges brokers and
dealers to verify and obtain possession and
control of their customers’ fully paid and
excess margin secuntes. At the same time, %6
in recognition of the difficulty frequently expe-
rienced in promptly acquiring a particular mu-
nicipal security, the Commission reaffirmed
the indefinte suspension of the “buy-in” re-
quirements of Rule 15¢3-3({m) as applied to
municipal securities

Broker-Dealer Examinations

The Securities Acts Amendments of 1975
augmentsd the Commission’'s broker-dealer
examination responsibilities. As amended,
Section 15(b}(2)(C) of the Act requires the
Commission {or a self-regulatory organization
acting at the Commission’'s direction) to ex-
amine each newly registered broker or dealer
within six months of the granting of its regis-
tration, During the past fiscal year, the Com-
mission implemented a Post Effective Confer-
ence Program wherein each new SECQS?
registrant receives such an examination from
the Commission. The self-regulatory organi-
zalions have similar responsibthty in the case
of newly registered brokers or dealers for
which such an organization is the designated
examining authority. 68

In addition to the Post Effective Conference
Program the Commission has continued its



regular examination program for both SECO
brokers and dealers and members of self-
regulatory organizations.

The Commission’s examination program
for SECO brokers and dealers consists of two
types of examinations. The first type is a
routine examination conducted once a year to
determine the financial and operational condi-
tion of the SECO firm. The second type of
examination, the so-called “cause” examina-
tion, is conducted whenever a financial or
operational problem has been noted in a firm.
Cause examinations generally emphasize the
particular problem encountered rather than
the overall condition of the firm. During the
previous fiscal year, the Commission con-
ducted 193 routine examinations and 92
cause examinations of SECO firms; approxi-
mately the same number of SECO examina-
tions conducted the previous fiscal year.

As part of the Commission’s responsibility
to oversee the operations of self-regulatory
organizations, and in keeping with the pattern
of self-regulation in the securities industry,
the Commission conducts an ongoing review
of the regulatory programs of the various self-
regulatory organizations. One phase of this
review consists of an on-site examination of
the self-regulatory organization's examination
and compliance programs and facilities. The
second phase—the ‘“‘oversight” examina-
tion—is designed to evaluate Both the finan-
cial and operational condition of the subject
broker or dealer, and the quality of the most
recent examination of that firm performed by
its self-regulator. Commenced promptly after
the completion of an examination made by
the self-regulator, an oversight examination
includes a physical inspection of the broker-
dealer's books and records and supporting
‘materials and a review of the firm's selling
practices. The program contemplates a si-
multaneous comparative review of the work-
ing papers and reports of the examination
conducted by the self-regulatory organization
during the corresponding period.

The Commission’s headquarters office staff
has primary responsibility for on-site inspec-
tions of the self-regulatory organization’s
headquarters office, while the Commission’s
regional offices have primary responsibility
regarding the oversight examination program.
Representatives from the headquarters and

regional offices hold quarterly meetings to
discuss the results of both on-site inspections
of the self-regulators and oversight examina-
tions. Subsequent to such meetings, confer-
ences or other communications take place
with the self-regulatory organizations, during
which the staff conveys its analysis of and
any recommendations concerning the self-
regulator's programs. Moreover, the specific
results of a particular oversight examination
generally are discussed with the self-regula-
tor immediately after the examination.

The second type of examination of a mem-
ber firm of a self-regulatory organization is a
cause examination, nearly identical in pur-
pose and scope to the Commission’s cause
examinations of SECO brokers and dealers.

During the previous fiscal year, the Com-
mission conducted 390 oversight examina-
tions and 384 cause examination of such
member firms, a slight increase over the total
number performed in fiscal year 1975, and in
keeping with the goal set by the Commission
for such examinations.

The Commussion continues to update its
Broker-Dealer Examination Manual and
Checklists in order to reflect the current rules
and regulations applicable to brokers and
dealers. In addition, the Commission pre-
pares and distributes to all regional offices
educational materials on new regulatory de-
velopments or examination technigues to
supplement the Broker-Dealer Examination
Manual and familiarize the securities compli-
ance examiners with such matters.

The self-regulatory organizations similarily
have developed and updated their examina-
tion manuals and checklists during the past
fiscal year. In addition, these organizations
prepare educational material on regulatory
developments for their examiners. Such ma-
terials are often the subject of examiner train-
ing sessions.

To further coordinate the Commission’s
regulatory efforts between its headquarters
and regional offices, the Commission staff
prepares and transmits to the regional offices
a monthly status report regarding new rule
proposals and regulatory developments, the
Commission's examination program and the
surveillance and examination efforts of the
self-regulators.
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Early Warning and Surveillance

The Commission is responsible for the fi-
nancial and operational soundness of all reg-
istered brokers and dealers. In this connec-
ticn, pursuant to Section 5(a) of the Secun-
ties Investor Protection Act of 1970, the Com-
mission requires each self-regulatory organi-
zation to pravide the Commission with early
warning lists rdentifying member firms which
may be in or approaching financial difficulty
or which may require closer-than-normal sur-
veillance for gther reasons. This information
15 collected by the stalf on at least a bi-
weekly basis and 1s transmitted to the appro-
priate Commussion regional office, which veri-
fies the condition of those firms on the early
warning list. Each firm on the list is subjected
to intensified monitoring by the regional of-
fice, acting in conjunction with the firm's self-
regulatory examining authonty.

Other early warning techniques employed
by the Commission include Securities Ex-
change Act Rule 17a-11, which requires a
broker or dealer to notify the Commission and
the appropriate self-regulator if the firm falls
helow certain standards of financial and oper-
ational soundness, measured in terms of cap-
ital sufficiency and adequacy of books and
records. If a firm drops below a level speci
fied in the Rule, it must take immediate
remedial action and begin an accelerated
financial and operational reporting cycle to
provide the Commission with current informa-
tion about how well the firm is complying with
the rules.

The Commission periodically reviews the
early warning and surveillance tools of the
self-regulatory organizations to insure that
they constitute sound, effective programs
which will enable each organization to detect
and monitor member firms that are in or
approaching financial difficulty at the earliest
possible time.

The Commission's program for reviewing
the early warning and surveillance programs
of the self-regulatory organizations has two
phases. In the first phase, on-site inspections
of the self-regulatory organizations, the Com-
mission's staff reviews and attempts to
strengthen where necessary, a self-requla-
tor's early warning and surveillance pro-
grams, while at the same time evaluating and
defining the goals, procedures, budget and

94

staffing of those programs. During the past
fiscal year, the Commission's staff conducted
on-site inspections of the early warning, sur-
veillance and examination programs of the
Chicago Board Options Exchange, Boston
Stock Exchange, Midwest Stock Exchange,
American Stock Exchange, and the Pacific
Stock Exchange. The staff also completed an
on-site inspection of the Philadelphia Stock
Exchange initiated in the previous fiscal
year.5? In addition, the Commission staff con-
ducted on-site inspections of the examina-
ton, early warning and surveilllance programs
of the NASD district offices in New Orleans,
Kansas City, Boston, and Los Angeles. With
regard to all self-regulators, in parttcular
those not receiving on-site inspections during
the past fiscal year, the Commission main-
tains on-going communications with the orga-
nizations to determine the status of their
regulalory programs, especially in such areas
as meeting examination goals, surveillance of
member firms on the early warning list, and
new regulatory developments.

The second phase of this review, generally
cammed out by the Regional Offices, involves
an on-site review of member firms of self-
regulators 1o determine their understanding of
and compliance with the various early warn-
ing standards and procedures applicable to
them. As a rule, the Regional Offices com-
bine their evaluation of a member organiza-
tion's understanding of and compliance with
applicable early waming standards with a
review of that firm's financial and operational
soundness and of the self-regulator's most
recent examination of that firm.

The efforts of the Commission, in conjunc-
tion with those of the self-regulators, to de-
velop comprehensive and effective early
waming and surveillance programs constitute
one explanation for the steady decline in the
number of secunties firms who have been
subject 1o ligwdation in the past several
years.”® Indeed, hquidation proceedings un-
der the Securities Investor Protection Act of
1970 have been commenced only once dur-
ing the first seven months of 1976.

Training Program

The Commission firmly believes in the
need for comprehensive peariodic training pro-
grams for securities comphance examiners,



both those on the Commission's staff and
those employed by the various self-regulatory
organizations. Such training efforts broaden
the knowledge and the skills of the exam-
iners, and acquaint them with the latest modi-
fications to examination procedures. Accord-
ingly, In the past fiscal year the Commission
has carried out a series of training courses,
some directed only toward Commussion ex-
aminers and others toward regulatory organi-
zations’ examiners. Some of these programs
are developed and conducted by SEC per-
sonnel; others utilize the expertise of individu-
als and organtzations not connected with the
Commission. The Commission encourages
its own compliance examiners to improve
their skills through correspondence courses,
seminars, and lecture courses provided by
colleges and universities; and in appropriate
cases, the Commission pays tuition fees on
behalf of its examiners.

The Commission’s internally developed
training efforts essentially consist of four dis-
tinct programs.

1. Periodic two-day training seminars con-
ducted at each regional office and dealing
with the Commission’s oversight examina-
tions. Such seminars review the results of
oversight examinations, discuss any new and
important developments or techniques
emerging from these examinations, and pro-
vide an opportunity for the regional offices to
discuss with staff members of the self-regula-
tory organizations, who are invited to the
seminars, means whereby examination pro-
grams and techniques may be refined and
more closely coordinated.

2. Two-day seminars held twice each year
in each regional office for the more experi-
enced securities compliance examiners on
the subject of examination techniques. Such
seminars discuss significant new develop-
ments in the industry and particular examina-
tion techniques that may be utilized to deal
with such developments.

3. One four-day training seminar held at
the Commission’s headquarters. This semi-
nar increasingly employs audiovisual instruc-
tion and provides examiners from the Com-
mission, the self-regulatory organizations and
State securities commissions with information
on basic examination techniques, as well as
the various regulatory programs of the Com-
mission pertaining to broker-dealer financial

and operational compliance. The seminars
generally include lecture and workshop ses-
sions, with representatives from the Commis-
sion and the self-regulatory organizations
participating as lecturers, commentators and
workshop session leaders.

4. Bi-weekly, one-hour training sessions n
the regional offices for the Commission’s ex-
aminers. These sessions focus on new devel-
opments, regulatory problems, rules and ex-
amination techniques.

The individuals charged with pnmary re-
sponsibility for each regional office’s exami-
nation program meet every three months with
members of the Commission’s staff to dis-
cuss new training and examination tech-
niques, areas where additional traning is
required, and the strengths and weaknesses
of the Commission’s regulatory current pro-
gram. Such meetings ensure uniformity of
regulation throughout the Commission's re-
gional offices and contribute to the continuing
refinement of the Commission’s training and
examination programs.

The Commission's three volume Broker-
Dealer Examination Manual contains, among
other things, a compendium of Commisston
rules, releases, and other relevant documen-
tation. Taken together with examination
checklists and other supplementary material,
it is intended to provide the Commission’'s
examiners with a centralized reference
source of the rules, interpretations, examina-
tion procedures and techniques with which
they must be familiar. In conjunction with the
Manual, the Commission utilizes profession-
ally produced training films and case prob-
lems which lustrate the proper procedures
for conducting a thorough examination of a
broker or dealer

In addition to inviting examiners employed
by the self-regulatory organizations to certain
of the Commission's training programs, the
Commussion also works with the self-regula-
tors to improve their own training programs.
The Commussion periodically reviews the
training efforts of the self-regulators and has
encouraged each self-regulator to hold infor-
mal, bi-monthly training programs and more
formal annual training sessions for their own
examination staffs. In many instances, the
Commission's examiners have been invited
to attend or participate in such sessions.
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Regulatory Burdens on Brokers
and Dealers

The Commussion has been sensitive to the
impact of its regulations and reporting re-
quirements, in addition to those of the self-
regulatory organizations, upon all brokers
and dealers and especially upon smaller
firms. As a consequence, during recent years
it has undertaken a number of programs
aimed at streamlining and simplifying such
requirernents for the entire securities indus-
try.

The Commission has reviewed and contin-
ues to review its financial and operational
reporting rules and related reporting require-
ments and those of the self-regulatory bodies
in an effort to alleviate the burden of compii-
ance faced by brokers and dealers, and es-
pecially smaller broker-dealers, and to assure
that such rules ‘and regulations refiect the role
of the small broker-dealer in the Nation's
secunties markets. To the extent that it 1s
found that the benefit to the public interest
contemplated by the Cormmission’s rules and
regulations is not commensurate with the
burden imposed on brokers and dealers, and
in particular on smaller firms, the Commission
has modified rules and regulations through
the use of provistons creating appropriate
partial or complete exemptions from certain
regulatory obligations.

Other efforts by the Commission in this
area include the formation 1n May 1974 of a
Federal advisory committee, the Report Co-
ordinating Group, to advise the Commission
on simplifying and standardizing vanous re-
porting forms used by the Commission and
the self-regulatory organizations.” This proj-
ect has produced concrete results in the form
of the FOCUS reporting concept which, as
discussed in Part 1 of this Annual Report,72
dramatically lessens the burdens placed
upon brokers and dealers to demonstrate
compliance with the Commission's financial
and operational regulations.

Another equally important product of the
Report Coordinating Group's efforts has been
the deveiopment of uniform forms for the
registration of brokers and dealers {Form
BD), and their agents and associated per-
sons (Form U—4). As previously reported,?3
these forms have achieved increasingly wide
acceptance among the Commission, self-reg-
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ulatory orgamizations, and State securities
regulators. During the fiscal year, four addi-
tional States adopted Form BD and one
adopted Form U-4. Thus, to date, forty-nine
States, the Commission, and the NASD ac-
cept Form 8D; these regulators, as well as ail
national securities exchanges, accept Form
U—4.

In January 1976, the Report Cocrdinating
Group recommended adoption of uniferm in-
terpretations of certain-terms in item 10 of
Form BD in order to permit consistent re-
sponses by all registrants. On February 6,
1976, the Commission formally adopted
these interpretations.” Other jurisdictions
and orgamzations which have adopted Form
BD have informally indicated their concur-
rence with the recommendations of the
Group.

Two other Federal advisory commitiees
established by the Commission in recent
years have had as one of their purposes the
providing of assistance 1o the small broker-
dealer community. The Cenfral Market Sys-
tem Advisory Committee was created to en-
sure the maintenance of an appropriately
competitive environment for the brokerage
community, especially for the smaller firms.7s
The other committee, the Broker-Dealer
Model Compliance Program Advisory Com-
mitlee, was responsible for compiling a guide
to common regulatory obligations of broker-
dealers, particularly small broker-dealers, and
for suggesting ways to comply with such
obligations. 78

CLEARANCE AND SETTLEMENT

Progress Toward a National
System of Clearance and
Settlement of Securities
Transactions

During the past fiscal year, with the Com-
mission's aclive encouragement, entites in-
volved in securilies processing improved their
ability to complete secunties transactions
promptly and accurately. For example, depo-
sitories instituted transfer agent custodian
("TAC"} programs which are designed to
reduce both the number of certficates main-
tained in depositories and certificate move-
ment between depositones and transfer
agents.’”



During the fiscal year, the continued devel-
opment of interfaces among clearnng corpora-
tions and depositories, which immobilize se-
curities certificates by allowing participants to
mave secunties throughout the country by
book entry, tended to reduce costs and accel-
erate the settlement process.

As a result of such improvements, as well
as the increased participation in depositones
by brokers and dealers, banks and other
mshtutions, the Commission believes that
progress I1s being made toward the develop-
ment of an efficient national systermn for the
dlearance and settlement of secunties trans-
actions. This progress made can be meas-
ured by the fact that securities processing
mechanisms efficiently handled record trad-
ing volurmne during the early months of ¢alen-
dar year 1976. The Commission expects that
the continued development and refinement of
clearing and depository services will attract
more persens to become participants in these
systems in order to realize the substantial
henefits which accrue from such participation.
Increased participaton will in turn further re-
duce the dependency of the clearance and
settlement mechamsms upon the physical
movement of certificates.

Rule Changes of Registered .
Clearing Agencies

During fiscal year 1976, numerous
changes in, or additions to, the rules, prac-
tices and operations of the thirteen registered
clearing agencigs’® were submitted to the
Commission for its appraval under the provi-
sions of Section 19 of the Secunties Ex-
change Act.®® The following are among the
more significant items on which the Commis-
sion acled favorably;

1. The Midwest Securties Trust Company
{("MSTC"} established several programs de-
signed to facilitate the handling of securities.
MSTC's Transfer Agent Custodian ("TAC”)
Program® permits the depository to retain &
working supply of certificates while depositing
the remaining certificates with a transfer
agent bank to be held in custedy in the form
of a balance certficate registered in the name
of MSTC's nominee. This aids secunties
processing by reducing certificate movement
between the depository and the transfer
agent. The Depository Input Satelite Sys-
tem®? allows MSTC participants io deposit

securities with banks acting as agents for
MSTC and to receive credit for the deposits
at MSTC prior 1o the actual physical delivery
of securities from the banks to MSTC. MSTC
also expanded its depository interface with
Pacific Securties Depository Trust Company
("PSDTC") to permit book entry movements
of securities from PSDTC to MSTC. 82

2. MSTC amended its rules to provide for
increased representation on MSTC's Board
of Directors tor five Chicago clearing house
banks which paticipate in MSTC by allowing
the banks to nominate five of the eleven
Board members. 84

3. Paciic Clearing Corporation (“PCC")
established satellite facilitiss \n Sealttle,
Washington, 85 Pertland, Qregon® and Den-
var, Colorado.®” The purpose of these facili-
ties 1s to provide access to the clearing and
depository operations of PCC and PSDTC for
hroker-dealers, banks and other qualified
users in the Seattle, Portland and Denver
areas.

4. The Pacific Stock Exchange, Inc. initi-
ated interfaces hetween PSDTC and the
Depository Trust Company ("DTC") and
MSTC 88

5. Stock Clearing Corporation (*SCC") de-
veloped a mechanism for the processing of
odd-lot transactions on the New York Stock
Exchange, Inc. (*“NYSE") through SCC's con-
tinuous net settlement ("CNS") system. 88

6. The NYSE adopted and the Commission
approved® amendments to DTC's rules to
enable the NYSE to sell part of the capital
stock of DTC to its participants. The amend-
ments permit direct ownership of DTC shares
by institutional participants. Broker-dealer
participants are not permitted to own DTC
shares directly. Instead, the NYSE, the Amer-
ican Stock Exchange, Inc., and the NASD act
as representatives of their members.

7. DTC also amended its fee schedule ' to
enable DTC's fees 1o bear a closer relation-
ship to its costs.

8. Stock Clearing Corporation of Philadet-
phia (“SCCP") adopted new procedures al-
lomng SCCP members to pledge securities
hetd in SCCP's depository to the Options
Cleanng Corporation in order to guarantee
option confracts written by SCCP mem-
bers. 82

9. Boston Stock Exchange Clearing Corpo-
ration ("BSECC"} adopted procedures to im-
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plement a market-to-market requirement ap-
plicable to transactions on the Boston Stock
Exchange having a confract price not ex-
ceeding $250,000.9% This action was de-
signed to protect clearing members of
BSECC from losses resulting from the failure
of other clearing members to settle such
trades.

In approving these proposals, the Commis-
sion acted with a view toward facilitating the
developmernt of a national system for the
prompt and accurate clearance and settle-
ment of securities transactions, and the elimi-
nation of secutities certificate movement in
connection with the settlement of securities
transactions.

Expenses and Operations of
Registered Clearing Agencies

Section 23(b) of the Secuiities Exchange
Act, as amended by the 1875 Amendments,
requires that the Commission submit “a
statement and analysis of the expenses and
operations of each self-regulatory organiza-
fion in connection with the performance of its
responsibilities under this title, for which pur-
pose data pertaining to such expenses and
operations shail be made available by such
organization to the Commission at its re-
quest.” The 1975 Amendments also require
clearing agencies to register as separate self-
regulatory aorganizations as of December 1,
1975. The revenue and expense figures for
all reqistered clearing agencies other than
TAD Depository Corporation, Bradford Secu-
rities Processing Services, In¢. and Options
Clearing Corporation {which were not wholly
owned subsidiaries of a national securities
exchange or the NASD when the 1875
Amendments were signed into law) are in-
cluded in the revenue and expense analyses
of their respective parent seli-regutatory orga-
nizations.® This precludes comparison be-
tween those clearing agencies and the re-
maining registered clearing agencies; it has
not, therefore, proven possible to set forth
separate and uniform financial data for regis-
tered clearing agencies. Separate stalements
and analyses of the operating results of each
registered clearing agency will be available
for inclusion in the Commission’s Annual Re-
port for fiscal year 1977.
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Exemptions

During fiscal year 1976, the Commission
received six applications from transfer agents
for exemption from registration under Section
17A(c) of the Act. All six applicants were
informed that the Commission's sfaff would
not recommend that the Commission grant
an axemption, and that the staff would con-
sider the applications as withdrawn unless
the applicant indicated otherwise. Only one
applicant indicated a desire for further consid-
eration; this application was pending at the
close of the fiscal year.

Fifteen applications for exemption from
registration as a clearing agency under Sec-
tion 17A{b) of the Act were filed. One entity
withdrew its exemption request and the re-
maining applications—which are discussed in
Part 1 of this Report?s—are being consid-
arad.

SECURITIES INVESTOR
PROTECTION CORPORATION

The Securities Investor Protection Act® of
1970 (the “SIPC Act") established the Securi-
ties Investor Protection Corporation (“SIPC”)
to provide certain protections to customers of
member brokers and dealers who are unable

“to meet their financial obligations to such
customers. SIPC is a non-profit membership
corporation, the members of which are most
of the registered brokers and dealers.?? While
SIPC is funded primarily through assess-
ments on its members, under certain condi-
fions it may borrow up to $1 million from the
Unitad States Treasury.®®

Proposed Legistation to Amend
the Securities Investor Protection
Act of 1970

In Qctober 1875, the Commission testified
before the Subcommittee on Consumer Pro-
tection and Finance of the House Committee
on Interstate and Foreign Commerce on a bill
to amend the SIPC Act. 99 This bill grew out of
a June 1974 report'™ to the SIPC Board of
Directors by a Special Task Force appointed
by SIPC to consider possible changes in the
1970 Act. Among other things, the bill would;
(1) permit SIPC to make direct payments to
customers in certain relatively small cases by
amending existing procedures requiring



court-appointed trustees in all SIPC liquida-
tions; (2) permit customer accounts to be
transferred m bulk to other SIPC members in
appropriate cases rather than to be liquidated
on an individual basis; and (3) raise the dollar
limitations upon the protecticns available to
individual customers. The Commission ex-
pressed its support for the bill and offered
certain comments, At the end of the fiscal
year, this proposed legislation—as well as a
companion Senate bill'—was still pending.

Litigation Related to SIPC

In SEC v. Morgan, Kennedy & Co , Inc,1%2
the trustees of a profit sharing plan trust that
held an account with the debtor broker-dealer
asgerted that the 108 beneficiaries of the
trust were separate customers of the debtor,
each enttled to protection under the SIPC
Act or, alternatively, that the several trustees
were separate customers. The United States
District Court tor the Southern Distnct of New
York held that each of the benelficiaries was a
separate customer. In January 1976 the
United States Court of Appeais for the Sec-
ond Circuit reversed the district court, holding
that only the trust itself was a customer for
purposes of the SIPC Act.'%3 On June 14,
19786, the Supreme Court declined to review
that decision. 194

In SEC v. Executive Securities Corpora-
fion, 195 certain broker-dealers and educa-
tional institutions which had loaned securities
ta the debtor -asserted that they were cus-
tomers of the debtor with respect to such
loans and therefore entitled to protection un-
der the SIPC Act. A Federal court of bank-
ruptey held that secured stock tenders which
had no other securities accounts or dealings
with the debtor were not customers within the
meaning ot the SIPC Act, and, therefore,
were not entitted to the protection of the SIPC
Fund.

Proposed Amendment to SIPC
By-Laws

In June 1975, SIPC submitted fo the Com-
mission & proposed amendment of s by-
laws which would have required SIPC mem-
bers to display the SIPC symbol in their
offices and to include a reference to SIPC in
their advertising. On August 28, 1975, the
Commission determined to disapprove the

proposed amendment on the grounds that
the SIPC Act does not vest SIPC with the
authonty to require such display by its mem-
bers. 108

REGULATION OF SECO
BROKER-DEALERS

Under Section 15(b) of the Securities Ex-
change Act, the Commission is responsible
for prescribing rules establishing gualifica-
tions standards for ali brokers and dealers,
including those who are not members of the
NASD ("nonmember” or “"SECQ” brokers or
dealers). This section also empowers the
Commission to adopt rules governing the
businass conduct of SECO brokers and deal-
ers, in order to provide regulation of such
brokers and dealers comparable to that pro-
vided by the NASD for its members.

At the close of the fiscal year, the number
of SECO brokers and dealers registered with
the Commission and not eniitled to an ex-
emption from the Commission's SECO
rules197 totaled 309,198 and the number of
associated persons of such firms (i.e., par-
ners, officers, directors, sole proprietors and
employees not engaged in merely clerical or
ministerial functions) totaled 23,236.

Securities Exchange Act Rule 15b9-2 im-
poses an annual assessment to be paid by
SECO brokers and dealers 10 defray the cost
of their regulation by the Commission. During
the fiscal year, the Commission proposed to
amend Rule 15b8-2 and the annual assess-
ment schedule for SECO brokers and dealers
for fiscal year 1976 {Form SECO-4-78). The
proposals would:

(1) reduce the current annual personnel
assessment from $15 to $5;

(2) introduce a 0.375 percent assess-
ment on annual gross income from
over-the-counter transactions;

(3) reduce the initial tee for individuals
filing Form U—4 from $50 10 $35;

(4} change the due date for SECO an-
nual assessments from June 1 to Sep-
tember 1; and

(5) change the SECO fiscal year from
July 1 to October 1 cycles, to conform
the SECO fiscal year to the new Fed-
eral fiscal year,

The modifications to the SECO fee and
assessment schedule were designed to miti-
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gate Jnequities in the assessment structure
primarly resulting from the inclusion in SECO
of a number of municipal securities brokers
and dealers who were required to register
with the Commission by the 19756 Ameand-
ments and elected not to join the NASD. The
propesed amendments te both rule and
schedule were adopted by the Commission
shortly after the close of the fiscal year_ 109

SHORT SELLING INTO
UNDERWRITTEN OFFERINGS

As previously reported, *1¢ the Commission,
on April 2, 1975, published for public com-
ment, among other things, a revised version
of proposed Securities Exchange Act Rule
10b—-21, which was first proposed in 18741
Proposed Rule 10b-21 would impose certain
Imitations on purchases o cover short sales
where such short sales were etfected before
the commencemert of an offering involving
sacurites of the same class or series.

These proposals were intended to regulate
certain trading practices which continue to be
of substantal concern to the underwriting
community. Short seling by hedge funds and
other persons reportedly continue to take
place in anticipation of underwritten offerings,
particularly of securities traded over-the-
counter. Such short selling may be intended
to create downward pressure on the trading
market, forcing the ssuer or underwriter to
lower the offering price, thereby permitting
short sellers to cover their short sales at
lower prices with secunties purchased in the
offering or in the lower aftermarket. This
practice has reportedly caused issuers and
underwriters to abandon prospective offer-
ings. The Commission 1s continuing to study
these and other associated trading practices
in order to intiate appropnate regulatory ac-
tion.

EXEMPTIONS

Of three reguests received for exemptions
from the broker-dealer registration require-
ments, one was granted pursuant to Section
15(a)(2} as necessary and appropriate in the
public interest and for the protection of inves-
tors.

Securities Exchange Act Rule 10b-6
places certain prohibitions upon trading in
secutities by persons interested in a distnbu-
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tion of such securties. During the fiscal year,
approximately 360 exemption requests under
paragraph (f) of Rule 10b-6 were granted on
facts indicating that the transactions did not
appear to constitute manipulative or decep-
tive devices or contrivances within the mean-
ing of the rule.

Dunng this year the Director of the Division
of Market Regulation, pursuant to delegated
authonty, exempled twa life insurance com-
panies registered as broker-dealers from the
provisions of the uniform net capital rule,
Securities Exchange Act Rule 15¢3-1, Due to
the special nature of their business, their
financial position, and the safeguards estab-
lished by those firms for the protection of
customers’ funds and securities, the Cormmis-
sion was satisfied that it was not necessary
or appropriate in the public interest or for the
protection of investors to subject such broker-
dealers to the provisions of Bule 15c3-1.

The Commission monitors the impact of
competitive commission rates by obtaining
pertinent data on a quarterly basis from cer-
fain brokers and dealers through Secunties
Exchange Act Rule 17a-20 and related Form
X—17A-20. Some brokers and dealers sub-
ject to the rule’s filing requirements cannot,
because of special crcumstances or an unu-
sual businass mix, provide the Commission
with meaningtul information regarding com-
petitive commission rates, Consequently, dur-
ing Fiscal Year 1976, the Commission
granted exemptions from the Form X-17A-20
fiing requirement to twenty-one brokers and
dealers.

Other applications for exemption from the
provisions of the Securities Exchange Act are
discussed elsewhers in this Annual Report, in
connection with the individual provisions
thereof germane to these applications.

NOTES FOR PART 3

T Act of June 4, 1975, Pub. L. No. 94-29,
88 Stat. 97 (herenafter cited by section as
1975 Amendments).

2 The Honolulu Stock Exchange is the only
secunties exchange presently exempted from
registration.

30On May 10, 1976, the PBW Stock Ex-
changa, Inc. changed its name to the Phila-
delphia Stock Exchange, Inc.

4+ See 41st Annual Report, pp. 65-66.

5 See Ecological Science Corp., Securities
Exchange Act Release No. 10217 (June 13,
1973}, 1 SEC Docket No. 20 at 5, ard cases



cited therein. During fiscal year 1976, the
Commission followed this approach in cases
involving the removal of two securities fisted
on the American Stock Exchange, Inc. See
Clary Corp., Securities Exchange Act Be-
lease No. 11751 (October 20, 1975}, 8 SEC
Docket 196; BB/, Inc., Securities Exchange
Act Release No. 11686 (September 286,
1975), 7 SEC Docket 978.
¢ In addition, applications by two ex-
chanﬁes to strike the stock of State Savings
and Loan Association were granted by the
Federal Home Loan Bank Board, pursuant to
authority given to the Board by Section 12{i}
of the Securities Exchange Act of 1934,
7See S. Rep. No. 75, 94th Cong., Tst
Sess. 106 (1975); H. Conf. Rep. No. 229,
94th Cong., 1st Sess. 95 (1975),

8 Application for Unlisted Trading Privileges
in Common Stock of Ludlow Corp. by the
Boston Stock Exchange, File No. 7-4596
{filed Apnl 23, 1974).

9 Securities Exchange Act Release No.
11492 (June 25, 1975), 7 SEC Docket 738.

10 Boston Stock Exchange, Adminisirative
Proceeding File No. 3-4646 (May 6, 1976)

1 41st Annual Fleport,g. 67.

12 Section 19¢{b) of the Securities Exchange
Act, as amended by Section 16 of the 1975
Amendments.

2 For a description of the Municipal Securi-
ties Rulemaking Board, see 41st Annual Re-
port, p. 7.

14 Securities Exchange Act Release No.
11604 (August 19, 1975), 7 SEC Docket 652,

15 Secunties Exchange Act Rute 19c-1 is
discussed at pages 4-5, supra

16 As ysed here, the term “class of options"
means all option contracts of the same type,

-1.e., put or call, covering the same underlying
stock.

17 Cf. Rule 19b-4, Filing No. PBWSE-76-2
(filed January 19, 1976). The Commission
neither required nor discouraged dual trading
of options. However, the Commussion’s pre-
vious Insistence that initiation of option trad-
ing programs on maore than gne national
securties exchange should be conditicned,
among other things, on the achievement of a
national options cleanng system, establish-
ment of a common systerm for reporting and
disseminating 1ast sale information for options
transactions and agreement as to standard-
1zation of terms of listed options helped in-
sure that there would not be obstacles to
such trading. See Securities Exchange Act
Release No. 10981 (August 22, 1674), 5 SEC
Docket 224.

18 At the end of the fiscal year, the Com-
mission had under consideration a propgsal
by the PSE to permit dual trading with differ-
ent expiration dates.

19 “Print splitting” is the reporting of a sin-
gle sale of several round lots as several
smaller sales—for example, printing a 1,000
share transaction as five 200 share transag-
bons. "Narrowing quotations” is a related
practice which involves re-quoting the stock

between split trade reports by raising the bid
or lowering the offer after a transaction has
occurred but before the card used to report
the transaction on the consolidated tape has
heen placed in the reader.

20 As of December 31, 1974, five of the
nine enforcement attornays have been with
the NYSE tor less than one year, threg had
from one to two years of NYSE experience
and one had been with the NYSE for six
years,

21 New York Stock Exch. Edug. Cir. No.
353 (January 10, 1972) defines major com-
plaint as ‘'any written complamt which in-
volves: (1) claim of actual damages in excess
of $10,000; or (2) claim for damages which is
settled for an amount exceeding $2,500. .. ."

22 When they enter the trading crowd, op-
tions traders assume certain responsibilities
to assist specialists in thewr options market
making capacity These responsibilities are
set forth in American Stock Exch. Rule 958.
See also 41st Annual Repenrt, p. 69.

23 Commentary .07 to American Stock
Exch. Rule 958.

24 See 41st Annual Repont, p. 16.

2 Phix had proposed {o expand its option
trading program by the listng of call options
on five additional underlying stocks which
would bring the total number of underlying
stocks listed on the Exchange up to fifteen.
See Rule 19b-4, Filing No. SR-PBWSE-75-
2 {filed September 15, 1975).

26 See 41st Annuat Report, pp. 67-68.

27 The Investigation Section deals with all
problems brought up in complaints of mem-
bers and customers relating to floor opera-
tions. It also supervises trading on the fioor
and investigates apparent trading violations.

28 See gg’nerally Chicago Bd. Options
Exch. Rule 8.7

29 This practice involves frading options
with the knowledge that a block transaction is
about 10 occur in the underlying stock, or that

‘| block transaction has occurred but has not

ye! affected the option price.

30 This practice involves executing a small
trade at the close of business for the purpose
of moving the option price up or down, posss-
bly in order to affect the market maker's
margin requirements favorably.

3 This practice involves the execution of
“wash sales” In opton spread transactions
and may be done for 1ax reasons.

32 See Chicago Bd. Options Exch Rule
411,

33 Those registered broker-dealers which
are not NASD members are referred to as
SECOQ broker-dealers. See p. 98, infra.

2 See pp. 79-80, supra.

35 See pp. 7-8, supra.

3% See p. 14, supra.

37 However, Schedule D did permit (and
gontinues to permit} inclusion of stabilizing
bids that were ungualiied by legend or pen-
alty stipulations.

3 The staff also discussed with the NASD
concerns raised by a staff inspection of the
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NASD's Chicago District Office during fiscal
year 1975. See 41st Annual Report, p. 72.

3 On February 9, 1976, the NASD com-
pleted its purchase of the NASDAQ facilities
from Bunker Ramo Corp. and organized this
operation as a wholly-owned subsidiary,
NASDAQ), Inc., which will be registered with
the Commission as.a secunties informatron
processor pursuant to Section 11A of the
Securities Exchange Act. See pp. 22-23,
supra.

49 Subsequently, the Commission ap-
proved cartain amendments to Schedule D of
the NASD's By-Laws, including an amend-
ment to reduce the NASDAQ market maker
requirement {o one. See text accompanying
note pp. 84-85, supra.

41 Securities Exchange Act Release No.
11729 (October 14, 1975), 8 SEC Docket 69.

42 Secunties Exchange Act Release No.
12279 (March 29, 1976), 9 SEC Docket 311.

“id atn 17.

4 On April 15, 1976, the Commission is-
sued an order granting Todd and Company,
Inc. and Thomas K. Langbein a stay, pending
dispostion of their appeal to the Third Circuit.

45 Securities Exchange Act Release No.
12564 (June 22, 1976), 9 SEC Docket 947.

46 Securities Exchange Act Release No.
11741 {(October 15, 1975), 8 SEC Docket 80;
Securities Exchange Act Release No. 11838
g\lovember 17, 1975), 8 SEC Docket 448B;

ecurities Exchange Act Release No. 12004
January 12, 1976), 8 SEC Docket 1019;

ecurities Exchange Act Release No. 12052
January 27, 1976), 8 SEC Docket 1154;

ecurities Exchange Act Release No. 12168
{March 5, 1976), 9 SEC Docket 125

47 See p. 15, supra.

48 Securities Exchange Act Release No.
11916 (December 11, 1975), 8 SEC Docket
702,

49 See Secunities Exchange Act Release
No. 12177 {(March 8, 1976), 9 SEC Docket
130; Secunties Exchange Act Releagse No.
12362 (April 23, 1976), 8 SEC Docket 482,
Securihes Exchange Act Release No. 12469
{May 20, 1976), 9 SEC Docket 690,

30 Section 23(b) of the Securities Exchange
Act, as amended by the 1975 Amendments,
requires that the Commission submit “a
statement and analysis of the expenses and
operations of each self-regulatory organiza-
tion in connection with the performance of its
responsibilites under this title, for which pur-
pose data pertaining to such expenses and
gperations shall be made available by such
organization to the Commission at its re-
quest.” The following discussion is respon-
sive to that requirement.

51 A breakdown of 1975 exchange share
volume, together with compilations of ex-
change share volume and doilar volume m
rgcent years, may be found in pt. 8 mnfra,
Table 17.

52 See pt. 9 infra, Table 6.

33 See generally pt. 8 infra, Table 6.

54 See pp. 14-17, supra.
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5% See generally pt. 9 infra, Table 6.

56 See p. 17, supra,

57 See generally pt. 9/nfra, Table 6.

% See pt. 9infra, Table 6.

% See p. 78, supra

8¢ Section 15(a) of the Securities Exchange
Act, as amended by the 1575 Amendments,
now requires the registration of brokers and
dealers who were previously exempt from
registration because they confined their secu-
nties business to an exchange. Brokers and
dealers who confine their activities to ex-
empied securities, as delined in Section
3(a)}{12) of the Securities Exchange Acl, con-
tinue to be exempt from the registration re-
quirement. Effective December 1, 1975, mu-
nicipal securities are no longer defined as
exempted secunties for purposes of the reg-
istrafton requirement applicable to brokers
and dealers.

61 Securities Exchange Act Release No.
11615 {August 25, 1975), 7 SEC Docket 710.

62 Securities Exchange Act Release No.
12214 (March 16, 1976), 9 SEC Docket 203.

83 See p. 14, supra.

84 See pp. 14-17, supra

85 Secunties Exchange Act Release No.
11854 {November 20, 1975), 8 SEC Docket
459,

68 /g

8 “Securiies and Exchange Commission
Only.” In this context, the term refers to
brokers and dealers who are neither mem-
bers of the National Association of Securities
Dealers, Inc., nor designated to another self-
regulatory organization for examination pur-
poses.

%9 Sge Secwsites Exchange Act Release
{l"\lgo 12352 {Apnl 20, 1976), 9 SEC Docket

& See 41st Annual Report, p. 80.

7 See 5 Securities Investor Protection
Corp. Ann. Rep. (1975).

7t See 41st Annual Report, pp. 17-19, 84.

72 See pp. 12-14, supra.

72 See 41st Annual Report, p. 19.

™ Securites Exchange Act Release No.
1%}3};’8 (February 8, 1976), 8 SEC Docket
1 .

75 See 41st Annual Report, pp. 8-11; 40th
Annual Report, p. 4.

76 See 41st Annual Report, p. 19, 40th
Annual Report, p. 5.

7 Generally, in a TAC program the deposi-
tory maintains a working supply of certificates
of a particular issue, while depositing the
remaining certificates with the franster agent
¢ be held n its custody in the form of a
balance certificate registered in the name of
the depository. As the need for certificates in
the depository changes, the depository ad-
Justs its in-house inventory by increasing or
decreasing the number of shares held in-
house 1n nominee name, correspondingly de-
creasing of increasing the number of shares
held by the transfer agent, Appropriate ship-
ments of securities between the depository



and transfer agent are made to effect these
adj’ustments.

8 The 1975 Amendments required clearing
agencies to register separately with the Com-
mission as self-regulatory organizations no
later than December 1, 1975. Prior to that
date, the rule changes of registered clearing
agencies which were wholly-owned subsidi-
aries of exchanges or the NASD were filed by
the parent orgamization. _

79 As of June 30, 1976, the following thir-
teen cleanng agencies were registered with
the Commission: American Stock Exchange
Clearing Corporation; Baston Stock Ex-
change Clearing Corporation; Bradford Secu-
rities Processing Services, tnc., The Deposi-
tory Trust Compané; Midwest Clearnng Cor-
poration; Midwest Securnthes Company; Op-
tions Clearing Corporation; Nationhal Clearing
Corporation; Stock Clearing Corporation;
Stock Clearing Corporation of Philadelphia;
Pacific Clearing Corporation; Pacific Secun-
ties Depasitory Trust Company; and TAD
Despository Corporation.

9 The 19756 Amendments amended Sec-
ton 19(b) of the Act to prowvide a detailed
procedure by which the Commission reviews
each proposed rule change by a self-reguia-
tory arganization, including a registered clear-
thg agancy.

81 See Securilies Exchange Act Release
No. 12579 (July 6, 1976), 9 SEC Docket
1027.

82 See Securities Exchange Act Release
No. 12077 (February 6, 1976) 8 SEC Docket
1233,

83 See Securities Exchange Act Release
No. 12384 (Aprit 29, 1976), 9 SEC Docket
510,

84 Secunties Exchange Act Release No.
12107 (February 13, 1976), 8 SEC Docket
1296,

85 Sgeurities Exchange Aot Release Ne.
11857 (November 20, 1975), 8 SEC Docket
471,

86 Securnties Exchange Act Release No.
12324 (April 7, 1976), 8 SEC Docket 379,

87 Secunties Exchange Act Release No.
12571 (June 23, 1976), 9 SEC Docket 955,

88 Sacurities Exchange Act Release No.
11856 (November 20, 1975), 8 SEC Docket
471,

€ See Securities Exchange Act Release
No. 12486 (May 27, 1578), 9 SEC Docke!
738; Securities Exchange Act Release No.
12006 (January 12, 1976}, 8 SEC Docket
1020.

9 Secunities Exchange Act Release No.
11723 (October 9, 1975), 8 SEC Docket 65.

91 Securittes Exchange Act Release No.
12103 (February 12, 1976), 8 SEC Docket
256,

9z Securities Exchange Act Release No.
12305 (April 2, 1976), 9 SEC Docket 371.

93 Securites Exchange Act Release No.
12198 (March 12, 1978), 9 SEC Docket 193.

% See pt. 9, Table 6.

95 See pp. 19-20, supra.

% 15 U.S.C. §§ 78aaa-78111 (1970).

97 Exempted from membership are brokers
and dealers whose business consists exclu-
sively of (1) the distnbution of shares of
mutual funds, {2) the sale of vanable annui-
ties, (3) the business of insurance, or (4) the
business of rendering investment advisory
services to cenain investment companies or
insurance company separate accounts. fd.
§ 7Baaa(a).

98 |d. & 79ddd.

3% H R. 8064, 94th Cong., 1st Sess. {1975).

100 Sge 41st Annual Report, p. 86; 40th
Annual Report, p. 64

101 5. 1231, 94th Con?.. 1st Sess. (1975)

162{1975-1976 Transfer Binder) CCH Fed.
Sec. L. Rep. para 95228 (S.DNY. 1875),
rev'd sub. nom SIPC v. Morgan, Kennedy &
Co., 553 F.2d 1314 (2d Cir}, cent. dened, 96
S. Ci. 2650 (1978).

103 5/PC v. Moargan, Kennedy & Co, 553
F. 2d 1314 (2d Cir 1976), rev'g SEC v
Morgan, Kennedy & Co., [1975-1976 Trans-
fer Binder] CCH Fed. Sec L. Rep. para
95,228 (S.D N.Y, 1975).

14 96 5. Ct. 2650 {(1975).

108 Civil No 75-733 (S.DN.Y., Feb. 23,
1976).

%6 The pending legislaton to amend the
SIPC Act would expressly confer such au-
thonty upon SIPC.

197 In March 1976, the Commission an-
nounced, in Secunties Exchange Act Release
No. 12160 (March 3, 1976), 9 SEC Docket
80, the amendment of Secunties Exchange
Act Rules 15b8-1, 15b9-1, 15b9-2, and
15b10-1 through 15b10-6 to provide an ex-
emption from such rules for brokers and
dealers whose actvities are generally con-
fined to a natichal securities exchange. Spe-
cifically, a broker or dealer is exermpt from the
SECO provisions if (1} 1t 15 @ member of a
naticnal securities exchange; (2) 1t carries no
accounts of customers; and (3) its annual
gross income derived from the purchases
and sales of securties otherwise than on the
exchange of which it 1s a member 15 no
greater than $1,000; provided, however, that
gross income derived from transactions oth-
erwise than on such national secunties ex-
change which are eftected for i1s own ac-
count with or through another registered bro-
ker or dealer is not subject to that dollar
limitation.

308 This represents an Increase of seven
such brokers and dealers from the prior fiscal
year, and constitutes the third consecutive
increase In the number of effective SECO
registratons. The past year's increase may
be afttributed to the SECO registration of
several brokers and dealers effecting trans-
actons in municipal securities required to
register by the 1875 Amendments.

198 Securiies Exchange Acl Release No.
12700 (August 10, 1976), 10 SEC Docket
217. The change in the SECO fiscal year had
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the effect of postponing the filing deadline for
Form U-4 from June 1 to September 1. For
this reason, it has not proven possible to
include in this year's Annual Report a table
denved from the Form U-4 filings indicating
the principal activities of SECO brokers and
dealers. See 41st Annual Report, p. 182.

119 41st Annual Report, pp. 89-90.

111 Securities Exchange Act Release No.
10636 (February 11, 1974), 3 SEC Docket
540. At the same time, the Commission pro-
posed Securities Exchange Act Rule 10b-20,
which would prohibit underwriters and deal-
ers participating in a distribution from requir-
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ing a purchaser, in order to receive an alloca-
tion of the security, to pay consideration in
addition to the amount indicated in the pros-
pectus or to perform any other act such as
urchasing an additional security in an unre-
ated offering (so-called "tie-in” arrange-
ments). The Commission also proposed
amendments to its recordkeeping require-
ments for brokers and dealers, Securities
Exchange Act Rule 17a-3, intended to assist
brokers and dealers in complying with provi-
sions of the securities laws relating to short
sales.
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The Commission's enforcement activities,
which are designed to combat securilies
fraud and other illagal activities, continued at
a high level during the past year. These
activitles encompass civil and cnminal court
actions, as well as administrative proceed-
ings conducted internally. Where violations of
the securitias laws are established, the sanc-
tions which may result range from censure by
the Commission to prison sentences imposed
by a court.

The enforcement program is designed to
achieve as broad a regulatory impact as
possible within the framework of resources
available o the Commission. In light of the
capability of self-regulatory and state and
local agencies to deal effectively with certain
securities violations, the Commission seeks
to promote effactive coordination and cooper-
ation between its own enforcement activities
and those of other agencies.

DETECTION
Complaints

The Commission receives a large volume
of communications from the public. These
consist mainly of requests for infermation and
complaints against broker-dealers and other
members of the securities community as well
as complaints concerning the market price of
particular securities. During the past year,
approximately 5,300 complaints against bro-
ker-dealers were received, analyzed and an-
swered. Most of these complaints dealt with
operational problems, such as the failure to
deliver securities or funds promptly, or the
alleged mishandling of accounts. In addition,

Part4
Crforcement

thare were about 11,000 complaints recetved
concerning ipvestment advisers, issuers,
banks, transfer agents, mutual funds or simi-
lar matters.

The Commission seeks to assist persons in
resolving complaints and to furnish requested
information. Thousands of investor com-
plaints are resolved through staff inquiries of
the firms involved. While the Commission
does not maintain an arbitration program to
resolve disputes between brokerage firms
and investors, a complaint may lead to the
institution of an investigation or an enforce-
ment proceeding, or it may be referred to a
self-regulatory or local enforcement agency.

Market Surveillance

The Commission's saff has devised proce-
dures 0 identify possible violative activites in
the securities markets through surveillance of
listed securities. This program is coordinated
with the market surveillance operations of the
New York, American and regional stock ex-
changes, as well as the various options ex-
changes.

In this regard, the Commission's market
surveillance staff maintains a continuous
watch of transactions on the stock and op-
tions exchanges and raviews repors of large
block transactions to detect any unusual price
and volume variations. It also monitors finan-
cial news tickers, financial publications and
statistical services. In addition, the staft has
supplemented its regular reviews by receiving
daily and periodic market surveillance reports
from the exchanges and the NASD which
provide in-depth analysis of information de-
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veloped by them. To augment its surveillance
capabilthes, the staff is using various data
processing services so that irregular trading
activity will be promptly detected and effec-
tively investigated.

For those securities traded by means of the
NASDAQ system, the Commission also has
developed a survelllance program, which is
coordinated with the NASD's market surveil-
lance program, through a review of weekly
and special stock watch repons.

For those over-the-counter securities not
traded through NASDAQ, the Commission
uses automnated equipment to provide an
efficient and comprehensive surveillance of
stock quotations distributed by the National
Qugtation Bureau. This is programmed to
identify, among other things, unlisted securi-
ties whose price movement or dealer interest
varies beyond specified limits 1n a pre-estab-
lished time period. When a security is so
identified, the equipment prints oul current
and histonc market informaton. Other pro-
grams supplement this data with information
concerning sales of securities pursuant to
Rule 144 uqnder the Securities Act, ownership
reports, and periodic company filings such as
guarterly and annual reports. These data,
combined with other available information,
are analyzed for possible further inquiry and
enforcement action.

In addition, recognizing that the computer
provides the most expeditious method of re-
viewing and analyzing the voluminous trading
data generated by the securities markets, the
Commission has developed a program which
provides an analysis of the bid lstings for
each security by summarizing specified types
of activity by each broker-dealer firm submit-
ting price guotations for that particular secu-
rity.

The staff oversees tender offers, exchange
offers, proxy contests and other activities
involving efforts to change control of public
corporations. Such oversight includes review
not only of trading markets in the securities
involved, but also filings with the Commission
of required scheduies, prospectuses, proxy
material and other information.

INVESTIGATIONS

Each of the acts adminstered by the Com-
mission authorizes investigations by 1t 1o de-
termine if violations have occurred. Most of
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these are conducted by the Commission's
regional offices. Investigations are carned out
on a confidental basis, consistent with effec-
tive law enforcement and the need to protect
persons against whom unfounded charges
might be made. Thus, the existence or results
of a nonpublic investigation are generally not
divulged unless they are made a matier of
public record in proceedings brought before
the Commission or in the courts. During the
fiscal year 1976, a total of 413 investigations
were opened, as against 490 in the preceding
year.

ENFORCEMENT PROCEEDINGS

The Commission has avallable a wide
range of possible enforcement remedies. It
may, in appropriate cases, refer its files to the
Department of Justice with a recommenda-
tion for criminal prosecution. The penalties
upon conviction are specified in the various
statutes and incdude imprisonment for sub-
stantial terms as well as fines.

The securities laws also autharize the
Commission to file injunctive actions in the
Federal district courts to enjoin confinued or
threatened violations of those laws and appli-
cable Commussion rules. In injunclive actions,
the Commission frequently has- sought to
obtain ancillary relief under the general equity
powers of the Federal district courts. The
power of the Federal courts to grant such
rehef has been judicially recogmzed. The.
Commission often has requested the court to
appoint a receiver for a business where
investors were likely to be harmed by contin-
uance of the existing management. It also
has reguested court orders which, among
other things, restrict future actvities of the
defendants, require that rescission be offered
to secuntes purchasers, or require disgorge-
ment of the defendants’ ll-gotten gans.

The Commission’s primary function 1s fo
protect the public from fraudulent and other
unlawful practices and not 1o obtain damages
for injured Individuals. Thus, a request that
disgorgement be required is predicated on
the need to deprive defendants of profits
derived from their unlawful conduct and to
protect the public by deterring such conduct
by others.

if the terms of ‘any injunclive decree are
violated, criminal contemnpt proceedings may



be filed as a result of which the violator may
be fined or imprisoned.

The Federal securities acts also authorize
the Commission to impose remedtal adminis-
trative sanctions. Administrative enforcement
proceedings involve alleged violations of the
securitigs acts or regulations by firms or
persons engaged in the securities business.
Generally speaking, if the Commussion finds
that a respondent willfully violated a provision
of or rule under the securities acts, failed
reasonably to supervise another person who
committed a violation, or has been convicted
of or enjoined from certain types of miscon-
duct, and that a sanction is in the public
interest, it may revoke or suspend the regis-
tration of a broker-dealer or investment ad-
viser, bar or suspend an individual from the
secunties business or from association with
an investment company, or censure a firm or
individual. Proceedings may also cover ade-
quacy of disclosure in a registration state-
ment or in reports filed with the Commission
Such a case may lead to an order suspend-
ing the effectiveness of a registration state-
ment or directing compliance with reporting
requirements. The Commission also has the
power to suspend trading summarily in a
security when the public interest requires.

ADMINISTRATIVE PROCEEDINGS

Summarized below are some of the many
administrative proceedings pending or finally
disposed of in fiscal 1976.

Mitchum, Jones & Templeton, Inc '—In an
inhial decision which became the final deci-
sion of the Commission, Mitchum, Jones &
Templeton (“registrant”), a Los Angeles bro-
ker-dealer, was found to have aided and
abetted violations of antifraud and other pro-
visions of the securities laws in connection
with its participation in a registered 1972
stock offering of SaCom. The administrative
law judge concluded that the public interest
did not warrant imposition of a sanction.

Registrant was a member of the underwrit-
Ing syndicate for the SaCom offering. How-
ever, its syndicate department manager had
an undisclosed understanding with the man-
aging underwnter that registrant would not be
subject to the normal underwriter's nisk of
having to take unsold stock into its invest-
ment account. None of the shares for which
registrant was committed were sold; pursuant

to the understanding, the managing underwri-
ter purchased those shares for its own ac-
count upon termination of the syndicate. The
failure to disciose the understanding was held
to render the representations concerning re-
gistrant In the registration statement and oth-
erwise materially misleading.

In holding that it was not necessary or
appropriate to sanction registrant, the admin-
istrative law judge noted, among other things,
that the misconduct represented an isolated
occurrance, that it has not been proven that
registrant had failed reasonably to supervise,
and that the responsible employee had not
been associated with registrant since 1973.

Chartered New England Corp.2—The
Commission instituted administrative pro-
ceedings against Chartered New England
Corp. (“Chartered”), a New York broker-
dealer, its president, two vice presidents and
a registered representative. The order al-
leged, among other things, that the respond-
ents violated the antifraud and registration
provisions of the Federal securities laws in
connection with Chartered’s activities as an
underwriter and a market-maker in the secun-
ties of Audio Media Corp.

On accepting offers of settlement from the
respondents, the Commission suspended two
of the respondents for specified periods of
time from association with a broker or dealer.
The Commission also required that Chartered
and the remaining respondents, with certain
exceptions, not engage In the activities of a
broker or dealer for a penod of three months
and not engage in offers of securities for a
period of nine months. The order further
required, with respect to Chartered, proce-
dures for compliance with the securnties laws
and specified additional sanctions against an
individual vice president which included,
among other things, a prohibition against
sharing in the profits of Chartered for a nine-
month period.

Michael Batterman, et al. >—The Commis-
sion accepted offers of settlement from M-
chael Batterman, who had been a registered
representative with a broker-dealer now no
longer In business, from Ragnar Option Cor-
poration, an options dealer, and from Rag-
nar's principal executive officer, Victor Sper-
andeo. These respondents were found to
have manipulated the market for the common
stock of Vetco Offshore Industnies, Inc.,
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which was then listed on the American Stock
Exchange ("AMEX").

In essence, respondents developed a sys-
tem of buying and seling options for Vetco
slock in such a way as to insure that when
the stock to cover those options was pur-
chased or sold on the AMEX, those orders
would armve simultaneously and be matched
against each other. These fransactions cre-
ated a false and misleading appearance of
aclive trading in Vetco stock. In addition,
Batterman, who was writing most of the op-
tions involved, entered simultaneous orders
to purchase and sell short Vetco stock (in-
volving over 180,000 shares) for accounts
over which he had discretionary authority.
These “wash” sales also created a false and
misleading appearance of active trading. Bat-
terman's use of his discretionary accounts for
this purpose also constituted a fraud against
his customers, who were required to pay a
brokerage fee on these “wash” sales and
who realized substantial losses because of
margin requirernents.

In additon to consenting to a censure,
Ragnar and Sperandeo agreed to restrict
their dealings in options in specified terms so
as to prevent recurrance of the type of trading
which produced their part in the manipulation.
Batterman, also on consent, was barred from
the securities industry, with the proviso that
after two years he could apply for permission
to become associated in a non-supervisory
position upon a showing that he will be ade-
quately supervised

Paul L Ricel—The Commission sus-
pended Rice from association with any bro-
ker-dealer for 30 days. Rice was a salesman
for a former broker-dealer firm. The sanction
was based on the Commission's findings that
Rice had arranged for two of his customers to
sell 698,000 shares of unregistered common
stock of United Austrahan Qul, Inc. in violation
of the Securties Act's registration provisions.
The Commission stated: “Rice's argument
that the responsibility for complying with the
Securities Act's ragistration and prospectus-
delivery requirements rested wholly on his
superiors goes much 1oo far. Salesmen also
have some measure of responsibility in these
matters. This 1s not to say that they must be
finished scholars in the metaphysics of the
Securities Act. But familiarity with the rudi-
ments i1s essential.”
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{085, Ltd and Arthur Lipper, I115—The
Comrmission barred 108, Lid. (S.A) of Ge-
neva, Switzerland, and Arthur Lipper, I,
president of Arthur Lipper Corporation, a bro-
ker-dealer firm, from association with any
broker-dealer, and revoked the broker-dealer
registration of Lipper Corp. It discontinugd the
proceedings against Investors Planning Cor-
poration of America (IPC), now known as
CIP, Inc., a broker-deater which was princi-
pally owned by 10S. In determining to discon-
tinue that aspect of the proceedings, the
Commission noted that IPC “was never an
independent actor” and that “its present own-
ers are wholly unaffiliated with 10S.”

The remedial action was based on findings
that, during 1867 and 1968, 108, which man-
aged unregistered off-shore investment com-
paries, arranged to have Lipper Cormp. exe-
cute those companies' over-the-counter port-
folio transactons and pay or “give up” a
portion of the commuissions on such business
to IPC. The Commission concluded that 105
and IPC, aided and abetted by Lipper Comp.
and Lipper, violated the antifraud provisions.
In reaching this conclusion, the Commission
found that: “Since neither of the 10S re-
spondents {(I0S and IPC) performed any tro-
kerage function in connection with the over-
the-counter transactions handled by Lipper
Corp., it is apparent that they did nothing in
return for the income that they derived from
those transactions. They simply caused the
funds to divert $1,450,000 to them. Lipper
Corp. was a mere conduit for the diversion.
No extended discussion is required to dem-
onstrate that this- was a gross breach of
fiduciary duty by the I0S respondents. ...
Since the Lipper respondents {Lipper Corp.
and Lipper) knew about 10S's relattonship to
the foreign funds, and since their active as-
sistance was an essental etement of the
scheme, they were clearly participants in the
108 respondents' breach of trust.”

The Commission also concluded that I0S
and IPC engaged in a similar rebative com-
mission scheme with other brokers (not the
Lipper respondenis) in connection with the
New York Stock Exchange portiolio iransac-
tions of Fund of America, Inc., a registered
investment company for which IPC was the
principal underwniter and investment adviser.
In addition, the 10S respondents were found



to have violated specified provisions of the
Investment Company Act.

Arthur Lpper, lll, and Lipper Corp. have
appealed the Commission's decision top the
United States Court of Appeals for the Sec-
ond Circuit, which appeal 1s still pending.®

Collins Securiies Corparation—The Com-
mission revoked the broker-dealer and in-
vestment adviser registrations of Collins Se-
curities and barred its president, Timothy
Collins, from association with any broker or
dealer. Aher two years, he may apply 1o the
Commission for permission to become so
associated in a position which is not con-
nected with the making of markets in securi-
ties.

The Commission found that respondents
had manipulated the market for the common
stock of Big Horn National Life Insurance
Company, and sold the stock to customers
without disclosing that they had artifically
inflated its price. They were also found to
have violated the antimanipulative provisions
of Rule 10b—6 under the Exchange Act and
failed 1o comply with credit extension, record-
keeping and reporting requirements

In rejectng Colhins™ argument that, as chief
executive officer of a large broker-dealer firm,
he could not be held responsible for every
infraction of ¢redit extension, recordkeeping
and reporting requirements, the Commission
stated: ‘{Tlhe president of a broker-dealer
has the responsibility for comphance with all
applicable requirements. He retains that re-
sponsibility unless and untl he reasonably
delegates a particular function to another
person in the firm, and neither knows nor has
reason to know that the person in guestion 15
not properly performing his duties.”

Respondents have appealed the Comimis-
sion's deaision to the United States Court of
Appeals for the District of Columbia Circurt,
and that court has granted a siay of the
sanctions pending disposition of the appeal. 8

Spangler and Nassar Firms®—The Com-
mission revoked the broker-dealer registra-
fions of Richard C. Spangler, Inc. and Nassar
and Co. Inc., and barred Richard C. Span-
gler, Jr. and George M. Massar, the respec-
tive presidents of Spangler, In¢. and Nassar,
Inc., from association with any broker-dealer
It also granted the request of the firm of
Albert Teller and Co. Inc., for the withdrawal

of its broker-dealer registration, and censured
its president, Albert Teller.

The Commission found that Spangler, Nas-
sar and Teller, In¢. fraudulently sold the stock
of Interamerican Industries, Lid., a company
which had a “commercially untried” oral con-
traceptive pill and “whose prospects turned
entirely on an alleged scientific break-
through.” Spangler, Nassar and Teller, Inc.
ware found to have made misrepresentations
concerning the testing, efficacy and sales of
Interamerican's pill, and prospective rises in
the market price of its stock.

In excluding the Spangler and Nassar re-
spondents fram the securities business, the
Commission said; "In Nassar's case, as in
Spangler's, we deal with a high-pressure
sales effort that lasted for a long time, was
unsupported by any semblance of an ade-
quate foundation, and was characterized by
grossly reckless price predictions.” As to
Teller, Ing. and Teller, the Commigsion found
that the case against them stood on a “differ-
ent footing.” It observed: “The Teller officials
who sold Interamerican stock fraudulently are
no longer with the firm. And Teiler, who
owned virtually all of the firm's stock, made
no fraudulent representations himself. His
dereliction stems solely from a faiture to su-
pervise.”

In ordering withdrawal and censure, it took
into account “the purely vicarious nature of
Teller, In¢.'s liahility and the fact that Teller's
misconduct was limited in extent and brief in
duration.”

Nassar has appealed the Commission’s
decision as fo him and his firm to the United
States Court of Appeals for the District of
Columbia Circuit. 12

TRADING SUSPENSIONS

The Securnities Exchange Act authorizes
the Commission surmmarly to suspend trad-
Ing In a secunty traded either on a national
secunties exchange or 1n the over-the-
counter market for a penod of up to ten days
if, In the Commission’s opinion, such action is
in the public interest. During fiscal 1976, the
Commission initiated a new procedure per-
mitting a person adversely affected by a
trading suspension to petition the Commis-
sion N wnting 1o terminate the suspension if
he has reason to believe that it is not neces-
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sary in the public interest or for the protection
of nvestors.” As a result of the Securities
Acts Amendmenis of 1975, authority to sus-
pend trading in securities of banks was trans-
ferred from the Commission to the Federal
bank regulatory agencies. The Commission
has sought to provide technical assistance
and coordination to these bank regulatory
agencies if it should appear that a suspen-
sion of frading in bank securities may be
necessary.

During fiscal 1976, the Commission sus-
pended trading in the securities of 126 com-
pames, an increase of 11 percent over the
113 secunties suspended in fiscal 1975 and a
54 percent decrease from the 279 securities
suspended in fiscal 1974. Of the 126 compa-
nies whose securities were the subject of
trading suspensions in fiscal 1976, 70 were
suspended because of delinguency in filng
required reports with the Commission. In
most other instances, the trading suspension
was ordered either because of substantial
questions as to the adequacy, accuracy or
availability of public information cencerning
the company's financial condition or business
operations, or because of transachions in the
company's securities suggesting possible
manipulations or other violations.

For instance, on March 25, 19876, the Com-
mission suspended trading in the securities of
Presley Companies, pending clarification of
rumors relating to the company's entry into
the field of energy technology.’2 The Com-
mission’s action occurred shortly after a rapid
increase in the prnice of Presley’s stock amid
conflicting reports of an arrangement
whereby the company acquired the licensing
rights to a device which purportedly produced
hydrogen gas from tap water. Subseguently,
on May 20, 1876, the Commission initiated
proceadings to determine whether the com-
pany had failed to comply with certain provi-
sions of the Exchange Act by filing reports
which, among other things, omitled material
information required to be stated therein, or
necessary to make statements therein not
misleading.

DELINQUENT REPORTS
PROGRAM

Fundamental to the success of the disclo-
sure scheme of the Federal securities laws is
the timely fiing’in proper form and content of
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annual and gther periodic and current reports
reguirad to be filed by 1ssuers and individuals.
The Delinguent Reports Program was started
by the staff two years agoe to identify required
reports which have not been timely filed and,
when appropriate, to recommend remedial
enforcement action. Such enforcement action
entails alerting the public to the lack of cur-
rent and accurate information and, where
necessary, seeking a court order requinng
the filing of delinquent reports coupled with
an injunction against further violations of the
Exchange Act's reporting provisions.

The staff of the Commission continuously
monitors compliance with the pericdic repart-
ing requirements of Sections 13 and 15(d} of
the Exchange Act. When Commission rec-
ords indicate a delinguency, the staff will,
among other things, mail the registrant a
notice of detected delinguency and request
that a written explanation be filed under cover
of Form 8-K. On July 14, 187513 the Com-
mission announced its intention to include
thereafter in a registrant's public file certain
correspondence to and from a registrant con-
cerning its delinquency notwithstanding the
registrant’s continued filing responsibilities.
This procedure makes avaitable to the public
a delinquent registrant's reasons for falfing to
meet its statutory disclosure obligations.

The Commission suspended trading in the
securities of approximately seventy regis-
trants during the 1976 fiscal year prnimarily
based on their falure to file at least one
required annual report. These suspensions
were temporary—they ran for one ten-day
period for each delinguent registrant. Approx-
imately twenty, or about 29 percent, of the
seventy suspensions involved registrants
whose securities were listed for trading on a
national securities exchange.

During this fiscal year, the Commission
initiated five civil actions against delinquent
registrants seeking court orders compelling
the immediate filing of delinquent reports and
permanently enjoining future analagous Ex-
change Act violations. Three of those actions
were resolved by consents to the entry of,
inter aha, final judgments of permanent in-
junction;* one case, SEC v. Western Orbis
Company, was resolved by the grant of a
summary judgment in favor of the Commis-
sion which included a final judgment of per-
maneant injunction;'s and one action is pend-



ing. ' Another civil action under this Program,
SEC v. United Communities Corp and Alex-
ander L. Guterma, inihated on May 27, 1975
and resolved by consent on July 28, 1975, is
noteworthy because the Commission sought
and obtained injunctive relief against both the
delinguent registrant and its chief executive
officer. 1?7

In thus fiscal year, the Commission also
initiated two civil contempt proceedings
based on delinquencies in spite of court or-
dered injunctions against such viglations.
Both proceedings are pending but cne de-
serves particular mention. SEC v. VTR, Inc.
was a civil injunctive action settled by a
consent upon which a Final Judgment of
Permanent Injunction was entered on April
19, 1973 by the United States District Court
for the District of Columbia. Having detected
subsequent violations of this injunction, the
Commission initiated a civil contempt pro-
ceeding on August 26, 1975 against both
VTR, Inc. and ds chief executive officer,
David E. Jordan.'® There have been several
hearings on this matter and the Court has
found both VTR, Inc. and Jordan in civil
contempt of its Final Judgment of Permanent
Injunction. '* However, some of the violations
continug, and the Court has granted the
Commission’'s requested remedial relief in-
cluding the appointment of a limited receiver
() to oversee the preparation and filing of
detinguent VTR Exchange Act reports, and
(ii) to submit recommendations for a program
o assure future VTR compliance with its
Exchange Act and Court ordered filing obliga-
tions. 2% Moreover, the Court decreed that
VTR be fined $25 per day and Jordan be
fined $75 per day for each day of continued
civil contempt. The Commission has moved
for the entry of judgments of fine against VTR
and Jordan on three separate occasions and
the Court has granted such judgments result-
ing In aggregate fines against VTR, Inc. of
%4,975 and aggregate fines against Jordan of
$14,925. To date $6,000 of such fines have
been paid into the registry of the Court. This
matter is still pending.2?

CIVIL PROCEEDINGS

During fiscal 1975, the Commissign inst-
tuted a total of 158 injunctive actions. Some
of the more noteworthy injunctive proceed-
ings and significant developments in actions

instituted in earlier years are reported below.
Several of these enforcement actions were
achieved through coordinatton between self-
regulatory bodies and the Commission’s en-
forcement staff.

In SEC v. Eastern Freightways Inc ,22—the
Commission filed a complaint seeking imjunc-
tive and anctllary relief on November 19,
1975 against Eastern Freightways, Inc.
(“Eastern”), Assoniated Transport Inc. (“As-
sociated”), Myron P. Shevell, Henry Epstein,
and Paul W. Levine. The Commission al-
leged, among other things, the misappropria-
ton of $1.3 million from the Employee Retire-
ment Pension Fund of Associated, the misap-
propriation of Eastern's funds to acquire com-
mon stock of Associated in violation of an
Interstate Commerce Commission order, and
the falsification of books and records to avoid
disclosure of these transactions. Based on
consents filed by both Eastern and Associ-
ated, the court issued on the same day a
permanent injunction granting the relief
sought. On March 18, 1976, the court 1ssued
a permanent injunction against Shevell, Ep-
stein, and Levine based on consents filed by
these individual defendants.

The relief obiained in these actions In-
cludes, among other things, the appointment
of additional independent members of the
Boards of Directors of Eastern and Associ-
ated, the maintenance of an executive com-
mittee consisting of the new additional direc-
tors, and the appointment of a new chiel
axecutive officer, as well as the appointment
of additonal trustees to the Eastern and
Associated Employees Retirement Pension
Funds. The court further ordered that Eastern
and Associated appoint separate special
counsels to conduct a full investgation nto
the allegations in the Commission’'s com-
plant, as well as any other matters deemed
appropriate.

On Apnl 22, 1976 both Eastern and Associ-
ated filed petitions for reorgamization pur-
suant to Chapter Xi of the Bankruptcy Act.
Later, on Apnl 28, 1976 Eastern and Associ-
ated fited “Consents to Adjudication” and
were ultimately declared bankrupt. Due to the
filng of the bankruptcy proceedings by East-
ern and Associated, the investigation being
conducted by the respective special counsels
was terminated. In June 1976, Eastern re-
sumed operations, on a scaled-down basis,
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pursuant to Chapter XI of the Bankrupicy Act.
It is anticipated that the investigation of the
special counsel for Eastern will resume upon
approval by the Bankruptcy Coutt.

SEC v. PRF Corp. involved alleged viola-
tions by PRF of the proxy provisions of the
Federal securities laws.23 The complaint
charged that, by use of a false and mislead-
ing proxy statement, the shareholders were
solicited to vote on a conversion of Class A
stock, owned by the controlling shareholder
and his family and associates, into common
stock in such a way that the only practical
effect of such conversion was to increase by
2,000 percent the dividend rights of the for-
mer Class A stockholders at the expense of
the common stockholders. The complaint
also charged that the shareholders were not
informed that there was a substantial ques-
ion as to the legality of such a conversion.
The compilaint further charged that the proxy
statement did not disclose other material
facts, including the purpose and effect of a
plan to buy 1,000,000 shares of comman
stock from the estate of the controlling share-
holder at his death for $1,500,000. In addi-
lion, the complaint alleged that PRF's proxy
statement failed to include the information
required by the Commission’s proxy rules
and regulations and that it did not provide the
shareholders of PRF the opportunity to vote
against proposals as required by the Com-
Mission’'s proxy rules.

PRF consented to an order permanently
enjoining it from violating the proxy provisicns
of the Federal securities laws. Certain ancil-
lary relief was ordered by the court, including:

1. An order voiding the amendment to
PRF's certificate of incorporation converting
the Class A stock into common stock at a
twenty-for-one ratio.

2. An order voiding the approval by PRF's
shareholders of a plan for PRF to purchase
1,000,000 shares of common stock from the
estate of PRF's controlling shareholder at a
price of $1,500,000,

3. An order requiting PRF to appoint a
special agent satisfactory to the Commission
to investigate and evaluate any submission to
PRF's shareholders of a proposal to convert
Class A stock into common stock or a pro-
posal to buy stock owned by the controlling
shareholder and requiring PRF to include the
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special agent's avaluation in any proxy state-
ment containing any such matter.

4. An order enjoining PRF from converting
Class A stock into common stock or from
entering into any agreement to buy stock
owned by the controlling shareholder, unless
the matter is submitted to the PRF sharehold-
ers and approved by a majority of the votes
cast by the common stock shareholders of
PRF who own no Class A stock.

The case of SEC v. Firestone Tire & Rub-
ber- Co., et al, involves use of corporate
funds for unlawful pelitical contributions, both
domestic and foreign, over a period of 8
years. The Commission obtained injunctive
and ancillary relief aganst Firestong, Robert
P. Beasley, formerly its executive vice presi-
dent and vice-chairman of the Board of Direc-
tors, and Raymond C. Firestone, chairman of
Firestone’s Board of Directors and formerly
chief exacutive officer.24 In its complaint, the
Commission alleged, among other things,
that periodic and annual reports and proxy
materials filed by Firestone with the Commis-
sion during the period from 1968 through
June 15, 1976 werg false and misleading in
viplation of the antifraud, proxy and reporting
provisions of the Federal securities laws.

In addition to the injunction, the court’'s
order prohibited the use of corporate funds
for unlawful political contributions or similar
unlawful purposes; prohibited Firestone from
making any materially false or fictitious en-
tries in 1ts bocks and records and from main-
taining any unrecorded fund of corporate
monies; and required Firestone to continue
an investigation conducted by its audit com-
mittes into the use of corporate funds to
make paymenis to foreign government offi-
cials or for unlawful political contributions.

In SEC v. Foremost-McKessan Inc., the
Commission obtained a permanent injunction
and ancillary relief against Foremost-Mc-
Kesson based on allegatons that it had vio-
lated the antifraud, reperting and proxy solici-
tation provisions of the Federal securities
laws.25 Foremost-McKesson consented to
the entry of the court's judgment without
admitting or denying the allegations in the
Commission complaint.

The compiaint alleged that during the pe-
riod from 1971 to 1976 Foremost-McKesson,
the largest wholesale distributor of wine and
spirits in the United States and an importer of



alcoholic beverages, made undisclosed pay-
ments of approximately $6 million, in the form
of cash payments and free merchandise, to
retailers and wholesalers, to induce the pur-
chase of wine and spirits products it distrib-
uted, in possible violation of the Federal and
state liquor laws. The complaint further al;
leged that Foremost-McKesson made undis-
closed cash payments of approximately
$231,000 to various officials of foreign gov-
ernments to influence foreign governmental
action, and falsified its books and records
with respect to these cash and merchandise
payments.

In addition, the court restrained and en-
joined Foremost-McKesson from making ma-
terially false or fictitious entries in its books
and records, and required it to maintain ade-
quate and accurate documentation with re-
spect to the matters referred to in the com-
plaint. It also agreed to:

A. Complete an investigation, commenced
as a result of the Commission’s investigation
by its Audit Committee, outside counsel and
independent auditors, into various matters
referred to in the complaint.

B. Submit a written report, within 210 days,
by the Audit Committee, to its Board of Direc-
tors; and to have a person satisfactory to the
Commission review the procedures and
methods used by the Audit Committee.

C. Prohibit (1) any cash payment or render-
ing of merchandise in violation of Federal,
state or local liquor laws or regulations, and
(2) the payment of anything of value which is
material in nature directly or indirectly to any
foreign governmental official or entity con-
trolled or owned by any foreign government.

SEC v. Audio Media Corp.—On October
30, 1975, the Commission obtained perma-
nent injunctions against Audio Media Corp.
(formerly known as Eastern Sound Co. Inc.),
two of its officers, and Johnson & Ries, a
public relations firm formerly engaged by Au-
dio Media.?® The injunctions, to which de-
fendants consented, were based on Commis-
sion allegations that Audio Media distributed
false and misleading offering circulars in con-
nection with a Regulation A offering of its
stock and warrants and a further offer to
exchange the original warrants for new war-
rants exercisable at a lower price; that the
defendants issued false and misleading press
releases, annual reports, and letters to share-

holders; that Audio Media offered for sale and
sold 6,000 shares of its common stock when
no registration had ever been filed with the
Commission and the transactions did not
comply with Rule 144,

SEC v. Chicago Milwaukee Corp., et al.—
On June 29, 1976, the Commission obtained
permanent injunctions against Chicago Mil-
waukee Corp. (*CMC"), Chicago,. Milwaukee,
St. Paul and Pacific Railroad Company (“Mil-
waukee Road”) and four officers and direc-
tors of the two defendant companies.?” Each
of the defendants consented to the injunc-
tions without admitting or denying the allega-
tions in the Commussion’s complaint.

The complaint alleged that CMC and the
Milwaukee Road had made false and mis-
leading statements and had omitted to state
material facts in registration statements and
annual reports between 1968 and 1974 con-
cerning, among other things, significant alter-
ation in the operations of a Milwaukee Road
subsidiary. The subsidiary was directed by
Milwaukee Road officials to commence and
continue substantial sales of its timberland for
the purpose of maintaining the solvency of
the Milwaukee Road. Further, it was alleged
that the defendants had failed to disclose that
corporate accounting books and records and
official corporate documents had been falsi-
fied to cover up a rescission by the Milwau-
kee Road of a $4 million dividend from a
subsidiary in 1972 in order to avoid the
railroad’s obligation to pay interest to certain
of its bondholders.

The Commission’s complaint also alleged
that the defendants had failed to disclose that
millions of dollars of deferred roadway main-
tenance had been incurred by the Milwaukee
Road; that certain of Milwaukee Road’s
books and financial statements had been
falsified to conceal a material contingent lia-
bility in connection with a sale of land; and
that the books and records had been falsified
to conceal the operation of a corporate politi-
cal contributions fund.

The court's order compels CMC and the
Milwaukee Road to correct their existing fil-
ings with the Commission. Further, CMC was
ordered to continue to maintain a special
committee of its Board of Directors to conduct
an investigation into the matters alleged and
to prepare a report of its investigation, which
will be submitted to the Commission and to

115



CMC and Milwaukee Road shargholders. The
full Board of Directors of CMC and of the
Milwaukee Road are to take such action as
they deem appropriate with regard 1o the
findings and recommendations contained in
the Repon.

SEC v. Kalvex, Inc. et al. ®—This action
was instituted in December 1974 to enjoin
Kalvex Inc., Emanue! L Wolf, Kalvex's presi-
dent and chairman of the board, and Robert
L. Ingis, a Kalvex director and former vice-
president, from further viclations of Sectians
13(a) and 14(a) of the Exchange Act and
Rules 13a-1, 13a-13, 14a-3, and 14a-9 ther-
eunder. The complaint alfeged that Kalvex's
Forms 10-K and 10-Q for 1972 and 1973,
and its proxy statements issued in connection
with its stockholders annual meetings for
those years, failed to disclose (1) a scheme
to kick-back $8,500 to Ingis from a Kalvex
supplier, (2) the receipt by Ingis ol approxi-
mately $6,000 of gorporate funds, as a result
of Ingis’ submission of “expense” vouchers to
Kalvex for expenses unrelated to any corpo-
rate purpose, and (3} Wolf's submission of
expense vouchers to both Kalvex and to
Allied Arlists Pictures Corporation, a publicly-
held corporation controlled by Kalvex, in or-
der to receive reimbursement for the same
expenses from both companies.

Kaivex consented to an injunction in which
it agreed to (1) establish a financial controls
and audit committee to adopt procedures to
prevent a recurrence of acts similar to those
charged in the complaint, and (2) retain a
special auditor to ascertain whether any offi-
cers, directors, and employees of Kalvex re-
ceived expense reimbursements that were
not for a valid business purpose. Walf's con-
sent included the return of approximately
$80,000 to Kalvex. Ingis chose to litigate the
action, and the court issued a decision grant-
ing the Commission’s motion for summary
judgment against him.2¢¥ The court found that
the omission of the above facts in Kalvex's
proxy statements, and in its annual and
quarterly reports, was malerial to a reasona-
hle stockholder, even though there was nei-
ther a fight for corporate controt nor a proxy
contest In progress. Ingis, who 15 also a
certifisd public accountant, subsequently con-
sented to an order of the Commussion prohib-
iting him from appearing or practicing as an
accountant before the Commission for a
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twenty-two month period. The Court's appli-
cation of the proxy and reporting provisions of
the Federal securities laws in this action may
well be significant in connection with other
enforcement actions involving management
fraud, kickbacks, and overseas payments.

SEC v. The Rovac Corporation, Inc., et
al.—0On May 13, 1976, the Commission ob-
tained permanent injunctions against The Ro-
vac Corporation (“Rovac”), Bend, Richman &
Co., Inc. ("Bond Richman”), Stanley A. Mor-
genstern (“Morgenstern”), Thomas C. Ed-
wards (“Edwards"), Dennis Caterine ("Cater-
ine"), and John A. Wert (“Wert”), based on
allegations that the defendants variously vio-
lated Section 10(b) of the Exchange Act and
Rules 10b-5, 10b-6 and 10b-9 thereunder
and Sections S(a), 5(b) and 5(c) of the Secu-
rities Act in connection with transactions in
the securities of The Rovac Corporation. 30

The complaint alleged that, the defendants,
in ¢onnection with the “all-or-none” offering
of Rovac securities in October 1974, de-
frauded Investors by representing that the
securities were offered on an “all-or-none”
basis while engaging in certain non bona fide
sales of Rovac securities which were com-
pany financed or guaranteed against loss by
the underwriter. The complaint also atleged
that by virtue of the above described “park-
ing” transactions, the offering did nol close
on the purported closing date, but rather
continued until the parked securities had
been sold to the public.

In a separate administrative proceeding
pursuant to Section 15(b) of the Exchange
Act, Bond Richman was suspended from
engaging directly or indirectly in any under-
writing activities whatsoever for 180 days;
and Morgenstern, its chaurman of the board,
was suspended from association with any
broker-dealer, investment company of invest-
ment adwviser for a period of 90 days and
thereafter suspended from engaging directly
or indirectly in any underwriting activities
whatsoever for an additional 90 days.

In SEC v. Waste Management, Inc., et al.,
the defendants consented 1o permanent in-
junctions prohibiting further viclations of the
reporting and proxy provisions of the Ex-
change Act.?' Among other things, the com-
plaint alleged the maintenance of an off-the-
books “slush fund” used for political pur-
poses. In addition to the company, Harry



Wayne Huizenga, vice-chairman of the board
of directors, and Earl Edward Eberlin, a re-
gional manager, were named as defendants.

S.E.C. v. Standard Prudential Corparatian,
et al 32—The Commission filed a civil injunc-
tive acticn against Standard Prudential Cor-
poration and its chief executive officer, Theo-
dore H. Silbert. Standard was charged with
issuing a false and misleading préss release
describing the purported sale of an option to
acquire 1.6 million shares of Talcott National
Corporation stock. The complaint alleged that
the release omitted to disclose, in violation of
Section 10(b) of the Exchange Act and Rule
10b-5 thereunder, that Standard had not
abandoned its previously devised plans to
acguire Taloctt shares or to merge with Tal-
coft, which acgquisiton or merger would have
required approval by the Federal Reserve
Board, and that Standard was seeking to sell
the option tc a purchaser who would agree
that Standard retain absolute control gver the
final disposition of the shares, including the
right of Standard to acquire the shares from
the purchaser. Standard was also charged
with violating Section 13(d) of the Exchange
Act and Rule 13d-1 thereunder in connection
with a filing of a Schedule 13D with the
Commission relating to the Talcott block. The
defendants consented to a permanent injung-
tion enjoining future violations of Sections
10(b} and 13(d) of the Exchange Act and
Rules 10b-5 and 13d-1 thereunder. The
court order also provided, among other
things, for the formation of a committee to
prepare a plan satisfactory to the Comrmis-
sion for the disposition of the Talcott shares.
The plan was submitied to the Commission
by Standard's independent committee in Au-
gust 1875 and found to be provisionaily satis-
factory, provided that Standard enter into an
agreement with an acceptable purchaser to
sell the blogk of Talcott shares.

S.E.C. v. United Americas Bank, Konos
Associates and Abbey J. Butler—~The Com-
mission brought an injunchive acton against
United Americas Bank for alleged excessive
extensions of securities credit in violation of
Section 7{d) of the Exchange Act and Regu-
lation U promulgated thereunder by the
Board of Governors of the Federal Reserve
Board. *?

The two other defendants, Konos Associ-
ates and Abbey J. Butler, were charged with

unlawfully obtaining excessive securities
credit from the Bank in violation of Section
7(f} of the Exchange Act and the Federal
Reserve Board's Regulation X. In addition,
these two defendants were charged with hav-
ing engaged in manipulative short sales of
securities in order to drive down the price of a
block of securities they knew was about to be
offered, illegally effecting short sales on mi-
nus ticks or zerc minus ticks, making deceit-
ful reprgsentations to the broker-dealers re-
garding ownarship of stocks and trading in
certain securites while in possession of ma-
tenal non-public information,

Konos Associates and Abbey J. Butler con-
sented io the entry cf permanent injunctions.
The Wtigation against the Bank continues.

SEC v. Petrofunds, inc., et a.—0On May
26, 1976, the Commission filed a complaint
against Petrofunds, Inc.3* (“Petrofunds™),
McRae Oil Corporaticn (“McRae Oil"),
McRae Consoldated Oit and Gas, Inc. (“Con-
salidated”), James A. McRae ("J.A. McRae'},
Dawvid Kelly (“Kelly™}, J. Frank Benson ("Ben-
son”}, Osias Biller ("Biller") (hereinafter col-
lectively referred to as "the Petrofund defend-
ants™}, Louisiana Gas Purchasing Corpora-
tion (“LGP"}, Louisiana Gas Intrastate, Inc. of
Shreveport (“LGI™), Sunny South Qi and
Gas, Inc. ("S50G"}, Houston Natgnal Bank
("HNEB"), Bromley DeMeritt, Jr. (“DeMeritt"),
Henry Becton (“Becton™), Sidney Raphael
('Raphael™), Edmund D'Elia (“"D’Elia™), the
law firm of Raphael, Searles, Vischi, Scher,
Gover and D'Eha ("BSV"), Thomas Leger &
Co. (“Leger & Co."), Thomas Leger
{"Leger"}, Edward Coulson (“Coulson™}, Ben-
nett J. Roberts, Jr. ("Roberts™ and Edward
C. Dorroh (*Darroh™).

The complaint charged (1) each of the
defendants with violattons of the antifraud
provisions of the Securities and Securties
Exchange Acts, {2) the Petrofunds defend-
ants and defendant DeMentt with violations of
the registration provisions of the Securities
Act, (3) defendants Petrofunds, Consalidated,
Leger & Co., Leger, J.A. McRae, Kelley,
Benson, Biller and Roberts with violations of
the financial reporting provisions of the Ex-
change Act, and (4) defendant Biller with
violations of the broker-dealer registration
provisions of the Exchange Act.

The complaint alleged that interests in ol
and gas driling programs were offered and
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sold by use of false and misleading state-
ments which failed to disclose or falsely or
inadequately described. amang other things,
{1) the extensive misuse, diversion and mis-
appropriation by the Petrofunds defendants,
Domoh, DeMentt, Becton, Coulson, Roberts
and others of monies invested by, and assets
belonging to, the public investors: (2) the
failure by the Petrofunds defendants and de-
fendant HNB to properly maintain public
investors' montes in custodian accounts at
HNB; (3) the misuse of gas reserves, in
which the Petrofunds drilling programs own
majority werking interests, for the benefit of
the Pstrofunds defendants and defendants
LGP, LGl and others; (4) the nature and
effect of certain transactions between the
drilling programs and companies affiliated
with or controlled by defendant J.A. McRae;
(5) the manner and timing of ol and gas
leasehold aquisitions; (6) the skimming-off of
interests in various oil and gas leaseholds by
certain of the defendants; (7) the amounts
paid as commissions to defendants Biller,
Raphael, and cthers for the sale of driling
program interests to the public; and (8) the
potential tax ramifications and/or risks associ-
ated with the aforesaid acts and practices.

The Commission sought, among other
things, (1) a tempoary restraining order and
preliminary injunction aganst the Petrofunds
defendants and defendants LGP, LGI, SSOG
and Dorroh; (2) permanent injunctions
against each of the defendants, and (3) an
order appointing a temporary receiver for
detendants Petrofunds, Consolidated, McRae
Oil, LGP, LGI and SSOG.

After granting temporary restraining orders
against defendants Petrofunds, McRae Cil,
Consolidated, LGP, LGl and SSQG, the court
heard oral argument on the Commission’s
request for a preliminary injunction and ather
relief against the Petrofunds defendants and
defendants LGP, LGI, SSOG and Dorroh. In
denying the Comrission's request the court
stated:" "It may well be that upon a trial,
where the disputed fact issues are fully ex-
plored and the court afforded an opportunity
to appraise the demeanor of witnesses and to
evaluate their credibility in making its fact
determination, plaintiff may fully and abun-
dantly estabhsh its various claims so as to
entitie it to the full relief It seeks.”

SEC v. Howard R. Hughes*—Fuollowing
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the death of Howard Hughes in April 1976,
the court, on the Commussion's motion,
agreed to substitute his estate as defendant
{the case now being re-captioned SEC v.
Lummis et al. in the action, filed in March
1975 by the Commission, which alleged a
sequence of actions by Hughes, his wholly
owned company Summa, his attorney and
Summa director, Chester C Davis, and his
assistant, Hobert Maheu, arising from the bid
by Hughes in 1968 to purchase the assets of
Air West, a regional West Coast airline. The
Commission's complaint alleged, among
other things, that Hughes (a) hired public
relations man James “Jimmy the Greek”
Snyder to disseminaie false and misleading
reports to shareholders, {b) made contribu-
tions to certain political figures who had spo-
ken on Snyders request in support of the
Hughes offer, (c) caused the issuance in both
1968 and again 1n 1970 of matenally false
and misleading proxy statements, and (d)
engaged in a scheme of stock manipulation
and lawsuits against Air West directors op-
posed to his offer fo force those directors to
change their votes to his support. The Com-
mission alleged that Air West shareholders
had been led to believe that they would
receive $22 for their shares and supportec
the Hughes cffer for that reason, when ulti-
mately, through valuations of assets and
forced write downs alleged not to be in ac-
cordance with the Purchase Agreement, the
shareholders received only $8.75.

Since the institutian of the action, the Com-
mission has withstood a moticn to dismiss,
and has had most of the defendants’ affirma-
tive defenses stricken from the record. Judg-
ment by default has been obtamned against
James Snyder. Howard Hughes on two occa-
sions falled to appear for depositions, and
both he and his companies (of which the
Court declared him to be the Managing
Agent) have been defaulted. The Commis-
sion has been conducting extensive discov-
ery since November 1975, and expecls this
to continue through this fiscal year with a trial
on the merits against the remaining parties
shortly thereafter.

In 8.E.C. v. Thermal Power Co., et al, %8 the
Commission filed an injunctive action against
the Natomas Company, Thermal Powar
Company and their respective presidents,
Dorman Commaons and Canie! MacMillan,



alleging that the defendants violated the
tender offer” and antifraud provisions of the
Exchange Act In connection with the Nato-
mas Company's attempt to take control of
Thermal Power Company. The Natomas
Company eventually acquired approximately
97 percent of Thermal Power Company stock
in spite of competing tender affers by Union
Qil Company and Aquitaine Company. The
Commission alleged that the defendants had
failed to disclose that {a) the mamn purpose
far an agreement to sell a 42 percent block of
Thermal Power Company stock 0 the Nato-
mas Company was to defeat the competing
tender otfers by Union Gl Company and
Aguitaing Company; (b) Dorman Commons
and Daniel MacMillan had secretly agreed to
cancel the sale of this block of Thermal stock
if the Natomas Company failed to gain control
of Thermal Power Company; (¢) The pro-
ceeds from the sale of the block of stock
would be loaned back to Natomas Company;
(d) Natomas Company offered Daniel Mac-
Millan an employment contract; and (e) Ther-
mal Power Company’s board of directors
ownhed a substantial amount of the com-
pany's stock at a relatvely low tax basis
when they initally recommended Natomas
Company's tax-free exchange of stock and
agreed to support Natomas Company's bid
for control. This represents one of the few
times that the Commission has attempted to
use the tender offer provisions of the secun-
ties laws to protect shareholders from actions
by incumbent management. This case 15 cur-
rently in hgation,

In SEC v. Cosmopoiitan Investors Funding
Co., et al, the Commission sought to enjoin
Cosmopolitan Investors Funding Co., Robert
J. DiStefano, Robert R. Nelson, Ramon N.
D'Onofrio, Alfred P. Herbert, Herbert &
D'Onofrio A.G., formerly known as D'Onofrio
8 Feeney A.G., Ernst Balimer and Bank
Hotmann A.G. from further violations of Sec-
tion 10({b) of the Exchange Act and Rule 10b—
5 thereunder and Cosmopolitan Investors
Funding Ce., Robert R. Nelson and Robert J.
DiStefane from further violations of Sections
13(a) and 14(a) of the Exchange Act.37

The complaint alieged that dunng 1870 and
1971, the defendants engaged in a scheme
to defraud the purchasers and sellers of the
common stock of Cosmopolitan. The com-
plaint alleged that Nelson and DiStefano with

$210,000 of the corporate funds of Cosmo-
politan purchased shares of two off-shore
mutual funds which were of little or no value
and that these “investments” were made with
the understanding thai $85,000 of these
funds would be deposited in secret Swiss
bank accounts for the personal benefit of
DiStefano and Nelson, the president and
vice-president of Cosmopolitan, respectively.

The complaint further alleged that defend-
ants Cosmopolitan, Nelson and DiStefano
filed or caused to be filed with the Commis-
sion periodic reports and proxy statements
dunng this period which were false and rmis-
leading in that they failed to disclose the
comporate monies kicked back to Nelson and
DiStefano and reflected a net vaiue of
$147.500 for these “mmvestments”, which
were, in fact, of little or no value.

Subsequently, on April 16, 1976, perma-
nent injunctton and ancillary relief against
Nelson was granted. Nelson consented to the
entry of the judgment without admitting or
denying the allegations of the Commission’s
complaint, Nelson was ordered to pay to the
court the surm of $10,000 and prohibited from
assuming a position as either an officer or
director of any public company except upon a
showing satisfactory to the court that meas-
ures have been taken to prevent the conduct
alleged in the Commssion's complant or
conduct of similar object or purport. Previ-
ously, permanent injunctions had been en-
tered against Cosmopolitan, D'Onofrio and
Herbent & D'Onofrio. )

In SEC v. Amernican Beef Packers, Inc, et
al, American Beef Packers, Inc., a large
Omaha meat packing corporation, which had
petitionad n January 1975 for relief under
Chapter XI of the bankruptcy law, and us
former chief officer and director and two other
directors were named as defendants in an
Injunctive action filed by the Commission on
February 25, 1876.%® The complaint, in part,
alleges the defendants viclated the proxy and
antifraud provisions of the Federal secunties
laws in that, among other things, the defend-
ants faled to disclose the following matters:
(1} the source and intended use of $54,000
cash found in offices of the company and the
use made of similar unaccounted cash, if
any, that had been in the company offices;
(2) the use of funds by the company which
should have been turned over to General
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Electric Credit Corporation in accordance
with a financing agreement; (3) the reasons
for and duration of the practice of the com-
pany and its subsidiary in paying rebates ic
foreign customers; and (4) an illegal agree-
ment of management to manipulate upwards
the price of common sﬁtock of the company. in
addition to injunctive relief prohibiting future
vialations, the Commission seeks the ap-
pointment of a special master and an order
enjoining each individual defendant from act-
ing as an officer or diractor of any public
company except upon a showing 1o the court
that procedures have been instituted to pre-
vent recurrence of the same or similar viola-
tive conduct alleged in the complaint. The
trial of this case is scheduled for October
1976.

SEC v. Scott-Garman Mumicipals, Inc, 39—
In September 1975, the Commission insti-
tuted an injunctive proceeding against Scott-
Gorman Municipals, Inc. {“Scott-Gorman™}, a
municipal bond deafer and Scott Gorman's
four officers alleging violations of the anti-
fraud provisions of the Federal securities
laws.

The Commission charged that the defend-
ants engaged in a fraudulent course of con-
duct whereby they failed to deliver fully paid-
for notes, bonds and other securities to their
customers; falled to disclose the frue financial
condition of Scott-Gorman; and failed to dis-
clase that fully-paid-for customers’ notes,
bonds and other securities were being (lle-
gally hypothecated, on Scott-Gorman's be-
half, at various lending institutions,

Prior to the Commission's action, Scott-
Gorman had filed a petiton in Bankruptcy
Court pursuant to Chapter X! regrganization.
The Commussion intervensd in the Bank-
ruptcy Court against Scott-Gorman in order to
name Scolt-Gorman as a defendant In its
own suit and to request the appointment of a
raceiver for Scott-Gorman.

The Bankruptcy Court granted the Com-
misgion's application 1o intervene and follow-
ing a hearing on the Commission's motion, a
receiver was appointed on the recommenda-
tion of the Bankruptcy Court. Thereafter, a
Trustee in Bankruptcy was appointed for
Scott-Gorman in order to liquidate the firm.

Following a hearing on the Commission's
motion for a preliminary injunction against the
defendants, the court preliminarily enjoined
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the four individual defendants from violating
the antifraud provisions of the Federal securi-
ties laws and ordered the imposition of a
temporary freeze on the individual defend-
ants’ personal assets pending a determina-
fion of customers' losses.

The court has yet to set a trial date with
respect to a hearing for permanent injunction.

CRIMINAL PROCEEDINGS

In August 1975, after investigations by both
the Commssion and the U.S. Attorney for the
Southern Distnct of New York, a grand jury
indicted James E. Corr, Il and seven other
persons associated with broker-dealers, for
violations of the antifraud provisions of the
Federal securities laws.%? The defendants
were charged with manipulating the over-the-
counter market in the securities of Jerome
Mackey's Judo, Inc. dunng 1872 and 1973 by
purchasing stock and not paying for the
shares upon delivery, by using swap transac-
tions, and by parking shares to keep them
from being sold in the market. Prior to tral,
three of the defendants pleaded guilty to
conspiring 1o violate the antifraud provisions
of the Federal securities laws. Another de-
fendant pleaded guilty to fraud in connection
with the purchase and sale of securities.
These defendanis were sentenced to prison
terms of from three to six months. Another
defendant also pleaded guilty to secunties
fraud and was given a suspended senlence,
and placed on probation for two years. After
trial, defendants Corr and Roger Drayer were
found guilty and sentenced to prsen terms of

-2-12 years and four months, respectively;

appeals by these two defendants were ar-
gued before the Court of Appeals ior the
Second Circuit in July 1976, The jury was
unable to reach a verdict as o Barry Drayer,
the remaining defendant.

As a result of the Commission’s referral of
its investigative files to the Department of
Justice in the Stirling Homex Corporation
matter, an eleven count indictment was re-
turned against four of the former principal
officers of Stifing Homex Corporation; David
Stiriing, Jr., William G. Stirling, Harold M.
Yanowitch, and Edwin J. Schuitz, and an
attomey-employee for the company, Rubel L.
Phillips, charging them with fraud in connec-
tion with the 1970 and 1971 public distribu-



tion and sale of Stirling Homex common and
preferred stock for nearly $40 million.4

The indictment charges that the defendants
used fraudulent devices to inflate Stirling
Homex's earnings in SEC registration state-
ments, and annual and interim reports and
related documents. The indictment further
charges that in 1969 and 1971, the defend-
ants boosted reported sales and profits by
including substantial sales of land to shell
corporations which lacked any real ability to
pay, and by making the sales at prices which
were artifically inflated. The indictment also
charges that, in 1971, a fraudulent sale of
modules to a shell corporation was included
in sales and profits on the basis of a forged
$15 million dollar government financing com-
mitment.

The indictment also alleged that even
though the company'’s principal business was
manufacturing modular homes, the bogus
land sales amounted to 18 percent of Stirling
Homex's earnings for 1969 and nearly half of
its six-month earnings for 1971. The tndict-
ment also specified that a forged commitment
letter was used to double earnings In the six
and nine-month reports for fiscal 1971.

The indictment further charges that seven
officers and employees of the United Brother-
hood of Carpenters and Joiners of America
received payoffs in the form of $240,000
worth of Stirling Homex stock purchased at
$76,800 less than the fair market value.®
Later, when the fair market value declined,
their stock was repurchased from them at
$136,000 above that price.

The above indictment resulted from a refer-
ral of the Commission’s investigative files
after the Commission had completed a Givil
injunctive action against Stirling Homex Cor-
poration, six of its officers and directors and
Merrill Lynch, Pierce, Fenner & Smith Inc.
The Commission also had 1ssued a Report of
Investigation in the Matter of Stirling Homex
Corporation Relating to the Activities of the
Board of Directors of Stirling Homex Corpora-
tion, and, pursuant to Rule 2(e) of the Com-
mission's Rules of Practice, had issued opin-
ions 1mposing certain remedial sanctions
against Stiring Homex’s two independent
auditors, Harris Kerr Forester & Co. and Peat
Marwick Mitchell & Co.42

The trial of the criminal prosecutions in-
volved in the Equity Funding4?® case finally

came to a conclusion in July 1975 with the
sentencing of the three independent accoun-
tants who had been convicted following a four
months' trial in the Federal District Court in
Los Angeles. Each of them was sentenced to
terms of imprisonment followed by four years’
probation and a requirement that each con-
tribute 2,000 hours to community service.
Twenty-two individuals have been indicted as
a result of the Equity Funding scandal and of
those only the three accountants had a full
jury trial. Sentences of the other 19 defend-
ants who plead guilty” to various charges
ranged from eight years’ imprnsonment and a
$20,000 fine for the principal architect of the
scheme, Stanley Goldblum, to two years’
probation for the two most minor figures in
the scandal. The convictions of the three
accountants are presently on appeal before
the United States Court of Appeals for the
Ninth Circuit.

U.S. v. Leslie Zacharias, et al.%*—A fifty-
nine count indictment was returned against
Leslie Zacharias, Louis Martino, Norman
Brodsky, Albert Rubenstein, Arthur Souretis
and Fritz Johnson charging the defendants
with violations of the registration and anti-
fraud provisions of the Federal secunties laws
and mail fraud and conspiracy In connection
with a scheme to distribute large quantities of
unregistered shares of Pollution Dynamics
Corporation. It was alleged that, in order to
carry out the scheme, Norman Brodsky, an
attorney, wrote bogus opinion letters to the
transfer agent for the company for the pur-
pose of removing restrictions on stock owned
by Martino, president of Pollution Dynamics.
The case, which was prosecuted by the New
England Organized Crime Strike Force, re-
sulted in the conviction of Brodsky, Martino
and Fritz Johnson, a securties salesman, on
their entry of guilty pleas to violations of the
antifraud provisions of the Exchange Act.
Brodsky and Martino each received two-year
sentences of which three months were to be
served In jall and Johnson received a two-
year sentence and a $2,000 fine. The other
defendants are awaiting trial.

U.S. v. Netelkos, et al.*5—Christian-Paine
& Co,, Inc., (“CP"), a broker-dealer firm regis-
tered with the Commission, and its former
president, Joseph Rega, Jr. consented to
permanent injunctions in April 1974 for viola-
tions of the antifraud, net capital, hypotheca-
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tion, and bookkeeping provisions of the Ex-
change Act. CP is currently being liquidated
pursuant to the Securities Investor Protection
Act of 1970.

Rega, Christos Nelelkos, an undisclosed
principal of CP, George Santariello, a cashier
for CP, Charles Gamarekian, an officer of the
firm, Georgett Ysrael, bookkeeper, Ross Pas-
cal, and Lucille Ditta, a trader for CP were
indicted by a grand jury for illegally hypothe-
cating customers’ securities, falsifying books
and records of CP, and submitling false re-
perts and financial statements to the Com-
mission.

After an eight week trial, Netelkos, Rega,
Gamarekian, Santoriello, and Ysrasl were
convicted of conspiracy, unlawful hypotheca-
tion and sale of customers' securitias, making
and keeping false books and records, and
submitting false statements to Federal offi-
cers.

Netelkos was sentenced to eleven years in
prison and fined $50,000, Rega was sen-
tenced 1o five years and fined $20,000. Ga-
marekian was sentenced to five years and
fined $20,000; and Ysrael and Santoriello
were both sentenced to eighteen months in
prison. The indictment against Pascal was
dismissed and Ditta is presently awaiting trial.

U.S. v. Fred C. Tallant, Sr., et al.46—0n
MNovember 21, 1975, Fred C. Tallant, Sr., and
William M. Womack, Jr. of Atlanta, were
sentenced on their pleas of nolo contendere
to a twelve-count indictment charging them
with violations of Section 17{a) of the Securi-
ties Act, the Mail Fraud statute (18 U.S.C.
1341) and the Conspiracy statute {18 U.5.C.
371) and further charging Womack with vio-
lating the Obstruction of Justice statute (18
U.5.C. 1505).

Tallant was sentenced to three years im-
prisonment on each of the eleven counts, the
terms to run concurrently and all but three
months of the sentence to be suspended. He
was also fined the maximum amount on each
of the eleven counts for a total of $40,000, to
be paid within ninety days after the pariod of
his confinement. Tallant was also sentenced
to a five-year period of probation. Womack
was sentenced to three years imprisonment
on each of twelve counts, the terms to run
concurrently and all but two months of the
sentence to be suspended. He was also fined
a total of $15,000 to be paid within 150 days
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after the penod of his confinement. Womack
was also sentenced to a five-year period of
probation.

The fraudulent schems charged in the in-
dictment involved, among other things, the
acquisition by the defendants of shares of
common stock of Preferred Land Corporation
and the sale of those shares in the course of
the distribution of later higher priced issuad
as onginal issue stock of the corporation.
Funds received by Preferred Land from such
sales were diverted to the use and benefit of
defendants. The charge of obstruction of jus-
lice involved the falsification of books and
racords of Preferred Land presented during
the Commussion's investigation.

Because of a continuing problem of “shell
compaoration” promotions onginating from the
Salt Lake City area, a special unit of the
securities fraud section of the Department of
Justice was assigned to work closely with
Commission atterneys and investigators in
Denver and Salt Lake City. A number of
investigations were completed, and indict-
ments were obtained in four cases with sev-
enteen persons and three corporations
named as defendants.

U.S. v. Rio de Cro Mining Company, et
al.4"—This case involved charges of securi-
ties fraud against a New Mexico corporation
and three Salt Lake Gity promoters on which
ali of the defendants were convicted after a

= two-week frial. During the period before trial,
attomeys of the Commission and the Depart-
ment of Justice worked closely with attorneys
of the Vancouver, British Columbia, Reglonal
Office of the Canadian Department of Justice,
since one defendant, Francis C. Lund, a Salt
Lake City iawyer, was a fugitive in Vancou-
ver. Extradition proceedings were com-
'menced to return Lund to the United States
for trial—the first such proceeding on securi-
ties fraud charges in recent years. Lund
agreed to voluntarily return to the United
States two days before the hearing was to
commence.

The indictment charged Ric de Oro Mining
Company, Francis C. Lund, Virgil Redmond,
and Carl Powers with participating in a
scheme to defraud purchasers of Rio de Oro
Mining stock by causing false and misleading
statements to be made conceming mining
activities at the Red Creek Mine in Duchesne
County, Utah. They falsely represented the



corporation's interest in the mining property,
the nature and extent of the mining activity
and the value of the coal deposit. They
falsely represented the corporation's intent to
conduct the open-pit method of mining on the
property. Other charges related to false
statementis made concerning contracts to sell
coal, the ownership and operations on ura-
nium and gold mining properties, and the
arrangements for the financing and construc-
tion of an electric power plant at the Red
Creek Mine.

The defendants were convicted on 8
counts of securities fraud and each was sen-
tenced to 24 years in Federal Prison. These
sentences were later reduced to a total of 18
years in prison and fines of $40,000 for Lund
and Powers and a fine of $24,000 for Red-
mond. Two of the three defendants are in
prison while the case i1s on appeal to the
Court of Appeals for the Tenth Circuit.

U.S. v. Richard T. Cardall, et al.4—This
trial related to charges of false and mislead-
ing statements made in the sale of the stock
of International Chemical Development Cor-
poration totalling over one million dollars.
Two individual defendants, Richard T. Cardall
and Frank Lloyd Parks, were tried together
with the corporation and were convicted on
nine counts and sentenced originally to 45
years each in prison. The sentences were
later reduced to 18 years in prison and a
$50,000 fire. The corporation pled nolo con-
tendere and was fined $10,000. Ancther de-
fendant, William L. Allen, of Ggden, Utah,
pled guilty to one count of the sale of unregis-
tered stock and was sentenced to five years
in prison.

The violations charged involved the reacti-
vation of a “corporate shell," and the promo-
tion and sale of its stock by means of false
and misleading statements, including state-
ments relating to purported activities of the
corporation in extraction of valuable minerals
from the waters of the Great Salt Lake in
Utah. The case is presently on appeal to the
Court ot Appeals for the Tenth Circuit.

U.8. v. John J. Badger, et al.*®*—John J.
Badger, Jay Victor Milier, Evelyn Mitchener
and John E. Worthen were tried on a 14-
count indictment charging a scheme to de-
fraud shareholders of Flying Diarmond Corpo-
ration, a Utah corporation engaged in mineral
and oil exploration. The indictment charged

that the defendants caused the stock transfer
agency of Flying Diamond 1o issue stock in
the names of nominaes of the defendants
and that stock was then sold through broker-
age accounts by the defendants. Miller and
Worthen also were charged with transporting
the forged and aliered stock certificates in
interstate commerce. At the trial, Badger was
convicted on three counts of securities fraud
and one count of sale of unregistered securi-
ties. Sentences were imposed as follows:
Badger was sentenced to five years in prison
and five years probafion. Miller, who pled
guilty to one count of sale of unregistered
securities and one count of securities fraud,
was sentenced originally 1o five years in
prison. He was later sentenced to one year in
prison and five years probation.

In a later trial, Miller was aiso convicted of
three counts of criminal contempt of a District
Court injunction prohibiting certain activities
by the stock transfer agent of Flying Diamond
and was sentenced to five years in prison.
Mitchener pled guilty to an information charg-
ing securities fraud and was sentenced to two
years' probation. The charges against Wor-
then, who was then serving a 10-year prison
sentence on another conviction, were dis-
missed.

U.S. v. E. M. "Mike"” Riebold, ot al.50—In
another criminal securities case, EM. "Mike”
Righold, the principal officer of a New Mexico
natural resources company, and Donald Mor-
gan, a former senior officer of the First Na-
tional Bank of Albuguerque, New Mexico,
after a nine week trial, were convicted by a
jury of misapplication of bank funds, wire
fraud, mail fraud, securities fraud, interstate
transportation of stolen property and false
statements in a registration statement. Prior
to trial, defendant Harotd Morgan, an attor-
ney, had pled guilty to one count of securities
fraud; and Hillard Crown, an accountant, had
pled guilty to one count of submitting a false
statement to a bank in connection with the
loan. The remarining defendant, E.J. Ham-
mon, also pled quilty prier to trial to one count
of securities fraud. This case involved the
obtaining of over $5 millien in loans by Rie-
bold and his affiliated companies through
fraudulent means from several banks and
invastors throughout the country. The suc-
cessful prosecution of this case resulted from
a joint investigation by the SEC and the FBE
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in connection with the U.S. Altormey's Office
for the District of New Mexico. Defendants
Harold Morgan and Riebald are appealing
therr convictions. Riebold was sentenced to
five years in prison followed by five years'
probation. Donald Morgan was sentenced to
two years in prison followed by five years'
probation. Defendants Harold Morgan, Crown
and Hammon were sentenced to six months
In prison followed by five years' probation.

US. v. Goss, et al."—Cadmus L. G.
Goss, Richard F. Vande Vegte, Arthur John
Kirsch, Rosland Stewart Moare, Donald Wil-
liam Sparks and Elary Rinehard were indicted
in a §1 count indictment charging them with
mail fraud, sale of unregistered secunties and
secunties fraud in connection with the offer
and sale of promissory notes of New Life
Trust, Inc., of Phoenix, Anzona. The indict-
ment charged that New Life Trust operated a
land development business near Dateland,
Arizona, known as El Camino de Sol. As a
part of this business, New Life Trust issued
corporate notes, purportedly secured by first
realty mortgage on lots or portions of lots of
the El Camino de Sol subdivision. The indict-
ment charged that the land had been previ-
ously mortgaged, sold or was otherwise en-
cumbered. The defendants allegedly sold
these corparate mortgage notes to investors
in lowa, Nebraska, Minnesota, Hlinois and
elsewhere. Then, allegedly, through NLT, the
defendants disbursed monthly interest pay-
maents from the proceeds of the offering to the
investors for a time in accordance with the
terms of the corporate mortgage notes to lulf
the investors into a false sense of security
and to Induce the investors to buy more
notes. The case is presently awaiting trial.

U.S v. Harold Goldstein, et al.—Harold
Goldstein, Danisl Goldstein, a/k/a/ Neil Dan-
iels, Paul Levine, a/k/a Henry Harper, Roger
C. Anderson and Donald McCoy were
charged in a thirty count indictment with viola-
tions of the Federal securities taws, mail
fraud and conspiracy to defraud. 52

This indictment followed a Commission In-
vesligation into the aclivities of the defend-
ants ih connection with the offer and sale of
investment contracts in gold concentrate, a
form of gold ore. The defendants’ sales,
which began in January 1975, exceeded $1
milion. Among other things, the defendants
represented to customers that they would
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refine, ship and store the gold concentrate on
behalf of those customers. The detendants
failed to disclose that the purported source of
the gold concentrate was nol in operation and
that they had no current supply of concen-
irate available to satisfy customer orders.

Most of these same defendants were al-
ready subject to permanent injunctions for
violations of the registration and antifraud
provisions of the Federal securities iaws.

The criminal indictment 'of these defend-
ants I1s the first involving the sale of gold to
United States citizens since the prohibition on
the ownership of gold was lifted on December
31,1974,

An important part of the Commission's
criminal eniforcement program is its criminal
contempt proceedings. In U.5. v. Witham
Reobert Cook,5* Wiliam Robert Cook was
convicted of three counts of criminal con-
tempt after a six-day trial. The contempt
arose from his disobeying the provisions of a
permanent injunction entered against him in
1970¢. The defendant had engaged in a
course of conduct in willful disgbadience of
the injunction in the offer and sale of frac-
tiona! undivided working interests in oil and
gas leases. He distributed fraudulent Sched-
ule B sheets, made false statements to inves-
tors, using high pressure “boiler room™ tele-
phone salesmen, and improperly used inves-
fors’ monies. This case is particulady signifi-
cant in that the defendant received a three-
year prison term. The conviction was affirmed
by the U.S. Court of Appeals for the Fifth
Cireuit.

In another criminal contempt proceeding,
which arose In connnection with the civil
injunctive action entitted SEC v. TransJersey
Bancorp, the Commssion charged that the
defendants had engaged in a scheme to
manipulate the price of TransJersey secur-
ties from $13 per share in September 1975 to
$27 per share in October 1975.54 Ralph
lanneti, who had been previously enjoined
from engaging in manipulative conduct, was
found guilty of criminal contempt after an
eight-day jury trial. This criminal proceeding
was instituted and tried by the Commission’s
staff rather than through a referral of the case
to the Department of Justice. lannelli was
given a two-year suspended sentence and
place on probation for two years.

U 8. v. Tom R. Rodgers %—0n an appeal
from his criminal contempt conviction, which



sought to set aside the prior consent decree
on which the contempt charge was based,
Tom R. Rodgers argued thal he did not have
effective counsel at the time he consented to
the injunction. The Court of Appeals for the
Fifth Circuit held that the Sixth Amendment
right to effective counsel does not apply to
civil proceedings. The court also slated:
“Congent Decrges would not be worth very
much it every violation of them had to be
prosecuted de nove as a violation of the
securities acts. We think 1t is safe to conclude
that Congress did not intend for enforcement
of the securities acts to be confined in this
way. ..

Organized Crime Program

The prosecution of securities cases is often
based pnmarily on tircumnstantial evidence
requiring extensive investigation by highly
trained perscnnel. The difficulties in such
investigations and prosecutions are com-
pounded when elements of organized crime
are involved. Witnesses are usually reluctant
to cooperate because of threats or fear of
physical harm. Books, records, and other
documentary evidence essential to the inves-
tigation and to a successful. prosecution may
be destroyed or nonexistent. The organized
crime element is adept at disguising its partic-
ipation in transactions, through the use of
aliases and nominee accounts, by operating
across international boundaries, and by tak-
ing advantage of foreign bank secrecy laws.
It fraquently operates through “fronig” and
infiltrates legitimate business concerns. Or-
ganized cnme also has an extensive network
of affiliates throughout this country in all
walks of life, and in many foreign nations. As
a result of these problems, civil and crirminal
litigation invelving organized crime can result
in unusually lengthy proceedings. Despite
these difficulties, the Commission, working in
cooperation with other enforcement agencies,
has been able to make major contributions to
the fight against organized crime.

Dunng the fiscal year 19786, the organized
crime program focused principally on twa
goals: (1) increasing the Commission's effec-
tiveness in obtaining current reliable informa-
tion relating to organized criminal activity in
the securities industry; and (2) aggressively
pursuing to completion investigations of situa-
tians brought o the Commission's attention

as potentially involving the the infiltration of
elements of organized crime into the industry.

In order to increase the flow of reliable
data, an intelligence unit was established in
1974 in the Division of Enforcement. Its prin-
cipal function 1s to maintain channels of com-
munication with state, local and other Federal
agencies, as well as comparable agencies of
foreign governments, which might have infor-
mation on organized criminal activity in the
securities industry. Information received by
this unit is correlated with other available
information and evaluated in light of the Com-
mission’s responsibilities under the Federal
secunties laws. Informalion indicating possi-
ble securities law violations by organized
criminal elements is relayed by the intelli-
gence unit to those other members of the
staff whose principal duties are to Investigate
activity by organized crime. This program has
already generated a significant number of
new cases, as well as coninbuting new
sources of information to ongoing Investiga-
tions.

In furtherance of the intelligence function,
members of the stalf have gontinued to par-
ticipate in seminars and lectures sponsored
by state and local governments and their
representatives have been included in the
Commission’s training programs. This has
glerted local authorities o the role of the
Commission in curtailing organized criminal
activity in the securities industry, Members of
the Commussion staff are also assigned on a
full ime basis to certain of the Justice Depart-
ment's Organized Crime Strike Forces. Both
the Sinke Forces and the Commission staff
have benefited thereby in learning more
about arganized eriminal activity in the securi-
ties industry.

As a result of the organized crime unit's
enforcement efforts during the past fiscal
year, the Commission filed injunctive actions
naming 23 persons and contributed to the
return of indictments naming 17 individuals
and the convictions of 35 of them. Two per-
s0ons considered to be important members ot
organized crime were enjoined, three such
members were indicted and three convicted
an indiciments seturned n prior years. The
Commigsion presently has 58 matters under
investigation involving organized crime.

After an extensive Commission investiga-
tion and the efforts of the Organized Crime
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Strike Force in Manhattan, on June 29, 1976,
a Federal grand jury in the Southern District
of New York indicted seven individuals, In-
cluding Guido Benigno, and two former stock
brokers charging them with securities fraud
and conspiracy in connection with the offer
and sale of counterfeit American Home Prod-
ucts Corporation stock certificates. The indict-
ment alleges that as part of the scheme, the
defendants caused Seed Capital Corporation,
a former New York stock brokerage firm, to
deliver 13,000 fraudulently issued shares to
purchasers in exchange for approximately
$1,400,000. Thereafter, the defendants
caused Seed Capital to issue checks for
$1,300,000 which the defendants then
cashed.

In another significant case the Commission
filed a civil action in the U.S. District Court for
the Southern District of New York, on April
26, 1976, seeking a permanent injunction
against John C. Doyle and eight others, to
prevent further violations of the anti-fraud and
antimanipulation provisions of the Securities
Exchange Act of 1934 in connection with
transactions in the secunities of Canadian
Javeiin Limited. The complaint alleges that
Doyle, the principal shareholder of Canadian
Javelin, and the other defendants participated
in a scheme to manipulate the market price of
Canadian Javelin stock on the American
Stock Exchange.

Cooperation with Other
Enforcement Agencies

In recent years the Commission has given
increased emphasis to cooperation and coor-
dination with other enforcement agencies,
including the self-regulatory organizations,
enforcement agencies at the state and local
level, and certain foreign agencies. !ts pro-
grams in this area cover a broad range. For
example, the Commission believes that cer-
tain cases are more appropriately enforced at
the local rather than the Federal level where
the activities, while perhaps violating the Fed-
eral securities laws, are essentially of a local
nature. In these Instances, the Commission
authorizes the referral of the case to the
appropriate state or local agency, and mem-
bers of the staff familiar with it are made
available for direct assistance to that agency
in its enforcement action. A member of the
staff has been specifically designated as a
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liaison with state enforcement and regulatory
authorities.

The Commission also has fostered pro-
grams designed to provide a comprehensive
exchange of information concerning mutual
enforcement problems and possible securi-
ties violations. During the fiscal year, it con-
tinued its program of annual regional enforce-
ment conferences. These conferences are
attended by personnel from state secunties
agencies, the U.S. Postal Service, Federal,
and state and local offices of self-regulatory
associations, such as the NASD. They pro-
vide a forum for the exchange of information
on current enforcement problems and new
methods of enforcement cooperation. One
result of these conferences has been the
establishment of programs for joint investiga-
tions. Although the conferences were initially
hosted by the Commission’s regional offices,
many state and local agencies are now serv-
ing as sponsors or Co-SpPonsors.

SWISS TREATY

The ratification process continued on the
Treaty between the United States and Switz-
erland on Mutual Assistance in Cnminal Mat-
ters.56 Negotiations on this Treaty began in
1969 and culminated in its signing in Bern in
May of 1973. The Swiss ratification proce-
dure, which included implementing legislation
believed necessary, was completed in the
middle of January 1976. The Treaty was
transmitted to the President in early February
and to the Senate in the middle of February.
The Senate Foreign Relations Committee
held hearings on the Treaty in the middle of
June, and 1t was approved by the Senate
approximately a week later. The exchange of
instruments of ratification should follow
shortly. The Treaty takes effect 180 days
after that date.

In general, the Treaty provides for broad
cooperation between the two countries in
cnminal matters. Provision is made for assist-
ance in locating witnesses, obtaining wit-
nesses’ statements and testimony, the pro-
duction and authentication of business rec-
ords, and the service of judicial and adminis-
trative documents. The Treaty also provides
for special assistance in cases involving or-
ganized crime.

The Treaty should be of assistance to the
Commission in major cases where Swiss



financal institutions are utilized to engage in
securiies transactions in the United States,
or where funds resulting from illegal activities
are secreted in such situations.

FOREIGN RESTRICTED LIST

The Commission maintains and publishes
a Foreign Restricted List which is designed to
put broker-dealers, financial institutions,
investors and others on notice of unlawful
distributions of foreign securities in the United
States The iist consists of names of foreign
companies whose securities the Commission
has reascn to believe have been, or are
being offered for publc sale in the United
States in violation of the registration require-
ment of Section 5 of the Securities Act of
1933, The ofter and sale of unregistered
securihes deprives investors of alt the protec-
tions afforded by the Securities Act of 1933,
including the right to receive a prospectus
cantaining the information required by the Act
for the purpose of enabling the investor to
determine whether the investment 1s suitable
for him. While most broker-dealers refuse to
effect transactions In securities issued by
companies on the Foreign Restricted List,
this does not necessanly prevent promoters
from illegally offering such secunties direcily
to investors in the United States by mail, by
telephone, and scmetimes by personal solici-
fation. During the past hiscal year, 15 corpora-
tions were added to the Foreign Restricted
List, bringing the total number of corporations
on the list to 99. The following companies
were added dunng the year:

Herusphere Land Corporation, Lim-
#ted 7—Information came to the attention of
the Commission that this corporation was
offening by mail from Nassau in the Bahamas
in the United States interests in Canadian
land. These investment contracts are securi-
ties.

The solicitations mailed to prospective
investors included a subscription agreement
entitted "Purchase Reservation” to reserve
from one to four “units” at $2,000 per unit of
unspecified, and undeveloped, land in Var-
renes, Quebec, Canada, represented tc be at
the price of 40 ¢ per square foot. After an
investor completed payments, which may be
made on a monthly basis for the units, the
company would decide which parcels of land
would go to the investar. The arrangement

contemplated that at that time the investor
would receive a deed 1o one or more specific
lots selected by Hemisphere. This deed
would be subject to the restriction of an
option obtigating the investor to sell the same
land back, at any time upon request, to
Hemisphere at $1.20 per square foot, or at
such higher price as the market value, inde-
pendently appraised, might establish at the
time of re-purchase. There would be no obli-
gation upon Hemisphere lo repurchase par-
cels of land being distnbuted by means of
these investment contracts.

No Securities Act registration statement
covering these investment contracts had
been filed with the Commission.

Amencan Industrnal Research, S.A.5%—
This Mexican corporation, also known by the
name of Investigacion Industrial Amencana,
S.A., has been making a public offering in the
United States by mail sent from San Jose,
Costa Rica and by telephone calls from Mex-
ico City. Investors are solicited to buy “units”
consisting of 2000 of its “shares of beneficial
interest” at $3.20 per unit with warrants to
purchase ancther 1,000 of these shares at
the same price.

No financial information was available
about this corporation, and there was little
information available as to the identity of its
promoters or the intended disposition of any
funds that were being obtained from investors
in the United States. Since this corporation
has not filled a Securities Act registration
statement covering any of its units, shares or
warrants, the public offering of these securi-
ties constituted a violation of Section 5 of the
Act.

Duncannon Spirits, Ltd. 59—This Bahamian
corporation has been offering shares of its
stock to Investors in the United States stating
that it was engaging in contract sales of
Scotch whiskey. The information that nor-
mally would be available to investors from the
filing of a registration statement and supply-
ing each Investor with a prospecius contain-
ing the information required by the Securities
Act was not available. Since no registration
statement had been filed with™the Commis-
sion covening shares of stock of Duncannon
Spints, Ltd., all sales of this security that had
taken place in the United States were n
violation of Section & of the Act.
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Royal Greyhound and Turf Holdings Lim-
ited8—This South African corporation was
offering its shares of stock and secured con-
vertible redeemable debentures to investors
in the United States. A prospectus that stated
it was filed in Pretaria, South Africa, on
September 25, 1975, contained the following
information: The purpose of the corporation is
to develop dog and horse racing in the King-
dom of Swaziland in Africa. The corporation
has an option to acquire 90 percent of the
stock of Gorman Investment (Proprietary)
Limited, a private company incorporated un-
der the laws of the Kingdom of Swaziland,
from which it has oblained an exclusive Ii-
cense to develop dog racing and horse rac-
ing. The latter company also owns the land in
Swaziland necessary to build a stadium and
a dog racing track.

Royal Greyhound and Turl Holdings was
oHering 10 million shares at 17 ¢ per share.
To the extent that an insufficient number of
shares weare sold to raise the necessary
capital, the corporation was offering secured,
convertible, redeemable debentures bearing
an interest rate of 14 percent per annum to
make up the difference in raising the neces-
sary capital. The above described prospecius
further stated that the debentures were to be
secured by a first morgage on the property
owned by Forman Investment, and that the
proceeds from the sale of shares and deben-
tures might be loaned to this company to
construct a modern stadium including a dog
racing track and totalisators in_the cities of
Mbabane and Manzini.

No Securities Act registration statement,
covering either these shares of stock or de-
bentures, had been filed with the Commission
by Royal Greyhound and Turf Holdings, thus,
the public offer or sale of those secunties in
the United States was in violation of Section
5 of this Act.

Aguacate Consolidated Mines, Incorpo-
rated$'—This Costa Rican corporation was
offering its shares of stock by mail and by
telephong to investors in the United States.
Its written solicitations siated that it had ob-
tained mineral nghts to 2,347 acres in Costa
Rica that included old gold mines that had not
been worked for a number of years. It further
stated that the consideration for these min-
eral rights was 250,000 shares of its stock
and a “deferred note” for $75,000, given to
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the company's vice-president, and ancther
250,000 shares and “‘deferred note” for
875,000 1o Atlanta Foreign Investments,
whose president was also the president of
Aguacate Ceonsolidated Mines. The list of
shareholders in the United States to whom
shares of Aguacate Consclidated Mines had
been offered and sold showed that thare
were about 450 shareholders residing in 43
states. Approximately two and a half million
shares had been issued and were outstand-
ing. By February 5, 1976, this corporation
was offering to sell 125,000 additional shares
{o its shareholders at $2,25 per share.

The recerds of the Commission disclosed
that no Securities Act registration statement
had been filed with the Commission covering
the shares of stock of Aguacate that had
been publicly offered and sold to investors in
the United States. Therefore, the shares of
Aguacate being publicly offered and sold in
the United States were offered and sold in
violation of the provisions of Section 5 of the
Act.

Financieras—Information came to the at-
tention of the Commission that investors in
the United States were being solicited by
broker-dealers, investment advisers and oth-
ers, to purchase, and were purchasing, secu-
rities in the form of promissory notes and
financial certificates of Credite Minero v. Mer-
cantit A A., Financiera de Fomento Industrial,
S.A, Financiera Comermex, S.A., and Finan-
ciera Metropolitana, S.A. 82 No ragistration
statement had been filed pursuant to the
provisions of the Securities At with respect
to these securities. Accordingly, the Commis-
sion placed Credito Minero v. Mercantil, S.A.,
Financiera de Fomento Industrial, S.A., Fin-
anciera Comermex, S.A. and Financiera Me-
tropolitana S.A. on the Foreign Restricted
List.

The Commission also alerted investors,
broker-dealers investment advisers and the
public that other Mexican financieras (Mexi-
can financial institutions), which had not been
identified 10 the Commission, may be selling
unregistered notes, financial certificates or
other securities to investors in the United
States. The Commission will place additional
financieras on the Foreign Restnicted List
when nformation comes to the Commission
that such financieras are offering to sell or



are selling unregistered securities to United
States investors.

ASCA Enterprises Limited. $3—The Com-
mission received information that ASCA En-
_ terprises, Limited, of Hong Kong, was en-
gaged in publicly offering its securties by
mail in the United States, and offering shares
in two pooled investment accounts created
and managed by ASCA Enterprises, Limited.
One pooled fund was to be used to make
investments in common stocks and the other
to make investments in commodities. Na reg-
istration statement under the Securilies Act of
1933 has ever been filed with the Commis-
sion covering any of the shares being offered
by ASCA Enterprises Limited.

Whisky Investment Contracts—The Com-
mission received information that certain ap-
parently affiliated corporations of London,
England were engaged in the offering and
sale 1o investors in the United States of
investment contracts for investment in Scotch
whisky in storage in Scotland.

No registration statement under the Securi-
ties Act of 1833 had been filed with the
Commission covering any of these invest-
ment contracts that were being offered.

The investment procedure being used
closely follows the procedure in other whisky
investment cases in which Federal courts, in
Commission enforcement actions, had de-
cided that similar sales of whisky in storage in
Scotland constitute sales of investment con-
tracts that are securities as the term "secu-
nty' is defined in Section 2{1} of the Secun-
ties Act of 1933, These cases are SEC v.
M A Lundy Assocates, 362 F. Supp. 266
(R.I. July 2, 1973), and SEC v. Haffenden-
Rimar International, inc, 362 F. Supp. 323
(E.D. Va. August 8, 1973). Accordingly, the
Commussion placed on the Foreign Restricted
List the following corporations: Atholl Brose
Lid.; Atholl Brose (Expons) Ltd.; Strathross
Blending Company Limited; Derkglen, Lid.;
and Henry Ost & Son, Ltd.&*
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nvestrrent Comparies

Under the Investment Company Act of
1940 and the Investment Advisers Act of
1940, the Commission 1s charged with exten-
sive regulatory and supervisory responsibili-
ties over investment companies and invest-
ment advisers. The responsibility for dis-
charging these duties lies with the Division of
Investment Managerent, '

Unlike other Federal securities laws, which
emphasize disclosure, the Investment Com-
pany Act provides a regulatory framework
within which investment companies must op-
erate. Among other things, the Act: {1) pro-
hibits changes in the nature of an investment
company's business or its investment policies
without shareholdet approval; (2) protects
against management sglf-dealing, embezzle-
ment or abuse of trust; (3) provides specific
controls to ehminate or mitigate inequitable
capital structures; (4) requires that an invest-
ment company disclose its financial condition
and investment policies; (5) provides that
management contracts be submitted to
shareholders for approval and that provision
be made for the safekeeping of assets; and
(6) sets, controls 1o protect against unfar
transactions between an investment com-
pany and its affiliates.

Persons advising others on their securities
transactions for compensation must register
with the Commission under the Investment
Advisers Act. This requirement was extended
by the Investment Company Amendments
Act of 1970 fo include advisers to ragistered
Investment companies. The Advisers Act,
among other things, prohibits performance
fee contracts which do not meet certain re-
quirements, fraudulent, deceptive or manipu-

and Advisers

lative practices, and advertising which does
not cormply with certain restrictions.

Investment companies and assets under
the management of investment advisers con-
stitute important resources for iInvestment in
the naton’'s capital markets. In order to con-
tinue their role of channeling individual sav-
ings into capital needed for industrial deve!-
opment, investrnent companies and Invest-
ment advisers must have the confidence of
investors, and the safeguards provided by the
Investment Company and Investment Advis-
ers Acts contribute to sustaining such confi-
denge.

NUMBER OF REGISTRANTS

As of June 30, 1976, there were 1,286
active investment companies registered un-
der the Investment Company Act, with assets
having an aggregate market value of over
$80.6 billion. Those figures represent a de-
creage of 17 in the number of registered
companies and an increase of nearly $6.4
bilion in the market value of assets since
June 30, 1975. Further data 1s presented in
the statistical section of this Report. At June
30, 1976, 3,857 investment advisers were
registered with the Commission, representing
an increase of 437 from a year before.

During the fiscal year, the Division’s staff
conducted examinations of 260 investment
companies and 425 investment advisers, 17
and 21 respectively, more than during fiscal
1975, It is the Commission's ultimate objec-
live to examine all investiment company regis-
trants within the first year after registration,
and to examine each registered investment
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company and registered investment adviser
avery other year, This should provide effec-
tive regulatory oversight. As a result of the
Commission’s examination and investigation
program in 1976, numerous viclations of the
Investment Company Act and of the invest-
ment Advisers Act were uncovered, and ap-
proximately $1,582,928 were returned to in-
vestment companies and their shareholders.
Ten investment company and forty invest-
ment adviser matters were referred to the
Dwvision of Enforcement far possible action.

PROPOSED LEGISLATION

Investment Advisers Act
Amendments of 1976

On December 11, 1975, the Commission
transmitted to Congress proposed amend-
ments to the Investment Adwvisers Act of 1940
to provide substantial additional protections
o investment advisory clients.

These proposals, designed 1o upgrade the
standards and quality of regulation of invest-
ment advisers, would provide the Commis-
sion with the authority to prescribe minimum
qualification standards and financial responsi-
hility requirements for registered advisers. In
addition, the legislation would: (1) make cer-
tain technical and conforming changes; (2)
ehminate the “intrastate” exemption provided
in the Act; (3) claniy the extstence of a private
right of action based on a viclation of the Act;
{4} amend the defimtion of “person associ-
ated with an investment adviser,” and (5)
authorize and direct the Commission to
study:

() the extent to which persons not -
cluded in the definifion of investment
adviser or specifically excluded there-
from engage in activities similar to
those engaged in by investment advis-
ers and whether such exclusions are
consistent with the Act's underlying
purposes; and

(i) the extent to which the establishment
of one or more self-regulatory organi-
zations would facilitate the Act's pur-
PoSes.

On February 3 and 4, 1976, the Subcom-
mittee on Securities of the Senate Committee
on Banking, Housing and Urban Affarrs, held
hearings on 5.2849, a bill substantially similar
fo the Commission’s proposals. Following the
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Subcommittee's consideration of the meas-
ure, the full Committee on Banking, Housing
and Urban Affairs favorabiy reporied 5.2849
on May 20, 1976, with certain changes. A
companion bill, H.R, 13737, was the subject
of hearings on May 20 before the Subcom-
mittee on Consumer Protection and Finance
of the House Commitiee on Interstate and
Foreign Commerce, and the full Committee,
which adopted the changes made by the
Senate Committee.

THE NASD MAXIMUM SALES
LOAD RULE

On October 10, 1975, the Commission
approved the National Association of Securi-
ties Dealers’ maximum sales load rule relat-
ing to mutual fund shares and certain other
redeemable securities ' Section 22(b) of the
Investment Company Act gives the NASD
authority, with Commission oversight, to pro-
mulgate and enforce rules to prevent sales
charges which are “excessive.” The statute
provides that such rules must allow for “rea-
sonable” compensation for sales personnel,
broker-dealers, and underwriters, and for
“reasonable” sales loads to investors,

For mutual funds and single-payment con-
fractual plans the rule essentially provides a
ceiling of 8.50% on sales charges (declining
to 6.25% for larger purchases), but conditions
the right to charge the maximum on the
fund's offering (1) dividend reinvestment at
net asset value, (2) rights of accumulation,
and (3) volume discounts, as defined in the
rule. A specific deduction from the maximum
allowable sales charge 15 imposed for failure
to provide each of the services.

The rule change also provides maxmum
sales loads ranging from 8.50% down to
6.50% on single-payment variable annuities,
and a maximum of 8.50% of tota! payments
as of a date not laler than the twelfth year
after purchase for muitiple-payment variable
annuity contracts.

CONTRACTUAL PLAN RESERVE
REQUIREMENTS LOWERED

On Qctober 22, 1975, the Commission
amended Rule 27d-1 under the Investment
Company Act.2 This revision, which became
effective December 15, 1975, modified the
reserve raquirements for front-end load con-



tractual plans (“penodic payment pians”).
The reserve requirements were established
by the Commission in 19712 and are de-
signed to ensure that sponsors of front-end
load periodic payment plans will be able to
carry out their obligations to refund sales
charges pursuant to Sections 27(d) and 27(f)
of the Investment Company Act. The revision
of these requirements was based upon data
filed with the Commission on the sales, per-
sistency and refund experience of more than
32,000 front-end load plans dunng the two
years following the adoption of the reserve
requirement The revision was designed to
prevent unnecessary burdens upon plan
sponsars, while continuing to ensure proper
pratection for invesiors.

PROPQSED RULES
Rule 15a-2

On March 25, 1976,4 the Commission pro-
posed the adoption of new Rule 15a-2 under
the Investment Company Act5 to provide a
procedure which funds may follow in order to
be certain that annual continuances of their
advisory and principal underwriting contracts
meet the requirement of Sections 15(a)(2)
and 15(b}(1) of the Act that such continu-
ances be "specifically approved at least an-
nually.”

One purpose of the statutory requirement
is to prevent the life of an advisory or distribu-
fion contract from continuing for an unreason-
abte penod of time without re-evaluation by
directors or shareholders. Another purpose 1s
to assure that the decision to continue a
contract is based on sufficient information as
to the perfarmance of the investment adviser
or principal underwriter to be meaningful.

Under the proposed rule the management
of a fund could be certain of fulfiling these
purposes by having the directors or share-
holders vote on the continuance of a contract
during a specified period prior to the date a
contract would terminate, if s continuance
were not so approved. The rule would not
preclude consideration of a contract at more
frequent intervals and would not prescribe the
exclusive method of complying with Section
15 of the Act.

The Division 15 analyzing the comments
received and is prepanng appropriate recom-
mendations to the Commission.

“Open-Seasons” Rule

In August 1975, the Commission published
for comment proposed Rule 22d-48 and a
proposed amendment to Rule 134 under the
Securities Act of 1933 which together would
further implement the recommendations of
the Division’s August 1974 “Mutual Fund
Distribution Report.” These proposals would
permit mutual funds, their principal underwri-
ters, and dealers to offer fund shares at
reduced or no load to qualifying repeat inves-
tors. At year end, the comments were being
analyzed by the staff.

Temporary Rule 6¢c-2(T) and
Proposed Rule 6¢-2

in February 1974, the Commission adopted
Temporary Rule 6¢-2(T) and proposed for
public comment a permanent measure, Rule
6c-27 to provide corporations organized pur-
suant to the Alaska Native Claims Settlement
Act of 19718 (“ANCSA corporations” and
“Settlement Act" respectively) blanket ex-
emptive rehef from a substantial number of
provisions of the Investment Company Act.

The corporations, over 200 in number,
were created to receive, hold, and administer
the land, mineral nghts and ¢ash awarded by
the United States Government to Alaska’'s
Native Indian, Aleut and Eskimo populations
in settlement of therr abenginal claims to the
land in the State of Alaska. During the first
few years of the existence of the ANCSA
corporations, only the cash portien of the
award was actually distributed to the compa-
ries, and many of the Settlement Act compa-
nies invested the cash in securities. Hence, a
substantial number of these entites became
investment companies within the meaning of
the Act, and registered pursuant to Section
8(a) of the Act.

Cn January 2, 1376, the Settlement Act
was amended to exempt ANCSA corpora-
tions from all prowisions of the Act, as well as
all provisions of the Securites Act of 1933
and the Securities Exchange Act of 1934.9
As a practical matter this amendment makes
registration under the Act by an ANCSA
corporation both unnecessary and inappro-
priate. The Commission proposed,’® there-
fore, pursuant to Section 8(f) of the Act, 1o
declare by order upon its own motion that
such ANCSA comporations as had registered
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have ceased to be investment companies as
defined in the Act and rescinded Rule 6c¢c-
2(T).

Rule 206(4)-4

On March 5, 1975, the Commission pro-
posed the adoptien of new Rule 206(4)—4 and
new paragraph (14) of Rule 204-2(a) under
the Investment Advisers Act.!" The proposed
rules are intended to assure that existing and
prospective clients of an investment adviser
obtain written disclosure of material informa-
tion which would enable such persons to
evaluate, among other things, the adviser's
qualifications, methods, services and fees.
They generally would require that investment
advisers furnish a written disclosure state-
ment 1o every client and prospective client
{other than a registered investment company}
upon entering into, extending or renewing an
advisory contract with such client and that
coples of each such disclosure statement be
maintained by investment advisers as part of
therr recordkeeping abligations under the Ad-
visers Act. The proposed written statement
would include, among other things, a descrip-
tion of the types of services offered, length of
time the investment adviser has been in such
business, investment techniques, sources of
information used, general standards of edu-
cation and business background required of
advisory personnel and the basis of fee
charges. There are additional disclosure re-
quirements for advisers providing investment
supervisory services or managing investment
advisory accounts. During this fiscal year, the
staff has analyzed the comments received on
this proposal and i1s now considering an alter-
native approach to accomplishing the pro-
posal's objectives.

Rule 204-2(j)

In order to strengthen the protections af-
forded by the Investment Advisers Act to
investment advisory clients, one amendment
to the recordkeeping rule was made. Rule
204-2 requires investment advisers to main-
tain such books and records as the Commis-
sion may prescribe as necessary or appropri-
ate in the public interest or for the protection
of investors. The recordkeeping requirements
of Rule 204-2 serve as an important safe-
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guard against fraudulent securities trading
practices.

Rule 204-2(c) requires that bocks and rec-
ords be maintained and preserved “in an
easily accessible place” and that partnership
articles and corporate books and records be
maintained at the investmant adviser's princi-
pal office. In this regard, there has been
some uncertainty as to whether places out-
side the territory of the United States are
“easily accessible.” To resolve this guestion,
the Commission adopted new paragraph {j}
under Rule 204-212 which requires a non-
resident investment adviser either (1) to
maintain and preserve copies of the books
and records at a location within the United
States and file with the Commission a notice
specifying the address of such place, or (2) to
file with the Commission an undertaking to
furnish copies of such books and records
upon demand by the Commission. The rulg is
substantially similar to Rule 17a-7 under the
Securities Exchange Act.

Rules Concerning Applications
for Orders Filed Under Investment
Advisers Act

On May 13, 1976, the Commission pro-
posed the adoption of Rules 04, 0-5, and O~
613 under the Advisers Acl, which would
establish rules govemning the filing and pro-
cessing of applications for orders under the
Advisers Act. The proposed rules, which are
similar to the rules under the Investment
Company Act concerning applications, are
intended to provide the Commission with the
kind of formal and complete record normafly
required as the basis for Commission action
on applications for orders. The Division is
presently considering the comments received
on the proposed rules.

Rule 202-1

The Division became concerned that cer-
tain provisions of the Employee Retirement
Income Security Act of 1974 (“ERISA”) en-
couraged persons who were otherwise ex-
empt from registralion to register under the
Investment Advisers Act in order to insulate
trustees of their employer-sponsored em-
ployee benefit plans from hability for a breach
of fiduciary duty by in-house managers. In
order to extend ERISA’s substantial protec-



tions to beneficiaries of such plans, the Com-
mission proposed on September 29, 1975,14
and adopted on March 12, 1976,75 Rule 202-
1, which excludes from the definition of an
investment adviser a person who offers in-
vestment advice to an employee benefit plan,
as defined in ERISA, sponsored by his em-
ployer, if such person does not otherwise
engage in the investment acvisory business
or hold himself out generally to the public as
an investment adviser.

APPLICATIONS

One of the Commission's principal activi-
ties In the regulation of investment compa-
nies and investment advisers is the consider-
ation of applications for exemptions from var-
lous provisions of the Investment Company
and Investment Advisers Acts or for certain
other reliet under these Acts. Applicants may
‘also seek determinations of the status of
persons or companies. During the fiscal year,
224 applications were filed under the Invest-
ment Company Act, and final action was
taken on 265 applications. There were no
applications filed under the Advisers Act, and
final action was taken on two. As of the end
of the year, 115 applications were pending
under both Acts.

Under Section 6(c) of the Investment Com-
pany Act, the Commission, by order upon
application, may exempt any person, security
or transaction from any provision of the Act, if
and to the extent such exemption is neces-
sary or appropriate in the public interest and
consistent with the protection of investors and
the purposes fairly intended by the policy and
provisions of the Act Under Section 208A of
the Advisers Act, the Commission has rdent-
cal authority with regard to provisions of that
Act. Under Section 17 of the Investment
Company Act, affiliates of a registered invest-
ment company cannot participate in a joint
arrangement with the registered company
and c¢annot sell to or purchase from the
registered company unless they first obtain
an order from the Commission. Many of the
applications filed with the Commission relate
1o these actions.

Among the applications disposed of during
the fiscal year, the following were of paricular
interest.

The Commission issued an opinion and
order under the Investment Company Act

denying the application of International Fu-
neral Services of California, Inc. (“Interna-
tional) for exemption from all provisions of
the Act.'® International’s application sought
exemption from the Act to permit it to finance
its funeral service operations by selling its
41/ percent 20-year debentures on the in-
stallment basis to the purchasers of Interna-
tional's pre-need funeral service contracts.
International anticipated that the debentures
would be used to pay for funeral services
supplied by International to the pre-need pur-
chaser al death. By using the debentures,
International would be able to obtain the
immediate use of the cash proceeds from the
sale of the debentures and avoid a California
law which requires that the cash proceeds
from the sale of pre-need funeral service
contracts be placed in trust until the funeral
services are performed.

The Commission’s decision was based
upon a determsnation that, if International
issued and sold its debentures on the install-
ment basis, it would be a face-amount certifi-
cate company and thus an investment com-
pany within the defimition of Section 3(a)(2) of
the Act and that International did not propose
to meel the statutory requirements of the Act
for face-amount certificate companies with
respect to cash surrender rights and values
and the maintenance of reserves to meet
surrender values and matunty amounts. The
Commission’s opinion noted that “purchasers
of applicant's debentures would thus assume
all of the risks inherent in the traditional face-
amount certificate. But they would have none
of the protections envisaged by Congress.”
The fact that the debentures would be tied to
the performance of funeral services by Inter-
natfional was not viewed as a basis for dis-
finction. Internatonal has filed an appeal of
the Commission decision which, as of the
end of the fiscal year, is pending before the
United States Court of Appeals for the Eighth
Cireuit. 17

During the fiscal year, the Continental 1li-
nois National Bank and Trust Co. of Chicago
requested assurance that the Division would
not recommend that the Commission take
action to require it to register under the
Investment Company Act a collective trust
fund (CIRT) used as an investment medium
for trusts which meet the requirements of
Section 401 of the Internal Revenue Code
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(the “"Code") and trusts which meet the re-
quirements of Section 408(e) of the Code
(individual retirament accounts).

The Division deried Continental's request
on the basis that the proposed collective fund
would not be a “"collective trust fund main-
tained by a bank consisting solely of assets
of such [Code Saction 401] trusts” (emphasis
added) within the meaning of Section 3(¢)(11)
of the Act,

Continental thereafter sought reconsidera-
tion of the Division's position, and asked that
the matter be submitted to the Commission.
The Commission agreed with the decision to
deny the request for a “no action” position,
and further asked that the Division inform
Continental that the Commission had taken
no position on the legal conclusions set forth
in the Division's earier no-action response,
but had based its determination on its view
that the proposal raised significant legal and
policy issues which could not properly be
considered in the context of a no-action letter.

At the end of the fiscal year, the staff was
engaged in considering an application for
exemption filed by Continental pursuant to
Section 6{c) of the Act.

During the fiscal year, several mutual funds
organized as limited partnerships applied for
exemptive orders under varnious provisions of
the Investmant Company Act. Until recently, it
had not been feasihle faor a mutual fund
registered under the Act to operate in limited
partnership form because State partnership
laws did not authorize voling powers for hold-
ers of limited partnership shares. As a result,
such a fund could not satisty the require-
ments of the Act which mandate sharsholder
voting on specified matters. Ho. aver, recent
amendments of the laws of soive States
permit limited partners to be granted certain
voting powers without the exercise of such
powers being deemed to be “control” of the
business. Previously, such control woutd
have subjected limited partners to unlimited
liability as general partners.

The Commission has granted exemptions
to several limited partnerships during the fis-
cal year.'® These exemptions have been
sought by municipal bond funds and “ex-
change” funds, both of which depend upon
their limited partnership form for the tax treat-
ment they seek to achieve. For example, the
tax exempt character of income from munici-
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pal securities is “passed through” to holders
of fimited partnership interests, but such in-
come would lose its lax exempt character if it
were distributed as dividends to shareholders
of a mutual fund organized as a corporation.
In addition, the limited partnership device,
unlike the corporation, presently permits
investors 1o exchange appreciated socurities
for interests in limited partnerships without
the recognition of capital gains at that time.
However, legislation currently pending in
Congress might eliminate this “tax-free” ex-
change privilege for limited partnerships, and
such funds are awaiting a resolution of the
tax status of exchanges before commencing
operation.

OTHER DEVELOPMENTS
“Money Market” Funds

Throughout the fiscal year, "money mar-
ket" funds continued to be a dynamic seg-
ment of the mutual fund industry. Generally,
these are funds which invest in short-term
debt securiies such as treasury bills, com-
mercial paper and certificates of deposit.
Money market funds raise unique regulatory
questions because of their short-term nature
and the characteristics of the securities in
which they invest.

The initial two guestions addressed by the
Division were the methods by which money
market funds value portfolio secunties and
calculate rates of return or “vield.” With re-
spect to these matters, the Commission pub-
lished for comment proposed guidelines?®
designed to slandardize valuation of short-
term debt securities by these funds and to
establish uniform calculations to be used in
reporting money market fund yields and rates
of return.2° In addition to analyzing the com-
ments that were received on these proposals,
the Division developed computer simulations
of money market fund portfolios and, in Feb-
ruary 1976, held a public meeting to solicit
additional views from interested persons. The
Division expects to complete its study of this
matter in the near fulure.

Registration of Foreign
Investment Companies

Foreign investment companies, which gen-
erally are prohibited by Section 7(d) of the



Investment Company Acl from selling their
securities in this country, offer an opportunity
for investing in diversified pocls of secunties
issued by companies in foreign countries, On
December 2, 1974, the Commission issued a
release?’ requesting public comments on
whether foreign investment companies
should be permitted to register under the
Investment Company Act and allowed to sell
their shares in this country and, if so, under
what conditons. The issues raised in this
release were consistent with a recommenda-
tion of the Organization for Economic Co-
operation and Development that member
countries review their regulation of invest-
ment companies, and when deciding whether.
to permit a foreign investment ¢company to
operate in their country, give substantial
weight to whether such company is domiciled
in a country which complies with the OECD’s
rules on operation of investment companies.
The Commission also sought comments on
refated issues, including whether such com-
panies could be allowed to register and sell
shares in this country without sacrificing the
high level of investor protection embodied in
the Act.

In response to the release, the Division of
Investment Management received approxi-
mately fifty comments, ncluding comments
from domestic and foreign investment com-
panies, representatives of the United States
and of foreign government agencies and
Urited States investors. After consideration
of these comments, the Division recom-
mended to the Cormmission that certain fac-
tual and legal questions which are crucial to
the determinations which must be made pur-
suant to the Act can best be resolved on a
case-by-case basis and in the context of
formal applications filed by individual compa-
nies for exemptions from specific provisions
ot the Act and for orders permitting such
companies fo register under the Act and to
sell their shares in the United States. The
Bivision also recommended that rule-making
would be premature at this time.

The Commission adopted this recommen-
dation and published a statement of policy
and guidelines for the filing of applications for
orders permitting registration.22 The release
stated that the Commission would entertain
applications filed by foreign investment com-
panigs pursuant to Section 7(d) of the Act

which may incorporate requests for exemp-
tion from other sections of the Act with which
a foreign applicant is unable to comply. The
release also set forth certain minimum pre-
requisites to fikng, such as a minimum size,
and described information which should be
included in any such application. No forgign
investment company has yet sought to avail
itself of this procedure, although overtures
have been made by several.

Securities Depository System

During the past fiscal year, the Division
continued 1o study the problems that may be
presanted when an investment company
uses a securities depository either directly or
through a custodianship of its assets.

Section 17(f) of the Invesiment Company
Act provides that subject 1o Commission reg-
ulation, a registered management investmant
company, or any permitted custodian for such
gompany, with the consent of the company,
may deposit ail or any part of the securities
owned by the company in a system for the
central handling of securities established by a
national securities exchange or national se-
curities association registered with the Com-
mission, or such other person as may be
permitted by the Commission, pursuant to
which system all securities of any particular
class or series of any issues deposited within
the system are treated as fungible and may
be transferred or piedged by bookkeeping
entry without physical delivery of such securi-
ties.

A letter 1ssued by the Division indicated
that no action would be recommended to the
Commission against a fund which authorizes
its bank custodian to use the Federal Book
Entry Deposit System in connection with
treasury securities owned by the fund if the
tund's Board of Directors approve the ar-
rangement, at ieast once a year, after making
cerain determinations in good faith.

The Division is continuing to consider what
rules, if any, are necessary or appropriate for
the protection of investors in connection with
the participation in a depository by an invest-
ment company.

“Index’ Funds

A recent innovation in the investment com-
pany industry is the so-called “index fund,”
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an investment company whose principal in-
vestment cbjective is to seek to match the
performance of an established commaon stock
index. Shortly following the end of the past
fiscal year, the first registration statement for
a fund seeking to match the performance of
Standard and Poor's Corporation Composite
Stock Price Index was filed. The development
of the index fund concept was accelerated
with the recent enaciment of federal pension
reform legislation which imposes certain obli-
gations on persans acting in a fiduciary ca-
pacity with respect to retirement fund invest-
ments. Index funds are seen by some as a
means by which fiduciaries may discharge
these obligations in a prudent manner while
achieving the investment performance of a
diversified pool of common stocks.

Reallocation of Management
Compensation

Mutual Liquid Assets (the “Fund”) wants to
start a no-load mutual fund which will invest
i money market securities The Fund's man-
ager and distributor of its shares will be
Athena Management Incorporated ("Ath-
ena’}.

Instead of providing for the payment of
sales and distribution expenses either out of
a sales load charged the investor or as an
out-of-pocket expense of the manager-ad-
viser/distnbutor, as other investment compa-
nies do, Athena intends to reallocate one-half
of the management compensation to be paid
under the management agreement with the
Fund to the securities dealers who have sold
the Fund's shares. It is contemplated that
under the agreement the manager will re-
celve monthly compensation at the annual
rate of /2 of 1 percent of the average net
asset value of the Fund.

The Fund requested assurance that the
Division would not recommend that the Com-
mission take any action concerning these
arrangements. The Division granted the
Fund's reguest. But it advised the Fund that
the staff is presently analyzing a number of
issues related to the distribution of invest-
ment company shares, including the question
of whether any portion of the assets of an
open-end fund may be propery used, directly
or indirectly, to pay distribution expenses. In
addition, it stated that, if it subsequently were
to decide that the procedure described above
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does not comply with the Act, steps must be
taken immediately to modify the procedure
accordingly. The Division funther stated that
its position assumed that the Fund's directors
would be fully informed of the uncertain legal
status of the proposed arrangement and
would consider the appropnateness of the
Fund's entering the arrangement in light of
such information.

NOTES FOR PART 5
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Under the Public Utility Holding Company
Act of 1935, the Commussion regulated inter-
state public utility holding company systenis
engaged in the electric utility business and/or
retail distribution of gas. The Commission’s
Jurisdiction also covers natural gas pipeline
companies and other nonutility companies
which are subsidiary companies of registered
holding companies. There are three principal
areas of regulation under the Act: (1) the
physical integration of public utility companies
and functionally related properties of holding
company systems, and the simplification of
intercorporate relationships and financial
structures of such systems; (2) the financing
operations of registered holding companies
and their subsidiary companies, the acquisi-
tion and disposition of secunties and proper-
ties and certain accounting practices, servic-
ing arrangements, and intercompany transac-
tions; (3) exemptive provisions relating to the
status under the Act of persons and compa-
nies, and provisions regulating the right of
persons affiliated with a public-utility com-
pany to become affihated with another such
company through acquisition of securities.

COMPOSITION

At the end of calendar 1975, there were 20
holding companies registered under the Act.
There were 18 registered holding companies
within the 15 “active” registered holding-com-
pany systems.' The remaining two registered
holding companies, which are relatively
small, are not included among the “active”
systems.2 In the 15 active systems, there
were 68 electric and/or gas utility subsidi-
aries, 63 nonutility subsidiaries, and 16 inac-

tive companies, or a total of 165 system
companies, including the top parent and sub-
holding companies. Table 31 in Part 9 lists
the active systems and their aggregate as-
sets.

FINANCING
Volume

During fiscal 1976, a total of 12 active
registered holding company systems issued
and sold 62 issues of long-term debt and
capital stock aggregating $3.4 billion pur-
suant to authorization by the Commission
under Sections 6 and 7 of the Act. Table 32
in Part 9 presents the amount and types of
securities issued and sold by these holding
company systems.

The dollar volume of these financings rep-
resents a 21 percent increase over the pre-
vious fiscal year. Bonds and debentures is-
sued and sold increased 36 percent, and
preferred stock increased 53 percent. How-
ever, the amount of common stock issued
and sold decreased 13 percent.

PROCEEDINGS

American Electric Power Company—
American Electric Power Company (AEP), a
registered holding company, has filed an ap-
plication to acquire the common stock of
Columbus and Southern Ohio Electric Com-
pany, a nonassociate electric utility company.
The Division of Corporate Regulation and the
Department of Justice oppose the acquisition,
arguing that AEP had not sustained its bur-
den of showing substantial economies which
would result from the acquisition and that the
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acquisition would have anticompetitive effects
warranting disapproval under the Act. The
Administrative Law Judge denied the applica-
tion. ADF appealed to the full Commission.
The Commission heard oral argument on
Qctober 8, 1974. Dissatisfied with the state of
the record, the Commission subsequently or-
dered- AEP and certain other parties to an-
swer in supplemental briefs certain questions
presented by the Commission relating to the
alleged economies. Ater submission of briefs
by AEP and others, the matter is now before
the Commission for decision.

Central and South West Corporaticn
(“CSW")—Several Oklahoma municipalities
have complained to the Commission that
CSW's electric ufility subsidiaries are not op-
erated as an integrated electric system as
required by Section 11(b}{1), and have re-
quested a hearing on that issue. C8W has
one Oklahoma and two Texas subsidiaries. [t
also has a fourth subsidiary serving porions
of Louisiana, Arkansas and Texas. CSW's
Texas companies have been interconnected
with several other large Texas ultilities in a
completely intrastate system. Exchange of
power within the CSW system across the
Oklahoma-Texas border is not permitted un-
der an agreement between CSW and the
other companies.

The matter was set down shortly after the
close of the fiscal year for hearing before an
administrative law judge.

Delmarva Power and Light Company—On
April 5, 1972, the Commission instituted pro-
ceedings under Section 11(b){1) to determine
whether Delmarva should be required to di-
vest itself of its gas utility operations. Del-
marva and its Maryland and Virginia subsidi-
aries constitute a large integrated electric
system. Delmarva then filed an application for
exemption under Section 3{a)(2), which ex-
empts from the Act a holding company which
is predominantly an operating company. The
two proceedings were consolidated for hear-
ing &nd the Division of Corporate Regulation
opposed Delmarva's application for exemp-
tion.

In his initial decision, to which the Division
has taken exception, the administrative law
judge held that Delmarva's gas business was
not retainable under the Act, but that, in light
of the Commission's recent decision in Unfion
Electric, * which highlighted the problems cre-
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ated by the energy crisis, Delmarva would not
be required to divest its gas business. The
law judge further held that Delmarva was
entitled tc an exemption under Section
3(a)(2) of the Act and that compliance with
the Section 11 integration standards is not
necessary as a precondition to granting such
an exemption. .

Empire State Power Resources, inc.—
Consolidated Edison Company of New York,
inc., Long Island Lighting Cempany, New
York State Electric and Gas Corporation,
Nitagara Mohawk Power Corporation and
Rochester Gas and Electric Corporation, five
of the seven sponsors of Empire State Power
Rescurces, Inc. ("ESPRI") have jointly ap-
plied to the Commission under Section 3(a)
of the Act for an order exempting them as
holding companies with respect to ESPRI,
and, in the case of Niagara and Rochester,
for authonzation under Section 10 to acquire
ESPRI's stock.

ESPRI wilt be jointly owned by its spon-
sors. It will construct and own generating
facilities throughout New York State to supply
electricity to its sponsors. ESPRI is expected
to construct 13 nuclear and 3 coal-fired base-
load units with a rated capacity of 18,600
MW. The sponsors estimate that the con-
struction costs dunng the period 1980-1991
will exceed $20 billion.

ESPRI represents the most significant ef-
fort on the part of utility companies in any
State or region of the country to coordinate
construction and operation of jointly owned
facilities.

No hearing has yet been scheduled on the
application, atthough a consumer group has
requested one. The New York Public Service
Commission, however, has held extensive
hearings on the matters relating to the pro-
ject within that Commission’s jurisdiction.

Ohio Power Company—0Qhio Power, an
electric utility subsidiary of American Electric
Power Company, filed an application for au-
thority to issue short-term notes in an aggre-
gate amount of up to $270 milien through
June 30, 1976. Ormet Corporation, Ohio
Power's largest single customer, opposed the
application and requested a hearing. A hear-
ing was held on the proposal December 3-5,
1975. Alter the hearing, the Division of Cor-
porate Regulation and Ormet argued to the
Commission that Chio Power had not demon-



strated any need for the full amourt of the
horrowing authority requested. The Commis-
sion agreed. In its Opinion of April 27, 1978,
the Commissicn authorized Ohic Power to
issue only $190 million in short-term debt
through June 30, 1976.4

North Penn Gas Company—The Commis-
sion approved a negotiated plan filed pur-
suant to Section 11(e) of the Act under which
Penn Fuel System, Inc. (“System") proposed
to acquire 100 percent of the common stock
of North Penn Gas Company (“North Penn')
and up to 93 percent of the outstanding
common stock of Penn Fuel Gas, Inc. (“Penn
Fuei”). System was also granted an exemp-
tion under Section 3(a}(1) of the Act.5 On
February 2, 1976, the Federal Distnct Court
in Philadelphia ordered that the plan be en-
forced.

Under the plan, System will acquire about
243,000 sharss of North Penn common stock
at $18.50 par share, payable $3.10 In cash
and the balance in t0 percent serial install-
ment notes on which the final payment will be
due on December 31, 1979. System wil also
issue its common stock to the Ware family in
exchange for the remaining shares of North
Penn common stock and up to 93 percent of
the outstanding commeon stock of Penn Fuel.

HOLDING COMPANY DEBT

Section 7(c)(1) of the Act identifies com-
mon stock and first morigage bonds as the
primary source of long-term utlity system
financing. Congress, however, has author-
ized the Commission to approve alternate
methods of financing in exceptional circum-
stances.

In 1969 and 1570, the Commission ex-
cepted the sale by General Public Utilites
Company {GPU} of $100 million of holding
company unsecured debentures from Section
7(c)(1) (Rel. 35-16540, November 28, 1969
and Rsl. 35-16892, November 4, 1970).
There was little choice. Massive investment
it plant under construction had outrun the
bonding power of the operating companies
and the short-term bomowing limits of the Act.
Practical limits on common stock sales |eft
the debentures the only feasible source of
financing.

During the difficult financial times of the
recent fiscal year, the Commission again ex-
ercised its exemptive authonty to allow The

Southern Company to sell $125 million of six-
year notes® and Northeast Utilities to sell $50
million of ten-year notes.”

FINANCING OF FUEL AND GAS
SUPPLIES

Fuel curtailments have made it ingreasingly
necessary for electric and gas utilities, includ-
ing those registered under the Act, to invest
in their own sources of supply and their own
delivery facilities.? During fiscal 1978, the
Commission allowed B registered systems to
invest over $100 miltion in these activities. ?

AMENDMENT OF FORM U5S AND
RULE 48(b) UNDER THE ACT

The Commission amended Form USS, the
Annual Report for registered holding compa-
nies under the Act, in two ways. First, the
Form was changed to require that a regis-
tered company report total annual compensa-
tion of employees, other than officers, paid
more than $40,000 by system companies.
The Form previously required a report of total
compensation in excess of $15,000. The
amendment was made to conform to the
requirements of Form 10-K.

The Form has alsc been amended to allow
reporting companies to substtute a statermnent
of the total loans to and guaraniees tor em-
ployees for the itemized list previously re-
quired.

The Commission also amended Rule 48(b)
which formerly exempted, automatically, all
loans to or guaranties by system companies
for the account of employees that otherwise
would require Commission authorization. As
amended, Rule 48(b) limits the automatic
examption to a maximum of $10,000 for any
one employee. That himit however will not
apply to the financing of an employee's resi-
dence. 0

NOTES TO PART 6

" Three of the 18 are subholding utility
companies in these systems. They are The
Potomac Edison Company and Monongahela
Power Company, public utility subsidiaries of
Alleghany Power System, Inc., and South-
western Electric Power Company, a public
utility subsidiary of Cantral and South West
Corporation.

2 These holding companies are British
American Utilities Corporation and Kinzua Qil
and Gas Corporation.
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3 See 41st Annual Report, p. 142.

4 Holding Company Act Release No.
19502, 9 SEC Docket 515,

5 Holding Company Act Release No. 19254
(November 20, 1975), 8 SEC Docket 482.

6 Holding Company Act Release No. 19439
(March 23, 1976), 9 SEC Docket 272.

7 Holding Company Act Release No. 19519
(May 7, 1976), 9 SEC Docket 637.

8 See, e.g., Public Service Company of
Oklahoma, Holding Company Act Release
No. 19090 (July 17, 1975), 7 SEC Docket
413; Indiana & Michigan Electric Company,
Holding Company Act Release No. 19064
gjune 26, 1975), 7 SEC Docket 346; Ohio

ower Company, Holding Company Act Re-

lease No. 19036 (June 12, 1975), 7 SEC’

Docket 163; Appalachian Power Company,
Holding Company Act Release No. 18971
(May 7, 1975), 6 SEC Docket 868 and No.
18363 (April 3, 1974), 4 SEC Docket 50;
Middle South Utilities, Inc., Holding Company
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Act Release No. 18966 (May 2, 1975), 6 SEC
Docket 806, No. 18785 (January 23, 1975), 6
SEC Docket 172, and No. 18221 (December
17, 1973), 3 SEC Docket 258; Transok Pipe
Line Company, Holding Company Act Re-
lease No. 18933 (April 14, 1975), 6 SEC
Docket 691; Columbia Gas System, Inc.,
Holding Company Act Release No. 18749
(December 31, 1974), 6 SEC Docket 22.

9 The need for Commission approval of
such nonutility businesses has been well es-
tablished. See, e.g, Columbia Gas & Electric
Corporation, 17 SEC 494 (1944); Appala-
chian Electric Power Company, 27 SEC
1029 (1948); General Public Utilities Corpo-
ration, 32 SEC 807 (1941); Columbia Hydro-
carbon Corporation, 38 SEC 149 (1957);
Arkansas Power & Light Company, Holding
Company Act Release No. 17400 (December
17, 1971).

0 Holding Company Act Release No.
19489 (April 15, 1976), 9 SEC Docket 434.
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The Commission’s role under Chapter X of
the Bankruptcy Act, which provides a proce-
dure for reorganizing corporations In the
United States district courts, differs from that
under the various other statutes which it
administers. The Commission does not initi-
ate Chapter X proceedings or hold its own
hearings, and it has no authority to determine
any of the issues in such proceedings. The
Commission participates in proceedings un-
der Chapter X to provide independent, expert
assistance to the courts, participants, and
investors In a highly complex area. of corpo-
rate law and finance. it pays special attention
to the interests of public security holders who
may not otherwise be represented effectively

Where the scheduled indebtedness of a
debtor corporation exceeds $3 million, Sec-
tion 172 of Chapter X requires the judge,
before approving any plan of reorganization,
to submit it to the Commission for its exami-
nation and report. If the indebtedness does
not exceed $3 million, the judge may, if he
deems it advisable to do so, submit the plan
to the Commission before decding whether
to approve it. When the Commission files a
report, copies of summaries must be sent to
all security holders and creditors when they
are asked to vote on the plan. The Commis-
sion has no authority to veto a plan of reor-
ganization or to require its adoption.

The Commission has not considered it nec-
essary or appropriate to participate In every
Chapter X case. Apart form the excessive
administrative burden, many of the cases
involve only trade or bank creditors and few
public investors. The Commission seeks to
participate principally in those proceedings in
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which a substantial public investor interest is
involved. However, the Commission may also
participate because an unfair plan has been
or is about to be proposed, public secunty
holders are not represented adequately, the
reorganization proceedings are being con-
ducted in violation of important provisions of
the Act, the facts indicate that the Commis-
sion can perform a useful service, or the
judge requests the Commission’s participa-
tion.

The Commission in its Chapter X activities
has divided the country into five geographical
areas. The New York, Chicago, Los Angeles
and Seattle regional offices of the Commis-
sion each have responsibility for one of these
areas. Supervision and review of the regional
offices’ Chapter X work is the responsibility of
the Division of Corporate Regulation of the
Commission which, through its Branch of
Reorganization, also serves as a field office
for the southeastern area of the United
States.

PROPOSED BANKRUPTCY
LEGISLATION

During the fiscal year, the Commission
submitted an extensive report to Congress’
on two pending bills which are intended to
replace the present Bankruptcy Act. The bills
were prepared by the Commission on the
Bankruptcy Laws of the United States (S. 236
and H. 31) and the National Conference of
Bankruptcy Judges (S. 235 and H. 32). Com-
missioner Philip A. Loomis, Jr., testified with
respect to this report before a Senate sub-
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committee on November 5, 1975, and before
a House subcommittee on April 5, 1976.

The proposed legislation for the most part
deals with consumer bankruptcy matters.
Thus, the Commission’s report was limited to
the small portion of the legislation dealing
with rehabilitation of corporations. The Com-
mission expressed particular concern in the
report that certain important investor safe-
guards now In Chapter X, including Commis-
sion participation as advisor to the courts and
parties and parties to the reorganization,
would be eliminated under the proposed leg-
islation.

SUMMARY OF ACTIVITIES

In fiscal year 1976, the Commission en-
tered 4 new Chapter X proceedings involving
companies with aggregate stated assets of
approximately $765 million and aggregate
indebtedness of approximately $684 million.
Including the new proceedings, the Commis-
sion was a party in a total of 124 reorganiza-
tion proceedings during the fiscal year.2 The
stated assets of the companies involved in
these proceedings totaled approximately $4.5
billion and their indebtedness about $4.0 bil-
lion.

During the fiscal year, 9 proceedings were
closed, leaving 115 in which the Commission
was a party at year end.

ADMINISTRATIVE MATTERS

In Chapter X proceedings, the Commission
seeks to protect the procedural and substan-
tive safeguards afforded parties in such pro-
ceedings. The Commission also attempts to
secure judicial uniformity in the construction
of Chapter X and the procedures thereunder.

Cavanaugh Communities Corporation.3—
On appeal by the New York Stock Exchange
(“Exchange”) , the district court vacated an
order of the bankruptcy judge enjoining the
Exchange from applying to the Commission
to delist the debtor's secunties. The court, as
urged by the Commission in an amicus cur-
1ae brief, held that the bankruptcy judge
lacked the power to issue the injunction be-
cause the Commission has statutory authority
over the listing and delisting of securities on
national exchanges.* The district court also
indicated that it agreed with the Exchange’s
contention that an exchange listing is not
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“property” within the meaning of the Bank-
ruptcy Act.

interstate Stores, Inc.5—The trustees con-
tracted to sell certain real estate for
$650,000. At the hearing on the application to
approve the sale, a second party offered to
pay $675,000; the original offeror agreed to
pay this amount. The second party then in-
creased his offer to $685,000. The original
party claiming surprise at this competitive
bidding, stated he was unprepared at that
time to pay more. The bankruptcy judge
concluded the hearing and directed the trust-
ees to submit an order authorizing the sale
for $685,000. Following the hearing, the first
party offered to pay $725,000, but the bank-
ruptcy judge confirmed the sale to the other
party for $685,000.

The original party asked the bankruptcy
judge to vacate his order and to reopen
bidding. The Commission supported his posi-
tion. The bankruptcy judge denied his re-
quest. He appealed to the district court, which
vacated the order confirming the sale and
remanded the matter to the bankruptcy judge.
Subsequently, at a hearing before the bank-
ruptcy judge, the trustees sold the real estate,
after spirited bidding, to the original offeror for
$1,210,000.

In another aspect of this proceeding, the
trustees sought expungement of a $38 million
proof of claim. The claimant sought to modify
an order of the bankruptcy court staying suits
against the bankrupt so as to permit the
prosecution of its $38 million claim in a Cali-
fornia state court. The Commission supported
the trustees in their efforts to have this claim
tried in the Chapter X court. The Commission
contended that in light of the size of the claim
and the central importance of its resoclution to
the formulation of a plan of reorganization,
the Chapter X court must hear and summarily
determine the trustees’ application to ex-
punge under Section 196 of the Bankruptcy
Act. The Commission further argued that if
the claim were determined by a California
state court, public investors would be de-
prived of the Commission’s assistance in the
resolution of that claim.

The bankruptcy judge in effect determined
that the claim could proceed to trial in Califor-
nia. The trustees appealed to the district
court. The district court directed the Chapter



X court to retain jursidiction to determine the
claim.

The claimant appealed to the Second Cir-
cuit. At the close of the fiscal year, this
appeal was pending.

C I.P. Corporation. —The Commission
supported the trustee in urging the Court of
Appeals for the Sixth Circuit in Cincinnati to
affirm the district court’s ruling which permit-
ted the sale of certain real estate free and
clear of certain liens with the proceeds to be
placed in escrow subject to further order of
the court.

The Commission argued in its brief that the
questions of when and under what circum-
stances property may be sold free of liens in
a reorganization case is “in the sound discre-
tion of the Distnict Judge . . ."”7 Here, the court
did not abuse its discretion since the lien of
the appellant would attach to the proceeds,
which exceeded the value of the claim.

The Commission also urged that other Is-
sues raised by appellant concerning the va-
Iidity, enforceability and priority of its mort-
gages were clearly not ripe for appeal since
the district court had not ruled on these
matters because of the need for further evi-
dentiary hearings.

King Resources Company 8—The Court of
Appeals for the Tenth Circuit, as urged by the
Commussion, affirmed the district court's hold-
ing that senior debt 1s not entitled to post-
petition interest at the expense of subordinate
debentures, where the subordination agree-
ment was to principal and interest to the date
of payment, but did not specifically provide
for subordination to post-petition interest.®

The district court's order disallowed the
claims of senior creditor banks for post-peti-
tion interest from the funds otherwise distrib-
utable to publicly-held debentures which were
subordinated to the senior debt by the terms
of the indenture pursuant to which those
debentures were issued. Since the district
court had determined that the debtor was
insolvent, the general rule that interest stops
on the date of the filing of the petition applied.

Equity Funding Corporation of America —
Certain claimants filed appeals to the Court of
Appeals to prevent consummation of the
trustee’s plan of reorganization for Equity
Funding Corporation of America (“EFCA”)
and to overturn the lower court's denial of
their claims.1® The appellants had unsuc-

cessfully sought a stay of the reorganization
proceedings pending the resolution of their
appeals.

The claimants had been convicted of nu-
merous counts of fraud in connection with the
issuance of false financials in connection with
the sale of EFCA securities,'' and were
defendants in the litigation descnibed infra. 2
Their claims in the reorganization proceeding
exceeded $1.5 billion.

The lower court had rejected their claims
because (1) they were not timely filed, (2)
they lacked sufficient detail to show any in-
debtedness owing from the debtor, (3) their
claims for indemnity and contribution were
not allowable since such claims are limited
under the plan to legal and defense expenses
and then only if the action 1s terminated
without a finding of fraud, and (4) that even if
otherwise allowable, the claims are barred
under the doctrine of equitable subordination.

As of the close of the fiscal year, the
appeals were still pending.

TRUSTEE’S INVESTIGATION AND
STATEMENTS

A complete accounting for the stewardship
of corporate affairs by the prior management
is a requisite under Chapter X. One of the
primary duties of the trustee is to make a
thorough study of the debtor to assure the
discovery and collection of all assets of the
estate, including claims against officers, di-
rectors, or controlling persons who may have
mismanaged the debtor's affairs. The staff of
the Commission often aids the trustee in his
investigation.

Equity Funding Corp. of America. '3—The
trustee had filed suit against the independent
accountants who reviewed the fraudulent fi-
nancial statements and rendered their opin-
ion that the statements fairly represented the
financial condition of the companies.'® The
accountants are also defendants in litigation
brought by Equity Funding Corp. of America’s
(“EFCA”) security holders to recover the
losses allegedly suffered from the purchase
of EFCA'’s securities.

The trustee seeks recovery for the estate
under two general categories of damages.
The first involves $3,750,000 for recovery of
the fees paid to the accountants for work
incompetently performed and for the fees and
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costs incurred by the estate in ascertaining
EFCA's true financial condition. The second
part of the trustee’s suit claims™ recovery for
all of the fiabilities incurred by EFCA and its
subsidiaries from the publication of false Hi-
nancial statements. This part of the action
involving hundreds of millions of dollars es-
sentially duplicates the claim by EFCA's se-
curity holders.

Since it was clear that the defendant's
ability to pay for any judgment on any of
these causes of action would be limited, the
trustee and representatives of the security
holders agreed to a division of a partial
recovery. The agreement, which was incorpo-
rated into the plan of reorganization, provided
for a maximum recovery for the estate of $2.4
milian plus certain costs. If the recovery
exceeded about $4.9 million, the estate
would receive about $2.45 million and the
other plaintiffs the same amount plus all of
the balance.

Beverly Hills Bancorp.'5—The trustee of
this holding company has had no business to
conduct and is liquidating the estate. In an
effort to hold down the mounting administra-
tive costs, the Commission applied for an
order directing the trustee to complete his
investigation, prepare and file his Section 167
report, and prepare and file a plan of reorgan-
ization by a specified time.

The Commission, to assist the frustee in
his investigation, had made the Commis-
sion’s enforcement investigative transcripts
available in a pending civil sut under the
Securities Act.® The trustee had appointed a
special counsel to conduct the investigation,
but it appeared that his activities were limited
to reading the Commission's investigative
transcripts.

The Commission contended in its applica-
tion that the thorough investigation contem-
plated by Congress to be made by the disin-
terested trustee was the cornerstone of
Chapter X, upon which a plan or report would
be based.'? The Commission urged that the
trustee’'s investigatory function required af-
firmative discovery as opposed to relying on
available work done by others for more spe-
cific purposes.'® The court continued the
hearing on the Commission's application
pending resolution of tertain collateral mat-
ters.
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PLANS OF REORGANIZATION

Generally, the Commission files a formal
advisory report only in & case which involves
substantial public investor interest and pre-
sents significant problems. When no such
formal report is filed, the Commission may
state its views briefly by letter, or authorize its
counsel to make an oral or written presenta-
tion. During the fiscal year the Commission
published four advisory reports, two of which
supplemented a prior advisory report, dealing
with four plans of reorganization.?® Its views
on five other plans of reorganization were
presanted to the courts either orally or by
written memoranda. 20

Equity Funding Corp. of America. "—The
trustee proposed a plan of recrganization for
this holding company premised upon a series
of compromises interrelated since the claims
of each class of creditors affected those of
every other class. Equity’s principal assets
are two substantial operating insurance com-
panies valued at about $100 millign. Consoli-
dated assets of the new enterprise will be
about $400 million with the principal consoli-
dated liabilities being $235 million of reserves
for policy liabifities.

The plan would create a new holding com-
pany which would issue about $27 million ot
income notes to secured bank creditors and
7,900,000 shares of its stock, valued at $87
million, to be divided among other creditors,
Certain other secured creditors whose claims
aggregated about $50 million were paid in
cash from the proceeds of liquidation of their
collateral.

Even though Equity was found to be insal-
vent so that its common stock did not partici-
pate as such, about $21 million in new com-
maon stock (20 percent of the estate) was
allocated to settle the class action suits as-
serted principally by stockholders. Their net
losses estimated at about $170 nuilion. About
$20 million of common stock was allocated in

"settlement of claims of $64 millian to publicly-

held subordinated debenture holders. In addi-
tion, the subordinated debentures issued by
EFCA's Eurc-dollar subsidiary shares $1.5
million in cash from the subsidiary estate in
addition to their stock distribution as subordi-
nated guaranteed debt of EFCA. The claims
of the original shareholders in one of the
insurance comapnies who solght to reclaim



in kind the insurance shares of which they
were defrauded in a 1971 merger were also
settled under the plan by an allocation of $12
million of common stock of the reorganized
company. The remaining $34 million of com-
mon stock was distributed primarily to bank
creditors with claims of $40.4 million and
miscellaneous claims of about $4.3 million.

The Commission filed an advisory report
concluding that the plan was fair and equita-
ble and feasible.?? The plan was overwhelm-
ingly accepted by all classes of creditors and
was consummated on March 21, 1976.

King Resources Company. 23—At the con-
clusion of plan hearings, the court referred
the trustee'’s internal plan of reorganization to
the Commission for report. The plan provided
for full payment in cash of administrative
costs, priority claims and secured claims.
Unsecured creditors, including owners of the
publicly held subordinated debentures, face
value $41 million, will receive 25 Class A and
25 Class B shares for each $1,000 of claims.

The two classes have identical rights ex-
cept that the Class A shares have a $20
liquidation preference if the reorganized com-
pany is liquidated. To give recognition to the
contractual subordination, the plan provided
that the senior creditors would receive in the
actual distribution only Class A shares, while
the subordinated debentures would receive
after exchanging their Class A shares for
senior creditors Class B shares about 10
Class A shares and 40 Class B shares for
each $1,000 claim.

The public shareholders of the debtor will
not participate as shareholders since the
debtor estate was found to be insolvent.
However, the plan proposes to compromise
the class action claims on behalf of the
shareholders and public debenture holders,
which are based on, among other things,
violation of Federal and State securities laws,
by issuing to this class about 15 percent of
the common stock of the new company.

The Commission’s advisory report con-
cluded that the plan could be found to be fair
and equitable and feasible, if amended in
certain respects.24 The Commission con-
cluded that, since liquidation of the new com-
pany was remote, the liquidation preference
did not give sufficient recognition to the sub-
ordination provision of the indentures. To
afford senior creditors their contractual rights,

the Commission recommended that the Class
A shares be convertible into one and one-half
shares of Class B shares at the holder’s
option during the first five years after reorgan-
ization.

The Commission also recommended that
additional evidence be taken with respect to
the value of the assets of International Re-
sources Limited, a wholly owned subsidiary
of the debtor. The foreign debentures had an
independent claim to these assets as well as
equal rank with the domestic debentures on a
guarantee by the debtor. The trustee allowed
a $1 million nonsubordinated claim in recog-
nition of this right, but the record was inade-
quate to evaluate the fairness of this pro-
posal.

The trustee amended this plan to provide
for the conversion feature, as urged by the
Commission, but limited this privilege to two
years. The first year the conversion rate is
one and one-half shares of Class B for each
Class A share and the second year the rate is
one and one-quarter shares of Class B stock
for each Share of Class A.

The senior creditor banks appealed the
district court’s order approving the plan of
reorganization, arguing that the court erred
by (i) not considering a plan of liquidation for
the debtor; (ii) valuing the debtor's nonprod-
ucing Artic properties on a discounted cash
flow method; (iii) including all unsecured
creditors in a single class; and (iv) not provid-
ing adequate compensation under the plan to
senior creditors in recognition of their senior
rights.

The Commission argued, as it conciuded in
its advisory repon, that the trustee properly
valued the Artic interests and that the plan
correctly included senior creditors in the one
class of unsecured creditors. With regard to a
plan of liquidation, the Commission noted that
while Section 216(10) of Chapter X permits
such a plan; nevertheless, “the court should
be ‘reorganization minded’ and not ‘liquida-
tion minded.’ 25 The general policy of Chap-
ter X to preserve values, keep businesses
operating and maintain employment far out-
weighs the banks’ desire for liquidation.

To afford senior creditors their contractual
rights under the subordination provision, the
Commission urged that the plan be amended
to provide for a longer conversion period as
orginally suggested in the advisory report.
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Since, however, almost a year had elapsed
from the date of approval of the plan, the time
to begin the conversion period should com-
mence from confirmation of the plan rather
than from its consummation.

imperal ‘400" Natonai, Inc. 2—An internal
plan of reorganization was proposed by the
trustee, creditors committee and a large
stockholder providing for the issuance by a
reorganized Imperial of {i} notes {two series),
common stock, plus cash payments in satis-
faction of general unsecured creditor claims,
ncluding interest; (ii} common stock in satis-
faction of subordinated public debenture-
holder claims, including Interest; and {iii)
commgen stock to shareholders equivalent to
their interest in the estate. The Commission
filed a third supplemental advisory report stat-
ing that the plan was not “fair and equitable,
and feasible.” 27 The plan was unfair because
it afforded preferred treatment to certain large
creditors by offering them a series of notes
which were senior to the notes offered small
creditors. Further, 1t was this essentially un-
fair aspect of the plan upon which its feasibil-
ity was predicated. In addition, the plan's
feasibiity was premised on the availability of
a tax loss carry-forward, an assumption that
was open to question. The Commission sug-
gested proposed amendments to make the
plan fair, equitable and feasible.

Thereafter, the plan was amended sub-
stantially in accordance with the Commis-
sion’s suggestions, including the 1ssuance of
identical notes to all general unsecured credi-
tors. The Commussion filed a fourth supple-
mental advisory finding that the plan as
amended was fair, equitable and feasible. 26
The plan was approved and confirmed by the
court.

First Home Investment Cotp. of Kansas,
Inc.22—The debtor is a publicly-held face
amount certificate company reqistered under
the Investment Company Act of 1840. Over
22,000 public investors purchased mare than
$50 million of its stock and face-amount cer-
tifi cates.

The trustee and the Investors' Prolective
Committee A (“Committee”) jointly proposed
a plan of reorganization providing for the
establishment of a recrganized company au-
thonzed to operate a morigage banking com-
pany and to engage in related business activ-
ity. The company was solvent with a shore-
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holder equity of over $40 million, an increase
from that recorded as of the filing of the
petition.

The plan provides for full paymant in cash
of the costs of administration, tax claims, and
the claim of unsecured creditors {other than
holders of face-amount certificates), QOut-
standing face-amount certificates will con-
finue to be secured by qualfied assets on
deposit with the Union National Bank of
Wichita, Kansas. Holders may redsem their
certificates for their cash surrender vaiue. If
not redeemed, the terms and conditions of
these certificates wilt be honored except that
the reorganized corporation will not accept
any funds for further investment; lend any
money under the face-amount certificates;
nor make any annuity paymenis under cer-
tain of the face-amount certificates.

Sharegholders will be permitied to resell to
the corporation up to one-half of their com-
mon stock for cash at 80 percent of asset
value, except those who own fewer than 200
shares may redeem all their shares. The
shareholders are also given the alternative to
accapt a 7 percent, 7-year note far 100
percent of asset value instead of cash, or
shareholders can retain a full common stock
posttion.

The Cammission in its advisory memoran-
dum concluded that the plan was fair and
equitable and feasible but recommended cer-
fain minor amendments which were substan-
tially adopted by the court. The plan was
accepted and confirmed in Apnl 1976.

Omega-Alpha, Inc.3—The trustee filed a
plan of orderly liquidation for this publicly-held
holding company which whally owns one op-
erating subsidiary, the Qkonite Company
("Okorute”). The principal feature of the plan
is the sale of the debtor's stock ownership in
Okonite for $44 mihion plus $1 million in
forgiveness of debt to an Employees Stock
Ownership Trust (“ESOT") which Qkonite
created for the benefit of its employees. ¥
The ESOT is financing the purchase through
a $13 million loan from the New Jersey
Economic Development Authority with the
remaining funds being borrowed from banks.
The sale agreement provides for a procedure
for resolving a clam of $12.2 million under
the tax consolidated agreement between the
debtor and Qkonite.

The Commission filed an advisory memo-



randum concluding that the plan was fair and
equitable and feasible. The plan called for the
payment in full of costs of administration, tax
and governmental claims and claims of $850
or less. Also, secured bank claims of about
$15 million will be paid in full in cash. The
remaining cash will be distributed to unse-
cured creditors, including public subordinated
debenture holders, with recoginition of the
subordination provisions of the indentures.
Since the debtor was found to be insolvent,
no participation was afforded to shareholders.

The plan was approved and confirmed by
the court whereupon the sale of Okonite to
the ESOT was consummated.

Valhi, Inc., holder of about $7.6 million face
amount of the debtor's subordinated deben-
tures as a result of a tender offer conducted
during the proceeding at a price of $30 net
per $100 principal amount, has appealed to
the district court, the confirmation of the plan
contending that the bankruptcy judge erred
by not considering its alternative “internal”
plan filed at the time of confirmation and by
permitting certain creditors to vote for the
trustee’s plan. At the close of the fiscal year,
the matter was still pending before the district
court.

Maryvale Commumity Hospital, Inc.32—At
the close of the fiscal year, the district judge
ordered the trustee to make the final distribu-
tion to public bondholders pursuant to a con-
firmed plan of orderly liquidation which termi-
nated a long, but very successful, Chapter X
proceeding in which the Commission played
an active role throughout.

The case grew out of the public issuance of
high-interest first mortgage bonds by charita-
ble nonprofit corporations in the southwest in
the early 1960’s. In 1963, Maryvale bond-
holders filed a fraud suit under the Federal
securities laws and a creditors’ petition for
reorganization under Chapter X. The petition
was approved but was vigorously contested,
and the Commission intervened in the public
interest and supported the petitioning credi-
tors, who were faced at the outset with a
basic jurisdictional issue.33

The court-appointed trustee managed the
debtor's business operations and eventually
sold the hospital for a sum sufficient to repay
bondholder principal, simple interest, and in-
terest on defaulted interest at eight percent
according to the terms of the indenture. While

the trustee’s plan to pay the proceeds to the
bondholders was upheld on appeal,?* distri-
bution of a substantial portion was delayed by
extensive litigation over a claim asserted by
the former pathologist for the hospital. Ulti-
mately, the trustee prevailed, 35 and the bond-
holders received the final payment amounting
to approximately 158 percent of the face
value of the bonds. Pursuant to the plan, the
court fixed a bar date to expire not less than
five years on or before which bondholders
may claim their dividends, at the end of
which, since the debtor is a charitable corpo-
ration, any unclaimed funds will be distributed
to designated Arizona nonprofit organiza-
tions.

Lyntex Corporation, et al. 3¥—The plans of
reorganization contemplating orderly liquida-
tion of the debtor and its subsidiaries3” pro-
vided for the subordination of all costs and
expenses of administration of the superseded
Chapter Xl proceedings to those incurred in
the Chapter X proceeding. The court, in an
unreported memorandum decision, rejected
sthe Commission’s position that the applicable
“fair and equitable” standard requires equal
treatment for cost and expenses of adminis-
tration in both proceedings, but agreed that
all administrative costs and expenses within
each proceeding be treated equally by the
terms of the plans. The plans of orderly
liquidation as amended were approved by the
court.

Bubble Up Delaware, Inc., et al.38—The
co-trustees developed a consolidated plan of
reorganization providing for the distribution of
the proceeds from the previous sale of the
debtors’ assets as going concerns.3® The
plan proposed a settlement of the pending
controversy between the public stockholders
of the Parent company who had claims based
upon the Federal securities laws and the
general creditors of all three related debtor
estates. Essentially, the co-trustees’ plan pro-
vided for substantively consolidating the three
debtor estates and allocating by way of com-
promise the combined assets to the various
creditor groups on a percentage basis.

In its memorandum on the plan filed with
the court, the Commission pointed out that
the “formula for distribution . . . is the result of
negotiation and compromise among the inter-
ested parties” and that while compromises
form a normal part of corporate reorganiza-
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tions, they must be tair and equitable with an
adequate record to support that conclusion. 40
it also noted that the pian provisions applied
the leading cases on the issue of consolida-
tion4! and that the provision for recognition of
rescission claimants based on Federal secu-
rities fraud claims was proper. 22

ACTIVITIES WITH REGARD TO
ALLOWANCES

Every reorganization case ultimately pre-
sents the difficult problem of determining the
compensation to be paid io the vanous par-
ties for services rendered and for expenses
incurred in the proceeding. The Commission,
which under Section 242 of the Bankruptcy
Act may not receive any allowance for the
service it renders, has sought to assist the
courts in assuring eccnomy of administration
and in allocating compensation equitably on
the basis of the claimants’ contributions to the
administration of estates and the formulation
of plans. During the fiscal year 525 applica-
tions for compensation totaling about $23.5
million were reviewed.

Farrington Manufacturing Company, et
al.*3—The Court of Appeals for the Fourth
Circuit held that the lower court's award of
$350,000 for a Chapter X trustee was insuffi-
cient and adopted the Commission's recom-
mendation of $575,00C for services rendered
through June 30, 1873.44 With respect to
counsel fees subsequent to that date, as
urged by the Commission, the court of ap-
peals remanded in order that the notice re-
quired by Chapter X be given to creditors.

The Fourth Circuit noted 1n accordance
with the position of the Commission that
counsel to a Chapter X trusiee:

“is an officer of the court charged with
spedific duties and responsibilities for the
performance of which it is entitled 1o fair
recompense. This, of course, does not
mean that it is to be paid for unneces-
sary services or for services ineptly
done. But, so long as its services are
within the proper range of its duties and
are performed with reasonable compe-
tency, it is to e compensated, not nec-
essanly by the same yardstick as 'similar
services command in purely private em-
ployment' but sufficient in amount to in-
duce competent counsel tc undertake
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the labors incident to a reorganization
proceeding in reliance on the willingness
of the Court later to deal fairly with it,"45

The court, agreeing with the Commission,
also held that there was no justfication for
the district court to reduce by 50 percent the
pre-Chapter X expenses of an indenture
trustee (to be paid out of the distribution for
the debenture holders) payable pursuant to
the trust indenture, and that its services dur-
ing the Chapter X proceeding which were
beneficial to the estate should be paid as a
cost of admunistration, rather than from the
amount available for distribution to the de-
benture holders, as ordered by the distnct
court.

The court in commenting that the district
court “apparently disregarded . .. the SEC's
evaluation of counsel’'s services and recom-
mendation of a proper allowance therefor”
stated that the Commission’s fee recommen-
dations in reorganization cases are entitled to
great weight. 46

National Telephone Company, Inc., et
al. ¥*—Shortly after a transier of the proceed-
ings from Chapter XI to Chapter X upon the
motion of certain creditors, eight taw firms
applied for fees totalling more than $300,000
for services rendered during the Chapter X|
proceedings. The Commission urged that the
applications be dened without prejudice sug-
gesting that they be resubmitted at the con-
clusion of the Chapler X proceedings. Among
other things, the Commission advised the
court that the misfiing under Chapter X! and
the prelonged eight-month proceeding under
a wrong chapter of the Bankruptcy Act raised
questions concerning the benefits conferred
an the estate, which questions could only be
answered at the conclusion of the Chapler X
proceeding upon an adequate record, 48

At the close of the fiscal year, the court had
not rendered a decision with respect to the
applications.

U.S. Financial, Inc.*9—The trustee of this
large publicly-owned real estate conglomer-
ate sought "interim compensaticn based
upon an annual salary of $125,000, payable
monthly .. . subject to pericdic review and
examination by the court.” After a heanng,
the bankruptcy judge allowed interim com-
pensation of $10,000 per month until further
order of the count and directed the trustee to
file quarterly “repont of services” which was



noticed for periodic hearings for “review” by
the court. While he submits a report of serv-
ices rendered, the trustee files no application
for allowance of compensation.

The Commission objected to this proce-
dure for compensating a Chapter X trustee,
asserting that it did not comply with the
established periodic application, notice, and
hearing procedure originally suggested by the
Commission and adopted by the courts in
compliance with Section 247 of the Bank-
ruptcy Act.5° When the bankruptcy judge
entered a subsequent order approving the
trustee's report of services and prior payment
of $30,000 for the first quarter, the Commis-
sion filed a notice of appeal to the district
court asserting that the procedure followed by
the bankruptcy judge did not comply with the
application, notice, and hearing provisions of
Section 247 of the Bankruptcy Act and Chap-
ter X Rules 10-215 and 10-216. In its brief,
the Commission pointed out that Chapter X is
a public investor protection statute which,
inter alia, contains “detailed machinery gov-
erning all claims for allowances from the
estate,” 51 and that the procedure adopted by
the lower court does not permit the court or
parties in interest to evaluate the services
rendered before interim fees are paid and
undermines the important statutory right to be
heard on all allowances from the estate.5?
Although briefed, the appeal had not been
heard before the close of the fiscal year.

Interstate Stores, Inc.53—The independent
trustee applied for a second interim allow-
ance of $40,000 for services rendered over a
one-year period. General counsel for the
trustee sought a first intenm allowance of
$575,000 for services rendered over a 171/
month period. In addition, various special
counsel for the trustee retained for particular
tasks and who had expended insubstantial
amounts of time requested interim fees

Approximately 22 percent of general coun-
sel's reported total time expended on the
estate during the period (9,670 hours) was
not supported by adequate time records. A
portion of the independent trustee’s time was
not substantiated by time records. The Com-
mission recommended to the bankruptcy
judge interim allowances of $450,000 and
$25,000 to general counsel and the inde-
pendent trustee, respectively. The Commis-
sion also recommended that approximately
one-half of general counsel's expenses, for

which reimbursement was sought, was not
properly chargeable to the estate and should
be disallowed. The Commission also recom-
mended that the payment of interim allow-
ances to four special counsel be denied with-
out prejudice pending completion of their
work.

Apart from reducing the request of the
independent trustee by $5,000, the bank-
ruptcy judge granted all the applications in
full, without setting forth any reasons in law or
fact why he declined to follow the Commis-
sion’s recommendations. Subseguent to the
close of the fiscal year, the Commission
appealed the bankruptcy judge’s decision to
the district court. 54

INTERVENTION IN CHAPTER XI

Chapter X| of the Bankruptcy Act provides
a procedure by which debtors can effect
arrangements with respect to their unsecured
debts under court supervision. Where a pro-
ceeding is brought under that chapter but the
facts indicate that it should have been
brought under Chapter X, Section 328 of
Chapter XI and Rule 11-15 of the Rules of
Bankruptcy Procedure authorize the Commis-
sion or any other party in interest to make
application to the court to transfer the Chap-
ter XI proceeding to Chapter X.

Under Rule 11-15, which became effective
as of July 1, 1974, the Commission as well as
other parties In interest, except the debtor,
have 120 days from the first date set for the
first meeting of creditors to file a motion. The
time may be extended for good cause. A
motion made by the debtor for transfer, how-
ever, may be made at any time. The rule
requires a showing that a Chapter X reorgani-
zation is feasible. This in effect means that a
motion can be granted only If the court finds
both that Chapter Xl is inadequate and reor-
ganization under Chapter X 1s possible. The
prior procedure for filing a Chapter X petition
after the granting of the motion and a sepa-
rate hearing on the petition has been abol-
ished.

Attempts are sometimes made to misuse
Chapter Xl so as to deprive investors of the
protection which the Securities Act of 1933
and the Securities Exchange Act of 1934 are
designed to provide. In such cases the Com-
mission’s staff normally attempts to resolve
the problem by informal negotiations. If this
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proves fruitless, the Commission intervenes
in the Chapter X| proceeding to develop an
adequate record and to direct the court's
aftention to the applicable provisions of the
Federal securities laws and their bearing
upon the particular case.

W. T. Grant Company. 55—Grant's filing of
a Chapter Xl petition on Ociober 2, 1975,
tiggered the single largest attempted busi-
ness rehabilitation instituted under the Bank-
ruptcy Act. At that time, Grant operated about
1,070 retail stores throughout the United
States and employed 62,000 persons. The
Chapter X| patition reflected assets and liabil-
ities of $1,016,776,242 and $1,030,556,198,
respectively, as of September 4, 1975, The
public investor interest in Grant consisted of i)
$117,336,000 in principal amount of deben-
tures (3 issues) held by 3,600 persons; i)
75,000 shares of preferred stock held by 500
persans; and iii) 14 million shares of common
stock held by 35,000 persons. Grant was
indebted to a consortium of 27 banks in the
aggregate sum of $641 million. The banks
asserted sacurity interests in customer receiv-
ables, merchandise inventones and certain
securities of a large Canadian majority-
owned retail store chain subsidiary.

At the outset, there were impediments to
the transfer of the case fo Chapter X. The
debtor-in-possession order, entered on Octo-
ber 2, 1975, contained provisions authorizing
the banks to accelerate payment of $90 mil-
lion they lent back to Grant, in the event of a
transfer motion. Another ex parte order au-
thorized the banks to terminate therr credit
card agreements with Grant 1n the event of a
transfer motion. Grant and others advised
that any motion to transfer would be vigor-
ously contested and the banks made it clear
that they would litigate the usage of collateral
in Chapter X, At the same time, the Commis-
sion was assured by Grant and others that
the objective of the Chapter XI filing was
rehabilitation and rearganization.

The business of Grant at the time of its
Chapter XI filing was in a state of turmoil.
Trade credit was unavailable and the flow of
merchandise into the stores was reduced to a
tnckle. Difficulties were even incurred in get-
ting merchandise for the Chrnistmas selling
season by paying cash on delivery and cash
before delivery. In short, the business posture
of Grant was s¢ chaatic and a transfer motion
would have introduced such inordinate com-
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plexities that the Commission was precluded
as a practical matter from making such a
motion until there was sorme stabilization in
the business.

Grant embarked on a swift liquidation pro-
gram. Between November 1975 and January
1976, 67 percent of the Grant chain was
liquidated (712 stores). As a result of the
liquidaticns, there was a fund of $320 mitlion
to which secured creditors {primarily the con-
sortium of 27 banks) laid claim, and upon the
use of which Grant's viability depended. A
mere 4-1/z; months after Grant's Chapter XI
fiting, the court on February 12, 19786,
granted the liquidation request of the credi-
tors’ committes (six banks and five trade
creditor representatives), with Grant's con-
sent, and ordered the remaining 359 stores
liquidated. The debtor's testimany that,
among other things, the creditors’ committee
resolution to liquidate was “terminal’ and
“lethal” precluded any residual possibility that
a Chapter X petition could be filed in “good
faith.” 58 On April 13, 1976, Grant was adjudi-
caled a bankrupt and a straight liquidating
bankruptcy trustee was thereafter appointed.

During the Chapter X1 proceedings, the
Commission opposed the payment of bo-
nuses aggregating $2.7 million to a profes-
sional liquidator. The court awarded less than
10 percent of the amount sought. The Com-
mission unsuccessfully opposed the payment
of interim fees to the attorneys for the debtor.
Unfortunately, however, Grant was liquidated
prior even to the expiration of the time under
Bankruptcy Rule 11-15 for the Commission
to transtfer the case to Chapter X.

GAC Corporation, et al. 5%—The Commis-
sion and certain debenture holders moved
under Section 328 and Rule 11-15 of the
Bankruptcy Rules to transfer these proceed-
ings to Chapter X. The debtor is a holding
company which operates an extensive land
development business through subsidiaries.
GAC Properties, Inc. {“Properiies”), the pri-
mary operating subsidiary, sells subdivided
lots and home sites to the public on the
instaliment sales basis pursuant to the Inter-
slate Land Sales Full Disclosure Acl.58 GAC
Properties Credit, Inc. ("Credit"}, a subsidiary
of Properties, was created in 1970 to facilitate
the selling of $100 million in debentures to
the public through two $50 million issues.
Thereafter, its sole business activity was pur-



chasing receivables generated from Proper-
ties’ land sales.

On a consolidated basis, the companies
listed $436 million in assets and about $384
million in liabilities as of December 31, 1974.
The debtor reported losses of about $28
million for the year ended December 31,
1975, with installment land sales declining 95
percent from its peak in 1971 of $128 million.

The companies’ capitalization now includes
about $79.2 million of two issues of senior
debentures held by about 6,000 persons and
about $53.5 million of convertible subordi-
nated debentures held by about 3,000 per-
sons. The debtor also has publicly-held is-
sues of preferred stock, and its common
stock is held by about 25,000 persons.

The Commission in its transfer motion
urged, among other things, that there was a
need for a thorough investigation by an inde-
pendent trustee and that rehabilitation of the
company required a substantial adjustment of
widely held public debt. The parent company
consented to the Commission’s transfer mo-
tion and on May 19, 1976, the court ordered
the company transferred from Chapter Xl to
Chapter X and subsequently appointed the
previously appointed receivers of Properties
and Credit as co-trustees of the parent corpo-
ration. Subsequent to the close of the fiscal
year, the Court granted the Commission’s
motion with respect to the two primary subsi-
dianes.

Continental Investment Corporation. 59—
The Commission filed a motion pursuant to
Section 328 of Chapter X| and Rule 11-15 of
the Rules of Bankruptcy Procedure to trans-
fer this proceeding to Chapter X. The debtor
is a diversified financial services holding com-
pany which through various operating subsi-
diartes 1s engaged In the business of life
insurance, Investment company management
and oil and gds partnership management.
The Chapter Xl petition reflected assets and
liabilities of $51.2 milion and $80.2 million,
respectively. The debtor's capitalization in-
cludes two outstanding issues of subordi-
nated debentures in the principal amount of
$38.6 million held by about 1,600 persons. In
addition, there are close to 13 million shares
of outstanding common stock held by some
4,100 persons.

Prior to the filing of its Chapter XI petition,
the debtor attempted a voluntary restructuring

of, among other things, its public debt pur-
suant to proxy solicitatton materials and a
registration statement filed with the Commis-
sion. The attempt failed because of a failure
to obtain the required 95 percent debenture
holder acceptances. The debtor did obtain,
however, the requisite number of accept-
ances from debenture holders for confirma-
tion of a plan of arrangement under Chapter
X1.60 The debtor then filed a petition under
Chapter X| together with a plan of arrange-
ment to affect the public debt in the manner
that was attempted through the aborted vol-
untary restructuring, and with the pre-filing
acceptance in hand sought swift confirmation.

The Commission moved to transfer the
case to Chapter X arguing (i) Chapter X is
required where more than a minor adjustment
of the rights of public debenture holders 1s
necessary; (1) public debenture holders are
entitled to “fair and equitable” treatment; (i)
the plan of arrangement was not feasible
because, among other things, certain litiga-
tion claims against the debtor were not dis-
chargeable in Chapter XI; (iv) a comprehen-
sive reorganization rather than a ‘‘simple
composition” of unsecured debt was re-
quired; (v) there was a need for a new
management and an investigation by a disin-
terested trustee into the debtor's past activi-
ties; and (vi) the debtor sought to circumvent
the protections afforded public investors by
Chapter X through the use of prefiling accept-
ances.

At the close of the fiscal year, the bank-
ruptcy judge had not rendered a decision on
the Commussion’s transfer action.

Continental Mortgage Investors.8'—The
Commission and certain senior creditors, in-
cluding banks and institutions, filed motions
to transfer this Chapter Xl case involving a
$600 million real estate investment trust to
Chapter X. The debtor has outstanding $46
milhon of convertible subordinated deben-
tures held by 2,000 public investor-creditors
and 20.8 million shares of beneficial interest
held by 28,000 public investors. The Com-
mission in its motion argued, among other
things, that there was a need for a thorough
investigation by an independent trustee, and
that rehabilitation of the debtor required a
substantial adjustment of widely held public
debt.

The Commission pressed for the mainte-
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nance of the status quo pending a determina-
tion of its transfer motion, in order that going
concern values and assets were not dissi-
pated before a reorganization attempt under
Chapter X could get underway. The need for
maintenance of the status quo was accen-
tuated by indications that the debtor may be
contemplating liquidation rather than rehabili-
tation and by the delays obtained by the
debtor, over strong Commission objections,
of the hearing on the transfer motion. Indeed,
the Commission felt it necessary to appeal
the order of the bankruptcy judge adjourning
for 90-days the hearnng on the transfer mo-
tion.

At the close of the fiscal year, a hearing on
the Commission's transfer motion had still not
been held. And, despite the Commission's
insistence on maintenance of the status quo,
the debtor obtained authority on a number of
occasions to dispose of assets.

Esgro, Inc.82—The Commission’s appeal
to the district court from the bankruptcy
judge's denial, without prejudice, of a Section
328 transfer motion was dismissed when the
debtor agreed to amend its plan of arrange-
ment so as substantially to increase the
amount payable to its public debenture hold-
ers in settlement of their claims. 63

The Commission brought to the debtor's
attention that its proxy material soliciting con-
sents to the arrangement may have been
materially misleading in violation of proxy
provisions of the Securities Exchange Act.54
When the debtor sought confirmation despite
the pending appeal, the Commission moved
to stay confirmation and, alternatively, to in-
tervene in the Chapter X! proceeding®s to
enforce compliance with the proxy antifraud
provisions and to object to confirmation. The
Commission requested that the court void the
consents because of the alleged violation of
the proxy provisions. &6

When the debtor agreed to amend materi-
ally its proposed arrangement for the benefit
of the general creditors and debenture hold-
ers, the Commission withdrew its objections
as did the Official Creditors’ Committee,
which also had filed objections. The order
confirming the modified arrangement became
final; the Commission then dismissed its ap-
peal.

National Telephone, Inc. et al.8’—During
the pendency of a motion by certain creditors
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to transfer the proceedings from Chapter XI
to Chapter X, the majority shareholder and
former chairman sought to convene a special
meeting of stockholders to remove three of
the company’s six directors. He failed how-
ever to comply with the proxy provisions of
the Securities Exchange Act of 1934. The
Commission supported an application for an
order barring the holding of the meeting on
the grounds that, among other things, such a
meeting, absent filing with the Commission
and transmittal to stockholders of an informa-
tion statement, would violate the Securities
Exchange Act of 1934. Based on this ground,
the court enjoined the convening of the spe-
cial meeting of stockholders.

American Beef Packers, Inc. and Beefland
International, Inc.%8—The Commission inter-
vened in this Chapter Xl proceeding and
joined with the States of lowa and Nebraska
in seeking the appointment of a receiver
pursuant to Section 332 of Chapter XI. Ameri-
can Beef, which is publicly held, has assets
of about $110 million and liabilities of over
$92 million. The application alleged, among
other things, that preferential transfers of
money were made to affiliates of American
Beef before and after the Chapter XI filing;
that certain officers and directors were sub-
jects of investigations by various state and
Federal agencies; and that American Beef
was mismanaged by its officers and directors
in that it diverted funds from its principal
creditors, issued checks drawn on accounts
insufficient to’ pay the checks, and applied
funds necessary for its continued operations
for capital improvements.

The application became moot when a pro-
posed plan of arrangement requiring new
management was confirmed. The majority of
claimants, whose claims arose from the sale
of livestock and livestock feeds were paid 55
percent of their claims in cash with the re-
mainder to be paid from available cash flow.
Trade creditors were paid 50 percent of their
claims in full satisfaction thereof.

Scott, Gorman Municipals, Inc.%—The
Commission intervened in this Chapter XI|
case involving a municipal bond dealer and
sought the appointment of a receiver pur-
suant to Section 332 of Chapter X| and
Bankruptcy Rule 11-18(b). In this connection,
the Commission alleged that substantial
sums of secunties, notes and bonds of the



debtor's customers were illegally pledged and
misappropriated. After an evidentiary hearing
a receiver was appointed. The Commission
turther sought and was granted a darification
of its Chapter X| stays of all aclions against

the deblor, so as to permit the commence-’

ment of a lawsuit against the debtor and its
principals for viglations of the Federal securi-
ties laws. Shortly thereafter a complaint was
filed by the Commission for violations of the
antifraud provisions of the Securities Act of
1932 ang of the Securities Exchange Act of
1934.70

Ultimately, the debtor was adjudicated a
bankrupt and a bankruptcy trustee appointed,
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A number of important developments oc-
curred in 1976, contributing to increased op-
erating efficiency, improved service to the
public, and effective use of the Commission’s
resources. The Commission awarded a new
contract for the public dissemination of filed
information. The contractor plans a number of
user workshops in major cities over the next
two years, and increased promotion of its
new “Searchline” telephone service that of-
fers research of filings to subscribers and
non-subscribers. Projects for future improve-
ments in operations depend to a large extent
on our ability to cope with our own paperwork
problems. The Commission has been suc-
cessful in obtaining funding in 1977 to Initiate
a program for technological improvements.
During 1977, the Commission plans to em-
bark on a comprehensive micro-imagery pro-
gram which will, over a three year period,
convert all active official public filings and
formal correspondence to microfiche. The mi-
crofiche program will be combined with a
reliable on-line document indexing, tracking
and retrieval system. It is anticipated that the
Commission will benefit by extensive use of
telecommunications, including comprehen-
sive data-entry systems, designed to elimi-
nate a substantial amount of clerical effort
and improve the accuracy and timeliness of
essential information.

ORGANIZATIONAL CHANGES

The Commission established an Office of
Consumer Affairs on May 20, 1976. The
Office is charged with protecting the interests
of consumers, i.e., smaller individual inves-
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tors, in their dealings with the securities in-
dustry and in providing special representation
for such investors in matters before the Com-
mission.

An Office of Small Business Policy was
established in the Commission’s Office of
Economic and Policy Research. The function
of this Office is to direct and coordinate the
Commission's examination of the efficacy
and impact of securities regulation on small
businesses.

To assure coordination between the Com-
mission’s relations with the press and with
Congress, and to provide increased empha-
sis In both areas, the Commission combined
the Offices of Public Information and
Congressional Affairs.

Effective April 2, 1976, the Commission
changed the name of the Division of Invest-
ment Management Regulation to the Division
of Investment Management. Additionally, the
Commission approved the transfer of func-
tions and personnel from the Division of Cor-
poration Finance relating to disclosure re-
quirements applicable to investment compa-
nies and certain similar types of issues to the
Division of Investment Management.

INFORMATION HANDLING

Significant progress was made during the
year in furthering the Commission’s use of
electronic data processing (EDP) in support
of its information handling activities.

Certain EDP systems were developed as a
result of the implementation of the Securities
Acts Amendments of 1975. These systems
involved the creation of information bases on
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municipal securities dealers and transfer
agents, and the addition of new data ele-
ments 10 the broker-dealer registrant informa-
tion base. Assistance was also provided to
the Commission's staff through the technical
review of documents filed by securities infor-
mation processors to determine the ade-
quacy of required information.

In a related area, the Office of Data Pro-
cessing was extensively involved in the de-
sign and development of a computer system
for processing information contained on the
broker-dealer Financial and Operational
Combined Uniform Single Report (FOCUS
Report).!

An EDP system was also developed to
facilitate statistical analyses of information
collected by the Commission in support of its
Street Name Study. 2

Currently under development is a systern
for more effectively indexing information relat-
ing to SEC registrants that will allow more
efficiant use of many EDP data files and will
serve as the central or master index for
locating and retrieving the filings of compa-
nies reporting to the Commission.

Plans for the coming year include the im-
plementation of a limited telecommunications
capability to support the previously men-
tioned central index and certain other infor-
malion systems. Also planned is the comple-
tion of a five-year automatic data processing
program to establish long-range information
systems goals and provide for significant ex-
pansion and further development of EDP
within the Cornmission.

OFFICE OF CONSUMER AFFAIRS

As noted above, the Commission estab-
lished an Office of Consumer Affairs in re-
sponse to the President’s four point regula-
tory reform program. The Office was charged
with protecting the interests of consumers,
i.e., smaller individual investors, in their deal-
ings with the secunties industry and in provid-
ing special representation for such investors
in matters betore the Commission.

As its first assignment, the Office was
instructed by the Commission to draw up &
proposal for the establishment of a meaning-
ful investor dispute griavance system which
would utilize, if possible, the securities indus-
try’s self-requlatory organizations. The proce-

168

dures should be designed to avoid any cum-
bersome, inefficient, or overly expensive re-
quirements which would discourage smaller
consumers in the securities industry from
asserting their grievances and claiming mon-
etary damages. In this regard, they will per-
form the same function as existing small
claims courts. On June 9, 1976, the Commis-
slon invited public comment on the need for
and possible structure of such a system and
scheduied a public forum on this matter for
July, 1976,

[n addition to proposing a dispute griev-
ance procedure, the Commission asked the
Office to explore the possibility of improving
its consumer protection program by upgrad-
ing the Commission's complaint processing
effort; providing for greater Commission over-
sight of the complaint processing procedures
of the selt-regulatory organizations; instituting
a legal aid system for injured consumers who
meet requisite qualifications; reviewing the
Commission’s standards for participation as
amfcus curiage in court cases involving injury
to consumers; making greater use of public
investigatory proceedings; increasing the
Commission’s consumer education program;
and providing for greater consumer input in
Commission rulemaking proceedings.

To ad in accomplishing the above the
Commisgion on June 9, 15876, invited ail
interested persons to submit in writing their
ideas for a procedure that will be available
nationwide through the self-regulatory organi-
zations to investors for settling disputes aris-
ing out of dealings in secunties between a
customer and a registered broker-dealer.® in
this release the Commission also invited the
people who had submitted written comments
to make an oral presentation at an informal
public forum held on July 15, 1976.

OFFICE OF PUBLIC
INFORMATION

The OQffice of Public Information has the
responsibility for disseminating news about
Commission actions. This is done principally
through the daily publication of the SEC
News Digest. The News Digest summarnzes
such matiers as: (1) proposed public offer-
ings of securities for which a Securities Act
registration statement is filed; {(2) notices of
filings of applications and of all orders, deci-



sions, rules and rule proposals issued bty the
Commission; and (3) court achions in litigation
involving the Commission’s enfarcement pro-
gram.

The News Digest is made available to the
press immediately after it 1s reproduced each
day. It is also reprinted and distributed, on a
subscription basis, by the Government Print-
ing Office. Currently there are 3,055 subscri-
bers. In addition, the Otfice of Public informa-
tion assembles copies of important releases,
orders, decisions, rules and rule proposals for
daily distribution to the media and all self-
reguiatory organizations.

The Cffice is also called upon to respond to
approximately 75-100 daily telephone ingui-
ries from the press and the general public.
The Office also receives approximately 25-40
letters per week from the general public seek-
Ing assistance on a wide range of securities
related matters.

During the past year, the Office of Public
Information initiated a consumer education
program through the use of written and au-
dic-visual aides. Several small brochures, de-
signed as guides and warnings to investors,
were printed and distributed. “Eagle on thg
Street”, a narrated shde program on the
history and current role of the SEC, was
produced. It has been seen by a varnety of
groups, including graduate business and law
school students and civic and professional
organizations. Copies of the program have
been placed with the Natonal Audio Visual
Center for sale to the general public.

ACTIVITY UNDER FREEDOM OF
INFORMATION ACT

During the year, the Commission deter-
mined to centralize and coordinate staff activ-
ity on FOIA matters and asstgned responsibil-
ities to the Office of Reports and Information
Servicas. The first FOIA Officer for the Com-
mission was appointed and a Branch of FOIA
and Privacy Act created in the Office of
Reports and Information Services.

The Commussions Freedom of Information
rules, revised on February 18, 1975, provide
that the public can inspect or obtain copies of
all records maintained by the SEC with the
exception of certain specified categories of
information. Most financial and other informa-
tion filed by registered companies has always
been avallable for inspection or copying by

the public. However, the public was denisd
access to certain categories of material, nota-
bly investigatory records. Pursuant to various
FOIA requests, the Commission has made
avalable for public inspection many records
which had traditionally been considered confi-
dential. Among these records are portions of
the Broker-Dealer and the entire Investment
Advisers and Investment Company Inspec-
tion Manuals, the Summary of Administrative
Interpretations under the Securities Act of
1933 and the Commission's periodic Securi-
ties Viplahons Bulletin. Moreover, the Com-
mission has made available, pursuant to par-
ticular FOIA requests, staff letters of com-
ment on registration statements or other fil-
ings and Wells Committee submissions.

From July 1, 1975 through June 30, 1976,
the Commission received 730 reguests for
information pursuant to the FOIA.

PERSONNEL MANAGEMENT

The permanent personnel strength of the
Commission totalled 1,922 employees on
June 30, 1976, as shown below.

Commissioners ......... . ... 4
Staff
Headquarters Office ....... 1,217
Regional Offices .......... 701
Total Staff ............ 1,918
Grand Total ...... ... 1,922
Recruitment

Dunng 1976, the Commission focused its
recruitment actvities on the strengthening of
its Equal Employment Opportunity Program.
Under the leadership of a top-level committee
chaired by a Member of the Commission, the
SEC pursued an active attormey recruitment
program which included on-campus visits
combined with a thorough screening and re-
view of applications at the Headguarters level
to insure consideration of candidates from all
segments of the population. The Committee
also developed a cooperative training pro-
gram to enable graduate students in nonlegal
curricula to participate in the work of the SEC
and to broaden the Commigsion's recruitment
base. Though most of the results of these
efforts will not be seen until the transitional
quarter and early fiscal 1977 appaintments,
the Commission did increase by 23.6 percent
the number of femalg attorneys on the staff;
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the number rose from 55 at the end of fiscal
year 1975 to 68 at the end of 1976, and
represents a gain of 183 percent in the last
three fiscal years.

The Office of Personnel developed and
obtained Civil Service Commission appro?fai
for an Upward Mobility Training Agreement,
which will facilitate the advancement of the
Commission’s current clencal and secretarial
employees into the professional and technical
stalf of the Commission.

Personnel Management
Evaluation

In July 1975, the Civil Service Commission
1ssued its report on personnetl management
evaluation of the SEC. A number of specific
deficiencies were noted and several recom-
mendations were made to improve personnel
management practices. A substantial amount
of ime and resources were devoted to the
correction and improvement of these areas,
and most were resolved to the mutual satis-
faction of the SEC and CSC. One of the more
significant areas addressed by CSC dealt
with the grade structure and position man-
agement of the Securities Comphiance Exam-
iners. These are key non-attorney jobs within
the agency, and it is of utmost importance
that examiners be given assignments that are
professtonally challenging and ofier meaning-
ful opportunity for advancement. The Com-
mission has begun an effort 1o develop more
clearly definad job criteria for the journeyman
and senior level examiners positions, so that
distinchons between grade levels will be both
meaningful and equitable. This will be an on-
going program which will require monitonng
over the next several years.

The Commission {nitiated its own manage-
ment review and evaluation program during
fiscal year 1976 with a team of management
and personnel specialists, who began with a
review of the operations and personnel man-
agement activity of the newly organized Divi-
sion of Invastment Management. Similar re-
views are scheduled throughout the Commis-
sion during the transiticnal quarter and into
fiscal year 1977.

Training and Development

The training and development efforts dur-
ing fiscal year 1876 included the major cate-
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gories of Executive Development, Affirmative
Action and Frofessional Skills:

Executive Development: Designed to en-
hance the performance and potential of our
middle management, this opportunity enabled
seven GS-14/15's to attend advanced man-
agement development training. In addition,
the SEC sent three of its top management
executives to the Federal Executive Institute
and to the Executive Seminar Center.

Program Development: The SEC worked
closely with the National Audio Visua) Center
to develop a film on trial proceedings; this film
is being utilized by many of our professional
staft throughout the agency. The American
Institute of Cenrtified Public Accountants pro-
vided under contract a seres of seminars on
advanced and “refresher” accounting princi-
ples designed to keep our accounting and
financial staff up 1o date with the dynamics of
the accounting discipline,

An Internal Mobility Program was devel-
oped. When implemented in early fall, this
program will encourage senior professionals
to seek temporary positions outside of their
organization (but within the SEC) that will
provide them with broadening work experi-
ences that could be useful to them when they
return to their permanent assignments.

Affirmative Action: Qur Tuition Suppont
Program was utlized by over 100 employees
as a means of assistance in the pursuil of
undergraduate education. Plans for next year
call for an incorporation of this program into a
larger Upward Mobility Program.

Frofessional Skills Development: Empha-
sis was once again placed on inhouse “tech-
nical” training both in the Regions and in
Washington. Enforcement, regulations and
investment ltraining confererices were con-
ducted for both new and “seasoned” profes-
sionals. A senior trial attorney seminar is now
being planned for the winter months. This
program will address the needs of regional
enforcement attorneys who must liigate sig-
nificant cases on an infrequent basis.

OFFICE SPACE

During the first quarter of the fiscal year,
the Office of Management and Budget upheld
the Commussion's appeal against the General
Services Administration’s decision to assign a
new but unsatisfactory headguarters building
to this agency. Following this outcome, the



Commission explored other aiternatives that
would enable it to centralize all of its Wash-
ington metropolitan area offices in one build-
ing or in a few buildings in close proximity to
each other at a site that would be easily
accessible to visitors and members of the
securities industry and allow for staff expan-
sion over the next-several years. Although an
adequate location at an acceptable price was
not found, a new headquarters remains a
high prionty for the Commission.

The General Services Administration, with
the approval of the Congress, signed a new
five year lease for Capitol Mall North, the
present primary office location of the Com-
mission. As the fiscal year ended, it appeared
that the Commission's Washington staff
would continue to be located at their three
separate area locations for the immediately
forseeable future.

FINANCIAL MANAGEMENT

Total fees collected by the Commission in
fiscal 1976 represented 52 percent of funds
appropriated by the Congress for Commis-
sion operations. The Commission is requred
by law to collect fees for (1) registration of
securities issued; (2) qualifications of trust
indentures; (3) registration of exchanges; (4)
registration of brokers and dealers who are
registered with the Commission but are not
members of the NASD; and (5) certification of

documents filed with the Commission. In ad-
dition, by fee schedute the Commission im-
poses fees for certain filings and services,
such as the filing of annual reports and proxy
material.

The Securities Acts Amendments of 1975
increased the transaction fees to be paid by
all national security exchanges to one three-
hundredth of 1 per centum of the aggregate
dollar amount of the sales of securities trans-
acted during each preceding calendar year.
The 1975 Amendments have also included
under this fee requirement certain transac-
tions by every registered broker and dealer
which are not transacted on a national securi-
ties exchange, provided, however, that no
payment will be required for any calendar
year in which the fee would be less than
$100.

With reference to the fee schedule, the
investment adviser assessment fee refunds
originally announced in Commission release
|IA-486 have been almost completed. To
date, approximately 2,750 refund checks
have been mailed totaling slightly more than
$607,000.

NOTES TO PART 8

1 See p. 12, supra, and 41st Annual Re-
port, p. 18.

2 See page 20, supra.

3 Securities Exchange Act Release No.
12528 (June 9, 1976), 9 SEC Docket 833.
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THE SECURITIES INDUSTRY

Income, Expenses, and Selected
Balance Sheet items

On December 17, 1975, the Commission
announced the adoption of the Financial and
Operational Combined Uniform Single (FO-
CUS) Report and the amendment of other
rules governing broker-dealer reporting of fi-
nancial and operational information. Among
the changes were amendments to Rule 17a-
10 and its associated Form X-17A-10, the
Commission’s source for industry financial
information.

The amendment to Form X-17A-10 re-
duced considerably the reporting burden to
broker-dealers and made available for the
first time financial data for approximately
2,000 additional registered broker-dealers

~art9
Statistics

which previously filed only the Introduction of
the onginal Form X-17A-10. As a conse-
quence, secunties industry financial informa-
tion is more comprehensive than that previ-
ously collected.

Registered broker-dealers reported total
revenue of $7.3 billion for the year. The
largest single source of revenue was securi-
ties commissions, which accounted for ap-
proximately 46 percent of total revenue. Trad-
ing and underwriting revenues were the sec-
ond and third most important revenue contrib-
utors, accounting for 16.4 percent and 12.7
percent, respectively.

Pre-tax income came to approximately
$1.1 billion, bnnging the industry profit margin
to 15.2 percent for 1975. Industry assets
stood at $31.1 billion at the end of the year
with ownership equity closing the year at $4.5
billion.
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Table 1
FINANCIAL INFORMATION FOR BROKER-DEALERS 1875

{Millions of Dollars)

19750
A. Revenwn and Expenses
1 Securmiies Comrmissons .. .. $ 23741
2 Gan (Loss) In Trading . 12071
3 Gain (Less) in Investments . 131.7
4 Profit (Loss) From Underwrmng ang Selling Groups 9303
5. Interest Incame . . 6017
& Other Aevenue Related to Securites Business 697 5
7 Revanue From All Other Sources A 1843
8 Total Reverve .. 27,3307
9 Total Expenses* 6.2159
10 Pre-tax Inpome . 51,1148
B. Assets, Liabilities and Capital
1 Tatal Assets ... 0L $31,181 1
12 Liebiities
a Total ialities {excluding subordinated debt) 25,824 4
b Subcrdinated debt 8347
¢ Total habihtes {11a + 11b] 26,6591
13. Ownership Equity . . .. . ... ... L. L. 4,522 0
14 Total Liabihties ang Ownershlp Eqmty ......... §31.1811
Number of Firms 4,015

= prelminary
Expenses include Partners Compensation
Source. Form X-37A-10

Historical information—income,
Expense, and Balance Sheet
Information of Broker-Dealers
With Securities Related Revenue
of $500,000 or More

Historically, broker-dealers receive a major
portion of their reverue from four primary
sources: securities commissions, trading ac-
tivites, underwriting, and interest income
earned on loans to customers.! Reflacting
increased market activity, three of these reve-
nue sources showed marked improvement

! Bacause of alorementaned changes in reporting require-
menis, ithe most detaled incame, expense, and balance
sheat informatient 15 avallable for cnly registered broker-
dealers wath sacuntes related revenue of §500,060 or more
In order to provide as comparable wiormaton as possibla,
new financial information was developed for pror years. For
1975, broker-dealers with securities related revenue of
§500,000 or more held approximately 99 percent of industry
assets and reported roughly 95 percent of industry revenue
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during 1875 with only interest income falling
below the previous year's level. Coupled with
increases from all other revenue compo-
nents, 1975 total revenue was 3B percent
above the depressed 1974 figure and 4 per-
cent above the 1972 revenue level, the last
previous peak.

The surge in revenue in 1875 was refiected
in the pre-tax ingome figure of $1041.7 mil-
kon, more than 250 percent above that re-
corded for 1974. Due to the influgnce of
positive economic conditions, total assets of
broker-dealers (with $500,000 or more of
securities related revenue) at the close of
1975 stood at $30.7 billion, up from the 1974
level of $23.8 billion. Similarly, ownership
equity surpassed the year-end 1974 figure by
$1.2 billion, an increase of 44 percent. The
year-end 1975 ownership figure of $3.9 billion
almost egualed that recorded for 1872 even
though 53 fewer firms were included in the
1975 figure.



Table 2

HISTORICAL REVENUE AND EXPENSES FOR BROKER-DEALERS WITH TOTAL
REVENUE OF $500,000 OR MORE

(Mithons of Dollars)

1970 1971 1972 1973 1974 1975°
A. Revenue and Expenses
1 Commissions
a Commissions earned on equity secunties transactions .
executed on a national securities exchange $1,9041 $2,727 2 "$2,747 3 $2,3852 $2,0811 $2,599 3
b Cther commission revenue . 362 4 560 1 656 3 4306 3571 616 3
¢ Total commissions 22665 32873 34036 28158 24382 32156
2 Gaw (Loss) on Firm Secunties Trading and Investment Ac-
counts
a Gan (loss) in trading . 8235 10560 994 2 590 2 7224 11,1366
b Gain (loss) in investments . 749 2425 208 6 -3.1 545 1310
¢ Total gain (loss) .. 8984 12985 11,2028 587.1 7769 1,267 6
3. Profit (Loss) from Underwniting and Seliing Groups 6013 957 0 9156 4935 496 3 9127
4. Revenue From Sale of Investment Company Secunties
a As Underwriter .. N/A N/A N/A N/A N/A 488
b Qther than as underwnter (retail transactlons) N/A N/A N/A N/A N/A 709
¢ Total revenue from sale of In company 184 2 1956 151 0 148 8 78 8 197
5 Interest Income 3786 363 8 527 0 620 9 6220 5913
6 Fees for Account Supervision, lnvestmem Adwsory and Ad-
ministrative Services 636 823 98 6 828 846 154.5
7 Commodity Revenue . 88 2 98 3 124 6 177 5 168 2 186 6
8 Other Revenue Related to Securtties Business e N/A N/A N/A N/A N/A 381.3
9 Revenue From All Other Sources 266 2 300 4 306 2 3233 3997 167 1
10 Total Revenue $4,7470 $6,5831 $6,7294 $52437 $5,0647 $6,996 4
B. Expensa
C . $ 7777 $1.1390 $1,1980 § 9374 $ 9494$12745
12 Employee compensatlon and benefits 1,0857 12997 13922 11,1842 10966 13755
13 Commissions paid to other brokers 1280 1820 1857 188 0 1510 2108
14 Interest 5399 519 8 6337 7957 7497 580 0
15 Communications . N 3700 4338 488 0 4610 462 6 4817
16 Occupancy and equrpment rental . PR 3487 4128 459 6 4334 4397 463 0
17 Promotional .. . . 156 8 1877 2140 1857 1721 156 8
18 All other operating expenses .. 606 3 787 4 7935 685.9 6337 11,4130
19 Total expenses” . 40131 49622 53647 48713 46548 59553

C. Pre-Tax Income

20.

Pre-tax income ceee

$ 7339 $1,6209 $1,3647 § 3784 3§ 4099 §$1,041.7

Number of Firms . . 655 788

817

662

609

764

* Expenses Include panners compensation
Source From X-17,
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Table 3

HISTORICAL CONSOLIDATED BALANCE SHEET FOR BROKER-DEALERS WITH

TOTAL REVENUES OF $500,000 OR MORE

(Milons of Dokiars)

1870 1971 1972 1873 1974 1975¢
A. Assets
1 Cash, clearing funds, and cther deposits . § 11617 $1,2205 § 1,2806 $1,1394 $ 0403 § 9227
2 Receivables from brokers or dealers
a Securties failed to defiver .. . 23188 22363 25679 1,843.6 1,219.9 1,446 1
b Secunties borrowed | . 864 B 1,022.2 1,3639 1,086.0 8890 1.366.2
¢ Other receivables . 197 7 2951 3g2 2 3300 905.2 1,069.7
3. Recewables from customers 70770 96436 133728 50362 74501 8,455.1
4 Market valus or far vatue of securities and eommodi-
tes accounis
a Trading accounts . NA NA NA NA NA  10,673.3
b. Other accounts . . NA NA NA NA NA 21924
¢ Tolal market valug of fair valug of secunties and
commadities accounts . 10,260 4 11,667.0 11,8701 9726 107885 128657
5 Memberships in exchanges [markei value} 210 2 2001 20749 1234 100 5 177
6 Property, furniturs, egurpment leasehald improve-
ments and ngms under lsese agreemems (net of
ualmn) 228 6 278.1 a6 7 27199 268.5 255 4
7. Otﬁer agsels . 1,163 8 1,368.1 1,397 5 1,599.0 1,224.8 4,276 4
B Tatal assets 234841 27,925.0 32,7486 251887 23,7868 30,7750
B. Liabilties
9. Money borrowed
a. Secured by customer collateral e NA NA NA NA NA 2,212.5
b Secured by firm collateral NA NA NA NA NA 7,123 1
t. Unsecured . NA NA NA NA NA 142.2
d Total money borrowed . ... 89541 11,2857 14,3984 98781 10,4210 94778
10. Payables to brokers or daalers
a. Securties faiad to receive 2,705.7 2,419 6 2,732.2 1.724.3 1,261.0 1,398 9
b Secuniies borrowed 8355 9836  1,2843 . 846.9 579. 1,063 1
Other payables to brokers or dealers’ 197.8 345 2 354.2 347 1.058.5 1,084.3
n Total payables to orokers or daalers .. ... 3,739.0 3,748.4 43707 29359 29187 354613
11, Payables to customers
a. Free credit balances .. 2,125 5 2,103 8 2,149 8 2184 4 1,732 5 1,7329
b. All other payables ta customers 2,116 8 26326 3,083 27931 22536 29585
¢ Total payables to customers . . 42420 4,736 4 5,228 1 49175 3,986 1 4,601.4
12. Short positions i secunties and commodities ac-
counls 707 4 906.8 1.5251 1,15831 1,038 2 1,163 8
13, Other hambties . 23430 28587 2.505.4 25497 20985 71958
14 Total llabiiities excluding suborginated burrowlngs 20,025.5 23.5360 28027.7 24,4995 20462.5 260751
15 Subordinzted borrowings . 6410 7281 773.9 642 2 593 5 T67.0
16 Total habilities 20,6665 24,2641 288016 22417 21,0560 264842
. Ownership Equity
17 Ownership equity 2817 6 3.6609 39480 30470 27308 3,9329
18 Total liabifites and capital L $23.4841 5279250 $32,749.6 $251887 $23,78648 5307750
Number of Firms 788 B7 652 6509 764

* tem 6 not net of amortization
Source Form X-17A-10

Securities Industry Dollar

Of sach dollar received by broker-dealers
(with securities related revenue of $500,000
or more) in the calendar year 1975, a total of
46.0 cents was derived from the securities
commission business, 16.2 cents from trad-
ing activities, 13.0 cents from the underwrit-
ing business and the remaining 24.8 cents
from secondary sources of revenue such as
commodities revenue, sale of investment
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company securities and gain or loss from firm
investmsnts.

Total expenses amounted to 85.1 cents of
each securities industry dollar. The largest
propartion of broker-dealer expsnses were
associated with personnel costs. Administra-
tive and employee ¢ost and compensation to
ragistered representatives amounted to 37.¢
cents per industry dollar. Operating income
atter partners’ compensation but before taxes
accounted for 14.9 cents of the average
securities industry dolar.
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SECURITIES INDUSTRY DOLLAR: 1975

SOURCES OF REVENUE

Investment

2.2. Advisory Fees

Investment Company
Securities 1.7

1.9 Firm Investment

2.7

Commodities

13.0

8.5

46.0

EXPENSES AND PRE-TAX INCOME

2.2 Promotional

3.0 Commissions
J to other Broker-Dealers

6.6

18.2
20.2

8.3

Communication 6.9

NOTE. Includes information for furms with securities related rcvenues of $500,000 or more in 1975.

SOURCE X-17A-10 REPORTS

DS§-5050



Broker-Dealers, Branch Offices,
Employees

The number of broker-dealers decreased in
1975, continuing a series of successive de-
clines beginning in 1970. Following the trend
in the number of broker-dealers, the number
of branch offices operated by broker-dealers

also continued its downward movement, end-
ing the year at 6,267 offices.

The number of full-time broker-dealer em-
ployees stood at 242 thousand at the end of
1975. There were approximately 72 thousand
full-time registered representatives employed
iIn the industry at the close of the year, 30
percent of industry total employment.

BROKER-DEALERS AND BRANCH OFFICES

6000 9000
T I
1970
l7479
1971
]7469
1972
- ]7334
1088
1973
]7223
1974
6301R
1975
6267k
o I\ | 1 l 1 i
Broker-Dealers l Branch Offices
P=Preliminary R=Revised E=Estimate
X-17A-10 REPORTS DS-5051

SOURCE
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Table 4

BROKERS AND DEALERS REGISTERED UNDER THE SECURITIES EXCHANGE ACT
OF 1934—EFFECTIVE REGISTRATIONS AS OF JUNE 30, 1976 CLASSIFIED BY TYPE
OF ORGANIZATION AND BY LOCATION OF PRINCIPAL OFFICES.

Location of Principal Offices

Number of Registrants

Number of Proprietors, Partners, Officers,
etc 23

Sole Sole

. Partner-  Corpora- . Partner-  Corpora-

Tota) ?orros%rl?s smps  tonst ot gros%'gs ships  tions®

ALABAMA 23 2 1 20 125 2 3 120
ALASKA . 0 0 0 0 0 0 0 0
ARIZONA 28 4 1 23 105 4 9 92
ARKANSAS 22 2 0 106 2 0 104
CALIFORNIA 480 139 46 295 2,595 138 245 2,211
COLORADO 63 7 4 52 408 7 58 343
CONNECTICUT 62 8 10 44 465 8 17 340
DELAWARE .. 13 3 1 34 3 2 29
DISTRICT OF COLUMBIA . 31 2 6 23 289 2 31 256
FLORIDA .. 12 10 5 97 481 10 10 461
GEQRGIA 42 6 1 35 261 6 2 252
HAWAII 18 0 0 18 97 0 0 97
IDAHO 7 1 0 6 24 1 0 23
ILLINOIS 1,363 1,062 91 210 2,650 1,062 451 1,137
INDIANA 52 7 2 43 274 7 5 262
I0WA 37 2 1 34 225 2 6 217
KANSAS | 27 2 2 23 282 2 9 2n
KENTUCKY . 1 2 1 4l 2 3 66
LOUISIANA 10 4 0 6 35 4 0 31
MAINE . . 13 1 4 8 53 1 2 31
MARYLAND .. 37 4 4 2 235 4 72 159
MASSACHUSETI'S 180 54 16 110 1,145 54 110 981
MICHIGAN .. . 54 5 5 44 381 5 108 268
MINNESOTA . ... 76 4 1 71 626 4 2 620
MISSISSIPPI  ...... 23 2 5 16 86 2 13 "
MISSOURI 67 4 6 57 766 4 144 618
MONTANA 3 1 0 2 20 1 0 19
NEBRASKA 16 0 0 16 112 0 0 12
VADA 3 1 0 8 1 0 7

NEW HAMPSHIRE 3 1 0 1 1 0 10
NEW JERSEY 179 39 26 114 609 39 77 493
NEW MEXICO [} 1 0 30 1 [ 29
NEW YORK Saxcludmg New York Clty) 280 108 20 152 647 108 59 480
NORTH CAROL 28 6 1 21 144 6 2 136
NORTH DAKOTA . 5 0 0 5 27 0 0 27
HIO 98 [} 16 76 750 6 221 523
OQKLAHOMA 22 4 1 17 110 4 2 104
OREGON 25 3 1 21 10 3 3 97
PENNSYLVANIA 192 26 40 126 1,122 26 213 883
RHODE ISLAND 20 5 2 13 48 5 8 35
SOUTH CAROLINA 12 1 2 9 55 1 9 45
SOUTH DAKOTA 2 1 0 1 12 1 0 1
TENNESSEE 49 3 2 44 278 3 29 246
TEXAS .. 152 26 5 121 899 26 23 850
UTAH 32 3 4 5 126 3 12 1
VERMONT 5 2 1 2 22 2 2 18
VIRGINIA 40 8 3 29 341 8 13 320
WASHINGTON . 55 7 1 47 284 7 4 273
WEST VIRGINIA ... 5 1 0 4 17 1 0 16
WISCONSIN 34 3 0 3 339 3 0 336
WYOMING 7 2 0 24 2 0 22
TOTAL (excludlng New York C:ty) 4,124 1,595 338 2,191 17,956 1,595 2,098 14,263

NEW YORK CITY 1,160 398 248 513 4,923 398 2,571 1,954
SUBTOTAL . 5,284 1,993 587 2,704 22,879 1,993 4669 16,217
FOREIGN? 24 2 2 20 195 2 9 184
GRAND TOTAL ..... 5308 1,995 589 2,724 23,074 1,995 4678 16,401

1 Registrants whose principal offices are located in foreign countries or other junsdictions not isted
2 Includes directors, officers, trustees and all other persons occupying similar status or performing simifar functions
3 Allocations made on the basis of locatton of principal offices of registrants, not actual locations of persons
4 Includes all forms of organizations other than sole proprietorships and partnerships
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Table 5

APPLICATIONS AND REGISTRATIONS OF BROKERS AND DEALERS
Fiscal Year 1976

BROKER-DEALER APPLICATIONS

App'ications pending at close of preceding year 39
Applications received dunng fiscal 1976 . 2,601
Total applications for disposition 2,640
Disposition of Apphcations

Accepted for filing . . 2,293

Returned . . . .o 224

Withdrawn . I . . C . 22

Dented . . .. . . 4
Total appllcatlons dlspused of 2,543
Applications pending as of June 30, 1976 97

BROKER-DEALER REGISTRATIONS

Effective registrations at close of preceding year . .. 3,546
Registrations effective during fiscal 1976 . . . e 2,265
Total registrations . 5,811
Registrations terminated dunng fiscal 1976

Withdrawn .. FE 442

Revoked . . . . R 49

Cancelled . RO . .. . 12
Total registrations terminated . . . e . . 503
Total registrations at end of fiscal 1976 5,308

INVESTMENT ADVISER APPLICATIONS

Applications pending at close of precedlng year ... 63
Applications received duning fiscal 1976 1,250
Total applications for disposition L e 1,313
Disposition of applications

Accepted for filing . o . R R o M

Retumed ... o . . 495

Withdrawn . .. . o . - 3

Denied . . RN . .. .. 1
Total appllcatlons dlsposed of .. . o 1,210
Applications pending as of June 30, 1976 103

INVESTMENT ADVISER REGISTRATIONS

Effective registrations at close of preceding year 3,420
Registrations effective duning fiscal 1976 694
Total registrations 4,114
Registrations terminated during fiscal 1976

Withdrawn . . 238

Revoked . . . . 9

Cancelled 10
Total registrations terminated . Coeee 257
Total registrations at end of fiscal 1976 3,857
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Table 6

CONSOLIDATED REVENUES AND EXPENSES OF SELF-REGULATORY ORGANIZATIONS

(Thousands of Dollars}

1972

1973

1974

1976
1975

Jan Feb Mar Apr

May Jun

Revenues

Transaction Fees

Listing Fees

Communication Fees

Cleanng Fees

Depository Fees

Tabulation services

All Other Revenues
Membership Dues
Registration Fees
Floor Usage Revenue
C%pome Finance Fees

er

Total Revenues

Expenses
Employee Costs
Occupancy Costs
Equipment Costs
Professional and Lega! Services
Depreciation and Amortization
Advertising, Panting and Postage
Communication, Data Processing and Collection
All Other Expenses

Total Expenses

Pre-Tax Income’

.$29,273 $26458 $ 24166 $ 32,884 $ 3,282 §$3,982 §$ 4210 $3959 § 3,038 §290
26,441 2 31,726 3.1 2,284 3,245 4 77

44 6,490 E . , ) . ,289 B
18,591 21,376 20,822 25947 2471 2,464 2494 2636 2,645 2858
36,296 32,602 30,070 35,451 3669 3797 4144 3649 2895 3,042
19,469 23,586 22,696 27,792 3,041 3,054 3593 2908 2,632 2843
12,037 10,453 11,268 13,553 1,500 1,566 1,593 1,351 1,262 1,316
37,660 38,788 38,740 38535 3608 373 3,640 3,501 3,423 4,030

9,937 11,103 11,156 11,313 1,051 1,044 1,04 1,05 1,053 1,048
5,623 6,450 5,136 5,130 412 428 64 76 394 516
4,685 4777 4,860 6,972 723 %8 594 614 603 966
2,221 1,212 816 111 44 148 132 117 92 69
15,194 15,246 16,772 14,009 1,377 1,512 1,402 1,241 1,281 1,430
$179,768 $179,753 $173,197 $205,889 $20,711 $20,876 $22,542 $21,250 $20,183 $20,976
$ 70,233 $ 77,744 $ 80,049 $84342 $7732 $7534 $ 8436 $8304 $848 § 8215
7,954 10,663 12,750 12,910 1,156 1,163 1,218 1,222 1,1 1,227
1,734 1,916 2,487 3,510 299 314 415 403 381 360
7,343 8,627 5,757 8,006 615 634 633 654 689 885
2,719 3,360 4,093 4,824 404 418 469 446 4N 518
4,194 5,391 4,882 3,342 259 315 284 248 4n 404
49840 54,837 52,504 58,854 5448 5,632 5864 589 5,791 6,369
16,814 15,028 11,746 15,858 1,435 1,380 1,899 1,528 1,445 1,437
$160,831 $177,565 $174,269 $191,647 $17,348 $17,391 $19.218 $18699 $18,867 $19,415

$ 18,937 § 2,188 $-1,071

$ 14,243 $ 3,363 § 3,486 § 3,324 § 2551

$ 1,317 § 1,562

SOURCE Survey of Self-Regulatory Organizations and Substdianes
Directorate of Economic and Policy Research
Branch of Secunties Industry and Self-Regulatory Economics
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Table 6—cont.

CONSOLIDATED REVENUES AND EXPENSES OF SELF-REGULATORY ORGANIZATIONS

(Thousands of Dollars}

AMEX BSE CBOE CSE DSE! ISE
Jan-Jun Jan-Jun Jan-Jun Jan-Jun Jan-Apr Jan-Jun
1975 Tyazg 1975 Tyerg WIS Therp 1975 Thozg 1975 Tygrg 1975 Tygp
Revenues
Transaction Fees $4016 $3687 $ 362 § 255 $4853 $3,747 $11 $0 $40 $12 $0 $0
Listing Fees 4,898 2,765 90 31 0 0 10 6 17 5 4 3
Communication Fees 11,082 7,214 0 0 840 686 8 3 0 0 0 0
Cleaning Fees 2,103 1,710 1,316 802 0 0 0 0 0 0 0 0
Depository Fees 0 0 0 0 0 0 0 0 0 0 0 0
Tabulation services 36 0 676 453 0 0 3 2 0 0 0 i}
All Other Revenues 2,431 1,406 845 525 2,464 1,782 98 38 63 18 23 1
Membership Dues 624 300 206 104 476 521 1 1 46 14 6 3
Registration Fees 151 62 7 5 427 1 7 8 0 0 0 0
Floor Usage Revenue 596 388 3 18 438 292 56 28 6 0 0 0
Corporate Finance Fees 0 0 0 0 0 0 1 0 0 0 0 0
Other 1,060 656 601 399 1,123 798 23 3 11 4 17 8
Total Revenues $24,566 §$16,782 $3,289 $2,066 $8,157 $6,215 $130 $49  $120  $36 $27 313
Expenses
Employee Costs $ 8,584 §4829 $1565 § 905 $2,780 $2,020 $36  $18 $67  $13 $10 $5
Occupancy Costs 1,839 959 212 114 651 477 14 9 23 7 9 5
Equipment Costs 379 240 113 63 826 431 2 9 6 2 0 0
Professional and Legal Services 819 705 74 77 438 308 5 5 6 3 1 1
Depreciation and Amortization 1,057 527 100 55 429 477 0 0 2 0 0 0
Advertising, Printing and Postage 925 587 107 58 797 484 5 4 4 1 1 0
Communtcation, Data Processing and Collection 9,950 7,095 524 282 335 314 10 7 5 3 1 0
Al Other Expenses 594 320 237 228 615 648 3 1 2 0 2 1
Total Expenses $24,147 $15,262 $2,933 $1,782 $6,872 $5,158 $94  §52  §114  §31 $23 $13
Pre-Tax Income $ 419 $1520 § 356 $ 285 $1.286 $1,057 $35 $-3 §$ 5 §4 $4  $1

! The Detro#t Stock Exchange ceased operations on June 30, 1976
SOURCE  Survey of Self-Regulatory Organizations and Subsidiaries
Directorate of Economic and Policy Research
Branch of Secunties Industry and Self-Regulatory Economics
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Table 6—cont.
CONSOLIDATED REVENUES AND EXPENSES OF SELF-REGULATORY ORGANIZATIONS

(Thousands of Dollars)

MSE NASD NYSE PSE PhilaSE SSE
Jan-Jun Jan-Jun Jan=dun Jan-Jun Jan-Jun Jan-Jun
W5 Tgre 195 Tigre 195 Thare 195 Tyezg TS Tygre 1975 Tygrs
Revenues
Transaction Fees $1437 $ 933 § 0% 0 $20518 $11,376 § 991 § 739 $ 656 § 631 $ 0 $0
Listing Fees 532 316 2,581 1,314 22,688 14,862 822 446 82 54 2 1
Communication Fees 3,474 1,876 0 0 10,543 5,761 0 12 0 16 0 0
Clearing Fees . 2,646 1,438 8,166 4,889 16,023 9,523 3,012 1630 2,184 1,204 0 0
Depository Fees 1,393 1,319 0 0 25,259 15,709 1,133 1,034 7 9 0 0
Tabulation services 9,197 5,799 0 0 0 [ 3,642 2,333 0 0 0 1
All Other Revenues 3,787 2,165 10,748 5,884 14,918 8,240 2,214 1414 867 440 18 9
Membership Dues 651 326 6,016 3,221 2,049 1,024 795 579 415 195 17 9
Registration Fees 1,012 634 2,407 1,183 1,047 580 12 23 59 29 0 0
Floor Usage Revenue 159 85 0 0 5,423 3,118 151 98 112 71 0 0
Corporate Finance Fees 0 0 1,110 602 0 0 0 0 0 0 0 0
Other 1,964 1,120 1,215 878 6,399 3,518 1,316 714 280 146 2 v}
Total Revenues $22,466 $13,846 $21,495 $12,087 $109,949 $65,471 $11,874 $7,608 $3,796 $2,354 $20 $12
Expenses
Employee Costs $9271 $5642 $ 9088 § 4918 § 44751 § 25420 § 6,069 $3,815 $2,115 §$1,123 §7 $3
Occupancy Costs 1,468 797 1,098 590 6,836 714 573 338 182 145 3 2
Equipment Costs 76 63 0 0 437 296 1,552 1,017 98 50 2 1
Professional and Legal Services 507 290 732 352 5,029 2,117 284 198 111 54 1 1
Depreciation and Amortization 274 154 338 171 2,388 1,225 178 107 58 30 0 0
Advertising, Printing and Postage 43 37 24 24 994 443 316 221 123 58 4 3
Communication, Data Processing and Collection 7,667 4,045 6,478 3,907 31,960 17,898 1,498 1,186 425 258 0 0
All Other Expenses 2,179 1,264 2,427 1,332 7,618 4,077 1,579 872 599 380 2 0
Total Expenses $21,484 $12,291 $20,185 $11,294 $100,014 $55,191 $12,049 37,754 $3,712 $2,099 $20 $11
Pre-Tax Income $ 982 $1555 $1310 $§ 793 § 9,935 $10,280 % —175 $ —146 $ 84 § 256 $ 0 $1

SOURCE Survey of Self-Regulatory Organizations and Subsidiaries
Directorate of Economic and Policy Research
Branch of Securities Industry and Self-Regulatory Economics

.
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Table 7
HISTORICAL FINANCIAL INFORMATION FOR SELF-REGULATORY ORGANIZATIONS

(Thousands of Doliars)

AMEX  BSE CBOE CSE DSE ISE  MSE NASD NYSE PSE  PhmfaSE SSE  Total
Total Revenues
1972 . $26,011 $2,0455 0 $129 $140 $26 $18,813 $20,455 $ 98,002 §$ 9,985 94,145 §17 $179,768
1973 22,436 2, 1,178 109 152 28 131 21,329 99,129 10,079 3,911 20 179,753
1974 19,770 2,556 3,658 115 130 30 19,473 20,267 93,698 10,221 3,261 19 173,197
1975 . 24,566 3,289 8,157 130 120 27 22,466 21,495 109,949 11874 3,796 20 205,889
Transaction fees
972 . 5,986 207 — 20 43 1 1,404 — 19474 1,492 647 — 29,273
1973 3,743 201 360 20 49 — 1,265 — 18,987 1,260 572 — 26,458
1974 2,302 187 2,109 16 40 1 1,127 — 17,026 896 463 — 24,166
1975 . 4,016 362 4,853 11 40 — 1437 — 20,518 991 656 — 32,884
Listing Fees
1972 5,181 65 — 3 17 4 422 — 20,053 623 7 3 26,441
1973 4,153 70 — 4 19 6 334 — 21,333 507 60 3 26,490
1974 . 4142 80 — 12 16 4 B0 1,275 18,938 535 101 3 25434
1975 . . 4,898 90 — 10 17 4 532" 2,581 22,688 822 82 2 N7
Communication Fees
972 8,981 — - - - — 1211 — 8,399 - —  — 18591
1973 9,082 — 62 - — — 376 — 8,471 — — — 21,376
1974 ,304 - 10 - — — 3558 — 7,855 — — — 20822
1975 . 11,082 — 840 8§ — — 3474 — 10,543 — — - 25947
Clearing Fees
1972 2,87€ 998 — 49 — — 302 7621 15466 3,412 2853 — 36,296
1973 2,279 1,011 — 28 — — 1,714 8298 13578 3,004 2689 — 32602
18974 L. 1,776 988 - — — — 1629 7638 13275 2,507 2257 ~— 30,070
1975 2,103 1,316 — — — — 2646 8166 16,023 3,012 2,184 — 35451
Depository Fees
1972 — — - - = - — — 19,273 196 —  — 19,469
1973 — — - - = - 137 — 22,601 848 — — 23,586
1974 — —_ —_ - = - i — 20,738 747 - - 2,696
1975 . - — - = - - 139 — 25259 1,133 7 — 21,192
Tabulation Services
1972 ... 18 7 — 3 — — 9130 — — 2815 — = 12,037
1973 28 107 — 1 — — 7914 — — 2,403 — — 10,453
1974 13 454 — 4 — — 834 — — 2450 — — 11,268
1975 . 36 676 —_ 3 - — 9197 — — 3642 —  — 13,553
All Other Revenues
1972 2,969 704 — 54 80 20 3,625 12,834 15,336 1,448 575 15 37,660
1973 3,151 863 756 55 84 21 4,005 13,031 14,158 2,058 589 17 38,788
1974 2,233 847 1,439 8 74 25 3277 11354 15866 3,085 440 17 38,740
1975 2,431 845 2,464 98 63 23 3,787 10,748 14918 2,274 867 18 38,535
Total Expenses
972 25847 1,734 — 319 131 3 18517 17912 81,652 10,772 3,897 18 160,831
1973 23,132 1,996 1,694 8 138 27 18997 21,616 93,819 12,202 3839 20 177,565
1974 20,816 2544 4103 18 125 27 19,403 21,023 92,885 703 3603 19 174,269
1975 24147 2,933 6,872 94 114 23 21,484 20,185 100,014 12,049 3,712 20 191,647
Pre-Tax Income
1972 164. 311 — {191) 9 (&) 296 2,543 16,350 (787 248 (1) 18,937
1973 (696 256 §516 22 14 1 134 287 5310 (2,123 72 (0) 2,188
1974 {1,046 11 (445 97 5 3 70 756 813 517 (341) (1 '07123
1975 41 356 1,28 35 5 4 982 1.3 9,935 (175) 84 — 4,24

SOURGE Survey of Self-Regulatory Organizatinons and Subsidianes
Directorate of Economic and Policy Research
Branch of Secunties Industry and Setf-Regulatory Economics



FINANCIAL INSTITUTIONS

Stock Transactions of Selected
Financial Institutions

During 1975, private noninsured pension
funds, open-end investment companies, life
insurance companies, and property-liability
insurance companies purchased $35.2 billion

of common stock and sold $30.6 billion, re-
sulting in net purchases of $4.7 billion. In
1974 purchases were $27.2 billion; sales
were $24.4 billion; and net purchases were
$2.8 billion. Their common stock activity rate
was 23.0 percent as compared to 19.1 per-
cent a year earlier.

Table 8
COMMON STOCK TRANSACTIONS AND ACTIVITY RATES OF SELECTED FINANCIAL
INSTITUTIONS
(Millions of Dollars)
1968 1969 1970 1971 1972 1973 1974 1975
Pnvate Noninsured Pension Funds‘
urchases 12,286 15,231 13,957 21,684 23,222 20,324 11,758 17,560
Sales 7,815 10,271 9,370 12,800 15,651 14,790 9346 11,846
Net purchases (sales) ....... 4471 4,960 4,587 8,884 7571 5534 2412 5714
Activty rate ... .. 187 21,3 205 221 197 173 141 18.3
Open-End Investment Compames2
Purchases 20,102 22,059 17,128 21,556 20,943 15561 9,085 10,949
. 18,496 19,852 15901 21,175 22,552 17,504 9,372 12,144
Net purchases {sales) 1606 2,207 1,227 '381 (1,600) (1,943) (287) (1, 195)
Activity rate . .. ... 484 510 456 482 448 39.0 305 358
Life Insurance Compantes®
Purchases 2,932 3703 3,768 6,232 6912 6492 3930 4,534
ales ..... . . . . 1,725 2,184 1975 2,777 4,427 4,216 2,439 3373
Net purchases (sales) . 1,207 1,519 1,793 3,455 2,485 2,276 1,491 1,161
Activityrate .. . .. . .. ..., 268 204 278 310 295 258 187 206
Property-Liability lnsurance Compames
Purchases . 2,243 3,781 3,613 4171 5128 4519 2,400 2193
........ . 2,879 2,722 1,944 2,738 20856 3,223 3,196
Net purchases (sales) 902 891 2,227 2,390 1,663 (823) (1,003)
Actvity rate .. ..... ..., . 267 2841 232 238 208 213 238
Total Selected Institutions
Purchases . ... 37.563 44,774 38,466 53,643 56,205 46.896 27,173 35236
Saes L 29,680 35,186 29,968 38,696 45,368 39,366 24,380 30,559
Net purchases {sales) . .......... ... 7,883 9,588 8,498 14,947 10,837 7,530 2,793 4,677
Activity rate . .. 204 324 298 308 278 236 191 230
Foreign Investors*
urchases . 13,118 12,428 8,927 11,625 14,360 12,768 7,634 15066
Sales ... .......... i 10,849 10,941 8,301 10,893 12,173 9,977 7,094 10,586
Net purchases (sales) ... . .......... . 2,269 1,487 626 732 2,187 2,791 540 4,480

1 Includes penston funds of corp
funds

, unions, multi-employer groups, and nonprofit organizations; also includes deferred profit sharing

2 Muytual funds reporting to the Investment Company Institute, a group whose assets constitute about ninety percent of the assets of all

open-gnd investment companies.
3 Includes both ?eneral and separate accounts.
4 Transactions 0!

calculable.

foreign ndividuals and institutions in domestic common and preferred stocks Activity rates for foreign investors are not

NOTE Activity rate is defined as the average of gross purchases and sales dlwded by the average market value of holdings
g 9

SOURCE: Pension funds and propertx ha

|Iny
nsurance ¢

companies, Investment Company Institute, life

p forelgn mvestors Treasury Department.
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STOCKHOLDINGS OF
INSTITUTIONAL INVESTORS AND
OTHERS

At year-end 1975, the institutional groups
listed below held $328.2 billion of the corpo-
rate stock, both common and preferred, ver-
sus $245.4 billon a year earlier. The resulting
33.7 percent increase in the value of the
stockholdings of these eleven groups closely
matched the 34.1 percent increase in the
aggregate market value of alf stock outstand-

ing. Thus, the 40.2 percent share of total
stock outstanding that was held by these
institutions at year-end 1975 remained nearly
unchanged from their 40.3 percent share of a
year earlier. During the same period, how-
ever, the share held by other domestic inves-
tors, which consists of individuals and institu-
tions not listed, declined slightly from 55.1
percent to 53.9 percent, while foreign inves-
tors absorbed this slack by increasing their
share from 4.6 percent to 5.9 percent.

Table 9
MARKET VALUE OF STOCKHOLDINGS OF INSTITUTIONAL INVESTORS AND OTHERS

(Billons of Dallars, End af Year)

1968 1959 1970 1971 1972 1973 1974 1978

1 Pnvate Noninsured Pension Funds .
2 Qpen-End Investment Companies

3 Other Investment Gompanies

4 Life Insurance Companies

5 Property-Liahiity Insurance Gompames?
€ Comman Trust Funds

7 Personal Trust Funds .

8 Mulual Savings Banks

§ State and Local Retirement Funds
10 Foundations

11 Educational Endowments

12 Subtatal

13 Less Instituhonal Holdings of Investment Company Shares
14 Total Institihional Investors

15 Foreign Investors?

16 Other Damestic Investarsd

17 Total Stock Quistanding?

615 614 6B7.1 BB7 1152 905 633 4886
509 450 439 526 580 433 303 87
B3 63 62 6§ 74 6.6 47 6.0
132 137 154 206 268 269 219 283
146 133 132 1686 8 197 128 143
48 46 46 bHE 74 66 43 57
836 796 786 941 1102 947 677 928
24 25 28 36 45 42 37 44
28 73 101 154 22 206 174 258
220 200 220 250 285 245 184 227
B85 76 78 90 107 96 67 8.7
2756 2613 2716 3382 4127 3461 2513 3360
34 40 48 58 LE] 63 58 78
2722 257.3 2668 332 4 4052 3398 2454 3282
B8 269 287 29 413 370 282 482
6803 5821 5639 6384 5947 4878 3353 4399
9514 8663 B85941.00271,1423 H646 6080 8163

! Excludes haldings of insurance company stack
2 Includes estimate of stock held as direcl investment

2 Computed as resilual {hne 16— 17—14-15) Includes both individuzls and nstitutonal groups not hsted zbove
¢ Includes both comman and preferred stock Excludes invesiment company shares but includes foreign 155ues oulstanding in the U S,

Number and Assets of Registered
Investment Companies

As of June 30, 1976, there were 1,286
active investment companies registered un-
der the Investment Company Act, with assets

188

having an aggregate market value of aver
$60 billion. Those figures represent a de-
crease of 1 in the number of registered
companies and an increase of $6.4 billion in
the market value of assets since June 30,
1975.



Table 10

COMPANIES REGISTERED UNDER THE INVESTMENT COMPANY ACT OF 1940 AS OF

JUNE 30, 1976

Number of Registered

Approximate Mar-

Companies ket Value of As-
sets of Active
Actve Inactive® Total C(‘;A"I"ﬁg:':)s
Management open-end (“‘Mutual Funds”) .. LT e 786 29 815 56,937
unds having no load .. - . 250 — — 11,268
Vanable annuity-separate accounts e . . . 57 — — 1,304
Capital Levera?e Compames .. .. . . 2 — — 32
All other load funds .. .. . . i 470 — — 44,333
Management closed-end . . .. .. . 178 36 214 9,319
Small b 39 — — 286
Capital leverage companies .. . . 7 — — 335
Al other closed-end companies . . . 132 — — 8,698
Unit investment trusts . . R e . 315 22 337 13,218
Vanable annuity-separate accounts . .. .. . 57 — — 927
All other untt investment trusts . . .. .o 258 — — 12,291
Face-amount certificate companies , . . . . 7 3 10 1,091
Total . Co e . . 1,286 90 1,376 80,564

® “Inactive"” refers to registered companies which as of June 30, 1976, were in the process of being iquidated or merged, or have filed an
application pursuant to Section 8(f) of the Act for deregistration, or which have otherwise gone out of existence and remain regstered only until

such ttme as the Commussion 1ssues order under Section 8(f) terminating their registration

® Includes about $5 9 billion of assets of trusts which invest in secunties of other investment companies, substantially ali of them mutual

funds

Table 11

COMPANIES REGISTERED UNDER THE INVESTMENT COMPANY ACT OF 1940

Number of companies

Approximate
market value

Registration

of assets of

Fiscal year
ended JlYne 30 Registered  Registered terminated Registered active
at beginning uring during at end of companies
R of year year year year (millions)
1941 0 450 14 436 $ 2,500
1942 436 17 46 407 ,400
1943 407 14 31 390 2,300
1944 390 18 27 371 2,200
1945 37 14 19 366 3,250
1946 366 13 18 361 3,750
1947 361 12 21 352 3,600
1948 352 18 11 359 3,825
1949 359 12 13 358 700
1950 358 26 18 366 4,700
1951 366 12 10 368 5,600
1952 368 13 14 367 6,800
1953 367 17 15 369 7,000
1954 369 20 5 384 8,700
1955 384 37 34 387 12,000
1956 387 46 34 399 14,000
1957 399 49 16 432 15,000
1958 432 42 21 453 17,000
1959 453 70 1 512 20,000
1960 512 67 9 570 23,500
1961 . 570 118 25 663 29,000
1962 663 97 33 727 27,300
1963 727 48 48 727 36,000
1964 7271 52 48 731 41,600
1965 731 50 54 727 44,600
1966 727 78 30 775 49,800
1967 775 108 41 842 58,197
1968 842 167 42 967 69,732
1969 967 222 22 1,167 72,465
1970 1,167 187 26 1,328 56,337
1971 1,328 121 98 1,351 78,109
1972 1,351 91 108 1,334 80,816
1973 1,334 91 64 1,361 73,149
1974 1,361 106 90 1,377 62,287
1975 1,377 88 66 1,399 74,192
1976 1,399 63 86 1,376 80,564




Table 12
NEW INVESTMENT COMPANY REGISTRATIONS

1976
Manaﬂement open-end
o-toads 15
Vanable annuities 3
Al others 28
Sub-total 46
Management closed-end
BIC's 1
All athers 2
Sub-tatal 3
Unn investment trust
Vanable annuities 3
All others 10
Sub-otal 13
Face amount certificates 1
Total Registered 63
Table 13
INVESTMENT COMPANY REGISTRATIONS TERMINATED
1976
Management open-end
ago-loads 23
Variable annuities k|
All gthers 39
Suh-total §5
Management closed-end 4
‘s
All athers 1
Sub-total 15
Unit investment trust
Vangble annuities . . ]
All athers. 3
Sub-total 6
Face amount certificates 0
Total Terminated 86

Private Noninsured Pension
Funds: Assets

The assets of privale moninsured pension
funds totaled $145.2 billion at book value and
$145.6 billon at market value on December
31, 1975. A year sarher their comparable
asset totals were $133.7 hillion and $111.7

190

billion. The book value of commen stockhold-
ings increased from $79.3 hillion at the end of
1974 to $83.7 hillion last year. At market
value, holdings of common stock rose from
$62.6 billion, or 56.0 percent of lotal assets,
at the end of 1974 to $87.7 bilhen, or 60.2
pgrcent of total assets, at the end of last year.



Table 14A

ASSETS OF PRIVATE NONINSURED PENSION FUNDS
Book Value, End of Year
{Milhons of Dollars)

1968 1969 1970 1971 1972 1973 1974 1975

Cash and Deposits . 1,582 1619 1,804 1,641 1,857 2,336 4,286 2,962
US Government Secunties 2,756 2,792 3,029 2,732 3,689 4,404 5533 10,764
Corporate and Other Bonds 27,000 27,613 29,666 29,013 28,207 30,334 35,029 37,809
Preferred Stock . 3 1,757 1,736 1,767 1,481 1,258 1,129 1,188
Common Stock . . 41740 47,862 51,744 62,780 74,585 80,593 79.319 83.654

Qwn Company . . . 283 3,062 3330 3608 3868 4098 4,588 N A

Other Companies . .. . 38,904 44,800 48,414 59172 70,717 76,495 74731 NA
Mortgages o . 4,067 4216 4,172 3660 2,728 2,377 2,372 2,383
Other Assets e 4585 4,720 4,860 4826 4,983 5229 6,063 6,406
Total Assets 83,072 90,579 97,011 106,419 117,530 126,531 133,731 145,166

N A Not Available,

NOTE Includes deferred profit sharing funds and pension funds of corporations, unions, multiemployer groups, and nonprofit organizations

Table 14B

ASSETS OF PRIVATE NONINSURED PENSION FUNDS
Market Value, End of Year

(Milions of Dollars)

1968 1969 1970 1971 1972 1973 1974 1975

Cash and Deposits 1,592 1619 1,804 1641 1857 2,336 4,286 20962
US Government Secunties .. 2615 2568 2998 2772 3,700 4,474 5582 11,097
Corporate and Other Bonds 22,437 21,262 24,919 26,111 26,232 27,664 30,825 34,519
Preterred Stock . 1,351 1,598 1631 2014 1,869 985 703 892
Common Stock Lo . 60,105 59,827 65,456 86,636 113,369 89,538 62,582 87,669
Own Company . . . 576 5775 6,038 7,601 8,75 947 ,230 NA
Other Companies . 54,341 54,052 59,418 78,945 104,619 82,591 57,352 NA
Mortgages . R 3,578 3,461 3504 3,184 2,427 2,108 2,063 2,139
Other Assets . . 4332 4,295 4,422 4560 4,908 5140 5681 6,341
Total Assets 96,013 94,632 104,737 126,921 154,363 132,247 111,724 145,622

N A Not Available

NOTE. includes deferred profit shanng funds and pension funds of corporations, unions, multi-employer groups, and nonproft arganizations

PRIVATE NONINSURED PENSION
FUNDS: RECEIPTS AND
DISBURSEMENTS

Information on the receipts and disburse-
ments of private noninsured pension funds
for 1975 is not yet avallable. In 1974, net
receipts were $10.0 billion. Of the $21.1

billion in total receipts, $17.0 billion was con-
tributed by employers and $1.5 billion by
employees. Investment income (interest, divi-
dends, and rent) and net loss on sale of
assets were $6.0 billion and $3.5 billion,
respectively. Of the $11.0 billion n tota! dis-
bursements, $10.7 billion was paid out to
beneficianes.
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Table 15

RECEIPTS AND DISBURSEMENTS OF

PRIVATE NONINSURED PENSION FUNDS

(Millians of Dallars)

1968 1969 1970 1971 1972 1973 1974 1975

Total Recempts 43,152 14,151 13,195 17,545 20,070 19,672 21,063 NA
Employer Gontnbutions 7702 B,4B7 9,717 11,324 12745 14,368 16 971 NA
Employee Contnbutions 893 1.011 1074 1130 1193 1.273 NA
[nvestment Income . 3,193 3,540 3866 4102 4,302 4,843 5 982 NA

Net Profit {Loss) on Sale of Assets 1,265 981 (1 ,592& 904 1,723 (924% (3, 47?} NA
Other Receipts 99 113 13 a5 1m n 127 NA
Total Disbursements . 4621 5420 6180 7,863 0,493 9,539 11,030 NA
Benefits Paid Qut . 4503 5,290 6,030 7083 8297 9313 10,740 NA.
Expenses and Other Dlsbursements 118 138 150 180 196 226 290 NA,

Net Receipts 8,531 8723 7015 10,202 11.577 10,134 10,033 NA

NOTE Includes deferred profi sharing funds and pension funds of corporations

crganizations

SECURITIES ON EXCHANGES
Exchange Volume

Dollar Volume of all securities transactions
on registered exchanges totaled $166.9 bil-
lion in 1875, up 33 percent from the $125.1
billlon voiume in 1974. Of this total, $157.3
billion represented stock trading, $9.3 billion
bond trading, and the balance trading in
rights and warrants. The value of New York
Stock Exchange transactions was $143.1 bil-
lion in 1975. This figure represents an in-
crease of 36 percent from 1874. NYSE share
volume increased 32 percent from the 1974
total. On the American Stock Exchange,
value of shares traded increased 13 percent
to $5.7 billion. The AMEX volume of 541
million shares was up 14 percent from the
1974 figure. Share volume on regional ex-

. Untons, and mult-emplayer groups, and nenprofit

changes increased 15 percent from the 1974
figure to 623.9 million shares, valued at $17.8
billion.

Chicago Board Options Exchange began
listed option trading April 23, 1973. The con-
tract volume for the year ending 1875 was
14.4 million, up 153 percent from 5.7 million
contracts in 1974, The value was $6.4 billon,
an increase of 276 percent from $1.7 billion in
1974, The American Stock Exchange com-
menced listed option trading January 13,
1975, The volume was 3.5 million contracts in
1975. On June 27, 1975, Philadelphia Stock
Exchange began listed option trading. .Thair
contract volume In 1975 was 279 thousand
with & value of $27.5 million.

Detroit Stock Exchange ceased operations
June 30, 19786.

Table 16

EXCHANGE VOLUME: 1975
(Data in thousands)

Total Bonds Stocks Rights and warrants

v%?lzlr?wre Dollzar Principa Dollar Share Doltar ~ Number

. volume amgunts volume amount  wvolume  of units

All Registered Exchanges . 166,900,444 9,345,608 10,706,881 157,258 952 6,231,323 294,884 150,153
Amencan 5080,825 204,193 303,672 5,678,028 540,944 98605 31,160
Boston 1,871,126 0 Q 1,870,995 54177 131 65
Chicago Board of Trade ] 0 ] 0 0 0
Cincinnati 268, 393 332 536 268,060 8,351 1 7
Detron 196,661 0 0 196,660 7,256 1 5
Midwest 7,608, 5?3 1,433 996 7.604,714 257, 542 425 1,202
National ] 1] 109 0 0
New York . 143,066, 148 9,079,083 10,313,772 133,810,551 5,056, 450 168,514 107,745
Pacific Coast 5 132.746 60.132 87,423 5,006,042 198,867 26,572 9,137
Philadeiphia 2,722,983 436 462 2,721,893 97,533 634 812
Intarmauntam 552 Q 0 552 3167 d 0
Spokane 4,457 )] 0 4,457 5,836 )] ]
Exemptad Exchanges—Honoluly 524 0 ¢ 524 69 0 0
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MARKET VALUE OF SECURITIES TRADED ON
ALL U.S. STOCK EXCHANGES

e 3
/A Bonds
160 {— |
120 — i
80 — i
40 +— h
IR G kxz 2

1965 66 67 68 69 10 11 12 N "o
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NASDAQ Volume

NASDAQ share volume and price informa-
tion for over-the-counter trading has been
reported on a daily basis since November 1,
1971. At the end of 1975, there were 2,598
issues in the NASDAQ system, an increase

of 0.2 percent from the previous year-end
figure. Volume for 1975 was 1.4 billion
shares, up 17 percent from 1974, This trading
volume reflects the number of shares bought
and sold by market makers plus their net
inventory changes.

Table 17
SHARE VOLUME BY EXCHANGES'

Total Shares

in Percentage

Year Volume

(thousands) E AMEX MSE PSE PHLX BSE D0SE CSE Otherz
193 . L L 681,971 7313 1242 191 269 110 096 085 0.03 6.9
1940. ... Ll 377,897 7544 1320 211 278 133 119 082 008 305
1945 769,018 6587 21.31 177 298 1.06 066 0.79 0.05 553
1950 893,320 7632 1354 216 311 0.97 065 055 009 2869
1955 1,321,401 68.85 1919 209 3.08 085 048 0.339 0.05 5.02
1960 1,428,552 69.08 22.46 222 314 089 039 034 004 14
191 . . . .. 2,921,050 6565 25.84 224 345 080 030 031 004 133
1962. . . Lol 1,699,346 71.84 20.26 2.36 297 087 031 036 0.04 095
1963 1,874,718 73.17 18.89 2.33 2.83 083 029 047 0.04 110
1964 . 118,326 7281 19.42 243 265 093 029 054 003 086
19665 . ....... 2,663,495 7010 2259 263 234 082 026 053 005 064
1966 . 3,306,386 69.54 2289 257 268 08 040 045 005 051
197 ... L. 4,641,215 64.48 2845 236 246 08 043 033 002 057
198. ... . . 5,406,582 62.00 2974 263 265 089 078 031 001 0.95
1969 . ..., 5,133,498 6317 2761 284 347 122 051 012 000 100
970 4835222 7127 19.02 316 3.68 163 051 010 002 057
1971 6,172,668 7134 1842 352 372 191 043 015 003 0.44
1972, .. 6,518,1 7047 1822 371 413 221 059 015 003 045
1973 . o0 L 5,899,678 74.92 13.75 4.09 368 219 0.71 0.18 004 039
1974 . . L. 4,950,833 7847 1027 439 348 182 086 019 004 0.4
1975.... L. 6,371,545 81.05 897 406 310 1.54 0.85 011 013 0.15

1 Share Volume for Exchanges includes
2 Others include Inter Spok

Stocks, Rights, and Warrants
3 and H Stock E g

Table DOLLAR VOLUME BY EXCHANGES'

Total Doflar in Percentage
Year Volume

{thousands) NYSE AMEX MSE PSE PHLX BSE DSE CSE Other2
15,396,139 86.64 783 132 139 088 134 040 004 0.16
. 8,419,772 8517 768 207 152 111 191 036 009 009
16,284,552 82.75 1081 2.00 1.78 096 116 0.35 006 013
. 21,808,284 8591 685 235 219 103 112 039 011 005
38,039,107 8631 698 244 190 1.03 078 039 009 008
. 45276616 8386 935 272 195 104 060 034 007 0.03
. 64,032,924 8248 10.71 275 1.99 103 049 037 007 005
54,823,153 8637 681 275 200 1.05 046 041 007 0.04
64,403,991 8523 7.52 272 239 106 042 05 006 004
72,415,297 8354 846 315 2.48 1.14 042 066 006 004
89,498,711 81.82 9.91 344 243 112 042 070 0.08 0.03
123,643,475 7981 1184 3.14 2.8 110 056 057 007 002
162,136,387 7731 1448 3.08 279 113 067 043 003 0403
1968 197,061,776 7357 1800 312 266 113 104 035 001 008
9% . . . . 176,343,146 7350 1760 339 312 143 067 012 001 0.12
1970 131,707,946 78.44 1111 376 381 199 067 011 003 004
91 . . 186,375,130 79.07 998 400 3.79 229 058 018 0.05 003
1972 Lo 205,956,263 7777 1037 429 394 256 075 017 005 005
1973 L L 178,863,622 8207 606 454 355 245 100 021 006 0O1
1974 118,828,272 8362 439 489 350 202 123 022 006 001
1975 157,555,360 8504 366 482 325 172 118 012 017 000

1 Dollar Volume for Exchanges |r‘|‘cluldes Stocks, Rights, and Warrants.

2 Others mclude Inter
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Special Block Distributions

In 1975, the total number of special block
distributions declined 3.7 percent. The value
of these distributions increased 808 percent
to $1.4 billion from $157 million in 1974.

Secondary distributions accounted for 64.6
percent of the total number of special block
distributions in 1975 and 98.6 percent of the
total value of these distributions.

The special offering method was employed

Table

14 times accounting for 17.7 percent of the
total number of special block distributions in
1975, but with an aggregate value of $11.5
million, these offerings accounted for only 0.8
percent of the value of all special block
distributions.

The exchange distribution method was em-
ployed 14 times in 1975. The value of ex-
change distributions was $8.3 million, repre-
senting an increase of 22 percent from the
1974 figure.

18

SPECIAL BLOCK DISTRIBUTIONS REPORTED BY EXCHANGES

(Vatue in thousands)

Secondary distributions

Exchange distnibutions Special offerings

Year

Number Sts'nglrgs Value  Number Sts\g:'gs Value  Number Slslglrgs Value
1942 116 2,397,454 82,840 79 812,390 22,694
1943 81 4,270,58 127,462 80 1,097,338 31,054
1944 94 4,097,298 135,760 87 1,053,667 32,454
1945 115 9,457,358 191,961 N 79 947,231 29,878
1946 100 6,481,291 232,398 .. 23 308,134 11,002
1947 . 73 961,572 124,671 .. 24 314,270 9,133
1948 95 7,302,420 175,991 . 21 238,879 5,466
1949 86 3,737,249 104,062 .. 32 500,211 10,956
1950 77 4,280,681 88,743 el 20 150,308 4,940
1951 88 5,193,756 146,459 . 27 323,013 10,751
1952 76 4,223,258 149,117 . 22 357,89 9,931
1953 68 6,906,017 108,229 .. R . 17 380,680 10,486
1954 84 5,738,359 218,490 57 705,781 24,664 14 189,772 6,670
1955 . 116 6,756,767 344 871 19 258,348 10,211 9 161,850 7,223
1956 . 146 11,696,174 520,966 17 156, 4,645 8 131,755 4,557
1957 . 99 9,324,599 339,062 33 390,832 15,855 5 3,408 1,845
1958 122 9,508,505 361,886 38 619,876 29,454 5 88,152 3,286
1959 148 17,330,941 822,336 28 545,038 26,491 3 33,500 3,730
1960 . 92 11,439,065 424,688 20 441,644 1,108 3 63,663 5,439
1961 . 130 19,910,013 926,514 33 1,127,266 58,072 2 35,000 1,504
1962 . 59 12,143,656  658,7 41 2,345,07 ,459 2 48,200 588
1963 100 18,937,935 814,984 72 2,892,233 107,498 0 0 0
1964 110 19,462,343 909,821 68 2,553,237 97,711 0 0 0
1965 . 142 31,153,319 1,603,107 57 2,334,277 86,479 [i] 0 0
1966 . 126 29,045,038 1,523,373 52 3,042,589 118,349 0 0 0
1967 143 30,783,604 1,154,479 51 3,452,856 125,404 0 0 0
1968 174 36,110,489 1,571,600 35 2,669,938 93,528 1 3,352 63
1969 142 38,224,799 1,244,186 32 1,706,572 52,198 0 0 0
1970 72 17,830,008 504,562 35 2,066,590 48,218 0 0 0
1971 204 72,801,243 2,007,517 30 2,595,104 65,765 0 0 [
1972 229 82,365,743 3,216,126 26 1,469,666 30,156 0 1] 0
1973 120 30,825,880 1,151,087 19 02,322 9,140 91 6,662,111 79,889
1974 45 7,512,200 133,838 4 82,200 6,836 33 1,921,755 16,805
1975 51 34,149,069 1,409,933 14 483,846 8,300 14 1,252,925 11,521
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Value and Number of Securities
Listed on Exchanges

The market value of stocks and bonds
listed on U.S. Stock Exchanges at year-end
1975 was $1,038 billion, an increase of 31
percent from the previous year-end figure of
$795 billion. The total was comprised of $719
billion in stocks and $319 billion in bonds.
The value of listed stocks increased by 34
percent in 1975 and the value of listed bonds
Increased 24 percent. Stocks with primary
listing on the New York Stock Exchange were
valued at $685 billion and represented 95
percent of the common and preferred stock

listed on all U.S. stock exchanges. The value
of NYSE listed stocks increased from their
1974 year-end total by $174 billion or 34
percent. Stocks with primary listing on the
AMEX accounted for 4 percent of the total
and were valued at $29.4 billion. The value of
AMEX stocks increased $6 billion or 26 per-
cent in 1975, Stocks with primary listing on all
other exchanges were valued at $4.2 billion
and increased 45 percent over the 1974 total.

The net number of stocks and bonds listed
on exchanges increased by 139 issues or 2
percent in 1975. The largest gain was re-
corded on the NYSE, where listings in-
creased by 283 1ssues.

Table 19

SECURITIES LISTED ON EXCHANGES!
(December 31, 1975

Common Preferred Bonds Total Securties
Exchange
Market Value Market Value Market Value Market Vaiue
Number (Milltons) Number (Mitlions) Number (Mithons) Number {Millions)

Registered
Amencan 1,181 § 27.937 86 $ 1,429 197 $ 2,999 1,464 § 32,365
Boston . 88 268 3 2 1 1 92 2N
Cincinnaty . [ 15 3 6 7 64 16 85
Detroit (estimated) 5 17 1 * 0 0 6 17
Midwest 27 324 8 79 1 1 36 404
New York . 1,53 663,127 580 21,983 2,632 315,405 4,743 1,000,515
Pacific 55 1,691 9 606 21 396 85 2,693
Philadelphia .. 24 113 97 704 3 5 124 822
Intermountain 33 19 0 0 0 0 33 19
Spokane 27 2 0 0 1} 0 27 2

Exempted
Honolulu 18 368 7 7 3 5 28 380
Total 2,995 693,881 794 24,816 2,865 318,876 6,654 1,037,573

Includes the following foreign
stocks

New York 32 14,171 2 10 158 3,384 192 17,565
American 70 10,670 1 13 6 NA 77 10,683
Pacific 3 304 1 507 0 0 4 811
Honolulu 2 21 0 0 0 [} 2 21
Totat 107 25,166 4 530 164 3,384 275 29,080

¥ Excludes secunties which were suspended from trading at the end of the year, and secunties which because of nactvity had no available

quotes
* Less than 5 million, but greater than zero
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Table 20
VALUE OF STOCKS LISTED ON EXCHANGES

(Doliars n billions)

New York American Exclusively

Dec 31 Stock Stock on Other  Total
Exchange Exchange Exchanges
..... . .. .. . . . 599 148 747
.. .. .. R . 38.9 102 49 1
475 10.8 . 583
465 101 56 6
419 86 50 5
358 74 43.2
...... 38.8 78 46.6
47.6 99 575
555 1.2 66.7
738 14 4 88.2
68.6 13.2 818
68 3 121 . 804
..... . 670 19 30 819
763 122 31 91 6
938 139 33 110
109 5 165 32 129 2
120.5 16.9 31 140 5
173 153 28 135 4
169 1 221 36 194.8
2077 271 40 2388
2192 310 38 2540
195 6 255 31 224 2
276.7 317 43 3127
3077 254 42 337.3
3070 242 41 3353
3878 330 53 426 1
3458 244 40 3742
411.3 261 43 417
474.3 28.2 43 506 8
5375 309 4.7 573 1
..... 482.5 279 40 514 4
605.8 43.0 39 6527
692 3 612 60 759 §
629.5 4a7.7 54 682 6
636 4 395 48 680 7
7418 49 1 47 795.6
871.5 556 56 9327
710 387 41 763 8
5111 233 29 537 3
685 1 29.3 43 7187
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Securities on Exchanges

As of June 30, 1976, a total of 6,764
securities, representing 3,377 I1ssuers, were
admitted to trading on securities exchanges
in the United States. This compares with
6,559 issues, involving 3,404 issuers, a year

earlier. Over 4,700 issues were listed and
registered on the New York Stock Exchange,
accounting for 55.2 percent of the stock is-
sues and 80 percent of the bond 1ssues. Data
below on “Secunties Traded on Exchanges”
involves some duplication since it includes
both solely and dually listed securilies.

Table 21
SECURITIES TRADED ON EXCHANGES
Stocks

I3suers Bends'

; Registered T:x";g:ﬁélﬂly Unfisted  Total
Amencan 1,257 1,269 1 43 1,33 208
Bastan 248 145 760 905 16
Chicage Board Optlons 1 1 1.
Chicago Board of Trade 3 1 2 3
Cincinnai e 345 37 320 357 14
Detroit 373 79 315 394 .
Honolulu? 35 44 5
Intermountain 53 51 2 53 .
Midwest 626 361 1 347 09 28
New York 1,890 2,158 3 2,161 2574
Pacific Coast 835 849 1 79 1,08 92
PBS 945 308 822 1130 683
Spokane 37 3 5 40

1 |ssues exempted under Section 3(a}(12) of the Act, such as obligations of U 5 Governmeet, the states, and cities, 2re netingladed n this

abte
2 Exempted exchange had 38 histed stocks and 6 admriled fo unhsted trading

Table 22

UNDUPLICATED COUNT OF SECURITIES ON EXCHANGES
(June 30, 19756}

Registzred exchanges

Is5uers

Bords  Tetal Involved

Stocks

Aegisiered and Listed

Temporarly exempted from regls!rahun
Admitted to uniisted trading privieges
Exemfted exchanges

Adrvtied to unhsted trading prvileges

Total

3,840 2833 6,673 3324
3 4 5 2
39 14 53 0

22 ] o 15
6 i 6 g
3,910 2854 6,764 3,377

1933 ACT REGISTRATIONS

Effective Registrations
Statements Filed

During fiscal year 1976, 2,813 securities
registration statements valued at $88 billion
became effective. While the number of effec-
tive registrations rose only one percent from
fiscal 1975, the dollar value increased 13
percent.

Although there were 2,976 registration
statements filed in fiscal 1976 as compared
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with 2,912 filed in the previous year—a slight
rise of 2 percent—the dollar value rose from
$80 hillion to $86 tillion. Among thase state-
ments, there were 540 first-time registrants in
fiscal 1976 as compared with 507 in fiscal
1975,

Purpose of Registration

Effective registrations for cash sale for the
account of 1ssuers amounted to $70 billion,
remaining at the same level as the pravious



year. In this category there were substantial
differences in distribution as between equity
and debt offerings; 1.e., equity offerings in-
creased from $33 billion to $40 billion in fiscal
1976—a 23 percent rise—and debt offerings
declined from $38 billion to $29 bilion—a 22
percent decline.

Among the securities registered for cash
sale, almost all debt issues were for immedi-
ate offerings, whereas nearly three-fourths of
the equity registrations were for extended
cash sale. Registration of extended offerings
totaled $28.9 billion with investment compa-
nies accounting for $18.8 billion and em-
ployee plans $9.1 billion. Corporate equity
registrations accounted for 29 percent of im-

mediate cash sale registrations, up 39 per-
cent from fiscal 1975.

Securities registered for the account of the
issuer for other than cash sale are primarily
common stock issues relating to exchange
offers, mergers and consolidations. In fiscal
1976 common stock effectively registered for
this purpose totaled $11 bilion, an increase
of nearly three and one half times over the
previous year.

Registrations for the purpose of secondary
offerings (proceeds going to selling security
holders) typically concern sales of common
stock. In fiscal 1976 these registrations
amounted to $2.1 billion, representing a 64
percent increase from fiscal 1975.

Table 23
EFFECTIVE REGISTRATIONS

(Dolkars i millions}

Total Cash sale for account of 1ssuers
Fiscal year ended June 30 Bonds,
Number  Value C%’{(‘)’S?" debentures, Prefer{(ed Total
and notes
19354 284 $ 913 § 168 $ 490 $ 28 $§ 686
1936 . 689 4,835 531 3,153 252 3,936
1937 840 4,851 802 2,426 406 3,635
1938 412 2,101 474 666 208 1,349
1939 344 2,579 318 1,593 109 2,020
1940 306 1,787 210 1,112 110 1,433
1941 313 2,611 196 1,721 164 2,081
1942 193 2,003 263 1,041 162 1,465
1943 123 659 137 316 32 486
1944 221 1,760 272 732 343 1,347
1945 340 3,225 456 1,851 407 2,715
1946 661 7,073 1,331 3,102 991 5,424
1947 493 6,732 1,150 2,937 787 4,874
1948 435 6,405 1,678 2,817 537 5,032
1949 | 429 5,333 1,083 2,795 326 4,204
1950 487 5,307 1,786 2,127 468 4,381
1951 487 6,459 1,904 2,838 427 5,169
1952 635 9,500 3,332 3,346 851 7,529
1953 593 7,507 2,808 3,093 424 6,326
1954 631 9,174 2,610 6,240 531 7,381
1955 779 10,960 3,864 3,951 462 217
1956 . 906 13,096 4,544 4,123 539 9,206
1957 876 14,624 5,858 5,689 472 12,019
1958 . 813 16,490 5,998 6,857 427 13,281
1959 1,070 15,657 6,387 5,265 443 12,095
1960 1,426 14,367 7,260 4,224 253 11,738
1961 1,550 19,070 9,850 6,162 248 16,260
1962 1,844 19,547 11,621 4,512 253 16,286
1963 1,157 14,790 7.227 4,372 270 11,869
1964 1,121 16,860 10,006 4,554 224 14,784
1965 1,266 19,437 10,638 3,710 307 14,656
1966 1,523 30,109 18,218 7,061 444 25723
1967 1,649 34,218 15,083 12,309 558 27,950
1968 22,417 254,076 22,092 14,036 1,140 37,269
1969 23,645 286,810 39,614 11,674 751 52,039
1970 23,389 259,137 28,939 18,436 823 48,198
1971 22,989 269,562  27.455 27,637 3,360 58,452
1972 3,712 62,487 26,518 20,127 3,237 49,882
1973 3,285 59,310 26,615 14,841 2,578 44,034
1974 2,890 56,924 19,811 20,997 2,274 43,082
1976 2,780 77,457 30,502 37,557 2,201 70,260
1976 22,813 287,733 37,115 29,373 3,013 69,502
Cumulative total 52,816 943,535 396,624 309,863 31,841 738,335

! For 10 months ended June 30, 1935

2 Includes registered lease obhigations related to industrial revenue bonds
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Table 24
EFFECTIVE REGISTRATIONS BY PURPOSE AND TYPE OF SECURITY: FISCAL 1976

(Dollars in millions})

Type of securitl

Purpose of registrations Total deggsgﬁés Preferred  Common
and notes stock stack
All registrattons (estimated value) . - 87,726 30,954 3,573 53,200
or a'ccouné of |ss};1er for cash sales . .. ggggg %ggég gg}g 3;;13
mmediate offering P BN , , , y
Corp%rf?te ’ e 36,949 25,396 3,010 8,543
ered to’
General public 36,284 25,388 2,965 7,932
Secunity holders ....... ......... ... .. 664 8 45 611
Foreign governments . 3,573 3,573 0 0
Extended cash sale and other issues 28,980 404 4 28,572
For account of issuer for other than cash sale ............ .. 16,136 1,510 547 14,079
Secogdary oflfenngs .. o0 ;(1) 1 g 2823
ash sale .
Other . 1,116 40 12 1,083
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EFFECTIVE REGISTRATIONS
CASH SALE FOR ACCOUNT OF ISSUERS
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Regqulation & Offerings

During fiscal year 1976, 240 notifications
were filed for proposed offerings under Regu-

lation A. Issues between $400.00 and
$500.00 in size predominated.

Table 25
OFFERINGS UNDER REGULATION A
Flseal Year
1976 1975 1874
Size:
$100,000 or less . 24 28 40
$100.000-$200.000 ... . 36 42 79
$200,000-3300,000 27 39 6
$300,000-5400,000 34 24 kI
$400,000-%500,000 114 132 214
Total .. 240 265 438
Underwnters
sed.. ... . . . . . 37 44 115§
NotUsed . .. . .. e PR 203 21 323
Total . 240 265 428
Qtferars:
Issuing companes 222 27 394
Stockholders . . . 12 7 4
Issuers and Stockholders jointly . § N . 10
Total . 240 265 438
ENFORCEMENT

Types of Proceedings

As the table below reflects, the securities
laws provide for a wide range of enforcement
actions by the Commission. The most com-
mon types of achons are injunctive proceed-
ings instituted in the Federal district courts to
enjoin continued or threatenad securities law

violators, and administrative proceedings per-
taining to broker-dealer firms andfor individu-
als associated with such tirms which may
lead to various remedial sanclions as re-
guired in the public interest. When an injunc-
tion is entered by a court, violation of the
court's decree is a basis for crimirfal con-
tempt action against the violator.
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Table 26
TYPES OF PROCEEDINGS

{ ADMINISTRATIVE PROCEEDINGS

Basis for enforcement action

Sanction or relief

Broker-dealer, investment adviser
or associated psrsan

Willfu! viofation of securities acts provision or rule, aiding or
abetting of such viofation, failure reasonably to supervise others,
willful musstatement in fiing with Commussion, conviction of or
njunction against certain securities, or secunities-related, violations

Revocation, suspension, or denial of broker-dealer or investment
adviser reglstration, or censure of broker-dealer or investment ad-
viser (1934 act, sec 15(b)(5), Advisers Act, sec 203(d)).

Member of registered securities assaciation
Viotation of 1934 Act or rule thereunder, willful violation of 1933
act or rule thereunder.

Expulsion or suspension from association (1934 act, sec
15A(1)(2))

Member of national securities exchange

Viofatron of 1934 act or rule thereunder

Exput or ion from

P M

hange (1934 act, sec 19(a)(3)).

Any person

Same as first tem

Violation of 1934 act or rule thereunder, willful violation of 1933
act or rule thergunder

Willtul violation of securities acts prowision or rule aiding or
abetting of such wiolation, willful mtsstatement in fihng with Com-
mission

Bar or suspension from association with a broker-dealer or invest-
%eé\(tna)dwser, or censure {1934 act, sec 15(b}(7), Adviser Act, sec

Bar or suspension from tion with b
secunties association (1934 act, sec. 15A(1)(2))

Prohibtion, permanently or temporanly, from serving In certain
capagities for a registered pany (In Co Act,
sec 9(b))

Principal of broker-deater
Appointment of SIPC trustee for broker-dealer

Bar or suspension from association with a broker-dealer (Secunties
Investor Protection Act, sec. 10(b))

Registered socurities association
Rules do not conform to statutory requirements
Violation of 1934 act or rule thereunder, failure to enforce compi-

ance with own rules, engaging n activity tending to defeat purposes
of provision of 1934 act authonzing | securities

Suspension of registration (1934 act, sec. 15A(b))
on (1934 act, sec 15A(1)(1))

Revocation or susp of reg

National securities exchange

Violation of 1934 act or rule thereunder, failure to enforce compli-
ance therewith by member of

Withdrawal or suspension of registration (1934 act, sec 19(a)(1)).

Officer or director of registered securities
association

Willful failure to enforce assoctation rules or willful abuse of
authonty

Removal from office (1934 act, sec 15(A)(1)(3)).

Officer of national securities exchange

Violation of 1934 act or rule thereunder

Expulsion or suspension from exchange {1934 act, sec 19(a)(3)).

1933 Act registration statement
Statement matenally inaccurate or incomplete

Investment company has not attaned $100,000 net worth 90 days
after statement became effective

Stop order suspending effectiveness (1933 act, sec 8(d))
Stop order (investment Co. Act, sec 14(a))

1934 Act reporting requirements

Matenal noncomphance.

Order directing comphance (1934 act, sec 15{c}(4))

Secutities issue

Noncomphance by 1ssuer with 1934 act or rules thereunder

Public interest requires trading suspension.

Denial, suspension of effective date, suspension or withdrawa! of
registration on national securities exchange {1934 act, sec
19(a)(2))

Summary suspension of over-the-counter or exchange trading (1934
act, secs 15(c)(5) and 19(a)(4))
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Table 25—Continued

Basis for enforcement action

Sanction or relief

Registered investment company

Failure to file 1940 act registration statement or required report,
filing matenally incomplete or misleading statement or report

Company has not analfled $100,000 net worth 90 days after 1933
act registration statement became effective

Name of company, or of security 1ssued by it, deceptive or
misleading

Revocation or suspension of registration (Investment Co Act, sec
8(e)).

Revocation or susp of reg on (“ Co. Act, sec
14(a))

gn()g)lt))mon of adoption of such name (Investment Co. Act, sec
5

Attormmey, accountant, or other professional
or expert

Lack of requisite qualifications to represent others, lacking In
h or ntegnty, hical or improper professional conduct,
willful violation of secunties laws or rules, or aiding and abetting of
such violation

Attorney suspended or disbarred by court, expert's hcense re-
voked or suspended conviction of felony or misdemeanor involving
moral turpitude

Permanent or temporary denia! of pnwle?e to aps)ear or practice
before Commussion (Rufes of Practice, Rule 2{e)(1)).

Auti P from app orp before Commis-
sion {Rules of Practice, Rule 2(e)(2))

T

Permanent mjunction or finding of violation 1n C on—
nstituted action, finding of violation by C

tive proceeding

mn n

porary susp from app or practice before Commis-
sion (Rules of Practice, Rule 2(e)(3))

Table 25—Continued

Il CIVIL PROCEEDINGS IN FEDERAL DISTRICT COURTS

Basts for enforcement action

Sanction or relief

Any person

Person engaging or about to engage (n acts or practices violating
secunittes acts or rules thereunder

Noncompliance with provisions of law, rule, or regulation under
1835 act, order 1ssued by Commussion, or undertaking in a registra-
tion statement

Injunction against acts or practices which constitute or would consti-
tute violations (plus ancillary relief under court's general equity
powers) (1933 act, sec. 20(b), 1934 act, sec 21(e), 1935 act, sec.
18(f); Investment Co Act, sec 42(e), Advisers Act, sec. 209(e)).

Writ of mand directing I (1933 act, sec. 20(c), 1934
act, sec 21(f), 1935 act, sec. 18(g))

Issuer subject to reporting requirements

Failure to file reports required under section 15(d) of 1934 act.

Forfeiture of $100 per day (1934 act, sec. 32(b))

Registered investment company or affiliate

Name of company or of secunty 1ssued by it deceptive or mislead-
ing

Officer, director, adviser, or underwnter engaglngdor about to

engage 1 act or practice consttuting breach of fiduciary duty
involving personal misconduct
Breach of fiduciary duty resp receipt of comp from

investment company, by any person having such duty

Injunction against use of name (Investment Co Act, sec 35(d)).

Injunction aganst acting in certain capacities for investment com-
pany (Investment Co Act, sec. 36(a))

Award of damages (Investment Co Act, sec 36(b}

Il REFERRAL TO ATTORNEY GENERAL FOR CRIMINAL PROSECUTION

Basis for enforcement action

Sanction or relief

Any person

Willful violation of securites acts or rules thereunder

Maximum penalties $5,000 fine and 5 years' imprisonment under
1933 and 1939 acts, $10,000 fine and 2 years' imprisonment under
other acts An exchange may be fined up to $500,000, a gubhc-
utility holding company up to $200,000. (1933 act, secs 20(b), 24,
1934 act, secs. 21(e), 32(a), 1935 act, secs 1/%1), 29, 1939 act,
sec 325, Investment Co Act, secs. 42(e), 49, Adwisers Act, secs.
209(e), 217 )
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Table 27

INVESTIGATIONS OF POSSIBLE VIOLATIONS OF THE ACTS ADMINISTERED BY THE
COMMISSION

Pending June 30, 1975
Opened .,

Tota! for Cistribution
Llosed
Pending June 30, 1976

1,288
413

1,70

447
1,254

During the fiscal year ending June 30, 1976,
273 formal orders were issued by the Com-

mission upon recommendation of the Division
of Enforcement.

Tahble 28

ADMINISTRATIVE PROCEEDINGS INSTITUTED DURING FISCAL YEAR ENDING JUNE
. 30, 1976

Broker Dealer Proceedings
Investmerit Adviser Proceedings .
Stop Order, Reg A Suspensin and Othes Discloseure Cases

77
17
35

Injunctive Actions. 1975-1976

Dunng fiscal 1976, 158 suits for injuctions
and 17 miscellaneous aglions were inshtuted
in the United States district courts by the
Commission, and 14 district court proceed-
ings were brought against the Commission.
Eighteen appellate cases involving pefitions
for review of Commission decisions, 10 ap-

peals in reorganization matters and 61 ap-
peals in injunction and miscellanecus cases
were filed. SEC participated as Intervenor in
1 case and filed 11 amicus curiae brefs in 11
cases.

During fiscal 1976, the Commission re-
fetred to the Depariment of Justice 116 crimi-
nal reference reports. {This figure includes 7
criminal contempt actions.)

Table 29
INJUNCTIVE ACTIONS

Fiscal Year

Cases nstruted  PiUctions  Defendants

ordered enjoined
68 56 189
93 98 384
54 102 509
11 97 448
140 114 495
1§ 113 519
178 145 854
148 289 613
174 453 749
158 435 722

Criminal Proceedings

During the past fiscal year 116 cases were
referred to the Department of Justice for
prosecution. (This figure includes 7 criminal
contempt actions.) As a result of these and
prior referrals, 23 indictments were returned
against 118 defendants during the fiscal year.
There were also 97 convictions in 24 cases.
Convictions were affirmed in 17 cases that
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had been appealed, and appeals were stili
pending in 10 other c¢riminal cases at the
close of the period. Of 24 defendants in 21
criminal contempt cases handled during the
year, 6 defendants were convicted, prosecu-
tion was declned as to 2 defendants, and 8
defendants in 8 cases are still pending. Eight-
een cases are pending in a Suspense Cate-
gory. (This figure includes 1 criminal con-
tempt case.)



Table 30

CRIMINAL CASES

Number of cases

Number of  Defendanis
Fiscal year Il:g(le[:réeg;& ndictments  indicted Convictians
1967 44 53 213 127
1968 40 42 123 84
1969 7 64 213 83
1970 35 36 102 55
1971 22 16 83 B9
1972 38 28 67 75
1973 . 49 40 178 43
1974 ~B7 40 169 81
1975 a8 53 199 116
1976 16 23 118 47

List of All Foreign Corporations
oh the Foreign Hestricted List

The complete list of ali foreign corporations
and other foreign entities on the Foreign
Restricted List on June 30, 1875, is as fol-
lows:

Aguacate Consoclidated Mines, Incorpe-
rated (Costa Rica)

Alan MacTavish, Ltd. (Engfand}

Allegheny Mining and Exploration Com-
pany, Ltd. (Canada)

Allled Fund tor Capital Appreciation
(AFCA, S. A,) (Panamay)

Amalgamated Rare Earth Mines, Ltd.
{Canada)

American Industrial Research S.A., also
known as Investigacion Industrial
Americana, S.A. (Mexico)

American International Mining (Baha-
mas})

American Mobile Telephone and Tape
Co., Ltd. (Canada)

Antel International Corporation, Ltd.
{Canada)

Antoine Siiver Mines, Lid. (Canada)

ASCA Enterprisers Limited (Hong Kang)

Atholl Brose (Exports) Ltd. (England}

Atholl Brose, Ltd. (England)

Aflantic and Pacific Bank and Trust Co.,
Lid. (Bahamas)

Banco de Guadalajara (Mexico)

Bank cof Sark (United Kingdorm)

Briar Court Mines, Lid. (Canada)

British Overseas Mutual Fund Corpora-
tion Ltd. {Canada)

Calitornia & Caracas Mining Corp., Ltd.
{Canada)

Canterra Development Corporation, Ltd.
(Canada)

Cardwell Qil Corporation, Ltd. (Canada)

Caribbean Empire Company, Ltd. (British

Honduras)

Caye Chapel Club, Ltd. {British Hondu-
ras)

Central and Southern Industries Corp.
(Panamay

Cerro Azul Coffee Plantation (Panama)

Cia. Rio Banano, S.A, (Costa Rica)

City Bank A.S. (Denmark)

Claw Lake Holybdenum Mines, Ltd.
(Canada)

Claravella Corporation {Costa Rica)

Compressed Air Corporation, Limited
(Bahamas)

Continental and Southern Industnies,
S.A. (Panama)

Credito Mineroy Mercantil (Mexico)

Crossroads Corporation, S.A. (Panama)

Darien Exploration Cormpany, S.A. (Pan-
amay)

Derkglen, Ltd. (England})

De Veers Consohdated Mining Corpora-
tion, S.A. (Panama)

Doncannon Spirits, Ltd. (Bahamas)

Durman, Ltd., formerly known as Bank-
ers International Investment Corpora-
tion {Bahamas)

Ethel Copper Mines, Ltd. (Canada)

Euroforgign Banking Corporation, Lid.
(Panama)

Financiera Comermex {Mexico)

Financiera de Eomento Industrial (Mex-
1€C)

Financiera Metropolitana (Mexico)

Finansbanken a/s (Denmark}

First Liberty Fund, Ltd. (Bahamas)

Global Explorations, Inc. (Panama)

Global Insurance Company, Limited
{Bntish West Indies)

Globus Anlage-Vermittlungsgesellschaft
MBH (Germany}
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Golden Age Mines, Ltd. (Canada)

Hebilla Mining Corporation (Costa Rica)

Hemisphere Land Corporaton Limited
(Bahamas)

Henry Ost & Son, Ltd. {(England)

International Communications Corpora-
tion (British West Indies)

Ironce Mining & Smelting Company, Lid.
{Canada)

James G. Allan & Sons (Scotland)

J. P. Morgan & Company, Ltd., of Lon-
don, England (not to be confused with
J. P. Margan & Co., Incorporated, New
York)

Jupiter Explorations, Ltd. (Canada)

Kenilworth Mines, Ltd. (Canada)

Klondike Yukon Mining Company {Can-
ada)

Kokanee Moly Mines, Ltd. (Canada)

Land Sales Corporation (Canada)

Los Dos Hermanos, S.A. {Spain)

Lynbar Mining Corp., L.td. (Canada)

Morart Minerals Limited {Canada)

Normandie Trust Company, S.A. (Pan-
ama)

Northern Survey (Canada)

Northern Trust Company, S.A. (Switzer-
land)

Northland Minerals, Ltd. (Canada)

Obsco Corporation, Ltd. (Canada)

Pacific Morthwest Developments, Ltd.
{Canada)

Panamerican Bank & Trust Company
(Panama)

Paulpic Gold Mines, Ltd.{Canada)

Pyrotex Mining and Exploration Co., Ltd.
{Canada)

Radio Hill Mines Co., Ltd (Canada)

Rodney Gold Mines Limited {Canada)

Royal Greyhound and Turf Holdings Lim-
ited (South Africa)

S.A. Valles & Co., Inc. {Phillipines)

San Salvador Savings & Loan Co., Ltd.
(Bahamas}

Santack Mines Limited (Canada}

Security Capital Fiscal & Guaranty Cor-
poration, S.A. (Panama}

Silver Stack Mines, Lid. (Canada)

Societe Anonyme de Refinancement

(Switzerland)

Strathmore Distillery Company, Ltd.
{Scotland)

Strathross Blending Company Limited
(England)

Swiss Caribbean Development & Fi-
nance Corporation (Switzerland)

Tam O'Shanter, Ltd. {Switzerland)

Timberland (Canada})

Trans-American Investments, Limited
{Canada) -

Trihope Resources, Ltd. (Canada)

Trust Company of Jamaica, Ltd. (West
Indies)

United Mining and Milling Corparation
{Bahamas)

Unitrust Limited (Ireland)

Vactionland (Canada)

Valores de Inversion, 5.A. (Mexico)

Victona Ornente, Inc. (Panama)

Warden Walker Worldwide Investment
Co. (England)

Wee Gee Uranium Mines, Lid. (Canada)

Western International Explorations, Lid.
{Bahamas)

Yukon Wolverine Mining Company (Can-
ada)

PUBLIC UTILITY HOLDING
COMPANIES

Assets

At fiscal year end there were 18 active
hotding comapnies registered under the 1935
Public Utility Holding Company Act. The 15
Active holding company systems in which
those companies are included represent a
total of 165 companies. Aggregate consoli-
dated assets, less valuation reserves, ap-
proximated $38.4 bilhon at December 31,
1975.



Table 31
PUBLIC-UTILITY HOLDING COMPANY SYSTEMS

Aggregate System

Solely Regestered -

Registered  Holding EE:;”&:;/ or Non-utility Inactive Total Atssetsﬁ Less Valuta

Holdin Y Subsidianes G Companies 0P Heserves, a
0 e es December 31,
Companies Companies 1975*
Allegheny Power System, Inc. 2 1 4 0 8 $1,903,054,000
An}encan Electrnic Power Company, } 0 0 W ) 2 6.408.281.000
nC........... ,408,281,

Central & Southwest Corporation 1 1 3 2 1 8 1,982,294,000

Columbia Gas System, Inc., The .. 1 0 8 1" 0 20 3,202,660,000

c | d Natural Gas Company 1 0 5 5 0 1 1,798,353,000

Delmarva Power & Light Company 0 1 2 1 0 4 934,724,000

Eastemn Utihties Associates . 1 0 4 1 2 8 279,776,000

General Public Utilities Corporation 1 0 5 3 1 10 3,631,979,000

Middle South Utilities, Inc 1 0 6 4 3 14 3,634,623,000

National Fuel Gas Company 1 0 1 3 0 5 448,000,000

New England Electnic System . 1 0 4 2 0 7 1,640,387,000

Northeast Utilities 1 0 5 8 6 20 2,741,950,000

Chio Edison Company 0 1 1 0 0 2 2,048,144,000

Philadelphia Electric Power Com- 0 ] ] 0 ; ) 58,179,000

pany ,379,

Southem Company, The . ..... . 1 0 5 2 0 8 7,237,003,000

Subtotals .. . ... 12 6 60 63 16 157 $37,949,607,000
Adjustments (a) to take account of
jointly-owned companies, (b} to
add net assets of eight jointly-
owned companies not included

above** . . 0 0 (a)+8 0 0 (a)+8 429,438,000

Total companies and assets
In active systems . ... 12 6 68 63 16 165 $38,379,045,000

* Represents the consolidated assets, less valuation reserves, of each of system as reported to the Commission on Form U5S for the year
1975. The figures for N | Fuel Gas y are as at September 30, 5

** These eight companies are Beechbottom Power Company, Inc. which is an tndirect subsidiary of American Electric Power Company, Inc
and Allegheny Power System, Inc., Ohio Valley Electric Corporation and its subsidiary, Indiana-Kentucky Electric Corporation, which are
owned 37 8 percent by American Electric Power Companz, Inc , 16 5 percent by Ohio Edison Compang, 12 5 percent by Alleghany Power
System, Inc , and 33 2 percent by other companies, The Arklahoma Corporation, which 1s owned 32 percent by Central & Southwest
Corporation system, 34 percent by Middle South Utilities, Inc. system, and 34 percent by an electric utiity company not associated with a
registered system; Yankee Atomic Electnc Company, Connecticut Yankee Atomic Power Company, Vermont Yankee Nuclear Power
Corporation, and Maine Yankee Atomic Power Company, which are statutory utilty subsidiaries of Northeast Utilities, New England Electnc
System, Eastern Utiities Associates and other electnic utiities not associated with a registered system
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Table 32

FINANCING OF HOLDING-COMPANY SYSTEMS*
{Fiscal 1976)

In Millions of Dollars 2

Preferred  Common 3

Bonds  Debentures Stock Stock
Alleghany Power Systems Inc $ $ $ $68 3
Potomac Edison Co. . 4 54.8 150
Amencan Electric Power Co 196 0
Appalachian Power Co. 1119.8
Indiana & Michigan Power Co. . . 73.6
Indiana & Michigan Electnc Co 59.6 300
Ohio Power Co. +104.0
Ohio Electnic Co ... 74.3
Central and South West Corp ..
Public Service of Oklahoma . . 250
Southwestem Electric Power Co... 1845
Columbia Gas Co. .. o . 148.0
Eastern Utilities Associates 13123
Brockton Edison Co . 20.0
Generai Public Utiities Corp . R 456 151.5
Jersey Central Power & ngm Co .. 41285
Metropolitan Edisen Co . .. 1935
Pennsylvania ElectncCo . . .. . . . . ... 11038 4670
Middle South Utiities .. . 1219
Arkansas Power & Light Co 402 175.6
Louisiana Power & Light Co 50 2
Mississippi Power & Light Co 251
National Fuel Gas Co . Lo . 5300
New England Electnc System. . P
Massachusetts Electnic Co. .. . . . . e . 400
New England Power Co. .. e 263
Northeast Utiities . 56 50 0 $67.1
Connecticut Light & Power Co ... .. 49 8 20.0
Hartford Electric Light Co . . 297 100
Ohio Edison Co . .. Lot 400 565
Pennsylvania Power Co. . 24.8 80 21776
Southern Company, The .... 8.6 125.0
Alabama Power Co +182.8 50.0
Georgia Power Co 12463 +5150.0
Gulf Power Co . 150
Mississipp) Power co. 254 150
Total . $1,630.4 $323 0 $583 2 $851.2

! The table does not include securities 1ssued and sold by subsidiaries to their parent holding companies, short-term notes sold to banks,
portfolio sales by any of the system companies, or securities 1ssued for stock or assets of nonaffiliated companies. Transactions of this nature
also require authorization by the Commission, except, as provided by Sec 6(b) of the Act, the issuance ot notes having a maturity of 9 months
crtletss Elhere the aggregate amount does not exceed 5 percent of the principal amount and par value of the other securities of the issuer then
outstandiny

2 Debt sgecurltles are cc d at price to pany, preferred stock at offering price, common stock at offering or subscription price

3 Common stock includes shares issued by dividend reinvestment plan.

+ Two or more issues.
s Pnvate placement
& At least one 1ssue negotiated.

CORPORATE
REORGANIZATIONS

Commission Participation

During fiscal year 1976, the Commission
entered 4 new Chapter X proceedings involv-
ing companies with aggregate stated assets

210

of approximately $765 million and aggregate
indebtedness of approximately $684 million.
Including the new proceedings, the Commis-
sion was a party in a total of 124 reorganiza-
tion proceedings during the fiscal year. Dur-
ing the year, 9 proceedings were closed,
leaving 115 pending.



Table 33

REORGANIZATION PROCEEDINGS UNDER CHAPTER X OF THE BANKRUPTCY ACT
IN WHICH THE COMMISSION PARTICIPATED

Fiscal Year 1976

Debtor

District Court

Petition Filed

SEC Notice of
Appearance Filed

Air Industnal Research, Inc. .
Aldersgate Foundation,'lnc . .....
Amencan Assoclated Systems, Inc
Amencan Land Corporation ........
Amencan Loan & Finance Co

Amencan Mortgage & Investment Co
Arizona Lutheran Hospital .
Arlan’s Dept Stores, Inc.

Atlanta International Raceway, Inc
Bankers Trust?. ..

Beck Industries, tnc .. ... A
Bermec Corp. ...
Beverly Hills Bancorp .. ...

Bubble Up Delaware, Inc.
BXP Construction Corp

CIP Corp ... ... .
Calvin Chrlstlan ‘Retirement Home, Inc.
Carolina Canbbean Corp
Coast Investors, Inc.?

Coffeyville Lcan & Investment? .

Combined Metals Reduction Co. ...
Commonwealth Corp ...

Commonwealth Financial Corp.3 ......... "

Communtty Business Services, Inc .
Continental Land Development One, Inc

Continental Vendlng Machine Corp .......
Cosmo Capital Inc 3

Davenport Hotel, inc. . . .....
Diversified Mountaineer Corp. .
Dumont-Airplane & Marine?

ET &T. teasing, Inc. PN
Eastern Credit Corp2 ...,
Educational Computer Systems, Inc.

Eichler Corp 3~ . ...

Equitable Mongage Investment Corp !

Equitable Plan Co 2 .
Equity Funding Corp of Amenca ...
Farnngton Manufacturing Co.

First Baptist Church, Inc. of Margate Fla,
First Home Investment Corp of Kansas, inc

First Research Corp

GACCorp!' . ..
Wm Gluckin Co , Ltd N
Gro-Piant Industnes, Inc 2

Gulfco Investment Corp

Guif UnonCorp ...
Harmony Loan, Inc

Hawkeye Land, Ltd  .......

R Hoe & Co., Inc.

Home-Stake Production Co

Houston Educational Foundation, Inc

Human Relations Research Foundation® . ......

Impenal-Amencan Resources Fund, Inc. .
Imperial *400° National, Inc,
Indiana Business & Investment Trust ... .

Interstate Stores, Inc ...,
Investors Associated, Inc.?

Investors Funding Corp of New York
Jade Ol & Gas Co @ .. .
J.D. Jewell, Inc e

King Resources Co. .. ..

Kirchofer & Amold®. . ... s

Lake Winnebago Development Co., Inc ...
Little Missouri Minerals Assn , Inc. .......
Los Angeles Land & Investments, Ltd

Louisiana Loan & Thnft, inc
usk Corp

See footnote at end of table
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March 14, 1974
Sept 12, 1974
Dec 24, 1970
Aug. 8, 1973
July 31, 1972

Dec 13, 1974
May 11, 1970
March 8, 1974
Jan 18, 1971

Oct. 7, 1966

May 27, 1971
April 16, 1971
Apnl 11, 1974
Aug. 31, 1970
Jan. 15, 1974

May 23, 1975
Aug 8, 1974
Feb. 28, 1975
Apnl 1, 1964
July 17, 1959

Sept 30, 1870
June 28, 1974
Dec. 4, 1967
June 8, 1972
Nov. 27, 1974

July 10, 1963
July 22, 1963
Dec 20, 1972
Feb. 8, 1974
Oct 22, 1958

Dec 20, 1974
March 4, 1974
April 26, 1972
Oct 11, 1967
July 10, 1975

March 17, 1958
April 5, 1973
Dec 22, 1970
Sept 10, 1973
April 24, 1973

March 2, 1970
June 14, 1976

g
March 22, 1974

Aug 29, 1974
Jan 31, 1973
Dec 19, 1973

July 7, 1969
Sept 20, 1973

Feb 16, 1971
Jan 31, 1964
Feb 25, 1972
Feb 18, 1966
Oct 10, 1966

June 13, 1974
March 3, 1965
Oct. 21, 1974
June 28, 1967
Oct 20, 1972

Aug 16, 1974
Nov. 9, 1959
Oct 14, 1970
July 18, 1966
Oct 24, 1967

Oct 8, 1968
Oct 28, 1965

May 6, 1874
Oct 3, 1974
Feb. 26, 1971
Sept 25, 1873
Aug 30, 1972

Feb 6, 1975
May 25, 1970
March 8, 1974
feb 3, 1971
Nov 1, 1966

July 30, 1971
April 19, 1971
May 14, 1974
Oct 19, 1970
June 10, 1974

June 26, 1975

Nov. 4, 1974
Apnil 17, 1975
June 10, 1964
Aug 10, 1959

Sept. 7, 1972
July 17, 1974
Dec 13, 1967
April 30, 1873

May 8, 1975

Aug 7, 1963

Apni 24, 1974
Nov 10, 1958

June 5, 1975
Apni 22, 1974
Nov 3, 1972
Oct. 11, 1967
July 10, 1975

March 24, 1958
Aprl 9, 1973
Jan 14, 1971
Oct 1, 1973
April 24, 1973

April 14, 1970
June 14, 1976
March 6, 1973
Sept 13, 1972
March 28, 1974

Nov. 5, 1974
Jan. 31, 1973
Jan. 21, 1974
July 14, 1969
Oct 2, 1973

March 2, 1971
Feb. 14, 1964
March 6, 1972
Feb 23, 1966
Nov 4, 1966

June 13, 1974
March 17, 1965
Oct 22, 1974
Aug. 16, 1967
Nov 7, 1972

Oct 19, 1971
Nov. 12, 1959
Oct 26, 1970
Jan 29, 1968
Nov 28, 1967

Oct 8, 1968
Nov. 15, 1965
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Table 33

REORGANIZATION PROCEEDINGS UNDER CHAPTER X OF THE BANKRUPTCY ACT
IN WHICH THE COMMISSION PARTICIPATED

Fiscal Year 1976

SEC Notice of

Debtor District Court Petition Filed Appearance Filed

Lyntex Cor| SDNY Apnl 15, 1974 Jan 28, 1974
Dolly Madison Industries, Inc. ED Pa June 23, 1970 July 8, 1970
Magnoha Funds, inc ED La Nov 18, 1968 May 26, 1969
Mammoth Mountan Inn Corp 2 c D Cal Nov 9, 1969 Feb 6, 1970
Manufacturer's Credit Corp.3 D Aug 1, 1967 July 30, 1968
Maryvale Communtty Hospitald D Anz Aug. 1, 1963 Sept 11, 1963
gler Central Building? D Anz July 15, 1965 Jan 19, 1966
-City Baptist Church ED la. July 30, 1968 Oct 23, 1968
Morehead City Shipbuiiding? “"ED NG Nov 9, 1959 Nov. 12, 1959
Mount Everest Corp 3 . ED Pa May 29, 1974 June 28, 1974
Nevada Industnial Guaranty Co D Nev May 7, 1963 July 2, 1963
North American Acceptance Corp ND Ga March 5, 1974 March 28, 1974
North Western Mortgage Investors Corp WD Wash Dec 12, 1973 Dec 12, 1973
Omega-Alpha, Inc ND Tex Jan 10, 1975 Jan 10, 1975
Pan American Financial Corp D Hawan Oct 2, 1972 Jan 9, 1973
Parkview Gem, Inc. . WD Mo Dec 18, 1973 Dec 28, 1973
Pocono’ Downs In¢ 1 MD Pa Aug 20, 1975 Aug 20, 1975
RIC Intemational lndustrles Inc ND Tex. Sept 16, 1970 Sept 23, 1970
John Rich Enterprises, Inc 3 D Utah Jan 16, 1970 Feb 6, 1970
Riker Delaware Corp 3 . D NJ. April 21, 1967 May 23, 1967
Roberts Company? . MD NC Feb 12, 1970 March 23, 1970
Royal Inns of America, Inc S D. Cal. Apnl 24, 1975 June 24, 1975
Scranton Corp.? MD Pa. Aprit 3, 1959 April 15, 1959
Sequoyah Industnes, Inc WD Okla Jan 21, 1974 Jan 30, 1974
Edward N Siegler & Co 3 N.D Ohio May 23, 1966 June 7, 1966
Sigrra Trading Corp 3 D Colo July 7, 1970 July 22, 1970
Sound Mortgage Co , Inc 2 WD Wash July 27, 1965 Aug 31, 1965
Southern Land Title Corp ED La Dec. 7, 1966 Dec 31, 1966
Stanndco Developers, Inc WDNY Feb 5, 1974 March 7, 1974
Stiring Homex Corp . WDNY July 11, 1972 July 24, 1972
Sunset International Petroleum Corp 3 ND Tex May 27, 1970 June 10, 1970
TMT Trailer Ferry, inc ® . . S.D Fa June 27, 1957 Nov 22, 1957
Tele Tronics Co 2 ED Pa July 26, 1962 Sept. 12, 1962
Texas Independent Coffer Qrganization3 SD Tex Jan 5, 1965 Jan 13, 1965
Tikco, Inc D, Kans Feb 7, 1973 Feb 22, 1973
Tower Credit Corp 3 MD Fa. April 13, 1966 Sept 6, 1966
Traders Compress Co WD Okla May 12, 1972 June 6, 1972
Trans-East Air Inc D Me Aug 29, 1972 Feb 22,1973
Trans-International Computer Investment ND Cal March 22, 1971 July 26, 1971
Trustors' Corp 3 . CD Cal Sept 13, 1961 Oct 9, 1961
“U’" Distnct Building Corp W D Wash Dec 9, 1974 Dec 9, 1974
U'S Fmancial, inc 1 SD Cal Sept 23, 1975 Nov 3, 1975
Uniservices, Inc 2 SO Ind Dec 4, 1970 Jan 28, 1971
Viatron Computer Systems Corp D Mass Apnit 29, 1971 April 29, 1971
Vinco Corp 3 ED Mch March 29, 1963 Apnil 9, 1963
Virgin Island Properties, Inc @ DVI Oct 22, 1971 April 11, 1972
Waltham Industnes Corp C D Cal July 14, 1971 Aug 19, 1971
Webb & Knapp, Inc 3 SDNY May 7, 1965 May 11, 1965
H.R Weissberg Corp.? ND W March 5, 1968 Apnil 3, 1968
Westec Corp S D Texas Sept 26, 1966 Oct 4, 1966
Westem Growth Capltal Corp. D Anz Feb 10, 1967 May 16, 1968
Western National Investment Corp 3 D Utah Jan 4, 1968 March 11, 1968
Westgate-Califorma Corp S.D Ca feb 26 1974 March 8, 1974
Wonderbowtl, Inc CD Cal March 10, 1967 June 7, 1967
Woodmoor Corp 2 D Colo Feb 25, 1974 March 25, 1974
Yale Express System Inc 3 SDN May 24, 1965 May 28, 1965

t Commission filed notice of appearance In fiscal year 1976
2 Reorganization proceedings closed during fiscal year 1976
3 Plan has been substantially consummated but no final decree has been entered because of pending matters
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SEC OPERATIONS
Net Cost

Total fees collected by the Commission in
fiscal 1976 represented 52 percent of funds
appropriated by the Congress for Commis-
sion operations. The Commission is required
by law to collect fees for (1) registration of
securities issued; (2) qualification of trust
indentures; (3) registration of exchanges; (4)
registration of brokers and dealers who are
registered with the Commission but are not
members of the NASD; and (5) certification of
documents filed with the Commission. In ad-
dition, by fee schedule the Commission im-
poses fees for certain filings and services,
such as the filing of annual reports and proxy
material.

The Secunties Acts Amendments of 1975

increased the transaction fees to be paid by
all national security exchanges to one three-
hundredth of 1 per centum of the aggregate
dollar amount of the sales of securities trans-
acted during each preceding calendar year.
The 1975 Amendments have also included
under this fee requirement certain transac-
tions by every registered broker and dealer
which are not transacted on a national securi-
ties exchange, provided, however, that no
payment will be required for any calendar
year in which the fee would be less than
$100.

With reference to the fee schedule, the
investment adviser assessment fee refunds
originally announced in Commission release
|1A-486 have been almost completed. To
date, approximately 2,750 refund checks
have been mailed totaling slightly more than
$607,000.
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Table 34
BUDGET ESTIMATES AND APPROPRIATION

Fiscal 1972 Fiscal 1973 Fiscal 1974 Fiscal 1975 Fiscal 1976 Transitional Quarter Fiscal 1977
Action
Posi- Posl- Post- Posi- Posi- Posi- Post-
tions Money tions Money tions Money tions Money tions Money tions Money tions Money
Estimate submitted to the Office of Management and Budget 1,875 $28,728,000 1,939 $33,691,000 1,919 $34,027,000 2,219 $43,674,000 2,294 §54,577,000 2,081 12,500,000 2,400 $56,162,000
Actton by the Office of Management and Budget -313 -2,411,000 -283 -3,930,000 -204 -2,817,000 -225 -1,543,000 -276 -—7,390,000 —262 —3,064,000
Amount allowed by the Office of Management and Budget 1,562 26,317,000 1,656 29,761,000 1,715 31,210,000 1,994 42,131,000 2,018 47,187,000 2,081 12,500,000 2,138 53,098,000
Action bsy the House of Representatives +204 +2817,000 +150 +946 000 —'302.000 75,000 —98,000
ub-total 1,562 26,317,000 1,656 29,761,000 1,919 34,027,000 2,144 43,077,000 2,018 46,885,000 2,081 12, 425 000 2,138 53,000,000
Action by conferees -63  —1,000,000
Action by Senate +126  +2,000,000 +250,000
Syub-total 1,562 26,317,000 1,656 29,761,000 1,919 34,027,000 2,144 43,077,000 2,144 48,885,000 2,081 12,675,000
Annual appropriation 1’562 26,317,000 1,656 29.761,000 1.919 34.027.000 2,144 43.077.000 2.081 47.885.000 2.081 12.675.000
Supplemental appropnation tor statutory pay increase 500,000 532,000 2,200,000 1,350,000 1,406,000 502,000
Total appropnation 1,562 26,817,000 1,656 30,293,000 1,919 36,227,000 2,144 44,427,000 2,081 49,291,000 2,081 13,177,000







