INFORMATION TO USERS

The most advanced technology has been used to photo-
graph and reproduce this manuscript from the microfilm
master. UMI films the text directly from the original or
copy submitted. Thus, some thesis and dissertation copies
are in typewriter face, while others may be from any type
of computer printer.

The quality of this reproduction is dependent upon the
quality of the copy submitted. Broken or indistinct print,
colored or poor quality illustrations and photographs,
print bleedthrough, substandard margins, and improper
alignment can adversely affect reproduction.

In the unlikely event that the author did not send UMI a
complete manuscript and there are missing pages, these
will be noted. Also, if unauthorized copyright material
had to be removed, a note will indicate the deletion.

Oversize materials (e.g., maps, drawings, charts) are re-
produced by sectioning the original, beginning at the
upper left-hand corner and continuing from left toright in
equal sections with small overlaps. Each original is also
photographed in one exposure and is included in reduced
form at the back of the book. These are also available as
one exposure on a standard 35mm slide or as a 17" x 23"
black and white photographic print for an additional
charge.

Photographs included in the original manuscript have
been reproduced xerographically in this copy. Higher

quality 6” x 9" black and white photographic prints are
available for any photographs or illustrations appearing
in th‘i:ie, copy for an additional charge. Contact UMI directly
to order.

UMI
University Microfilms International
A Bell & Howell Information Company
300 North Zeeb Road, Ann Arbor, Mi 48106-1346 USA
313/761-4700 800/521-0600




Order Number 9000766

Regulation and accounting practice: An evaluation of the
efficacy of SEC mandatory reporting requirements

Okcabol, Fahrettin, Ph.D.
City University of New York, 1089

Copyright ©1989 by Okecabol, Fahrettin., All rights reserved.

U-M-1

300 N, Zeeb Rd.
Ann Arbor, MI 48106




REGULATION AND ACCOUNTING
PRACTICE:
AN EVALUATION OF THE EFFICACY OF

SEC MANDATORY REPORTING REQUIREMENTS

by

Fahrettin Okcabol

A dissertation submitted to the Graduate Faculty in
Business in partial fullfillment of the requirements

for the degree of Doctor of Philosophy,
University of New York.

1989

The City



2 1989
FAHRETTIN OKCABOL

All Rights Reserved

ii



This manuscript has been read and accepted for the Graduate
Faculty in Businesgs in satisfaction of the dissertation for
the degree of Doctor of Philosophy.

R
“i;/ﬂ P b2§2:>a/\k
August 24, 1989 /// /™M /( _—
Date Cbdir\ef Exemining Committee
August 24, 1989 12%%4;Qé7 L/ A;¢Jgiwﬂi?£2

Date Executive Officer

Cheirmen: Prof. Tony Tinker

Member : Prof. Sidney Lirtzman

Member : Prof. Marilyn Neimark
Supervisory Committee

The City Universgity of New York

iii



ABSTRACT

REGULATION AND ACCOUNTING
PRACTICE:
AN EVALUATION OF THE EFFICACY OF

SEC MANDATORY REPORTING REQUIREMENTS

by

Fahrettin Okcabol

Adviser: Professor Tony Tinker

State regulation of capital markets in the US and the UK
climaxed soon after WWII3 thereafter, this "contested terrain®
has been the site of a series of intense conflicts and struggles
over the form and extent of regulation. Leading academic
protagonists include George Benston and the Nobel Laureate George
Stiglers; both provided an intellectual spur for dismantling the
apparatus regulating national capital markets. In essence, these
theorists support market processes and oppose using the state’s
bureaucracy as a means of regulation. This thesis surveys
literature that critically appraises Benston and Stigler’s work
and provides an empirical test of a number of hypotheses
derivative of their work. Using evidence from court filings and

other sources heretofore unexamined in the accounting literature,
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this study shows significantly high levels of security law
violations among firms currently exempt from SEC filing
requirements; particularly where there is high information
asymmetry between stockholders and management, and where
management are subject to profit pressures. The thesis concludes
that, in circumstances where Stigler and Benston’s assumptions
fail to hold, market processes are ineffective in preventing

securities law vioclations.
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In a much quoted article,; George Stigler (1%9&44a, 1%244h)
questioned the necessity for any mandatory corporate disclosure
system, and thereby inaugurated the most serious wave of academic
criticism to be directed at the SEC’s mandatory corporate
disclosure system in the last 30 years.1 Stigler, and
subsequently Benston (1947, 1926%a, 196%9b, 1973, 1979-80, 1982a,
1982b) Manne (1?266) and Merino and Neimark {1982) contended that
the financial disclosure requirements mandated by the 1934
Securities Act had little relevance to dealing with the stock
market crises of the periodj that it was the regulation of
security dealings in the 1933 Act (not the 1234 financial

disclosure provisions) that should be credited with addressing

the problems.

The above research has prompted considerable controversy in
the accounting literature and more recently, the criticisms have
bequn to effect securities regulation.e For accountants, and
important corollary of the criticisms is the proposition that SEC

may safely deregqulate financial disclosure without any

deleterious consequences for capital market efficiency.

The SEC’s Advisory Committee on Corporate Disclosure
responded to Stigler and Benston’s work by issuing a report in
1977 that largely rejected their criticisms of the mandatory

corporate disclosure system. It concluded that disclosure system



established by Congress in the Securities Act of 1933 and the
Securities Exchange Act of 1934, as implemented and developed by
the Securities and Exchange Commission since its creation in

1934, "is sound and does noot need radical reform or renovation."”

Despite the SEC’s 1977 Advisory Committee Report, criticism
of mandatory financial disclosure has been renewed in works
published by Kripke (1979), Phillips and Zecher (1981) Karmel
(1982) Wolfson (1981) Scott (1980) and Jarrell (1981).3
Moreovers since the publication of the 1977 Advisory Committee
Report, Congress and the SEC have significantly breoadened the
small-issue exemptions under the 19233 Securities Act and have
opposed attempts to extend the regqulatory apparatus to other
parts of the securities markets.q While special circumstances
were at work in each of these legislative cases,; the widespread
criticism of the SEC’s mandatory corporate disclosure system

during the last twenty years has probably diminished the

political support for compulsory disclosure.

Developments in financial theory——particularly the efficient
market hypothesis, portfolio theory, agency theory, and the
theory of the firm—-have provided additional academic stimulus
Tor criticizing the SEC’s mandatory disclosure system (Sharpe,
19703 Jensen and Meckling, 19743 Kripké 19793 Ross, 19793 Fama,

19803 Foster, 19803 Beavers19815 Dhaliwal, 1978).

This research contends that these critics have failed to
account for historical evidence that led to the installation of

a2



the mandatory corporate disclosure system. It argues that the
interpretation of the historical record offered by Benston and
Stigler is open to dispute and requires further empirical
investigation. Additionally, it érgues that because they
cverstate the distinction between securities regulation and
disclosure regulation, their search for the henefits of
compulsory disclosure was conceived too narrowly. That is,
Benston and Stigler give insufficient accord to the fact that the
cbligation to maintain "“proper boeks of account" and a system of
internal control system that are critically reviewed by an
independent auditor, imparts an integrity to corporate practices
that extend beyond the financial statements that were primarily
the subject of their empirical search. Thus Securities fraud,
excessive underwriters’ commissions, profiting from insider
trading, and falling public confidence in the securities markets,
were major factors in persuading Congress in 1933, 1934, and 19464
to create the legislative basis for the present mandatory

corporate disclosure system.

Seligman (1983) posits that, in the absence of mandatory
corporate disclosure systems, one or more of the feollowing may
ensue: First, some issuers of new securities will conceal or
misrepresent information material to investment decisionss
Second, underwriting costs and insider trading abuses will be
excessive; Third, "public confidence" in the markets will
decline leading to a higher cost of capital and a slowdown in
economic growthj Fourth,; neither state laws nor private

3



associations such as the FASBE or the NYSE can ensure the optimal

level of corporate disclosure; Fifth, civil or criminal actions
S

will not ensure optimal levels of corporate disclosure. It is

the aim of the empirical portion of the proposed study comment on

the validity and status of the above five propositions.

The next section provides a review of the literature
concerning mandatory corporate disclosure; this is followed by a
summary of the principle hypothesis for investigation and an
outline of the empirical model and data sources consulted to
obtain data. The last section provides the result of the

empirical study and some concluding remarks.



CONTROVERSIES _OVER_THE_NEED FOR_A_MANDATORY_ DISCLOSURE_SYSTEM

The literature pertinent to assessing the validity of
mandatory discleosure is voluminous and interrelated in a complex
of ways. This complexity is simplified here by concentrating
initially on the work of twoc of the most influential critics of
mandatory disclosure (Stigler and Benston). 0Other perspectives
are either subsumed into the discussions of Stigler and Benston’s
researchy or are dealt with subsequently in a subsection dealing
with extensions and complements to their work (including
Signaling and Agency Theories). This design simplifies the line
of argument without doing too much violence to the

interconnections between the various theoretical perpectives.

1. STIGLER’S CRITIGQUE

Stigler’s 1944a study claims to show empirically that the
1933 Securities Act’s new issue registration requirements "had no
important effect on the quality of new securities sold to the
public." He does this by examining how well investors fared
before and after the SEC was empowered to regulate new issues.
He coapares the price history of all new industrial stocks,; with
a value exceeding %$2.5 million:; introduced in the 1923-1928
period, with all new industrial stocks with a value exceeding %5
million introduced in the 1949-1935 period. To allow for the
effects of general market conditions, Stigler measured stock

S



prices relative to market averages-6

In comparing the pre-SEC (1923-1928) period to the post-SEC
(1949-1955) period, Stigler examined changes in two metrics of
investor "well-offness": First, changes in the variance of the
new issues relative to the variance of the overall market, where
he assumed that if mandatory disclosure causes an early release
of high quality accounting information (with good predictive
value) then fewer surprises (and variance) in will be exhibited
in post—issue price behavior.7 Second, changes in the new issue
price relative to the market average, where he hypothesizes
that, if disclosure requirements improved the quality of
information, they would diminish security risk and, ceterus

paribus, would raise the value of the average issue (and thus its

price) relative to the average price in the secondary market.

Stigler’s finding were, in fact, contrary to his thecretical
priors: the variance of price ratios declined after the
empowerment of the SEC. 5Stigler dismissed these results claiming
that it was the result of SEC exclusion of risky companies rather

than the benefits of disclosure (Stigler, 1964a).

Friend and Herman {(19464), posit a counter—explanation of
Stigler’s data: "[wlith full disclosure we would expect less
drastic shifts in estimates of expecged profitability of a given
issue as a result of the greater initial level of economic
information and, presumably. the reduction in the possibility of
surprises from this source..." That fewer "“risky" isues were

)



Tloated in the post-SEC period,; Friend and Herman urged, "was a
result of improved disclosure of the degree of risk and a
consequent greater reluctance by investors to buy risky new

8
issues."

[ 4

Unfortunately, Stigler’s research design suffered from some
serious drawbacks. He did not control for differences between
the two portfolio’s degree of sensitivity to overall market price
changes (the beta co—-efficient). (A matched-pairs design would
have rectified this, see Jarrell, 19813 Loss, 192613 Smith, 1981).
Additionally, &8tigler ignored dividend income and thus
securities with a higher dividend payout ratio would, ceterus
paribuss reveal a smaller long—term price appreciation than
securities with a lower payout ratio. Thus, Stigler’s findings
could be attributed to these measurement errors rather than the
empowerment of SEC to establishment mandatory disclosure

requirements.

In addition to the deficiencies in Stigler?s study design,
there were a large number of computational errors which Stigler
has subsequently acknowledged (Friend and Herman, 1244, 192453
Mendelsons 1978). There is a more serious difficulty with his
study however: 5Stigler’s conclusions are not supported by his
results. Friend and Herman (1964) corrected the Nobel Laureate’s
calculational errors and found that, on average, common stock
prices relative to the market in each of the five years after
issue from the 1949-1955 period were superior to the comparable
results from the 1923-1728 period. Stigler confirmed this

7



finding for four of the five post-SEC years (Stigler, 1944b).
The directional changes in some of the post—-SEC years were not
always statistically significant, however the corrected results
do suggest that mandatory disclosure for new issues had improved

price performance.

2. BENSTON’S_CRITIQUE

o S e e e S S S S S S S AR St e e

Benston (1947, 196%a, 1924%b, 1973, 1979-80, 1982a, 1982b)
has questioned the efficacy of the continuous disclosure
requirements of the 1934 Securities Exchange Act. Benston’s
indictment of mandatory disclosure can be summarized under four
headings: (1) that the evidence of fraudulent financial
statements or misrepresentation prior to the Securities Acts is
non—existent; (2) that adequate voluntary disclosure existed
prior to 19335 (3) that the compulsory disclosure requirements of
the acts were neither material nor timely, and {(4) that adequate

investor protection exists in competitive markets.

Benston’s work is particularly significant in the corporate
disclosure debate: it is an ambitious and wide-ranging exigesis
involving a variety of arguments concerning the 1934 act’s
disclosure preovisions; additionally, several other eminent
accounting scholars have relied on his findings (Beaver, 19813

Stan, 19773 Gonedes and Dopuch, 1974}.

Generalizing from several of his writings Benston’s major

propositions are examined below:



Benston contends that there was little evidence of fraud or
misrepresentation in corporate financial statements before 1933
and concludes therefore, that the introduction of compulscry

disclosure was unnecessary. Benston (1946%a) observes:

Y

It is difficult to believe that there was no
deliberate misrepresentation in financial statements
prepared by public accountants, given the existence of
larceny among other (though lesser) men. However, a
search of the available literature in several libraries
revealed only anecdotal reports of fraudulent or
misrepresentative accounting....

A thorough review of the United States court
records to about 1929 by David L. Dodd lists almost 300
cases that are in some way related to watered stock.
But most of the cases deal with non—fraudulent
differences of opinion about the value of property....
Thus, the need for the financial disclosure
requirements that are the "heart" of the Securities Act
of 1933 appear to have had their genesis in the general
folklore of turn—~of-the—century finance rather than in
the events of the 1920’s that preceded the leqislation,
insofar as fraud and misrepresentation are concerned.
The qualifications in the above quotation caution us before
accepting Benston’s conclusion that there was little fraud or
misrepresentation before 1933 {(and ergo, there was little that
needed to be remedied through disclosure regulation). Benston’s
"literature search" is explicitly directed at "deliberate
misrepresentation in financial statements," and "fraudulent
finmancial statements." That he found little evidence of fraud
is not surprising. The Ultramares rule imposed severe qualifying
restrictions on parties who were seeking legal redress as a
9

result of losses due to fraud in financial statements.

2



Most important however is the issue of "external validity®
of Benston’s choice of data variable in his study. Ultimately,
Benston aims to comment on the appropriateness of mandatory
financial disclosure, and he seeks to do this by comparing
conditions in the pre-SEC and post-SEC eras. Ideally, we should
assaess the contribution of the accounting "regime" in each era to
capital market efficiency. Clearly measures of "capital market
efficiency"” are not easy to come by, and thus Benston chooses a
data variable surrcgate of the level of "fraud in financial

statements" in the pre-5EC and post-SEC epoch.

The frequency of fraud in financial statements can hardly be
said to "sum—up" the effect on capital market efficiency of
mandatory disclosure provisions. Such a measure ignores fraud by
by omission (rather than by misrepresentation) and insider
trading frauds committed on the basis of undisclosed material
information. These were two types of fraud that, accerding to
Seligman (1983) were much more prevalent in the post-World War 11
period than fraud by express misrepresentation. Similarly, by
restricting his search to instances of fraud in financial
statements, Benston apparently did not search for instances of
fraud in the textual portions of prospectuses or shareholder
reports. In order to generalize about the coverall desirability
of mandated disclosure, Benston needs to incorporate as set of

data measures that more comprehensively reflects the impact on

capital market efficiency.

The incompleteness of Benston’s choice of surrogate

10



variables is further underscored by some of the glaring
oversights in his literature search. While he claims to rely on
"the available literature in several libraries;",; no mention is
made of the extensive security legislation at the state level in
the years preceeding the Securities Acts (it was the mail frauds
that circumvented state legislation that, in part, impelled the
passing of the 1933-34 legislation}); to the House Hearings that
preceded the 1933 Securities Act; or to the World War I Capital
Issues Committee, which was the United States government’s one

earlier economy-wide securities regulation program.

Other citations by Benston alsoc need to be interpreted with
caution. For instance, he relies on "...a comprehensive study of
the legal responsibilities of accountants, published in 1935 ([byl
Wiley D. Rich I. In which the latter]l stated that, “An
extensive search has revealed not a single American case in which
a public accountant has been held liable in a criminal suit for
fraud’" (Benston, 194%a, p.5185 Seligman, 1983). This is a
misleading conclusion however because, before 1933, civil rather
than criminal lawsuits were much more likely in cases of
securities fraud. Benston’s writings show that he clearly
appreciated this distinction and was well aware that civil
actions against corporations or their promoters for fraud or

unfairness were commonplace prior to 1933.

b? The_ Adequacy_of_Voluntary Disclosure_Prior_to_ 19233

Benston’s second contention is that adequate corporate

11



disclosures existed before the 1934 Act became effective. He
studied the 19234 financial acounting information disclosed by 508
companies listed on the NYSE in June 1935, the month before
filing was required under the 1934 Act (Benston, 1926%a). All
firms provided a balance sheet and listed current assets and
liabilities. Sixty-two percent of the firms published sales
figures; 54 percent published the cost of goods sold3 93 percent
published depreciation; and 99.6 percent published net income.
By comparing the percentage of firms making voluntarily
disclosures in 1934 with the percentage making comparable
disclosures for the 17226 to 1933 period, he concluded that the
percentage of firms listed on the NYSE making voluntary
disclosures had risen {(e.g.; companies reporting sales rose from

So% to 62% during this period?}.

Renston’s study was subject to a number of sample selection
biases that restrict any conclusions that may be drawn from the
research. Firms not listed en the NYSE were ignored by Benston,
vets in the period before the 1934 Act became effective,
coerporations listed on the New York Stock Exchange could avoid
the NYS5E’s relatively stringent standards by delisting and
seeking a quotation on ancther exchange or on the over-the-
counter market. Thus, Benston’s sample was restricted to firms
which voluntarily observed the most stringent disclosure
standards of the day. Excluded were all comparably-sized firms
that had chosen to avoid observing these standards by trading

10

elsewhere.
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Furthermore, sample selection bias was operative in focusing
on 1934 financial statements. By that time, some firms were
beginning to follow the new disclosure requirements and thus,; not

all data disclosed by these firms can be regarded as "voluntary".

Finally, there is a great disparity between the primitive
financial disclosure that Benston observed (sales data,
depreciation data, etc.) and the kind of disclosure that would be
adequate to "reduce the incidence of fraud, self-dealing and poor
performance by managers.” {(Benston, 1976a,197&6b). His study is
silent on whether corpcocrate managers voluntarily would disclose
interested transactions,; insider trading, executive perquisites.,
ors indeed, any information materital to investors other than the
few primitive accounting categories listed. Moreover, the
results of this study, if anything, support the need for a
compulsory disclosure system. The fact that only 62 percent of
the firms were observing the most stringent voluntary disclosure
standards for publishing sales data raises some questions about
whether sufficient infermation would be voluntarily disclosed by

even the most responsible firms.

T T e et o R e e . e ey e e e e . S e i e . S S ey e S g e S . S Y S

The materiality and timeliness of disclosures compelled by
the Securities Acts were examined in two ways by in Benston’s
research. First, after examining financial reports in the
post—-5EC period; he concluded that much of what was revealed was
already publically available, and thus lacked information

13



content.

This conclusion has been challenged on two grounds: First:
tests undertaken in subsequent studies (Friend and Westerfield,
19743 Friend, 19763 Beaver,; 19685 May, 19713 Martin, 19713
Foster, 1978), have found that data in SEC disclosures did
contain new information, and both Benston’s study design and his
interpretation of the results of this test have been subjected to
considerable criticism. Second, even if S5EC disclosure
documents contained no new informations this would not preve that
the requirements were valueless because they could still have had
the affect of prompting an earlier disclosure (in press handouts,
for instance). H It is irrelevant whether the Securities Acts
induce disclosure in the financials or by other means, as long as
it oc:urs.12

The second grounds for Benston’s conclusions that disclosure
promoted by the Acts were neither timely nor material was based
on a study of, "a reduction in the variance of returns" for a
sample of securities traded on the NYSE (Benston, 1973). If a
reduction in variance was confirmed, the findings from this test
would be of considerable consequence because they would suggest

that the 1934 Act did not compel the disclosure of new

information material to investors.

The results of this test do not support Benston’s conclusion
however. The 1934 Act required the publication of sales dataj
thus Benston compared the results before and after the Act’s

14



passing for two samples of firms: one that disclosed sales data,
and one that did not. For each sample; Benston computed various
measures of relative value and portfolio risk. His sample
included 290 "disclosure" companies and 1746 "non—-disclosure"
companies listed on the NYSE before and after the passing of the
Act. Benston reasoned that, if the legislation increased
information value, the increased disclosure by the "non-
disclosure" firms should have produced a greater improvement in
the ability of investors to estimate the risk or value compared
with the ability of investors to make such estimates for

"disclosure” firms.

Benston’s researches revealed that, in a 20 month period
after the 1934 Act began to operatey, there were no significant
differences between "disclosure" and "nondisclosure" firms for
various estimates of risk and value. Thus, Benston surmised
that the 1934 Act’s compulsion of sales data reporting "did not
contribute to a reduction in the variance of returns from
securities traded on the New York Stock Exchange ... and the
standard deviation of the the residual on the securities."
(Benston,; 1973, p. 149).13

In reviewing Benston’s data, Friend and Westerfield (1974)
found that, "the residuals from the market model in this second
set of tests ... seem to indicate that both disclosure and non-
disclosure firms performed better in the post-SEC than in the
pre-SEC periods in the sense that residual risks were reduced for

both groups of firms." (Benston, 1974). This result suggests
15



that, if we consider all the data required by the 1934 Act,
compulsory disclosure benefited investors by allowing them to
more accurately estimate risk. This finding has been confirmed

in other studies (Friend, 1972; Deakins 1974).

i e S T P it D s e s . S (. AP SR e e e S e allee v S e s S . S T S S S e A S o i e K S e s e o . i M — o . Py .

Benston hypothesizes that management®s abuse of its
fiduciary responsibilities is restricted by the competitive
environment. He identifies three markets that constrain
managerial discretion: the market for the firm’s finmel goods and
services; the market for finmancial resources and corporate

control, and the market for managerial services.

Market forces are augmented by the disciplining influence cof
internal and external monitoring systems (Benston, 1982a, 1982b).
Benston posits that if corporate managers did not voluntarily
provide material financial information, "a stockholder cor
potential investor ... is free to purchase it in the market much
as other goods are purchased" (Benston, 19&6%a, p.516).14

Benston suggests that shareholders could exercise their
rights of access in one of two ways: "Large shareholders
generally have the right and small sharehoclders have some right
to examine the books of corporations in which they own stock"
(Op. Cit., p.516). But, as others have noted, it is not the case
that either large or small shareholders have unlimited rights to

inspect (Cary and Eisenberg, 1980 pp. 344-53).
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Additionally, Benston asserts, "Une would expect
information—gathering services to spring up, if the economics of
scale in gathering financial information result in saving that
exceed the value to individual investors from not sharing
information with others" (Benston, 1946%a, p. 51463 1980, p. &40),.
But as Seligman (1983, p.15) has noteds it is hard to take this
argument seriously. Moody’s Investors Services and other
financial information—gathering organizations were well
established before the 1933 and 1234 Acts were adopted (TWENTIETH
CENTURY FUND, THE SECURITY MARKETS, 1935, pp.610-15). The
failure of these organizations to secure voluntary disclosure by
American firms is evident from the pre-1933 publications of
organizations such as Moody®s: or by reviewing the post-1933
disclosure practices of firms not subject to the SEC mandatory
corporate disclosure system. Neither examination sustains
Benston’s assertion that a free market in information makes
adequate provision for the needs of stockholders or potential

investors.

Regarding the discipline imposed on management by product
market competition, DBenston asserts that customers will not pay
prices that are inflated by management appropriations when
alternative products at lower prices are available.

Additionally, managers who squander shareholder’s funds (or who
are otherwise inept) will be penalized, either when they attempt
to raise new investment funds, or by attracting takeover bidders
who feel that they can make more efficient use of the firm’s

17



assets. The market for managerial services provides further
restraint on misappropriatons and ineptness because (it is
argued) managers® long-run renumeration will depend on the
adequacy of their “track records" {(Ross,s 1979). Although, as
Pratt and Zeckhauler (1984} arquey if we assume management are
rational economic actors and maximize expected values, they are
unlikely to be deterred from self-aggrandizement because
likelihood of getting caught (and thus the expected value of

penalties for misdeeds) are minuscule (ibid., p.12).

Internal and external information systems reinforce the
monitoring of management misbehavior at all levels in the
crganization according to Benston {(op. cit.). Fama (1280)
contends that the impact of such systems has been underestimated.
He argues that: Fairst, it is easy for shareholders whose
management are acting dysfuncticnally to dispose of their
holdings and invest elsewhere rather than try to change the
management; Second. that management have the greatest stake in
effective monitoring systems because a manager’s success and
rewards depends on the performance of that person’s peers,
superiors and subordinates. Consequently, each manager’s self-
interest is best served if the performance of other managers is
efficiently monitored. Perforce, mandatory regulation is
regarded as an unnecessary interference; managerial self-
interest is can be relied-on teo instigate the optimal monitoring
system for each case (something that a general fiat cannot
possibly accomplish).
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Penston and Stigler’s research on mandatory corporate
disclosure has been paralleled by studies reported in the agency
and signalling literature. These approaches share a twofold
recognition that, first, "...the separation of ownership and
contrel is the central feature of the modern corporation" (Ross,
1979, p.183), and second, that market pressures on management
will (nevertheless) motivate management to disclose all or

virtually all information that is material to investors.

Ross (1979) cobserves that, "in a competitive market (with
no mandated disclosure) the managers of firms ... will have a
strong self—-interest in disclosing relevant information ..."
(Ross, 1979 p. 184-85). Despite the separation of management

and contrels Ross posits that:

The economic fortunes of the management depend on those
of the corporation....the performance of the company is
affected by the actions of the management and serves as
a measure of how well the members have performed.
Compensation geared to firm performance, therefore
serves as an incentive for managerial performance.
Managerial compensation does not have to be tied
directly by some specific formula to the earnings or
cverall performance of the firm. The effect of
managerial activities on firm performance will still
link the fortunes of the managers with those of the
firm:s If the firm does peorly,; management will be
thought to bear some responsibility, and the demand for
services will be less. Conversely, if the firm
prospers,; management will share some of the credit, and
the competitive market will drive their wages up"
(Ross, 1979, p. 183-84).
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Management compensation is regulated by labor market forces
for Ress (Ross, 1979, p.184). Compensation, is all—-inclusive in
this view and includes compensation in the form of profits from
insider trading: "Stockholders will not permit a $100,000 a-year
manager to have the freedom to trade in the firm for his own
account and make million—dollar gains ... [sluch activities would
be a form of overcompensating managers for the services they
supply....stockholders...will enter into contracts that penalize

such activities." (Ross, 1979, p.184).

Ross’s incentive-~signaling theory explains how and why
managers would be interested in voluntary disclosure. It would be
in the interest of managers with good news to disclose‘it because
it would raise the value of the firm and concamitantly,
management compensation. "What of the firms whose news is bad
ors alternativelys, have no news at all. Just as the managers
with good informatiom have an incentive to signal this to the
market to distinguish their firms from others,s those with no
information also have an incentive to signal" (Ross, 1979,
p.186). That iss, firms whose earnings are stable will have
incentives to signal "no news" by publishing honest financial
reperts and maintaining stable dividend levels toc aveoid being
confused with firms with bad news. "Firms with bad news are then
left with no recourse. They cannct match the guarantees of the
"good news’ and the “no news® firms; hence they will be evaluated

as having received bad news" (Ross, 1979, p.187).

Firm®’s would be discouraged from publishing false reports
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becauses to persuade a "wary public" that they are not falsely
disseminating good news, managers with genuine "good news" will
have to offer guarantees or warranties, such as entering into
publicly known performance-related contracts, or hiring outside
auditors. Managers of firms with poor news would be unable to
match these guarantees or warranties. Thus, Ross asserts:

“In general,; there is a hierarchy of firms
best to worst, based on the relative change in their
values that would occur if their inside information
were made public. The incentive-signaling mechanism
provides a structure that managers use to disclose
their infoermation in such a way that outsiders in the
market believe it. Those with the best news
distinguish their firms from those with the next best,
and so on down the line. At the bottom of the
hierarchy are those with the worst news, who would like
to suppress it, but since it is not in their interest
to offer the kinds of guarantees provided by those with
better news, the worst news will also be effectively
signaled."

Signaling theory assumes that managers of firms which
previously have made disclosures know that failure to publish
subsequently will be regarded by the market as a signal that the
unpublished data are adverse. This. logically, would create a

powerful incentive to disclose, even for firms with "really bad

news".

b) Agency_ Theory

The incentives for voluntary disclosure——indeed, the reasons
"why accounting reports would be provided voluntarily to
creditors and stockholders,y and why auditors would be engaged by
management to testify to the accuracy and correctness of such
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reports"-—are articulated in the agency work of Jensen and

Meckling (1976).

Jensen and Meckling argue that the smaller the fraction of a
firm’s equity owned by its managers, the greater will be their
temptation "to appropriate larger amounts of the corporate
resources in the form of perquisites." They surmise that a
manager who owned 100% of his firm would directly receive all of
its benefits; owning any lesser percentage would mean sharing
benefits with "ocutside” shareholders. In circumstances where a
manager owns anything less than 100% of the firm, there is an
incentive to seek to appropriate the maximum amount of income by
way of management compensation (perquisites, salaries, status
rewards, etc.) rather than through increases in shareholder

waalth that would be shared with the "outside" owners.

What restrains management in this regard are the rational
expectations of the equity market. Outside shareholders would
assume that management might resort to excessive personal
compensation, and the share price would be lower as a result,
i.e.» the value of the firm’s shares would b2 less than the
value of shares in a firm managed entirely by its owner.15

Rather than suffer this penalty (Jensen and Meckling argue)
management will resort to a range of contracting devices to
assure sharehelders that they are not appropriating the latter’s
income (op.cit., p.323). Thus:

“Ythrough monitoring and other control activities....it
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is usually possible to alter the opportunities the
owner-manager has for capturing non—-pecuniary benefits.
These methods include auditings, formal control systems,
budget restrictions, and the establishment of incentive
compensation systems which serve to more closely
identify the manager’s interests with those of the
outside equity holders, etc.

Both the outside shareholders and the corporate managers
have incentives to contract to restrict management compensation.
Hence, the outside sharehcolders would enter into such a contract
whenever the increase in the value of the firm exceeds the costs
of the monitoring or incentive compensation systems. Similarly,
"[tlhe manager finds it is in his interest to incur these costs
as long as the net increments in his wealth which they generate
(by reducing the agency costs and therefore increasing the value

cf the firm) are more valuable than the perquisites given up."

(Jensen and Meckling, 1974, p. 324).

As disclosure of material information would assure
shareholders that managers are unable to trade on their own
accounts at the expense of cutside shareholders or ctherwise
expleoit their fiduciary position, it follows that the menitoring
contract between the manager and outside shareholders would

provide for the publication of such data.

Signaling and Agency theories go some way towards explaining
why management might be motivated to disclose material
information, but as will be shown, when evidence of management

practice is examined; a large number of anomalies remain.
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Specifically, these theories do not explain the historical
incidence of securities fraud and its dramatic increase during
certain periods. They do not adequately explain why small firms,
not subject te the SEC’s mandatory corporate disclosure system,
seem teo have been responsible for the majority of the fraud cases
brought by the SEC (Seligman, 1982, 1983). Finally, these
theories fail to account for the prevalence of the "window

dressing" of financial statements to obscure "bad news".

Empirical tests of the "strong form" of efficient market
hypothesis cast doubt on the proposition that market forces
promote sufficient disclosure to deter insider trading and abuse
of management’s fiduciary responsibilities (Fama, 1970). The
results of strong form tests show that corporate insiders and
stock exchange specialists benefit because of informational
advantages. Several strong form tests have focused on the
trading records of corporate officers, directars or owners of 10%
or more of a firm’s common stock. These tests have a built—-in
bias against finding significance results because they rely on
self-reported data (for trading by friends or relatives of
persons required to report for instance). Such under-reporting
is likely to bias test results toward findings that no difference
exists between trading by corporate insiders and traders who rely

on published data.

Despite these methodological shortcomings, Lorie and
Niederhoffer (1968) found that "Insiders are superior forecasters
of large [pricel changes."3; Pratt and Devere (1978)3 Jaffe
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(1974)35 and Fimmerty (1976), found that insiders were more
successful than non—inside traders. Niederhoffer and Osborne
(19466) demonstrated, with a small sample; that Exchange
specialists, trading for their own behalf. are profitable over
80 percent of the time. Several studies found that corporate
disclosure of line-of-business data permitted investors to make
earnings forecasts superior to those which they would have made
relying on consclidated data (Collins, 1979, 197465 Cellins and
Simonds, 1979). Collectively, these studies suggested that
unpublished material investment information confers a distinct

advantaqge on those who are privy to it.

Several assumptions underlying the signaling and agency
explanations of management’s propensity to undertake voluntary
disclosure seem implausible. Typically, these theories assume
that managers will take decisions concerning disclosure employing
a long-term horizon. But as the SEC’s 1977 Advisory Committee

Report observed:

"Very often there are significant motives for at least
temporary concealment of adverse information on the
part of corporate executives. 0Often a sizeable part of
management’s total compensatien, such as benefits from
stock options or stock bonus plans, depend upon the
price level of the company’s securities. Frequently,
their direct compensation——-salary and bonuses—-will
depend upon the earnings of the companys thereby
providing strong motivation to enlarge artificially the
company’s earnings. In addition, there is often simply
the hope that news will be temporary and thus need not
be disclosed."”

The promoters of new securities have a similar incentive to

conceal adverse material information during the relatively short
25



floatation period and then sell their interest in the firm.

Agency and signaling theorizing alsoc fail to account for
non—-financial motivations for surpressing disclosure. Many firms
are reluctant to disclose data for fear that will aid their
competitors. Balance sheet and income statement data, line—-of-
business data, and earnings projections have all heen cited by
businesspeople as revealing petential useful data to competitors
(Foster, 198Q). If this is the case, then ocne of the key
assumptions of the signaling literature becomes very
questionable: non—-disclosure cannot be taken by investors to
mean "bad news"; non—-disclosure might signal that the firm is
protecting valuable secrets from competitors rather than hiding
poor performance. Thus the meaning of the signal is ambiguous in
that investors would have no way of telling whether the news is
good or bad. It cannot be assumed that management have an

unconditional incentive to disclose, whatever the news.
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RESEARCH GQUESTIONS AND HYPOTHESES

INTRODUCTION TO RESEARCH PROBLEMATIC

The empirical part of this study focuses on the prevalence
of securities law violations by firms exempt from SEC filing
requirements. With the level of popular rhetoric denouncing
government waste and interference in recent years, it is not
always appreciated that the vast majority of US corporations are
exempt from the SEC’s mandatory reporting requirements (the
filing of annual reports). Section 128(g}) of the Securities
Exchange Act of 1734 (revised on July 8, 19846) exempts firms with
assets of less than %5 million and/or sharehcolders numbering less
than 790 from the Acts filing requirements. Sec.3 and Sec.7 of

the Securities Act of 1933 (As in Effect June 4, 1975——Public-

"No.22-73D Congress) provide a list of exempted securities and

required information in registration of new issues if a security
is not exempted. In addition, banks, insurance companies,
transportation enterprises, and public utilities are exempted
from the Acts provisions because they are regulated by other
statutes and agencies. Appendix I includes a copy of Sectiont
12(g) of 1934 Securities Act that specifies who is, and who is
not, regulated by the SEC reporting requirements and a copy of
Sec.3 and 7 of the Securities Act of 19233 for exempted securities

and new issue disclosure requirements.
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Whether exempt or not from the SEC filing requirements, a
corporation may still be prosecuted by the SEC (as well as state
authorities) if it makes statements in financial documents that
"contravene the regulations of the Commission" (e.g., makes
statements that are false and misleading with respect to a
material fact, as per Section 12, subsection 1, of the 1234
Securities Act as well as Section 3 and 7 of the Securities Act
of 1933). O0On receipt of a complaint from members of the public.
the SEC may prosecute corporations even though the latter may nct
be required to register financial statements with the SEC !
{Appendix Il is taken from the SEC Annual Report (1985) and
describes the sources used by the SEC in identifying violators
among non—-filing firms.) Thus, all corporations are "regulated”
in that they must abide by the S5EC rules, notwithstanding the
fact that most of them are "unregulated" in the sense that they

are exempt from filing or reporting requirements.

Figure 1 shows that, using tax return data (Statistical
Abstract of the US, 10&th Editions 1986, page 514-539), less than
1% of all US corporations are required to file with the SEC. The
way in which this small number of corporations is "targeted"
(defined and selected) for the SEC scrutinys, crucially affects

the efficacy with which the SEC forfills its public mandate.

The improvement in "targeting" of corporations fer the SEC
surveillance (through filing requirements) is the raison d’etre
of this study. By revising and refining the list of "gqualifying
characteristics” (and exemptions) that define the firms required
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to file, this study aims to improve the SEC’s productivity
relative tec its purposes,; as laid down in the 1933-34 Securities

Acts.

In a nutshell, this research examines the proposition that,
by redefining and/or extending the SEC’s target group, it is
possible to enhance the SEC's effectiveness. Two avenues are
proposed for investigating this hypothesis: First, by examining
firms that are exempt from the SEC filing requirements ("non-
regulated” firms) whe are noenetheless viclators of the Securities
Laws (Securities Act of 19233 and Securities Exchange Act of
1934): Second, to investigate the characteristics of the four
ma jor categories of firms in the study (regulated violators,
regulated non—-violators, unmregulated violators, unregulated non-
violators) with a view to improving predictions about their
propensity to adheres, or violate, the Securities Laws. Having
cverviewed the research in a preliminary way, we can now proceed
to questions about the population, the samples data availability,

etc.

THE FOPULATION AND THE SAMPLE

In 1982, 2,924,000 corporations filed corporate tax returns
(Statistical Abstract of the US, 106th Editicn, 19846, page S517-39,
Schedules 874— 897). Schedule 894 (Appendix I11) shows the
breakdown of these firms by asset size.
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As Schedule 894 of Appendix III shows, only 38,000 firms
(1.2987%4) of all corporate tax filers had assets in excess of $10
million. The Securities Laws impose an even “tighter” coqdition
requiring a firm to file with the SEC. Figure 1 reveals that, of
the 2,926,000 (1982 data) corporations filing tax returns, only

12,450 (0.425%) were required to file with the SEC (Directory of
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1986).

The economic efficiency of the capital markets——especially
the effectiveness of the capital raising and accumulation
process——is the prime ceoncern of the SEC,; according to the
Securities Laws (see, for instance, Sec.11.A of the 1934 Act).
Schedule 894 of Appendix III permits us to assess the scale of
capital—-raising by corporations that falls under the scrutiny of
the SEC and, more importantly for the purposes of this study, the

amocunt of capital raising that falls outside the SEC’s bailiwick.

The schedules in Appendix III show that the total assets
of all corperations in 1982 was an estimated $2,358 billions of
which less than $7&40 billion (8%) falls within the SEC
jurisdiction for reporting purposes. Thus some $8,398 billion
(92%) i1is exempt from filing requirement scrutiny. The total
assets of all capital raisers (including partnerships and sole
traders) was estimated to be $14,497 billion in 1982, of which an
estimated S% falls within the SEC’s reporting requirement

mandate.
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The previous estimates as to the scope of capital raising
activity are rough approximations,; intended to provide some
perspective of the context within which the SEC "targeting" takes
place. They help underscore the importance of ensuring that the
SEC’s targeting processes are guided by selection criteria (such
as minimum cut-offs as to asset size and number of stockhclders)
that are "efficient" with respect to the transcendent objectives

of the agency.

Moecdy’s records are an important data socurce for the studys
Figure ! places the Moody’s list in the context of the larger
universe of firms being sampled from. A detailed breakdown of
the Moody’s 1984 Manual is shown in table 1: it lists 5985 firms.
divided into "Industrial,"” "OTC Industrial." "Public Utility,"
and "Transportation." The particular value of Moody’s records to

this werk is that it gives information on non-regulated as well

as requlated firms.

A sample was taken from Moody’s records to estimate the
proportion of firms required to register with the SEC (regulated

firms) and those not required to register {(unregulated firms).

all firm®’s, listed in the 19846 Moody’s Manuals, whose name begins
with the letter "A". The details of this sample are presented in
Table 1. The sample of "A" firms permit us to estimate that, of
the 5985 firms listed in the Moody’s manuals in 19864, 4812 are
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reghlated, and 1173 are unregulated with regard to reporting or
filing requirements. These results confirm that the data for
non-regulated as well as regulated firms may be obtained from the

Moody’s manuals.

Figure 1 displays all the Moody’s firms (1984) relative to
the estimated population of capital raising corporations (1982).
The figure divides firms into mutually exclusive subsets. The
primary distinction is between firms regulated by the SEC and
firms not regulated by the SEC. Within these primary groups are
shown two subsets: Moody’™s firms regulated by the SEC, and the

Mcody®™s firms net regulated by the SEC.

THE DEPENDENT VARIAELE

The primary proposition of the research is that a
significant level of viclation of SEC rules will be found in the
non—-regulated group in Figure 1. In this regard, three important
assumpticns require elucidation: First, that "being cited for a
viclation"” is equated with "being a vioclator" in this study.
Second, in using Moody’s as a data scurce, no "Moodys selection
bias" is introduced. Third, what constitutes a vielation. Each

assumption is discussed below.
(a) Adequacy of The Proxy For Identifying Viclators

A list of violators is published weekly in the SEC dockets
giving the names of the firms that violate the Securities Laws.
They also provide information about each type of violation.
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(These records are filed by the SEC in Washington). Being cited
by the SEC for violating the Securities Laws is taken as a pro:y

for actually being a vicolator in this study.

The representativeness of a data variable proxy-——its
internal validity~—is measured by its correlation with the
conceptual variable it stands—-in for (Kirlinger, 192733 Firestone
and Chadwick, 1975). In general such evidence is typically
difficult to obtain as a data variable is usually the only means

for observing its conceptual variable.

In this study, some indirect evidence is provided as to
relationship between the proxy of "being cited" and the
conceptual variable of "being a vioclator." The General Counsel
represented the Commission in 289 litigation matters during 198%5.
During this fiscal year; 47 Court of Appeals and Supreme Court
cases were concluded, all but 4 favorably to the Commission.
There were 37 appeals to the Supreme Court and Federal courts cof
cases in which a party subject to a Commission injuctive action
challenged the lower court’s decision. Of the 18 appeals that
have been concluded,; only 2 outcomes were unfavorable to the
Commission. The foregoing compares with 19847°s when there were a
total of 276 injunctions, of which 42 were appealed, 19 of which
have been settled to-date, with only 2 outcomes unfavorahle to

the Commission (SEC’s S1st Annual Report, 1985).

(b) Moody’s Selection Bias
In the empirical study, a list of violator firms are
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ocbtained from the SEC dockets. Four sources of financial data
are available on these firms: the Moody’s records. the SEC
microfiches { for annual reports, 10-Ks, etc. for regulated
firms), the SEC litigation files (these files are located in
Washingten), and the court files (for example; the file of a case
that took place in Southern District of New York can be found in
New York City’s Court House’s public reference room or in the
archive of Bayonne). These various data scurces offer a measure
protection against selection biases associated with relying

exclusively on the Moocdy’s manuals.

A review of the SEC Docket Litigation Releases covering
violations between January 1st and June 30th 1985 revealed 112
violator firms. "Vieclation' encapsulates a range of meanings
which are summarized below in Table 2. (Appendix IV provides a

copy of a SEC litigation release.)

{c) Types of Viclations

Table 2 was constructed by reviewing the SEC Docket
Litigation Releases covering viclations between January 1ist and
June 30th 1983, and shows the main types of viclation: "failing
to register", "transgression of the anti-fraud provisions of the
federal securities laws", "the disclosure of false and misleading
information", "breach of the reperting provisions" (e.g., timely
reporting), "statements that are false and misleading with regard
a material statement", etc., (SEC Dockets, Vol.328,; No.2s, Jan.8,
1285 through Vol.33; No.&; June 25, 1983). In the empirical
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study, these different types of violations/viclators are treated

as different states of a variable.

Below we to consider the research hypotheses and the data
proxies to be used in testing the hypotheses. A brief rationale
for each hypothesis is offered, however this is merely a
restatement of the fuller theoretical justification provided in
the literature review of the paper. In summary. this literature
review concludes by arguing that complete reliance on competitive
precesses in regulating the market for accounting information
would be unwise. A critical assessment of the work of leading
scholars like Stigler and Benston——as well as that of cther
agency and signaling theorists——reveals serious shortcomings in
the analysis supporting their conclusions that market requlation

should displace state and professional regulation.

What the literature review suggests (and the hypotheses
below seek to examine) is that vioclations may be more prevalent
in the fellowing circumstances: where state (the SEC) regulation
is absent; where uncertainty is high (as in the case of a new
issue by a new firm, where no track record exists); where
competition is intense and managers are under pressure to re-—
present a distorted picture of economic reality. These

conditions are expressed in the form of research hypotheses below.
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RESEARCH HYPOTHESES:

Introduction:

Hypothesis 1 (see below) is the primary propesition of this
study. It problematizes extant SEC regulations by inquiring into
the desirabiiity of extending the target group of firms required
to file. The hypothesis asserts that a high incideﬁce of
violation of the Securities Laws will be prevalent among firms
exempt from the discipline of the SEC reporting requirements.
But how are the empirical results from hypothesis 1 to be
interpreted? When is the incidence of violation "“"high" and.
particularly, what level of violation among unrequlated firms

would warrant requiring them to file with the SEC?

It should be noted at the outset that the evidence collected
in this research can only partially contribute to a resclution of
these questions. Ideally, what is needed is a measure of the net
social costs and benefits arising from incremental revisions to
the definition of the regqulated target group. "Costs" are
particularly interesting from an accounting perspective because
they include the cost of auditing and information production, the
burden of which falls on clients, and which beccomes revenue to
accounting firms. Costs are not limited to such tangible items,
however, they also include the cost of stifling enterprise,
initiative, creativity, and entreprenuership through the
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imposition of bureaucratic procedures and requlations.

With all the above factors summarized into a measure of "net
social benefits" (a "figure of merit" to use Ijiri’s phrase) it
becomes possible to evaluate alternative re-definitions of the
regulatory target group. For many analysts, this kind of neo-—
marginalist analysis permits an optimal (sic.) target group to be

identified (Stigler, 1941, 1%244a, and 1971; Peltzman, 19748).

But even if this information were available, it would still
be insufficient for deciding the cptimal regulatory system. Only
by happenstance would the additional costs of new requlations be
distributed to the same individuals, groups and classes as the
benefits. Much more likely is the possibility that the costs
and benefits will not coincide in their distributional impact,
with the result that each new regulatory proposal would be
distributionally "incommensurable" with svery octher scheme

(Sraffa, 19603 Kregel, 1272, 1975, and 1974&).

While it is common in economic research to ignore such
distributional affects on the somewhat questicnable grounds that
they will be corrected by tax policy (c.f., Rowley, 19473 Arrow
et al., 1941) this assumption is hardly adequate hecause it
regards a tax correction of income back to the distributional
status—quo to be a return to "optimality", without ever bothering
to justify the optimality of the previous status—quo (Hunt and

Schwartz, 19723 Nell, 1973).

In the research envisaged here, partial information—
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relevant, but not determinate regarding social choice——is sought.
An analysis of Hypothesis 1 would provide estimates of the
probabilities of violation by regulated and non-regulated firms.
Using IRS data, and the differences between the probabilities of
violation for regulated and (different types of) non-regulated
firms, we will estimate the total value of all assets in the
economy held by non—requlated vielatorss who might not have
viclated if they had been subject to the SEC filing requirements
(i.e.y "regulated"). Finally, using the same data, we can make
conditional estimates of the affect of changes in the threshold
limits that exempt different classes of firms (i.e.. those below

$5 million total asset values, below the stockholder minimum).

These "affects" of threshold changes may be calculated in
terms of both the number of firms turned into non-vielators, and
the toetal value of assets in the economy transferred to the
custody of non-violators. While these measure are not perfect
proxies for the "net soccial benefits" of new regqulatory
propesals, by the standards of previous studies in the area, they
are "interesting"” and "relevant" (Stigler, 19&1, 192&64a, and
19464b3 Benston, 19467, 194%a, 194%9b, 1973, 1979-80, 19828a, and
19828b). Subject to the above qualification to the empirical

analysis, the research hypotheses are as follows:
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Vicolations (V) of the Securities Laws by SEC non-requlated
firms is significantly higher than among SEC regulated firms.

This may be expressed as follows:
vV =Ff (R) 3

"Significant" in the above will be assessed using several
indices: the probability of vioclatings; the number of firms; the
average size of firms (in terms of value of assets); and the
value of assets in the economy at large estimated to be under
violator-control. Williamson (1988, p573) points ocut that some
constituencies bear a strategic relation fo the firm and can
disclose infeoermation pertinent to other constituencies
selectively. The management cof the firm is the obvious
censtituency teo which to ascribe such a strategic infarmational
advantage. Given its centrality in the contracting process (in a
free market), the management will sometimes be in a position to
realize advantages by striking_mutually "inconsistent" contracts
with cther constituencies. Thus, undisclosed contractual hazards
can arise in this way (Williamson, 1985, p318-319). SEC non-
regulated firms have an incentive not to disclese information
that may reveal this inconsistency, and thus, are mere likely to
violate SEC Laws than SEC regulated firms. 6Os discussed
previously, such information is necessary (although not
sufficient) for appraising the net social benefits accruing from
proposals for revising SEC thresholds.
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This study defines "regulated firms" (and thus "non-
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securities listed on national securities exchanges, companies
with securities traded over the counter which are registered
under Section 12{(g) of the Securities Exchange Act of 1934, and
certain companies required to file pursuant to Section 15(d) of
the Securities Exchange Act of 1934 as a result of having
securities registered under the Securities Act of 1933. (see
Appendix I for a copy of the relevant sections of the Securities

Laws definition of firms required to file,)

The following groups are excluded (and are therefore non-

regulated):

1. Firms with assets of less than $35 millions
2. Firms with sharehclders numbering less than 750;

3. Investment companies registered under the Investment
Company Act of 1940;

4. Governments and political subdivisions thereof;
5. Issuers of voting trust certificates and stockholders
and bondheolders protective committees.
Firms falling under categories 4 and S5 (above) will be
removed from the non-regulated sample. Non—-regulated firms will
be identified and classified so that "types" of viclator will be

highlighted by the analysis.
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Benston hypothesizes that competitive forces restrain
management in abusing of its fiduciary responsibilities. He
identifies three markets that constrain managerial discretion:
the market for the firm’s final good and services. the market for
financial rescurces and corporate control, and the market for
managerial services. According toc Benston, market forces are
augmented by the disciplining influence of internal and external
monitoring systems. Thus, from Benston’s work we would expect
that the viclations are greater among firms subject to weak
competitive pressures (L) than among those subject to severe
competition. In this study, we test the counter—-hypothesis that
infringements are likely to increase with greater competitive

pressures. This may he expressed as follows:

v = (C) 3

The competitive pressures (C) will be measured using a
weighted average of Tobin’s R and Palmer’s Index. These

measures will be described subsequently.

Ross (12?79) observes that, "in a competitive market (with no
mandated disclosure?) the managers of firms ... will have a strong
self-interest in disclesing relevant information ..." However,
evidence refuting the "strong form" of the efficient market

hypothesis® costs doubt on Ross’ arquments. The prevalence of
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"window dressing" to obscure "bad news," and the growth of large
managerially controlled firms, raises further doubts about Ross’
thesis. From the above, we can reason that viclations are more

likely to occur in conditions of high information asymmetry (A)

between managers and investors. This hypothesis may be

expressed as follows:
Vv =Ff (R ;

New issues by the firms and the age of the firm

(incorporation date tc the violation date) will be used to

measure this variable.

The users of financial statements form expectations about
the firm®s financial prospects from the previous year’s
performance, industry performance and centractual agreements. In
crder to accommodate user expectations, firms may bias the
information in financial statements. Past literature suggests
that management may manipulate measures of the firm’s
profitability (P) and debt covenants (D) (e.g., see Lambert
(1984)). Thus, violations of the Securities Laws are likely to
occcur among firms that bias profitability and debt covenants.

This may be expressed as follows:
v =+ (P, D).

The variable, "P," (profit pressures to manipulate) is

42



measured in this study in terms of the ratio of rate of return on
total assets to the average rate of return for the industry using
Value Line data. The variables "D," (pressure to manipulate
because of the debt covenants) will be measured in terms of the
preportion of total debts to equity (see Bowen, Noreen, and Lacey
(1981), Collins, Rozell, and Dhaliwal (1981), Holthausen (1981),

Lilien and Pastena (1981), Holthausen and Leftwich (1983), etc.).

A multivariate formulation of the above bivariate tests is

expressed in conceptual variables as follows:

Vv =F {R, C, A, Pa D> £11 -
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The coefficients of Equation 1 are estimated using multiple
linear regression. However,; if the linearity and the
homoscedasticity assumptions of multiple regression are violated,
it can lead te least squares estimates that (a) have no known
distributional properties.: (b) are sensitive to the range of the
datas, (c) may grossly understate the magnitude of the true
effects, and (d?) systematically yield probability predictions
outside the range of 0 to 1. To avoid these possible model
specification problems, a logit model are used to estimate the
coefficients.16 In additions discriminant analysis are used to
develop a model that attempts to elucidate "predictors” of

vicolators of the Securities Laws. The models are estimated by

using the SPSS-X (1988, 3rd. Ed.) computer packages.

The following statistical models are estimated:

This includes firms that are regulated non-regulated,

viglators; and non—-vioclators {(see Tables 3 through &).

v=+*f {R, C A, P, D2

Previously, we identified five types of violations of the

securities laws (see Table 2). These are represented, according
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te the viclator firms® regulatory status, as fTollows:

This includes firms that are regulated, non-regulated, and
have violated reqgistration provision of the Securities Laws {(see

Tables 7 through 10).
vi1.1) = f {C, A, P, D}

Since viclation type 1 is a viclation of registration of
securities, the new issue/not new issue variable A{l) is not
included in this model. registration of securities, the new

issue/no new issue variable is not included in this model.)

This includes firms that are regulated, non-regulated, and

have false statements (see Tables 11 through 14).

v1.2) = £ {Cy, Ay, Py D2

—— el e e e o e e T e o o i e

This includes firms that are regulated, nen-regulated, and
have violated the filing provision of the Securities Laws (see

Tables 15 through 18).
Vi1.3) = ¥ {C, A, P, D}

Violation Type 4 model:

This includes firms that are regulated, non-regulated, and
have violated two or all three of the previous violations (see
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Tables 19 through 22).

Vii.4) = ¥ {Cy As P, DI

—— e i IS e e v T e —— o T — —

This includes firms that are regulated, non-regulated, and
have violated other provisions of the Securities Laws. This
model is not estimated in this study because of the insufficient

sample size.

Vi1.5) = f {Cy, A, P, D3
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DATA VARIABLES

Conceptual variables are measured using one or more data
variables to test the hypotheses. The data variables,

corresponding toc each conceptual variable, are as fellows:

Conceptual Variables: V = f R, C, A, P, D}

Data Variables: V(1) = f {R(1), E(1), A(1.,2)s P(1), D(1})2

Where V{l1) = 1 wvioclator of the Securities Laws,
Vil) = 0 non—-viclator of the Securities Laws.
and V(1.X) =1 for regulated vioclaters (where X represents

the type of the viclation),

V(1.X? = 0 for non—regulated violaters for violation
type X.

The "Intreoduction" and ‘"Hypothesis 1" of the “Research

Hypotheses Section" discusses the dependent variable.

Where RI(1)

1 SEC requlated firm,

R(1) = 0 non-regulated firm.

47



Where C(1) = weighted average of Tobin’s @ and

Palmer’s Index.

This continuous variable measures a firm’s competitiveness
in testing Hypothesis 2. Tobin’s @; which measures the degree of
monopoly, is calculated as folloes: Market value of common and
preferred stock divided by replacement cost of the assets
(Lindenberg and Ross, 1981). This is approximated by the

following formula:

M.V. of common stock {(see below) +
Book value of all other classes of stocks

Total assets + Total accumulated depreciation

M.V. of common stock is equal to the market price multiplied
by the number of outstanding shares. If no market price data is
available (if, for example, the stock is a new issue) then the
offer price will be used. This will be obtained from litigation

files and/or in registration files.

The Palmer’s moncopoly index is a firm’s sales as a
percentage of its industry sales multiplied by its industry’s
barriers to entry index. The barrier to entry index is based on
a three—part classification: "high," "substantial," and
"moderate-to-low." These are coded as 1, 0.5 and .00! (Palmer,
1973). The Palmer’s index score gives a measure on a monopoly-—
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competitiveness dimension for each firm.

The data variable C(1l) is calculated below from Tobin’s @

(TR) and Palmer®s Index (PI):

TQ PI
Ct1)y = - - x TQ + - -— & PI .
TQ + PI T@ + PI

These measures have been used extensively in a variety of
authoritative economic studiess see for instance, Bain (192465,
Ciccolo (1973), Hall and Weiss (1947), Mann (19646 and 1270},
Rhoades (1972), Sullivan (1977), Tobin (1969 and 19278),; and Tobin

17
and Brainard (1948 and 1977) N

e e e e B o, e o e e e et e s e S g . e e o S o

1 firms engaging in new issues of stock,

Where A(1)

All) Q0 firms not engaging in new issues.

To determine whether a viclator firm is engaged in new
issues,; the SEC News Digests in the three—-month—-period prior to
the violation date (see the Data Sources section of the thesis)
and the litigation releases were examined. For the non-viclator
firm, the SEC News Digests in the three-month-period prior to the

end of their fiscal year were examined.

e e s o B o e e e e e e e e e o R e D e e e e

Where A(2) = age of the firm (incerporation date to the

viclation date).
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The importance of the A(2) variable is to assess the level
of information asymmetry between managers and investors for new

and existing firms.

Where P(1)

a rate of return on owners’ equity (net
income or net loss/owners” equity) divided
by the average rate of return for the

industry using the Value Line data.

The variable is assigned a negative value when ever firms
have net loess. In addition, the variable is adjusted according

to the following criteria:

if a firm has net loss with positive ownersi equity or
positive industry returmn ADD 1,

if a firm has net loss with negative cowners’ equity or
negative industry return SUBTRACT 1.,

if a firm has net income with positive ocwners?® equity or
positive industry return SUBTRACT 1,

if a firm has net income with negative owners’® equity or
negative industry return ADD 1.
This variable measures the link between the pressure to

manipulate profits and the propensity to vioclate the Securities

Laws.

—— e e e e e R L = L

Where D(1) = debt to equity ratie. (This variable always
takes a positive sign, but i1t must be
increased by 1 if a firm has a negative
cwners”® equity.)
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This proposition reflects the influence of debt covenant

constraints on the propensity to viclate the Securities Laws.

In summary, the conceptual variables and their data variable

surrogates are related as follows:

CONCEPTUAL. VARIABLES
R Cc A P D
R{1) o
C(1) X
DATA
All) b
VARIAEBLES
Al{2) %®
FP(1) ®
D(1) X
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As indicated previously in Figure 1, the Moody’s manuals
were selected as a primary data source for data on firms active
in social wealth accumulation. The SEC Dockets together with the
SEC litigation files served as supplementary data sources for
firm®’s violating of the Securities Laws. It should be noted that
these sources bias downwards the estimate of the number of
violators insefar as "not all crooks get caught!* Thus the

evidence is a conservative test of the propositions.

A two—stage random procedure sampling is used:r The first
sample for vioclators is selected from the SEC Dockets (using
Jarnuary 1, 1980 — December 31, 1287). Each firm is then
investigated te ascertain its SEC regulatory status (requlated or
non-regulated). The second stage extends the original sample by
using stratified random sampling to obtain a sufficient cell si:ze
fer all types of firms (regulated vioclaters, regulated non-
violators, non—regulated violatorss non—-regulated non—-violators?.
Stratified random sampling involves taken random selections, to
pre—set limits, from two er more sub-populations. Thus, for
instance, random selections from female and male student
populations may be pre-set at limits of 40 and S0 respectively,
reflecting known proportions of the population—at-large. While
endeavoring to obtain a sufficient cell size, a comparable number
of violators for regulated and non-regulated firms were picked
for each year. In addition, an attempt was made to match the
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violators with non-violators (regulated as well as non-regulated)

by industry and year nf violation.

The following data sources were employed in addition to the
Mocdy’s manuals: the SEC microfiches (for annual reports,; 10-K’s,
etec.,)s the SEC News Digests (published daily by the SEE and
lists firms (new or existing!) that sell new securities), the SEC
registration files (in Washington), the SEC litigation release
files (in Washington), and the Court files for a given litigatiaon
(especially in Southern District of New York cases of litigations

-— in New-ank City or Bayonne, New Jersey).
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EMPIRICAL_RESULTS

Tables 3 through 22 represent the results of the multiple

regressions logit, probit, and discriminant analysis for five

different models with different sample of firms.

The breakdown

of the sample of firms into violation and regulatory status is

shown at the bottom of each table.

In summary, the tables showing the empirical results are

related to the statistical models as feollows:

STATISTICAL. MODELS

Multiple Discriminant

regression Logit Probit analysis
EMPIRICAL TEST
Full sample Table 3 Table 4 Table S Table &
(154 firms)
Viclation Type 1 Table 7 Table B Table 2 Table 10
(34 firms)
Violation Type @2 Table 11 Table 12] Table 13 Table 14
(40 firms)
Viclation Type 3 Table 15 Table 1&] Table 17 Table 18
(85 firms)
Violation Type 4 Table 19 Table 20] Table 21 Table 22
(26 firms)
Sample of 124 firms| Table 23 Table 24| Table 235 Table 26
(154 - 30 held out
sample)

Logit and Probit coefficient estimates (Tables 4, 8, 12, 14,

and 20 and Tables S,

Qs 13,

17, and 21,

a94
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compared to each other directly. According to Aldrich and Nelscn
(1984, pp. 44-43), there 1s a scale difference between the two,
such that logit coefficients afe about 1.8 times the size of
otherwise comparable probit results. They claim that making this
(approximate) correction indicates that the two sets of
coefficients differ very little. In Table 4 (sample of 154 firms
for Logit) and Table 5 (sample of 154 firms for Probit), one can
cbserve that even though signs and the values of the coefficients
of the two models differ, the significance levels are almost the
same. However, in Tables 20 and 21 the significance levels are
also slightly differ because of the smaller sample size (24 firms

C'ﬁly) -

The evidence suggests that there is little difference
between the results for the two procedures (leogit and probit).
Thus, for instance the goodness of fit Chi-Square values for
Logit and Probit are B.817E-30 (Table 3) and 7.177E-31 (Table 4)
respectively. For a smaller sample size, the Chi-Square results
for Logit and Probit are 5.007E-35 (Table 20) and 2.006E-33
{Table 21) respectively. Similarly there is little difference
between the two procedures in terms of individual parameter
estimate comparisons (see Tables 4 and 5). The differences get
smaller with the increases in sample size as noted in our

results.

Comparison of the size of coefficients between multiple
regression results and logit or probit is more difficult.

Casual inspection indicates that the coefficients for the
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independent variables show the same signs and are approximately

the same size.

Of particular interest are the coefficients in the full
sample as they facilitate prediction of the value of the
dependent variabhle. Using the multiple regression results of
the full sample of 154 firms (Table 3), a firm having a new
issue, a 50% debt/equity ratio, a 10% return on equity relative
to the industry return, a .20 competitiveness, being established
10 years ago, and being regulated, has a prebability of viclating

the SEC Laws about 78%.

Ne such easy conclusion is possible’ for logit and probit,
since the impact of any variable is nonlinear. Tables 4 and S
show for Lcgit and Probit, predicted probabilities for the
values of the dependent variables around 10 and 8 respectively--—-
a meaningless result. This is possibly due to the linear

relations in the data.

Discriminant analysis (Tables &4, 10, 14, 18, and 228) provide
the standardized discriminant function. Since the discriminant
variables are not normally coded in standard form (such as
multiple regression coefficients), the standardized discriminant
function coefficients may not be useful for computational
purposes. However, the standardized discriminant function
coefficients are of a great analytic importance in and of
themselves. When the sign is ignored, each coefficient
represents the relative contribution of its associated variable

to that function. The sign merely denotes whether the variable
Sa



is making a positive or negative contribution. The
interpretation is analogous to the interpretation of beta weight

in multiple regression.

In Table 3 (full sample—154 firms), one can see that
independent variables vary, in order of importance, as follows:
new issues; return on equity relative to the industry return, debt
to equity, firm’s age, competitiveness, and whether a firm is
regulated or not. Discriminant anmalysis results of Tables 10,

14, 18, and 22 confirm these results.

The signs of coefficients for all the independent variables
for the full sample (Table 3: the multiple regression test) are
in the predicted direction and the discriminant analysis for the
same sample (see Table &) provides exactly the same results in
terms of the significance level and importance of the

independent variables. Namely:

Multiple Regression Results Discriminant Analysis
—significant at— ——importance——
(high to low} {more to less}

(signs are ignored)

All) «0001% . 40946
PO S% « 26794
D(LY 5% . 26207
A(2) 10% 201460
c(1) 20% 14416
R(1) 28% . 09420

The results of multiple regression (Table 3) for independent
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variable A(l), significant at .0001%, indicate that, during the
issue of new shares, there is a propensity to violate securities
laws because management abuse their asymmetric information
advantage over investors. This result is supported, albeit less
strongly, by variable A(2) (age of the firm) which indicates that
new firms, with little track record, are more likely to violate
than elder firms. The sign for this variable is in the correct
direction although the coefficient is only significant at the 10%

level,

Table 3 shows that the propensity of management to violate
because of pressures to bias profit measures P(1) and to meet

covenant restrictions D(1) are significant at the 5% level.

The degree of competition C(1) increases the proclivity to
violate. This result is in the opposite direction from that
posited by Benston. While the ceoefficient’s sign is in the
correct direction, it registers a type 1 error 20% of the time.
Similarly, the obligation to file (being regulated) with the SEC
R(1} does dampen the tendency to violate, however the

significance of this ceoefficient is a low 28%.

30 firms were held out,; randomly, from 154 firms in order to
predict these 30 firms? viclator/non-viclator status and check
the results of the multiple regression model(s) (see Table 23).
Table 23 (multiple regression model of 124 firms) shows that,
overall, 80% of the firms (namely 24 of 30 hold out sample) were

correctly predicted by using the multiple regression results of
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184 firms. The comparison of Table 3 (154 firms) and Table 23
(124 firms) reveals that all variables in beth tables have the
expected signs. In general; the significance level increases
when the sample size is increases from 124 to 154 firms. The
full sample (154 firms) would give a prediction accuracy rate of

mere than 80% (Table 3).

The above findings are confirmed by the results of
discriminant analyses in Tables & and 26. The classification
results of the discriminant functions show that, overall, 75.32%
of the 154 firms and 75% of the 124 firms are correctly
classified in Tables & and 24, respectively. There is a slight
improvement in classification accuracy with the increase of the
sample size. Tables & and 24 of discriminant analysis show that

the variables have the same sign and relative magnitude.

Matrices of Pearson Correlation cecefficients are provided
for each multiple regression model. When properly employed, the
correlation matrix becomes an excellent technique for uncovering
spuriousle relationships, locating intervening variables, and can

even be used to help the researchers make certain types of casual

inferences (SPS5S, 1975).

It is clear from the correlation matrix of the Full sample
(Table 3) that the relationship between the dependent variable
and the independent variables are in the following order
(disregarding the signs), from the most important to the least

important oneji; new issues A(l), age of a firm A(2}), debt to
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equity ratio D{(1), rate of return on equity reltative to the
industry return P(1), competition C{(1), and regulated/non-
reqgulated R(1). Table 23, also, provides similar results, namely
new issues A(l) having the hoghest correlation and regulated/non-
regulated R(1) having the lowest correlation to the dependent
variable V(1), The correlations of tables 3 and 23 indicate that
approximately 23.55 of the variances in violation of SEC Laws are

determined by the new issues Al{l).

Further examination of the correlation matrices (in Tables 3
and 23) shows that new issues A{l) is higly cerrelated with the
dependent variable V(1) without being effected by any other
independent variables. This can be cobserved by the following

correlations results:

Vi) R(1) C(1) A(2) P{1) D(1)

Table 3: A(l) 4887 .0123 ~.0385 -.0791 -—-.04619 .02258

Correlation of the age of the firm A(2) with the dependent
variable V(1) is, also, standing alone without being effected by
any other independent variablse in the functions. This can be

cbserved by the following correlation results:

vii1) R(1) c(1) A1) P{1) D(1)

Table 3: A(2) -.1429 .1049 -—-.0628 =-.0791 .1002 -.0051%

The same interpretation applies for debt to equity ratio D(1).

The results of Tables 7, 11, 15, and 19 (multiple regressicn
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models) and Tables 10, 14, 18, and 22 (discriminant analysis)
reveal similar results to the results of Tables 3 and &. Some
differences are observed for the signs, significance levels, and
importance of the variables based on different type of viclations
and the sample size. The low significance levels maybe due to
the small sample size of 33, 40, 29, and 235 for violation type 1.

2, 3y and 4 respectively.

A closer look at the correlation matrices’ results of Tables
7y 11, 15, and 1?2 {(multiple regression models) reveals that
almost all independent variables have notable correlation with

the dependent variable. This can be observed in the follcocwing

examples:

ca1) Al2) P{1) b(1)
Table 33 R(1l) —-.1241 .106892 -.1351 .0910
Table 7: R{1) -.2991 .3010 -~.34465 .2188%

In addition to the multiple regression results; a closer
look at the discriminant clasification results of Tables 10, 14,
18, and 22 reveals a successful prediction rate of 75.76%4 of the
firms for type 1 violation, 704 of the firms for type 2
violation, 72% of the firms for type 3 violation, and 74% of the

firms for type 4 violation.

In interpreting the results concerning the impact of filing.
it is important to remember that study period spans the tenure of
SEC chairman John Shad who relentlessly pursued a policy of staff
and service cuthacks to produce a "leaner" SEC. Insofar as the
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disciplining influence of SEC surveillance and filing was blunted

by Shad’s policiess; it would account for a "leaner" SEC and the

low significance of the empirical results.

Overall, the results cast doubt on the wisdom of an
unconditional reliance on market regulation. The study targets
specific areas of "market failure" where violations become more
prevalent. With varying degrees of significance, the intensity
of competiticn C(1), information asymmetry A(l) and A(2),
pressures to meet profit targets and debt covenants P(1) and
D{1), and the obligation to file (being requlated) R(1), all

influence the level and type of viclation.
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The capital market is a cockpit where social struggles most
germane to finmancial accounting are worked cut. Securities
disclosure legislation, such as the US’s 1934 Glass—-Steagall Act
and the UK’s 1948 Companies Act, were part of a more general,
Keynesian—inspired post-depression movement to temper the
excesses of unregulated markets. In the US; securities
legislation sought to restore "confidence" by restricting the
involvement of banks in securities trading and by requiring
financial disclosure by large corporaticons (Merino and Neimark.,

19823: Cooper, 1984).

National legislation provided only temporary respite however
as material conditions changed and ideolocgical challenges to
legal restrictions emerged. The partial internationalization of
capital markets (especially the Eurcedollar market) permitted
banks to circumvent minimum capital requirements and corporations
to avoid their own national disclosure regulations. Thus
"stateless" capital markets competes in terms of both supply and
demand, with their regulated (socialized) counterparts in New
York, London, and other money centers. presenting a fait accompli
to regqulators of national markets: if the capital market business
is to remain in their bailiwick, they must be liberated from the

burdens of regulation.

These "objective" changes in the material conditions of
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capital accumulation have been accompanied by a virulent
ideclogical, cultural, and intellectual counter attack to secure
recognition of the "realities" of the new international economic
order and popular support for cutbacks in state intervention,
expenditure and taxation (Lehman and Tinker, 1987). In the
forefront of recidivist theorizing has been George Henston and
the Nobel Laureate George-Stigler who have provided the
intellectual spur for dismantling the apparatus regulating
national capital markets. In essence, these theorists promote
market processes,; and denigrate the state’s apparatus as an

efficacious means of social regulation.

The empirical results raise gquestions about the desirability
of unqualified deregulation by pointing te specific circumstances
where abuses of securities laws tend to proliferate. Even
stronger support for the hypoetheses might have been forthcoming
but for two handicaps specific to the empirical situation: First.
that data is only available for that small percentage of
viclators who are detected and prosecuted (less than 1% according
to some estimates (Tinker, 1987A)) and Seconds, that this study
was conducted in a pericd in which the Executive Branch of the US
Government was extremely hostile to SEC enforcement action and

accordingly starved the agency of resources.

Not withstanding its impediments, this research puts into
guestion the conventional empirical metheds that have been used
by accounting researchers to endorse market regulation and oppose
mandatory disclosure. Nowhere in science has the practice of
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"making assumptions” been more abused than in economics and its
thecoretical dependents in accounting and finance (Blaug, 1980;
Caldwell, 19828, 1984). Traditionally, assumptions are invoked in
a spirit of precaution: they refer to extant conditions that are
thought to prevail, but for which incontrovertible proof has noct
been secured. Assumptions serve only to affirm what is widely
believed to be the case;j they represent a medest caveat or
caution against eventualities that are thought unlikely to

materializce.

Assumptions that predicate theerizing in contemporary
financial economics and accounting bear little resemblance to a
mild precaution. "Pure competition," "homogeneous expectations."
"diminishing returns to scale" etc., are not assumptions about
extant conditions that can be reasocnably assumed to exist, rather
they refer to the highly restrictive and often unrealistic

conditions to which a theory applies.

Two additional considerations contribute to the misuse of
assumptions in accounting and economics. First, assumptions are
frequently constructed in a manner that makes them empirically
untestable (unprovable or irrefutable). Probabilistic (or
"fuzzy") statements are particularly impervious to evaluation:
"The “typical’ firm maximizes “long run’ profits" (for instance).
Seconds universal applicability is usually claimed for an
assumption, leaving the burden of finding the limits of
applicability unhindered by guidance as to what would constitute

a refutation (Poppers 1959).
&9



The combined impact is a total transformation in the use of
assumptions: from statements about what is truly thought to
exist, to ideological proclamations about a sometimes monstrous
fantasy world, used to support self-serving policies. The
patina of scientific legitimacy offered by "stating one’s
assumptions” masks an ocutrageous violation of the integrity of
the practice. This perversion of a scientific practice allows
assertions, as untestable as anything found in alchemy,
astrologys and mysticisms éo be dressed in the ritualistic garb
of science, and used as a conduit for promoting sectarian sccial

policies.

What motivates the proffering often implausible assumptions?
Froem a deconstructionist perspective, it is the reality that is
promoted as well as the reality that is denied and the
possibilities that are precluded, that prompts a particular
construction of events. The more outrageous the assumptions, the
more they transgress our sense of what we know te be éfue, and
thus the more severe the censorship and mystification perpetrated

by the theory.

Assumptions about the prevalence of perfect competition
exemplify the ideological rcle of assumptions. Perfect
competition is typically defined by five critical assumptions
(Cohen and Cyert, 19755 Mansfield, 19753, 197%9}:

1. That all firms in an industry produce a homoegeneous

product. Thus, the properties of any one firm’s

product are neither superior nor inferior to the products
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made by other firms in the same industry.

2. That business firms and consumers possess

perfect knowledge of relevant alternatives. It follows that
all firms have access to the same types of production
technologys and that potential buyers and sellers are
familiar with prevailing market prices.

3. That firms attempt to maximize their profit and consumers
try to maximize their utilities (i.e., their
satisfaction from spending their money as they choose).

4., That atomistic competition prevails, implying that the
number of buyers and sellers in each market iz so large that
any one individual firm or household has only a negligible
effect on market price.

S. That there is free entry and exit in every market.

Few realities would meet the stringent conditions imposed by
the above assumptions in their undiluted form. Attempts to make
the assumptions "realistic" usually invelve adding qualifiers,
such as "most" firms, or "a large number" {(of buyers and
sellers). However, this merely compounds the problem as what
constitutes "most," "typical," or the "long run" is never
theoretically defined, and thus the theory is not empirically

testable (Popper,19959; Caldwell, 1982, 1984).

The assumptions constituting perfect competition may be
further deconstructed by noting“importance of asserting thé
existence of equilibrium levels of price and output. Equilibrium
analysis permits economists to asserts the functiocnality of
prices found in the market place-—that the wage rate paid, and
the prices charged, for goods and services can be justified and
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are rational in an economic productivity sense. If
equilibrating tendencies are put into question, so is the
legitimacy—of and justification—for a specific price structure.
The implication is that the process of wealth distribution is a
Hobbesian brawl—--not on a fair and rational allocative mechanism

that values "need," "effort," and "worth."

Disequilibrium——rather than equilibrium——is a more plausible
assumption regarding the usual state of most real—-life markets
(mansfield, 1972). Demand curves are constantly shifting in
response to changes in tastes, preferences and incomes, etc.
Supply curves are also constantly shifting in response to changes
in technologys resource limitations, etc. Thus, the equilibrium

levels of prices are constantly in a state of flux.

The severity of the above functionality assumptions is
indicated by Cohen and Cyert (1975) who detail the necessary
conditions to support statements and conclusions about economic
efficiency as: (a) the marginal rates of substituticn between any
two commodities should be the same for any two consumer, (b)) the
marginal rates of transformation between any two products should
be the same for any pair of producers, (c) the marginal physical
products of a given factor for a given product should be the same
for any pair of producers, (d} the marginal rates of technical
substitution between any two factors should be the same for any
pair of producers, and (e) the marginal rate of substitution

between any two commodities should be the same as the marginal
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rate of transformation between these two commodities for any

producers.

The Oxford price studies was the early authoritative
empirical source te rebut the diminishing returns to scale
assumption included above. The Oxford studies showed that cost-
plus (rather than a supply and demand}) provides a bhetter

empirical foundatieon feor price theory (Nell, 1972).

The power of business firms or households to modify market
prices stems from their ability to regard price as a decision
variable rather thanm as a constant given by the market. Price
making indicates a degree for economic power for private
decision—making units is a market imperfection. BGovernments alsa
override markets (often on behalf of other market participants)
by establishing quotas, granting subsidies, imposing sales taxes

and import duties.

What is repressed by the functional assumptions is the
latent agenda of market regulation: that passivity and compliance
are the best postures under capitalism; that political; social,
and industrial interventions serve only to impede the efficient
workings of the equilibrating processes; that the present
distribution of income and wealth accords with criteria of
marginal productivity and global economic efficiency. If the
functional aséumptions are put into questions so are the politics
of political quietism that these assumptions promote (Tinker et.

al., 1968).
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Increasingly, accounting research is being conducted that
begins with an alternative set of assumptions to those of
necclassical thought: that marketss corporations, and the state
are terrains of social conflict, and that accounting-—and
accounting research-—-inevitably "takes sides" in such conflicts.
This new research interrogates two prior questions: "what are the
sides in conflictual situations?" and "how do——and should--

accountants cheose which side to support?®

This emerging viewpoint is advanced by a mushrooming new
journal market in accounting. Publications such as Accounting.
Organizations and Scociety, Advances in Public Interest
Accounting, Journal of Accounting and Public Policy, and Critical
Ferspectives on Accounting, all take social conflict and
disequilibrium (rather than efficiency and equilibrium) as the
basic characteristic of accounting situations. Thuss the third
world debt, pension accountings; public utility acceunting,
management buyouts, and the saving and lcans crisis are all
examples of current research undertaken frem a social conflictual

viewpoint.

Research into mandatory financial reperting has a leng—-time
affiliation with legal studies. In this research tradition, the
efficiency perspective has never totally dominated the social
conflict orientation and its focus on social equity. In the long
span of financial accounting research, the last fifteen years of
market studies are a mere blink in the subject’s research
history.
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This thesis may be seen as a revival of the conflict-based
tradition in mandatery financial reporting: First, it rejects
"take-spinning" as the ohly source of evidence for accounting
research and emplovees evidential sources hitherto neglected by
accounting research and Second, it focuses on deviant cases (the
violators who are the phencmenon of interest). The latter is
mere likely to provide insights for targeting mew regulation and
disclesure policy than research that confines its examination to

the "typical"” or "mythical average" case.

In acecounting, there are two basic issuess: First, the
standards for preparing an accounting information (such as LIFO,
FIFD inventory methods) that is set by Financial Accounting
Standards Board (FASB) and SEC. Second, the standards for
providing accounting information toc the public (such as filing
requirements by SEC which is the subject of this thesis). The
availability characteristics of accounting information makes it
as a public good. If users of accounting information were
required to pays and if free riders exist, the market of
acounting information would not be the scocial optimum.
Regulation for availability of accounting information corrects

for this market imperfection (Solomons, 1984, pl84).

It is a necessity that there should be regulatory agency to
correct the market imperfection and this agency must have a power
to enforce the regulations. However, it is not important whether
it should be a government organization (such as SEC) or a private
aorganization {(such as FASB). The agency must, eventually,
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achieve the public’s acceptance and trust and must have adequate

financial resources to be able to function effectively.

Concretely, the research suggests that Section 12(g) of the
Securities Exchange Act of 1934 (revised, July 8. 1984) be
modified in order to expand th? scope of corporations required to
comply with disclosure laws. In addition to the Treadway
Commissions general recommendaticonss, the SEC should expand its
enforcement remedies to impose severe penalties and tailor such
penalties tc individual cases. Finally, the agency should start
educating the users as weel as the issuers about the economic

importance of accounting information.

This research is not an unreserved endorsement of all forms
state regulation (Berry et.al., 1987). Clearly state regulation.
in-and-of-itself, does not render capitalism’s dialectic
cbsolete; state bureaucracies continue to be progressive,
captive, repressive, and, most of all. contested, even under the
rhetorical guise of "The National Interest" {(Burchell et.al..
1980 and 19853 Tinker, 1987B). The point is that the state’s
apparatus for accounting disclosure and securities regulation is
a disputed territory in the social conflicts endemic to
capitalism, and theories sponsoring deregulation (or greater

regulation) should be interpreted and interrogated in that light.
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FODOTNOTES

1. The phrases "mandatory corporate disclosure system” or "the
SEC’s mandatory corporate disclosure system" are used here to
denote the data business firms must disseminate when issuing new
securities under the Securities Act of 1933 and when making
annual and periocdic reports to shareholders as required by the
Securities Exchange Act of 1934. This definition excludes the
mandatory disclosure required by any other statute.

2. An indication of the economic issues at stake here is
provided by data as to the growth in securities markets., In the
1235-1944 decade, a total of $24 billion worth of securities were
registered with the SEC. In the 1945-1954 decades %67 billion
of securities were registered. In the 1955-1944 decade, €155
billion of securities were registered. In the 1965-1974 period,
$543 billion of securities were registered (46 SEC ANN. REP, 132,
1980). Thus, the annual average of registered securities
increased from $2.4 billion in the 1935-1944 decade; to $6.7
billion in 1945-19543 tco $15.5 billion in 1955-19&44; to $53.2
billion in 19465-1974; and to $83.2 billion in the six and one-
guarter years, 1975-1980 (Seligman, 1983).

3. These criticiesms of the SEC’s mandatory corporate disclosure
system have added significance because several of the authors
{including Kripke, Phillips, 2echer and Karmel, and Wolfson) are
former SEC employees.

4. In the deregulatory spirit of recent times, Congress has
rejected an SEC legislative initiative concerning municipal bonds
(Final Report in the Matter of Transactions in the Securities of
the City of New York (1979)) and an FTC request that socmething
analogous to the 1233 Act prospectus accompany the sale of each
life insurance policy {(see FTC, Life Insurance Cest Disclosure.
1979).

5. Supporters of mandatory disclosure typically appeal to such
work as that of Peltzman (1974) and Stigler (1971) to argue that
the political "market"™ for voting (with lobbying and
sidepayments) is an adequate democratic process.

6. "Thus if from 19246 to 1928 a common stock rose from %20 te
%30, the price ratio is 150 (percent) or an increase aof 50
percent,; but relative to the market,; which rose by 68B.5 percent
over this period, the new issue fell 12 percent.” (Stigler,
1964a).

7. Regarding the comparison of the variance ratios for the
pre—SEC (1923-1928) and post-SEC (1949-1955) periods, Stigler
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argued that a decline in price variance would imply that
investors were receiving material information: "I[pIrice
dispersion is a manifestation - and,; indeed,s it is a measure - of
ignorance in the market." (Stigler, 1961). Analogously, there
would be greater variation in the price of new security prices if
investors suffered greater information deficiencies in the post-—
SEC period. Thus Stigler hypothesized that no change in this
ratioc between the benchmark and test periocds indicated that the
SEC’s mandatory new issue disclosure requirements had no material
effect. Conversely, an improvement in the new issue prices
relative to the market improved in the post-5EC period implied
that the mandatory disclosure requirements had protected
investors from overpricing when new securities were first issued.

8. Merino and Neimark (1982) point out that by requiring
disclosure of certain financial information instituticonalized a
major change in investor behavior. Thus, this may be another
reason that fewer "risky" issues were floated in the post-5EC
pericd.

?. Ultramares Corporation versus Touche (225 N.Y. 170, 174 MN.E.
441, 1931) is the predominat authority in the area of third party
liability of accountants for less than intentional acts of
misrepresentation. The defendents certified the balance sheet
of Ultramares with a net worth of over $1 million when in fact
the company was worth far less. The trial court found that the
defendants were negligent in net pursuing inquires that would
have revealed fictitious accounts receivables. The New York
Court of Appeals reversed the appellate division’s verdict and
decided that the auditors should not be held liable to creditors
and investors for negligence if their report was primarily for
the benefit of the client.

10. In addition, Merino and Neimark (1982) claim that Benston’s
study failed to assess the accounting policies underlying
financial disclosure. For instance, the basis for depreciation
charges need not be revealeds and could be changed withcocut any
notification being given. Benston might retort in such cases
that no prima facie evidence existed that such disclosure was
economically warranted; such a reply however asserts (rather
than demonstrates) the efficiency of market processes.

11. The Advisory Committee on Corportate Disclosure to the SEC
{(1977) noted that a great deal of information in SEC filings is
redundant, but there were other advantages to the filing process:

".sa.knowledge that information...made publicly
availahle will, when...incorporated in a filing with
the Commission, become potentially the subject of
serious liabilities under the securities act will cause
the informat when initially released te be more
credible and reliable., Thus the subsequent filing
has...a disciplining effect in assuring that the
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earlier release is accurate. Furthermore, the
information contained in the filings is usually much
more extensive than that released earlier. Thus, it
provides to analysts and others a means by which the
more abbreviated information released may be
qualitatively reviewed,; parsed; and assessed. To some
extent, the detail itself may constitute additional
necessary information which would not be available but
for the requirements contained in the various filing
forms."”

12. This discussion ignores the cost of producing accounting
informations, and the distribution of that burden between various
parties.

13. Friend and Westerfield (1974} draw our attention toc some
possible difficulties with Benston’s distinction between
"disclosure" and "non-disclosure" firms. Although the 193 "non-
disclosure™ companies (with one possible exception) did nct
disclose sales; they did disclose net income and that this was
“"the more thecoretically relevant variable." They infer
therefore, "that Benston’s... test deoes not distinguicsh between
non—disclosure and disclosure firms but between less and more
disclosure firms that trade on the NYSE." (Friend and
Westerfield, 19743 Friend, 1974).

14. Benston relies on Stigler’s “"Captive Hypothesis" to explain
how market preocesses were subverted and the securities acts
installed. Benston argues that the SEC’s "primary" interest in
administering the Securities Acts was serving "enduring groups
whose demands it believes to be proxies for the public®s
needs....securities analysts, stock brokers, investment bankers.,
certified public acceountants, financial executives and business
groups” (Benston, 1976 p. 167). Benston supports his cenclusion
with the work of Manne and Sclomon (1974}, which argued that the
1933 Securities Act was supported by leading Wall Street houses
as a mechanism to curtail competition from “"nmew or less eficient
firms that cut prices."” In examining comparable claims in
Stigler’s (1944a) article, Friend and Herman (1244, p.382)
cbserve that such claims represent "a triumph of ideology over
scholarship."” Not only did the leading Wall Street firms lobby
against significant provisions of the acts that were eventually
accepted, but these firms then prosecuted a "capital strike"
against the 1933 Act for nine months after the 1934 Act’s
amendments were adopted (Seligman, 1982, p. 114-15). It seems
very unlikely that interest groups who were so active in opposing
the act could be held responsible for its successful passing.

15. This argument overlooks the fact that, compared with owners,
management usually have specialized expertise and thus a
comparative advantage in managing. Hence, managers may
appropriate axcessive compensation and still return to the owners
more than they would earn from running the firm themselves. In
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such a case, Jensen and Meckling’s argument is deficient; it
would be more logical to argue that the "opportunity forgone" (by
allowing the existing management toc operate the firm) is
employing the (next best) management team available. It is
unrealistic to assume that the opportunity cost to the cwners is
assuming control themselves (Tinker, 1987).

164. The logit and probit models are so similar as to yield
esgentially identical results. Aldrich and Nelson (1984) claim
that, in practices; legit and probhit vield estimated choice
probabilites that are virtually indistinguishable, except with
very large samples (ibid., pp.34). Several studies assert that
multiple linear regression results are consistent with those of
legit and probit (Benston and Kransey, 1978, p.220). The study
investigates the suitability of multiple linear regression,
logits and probit for a particular data set,

17. Instead of the Tobin-Palmer measure of monopoly-
competitiveness, we might have used Herfindahl Index of
concentration (Rosenbluth, 1935). The Herfindahl Index is
calculated as follows:

N

cC = E (X 7 X)e
i

i=1
where C = concentration measurement,

X = total revenue,

X = ith firm’s revenue,

i
N = number of firms in the study.

18. A spurious correlation is defined in relationship between tweo
variables, A and B for example,; in which A’s correlation with B
is solely the result of the fact that A varies along with some
cther variabley; C for example, which is indeed the true predictor
of B. In this case, when the effects of C are controlled, held
censtant, etc., B no longer varies with A (SPS5S, 1979).
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FIGURE 1

THE STUDY POPULATION AND DATA SOURCES

?112v450
rms regulated
by the SEC (1986)

//////””\
5,98

Pirms in thgtuoud 's Man'
(1986) ¥y uals

l|173
Firms in the Moody's
manuals that are not
4,812 regulated by the SEC
Pirms in the NMoody's
manuale that are regulated
by the SEC

UNIVERSZ: 2,926,000 Corporations filing tax
returns (1982).

Sources: 1. Statistical Abstracts of the US, 106th Ed., 1986.
2. Directory of Companies Required to File Annual

Reports with the Securities and Exchange Commission:

Under the Securities Exchange Act of 1934,
Sept. 30, 1986.

3. The Moody's manuals, 1986.



NUMBER OF FIRMS REPORTED IN THE

TABLE 1

MANUALS 1986

MOGDY*S

Firms whose names
begins with

Non-regulated
£irms, whose names

Moody's ‘ begin with "A",
Manulas-~-1986 A -2 A only Identified using the
SEC Directory-1986
Industrial M. 1,797 151 14
Public Utility M. 473 30 9
Transportation M. 564 50 31
OTC Industrial M. 3,151 295 49
5,985 526 103

Using the above results, number of firms in Moody's

Manuals that are unregulated can be estimated as

follows:

103

526

Thus, 1,173

x 5,985 = 1,173

= firms in the Moody's Manuals are

expected to be unregulated (that

are not in the SEC Directory).
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Table 2

PILOT SAMPLE OF FIRMS DIVIDED BY THE TYPE OF VIOLATION
*

AND REGULATED VERSUS NON-REGULATED

Regulated Non-regulated
firms firms TOTAL
1.-Registration 7 31 a8
provision
2.-False 4 ) 10
statements
3.-Late or ? 2 11
not filing
4 .-Compound 9 34 43
violations
of first
three
9.~0ther 4 & 10
*# 3
33 79 112

*
Sources: The SEC Docket’s litigation releases; Jan. ist ~
June 30th, 1985 and the SEC Directory of 198S5S.

*3%
Data Sources: The SEC microfiches and the Moody’s manuals.,

E 2 1 ]
Data Sources: The Moody’s manuals, the SEC litigation
files (in Washington), and the Court files.
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Table 3

Multiple regression estimation model for Full Sample

Coefficients

Intercept « 319417
Regulated/
non—-regulated

R(1) - 042034
Degree of
competition

C(1) -. 000783

New issues/
no-new issues

All) « 331520
Age of the

firm

Al2) -.002830

Rate of return
oan equity relative
to the industry return

P(1) -.002183
Debt to

owners’® equity

D(1) « 002434
R-Squared = .28

v

(154 firms)

f {R, C, A! P,

Standard Error

.071817

. 00083533

077348

. 002206

001294

« 0054608

80

D}

T-value

_-585

-.919

6.872

1.283

1.4684

1.684

Significant at

28%

20%

L0001%

10%

3%

S%



Table 3

{(continued)

Pearson correlation (matrix) ceoefficients

V(1) R(1) c(1) A1)
V(1) 1.0000 —-.0085 -.0749 . 4887
R(1) 1.0000 =-.1241 0123
c{1) 1.0000 ~.0385
All) 1.0000
Al2)
F{1)
D(1)
Distribution of the 154 firms:
Regulated
Violators 31
Non—-violators 41
72

81

A(2) P{(1} D1
—.1429 -.0878 1212
.1069 -.1551 0910
~-.0791 0619 0226
1.0000Q .1002 -.0051
1.0000 .0539
1,0000

Non-requlated Total

346 &7

44 87

82 154

———— —— —— - i



Table 4

Logit estimation model for Full Sample
(154 firms)

V=f{R, Ca A: P’ D2}

Coefficients Standard Error t-value Significant at
Intercept 10.10517

Regulated/
non—-regulated
R(1) -1.6014E-29 -1.92177E-30C 8.351 .0001%

Degree of
competition
C(1) -4 .6384E-33 —4.4712E-32 099 20%

New issues/
no-new issues

All) -3.8884E-30 -3.74659E-31 10.319 L0001%
Age of the

firm

Al(2) 1.6139E-31 6.2643E-31 .258 40%

Rate of return
on equity relative
to the industry return

P(1) -8.8432E-32 -5.8173E-31 . 1328 44
Debt to

owners® equity

D(1) 8.0671E-31 1.2270E-30 . 657 2&8%

Chi-Square = 8.817E-30

Distribution of the 154 firms:

Regulated Non-regulated Total
Violators 31 34 &7
Non-vicolators 41 44 87

B 82 154



Table S

Probit estimation model for Full Sample

Vv

Coefficients
Intercept 8.97203

Requlated/
non—regulated
R(1) -1.7320E-30

Degree of
competition
(M 1.37460E-32

New issues/
no-—new issues

All) 3.4736E-31
Age of the

firm

Al2) 1.8079E-31

Rate of return
on equity relative
to the industry return

P(1) -2.1051E-32
Debt to

owners’ equity

D) _ ?.3382E-32

Chi—-squared = 7,177E-31

T T p——"

Distribution of the 154

Violators

Non~violators

{154 firms)

= F {R, C, A, P’ D>

Standard error t-value Significant at
-4 .1025E-31 4 .222 «0001%
2.7409E-31 050 50%
7 ..034BE~32 5.221 LO001Y%
1.3880E-30 «130 L45Y%
-2.7390E-31 Q77 S0%
2.8091E-31 -.332 37%
firms:
Regulated Non-regulated Total
31 36 &7
41 44 87
72 a2 154

—— e e s e et s P p——
Tt 1+ =S mms



Table &

Discriminant analysis for Full Sample
(154 firms)

V = Ff {Ry, C, A, P, D2

Standardized Discriminant Function Coefficients

Regulated/
non-regulated
rR(1) -« 07420

Degree of
competition
c(1) - 14414

New issues/
noc-new issues

AllL) « 24094
Age of the

firm

Ala) —.201460

Rate of return
on equity relative
to the industry return

P(1) — . 26794
Debt to

owners® equity

D(1) . 26207

Chi—-square: 48.972
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Clasification Results:

No. of
Actual Group cases
Violators &7
Non—-violators 87

Fercent of "Grouped

Table &
{continued)

Predicted Group Membership

Violators Non—-violators
a9 38
43.3% S&.7%
78 9
892.7% 10.3%

" cases correctly clascsified: 75.32%

Distribution of the 154 firms:

Violatours

Non—-violators

Regulated Non-regulated Total

) 36 &7
41 44 87
72 a2 154
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Table 7

Multiple regression model for Violation type 1
(33 firms)

V= {C, A, P, D2

Coefficients Standard error t-value Significant at

Intercept . 276605

Degree of
competition

ci1) ~.0104463 Q02137 -1.142 13%
Age of the

firm

Al2) » 0156851 .012241 1.377 10%

Rate of return
on equity relative
to the industry return

F{1} -.018010 . 308452 -2.131 2%
Debt to

cwners’ equity

D(1) - 020026 0314630 .633 27%

R—squared: .27

Pearson correlation (matrix) coeffictents

R(1) c(1) ad2) Pi1) D(1)
R{1)} 1.0000 -.28571 3010 —.3465 .2186
ca1) 1.0000 ~.3374 —.1440 -.1844
Al2) 1.0000 0836 -—-.0203
P{1) 1.0000 -~.2148
D(1) 1.0000

Distribution of the 33 firms:

Regulated Non-regulated Total

Vioclators 14 19 33

et e s e ey s sy —— o o e e s e s e e e s s
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Table 8

Logit estimation model for Violation type 1

v
Coefficients

Intercept 10,10517
Degree of
competition
cC1) —2.0056E—-33
Age of the
firm
Al2) 2.2042E-32

Rate of return
on equity relative
to the industry return

P(1) -3.2009E-33
Debt to

owners’® equity

D(1) -8,3300E-33

Chi—-square:s 1.8048-32

(33 firms)

=

f {Cy Ay P,

Standard error

-1.95B4E-33

1.5943E-32

~32.2141E-33

-2.3908E-33

Distribution of the 33 firms:

Violators

Regulated

e ——

87

D}

t—-value Significant at
1.024 16%
1.383 %
. 994 146%
3.484 L001Y%
Non—regulated Total
19 33

=======

o ——— —



Table 2

Probit estimation model for Vio
(33 Tirms)

v =+f {C, A, P, D}

Coefficients Standard error

Intercept 8.97203

Degree of
competition

C(1) -6.4686E-33 -1.2494E-32
Age of the

firm

Al2) -59.1428E-33 -7.3577E-33

Rate of return
on equity relative
to the industry return

P{1) -1.0777E-33 -2.1403E-33
Debt te

owners’® equity

D1} -1 . 4406E-32 -8.1784E-33

Chi—square: 1.018E-32

Distribution of the 33 firms:
Regulated

Violators 14

mEem====

88

lation type 1

t-value Significant at

.9518 0%
624 25%
« 904 30%
1.783 S%

Non—-regulated Total

19 33




Table 10

Discriminant analysis for VYiolation type 1
(33 firms)

v=+Ff{C, &, P, D2

Standardized Discriminant Function Ceoefficients

Degree of
competition

co - 44553
Age of the

firm

Al2) -.51134

Rate of return
on equity relative
to the industry return

P(1) . 755959
Debt to

cwners’ equity

D(1) -.23593

Ehi-square: @.248

Classification results

Predicted Group Membership

No. of
Actual group cases Regulated Non—requlated
Regqulated 14 S 9
35.7% 64 .3%
Non-regulated 19 16 3
B84.2% 15.8%

Fercent of "Grouped" cases correctly classified: 75.7&6%

Distribution of the 33 firms:
Regulated Non—regulated Total

Violators 14 19 . a3



Table 11

Multiple reqression estimation model for Viclation typel2

Coefficients

Intercept 1146216

Degree of
competition
C(1) -.011282

New issues/
no-new issues

AlL) 312312
Age of the

firm

A{2) . Q09033

Rate of return
on equity relative
to the industry return

P{1} —-. 003259
Debt to

owners’ equity

D(1) 017648

R-squared: .21

v

(40 firms)

= f {C, A: P,

Standard error

013181

. 178570

- QO&L047

001623

« Q097446

0

D}

t-value

—~. 856

1.749

1.494

-2.008

1.811

Significant at

20%

5%

8%

3%

4%



Table 11
{continued)

Pearson correlation (matrix) coefficients

R{1)
C(1)
AlL)
Al2)
F(l1)
D{1)

R(1) C(1)

1.0000 -.1708
1.0000

All) Al2)

P{1) D(1)

0613 .1508 -—-.2172 .2178
1972 -—-.246405 -—-,0257 -.1243

1.0000 —-.3417
1.0000

.14621 -.2570
.1218 - 0333

1.0000 .0574

Distribution of the 40 firms:

Viclators

Regulated

71

1.0000

Non-regulated

Total

11



Table 12
Logit estimation model for Violation type 2
(40 firms)

V=f{C,A,P,D}

Coefficients Standard error t-value Significant at

Intercept 10.10517

Degree of
competitiaon
C(1) —3.8014E-32 -2.74268E-32 1.386 Y%

New issues/
no—new issues

All) -1.2411E-30 —6.3790E-32 19.396 LQ01%
Age of the

firm

A(2) -2.4343E-32 -3.7485E-32 . L4 26%

Rate of return
on equity relative
to the industry return

F(1) 3.2018E-33 1.7926E-32 179 43%
Debt to

cwners’® equity

D(1) -3.2404E-32 -3.0521E-32 1.062 15%

Chi—-squared; 2.488E-32

Distribution of the 40 firms:
Regulated Non-regulated Total

Viaclaters 19 21 40

qa



Table 13
Probit estimation model for Viclation type 2
(40 firms)

vV =F {Cy AsP,D}

Coefficients Standard error T-value Significant at

Intercept 8.97203

Degree of
competition
c(1) -1 .92026E-32 —-2.7151E-32 . 701 24%

New issues/
no—new issues

All) 1.1616E-31 1.1844E-32 2.80646 LO01Y%
Age of the

firm

A{2) ~-5.4081E-34 ~-1.6471E~-33 . 328 37%

Rate of return
on equity relative
to the industry return

P(1) -1.46408E-34 -1.8170E-33 .D90 S0%
Debt to

owners’ equity

b(1) ~-1.9474E-33 -2.8828E-33 .237 30%

Chi-squared: 1.234E-32

it e o . e

Distribution of the 40 firms:
Regulated Non-regulated Total

Violators 19 21 40

3



Table 14
Discriminant analysis for Vioclation type 2
(40 firms)

V=f{C,A,P!D}

Standardized Discriminant Function Coefficients

Degree of
competition
Y& ) -.32853

New issues/
no—new issues

AlL) « 74739
Age of the

firm A

A(2) 414656

Rate of return
an equity relative
to the industry return

P(1) -.79883
Debt to

cwners?® equity

D(1) . 68964

Chi—-square: 8.487

4



Table 14
(continued)}

Classification results

Prediction group membership

No. of
Actual group cases Regulated Non-regulated
Regulated 19 7 12
36.84% &3.2%
Non—-regulated 21 16 =
7&6.2% 23.8%

Fercent of "Grouped" cases correctly classified: 70%

Distribution of the 40 firms:

Regulated Non—-regulated Total

Violators 19 21 40

_———==== ] =1
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Table 135
Multiple regression estimation model for Violation type 3

(29 firms}

V=+F {C, Ay Py, D3}

Coefficients Standard error t-value Significant at
Intercept . 277429
Degree of
competition

Ct{y) —=. 040687 043117 -. 944 184%

New issues/
no—new issues

All) —-.298839 « 204743 —-1.4480 8%
Age of the

firm

Al2) 0186650 014716 1.131 14%

Rate of return
on equity relative
to the industry return

F(1) -. 001461 0014673 -.873 20Y%
Debt to

owners’® equity

D(1) -.014113 011024 -1.280 11%

R-squared: 29

&6



Table 15

(continued)

Pearson correlation (matrix) coefficients

R(1) ca All)
R(1) 1.0000 -.2065 -.3390
C{1) 1.0000 -—-.0016
A(l) 1.0000
A{2)
P{1)
D(1)

Distribution of the 25 firms:

Violators

aAa2)

«1437
—-.2866
« 1557
1.0000

Requlated

97

P(1)

—.2403
—.05982
2543
1197
1.0000

Non—-regulated

D(1)

-.2368
-. 15642
- 1998
.3172
« 10469
1.0000

=]

Total

as




Table 164
Leogit estimation model for Violation type 3
(25 firms)

V'—"-f{C,As P’ D>

Ccefficients Standard error t-value Significant at

Intercept 10.10517

Degree of
competition
C(1) =7.0400E-32 —-1.9446E-32 4.558 0001Y%

New issues/
no—new issues

All) 5.28272E-31 2.3437E-32 22.307 O0001%
Age of the

firm

Al{2) 1.746460E-32 1.1243E-32 1.5971 7%

Rate of return
on equity relative
te the industry return

F(1) 1.2534E-33 7.1120E-33 176 43%
Debt to

cwners’® equity

D(1) —-1.0851E-32 -2.1410E-33 1.187 13%

Chi-squared: 1.301E-32
Distribution of the 25 firms:
Regulated Non—-requlated Total

Violators 13 12 29

o8



Table 17

Probit estimation model for Viclation type 3

Coefficients
Intercept 8.9723
Degree of
competition
c(1) 8.46578E-34
New issues/
no-new issues
All) 3.15%2E-32
Age of the
firm
Al2) 2.3810E-33
Rate of return
on equity relative
to the industry return
FP(1) —-1.5728BE-34
Debt to
owners® equity
D(1) —-3.005&4E-33

Chi-squared: 4.937E-33

—

(85 firms)

= f {C’ A, Pp

Standard error

3.73728E-34

2.8011E-33

2.7982E-33

-1.76528E-33

-3.0080E-33

Ristribution of the 235 firms:

Violators

Regulated

T yrry p—

99

D>

t-value Significant at

2.304

11.278 .

<794

. 089

T. 600

Noen—regulated

2%

Q001%

22%

S0%

28%

Total



Table 18
Discriminant analysis for Violation type 3
(29 firms)

V=f{CsAsPsD}

Standardized Discriminant Function Coefficients

Degree of
competition
C(1) <41320

New issues/
rno-new issues

All) 515673
Age of the

firm

Al{2) - . 526064

Rate of return
on equity relative
to the industry return

P(1) « 37743
Debt to

owners’® equity

D(1) .57182

Chi-square: &.728

100



Table 18
(continued)

Classification results

Predicted group membership

No. of
Actual group cases Regulated Non-regulated
Regulated 13 3 10
23.1% 76.9%
Non-regulated 12 a8 4
&&.7% 33.3%

Fercent of "Grouped" cases correctly classified: 72%

Distribution of the 25 firms:
Regulated Non-regulated Total

Violators 13 12 23

P —— e it st e s i i s —— —— —
] e —— —_—————
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Table 19
Multiple regression estimation for Violation type &
(25 firms)

V=f{C, A,P,D}

Coefficients Standard error t-value S8Significant at

Intercept -.121292

Degree of
competition
cn -.001811 014197 -. 128 43%

New issues/
no—new issues

All) .242273 - 385237 ‘ &2 27%
Age of the

firm

aia) 037022 . 0164608 2.229 2%

Rate ef return
on equity relative
to the industry return

P(1) -.002782 001954 —-1.424 %
Debt to

owners® equity

D(1) . 023468 . 065019 361 3&6%

R-squared: .29

102



Table 19

{continued)

Pearson correlation (matrix) coefficients

R(1)
Cc1)
AlL)
Ala?
P(1)
D(1)

R(1) C¢1) All) Al2)

1.0000 -.1739 -.1380 4541
1.0000 0208 -.2724
1 . 0‘:’00 B 1793

1.0000

Distribution of the 285 firms:

Viclators

Regulated

s e e ot s s e
F 3

103

P(1) D(1)

—-.2691 -~.0134
L0259 -.1473
L9442 —-.23509

-.0272 -—.1868

1.0000 —-.1053

1.0000

Non-regulated

Total



Table 20
Logit estimation model for Violation type 4
(25 firms)

vV =fFf {C, A, P, D2

Coefficients Standard error t-value Significant at

Intercept -«10017

Degree of

competition

C(1) -2.2951E-33 -1.54602E-33 1.471 84

New issues/
no—new issues

All) -5.5594E-32 -1.3790E-33 40,315 .Q001%
Age of the

firm

A(2) -2.2015E-33 -1.1394E-33 1.232 4%

Rate of return
on equity relative
to the industry return

F(1) 2.62456E-34 1.2329E-33 .213 42%
Debt to

owners® equity

D(1) —-2.0265E-32 -2.9988E-33 &.758 - 0001%

Chi-squared: 3.982E-35

DPistribution of the 25 firms:
Regulated Non—-regulated Total

Vicolators 12 13 25

104



Probit estimation model for Violation type &

Coefficients

Intercept 1.03050

Degree of
competition
C(1) ?.8776E-33

New issues/
no—new issues

All) 3.3580E-32
Age of the

firm

A{2) 4. 0062E-33

Rate of return
on equity relative
to the industry return

P(1) —1.0446E-35
Debt to

owners’ equity

D(1) 2.7394E-32

Chi-squared: 1.929E-33

Distribution of the 25

Violators

Table 21

(25 firms)

v=+Ff{L, A, P,

Standard error

1.3881E-32

1.4474E-33

6.1486E-33

-%.7248E-35

8.0180E-33

firms:

Requlated

—_—_—===s=

105

D3

t-value Significant at

« 744

20.384

P77

.108

3.417

Non-regulated

23%

OO01%

17%

S0%

» QQ3%



Table 22

Discriminant analysis for Violation type 4
(23 firms)

V=+Ff {Csy Ay P DI

Standardized Discriminant Function Coefficients

Degree of
competition
cC(1) -.05723

New issues/
no—new issues

adl) . 34382
Age of the

firm

A{2) 24247

Rate of return
on equity relative
te the industry return

P -.71332
Debt to

owners® aquity

D(1) 16846

Chi-square: 6.877
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Table 22
(continued)

Classification results

Fredicted group membership

No. of
Actual group cases Regulated Non-regulated
Regulated 12 4 8
33.3% &6.7%
Non-regulated 13 11 2
84.6% 15.4%

Percent of "Grouped" cases correctly classified: 746%

Distribution of the 25 firms:

Regulated Non-regulated Total

Violators i2 13 24

e p— e o s s s s s
B ] =
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Table 23
Multiple regression estimation model for 124 firms
{after having 30 hold out sample from full sample of 1354 firms)

V=+Ff {Ry Cy Ay P, D2

Coefficients Standard Error T-value 8Significant at
Intercept . 328753
Regulated/
non-regulated
R{1) -.0281%94 0844464 -.334 37%

Degree of
competition
C(1) —=. 00075846 - 000875 -.875 194

New issues/
no—new 1l1ssues

A(l) . 500988 « 083502 5.859 ~0001Y%
Age of the

firm

Ala) —.004114 . 0029835 -1.406 ax

Rate of return
on equity relative
to the industry return

F(l1l) -.004512 . 004393 -.704 24%
Debt to

owners® equity

D{(1) 010523 - 006285 1.674 5%
R-Squared = .26

Fearson correlation (matrix) coefficients

V1) R(1) Ciy) A1) a(a) P(1) D(1)
vil) 1.0000 -.00B4 -.0872 L4744 —.1285 -.0259 1319
R(1) 1.0000 -.1409 » 0079 .1987 -.1984 0835
Ci1) 1.0000 -,0521 -.0580 -.0124 -.02%90
All) 1.0000 -.0078 « 0050 . 0324
Al2) 1.0000 « 20646 « 0405
P(10 1.0000 « 3693
D(1) 1.000Q
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Table 23
(continued)

Distribution of the 124 firms:

Regqulated Non—-regulated Total

Viclators a5 24 54

Nen—-violators 33 37 70
sa o 12

—_—=——===

s e s s e

PREDICTION OF 30 HOLD OUT SAMPLE
BY USING MULTIPLE REGRESSION RESULTS OF 124 FIRMS

Predicted group membership

Ne. of
Actual group cases Viglators Non-violators
Violators 13 8 5
61.5% 38.5%
Non-violators 17 1 16
5.9% 24 .1%
Fercent of "grouped" cases correctly predicted: 80%
Distribution of hold cut sample of 30 firms:
Regulated Non-regqulated Total
Violators 6 7 13
Non-violators 8 9 17
14 16 30

T —
e ——=I=

109
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Logit estimation model for 124 firms

Table 24

{after having 30 hold out sample from full sample of 154 firms)

Vv

Coefficients
Intercept 10.10517
Regulated/
non-regulated
R(1) -1.8448BE-29
Degree of
competition
c(1) ~-2.12920E-32
New issues/
no-new issues
ALY -5.8849E-30
Age of the
firm
Al2) 2.7726E-31

Rate of return
an equity relative
to the industry return

P(L1) -3.95B0E-31
Debt to

owners’® equity

D(1) 4.0832E-31

Chi-Square = S5.986E-30

f {R, C; A, P,

Standard Error

=1.9334E-30

-2.12428E-31

-5.3024E-31

8.2359E-31

-4 .860E-31

9.6254E-31

110

D}

t-value

?.645

« 100

11.099

- 337

.731

. 72486

Significant at

LQ001Y%

0%

0001

a7

23%

24%



Table 24
(continued)

Distribution of the 124 firms:

Regulated
Violators 25
Non-violators a3

___;;__

e o e
—_——Tm==m=

Nen—-requlated

a9

Distribution of hold ocut sample of 30 firms:

Regulated
Violators -]
Non—-vielators 8
__I;un

111

Non-regulated



Probit estimation model for 124 firms

Table 25

(after having 30 hold out sample from full sample of 154 firms)

vV =
Coefficients

Intercept 8.927203
Regulated/
non-regulated
R(1) 1.1229E-30
Degree of
competition
C(1) —-3.2182E-33
New issues/
no—new issues
A1) 8.2323E-32
Age of the
firm
Al2) -5.8344E-32

Rate of return
an equity relative
to the industry return

F(l1) &.795992E-32
Debt te

cwners”® equity

D(1) -4.3457E-32

Chi-squared = 8.610E-32

f {R, C, A! A!

Standard error

2.3027e-31

-7.7324E-32

1.44671E-32

-3.4280E-31

1.88146E-31

-1.7292E-31

112

P

D2

t~value

4.876

051

S5.611

170

-.370

« 3467

Significant at

«0001%

S0%

L0001%

43%

3&%

3b%



Table 25
(continuead)

Distribution of the 124 firms:

Requlated Non-regulated

Violators 29 29
Non—-violators 33 a7
a8 b&

mmao—=== =_—=====

o s s g S T T — ——

Distribution of hold out sample of 30 firms:

Regulated Non-regulated

Viclators & 7
Non-viclators a 9
14 14

—— iy ity et s e e s s

113

Total
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Table 264

Discriminant analysis for 124 firms
(after having 30 hold cut sample from full sample of 154 firms)

vV=F {Ry Cy A, P, D3

Standardized Discriminant Function Coefficints

Regulated/
non—-regulkated
R(1) —. 06442

Degree of
competition
CtL) -.15911

New issues/
no-new issues

A(L? - 23090
Age of the

firm

A(2) —.263350

Rate of return
on equity relative
to the industry return

P(1) ~.14611
Debt to

owners’ equity

D(1) . 32778

Chi-square: 36.374
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Table 24
{continued)

Classification results

Predicted group membership

Non—-violators

Ne. of
Actual group cases Vioelators
Violators 54 23
42 .6%
Non-violators 70 &2
88.46%

a
97.4

8
11.4%

Percent of "GBrouped" cases correctly classified: 75%

Distribution of the 124 firms:

Regulated
Viclators 29
Non-violators 33

__;;__

[ p—

Non—-reqgulated

29

e ey i s s e e

Distribution of hold out sample of 30 firms:

Requlated
Violators &
Non—-viclators 8

__;;__

Non—-regulated

Total



APPENDIX I

ADDITIONAL DOCUMENTS FDOR DEFINITION OF REGULATION
-Securities Acts of 1934-

A\ L 9.4 86

Sec.l2

{g) (1) Every issuer which is engaged in interstate commerce. or in a business affecting interstate
commerce. or whose securities are traded hy use of the mails or any means or instrumentality of interstate
commerce shali—

{ A) within one hundred and twenty days after the last day of its first fiscal year ended afier the
eflective date of this suhsection on which the issuer has 101al assets exceeding $1.000,000 and a class of
equity security (other than an exempted security ) held of record by seven hundred and fifiy or more
persons: and

(B) within one hundred and twenty days afier the last day of its first fiscal year ended after two
years from the effective date of this subsection on which the issuer has total assets exceeding
$1.000,000 and a class of equity security (other than an exempted security) held of record by five
hundred or more but less than seven hundred and fifty persons.

register such security by filing with the Commission a registration statement ( and such copies thercof as the
Commission may require) with respect to such security containing such information and documents as the
Commission may specify comparable to that which is required in an application to register a security
pursuant to subsection (b} of this section. Each such registration statement shall become ciective sixty
davs after filing with the Commission or within such shorter period as the Commission may direct. Until
such registration statement becomes effective it shall not be deemed filed for the purposes of section 18 of
this title. Any issuer may register any class of equidy security not required to be registered by filing a
registration statement pursuant 10 the provisions of this paragraph. The Commission is authorized 10
extend the date upon which any issuer or class of issuers is required to register a security pursuant to the

provisions of this paragraph. )
|Rule 12g-1 (not reproduced in this Senice). s amended by Relesse No. 305852, dated July 8. 19RE. effcctive August 15, 1986, proavides that
domestic issuers whose taial assets st fiscal year end do not exceed 52.000.000 arc eremp! from this registration requirement. — Fditor, |

(2) The provisions of this subsection shall not apply in respect of— ,
(A) any security listed and registered on a national securities exchange.

(B) any security issued by an investment company registered pursuant to section B of the
Invesiment Company Act of 1940.

(C) any security, other than permanent stock. guaranty stock. permanent reserve stoch, or any
similar certificate evidencing nonwithdrawable capital, issued by a savings and loan association.
building and loan association, cooperative bank. homestead association, or similar institution. which is
supervised and examined by State or Federal authority having supervision over any such institution.
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APPENDIX I
(continued)

(D) any security of an issuer organized and operated exclusively for religious. educational,
benevolent, fralernal. c'han‘lable. or reformatory purposes and not for pecuniary profit. and no pan of
the net earnings of which inures to the benefit of any private shareholder or individual.

v (E.) any security of an issuer which is a “cooperative association™ as defined in the Agricultural
: arketing Act: approved June 15, 1929, as amended. or a federation of such cooperative associations,
if such federation possesses no greater powers or purposes than cooperative associations so defined.

_( F) any security issued by a mutval or cooperative organization which supplies a commaodity or
service p_nmarily for the benefit of its members and operates not for pecuniary profit, but only if the
security is part of a class issuable only to persons who purchase commodities or services from the
issuer. the security is transferable only 10 a successor in interest or occupancy or premises serviced or
to be served by the issuer. and no dividends are payable 10 the holder of the security.

(G) any security issued by an insurance company if all of the following conditions are met:

(i) Such insurance company is required 10 and does file an annual statement with the
Commissioner of Insurance (or other officer or agency performing a similar function) of its
domiciliary State. and such annual staiement conforms to that prescribed by the National
Assaciation of Insurance Commissioners or in the determination of such State commissioner. officer
or agency substantially conforms to that so prescribed.

(i) Such insurance company is subject to regulation by its domiciliary Siate of proxies,
consents. or authorizations in respct of securities issued by such company and such regulation
conforms to that prescribed by the National Association of Insurance Commissioners.

{(iii1 After July 1. 1966, the purchase and sales of securities issued by such insurance company
by bereficial owners. directors, or officers of such company are subject to regulation (including
reporting ) by its domiciliary State substantially in the manner provided in section 16 of this title.

(H1* any interest or participation in any collective trust funds maintained by a bank or in a
separate account maintained by an insurance company which interest or parnicipation is issued in
connection with (i) a stock-bonus, pension, or profit-sharing plan which meets the requirements for
qualification under section 401 of the Internal Revenue Code of 1954, or (ii) an annuity plan which
meets the requirements for deduction of the employer’s contribution under section 404(a) (2) of such

Code.

(3) The Commission may by rules or regulations or, on its own motion, after notice and oppcriunity
for hearing. by order. exempt from this subsection.any security of a foreign issuer, including any certificate
of deposit for such a security, if the Commission finds that such exemption is in the public interest and is
consistent with the protection of investors.

(4) Registration of any ¢lass of security pursuant to this subsection shall be terminated ninety days. or
such shorter period as the Commission may determine. after the issuer files a centification with the
Commission that the number of holders of record of such class of security is reduced to less than three
hundred persons. The Commission shall after notice and opportunity for hearing deny termination of
registration if it finds that the certification is untrue. Termination of registration shall be deferred pending
final determination on the question of denial.
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APPENDIX I
{continued)

(5) For the purposes of this subsection the term “class™ shali include all securities qf an issgcr which
are of substantially similar character and the holders of which enjoy substantially similar ng}ns and
privileges. The Commission may for the purpose of this subsection define by rules and re_gulauons the
terms “1o1al assets™ and “held of record™ as it deems necessary or appropriate in the public interest or for
the protection of investors in order to prevent circumvention of the provisions of this subsection.

Sec +15

(d)* Each issuer which has filed a regisiration statement containing an undertaking which is or
becomes operative under this subsection as in effect prior to the date of enaciment of the Securities Acts
Amendments of 1964, and each issuer which shall afier such date file a registration statement which has
become effective pursuant 10 the Securities Act of 1933, as amended. shall file with the Commission. in
accordance with such rules and regulations as the Commission may prescribe as necessary or appropriate
in the public interest or for the protection of investors, such supplementary and periodic information,
documents. and reports as may be required pursuant to section 13 of this title in respect of a security
registered pursuant to section 12 of this title. The duty to file under this subsection shall be automatically
suspended if and so long as any issue of securities of such issuer is registered pursuant to section 12 of this
title. The duty to file under this subsection shall also be automatically suspended as to any fiscal year,
other than the fiscal year within which such registration statement became eflective, if, at the beginning of
such fiscal year. the securities of each class to which the registration statement relates are held of record by
less than three hundred persons. For the purposes of this subsection, the term “class™ shall be construed to
include all securities of an issuer which are of substantially similar character and the holders of which
enjoy substantially similar rights and privileges. The Commission may, for the purpose of this subsection,
define by rules and regulations the term *“held of record™ as it deems necessary or appropriate in the public
interest or for the protection of investors in order 1o prevent circumvention of the provisions of this
subsection. Nothing in this subsection shall apply to securities issued by a foreign government or political
subdivision thereof.

118



APPENDIX 1
{continued)

—8Securities Acts of 1933-

Exempted Securities

Sec. 8. [@ Except as hereinafter expressly pro-
vided, the provisions of this title shall not apply
to any of the following classes of securities:

{1)-Any security which, prior to or within sixty
days after the enactment of this title, has been sold
or disposed of by the issuer or bona fide offered
to the public, but this exemption shall not apply to
any new offering of any such security by an issuer
or underwriter subsequent to such sixty days;

_{2) Any security issued or guaranteed by the
United States or any territory thereof, or by the
District of Columbis, or by any Stata of the United
States, or by any political subdivision of a State or
territory or by any public instrumentality of one
or more States or territories, or by any person con-

trolled or supervised by and acting as an instru-
mentality of the Government of the United States
pursuant to authority granted by the Congress of
the United States; or any certificate of deposit for
any of the foregoing; or any security issued or
guaranteed by any bank; or any security issued by
or representing an interest in or a direct obligation
of & Fedéral Reserve bank; or any interest or par-
ticipation in any common trust fund or similar
fund maintained by a bank exclusively for the col-
lective investment and reinvestment of assets con-
tributed thereto by such bank in its capacity as
trustee, executor, administrator, or guardian; or
any security which is an industrial development
bond (as defined in section 103(c) (2) of the Inter-
nal Revenue Code of 1954) the interest on which is
excludable from gross income under section 103
(a) (1) of such Code if, by reason of the applica-
tion of paragraph (4) or (6) of section 103(c) of
such Code (determined as if paragraphs (4) (A),
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APPENDIX 1
{(continued)

(5), and (7) were not included in such saction 103
{(c)), paragraph (1) of such section 103(c) does
not apply to such security; or any interest or par-
ticipation in a single or collective trust fund main-
tained by a bank or in a separate account main-
tained by an insurance company which interest or
participation is issued in connection with (A) a
stock bonus, pension, or profit-sharing plan which
meets the requirements for qualification under sec-
tion 401 of the Internal Revenue Code of 1954, or
(B) an annuity plan which meets the requirements
for the deduction of the employer’s contribution
under section 404(a) (2) of such Code, other than
any plan described in clause (A) or (B) of this
paragraph (i) the contributions under which are
held in a single trust fund maintained by a bank or
in a separate account maintained by an insurance
company for & single employer and under which
an amount in excees of the employer’s contribution
is allocated to the purchase of securities (other
than interests or participations in the trust or sepa-
rate account itself) issued by the employer or'by
any company directly or indirectly controlling,
controlled by or under common control with the
employer or (ii) which covers employees some or
all of whom are employees within the meaning of
section 401(c) (1) of such Code. The Commission,
by rules and regulations or order, shall exempt
from the provisions of section 5 of this title any
interest or participation issued in connection with
8 stock bonus, pension, profit-sharing, or annuity
plan which covers employees some or all of whom
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APPENDIX I
(continued)

are employees within the meaning of section 401
(¢) (1) of the Internal Revenue Code of 1954, if
and to the extent that the Commission determines
this to be necessary or appropriate in the public in-
terest and consistent with the protection of in-
vestors and the purposes fairly intended by the pol-
icy and provisions of this title. For purposes of this
paragraph, a security issued or guaranteed by a
bank shall not include any interest or participa-
tion in any collective trust fund maintained by &
bank; and the term “bank” means any national
bank, or any banking institution organized under
the laws of any Stats, territory, or the District of
Columbia, the business of which is substantially
confined to banking and is supervised by the State
or territorial banking commission or similar offi-
cial; except that in the case of a common trust
fund or similar fund, or a collective trust fund,
the term “bank” has the same meaning as in the
Investment Company Act of 1940.2
[Note: See Appendix, I-F, p. 26, re additional
exemption for securities issued under mort-
gage indenture insured under National Hous-
ing Act.}
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APPENDIX I
{continued)

3) Any note, draft, bill of exchange, or bank-
ers’ acceptance which arises out of a current trans-
action or the proceeds of which have been or are
to be used for current transactions, and which has
a maturity at the time of issuance of not exceeding
nine months, exclusive of days of grace, or any
renewal thereof the maturity of which is likewise
limited;

{4) Any security issued by a person 2 organized
and operated exclusively for religious, educational,
benevolent, fraternal, charitable, or reformatory
purposes and not for pecuniary profit, and no part

' As amended by Public Law 201, 734 Congresa; Public Law
91-373; Public Law 91347, see. 27(b), 84 Stat. 1434. approved
Dee. 14, 1870 ; and Public Law 91-807, sec. 6(a), 84 Stat. 1498,
eff. with respect to securities sold after Jan. 1, 1970, approved
Dee, 22, 1070. As originally enacted, this paragraph read as
follows :

“(2) Any security issued or goaranteed by the United States
or apny Territory thereof, or by the Distriet of Columbia, or by
any State of the United States, or by any political subdivision of
a State or Territory, or by any publie instrumentality of one or
more States or Territories exercising an essential governmental
function, or by any corporation created and controlled or super-
vised by nnd acting as an instrumentality of the Government of
the United States pursusnt to authority granted by the Congress
of the United States, or by any nationul bank, or by any banking
institution organized under the laws of any State or Territory,
the business of which {s substantiaily confined to banking and is
supervised by thé State or territorisl banking commission or
similar ofMcial: or any security issued by or representing sn
interest in or a direct obligation of a Federal reserve bank ;"

3 Pablie Law 291, 734 Congress, substituted the word “person”
for the word “corporation.”
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of the net earnings of which inures to the benefit of
any person, private stockholder, or individusal;
(%) Any security issued (A) by a savings and
loan association, building and loan association, co-
operative bank, homesteed association, or similar
institution, which is supervised and examined by
State or Federal authority having supervision over
any such institution, except that the foregoing ex-
emption shail not apply with respect ta any such
security where the issuer takes from the total
amount paid or deposited by the purchaser, by way
of any fee, cash value or other device whatsoever,
either upon termination of the investment at ma-
turity or before maturity, an aggregate amount
in excess of 3 per centum of the face value of such
security; or (B) by (i) a farmer’s cooperative or-
ganization exempt from tax under section 521 of
the Internal Revenue Code of 1954, (ii) a corpora-
tion described in section 501 (c) (16) of such Code
and exempt from tax under section 501(a) of such
Code, or (iii) a corporation described in section
501(c) (2) of such Code which is exempt from tax
under section 501 (a) of such Code and is organized
for the exclusive purpose of holding title to prop-
erty, collecting income therefrom, and turning over
the entire amount thereof, less expenses, to an or-
ganization or corporation described in clause (i) or

(i1);?
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Any security issued by a motor carrier the
issuance of which is subject to the provisions of
section 214 of the Interstate Commerce Act, or any
interest in a railroad equipment trust. For pur-
poses of this paragraph ‘intcrest in a railroad
equipment trust’ means any interest in an equip-
ment trust, lense, conditional sales contract, or
other similar arrangement entereq into. issued. as-
sumed, guaranteed by. or for the benefit of. a com-
mon carrier to finance the acquisition of rolling
stock, including motive power: ?

(1), Certificates issued by a receiver or by a

1Para. () amended, ef. Dec. 14, 1970, Public Law D1-547,
seec 27(c), 34 Stat. 1434, Para. (3) formerly read:

“{3) Any security issued by a bullding and loan assoeiation,
homestead association, savings and loan assoclation, or similar
Institution, subatantially ail the business 6f which (s confined to
the making of loans to memhera {bnt the foregning exemption
shall not apply with respect to any such security where the
fssuer tnkrs from the total amount paid or deposited hy the
purchaser, by way of any fee, cash value or other device whatso-
ever, sither nupon terminntion of the investinent at maturity or
hefore maturity, an aggregate amount In excess of 3 percentum
of the face value of such recurity), or any xerurity ixsued by n
farmer's cooperative associatlon as definea in pzragraphs (121,
(13), and (14) of section 103 of the Revenue Act of 1932 :"

2 As amended by Section 305(a}(1) of the Rajlroad Revital-
isation and Reguiatory Reform Act of 1978, Publie Law 94-210.
90 Btat. 36. approved February 5 1074,
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trustes in bankruptcy, with the approval of the
court;

{8) Any insurance or endowinent policy or
annuity contract or optional annuity contra~t,
issued by a corporation subject to the supervision
of the insurance commissioner, bank commissioner,
or any agency or officer performing like functions,
of any State or Territory of the United States or
the District of Columbia;

[Nore: See Appendix, I-G, p. 27, for .
limitation on this section with respect to
investment companies.]

{8) Any security exchanged by the issuer with
its existing security holders exclusively where no
commission or other remuneration is paid or
given dicectly or indirectly for soliciting such
exchange;

(10) Any security which is issued in exchange
for one or more bona fide outstandirg securities,
claims or property interests, or partly in such ex-
change and partly for cash, where the terms and
conditions of such issuance and exchange are ap-
proved, after a hearing upon the fairnesz of such
terms and conditions at which all persons to whom
it is proposed to issue securities in such exchange
shall have the right to appear, by any court, or by
any official or agency of the United States, or by
any State or Territorial banking or insurance com-
mission or other governmental authority expressly
authorized by law to grant such approval;?
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[Nore: See Appendix, I-A, B, C, and D,
pp. 23-24, for additional exemptions pro-
vided by the Bankruptey Act.]

—{11) Any security which is a part of an issue
offered and * sold only to persons resident within a
single Stnte or Territory, where the issuer of such
security is a person resident and doing business
within, or, if a corporaticn, incorporated by and
doing business within, such State or Territory.

I Publie No. 201, 784 Cong. replaced the former section 4(J)
with section 3(a) (9) and the second clause of section 3{a){10).
Bection 413) read as follows ;

“*{3) The isanance of a security of a person exchaoged by
it with itn existing security holdera exciusively. where no com-
mianion or ather remuneration (s paid or given directly or
indireetly {n connectlon with such exchange ; or the issusuce of
recurities to the existing security holders or other existing
creditors of a corporation 1o the process of a bona Ade reorgani-
sation of such corporstion undar the supervinion of any court.
tither 1o exchaoge for the securitien of auch security bolders
or cisims of much credliors or rnrlly for cash and partly In
exchange for the securities or claims of such security holders
or creditorn.”

¢ Publle No. 177, 83d Cong.. ‘nserted the wortda “offered aod™
before “sold.”

S Public No. 201, 72d Cong.. added paragraph (11). As origl.
naliy enacted. the Act contained a related provision designated
8ec. 8(c) which was removed by Public No, 291, The origtoal
Bee. 5(¢) read an follows ; !

“(e} The provisloon of this section relatiug to the une of
the mails shail not apply to the asie of any security where the
issue of which (t Is a part 1s sold only to persuns resident within
a single State or Territary, where the Issutr of such securities
s & person residest and doing business within, or, If a corpora-
"“hnﬁ ‘lneomol‘ahd by and doing business within, such 8tats or
Territory.”
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[Nore: Sese Appendix, I-G, p. 27, for
limitation of this section with respect to
investment companies.}

b) The Commission may from time to time by
its rules and regulntions, and subject to such terms
and conditions as may be prescribed therein, add
any class of securities to the securities exempted
as provided in this section, if it finds that the en-
forcement of this title with respect to such securi-
ties is not necessary in the public interest and for
the protection of investors by reason of the smail
amount involved or the limited character of the
public offering; but no issue of securities shall be
exempted under this subsection where the aggre-
gnte amount at which such issue is offered to the
public exceeds $500,000.}

The Commission may from time to time by
its rules and regulations and subject to such terms
and conditions as may be prescribed therein, add
to the securities exempted as provided in this sec-
tion any class of securities issued by a small busi-
ness investment company under. the Small
Business Investment Act of 1958 if it finds, having
regard to the purposes of that Act, that the en-
forcement of this Act with respect to such securi-
ties is not necessary in the public interest and for
the protection of investors.?
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—_— 4 —

Exempted Transactions

Sec. 4. The provisions of section 5 shall not
apply to—

(1) transactions by any person other than an
issuer, underwriter, or dealer.

(2) transactions by an issuer not involving
any public offering.

(3) transactions by a dealer (including an
underwriter no longer acting as an underwriter
in respect of the security involved in such trans-
action), except—

&A) transactions taking place prior to the
expirntion of forty days after the first date
upon which the security was bona fide offered
to the public by the issuer or by or through
an underwriter,

(B) transactions in a security as to which
a registration statement has been filed taking
place prior to the expirntion of forty days
after the effective date of such registration
statement or prior to the expiration of forty
days afier the first date upon which the se-
curity was bona fide offered to the public by

1 public No. 35, 70th Cong., approved May 15, 1045, submti-
tited “RAOD.N000" for “$100,000.” Publle Law 01-303, approved
Dee, 19, 1070, subatituted *$300,000" for $300,000."

4 Publie Nu. 83-099 udided para. {c).
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the issuer or by or through an underwriter
after such effective date, whichever is luter
(excluding in the computation of such forty
dnys any time during which a stop order issued
under section 8 is in effect as to the security),
or such shorter period as the Commission
mng specify by rules and regrulations or order,
an

"(C) transnctions as to securities constitut-
ing the whole or a part of an unsold allotment
to or subscription by such dealer as a partici-
pant in the distribution of such securities by
the issuer or by or through an underwriter.

With respect to transactions referred to in clause
(B), if securities of the issuer have not previously
been sold pursuant to an earlier effective regis-
tration statement the applicable period, instead of
forty days, shall be ninety days, or such shorter
period ns the Commission may specify by rules
and regulations or order.

{4) brokers’ transactions executed upon cus-
tomers' orders on any exchange or in the over-
the-counter market but not the solicitation of such
orders.?

[Nore: See Appendix, I-G, p. 27. for
limitation of this section with respect to
certnin investment companies.]
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(8) (A) Transactions involving offers or sales
of one or more promissory notes directly secured
by a first lien on a single parcel of real estate upon
which is located a dwelling or other residential or
commercial structure, and participation interests
in such notes—

(i) where such securities are originated by
a savings and loan association, savings bank,

* Prior to amendment by P.L. 88-467. the section. as amended
by Publlc No. 201, 73d Cong.. and Publie No. 577. 83d Cong..
read as follows:

“Sec. 4. The provisiona of section § ahall not apply to any of
the following transactions:

(1) Transactions by any person other than an isaner. nnder-
writer. or dealer: transactionn by an insuer not involving any
public offering ; or tranractiona by a dealer (including an under-
writer no longer acting an an underwriter In respect of the
security invalred in nuch transaction), except tennsactions taking
place prior to the expiration of forty days after the fAeat date
upon which the secnrity was bona fide offered to the public by
the lkauer or by or through an underwriter and transactions in
& aecurity sa to which a registration statement has been filed
taking place prine to the expiration of forty days after the
¢ffective date of such registration statement or prinr tn the
expiration of forty dayn after the firat date upon which the
secitrity wan bona fide affered tn the public by the issuer or by
or through an underwriter after nuch eRective date, whichever
{n Iater (excluding in the computation of such forty days any
time during which a rtop arder {aaned uynder zection R in In effect
an to the security), and except transactinna an to recuritien
constitnting the whole or a part of an nnsold allotment to or
subseription by such dealer as & participant in the distribution
ot anch securitien by the innver ar by or through an underweiter,

“(2) Brokern’ transactions. execiited Upon customera’ ordera
on any exchange or in the open or counter market, but nnt the
solicitation of such orders.”
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commercial bank, or similar banking institu-
tion which is supervised and examined by a
Federal or State authority, and are offered
and sold subject to the following conditions:
(a) the minimum aggregate sales price
per purchaser shall not be less than
$250,000;
(b) the purchaser shall pay cash either
at the time of the sale or within sixty days
thereof; and
(¢) each purchaser shall buy for his own
account only; or
(ii) where such securities are originated by
s mortgagee approved by the Secretary of
Housing and Urban Development pursuant
to sections 208 and 211 of the National Hous-
ing Act and are offered or sold subject to the
three conditions specified in subparagraph
(A)(i) to any institution described in such

paragraph or to any insurance company
subject to the eupervision of the insurance
commissioner, or any agency or officer per-
forming like function, of any State or ter-
ritory of the United States or the District of
Columbia, or the Federal Home Loan Mort-
gage Corporation, the Federal National Mort-
gage Association, or the Government National
Mortgage Association. -
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(B) Transactions between any of the entities
described in subparagraph (A)(i) or (A)(ii)
hereof involving non-assignable contracts to buy
or sell the foreging securities which are to be com-
pleted within two years, where the seller of the
foregoing securities pursuant to any such contract
is one of the parties described in subparagraph
(A) (i) or (A) (ii) who may originate such securi-
ties and the purchaser of such securities pursuant
to any such contract is any institution described
in subparagraph (A)(i) or any insurance com-
pany described in subparagraph (A)(ii), the
Federal Home Loan Mortgage Corporation, Fed-
eral National Mortgage Association, or the Gov-
ernment National Mortgage Association and where
the foregoing securities are subject to the three
conditions for sale set forth in subparagraphs
(A) (i) (a) through (c).

(C) The exemption provided by subparagraphs
(A) and (B) hereof shall not apply to resales of
the securities acquired pursuant thereto, unless
each of the conditions for sale contained in sub-
paragraphs (A) (1) (a) through (c) are satisfisd,?

! Subsection (5) added by Public Law 8439, Bee. 50, 89 Btat.
97, approved June 4, 1078,
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From: THE WORK OF THE SEC

{A SEC Booklet?

The Division of Enforcement

This division is charged with enforcing Federal securities
laws. Enforcement rasponasibilities include investigating possi-
ble violations of Federal securities laws and recommending ap-
propriate remedies for consideration by the Commission.
Possible violations may come to iight through the Enforcement
Division’s own inquiries, through referrals from other divisions
of the Commission, from outside sources such as the self-
regulatory organizations, or by other means.

When possibie violations of Federal securities laws warrant
further investigation by the staff, the Commission is consulted
before proceeding. The Commission’s decisions may resuit in
Issuing subpoenas, formal orders of investigation, or other
means of proceeding with actions. At the conclusion of inves-
tigations, the Commission may authorize the staff to proceed
i with injunctions preventing further violative conduct, with ad-
ministrative proceedings in the case of entities directly regu-
lated by the Commission, or with other remedies as
appropriate.
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THE SEC’S ENFORCEMENT PROGRAM
(from the SEC Annual Report of 19835)

Enforcement Program

Introduction

The Commission's enforcement program seeks to preserve the integ-
rity, efficiency and fairness of the securities markets by enforcing the Federal
securities laws. These laws provide civil and administrative remedies designed
to rectify past, and prevent future, violations.

Most Commission enforcement actions are preceded by a private investiga-
tion to determine whether a violation of the securities laws has occurred or is
about to. Where necessary, the Commission may order a farmal investigation,
thereby authorizing the staff to issue subpoenas compelling testimony and pro-
duction of documents.

Depending an results of an investigation, the Commission may authorize the
staff to commence a civil action in a United States District Court, institute an
administrative proceeding, or refer the matter to the Department of Justice for
criminal prosecution. Matters also may be referred to state or local authorities
or self-regulatory organizations for appropriate action.

The Commission’s primary civil remedy is a Federal court injunction which
directs the subject to comply with the law in the future. If it is violated, con-
tempt of court proceedings may result in imprisonment or imposition of fines.
Courts also may issue orders providing other equitable relief such as restitu-
tion, disgorgement of illicit profits, and other appropriate remedies.

The Commission is authorized to bring administrative proceedings against
regulated entities such as broker-dealers, investment companies, or investment
advisers, as well as persons associated with such entities. Where the Commis-
sion finds that a regulated entity has willfully violated the securities laws, it may
impose remedial sanctions ranging from a censure to a revocation of the
registration required for the entity to conduct business. The Commission aiso
may censure or limit the activities of associated persons. or suspend or bar
such persons from association.

Issuers of securities are subject to administrative proceedings if they fail to
comply with the disclosure and certain other provisions of the Exchange Act
under legislation enacted on August 10, 1984, The Commission’s authority was
extended to proxy and tender offer violations under Section 14 and to in-
dividuals causing the violations. Respondents may be ordered to comply with
applicable provisions upon specified terms and conditions, or to take steps to
effect compliance. Issuers may also be named as respondents in certain pro-
ceedings authorized by the Securities Act. In addition, the Commission may
publish reports of investigation under Section 21{a) of the Exchange Act.
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Criminal sanctions for Federal securities law violations include fines and im-
prisonment for up to five years for each violation. The Commission has
developed close working relationships with the Department of Justice and U.5,
Attorneys’ offices to assist the investigation and prosecution of such cases. The
Commission also cooperates closely with state securities regulators and self.
requlatory organizations, including the National Association of Securities
Dealers {NASD) and the various national securities exchanges.

-

Program Areas

Corporale Reporting and Accounting—

Insider Trading—

Regulated Entities ‘and Associated Persons—

Securities Offering Violations—
Market Manipulation—
Changes in Corporate Control—

ENFORCEMENT
Types of Proceedings

As the table reflects, the securities laws
provide for a wide range of enforcement
actions by the Commission. The most
common types of actions are injunctive
proceedings instituted in the Federal
district courts to enjoin continued or

threatened securities law violators, and
administrative proceedings pertaining to
broker-dealer firms andfor individuals
associated with such firms which may
iead to various remedial sanctions as re-
quired in the public interest. When an in-
ianction is entered by a court, violation of
te court's decree is a basis for civil or
¢riminal contempt against the violator.
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Table 28
TYPES OF PROCEEDINGS

ADMINISTRATIVE PROCEEDINGS

Persons Subjeci to, Acts Constituting,
and Basis tor, Enforcemaent Action

Sanction

Broker-denler, municlpul ucurmu
dealer, or d person

Willful violation of secunties laws of rules; aiding or abelling
such viclation; failure reasonably to supervise others; willful
misstatement or omission in filing with the Commission; convie-
tion of or iINJUNCticn aganst certain cnmes or conduct.

Censure or limi ) On activities; ) Of 08
nial of reQisimlion; bar of Suspe from {1934
-:,:l §§ 15BMCKZI—(6), 15(bX4)—16). Advisers Acl. § 200(0)—
(

Registered securities association .

Violation of or ingbility 10 comply with the 1834 Act, rules there-
under, Of i3 own rules; unjustifiad failure to enf

Suspension or revocation of regtatraion; censure of limitation of

with the foregoing or with nues ol the Municipal Securities
Rulemaking Bowd by & member of Parson associsted with a
member,

9, of {1804 Act, § 1BMN1)).

Mamber of registersd securitiss
istlon, or {ated person

Eniry of Commission order against person pursuant to 1834 Act,
§ 15(b); willful molaﬂon of ucunliu laws of rules lhofwnder or
niles of Municipat g Board; g trans-
action tor olher parson with tuwn 10 believe that wwn was
committing violations af sacurities laws.

Suspension or expulsion from the association; bar oF suspen-
sion from association with membar of association (1934 Act, §
19(E2HI.

Natlonal securities sachangs

Violation of or inability to comply with 1834 Act, rules thersunder
or I8 own rules; unjustitied failure 10 enforce compliance with
the foregoing by & member O person assocCiated with a mermber.

Suspenaion or Y o limitation of
activilias, functions, or opomml (1934 Act, § 19X

Membar of national securitiss
sxchangse, or associsted person

Entry of CoOmMISSIon Oroer AgAINSE Paraon pursuant to 1934 Act,
§ 15(b); willful violation of securities taws of rules thereunder,
eftecting transaction fof other person with reason to believe tha
person was committing violations of securities lews.

Suspension or sxplusion from bar of ion from
associstion wilh mamber (1934 Act, § 19K

Registersd clearing agency
Violatran of or inability to comply with 1934 Act, rules

or ils own rules; failure to enforce compliance with its own mlee
by participants.

Participant in regisiered clearing agency

Entry of Commission order againsi participant pursuant to 1834
Act, § 150N4); willlul violation of cleanng agency rules; ettecting
ransaction for other person with reason to beliave that person
was commitiing violations of securilies liws.

of registration; censure Of limitation of
activities, !uncnonl. or operations (1034 Act, § 19X 1.

Suspension or expulsion from clearing agency (1934 Act, §
192N
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Table 28— Continued
TYPES OF PROCEEDINGS

ADMINISTRATIVE PROCEEDINGS

Persons Subject 1o Acts Constituting,
and Baas tor, Enforcement Actions

Sanclion

Sacurities information processor
Violation of or inability to comply wilh provisions of 1834 Act of
fules thefeunder.

Censure or limitation of activilies; suspension of revocation of
registration {1934 Act, § 11A[DNE).

Transier agent

Wiliful violation of of inability to comply with 1934 Act, §§ V7 or
17A. or rules thereunder.

Censure o limitation of aClivities: denial, suspansion. of revoca:
tion of registration (1834 Act, § 17A{CKI).

Any person

Willtul violation of 1833 Act. 1934 Act, Investment Company Acl
of rules hereunder. aiding or abetting such violation: willful
misstatenant i hiling with Commussion.

. pany Act, § ﬂb))'.

Temporary of 1t prohibition againat serving in certain ca-
pacities with ] Com-

¥\

Officer or director of seif.
reguisiory organization

Willful violation of 1934 Act. rules thereunder. or tha organiza-
hion's own nies; willtul abyse of suthority or unjustified failure to
enforce compliance.

Removal from office or censure (1934 Act, § 18(h)4)).

Principsl of broker-desler

Engaging in business as a broker<lealer after appointment of
SIPC irustee.

Bar or suspension lrom being or becoming associated wilh a
broker-dealar (SIPA, §10b).

1933 Act regisiration statement

Statemeni maienally inaccurale or INCompiete.

Stop order ralusing to parmit of suspending efieciivenass (1933
Act, § Bch).

ssust subject to §§ 12. 13, 14
or 15(d) of the 1834 Act or
associated pemson

Fadute 1o comply with such provisions or having caused such
failure by an act of omisaion that persan knew OF shoukl have
known would centribute therato.

Orer direcling comiance or steps sflecting compliance (1934
Act, § 15U

Securities regiatered
pursuant to §12 of the
1934 Act

Noncompliance by issuer with 1934 Act o rules thensunder.

Denial, suspension of stfective date. suspension or revocation of
registration; prohibition againat trading in securities when
registration suspanded of revoked (1834 Act, § 1204

Public inlerast requires trading suspension. Summary of averthe-counter or exchange irading
(1934 Acl, § 120}

Registersd investmani company

Failura to file Investment Company ACt registration atsternen! Suspension or ravocation of regisiration {investment Company

or required report; liling materially incompiate or misieading  Act, § Be))

statement or repodt.

Company has nol attsined $100.000 net worth B0 days alter
1933 Act regisiration statement became ettective.

Stop onder under 1933 Act: suspension or revocation of regisire-
tion {investment Company Act, § 14ia).
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Table 26—Continued
TYPES OF PROCEEDINGS

ADMINISTRATIVE PROCEEDINGS

Parsons Subjac! 10 Acts Consttuting,
and Basis tor, Enforcement Action

Sanction

Attomey, acoouniant, of other
protessional or sxpert

Lack ot requisite qualifications to represent others. (acking in

Permmanen! or temporary denial of pnvilege ol appsaring or

character of integrily. unathical or improp al con-
duct; willtul violation ol secunties laws or rules; or aiding and
abetting such violation,

Allomey suspended or disbarred by court; expar's license re-
voked or suspended; conviction of a felony or of & misdemeanor
Involving moral turpitude,

ing belore the Commuasion (17 CFA 201.2eX1).

Automatic suspension from appearanca or practice belone the
Commiasion {17 CFR § 201.Xe)2)).

Permanent injunciion against or finding of In  Temporary 0 from practicing; censure; permanant of
Commission-instituled action: linding of securities violation by y di trom g belore the Commis-
Cox hon in p gs. sion; (17 CFR § 201.2(eX3n.

Member of Municipal Securities

Rulemaking Board

Wilitul violation of 1934 Act, rules thersunder. or rules of the
Board; abuse of suthornty.

Censure o reimaval from office (1834 Act, § 158(cKB).

CIVIL PROCEEDINGS IN FEDERAL DISTRICT COURTS

Persons Subsect 10, Acts Constituting,
and Baais for, Enforcement Action

Sanclion

Any person

Engaging in or about 1¢ engage in acis or practices violating
secunties laws, rules or orders thereunder (inciuding rules of a
ragistered Sellregulatory organization).

Nor e with provi of ihe law, ryle, or regulation
under 1933, 1934, or Holding Company Act, order issved by
Commission, rules of a regiatered selt-requlatory organization,
or undenaking in a registration statement.

Teading while in pcssaasion of material nonpublic information in
a transaction on an sxchange or trom or through a broker-dealer
and tranaaction nol part of a public oHering), or aiding and abet.
ling such trading.

injunction against acts of practices which consiitute or woulkd
constitute violalions (plus other equitable reliet under court's
general aquity powers} {1833 Act, § 20(bk 1834 Acl. § 21(a)
Helding Company Act, § 18(f); invesiment Company Ac, § 42(e);
Advisers Act, § 200(e); Truat indenture Act, § 321).

Writ of mandamus, injunction, of Order directing compliance
(1933 Act, § 20(c); 1834 Act, § 21(ey Halding Company Act §
18ig).

Maximum civil penaity: three times profit gained or loss avoided
as a result of teansaction. (1534 Act, § 21(d).

Securities irrvestor Protection
Corporstion

Refusal to commit funds or act for the protection ol customers.

Omer directing discharge of obligstions and other appropriate
ralief (SIPA, § T()).

National securities sxchange or
regisiered securities associstion

Fallura 10 enforca complisnce by members or persons
associsted with its members with the 1834 Act, nules or ordens
thersunder, orules of the axchange or association.

Writ of mandamus, injunction or order directing such ex
or masociation to enforce compliance (1904 Act, § 21(e)l.

Regisierad claaring agency
Failure to enforce complisnce by its participants with its own
nses.

writ of mandamus, injunction or order directing Clearing agency -
to enforce complisnce (1804 Act, § 21(e})
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Table 28—Continued
TYPES OF PROCEEDINGS

CIvIL PROCEEDINGS IN FEDERAL DISTRICT COURTS

Persons Subject 10 Acts Conslituting,
and Bawis lor, Enforcement Action

Sanction

lsauer subject to reporting rquinements
Faslure to file reports requined undar § 15(c) of 1934 Act.

Forfeilure of $100 per day (1834 Act. § 32(Dj).

Name of company or of security issued by it daceptive or mis-
leading.

Injunction againsi uss of name {Investment Company Act, §
38(d).

Otticer, dicactor, member of advisory
board, adviser, depositor, or underwriter of
invasiment company

Engage in act or practice constituting breach of fiduciary duty
involving personal misconduct.

Injunction against acting in certain uplcﬂm for lnveslmm
company and other appropriate retie! (|

Act, § 6(alh.

HI. CRIMINAL PROSECUTION BY DEPARTMENT OF JUSTICE

Basis for for Enforcement Action

Sanction or Relief

Any person

Willtul violation of securilies iaws or rules thareunder; willful
rmisstaiement in any cocument reguired to be liled by securilies
laws or rules; willful missta in any

Maximum penatities: $100,000 fina and 5 ysars imprisonment;
an exchange may ba lined up o $500.000, a public-utility hod:

to be liled by sall-mqumory ofganization in connecnon wilh
an y for p Of iation with

ing up to $200,000 (1933 Act, §§ 20(), 24; 1934 Acl.
§§ 21(d). Gaar Holdinu Company Ac, §§ 18, 29: Trus! Inden-
fure Act, §§ 321, 325; Investmant Company Act, §§ 42(e). 45;
Advisars Acl, §§ 2090}, 217).

Persons who sngege in
Forsign Corrupt practices

Any issuer (which has secuntes subject 10 reporting require-
ments of the 1834 Act) which violates § J0A(a) of the 1034 Act.

Any olhicer or director ot an issuer. o any siockholder acting on
behall of such issuer who willlully violates § 30A{s) of the 1904
Act.

Any employee, or agent subject to the Juriadiction of the United
Slates of an meuer found 10 have violated § J0Aa) of the 1834
Act, who willfulty camed cul the act or practice conatituting such
violation.

Maximum penaity. $1.000.000 fine {1634 Act, § AeN1).

Maximum penaity: $10,000 line and 5 years imprisonment (1904
Act, § 32e)2).

Maximum penalty: $10.000 fine and 5 yaars imprisonment (1834
Acl, § 32C)3)-

*Statutory selerences are as follows: 1933 Act”, the Securilies Act of 1833; "1934 Act”, the Securities Exchange Act of 1934;
c

Act”, the

Company Act of 1840, “Advisers Acl”, iha Invesimant Advisars Act of 1940,

"Holding Company At:'l". the Public Utility Holding Company Act of 1935; “Trust Indenture Act”, the Trust indenture Azt of 1939;

and “SIPA™, the Securities Investor Pratection Act of 1970.
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NATIONWIDE ENFORCEMENT PROGRAM

APPENDIX II
{continued)

Table 29

ENFORCEMENT CASES INITIATED BY THE COMMISSION
DURING FISCAL 1985 IN VARIOUS PROGRAM AREAS

{Each case initiatad has been included in only one calegory listed betow. even though
many cases involve multiple allegations and may fall under mare than one category.)

Program Area in Which
Cwil Action, Administralive
Proceeding, or 21{s) Aepornt

Cowil

Admimisirative 2Ya) % of Tolal

Was (nitiated Actions Proceedings Repons’ Total Cases
Broker-Deailer Cases
(a) Backollice............. ... ... 7 (10 M9 @B8 L. 26 (48}
(b) Fraud againat customer . ....... 10 27 28 {Qn . 38 (64)
(cy SlockLoan ................... 2 ® . 2 &)
momer...........oea 3 ) 10 {19y ... 13 (32)
Total Broker-Dealer Cases ....... . 22 {61 57 @ 0 ... 9 (150 29.4%
Securilies Ollering Cases
(@) NonsegulaledEntity ........... 43 (120} 6 ® 49 (126)
{b) Regulated Enlity .............. 6 (23 6 (1 ... 12 (35
Total Securities Oftaring Cases . .... 49 {143} 12 18 ... 61 (161) 27%
Issuer Financial Statemant
and Reporling Cases
{a) Issuer Financtal Disclosure ... .. 22 (62) 17 21 39 {83
(o) tssues FCPAVioIBtion..........  ......... 2 {2) 2 2y
{c) IssuerReporting Other ......... 3 [ 3 (3
Total Issuer Financial Statement
and ReportingCases .............. 25 (65) 19 @2y ... 44  (BB) 16.3%
Other Reguialed Entily Cases
(a) invesiment Advisers ........... 4 (1 15 @28 ..., 19 (3%
(b1 investmant Companies ......... 1 {1} 1 @ 2 N
(c) Transter Agents .. ............. 1 {5) 1 [} F4 6)
To1al Gther Regulataed Entity Cases . . 6 NN 17 20 L. 23 {4) 8.8%
insider Trading Cases .. ........ ... 12 {32 8 @ ... 20 (&0) 7.4%
Market Manipuiation Cases ........ 4 0§ 3 (5 ——— 7 23 2.6%
Fraud Against Regulated Entity . . . .. 3 3 e ... 6 "M 2.2%
Corporate Control Vioistions ... ... 3 113 1 {1) 1 m 5 (15 1.9%
C P, dings—Civil ... ... 3 {6} e e 3 {6) 1.1%
Re/atad Party T tiong...... ... 2 s 2 n 0.7%

SUBTOTALS ............. 129 {373 120 (17 1 {1y 250 (551}
Delinquent Fllings: ............... 17 (18} 2 2 ... 19  (20) T A%

issuer Reponing
GRANDTOTALS ......... 148 (381 122 (179 1 (1} 269 37y 100%

‘The numbar of defendants, respondents or subjects is noted parenthelically.

‘This y inj

proceedings.
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APPENDIX II
(continued)

Table 30
INVESTIGATIONS OF POSSIBLE VIOLATIONS OF THE ACTS
ADMINISTERED BY THE COMMISSION

Pandingas of Octobar 1, 1984 . . .. .. ... . .. e i e 737
Openedin fiscaiyear 1985 . ... . ... ... ... ittt i s 339
Tt i et e e e e i 1,078
Clos0din NIaCaI YBAF 1985 . . . . .ttt i e e e 358
Pendingasof Septamberd0, 1985 ... ...... . ... e e 720
During the fiscal year ending
September 30, 1985, 119 Formal Orders
of Investigation were issued by the Com-
mission upon recommendation of the
Division of Enforcement.
Table 31
ADMINISTRATIVE PROCEEDINGS INSTITUTED DURING FISCAL YEAR
ENDING SEPTEMBER 30, 1985
BrokerDeater Procaadings .. .. .. ... . ... . b 76
Invesimant Adviser, Investmant C yang T fer Agent Py 18
Stop Order and Regulatiocn AProcesdings .............. ......c..00v0ees 7
AUI8 2{B) PrOCaBTINgS . . ... ... ...ttt i e e et b 1
Oisclosure Procesdings (Section 15{c)4) of tha Exchange AcY) ____7
Total Proceadingsin iscal yalr 1885 .. ... ... .. .. i 17

Table 32
INJUNCTIVE ACTIONS
Fiscal Year Actions Initiated Defendents Named
174 740
158 122
168 713
135 607
108 511
103 ae7
115 398
138 418
159 418
179 508
143 385
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APPENDIX III

SOME SCHEDULES FROM STATISTICAL ABSTRACT OF THE US, 1046th Ed.1986

(Sec.18 Business Enterprise; PP«.9S17-39)

Schedule

NO. 874. NUMBER OF RETURNS, RECEIPTS, AND NET INCOME, BY TYPE OF BUSINESS: 1970 TO 1982

1Fiqures aré eslimates based on umpin 284 Appendix |Il. See also Histoncal Sia mu Caimw Times o 1970, senes V 1-12.
or turther intormation regarding corporations, see table B95)

1TEM Uniy 1970 | 1878 | 1977 | 1970 { 1979 | 100 | 1981 | 1962

yois
Net Income (lese deficit) ?

12,001 113,979 {14,741 | 15,829 | 10,187 | 15,793 | 13,088 | 14,544
2002 ) 2805 ; 4899 8377 ) o5 | 7158 | Tra8 | 7,788
109 e 20 320 38 302 204 1

.| 9.400 10,882 |11,348 [12,018 [12,330 [12,702 | 0,585 | 10,108
238 339 I 443 488 508 44

33 45 51 59 L 55 52 5

" Business receipls b

+

Total o 21 02] 22| 2@7

Net inCOME (38 BRTICH) 3 .....-.......commenrrrnrend] 10 8] 13| 14 15 - -7

¢ i b 2024 | 2242 | 2377 | 2557 | 2711 | 2812 | 2,026

o > 1751 | 3, 4120 | 4 ¥ 8381 | 7 024
Tolal ‘ 751 | 3198 | 4128 | 4718 38

Net income (lesa dafieity s & ... ‘219 5| 230) 214 184

-us Sefvice, wnmmuoumamlmrummmn..sumol
incoms, Sole Propnetorship mnma. annual; Siadsbes of and Stabistics of income,
Corporation income Tax Relurn, anhual,

Schedule

NO. 875. NUMBER OF RETURNS AND BUSINESS RECEIPTS, BY SIZE OF RECEIPTS AND TYPE OF
BusiNess: 1980 To 1882

{Sea haadnots, tatie 876 and loolmlu 3, lable 874. See also Hislorical Siatistics, Colanhllnnn o 1870, seres V 1-12, For

urther inlommation regarding corporations, see Labie 8
1080 191 ; 1902
Astums (1,000} Recsipts (bil. dol.)
' Non- MNarn-

SIZE-CLASS OF RECEIPTS Re- | B® | Re ::,'“ o | par. | cor- ,;2 Put. | Cor

tums | by, fume b, pro- . Totsl nef-
(1,000) dol) (1,000) &,” Total :& ner- m‘ .F; . m-.

ships shipa
13850 | 6,934.2 14,548 |}10,108| 1.514]| 292¢ 6,042.3 ||433.7| 2851.8(8,987.0
| 488| 9, 203 50| 620 4001 450 1.7 29
2.2;: 4994 1,513 1117 178 218 408/ 399 33 [.X.]
1,352 00.8) 1, sea| 191 328) easfise2] 78| a8
¥ 203 1021 450.0([16841 41.5] 2421
b to04) >aia 1 208l 2739| 470| 238| 203
512|6.0208| 524 k] 42| 4asfse308(l 78.2] 179.7|8,0008
PERCENT DISTRIBUTION

. L 7.9 7! seo|l 71.3) S0 21.2 7| 104 7 @)
?I‘l.:a' }.8 ?o,c 7t 04l 11| 18] 74 T e2) 13 :1'

§50,000-500,999 . 95 1.2 98 13| o3|l s3] 126] 14 13)| 7] 34
000-- ; 4 ; 48|l 83] 194l 49 ss| 84| 185 29
$500,000- 000,090, sl 3| 'S8 &3] '3 7| ‘aa] fo1| 4cfiles) ea) 33

29 848 a7 889 a8 4 28] 153 8a.7|| 17.86| 680

. Statistcs of Income, Sole Proprietorihip Retums. sntual; Statisice of incoms,
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APPENDIX III
{continued)

Schedule

No. 879. PARTNERSH!IP RETURNS—SELECTED INCOME STATEMENT AND BALANCE SHEET ITEMS:
1970 10 1982

[In milione, sxcept as indicated. on sampies. Ses heminow, lsbie 878, See siso Appendi 1ii
iy D ARyl e Cbapingr L e

TEM 170 1978 w7 1978 wre 190 11 1983
Active o Vs, fmb 1073 1,183 1,234 1,300 1,380 1,481 1,514
N with net o 782 768 774 749 791
Number with balance shests {1,000 03 008 1.024 {NA) 1104 1,108 1,223
Number of panhers {1,000}, A, 051 6,080 8,121 8,955 8,420 9,448 9,768
, toini 238, 208,000 | 350,808 | 447,130 | 507,504 | 715,233 | 845.2m
- 13, 125 (na) | 158,728 na) | 239140 | 387270 | 310846
11,985 {na] 17.203 NA 33218 | 50,850 | 100.729
30.732 {NA] 43,442 Na) | 70,241 763331 #7820
183,878 NA) | 203080 NA) | 488,734 | 580,034 | 701,630
12,302 [HA| 20,043 NA/ 30800 | 20002 37255
22,700 NA 27811 NA 48002 ) 536882] 732
¢ 138.297 NA) | 114,943 NA) | 178,044 | 190,500 | 235,218
1 3] a) | 83747 A | 110910 | 138,134 | 134,500

41,503 (HA} | 80848 {va} ] 108,770 | 138,199 | 143,051

148,418 | 180,845 1 219,152 | 250,108 | 201,000 | 272,100 1 208,600
M;.SO? 171,% 207,721 ‘“g:gr' 271100 | 230027 | 251,800

D,
Y 167585 | 204,745 | 242092 | 283,749
WeR| k| Mal| et i | T
T Y 8329 | 0853
21,578

12007 | t34ss| 18023 | 21278
10000 | 12335 | 14820 | 17.683
13,204 15,208

224021 28930 | 29,688 40001] 48, 53,857
14804 | 150688 | 10243 | 24704 38013 53302| easrt

NA Not available wmmmowmnmmmmd
partnarship retume filed uml morigages, NoWe, and bonds payabis in lees than
ond year. 'RM mmhm,&rum 'Tnvmimmww
munwumumm ginning 1 pareh ——
S : U.S. A Sendoe, Statistice of income Bulietin, Summes 1983 and Spring 19885,

Schedule

NO. 891. NONFINANCIAL CORPORATE BUSINESS-SECTOR BALANCE SHEET: 1965 TO 1584
(in billons of doflars. Represents year-end outsiandings)

(rEM 1965 | 1970 | 1976 | 1976 | 1977 | 1978 | 1078 | 1000 | 1001 | 10e2 | 10ea | 1954
Yotm asssts 025 [ 1,241 (2,000 2,274 [2.832 {2,074 |3,392 [3,772 [4,189 (0,204 |4,831 | 4,000
TONGUAS RUABIE oo rseerend 567 | 872 1533 17683 1880 (21110 121443 |2.780 13098 |3208 13347 | 3517
Reproduc 450 | 758 {1381 [1.476 |1.848 | 1050 |2198 {2400 [2.638 2712 |2783 | 2341
Land or | 133|172 | 187 | 214 | 21| 305 | 377 | 456 | 496 | 534 | 77
Fi assets 250 | aro| ss8| e12 | e72| 784 | ees | 983 [1.088 |1.088 [1,214 | 1285
Tone Gapana 8! sl 22| 24| 2w| 3| 28 55| eo| 77| @1
‘ 5| 17| 23| 28| 28¢ 28| 20 0| s2( 33| or| s
Trade credit 199 | 180] 240 | 288 | 204 350{ 430) A77| 408 | 488 843| 577
MisColanaous BSBetS ..............ccvreiienenee] B2 84 180 179 | 198 | 223 | 252 2202| N5 | 28| 7| 388
Total NabIUOR........ooormnmene] 348 | 843 | 771 | 838 | 930 (1,072 {0,298 [1,303 | 1,507 (1,588 1,718 { 1,090
Credit market 2221 355( 5481 SO1| 63| 7A1{ I8 1 012 {1,015 |1.088 |1.145 | 11320
Proft taxes 20 19| 14 20| 28| 27| 25| i 4| | 10
Trade debt sal 162! 80| 1| 213| 204 | u18| 387 378 | 427 454
Formgn diect k it o| 13| 28} 31| “as| “2f "s4| "sa[ “eo| 122 133| eS8
NOL WO o] ATT | 698 4,398 {1,480 | 1,801 11,802 12,000 |2,410 [2,847 [2,707 |2818

' Values at current cost.
Source: Board of Govemors of the Federal Raserve System, Balence Sheets v U.S. Economy.
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APPENDIX III
{continued)

Schedule

No. 895. CORPORATION INCOME TAX RETURNS—SELECTED BALANCE SHEET, INCOME STATEMENT,
AND TAX ITEMS: 1970 TO 1982

{tn bilions of dollars, except PUMber of returns. Federal relums and sctive corporations only. See hesdnote, table 520. See
80 Hisfoncal Siatistics, Colorsal Times 10 1970. senes V 120-138)

ITEM i 1070 | 1978 | 1977 | 1978 | 1978 | 1900 | 1901 | 10e2
Number of retuens, total (1,000) ... 1,888 | 2,024 | 2,242 | 2,377 | 2,570 2711 | 2092 2904
with nat 004, 1,008 | 1,228 ) 1,425 | 1,524 | 1.500 ) 1597 | 1597 | 1.608
Smali Busingss Corporation returs {1,000).............conevismnnnd] 257 358 428 479 518 545 541 564
Assats, total 2835 | 4287 | 5326 6,014 | 6,845 | 7,817 | 8547 | 9358
Notes and b 6151 10521 1,238 | 1,569 | 1,817 | 1605 | 2240 | 2420
190 k3] 398 443 504 535 588 581
in G 187 318 301 404 A 472 515 608
Nat capital sssats, #xcept land | 553 825 | 1,002 1,116 | 1,285 | 1,418 1502 | 1,782
Liabilivers, tolat 18821 3,180 | 3975 ) 4520| 5125 5873 | 6,303 | 6888
t 149 283 a7 404 483 542 8§20 are
Short-term dabt * Lr4l 272 320 381 453 505 588 887
Long-1erm deb * 183 5871 es4f 781 8881 987 | 1058} 1,224
Nel worth 752 1,097 1,351 | 1485 | 1,720 | 1,944 | 2244 | 2470
Recei total 1,751 | 3,199 | 4128 4,715 | 5818 ) 6,361 | 7.028 | 7,024
Busi h i e 1, 2 ‘l, 2.9?2 :l,s;; 4,354 5.1353 5]33% e,zg.;- 8,157
Interest On government oblig

Other 82 126 154 195 259 29 443 "518
Rt Ehonwirh Capeial GA iobd ol ion-tars Sap 188 e S I e B 2l %

8 -term gain less net capnal . td 2
Nat long-term capial gain less net short-term capital loss. 5 a 12 15 20 25 2 26
Net gains, sales of apiial assels 5 -] 1 12 15 17 21
from 5 9 14 13 17 19 17 13
Drvidends recenved from foregn k] 5 8 13 15 14 14
¥ b total 1.883 | 3,053 | 2000 | 4467 | 5332 | 6,125 | a.014 | 6000
Cost of sales and i 19481 2130 | 2,725 | 2113 ) 3,722 | 4,205 ( 4500 ] 421
Bad datls 8 14 14 18 17 19 22 21
Taxes gad S0 82 104 118 128 183 170 108
paxl 82 129 153 192 2 348 47; 51;

o 1
o hon Sg -] W7 12(13 lag 157 18: 27.’7!
Pension, prolil-sharing, siock bonus, and annuily plans . 12 27 38 'H a7 52 53 54
Nat loss, sale of nancapilst assels 1 2 ] 10
Net (less loas) 66 143 219 24 285 239 214 154
Incoma subgect 10 tax 12 147 213 249 80 247 240 205
income tax belora crediy * A o8 9% 197 19 101 85
Tan credis, total 5 28 40 44 54 42 40
Foreign tax credit 5 20 L] 24 7 5 22 19
\ crodn 1 § 11 13 15 15 19 17
Incoma tax atter credis 4 28 39 56 85 62 57 ]
Additional tax for Wax pre 2) 4] [¢4] ) @) @l 1 (l}
1ax, 0w 28 40 57 64 68 63 50 4
Disir*wiion 10 stockholders, except in OWR BIOCK ..........c.cvvcseerer| 32 45 a2 70 ar o7 120 132
NA Not available. Z Less than $500 million. ! Net capital asssts, sxcept land, of depr d
e o R S P Ty B o, Lon e SR & PRt
noles payi n 1 yaar. Long-lerm ] MONRANeE,

bonds payabie in 1 year or more. : for the United States. ¢ Consists of normad

on
tax, surtax, and aitemative tax for M8 1970 through tggo, and reguisr tax and alismative tax for tax years 1978-108Y, Tax
yaar 1970 includes surcharge of $734 nv:hm

S : US| R Service, Statishcs of [~ i Tax Ry anhowal.
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APPENDIX III
{(continued)

Schedule

No. 888, ACTIVE CORPORATIONS—INCOME TAX RETURNS, BY ASSET S1z6-CLASS, 1980 AND 1882,
and 8y INDUSTRY, 1982

(in bidlons of dollars. sxcept e indicated. Dsteil may not add 10 tolal becauss of rounding and the exciusion of data 10 prevent
disciosure of laxpayer's identity. See mwh-wlmm».mszo;suuw Historical Statistics, Coionial Times
fa 1970, series V 167-183 and V 103-108)

ASSET SIZE-CLASE
INDUSTRY AND ITEM Tottl |l Under 10 | 10-209 | 28499 | so-ope [ 100-2ep0 | 230k
mi.dol. | mi.dol | midol | mi.dol | m dol | 9%
1900
Number of retums {1,000)...... 2m 2,875 17 8 5 3 a
Rotuns with—
Assats, end of year (1,000) 2032 2507 12 8 5 3 3
r“m TAX leas Credits b (1,000) "300 A (n‘n?) (NA :; - wo
Colps ¥ ) - 83613 1,080 307.4 214, 248.4 aftg 3.2592
57318 19118 78 027 2189 e | 27800
200.9 30. 1 15.4 198 20| 26814
6,125.4 1,853.0 208.8 205.4 238.0 3585 | 30788
42049 13644 223.4 1483 167.3 2487 | 20835
48 497 111 120 169 247 | 2202
2359 ars 108 X 104 155| 1527
2000 72 103 B4 28 148 1584
105.1 17.3 48 38 41 a4 888
830 144 4 3 22 47 394
97.4 ae 23 24 33 57 748
Number of ratums (1,000} 2,928 2,887 18 ® 5 3 ]
Retums with—
Assets, end of year (1,000 2818 am 1 9 5 3 3
Nt Income (1,000). 1508 1,(504 (12 0 .r; 3 2 o
noome credds [NA] (NA] NA| NA/ NA,
Total receipts * 7.024.1 24930 % 248.4 2400 atee :1.551:1
8.157.0 2,080.1 21458 2104 2092 3278 | 30311
5208 e 129 198 26.2 338 4
6,880.3 2,1858 2318 2429 2330 3678 | 35370
42709 14115 2347 1580 148.5 288 207181
5150 0.8 138 1739 232 322 | Tasss
1548 174 75 80 6.1 78| 1103
1543 188 7.0 53 53 87| 1132
888 145 45 35 28 50 557
471 118 27 27 24 28 237
1325 131 33 32 40 87| 1022
0 6.7 8 a 2 a1 §]
99 21 24 41 8¢ )]
309 48 25 24 53 519
a4 48 a5 34 54 5158
109 48 34 34 44 734
187 5.1 w0 41 58 642
80,978 250 58 24 7 [
39, 28 20 17 1 28
@07 42 30 24 .9 51
35523 800 207 126 80 ]
207 9 9.2 110 128 1208
202 a5 64 59 68 1515
280,854 1013 263 97 55 20
885 151 88 a8 a7 252
2029 7 130 T2 103 258
251,692 4033 1,430 706 554 as?
157.7 528 52.4 50.0 1003 | 18377
3620 108.8 811 780 1287 | 17298
114,073 837 244 123 1
a7s 98 a8 1] 172| eara
768 128 10.4 83 154 5078
834,203 333 984 448 289 108
3089 PrY) 443 331 547| 2748
1,083.2 140.9 88 838 1373 o
441,084 7,337 8,305 3,700 1,878
187.5 1208 1905 3473 | ago8s
108 27 222 410 0.
817919 1081 367 1008 100 o
! 159 130 125 178 e48
227 190.4 150 148 155 a
NA Not available. ' Cradits inciude forsign tax, investment, work incentive, U.S. tax, job,
source fusl, alochol tuel, and, beginning 1982, ressarch cradits. -|mmmm. 1 ncludes interest

on Govemment obligations and other iMerest.  * (ncome tax i before deductions for foreign iax, U.S. posssssions tax,
Wmmmmmmmmmmmmmimmm

Souroe: U.S, Intemal Raverue Servios, Sialescs of iooms, Coporabion income Tikx etums, s,
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APPENDIX

v

A Copy of the SEC lLitigation Release

LITIGATION

Litigation Release No. 11447/June 2, 1987

SECURITIES AND EXCHANGE
COMMISSION v. WINDSOR HOLDING
CORP., et al,, Civil Action No. 87-1490
(D.D.C. June 2, 1987)

The Securities and Exchange Commission
(*Commission™) announced today the filing of a
Compiaint in the United States District Court for
the District of Columbia against Winghior Hold-
ing Corp. (" Windsor™), Jose R, Armojo (“Armrojo™),
Ronaid A. Kahn (“Kahn"), Arthur Usheroff
(*Usheroff™), and David Garvin {"Garvin™), The
Commission's Complaint seeks a permanent in-
Junction enjoining: (1) Windsor from violations of
Sections 10(b), 13(a). and 13(b)}(2)(A) and (B) of
the Securities Exchange Act of 1934 (* Exchange
Act”) and Rules 10b-5, 13a-1, 13a-13 and 12b-20
thereunder, and Section 17(a) of the Securities
Act of 1933 (“Securities Act”); (2) Amojo from
violations of Section 10(b) of the Exchange Act
and Rule 10b-5 thereunder, Section 17(a) of the
Securities Act and aiding and abetling violations
of Sections 13(a) and 13(b)(2)(A) and (B) of the
Exchange Act and Rules 13a-1, 13a-13 and 12b-20
thereunder, and violations of Rule 13b2-1 there-
under; (3} Kahn from violations of Section 10(b}
of the Exchange Act and Rule 10b-5 thereunder,
Section 17{a) of the Securities Act, and aiding and
abetting violations of Sections 13(a) and
13(b)}(2)X(A) and (B) of the Exchange Act and
Rules 13a-1, 13a-13 and 12b-20 thercunder, and
violations of the rules promulgated under Section
13(b)(2) of the Exchange Act; (4) Usheroff from
violations of Sections 17(a}2) and (3) of the Se-
curities Act; and (5) Garvin from aiding and abe1-
ting violations of Sections 17(a}(2) and (3) of the
Securities AcL

The Commission's Complaint alleges that, begin-
ning on or about December 1982, Windsor, Ar-
rojo and Kahn, aided and abetted by Garvin,
engaged in conduct which resulted in the over
statement of, among other things, Windsor's pre-
tax income. As part of this conduct, the Com-
plaint alleges that Arrojo, afler a conversation
with Kahn, caused Windsor to falsify its 1982
year-end physical inventory by falsifying in-
ventory tags during the course of a physical
inventory. Arrojo received assistance from two
Windsor plant managers, one a former and the
other a current employce, who also falisfied in-
ventory tags at his instruction. In addition, Wind-
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sor’s then controller, afier a conversation with
Kahn, withheld accounts payable invoices from
the accounts payable system. This information
was not brought to the attention of Windsor’s
independent auditors. The falsification of in-
ventory and withholding of accounts payable in-
voices at 1982 year-end caused an approximate $2
million overstatement of, among other things,
Windsor's pre-tax income. The Complaint further
alleges that Garvin aided and abetted the falsi-
fication of Windsor's inventory by not disclosing
his knowledge of the 1982 year-end falsification of
inventory tags 1o Windsor's board of directors,
senior management, independent auditors or out-
side counsel.

In addition, the Complaint alieges that Windsor,
Usheroff and Kahn omitied to disclose in Wind-
sOr's registration statement filed with the Com-
mission an oral compensation arrangement be-
tween Windsor and a corporation owned by
Usheroff which called for Usheroff to be com-
pensated {or, among other things, services ren-
dered in connection with Windsor's August 1983
public offering

The Complaint further alleges that in December
1983, Arrojo caused the falsification of Windsor's
1983 year-end physical inventory by falsifying
inventory tags in the same fashion as he had in
1982. In October 1983, Kahn resigned as presi-
dent and director of Windsor. The falsification of
inventory in 1983 caused an approximate” $1.6
million overstatement of Windsor's inventory.

The Complaint further alleges that Windsor,
aided and abetted by Arrojo and Kahn, filed with
the Commission certain annual and quarteriy
reports which contained misrepresentations and
omissions of material facts as a result of the
overstatement of Windsor's physical inventories.
Other annual and quarterly reports allegedly con-
tained misrepresentations and omissions of ma-
terial facts concerning certain payments, ad-
vances and forgiven debts.

The Complaint further alleges that Windsor,
aided and abeuted by Armrojo and Kahn, failed
1} to make and keep books, records and accounts
which in reasonable detail, accurately and fairly
reflected the transactions and dispositions of
Windsor's assets and 2) to devise and maintain a
system of internal accounting controls sufficient
to provide reasonable assurances that transac-
tions were recorded as necessary to permit prep-
aration of financial statements in conformity with
generally accepted accounting principles, con-
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APPENDIX IV
(continued)

cerning costing and accounting for inventory and
accounts payable,

Without admitting or denying the allegations of
the Commission’s Complaint, the defendants
consented o the entry of Final Judgments enjoin-
ing them from violating the provisions of the
federal securities [aws set forth above,

Concurrently with the filing of the Commission’s
Complaint, the Commission issued an Order In-
stituting Proceedings pursuant to Section 15(c)(4)
of the Securities Exchange Act of 1934 and Opin-
ion, Findings and Order(“Order™) against Leo D.
Sye (“Sye"), a former Windsor employee, and as
well as an Order against Benny Aguirre
{“Aguirre™), a former Windsor employee, and
Pedro Leon (“Leon™), a current Windsor em-
ployee, '

Sye, Aguirre and Leon have submitted Offers of
Settlement in which they consented to the entry
of such Orders without admitting ot denying any
matters therein. Sye, aformer Windsor controller.
was ordered to comply with Section 13(bX2)(A)
and (B) of the Exchange Act and with Rules
13b2-1 and 13b2-2 thereunder for causing Wind-
sor’s failure to comply with the books and rec-
ords and internal control provisions of the Ex-
change Act as a result of his withholding
accoutits payable invoices from the payables sys-
tem at year-end 1982 and for omitting to disclose
such information to Windsor's auditors. Aguirre,
a former Windsor plant manager, and Leon, cur-
rently a Windsor plant manager, were ordered to
comply with Section 13(b}(2)X(A) of the Exchange
Act and Rule 13b2-1 for causing Windsor's failure
to comply with the books and records provisions
of the Exchange Act as a result of their falsifica-
tion of inventory tags. (See Exchange Act Re-
lease Nos. 24534 and 24535 (June 2. 1987).

Litigation Release 11448/June 2, 1987

SEC v. QUILLIN PORTER, et al.. USDC
W.D. Arl., Civil Action No. 87-5068, Waters,
3

T. Christopher Browne, Regional Administrator
of the Fort Worth Regional Office of the Commis-
sion, announced that on May 26, 1987, the Com-
mission instituted a civil action in the Federal
District Court for the Western District of Arkan-
sas against Quillin Porter (“‘Porter™) and Equity
Investors of Arkansas, Inc. (“EIA™), alleging
violations of Section 7(a) of the Investment Com-

Volume 38, No. 9

pany Act of 1940 (*Investment Company Act").
The Complaint seeks injunctive relief and the
appointment of a Trustee for the liquidation of
EIA.

According to the Complaint, since mid-1985,
EIA, aided and abetted by Porter, has violated
Section 7(a) of the Investment Company Act
through the offer, sale and redemption of shares
in EIA, an unregistered investment company. As
of the date of the filing, EIA was said to have
raised approximately $53 million from 258 in-
vestors residing in 20 or more states. In fur
therance of its prayer, pursuant to Section 42(e) of
the Investment Company Act, for appointment
of a Trustee to liquidate EIA, the Commission
alleged that (1} Porter had represented to the
Arkansas Securities Department on May 14, 1987
that EIA had been dissolved when dissolution
had not, in fact, taken place: (2) E1A had assets
remaining in bank and brokerage accounts which
had not been returned to investors: and (3) EIA
had loaned monies to third parties, including
entities controlled by Porter or persons associ-
ated with Porter, which remained owed and duing
to investors.

In addition to permanent injunctions against Por
terand EJA. and the appointment of a Trustee to
liquidate EIA, the Commission sought prelimi-
nary injunctions and temporary restraining or-
ders against Porter and EIA prohibiting further
viotations of Section 7 of the Investment Com-
pany Act: and temporary restraining orders
against Porter and EIA, as well as against Se-
curities Savings Trust. a nominal defendant. pro-
hibiting the removal or destruction of assets,
book and records belonging to EIA.

On May 26, 1987, the Honorable Frank Waters,
United States District Judge for the Western
District of Arkansas. entered a temporary re-
straining order and freeze of assets. On May 27,
1987, Judge Waters issued an order appointing
Terry Lee of Silom. Arkansas as Trustee to liqui-
date EIA. Judge Waters also entered a prelimi-
nary injunction against Porter and EIA and
granted the Commission’s request for expedited
discovery.

The Commission acknowledges the assistance
and cooperation of the Arkansas Securities De-
partment, in particular, Ms. Becky Berry, As-
sistant Commissioner, in this matter.
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