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by
Fahrettin Okcabol 

Adviser: Professor Tony Tinker

State regulation of capital markets in the US and the UK 
climaxed soon after UUJII; 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 
Stigler; 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 violations.
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INTRODUCTION

In a much quoted article, George Stigler (1964a, 1964b)
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

1
disclosure system in the last 30 years. Stigler, and 
subsequently Benston (1967, 1969a, 1969b, 1973, 1979-80, 1988a, 
1988b) Manne (1966) and Merino and Neimark (1988) contended that 
the financial disclosure requirements mandated by the 1934 
Securities Act had little relevance to dealing with the stock 
market crises of the period; that it was the regulation of 
security dealings in the 1933 Act (not the 1934 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

8
begun to effect securities regulation. For accountants, and 
important corollary of the criticisms is the proposition that SEC 
may safely deregulate 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 not 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

3
<1902) Mo Ifson <1981) Scott <1980) and Jarrell <1981).
Moreover, since the publication of the 1977 Advisory Committee
Report* Congress and the SEC have significantly broadened the
smal1-issue exemptions under the 1933 Securities Act and have
opposed attempts to extend the regulatory apparatus to other

4
parts of the securities markets. 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 
for criticizing the SEC’s mandatory disclosure system (Sharpe* 
1970; Jensen and Meckling* 1976; Kripke 1979; Ross* 1979; Fama* 
1980; Foster, 1980; Beaver,1981; Dhaliwal* 1978).

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

2



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 argues that because they 
overstate the distinction between securities regulation and 
disclosure regulation, their search for the benefits of 
compulsory disclosure was conceived too narrowly. That is, 
Benston and Stigler give insufficient accord to the fact that the 
obligation to maintain “proper books 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 1964 
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 following may 
ensue: First, some issuers of new securities will conceal or 
misrepresent information material to investment decisions;
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 growth; Fourth, neither state laws nor private



associations such as the FASB or the NYSE can ensure the optimal
level of corporate disclosure; Fifth, civil or criminal actions

5
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.

\
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LIIERAIURE_REVIEWs 
QQNIBQVERSIES_OVER_THE_NEED_FOR_A_MANDAIQRY_DISCLQSURE_SYSTEM

The literature pertinent to assessing the validity of 
mandatory disclosure is voluminous and interrelated in a complex 
of ways. This complexity is simplified here by concentrating 
initially on the work of two of the most influential critics of 
mandatory disclosure (Stigler and Benston). Other perspectives 
are either subsumed into the discussions of Stigler and Benston’s 
research) 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- STIGLER1S_CRIIIQUE

Stigler’s 1964a 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 compares the price history of all new industrial stocks* with 
a value exceeding $5.5 million* introduced in the 19S3-19E8 
period* with all new industrial stocks with a value exceeding $5 
million introduced in the 1949-1955 period. To allow for the 
effects of general market conditions* Stigler measured stock



6
prices relative to market averages.

In comparing the pre-5EC (1923—1928) period to the post-SEC
(1949-1955) period* Stigler examined changes in two metrics of
investor "wel1-offness"s 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

7
in post— issue price behavior. 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 theoretical 
priors: the variance of price ratios declined after the
empowerment of the SEC. Stigler 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 (1964)* posit a counter-explanation of 
Stigler’s data: "Cwlith full disclosure we would expect less 
drastic shifts in estimates of expected 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



floated 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."

I
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* 1981; Loss* 1961; Smith* 1981). 
Additionally* Stigler ignored dividend income and thus 
securities with a higher dividend payout ratio would* ceterus 
paribus* 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 
requi rements.

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* 1966* 1965; 
Mendelson* 1978). There is a more serious difficulty with his 
study however: Stigler’s conclusions are not supported by his
results. Friend and Herman (1966) 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 1969-1955 period were superior to the comparable 
results from the 1983— 1988 period. Stigler confirmed this



finding for four of the five post-SEC years (Stigler, 1964b).
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- liNSIQNIS.CRIIIQyE

Benston (1967, 1969a, 1969b, 1973, 1979-80, 19BEa, 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 1933; (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 provisions; additionally, several other eminent 
accounting scholars have relied on his findings (Beaver, 1981; 
Stan, 1977; Bonedes and Dopuch, 1974).

Generalizing from several of his writings Benston’s major 
propositions are examined below:



a ) Absence_of_Fraud and Misprepresentation

Benston contends that there was little evidence of fraud or 
misrepresentation in corporate financial statements before 1933 
and concludes therefore* that the introduction of compulsory 
disclosure was unnecessary. Benston (1969a) observes:

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*1 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 legislation* 
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*11 and "fraudulent
financial statements.11 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.

9



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 
assess 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 surrogate of the level of "fraud in financial 
statements" in the pre-SEC 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* according to 
Seligman (1983) were much more prevalent in the post-World War II 
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 overall 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 also need to be interpreted with 
caution. For instance* he relies on "...a comprehensive study of 
the legal responsibilities of accountants* published in 1935 Cbyl 
Wiley D. Rich E. In which the latter! 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* 1969a* p.518; 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 ) Ihe_Adeguacy_of_Voluntary_Disc1osure_Prior_to_1933

Benston’s second contention is that adequate corporate
11



disclosures existed before the 1934 Act became effective. He 
studied the 1934 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* 1969a). 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 sold; 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 19E6 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 
55% to 62% during this period).

Benston’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 on the NYSE were ignored by Benston*
yet* in the period before the 1934 Act became effective*
corporations listed on the New York Stock Exchange could avoid
the NYSE’s relatively stringent standards by delisting and
seeking a quotation on another exchange or on the ovei— 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,1976b). His study is 
silent on whether corporate managers voluntarily would disclose 
interested transactions, insider trading, executive perquisites, 
or, indeed, any information material 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 information would be voluntarily disclosed by 
even the most responsible firms.

c ) Compulsory Disclosure is Neither Material nor Timely

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-SEC 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,
1974J Friend, 1976; Beaver, 1968; May, 1971; Martin, 1971;
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 SEC disclosure
documents contained no new information, this would not prove that
the requirements were valueless because they could still have had
the affect of prompting an earlier disclosure (in press handouts, 

11
for instance). It is irrelevant whether the Securities Acts
induce disclosure in the financials or by other means, as long as 

12
it occurs.

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 data; 
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 176 "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 90 month period 
after the 1934 Act began to operate, 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."

13
(Benston, 1973, p. 149).

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; Deakin, 1976).

d . lDyestors_are_Adeguately_Prgtected_by_Comeetitiye_Markets

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 final goods and
services; the market for financial resources and corporate 
control, and the market for managerial services.

Market forces are augmented by the disciplining influence of
internal and external monitoring systems (Benston, 1982a, 1982b).
Benston posits that if corporate managers did not voluntarily
provide material financial information, "a stockholder or
potential investor ... is free to purchase it in the market much

14
as other goods are purchased" (Benston, 1969a, p.516).

Benston suggests that shareholders could exercise their 
rights of access in one of two ways: "Large shareholders 
generally have the right and small shareholders 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).

16



Additionally, Benston asserts, "One 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, 1969a, p. 516; 19B0, p. 60). 
But as Seligman (1983, p.15) has noted, 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 1934 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, Benston 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, 1979). Although, as 
Pratt and Zeckhauler (1984) argue, 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.IS).

Internal and external information systems reinforce the 
monitoring of management misbehavior at all levels in the 
organization according to Benston (op. cit.). Fama (1980) 
contends that the impact of such systems has been underestimated. 
He argues that; First, it is easy for shareholders whose 
management are acting dysfunctionally 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 to instigate the optimal monitoring 
system for each case (something that a general fiat cannot 
possibly accomplish).
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3• SIGNALINBi_AGENCYi_AND_RELAIED_PERSPECIiyE§

Benston 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 
control 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.

a ) Signaling Theory

Ross (1979) observes 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 control* 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 
overall 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: If the firm does poorly* 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 Ross (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 4100,000 a-year 
manager to have the freedom to trade in the firm for his own 
account and make mi 11 ion—dollar gains ... Csluch activities would 
be a form of overcompensating managers for the services they 
supply....stockholders...wi11 enter into contracts that penalize 
such activities.11 (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 concomitantly, 
management compensation. "What of the firms whose news is bad 
or, alternatively, have no news at all. Just as the managers 
with good information have an incentive to signal this to the 
market to distinguish their firms from others, those with no 
information also have an incentive to signal" (Ross, 1979, 
p.186). That is, firms whose earnings are stable will have 
incentives to signal "no news" by publishing honest financial 
reports and maintaining stable dividend levels to avoid being 
confused with firms with bad news. "Firms with bad news are then 
left with no recourse. They cannot 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
20



because* 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 information 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* 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 
Meekling (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)4 of his firm would directly receive all of 
its benefits; owning any lesser percentage would mean sharing 
benefits with "outside" shareholders. In circumstances where a 
manager owns anything less than 100)4 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 
wealth that would be shared with the "outside" owners.

Mhat 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 be less than the

15
value of shares in a firm managed entirely by its owner.

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

"through monitoring and other control activities.... it
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is usually possible to alter the opportunities the 
ownei— manager has for capturing non-pecuniary benefits. 
These methods include auditing* 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 shareholders 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, 
"Ctlhe 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 
of the firm) are more valuable than the perquisites given up." 
(Jensen and Meckling* 1976* p. 326).

As disclosure of material information would assure 
shareholders that managers are unable to trade on their own 
accounts at the expense of outside shareholders or otherwise 
exploit their fiduciary position* it follows that the monitoring 
contract between the manager and outside shareholders would 
provide for the publication of such data.

c ) Counters_to_the_Signaling_and_Agency_Critigue

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 to the SEC’s mandatory corporate disclosure system, 
seem to have been responsible for the majority of the fraud cases 
brought by the SEC (Seligman, 1988, 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, directors 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 undei— 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 Cprice] changes."; Pratt and Devere (1978); Jaffe
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<1974); and Finnerty (1976), found that insiders were more 
successful than non— inside traders. Niederhoffer and Osborne 
(1966) 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 1ine-of-business data permitted investors to make 
earnings forecasts superior to those which they would have made 
relying on consolidated data (Collins* 1975* 1976; Collins and 
Simonds* 1979). Collectively* these studies suggested that 
unpublished material investment information confers a distinct 
advantage 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. Often a sizeable part of 
management’s total compensation* 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 company* 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
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floatation period and then sell their interest in the firm.

Agency and signaling theorizing also fail to account for 
non-finaneial 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 been cited by 
businesspeople as revealing potential useful data to competitors 
(Foster, 1980). If this is the case, then one 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 QUESTIONS AND HYPOTHESES

INTRODUCTION TO RESEARCH PROBLEHATIC

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 12(g) of the Securities 
Exchange Act of 1934 (revised on July 3, 1986) exempts firms with 
assets of less than $5 million and/or shareholders numbering less 
than 750 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 Section 
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 1933 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 1934 
Securities Act as well as Section 3 and 7 of the Securities Act 
of 1933). On receipt of a complaint from members of the public, 
the SEC may prosecute corporations even though the latter may not 
be required to register financial statements with the SEC I 
(Appendix II 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 SEC 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, 106th Edition, 1986, page 514-539), less than 
17* 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 scrutiny, crucially affects 
the efficacy with which the SEC forfills its public mandate.

The improvement in "targeting" of corporations for the SEC 
surveillance (through filing requirements) is the raison d ’etre 
of this study. By revising and refining the list of "qualifying 
characteristics” (and exemptions) that define the firms required
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to file* this study aims to improve the SEC’s productivity 
relative to 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) who are nonetheless violators of the Securities 
Laws (Securities Act of 1933 and Securities Exchange Act of 
1934): Second* to investigate the characteristics of the four 
major categories of firms in the study (regulated violators* 
regulated non-violators* unregulated violators* unregulated non- 
violators) with a view to improving predictions about their 
propensity to adhere* or violate* the Securities Laws. Having 
overviewed the research in a preliminary way* we can now proceed 
to questions about the population* the sample* data availability* 
etc .

THE POPULATION AND THE SAMPLE

In 19BE* 2*9E6,000 corporations filed corporate tax returns 
(Statistical Abstract of the US, 106th Edition*1986* page 517-39, 
Schedules 874- 897). Schedule 896 (Appendix III) shows the 
breakdown of these firms by asset size.
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As Schedule 896 of Appendix III shows* only 38,000 firms 
(1.5987%) of all corporate tax filers had assets in excess of $10 
million. The Securities Laws impose an even "tighter” condition 
requiring a firm to file with the SEC. Figure 1 reveals that, of 
the 5,956,000 <1985 data) corporations filing tax returns, only 
13,450 (0.435%) were required to file with the SEC (Directory of
Companies Required to. f ile, Annual Reports with the_Securities and 
Exchange_Cgmmi.ssi,on_under_the_Exchange_Act_of_ 1934, September 30, 
1986).

The economic efficiency of the capital markets— especially 
the effectiveness of the capital raising and accumulation 
process— is the prime concern of the SEC, according to the 
Securities Laws (see, for instance, Sec.11.A of the 1934 Act). 
Schedule 896 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 
amount of capital raising that falls outside the SEC’s bailiwick.

The schedules in Appendix III show that the total assets 
of all corporations in 1983 was an estimated *9,358 billion; of 
which less than *760 billion (8%) falls within the SEC 
jurisdiction for reporting purposes. Thus some *8,598 billion 
(95%) is 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 1985, of which an 
estimated 5% 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 stockholders) 
that are "efficient" with respect to the transcendent objectives 
of the agency.

Moody’s records are an important data source for the study; 
Figure 1 places the Moody’s list in the context of the larger 
universe of firms being sampled from. A detailed breakdown of 
the Moody’s 1986 Manual is shown in table Is it lists 5985 firms, 
divided into "Industrial," "OTC Industrial," "Public Utility,"
and "Transportation." The particular value of Moody’s records to

\

this work is that it gives information on non-regulated as well 
as regulated 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). 
This sample was taken, from the Moody’s Manuals and the_SEC 
0inectory_gf_Firms_Reguired_to_Registerj,_1986, and was based on 
all firm’s, listed in the 1986 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 1986, 481E are
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regulated) 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 <1986) 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 
Moody’s firms not regulated by the 5EC.

THE DEPENDENT VARIABLE

The primary proposition of the research is that a 
significant level of violation of SEC rules will be found in the 
non—regulated group in Figure 1. In this regard) three important 
assumptions require elucidation: First) that "being cited for a 
violation" is equated with "being a violator" in this study. 
Second) in using Moody’s as a data source) no "Moodys selection 
bias" is introduced. Third) what constitutes a violation. Each 
assumption is discussed below.

(a) Adequacy of The Proxy For Identifying Violators

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 proxy 
for actually being a violator 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? 1973; 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 violator.” The General Counsel 
represented the Commission in 289 litigation matters during 1985. 
During this fiscal year? W7 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 of 
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 198^'s when there were a 
total of 276 injunctions? of which *t2 were appealed? 19 of which 
have been settled to—date? with only 2 outcomes unfavorable to 
the Commission (SEC's 51st Annual Report? 1985).

(b) Moody's Selection Bias
In the empirical study? a list of violator firms are
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obtained 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 
Washington)* 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 sources offer a measure 
protection against selection biases associated with relying 
exclusively on the Moody’s manuals.

A review of the SEC Docket Litigation Releases covering 
violations between January 1st and June 30th 1985 revealed 118 
violator firms. "Violation" encapsulates a range of meanings 
which are summarized below in Table 8. (Appendix IV provides a 
copy of a SEC litigation release.)

(c) Types of Violations
Table 8 was constructed by reviewing the SEC Docket 

Litigation Releases covering violations between January 1st and 
June 30th 1985, and shows the main types of violation: "failing 
to register", "transgression of the anti-fraud provisions of the 
federal securities laws", "the disclosure of false and misleading 
information", "breach of the reporting provisions" (e.g.* timely 
reporting), "statements that are false and misleading with regard 
a material statement", etc., (SEC Dockets, Vol.32, No.8, Jan.8, 
1985 through Vol.33, No.6, June 25, 1985). In the empirical
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study* these different types of violations/violators 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 
processes 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 other 
agency and signaling theorists— reveals serious shortcomings in 
the analysis supporting their conclusions that market regulation 
should displace state and professional regulation.

What the literature review suggests (and the hypotheses 
below seek to examine) is that violations may be more prevalent 
in the following 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!

iQtCSduc ti,on:

Hypothesis 1 (see below) is the primary proposition of this 
study. It problematizes extant SEC regulations by inquiring into 
the desirability of extending the target group of firms required 
to file. The hypothesis asserts that a high incidence 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 unregulated 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 resolution 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 regulated 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 becomes 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 regulations.

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
marginal ist analysis permits an optimal (sic.) target group to be 
identified (Stigler, 1961* 1964a, and 1971; Peltzman, 1976).

But even if this information were available, it would still 
be insufficient for deciding the optimal regulatory system. Only 
by happenstance would the additional costs of new regulations 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 every other scheme 
(Sraffa, I960; Kregel, 1972, 1975, and 1976).

While it is common in economic research to ignore such 
distributional affects on the somewhat questionable grounds that 
they will be corrected by tax policy (c.f.* Rowley* 1969; Arrow 
et al.* 1961) this assumption is hardly adequate because 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, 1972; 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-regulated violators) who might not have 
violated if they had been subject to the SEC filing requirements 
(i.e.) "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 value) below the stockholder minimum).

These "affects" of threshold changes may be calculated in 
terms of both the number of firms turned into non-violators) and 
the total value of assets in the economy transferred to the 
custody of non-violators. Uhile these measure are not perfect 
proxies for the "net social benefits" of new regulatory 
proposals) by the standards of previous studies in the area) they 
are "interesting" and "relevant" (Stigler) 1961) 1964a) and 
1964b; Benston, 1967, 1969a, 1969b, 1973, 1979-80, 1982a, and 
1982b). Subject to the above qualification to the empirical 
analysis, the research hypotheses are as follows:
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Violations (V) of the Securities Laws by SEC non-regulated 
firms is significantly higher than among SEC regulated firms.
This may be expressed as follows:

V « f (R) ?

"Significant" in the above will be assessed using several 
indices: the probability of violating; 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* p575) points out that some 
constituencies bear a strategic relation to the firm and can 
disclose information pertinent to other constituencies 
selectively. The management of the firm is the obvious 
constituency to which to ascribe such a strategic informational 
advantage. Biven 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 other constituencies. Thus* undisclosed contractual hazards 
can arise in this way (Williamson* 1985* p318-319). SEC non- 
regulated firms have an incentive not to disclose information 
that may reveal this inconsistency* and thus* are more likely to 
violate SEC Laws than SEC regulated firms. As 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
regulated firms") as those listed according to the_Di.rectory_gf 
Companies Required to.File Annual .Reports with the Securities 
Exchange_Commissign (1986). The directory includes companies with 
securities listed on national securities exchanges) companies 
with securities traded over the counter which are registered 
under Section 18(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 $5 million;
3. Firms with shareholders 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 bondholders protective committees.

Firms falling under categories 4 and 5 (above) will be 
removed from the non-regulated sample. Non-regulated firms will 
be identified and classified so that "types" of violator will be 
highlighted by the analysis.



Hypothesis g :

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 resources and corporate control, and the market for 
managerial services. According to 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 violations are greater among firms subject to weak 
competitive pressures <C) than among those subject to severe 
competition. In this study, we test the countei— hypothesis that 
infringements are likely to increase with greater competitive 
pressures. This may be expressed as follows:

V = f <C> ;

The competitive pressures (C) will be measured using a 
weighted average of Tobin's Q and Palmer's Index. These 
measures will be described subsequently.

Hyegthesis_3:

Ross (1979) observes that, "in a competitive market (with no 
mandated disclosure) the managers of firms ... will have a strong 
self-interest in disclosing relevant information ..." However, 
evidence refuting the "strong form" of the efficient market 
hypothesis' costs doubt on Ross* arguments. 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 violations are more 
likely to occur in conditions of high information asymmetry (A) 
between managers and investors. This hypothesis may be 
expressed as follows:

V = f (A) ;

New issues by the firms and the age of the firm 
(incorporation date to the violation date) will be used to 
measure this variable.

Hypothesis_4:

The users of financial statements form expectations about 
the firm’s financial prospects from the previous year’s 
performance* industry performance and contractual agreements. In 
order 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 
occur among firms that bias profitability and debt covenants.
This may be expressed as follows:

V = f (P, D).

The variable* "P»" (profit pressures to manipulate) is
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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 variable* "D»" (pressure to manipulate 
because of the debt covenants) will be measured in terms of the 
proportion 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;



§IATISIICAL_MODELS

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 to least squares estimates that (a> have no known 
distributional properties, (b) are sensitive to the range of the 
data, (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. In addition, discriminant analysis are used to 
develop a model that attempts to elucidate "predictors" of 
violators of the Securities Laws. The models are estimated by 
using the SPSS-X <1988,' 3rd. Ed.) computer packages.

The following statistical models are estimated:

Full sample model:
This includes firms that are regulated non-regulated, 

violators, and non-violators (see Tables 3 through 6).

V = f CR, C, A, P, D>

Previously, we identified five types of violations of the 
securities laws (see Table S). These are represented, according
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to the violator firms’ regulatory status* as follows:

V io l,at i,on_TyBS-l_!BBdel,:
This includes firms that are regulated, non-regulated, and 

have violated registration provision of the Securities Laws (see 
Tables 7 through 10).

V(l.l) = f *C, A, P, D>

Since violation type 1 is a violation of registration of 
securities, the new issue/not new issue variable A<1> is not 
included in this model. registration of securities, the new 
issue/no new issue variable is not included in this model.)

Vi.glation_IyEe_2_mgdel:
This includes firms that are regulated, non-regulated, and

have false statements (see Tables 11 through 14).

V(l.E) = f CC, A, P, D>

¥iolation_Iyee_3_medel;
This includes firms that are regulated, non-regulated, and 

have violated the filing provision of the Securities Laws (see 
Tables 15 through 18).

V (1.3) = f CC, A, P, D>

yiglation_IyEe_ft_mgdel:
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 2E).

V<1.4) = f 1C, A, P, D>

Violation Type 5 model:
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.

V<1.5) = f CC, A, P, D>
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data variables

Conceptual variables are measured using one or more data 
variables to test the hypotheses. The data variables* 
corresponding to each conceptual variable* are as follows:

Conceptual Variables: V = f £R* C, A* P* D>

Data Variables: V(l) = f £R(1), C(l), A(1,S), P(l), D(l)>

Dependent _Var iab le_V.(. H :

Where V<1> = 1 violator of the Securities Laws*
V<1) = 0 non-violator of the Securities Laws,

and V(l.X) = 1 for regulated violators (where X represents
the type of the violation)*

V(l.X) = 0 for non-regulated violators for violation 
type X.

The "Introduction" and "Hypothesis 1" of the "Research 
Hypotheses Section" discusses the dependent variable.

lodegendent_Variable_Rl11:

Where R(l) = 1 SEC regulated firm* 
R(l) = 0  non-regulated firm.
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Independent _Variable Cjlj:

Where C(l> = weighted average of Tobin’s Q and 
Palmer’s Index.

This continuous variable measures a firm’s competitiveness 
in testing Hypothesis E. Tobin’s Q* 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 monopoly 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 .001 (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(l) is calculated below from Tobin's 0. 
(TQ) and Palmer's Index (PI):

TQ PI
C(l>  -------------------- x TQ + ----------------------- x PI .

TQ + PI TQ + PI

These measures have been used extensively in a variety of
authoritative economic studies: see for instance, Bain (1965),
Ciccolo (1975), Hall and Weiss (1967), Mann (1966 and 1970),
Rhoades (1972), Sullivan (1977), Tobin (1969 and 1978), and Tobin

17
and Brainard (1968 and 1977)

lod spend ent_Vari.abl.e_AXil:

Where A(l) = 1 firms engaging in new issues of stock,
A(l) = 0 firms not engaging in new issues.

To determine whether a violator 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-violator 
firm, the SEC News Digests in the three—month—period prior to the 
end of their fiscal year were examined.

independent_Var iab l.e_A^22 s

Where A(2) = age of the firm (incorporation date to the
violation date).
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The importance of the A(£) variable is to assess the level 
of information asymmetry between managers and investors for new 
and existing firms.

Independent Variable pjlj:

Where P(l) = 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 loss. In addition* the variable is adjusted according
to the following criteria:

if a firm has net loss with positive owners; equity or
positive industry return ADD 1*

if a firm has net loss with negative owners’ equity or
negative industry return SUBTRACT 1*

if a firm has net income with positive owners’ 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 violate the Securities 
Laws.

lDdependent_Var i ab 1 e_D(. 12:

Where D(l) = debt to equity ratio. (This variable always
takes a positive sign* but it must be
increased by 1 if a firm has a negative 
owners’ equity.)
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This proposition reflects the influence of debt covenant 
constraints on the propensity to violate the Securities Laws.

In summary* the conceptual variables and their data variable 
surrogates are related as follows:

CONCEPTUAL VARIABLES

R< 1)

DATA
VARIABLES

A(E)
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DAie_SQLJRCES

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 insofar as "not all crooks get caught!" Thus the 
evidence is a conservative test of the propositions.

A two-stage random procedure sampling is used? The first 
sample for violators is selected from the SEC Dockets (using 
January 1, 1980 — December 31 * 1987). Each firm is then 
investigated to ascertain its SEC regulatory status (regulated or 
non-regulated). The second stage extends the original sample by 
using stratified random sampling to obtain a sufficient cell size 
for all types of firms (regulated violators, regulated non- 
violators, non-regulated violators, non-regulated non-violators). 
Stratified random sampling involves taken random selections, to 
pre-set limits, from two or more sub-populations. Thus, for 
instance, random selections from female and male student 
populations may be pre-set at limits of AO and 50 respectively, 
reflecting known proportions of the population-at-large. klhile 
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 of violation.

The following data sources were employed in addition to the 
Moody’s manuals: the SEC microfiches (for annual reports* 10-K’s, 
etc.*), the SEC News Digests (published daily by the SEC 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 litigation 
(especially in Southern District of New York cases of litigations 
—  in New York City or Bayonne, New Jersey).
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EMPIRICAL RESULTS

Tables 3 through EE represent the results of the multiple 
regression* 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 follows:

STATISTICAL MODELS
Multiple Discriminant 
regression Logit Probit analysis

EMPIRICAL TEST
Full sample 
(154 firms)
Violation Type 1 
(34 firms)
Violation Type E 
(40 firms)
Violation Type 3 
(E5 firms)
Violation Type 4 
(E6 firms)
Sample of 1E4 firms 
(154 - 30 hold out 
sample)

Table 3 Table 4 Table 5 Table 6

Table 7 Table 3 Table 9 Table 10

Table 11 Table IS Table 13 Table 14

Table 15 Table 16 Table 17 Table 13

Table 19 Table EO Table El Table EE

Table S3 Table E4 Table E5 Table E6

Logit and Probit coefficient estimates (Tables 4, 3* IE* 16* 
and EO and Tables 5, 9, 13, 17* and El, respectively) cannot be
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compared to each other directly. According to Aldrich and Nelson 
(1984* pp. 64-65)* there is a scale difference between the two* 
such that logit coefficients are 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 
observe 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 SO and SI the significance levels are 
also slightly differ because of the smaller sample size <S6 firms 
only).

The evidence suggests that there is little difference 
between the results for the two procedures (logit and probit). 
Thus* for instance the goodness of fit Chi-Square values for 
Logit and Probit are B.B17E-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 SO) and S.006E-33 
(Table SI) 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 variable. 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 .SO competitiveness* being established 
10 years ago* and being regulated* has a probability of violating 
the SEC Laws about 78%.

No such easy conclusion is possible'for logit and probit* 
since the impact of any variable is nonlinear. Tables 4 and 5 
show for Logit 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 6* 10* 14* 18* and EE) 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
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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 issue* return on equity relative to the industry return* debt 
to equity* firm’s age* competitiveness, and whether a firm is 
regulated or not. Discriminant analysis 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 6) 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)

A(1) .0001% .94096
P( 1 ) 5% .26794
D< 1) 5% .26207
A(2) 10% .20160
C(l) 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 older 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(l) and to meet 
covenant restrictions D<1) are significant at the 5% level.

The degree of competition C(i) increases the proclivity to 
violate. This result is in the opposite direction from that 
posited by Benston. While the coefficient’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(l) does dampen the tendency to violate, however the 
significance of this coefficient is a low 28%.

30 firms were held out, randomly, from 154 firms in order to 
predict these 30 firms* violator/non-violator 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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lS^ firms. The comparison of Table 3 (ISA firms) and Table S3 
(ISA firms) reveals that all variables in both tables have the 
expected signs. In general* the significance level increases 
when the sample size is increases from ISA to 15A firms. The 
full sample (ISA firms) would give a prediction accuracy rate of 
more than SOM (Table 3).

The above findings are confirmed by the results of 
discriminant analyses in Tables 6 and E&. The classification 
results of the discriminant functions show that* overall* 75.3SM 
of the 15A firms and 75M of the ISA firms are correctly 
classified in Tables 6 and 86* respectively. There is a slight 
improvement in classification accuracy with the increase of the 
sample size. Tables 6 and E& of discriminant analysis show that 
the variables have the same sign and relative magnitude.

Matrices of Pearson Correlation coefficients are provided
for each multiple regression model. When properly employed* the
correlation matrix becomes an excellent technique for uncovering 

15
spurious relationships* locating intervening variables* and can 
even be used to help the researchers make certain types of casual 
inferences (SPSS* 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 one* new issues A(l), age of a firm A(S)* debt to
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equity ratio D d ) ,  rate of return on equity relative to the 
industry return P d ) ,  competition C d ) ,  and regulated/non- 
regulated R(l>. Table S3, also, provides similar results, namely 
new issues A d )  having the hoghest correlation and regulated/non­
regulated R (1) having the lowest correlation to the dependent 
variable V d ) .  The correlations of tables 3 and S3 indicate that 
approximately S3.55 of the variances in violation of SEC Laws are 
determined by the new issues A(l).

Further examination of the correlation matrices (in Tables 3 
and S3) shows that new issues A(l) is higly correlated with the 
dependent variable V d )  without being effected by any other 
independent variables. This can be observed by the following 
correlations results:

Vd) R (1) C(l) A(S) P(l) D (1)
Table 3: A(l) .*tSB7 .01S3 -.0385 -.0791 -.0619 .0SS6

Correlation of the age of the firm A(S) with the dependent 
variable V d )  is, also, standing alone without being effected by 
any other independent variablse in the functions. This can be 
observed by the following correlation results:

Vd) Rd) Cd) Ad) Pd) Dd)
Table 3: A(S) -.1439 .1069 -.0638 -.0791 .1003 -.0051

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

The results of Tables 7, 11, 15, and 19 (multiple regression
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models) and Tables 10* 14* IS* and 55 (discriminant analysis) 
reveal similar results to the results of Tables 3 and 6. Some 
differences are observed for the signs* significance levels* and 
importance of the variables based on different type of violations 
and the sample size. The low significance levels maybe due to 
the small sample size of 33* 40* 55* and 55 for violation type I* 
5* 3* and 4 respectively.

A closer look at the correlation matrices’ results of Tables 
7* 11* 15* and 1? (multiple regression models) reveals that 
almost all independent variables have notable correlation with 
the dependent variable. This can be observed in the following 
examples:

C(l) A(5) P<1) D(l)
Table 3: R(l) -.1541 .1069 -.1551 .0910
Table 7: R(l> -.5591 .3010 -.3465 .5186

In addition to the multiple regression results* a closer 
look at the discriminant clasification results of Tables 10* 14* 
18* and 55 reveals a successful prediction rate of 75.76% of the 
firms for type 1 violation* 70% of the firms for type 5 
violation* 75% of the firms for type 3 violation* and 76% 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 cutbacks to produce a "leaner" SEC. Insofar as the
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disciplining influence of SEC surveillance and filing was blunted 
by Shad’s policies, 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 competition C(l), information asymmetry A(l) and A O ) ,  
pressures to meet profit targets and debt covenants P(l) and 
D<1), and the obligation to file (being regulated) R(l), all 
influence the level and type of violation.
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CONCLUSION

The capital market is a cockpit where social struggles most 
germane to financial accounting are worked out. Securities 
disclosure legislation* such as the US’s 1934 Glass-Steagal1 Act 
and the UK’s 1949 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 corporations (Merino and Neimark, 
1982; Cooper, 1984).

National legislation provided only temporary respite however 
as material conditions changed and ideological challenges to 
legal restrictions emerged. The partial internationalization of 
capital markets (especially the Eurodollar market) permitted 
banks to circumvent minimum capital requirements and corporations 
to avoid their own national disclosure regulations. Thus 
"stateless" capital markets compete, 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 regulators 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 
ideological) 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 Benston 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 questions about the desirability 
of unqualified deregulation by pointing to specific circumstances 
where abuses of securities laws tend to proliferate. Even 
stronger support for the hypotheses might have been forthcoming 
but for two handicaps specific to the empirical situation: First) 
that data is only available for that small percentage of 
violators who are detected and prosecuted (less than l'/t according 
to some estimates (Tinker) 19B7A)) and Second) that this study 
was conducted in a period 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 
question the conventional empirical methods 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 
theoretical dependents in accounting and finance (Blaug, 1980; 
Caldwell* 1982* 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 not 
been secured. Assumptions serve only to affirm what is widely 
believed to be the case; they represent a modest caveat or 
caution against eventualities that are thought unlikely to 
materialize.

Assumptions that predicate theorizing 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 reasonably 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). 
Second* 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 (Popper* 1959).
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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 outrageous violation of the integrity of 
the practice. This perversion of a scientific practice allows 
assertions* as untestable as anything found in alchemy* 
astrology* and mysticism* to be dressed in the ritualistic garb 
of science* and used as a conduit for promoting sectarian social 
policies.

What motivates the proffering often implausible assumptions? 
From 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 to be true* and
thus the more severe the censorship and mystification perpetrated
by the theory.

Assumptions about the prevalence of perfect competition 
exemplify the ideological role of assumptions. Perfect 
competition is typically defined by five critical assumptions 
(Cohen and Cyert* 1975* Mansfield* 1975* 1979):

1. That all firms in an industry produce a homogeneous 
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.

S. That business firms and consumers possess
perfect knowledge of relevant alternatives. It follows that 
all firms have access to the same types of production 
technology, 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 is so large that 
any one individual firm or household has only a negligible 
effect on market price.

5. 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 involve 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,1959; Caldwell, 19B2, 1984).

The assumptions constituting perfect competition may be 
further deconstructed by noting importance of asserting the 
existence of equilibrium levels of price and output. Equilibrium 
analysis permits economists to asserts the functionality 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, 1979). 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 technology, 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 substitution 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



rate of transformation between these two commodities for any 
producers.

The Oxford price studies was the early authoritative 
empirical source to rebut the diminishing returns to scale 
assumption included above. The Oxford studies showed that cost- 
plus (rather than a supply and demand) provides a better 
empirical foundation for 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 than as a constant given by the market. Price 
making indicates a degree for economic power for private 
decision-making units is a market imperfection. Governments also 
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 assumptions are put into question, so are the politics 
of political quietism that these assumptions promote (Tinker et. 
al., 1988).
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Increasingly, accounting research is being conducted that 
begins with an alternative set of assumptions to those of 
neoclassical thought: that markets, 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 choose which side to support?"

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

Research into mandatory financial reporting has a long-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 
h istory.
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This thesis may be seen as a revival of the conflict-based 
tradition in mandatory financial,reportings First, it rejects 
"take-spinning" as the only source of evidence for accounting 
research and employees evidential sources hitherto neglected by 
accounting research and Second, it focuses on deviant cases (the 
violators who are the phenomenon of interest). The latter is 
more likely to provide insights for targeting new regulation and 
disclosure policy than research that confines its examination to 
the "typical" or "mythical average" case.

In accounting, there are two basic issues: First, the 
standards for preparing an accounting information (such as LIFO, 
FIFO inventory methods) that is set by Financial Accounting 
Standards Board (FASB) and SEC. Second, the standards for 
providing accounting information to 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 pay, and if free riders exist, the market of 
acounting information would not be the social optimum.
Regulation for availability of accounting information corrects 
for this market imperfection (Solomons, 1986, 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 
organization (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 18(g) of the 
Securities Exchange Act of 1934 (revised* July S* 1986) be 
modified in order to expand the scope of corporations required to

M

comply with disclosure laws. In addition to the Treadway 
Commissions general recommendations* the SEC should expand its 
enforcement remedies to impose severe penalties and tailor such 
penalties to 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 
obsolete* 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 1985; 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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FOOTNOTES

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 periodic 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 
1935-1944 decade, a total of $24 billion worth of securities were 
registered with the SEC. In the 1945-1954 decade, $67 billion 
of securities were registered. In the 1955-1964 decade, $155 
billion of securities were registered. In the 1965-1974 period, 
$543 billion of securities were registered (46 SEC ANN. REP. 132, 
19S0). Thus, the annual average of registered securities 
increased from $2.4 billion in the 1935-1944 decade; to $6.7 
billion in 1945-1954; to $15.5 billion in 1955-1964; to $53.2 
billion in 1965-1974; and to $83.2 billion in the six and one- 
quarter years, 1975-1980 (Seligman, 1983).
3. These criticisms of the SEC’s mandatory corporate disclosure 
system have added significance because several of the authors 
(including Kripke, Phillips, Zecher 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 something 
analogous to the 1933 Act prospectus accompany the sale of each 
life insurance policy (see FTC, Life Insurance Cost Disclosure, 
1979).
5. Supporters of mandatory disclosure typically appeal to such 
work as that of Peltzman (1976) and Stigler (1971) to argue that 
the political "market" for voting (with lobbying and 
sidepayments) is an adequate democratic process.
6. "Thus if from 1926 to 1928 a common stock rose from $20 to 
$30, the price ratio is 150 (percent) or an increase of 50 
percent, but relative to the market, which rose by 68.5 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: "Cplrice 
dispersion is a manifestation - and, indeed* 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 
ratio between the benchmark and test periods 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-SEC period implied 
that the mandatory disclosure requirements had protected 
investors from overpricing when new securities were first issued.
S. Merino and Neimark (1982) point out that by requiring 
disclosure of certain financial information institutionalized a 
major change in investor behavior. Thus, this may be another 
reason that fewer "risky" issues were floated in the post-SEC 
per iod.
9. Ultramares Corporation versus Touche (225 N.Y. 170, 174 N.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 not 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 revealed, and could be changed without 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:

"....knowledge that information...made publicly 
available 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 to 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."

IS. This discussion ignores the cost of producing accounting 
information* and the distribution of that burden between various 
parties.
13. Friend and Westerfield (1974) draw our attention to some 
possible difficulties with Benston’s distinction between 
"disclosure" and "non-disclosure" firms. Although the 193 "non­
disclosure" companies (with one possible exception) did not 
disclose sales* they did disclose net income and that this was 
"the more theoretically relevant variable." They infer 
therefore* "that Benston’s... test does not distinguish between 
non-disclosure and disclosure firms but between less and more 
disclosure firms that trade on the NYSE." (Friend and 
Westerfield, 1974; Friend, 1976).
14. Benston relies on Stigler’s "Captive Hypothesis" to explain 
how market processes 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 accountants* financial executives and business 
groups" (Benston* 1976 p. 169). Benston supports his conclusion 
with the work of Manne and Solomon (1974), which argued that the 
1933 Securities Act was supported by leading Wall Street houses 
as a mechanism to curtail competition from "new or less eficient 
firms that cut prices." In examining comparable claims in 
Stigler’s (1964a) article* Friend and Herman (1964* p.382) 
observe 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 excessive 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 to operate the firm) is 
employing the (next best) management team available. It is 
unrealistic to assume that the opportunity cost to the owners is 
assuming control themselves (Tinker, 1987).

16. The logit and probit models are so similar as to yield 
essentially identical results. Aldrich and Nelson (1984) claim 
that, in practice, logit and probit yield 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 
logit and probit (Benston and Kransey, 1978, p.880). The study 
investigates the suitability of multiple linear regression, 
logit, 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, 1955). The Herfindahl Index is 
calculated as follows:

N
C =

i = l
(X / X)8

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 two 
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 
other variable, C for example, which is indeed the true predictor 
of B. In this case, when the effects of C are controlled, held 
constant, etc., B no longer varies with A (SPSS, 1975).
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FIGURE 1
THE STUDY POPULATION AND DATA SOURCES

12,450 
Firms regulated 
by the SEC (1986)

5,98fe
Firms in theVjloody's Manuals

1,173Firms in the Moody's 
manuals that are not 
regulated by the 5EC4,812Firms in the Moody's 

manuals that are regulated 
by the SEC

UNIVERSE: 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.
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TABLE 1
NUMBER OF FIRMS REPORTED IN THE MOODY’S 

MANUALS 1986

Moody's
Manulas-1986

Firms whose names 
begins with

Non-regulated 
firms, whose names 

begin with "A", 
Identified using the 
SEC Directory-1986A -Z A only

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
ssssssss == === * *

Using the above results, number of firms in Moody's 
Manuals that are unregulated can be estimated as 

follows:

103
_________  x 5,985 * 1,173

526

Thus, 1,173 * firms In the Moody's Manuals are
expected to be unregulated (that 
are not in the SBC Directory).
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Table S
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 38
provision

S.-False A 6 lO
statements

3.-Late or 9 2 11
not filing

A-.-Compound 9 34 43
violations 
of first 
three

5.-Other 4 6 10

** *##
33 79 H E

#
Sources: The SEC Docket’s litigation releases; Jan. 1st - 

June 30th* 1985 and the SEC Directory of 1985.

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

* # *
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

(154 firms)
V ■ f (R, C, A, P, D>

Coeffic ients
Intercept .319417
Regulated/
non-regulated
R (1) -.042034
Degree of
competition
C(l) -.000783
New issues/ 
no-new issues 
A(l) .531520
Age of the 
firm
A (2) -.002830
Rate of return 
on equity relative 
to the industry return 
P(l) -.002183
Debt to
owners’ equity 
D(l) .009434

Standard Error T-value Significant at

.071817

.000853

.077348

.002206

,001296

.005608

-.585

-.919

6.872

1.283

1.684

1.684

28*/.

20V.

.00017,

107,

57,

57,

R-Squared = .28
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Table 3
(continued)

Pearson correlation (matrix) coefficients

V(l) R( 1) C(i ) A( 1) A(2) P(1 ) D ( 1)
V( 1 ) 1.OOOO -.0085 -.0769 .4887 -.1429 -.0878 . 1212R< 1 ) 1.0000 -.1241 .0123 .1069 -.1551 .0910C( 1 ) 1.0000 -.0385 -.0628 .0116 -.0249A( 1) 1.0000 -.0791 .0619 .0226A (2) 1.0000 .1002 -.0051
P(l> 1.0000 .0539
D (1 > 1.0000

Distribution of the 154 firms:
Regulated Non-regulated Total

Violators 31 36 67
Non—violators 41 46 87

72 82 154
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Table 4
Logit estimation model for 

<154 firms)
Full Sample

V = f CR, C, A, P, D>

Coefficients Standard Error t-value1 Significant a
Intercept 10.10517
Regulated/
non-regulated
R ( 1 > -1.6014E-29 -1.9177E-30 8.351 .000IX
Degree of 
competition
C<1> -4.6386E-33 -4.6712E-32 .099 50*/.
New issues/
no-new issues
A < 1 ) -3.B886E-30 -3.7659E-31 10.319 .000IX
Age of the 
firm
A (2) 1.6139E-31 6.2643E-31 .258 40%
Rate of return 
on equity relative 
to the industry return 
P<1) -B.8432E-32 -5.8173E—31 . 152 44*/.
Debt to
owners’ equity 
D (1 ) B.0671E-31 1.2270E-30 .657 26*/.
Chi-Square = 8.817E-30

Distribution of the 154 firms:
Regulated Non-regulated Total

Violators 31 36 67
Non-violators 41 46 87

72 82 154
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Table 5
Probit estimation model Tor Full Sample 

<154 firms)
V = f CR, C, A, P, D>

Coefficients Standard error 
Intercept S.97S03

t-value Significant at

Regulated/
non—regulated
R (1) -1.73S0E—30
Degree of 
competition
C (1) 1.3760E—33
New issues/
no-new issues
A(l> 3.6736E-31
Age of the 
firm
A(3) 1.S079E-31
Rate of return 
on equity relative 
to the industry return 
P(l) -3.1051E-33
Debt to
owners’ equity
D(l) 9.3383E—33

-4.1035E-31

3.7409E-31

7.036BE—33

1.3880E-30

—3.7390E—31

3.8091E—31

4. 333

.050

5.331

.130

.077

.333

.00017,

507,

.00017,

457.

507,

377.

Chi-squared = 7.177E-31 

Distribution of the 154 firms*
Regulated Non-regulated Total

Violators 31 36 67
Non-violators 41 46 B7

73 83 154
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Table 6
Discriminant analysis Tor Full Sample 

<154 firms)
V « f CR, C, A, P, D>

Standardized Discriminant Function Coefficients

Regulated/ 
non-regulated 
R< 1)
Degree of 
competition 
C<1)
New issues/ 
no-new issues 
A < 1)
Age of the 
firm 
A (S)
Rate of return 
on equity relative 
to the industry return 
P<1> -.26794
Debt to
owners’ equity
D( 1) .26207

Chi-square: 48.972

-.09420

-.14416

.94096

-.20160
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Table 6
(continued)

Clasification Results:

Predicted Group Membership

Actual Group
No. of 
cases Violators Non-violators

Violators 67 89
43.3*/,

38
56.7 */.

Non-violators 87 78
89.7%

9
10.3*/,

Percent of "Grouped " cases correctly classified: 75.38%

Distribution of the 154 firms:
Regulated Non-regulated Total

Violators 31 36 67
Non-violators 41 46 87

78 88 154
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Table 7
Multiple regression model for Violation type 1

(33 firms)
V = f CC, A, P, D>

Coefficients Standard error t-value Significant at 
Intercept .276605

Degree of 
competition
C(l) -.010465 .009157 -1.142 13*/.
Age of the 
firm
A(2) .016851 .012241 1.377 10*/,
Rate of return 
on equity relative 
to the industry return
P(l> -.018010 .008452 -2.131 2*/,
Debt to
owners’ equity
D (1) .020026 .031650 .633 27*/.

R-squared: .27

Pearson correlation (matrix) coefficients

R< 1) C(l) A<2) P(l) D( 1 )
R (1) 
C(l) 
A(2> 
P(1 ) 
D (1)

1.0000 -.2591
1.0000

.3010 -.3465 .2186
-.3574 -.1440 -.1844
1.0000 .0256 -.0203

1.0000 -.2168
1.0000

Distribution of the 33 firms:
Regulated Non-regulated Total 

Violators 14 19 33
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Table S
Logit estimation model for Violation type 1

(33 firms)
V = f (C, A, P, D>

Coefficients Standard error t-value Significant at 
Intercept 10.10517

Degree of 
competition
C < 1 > —2.0056E—33 -1.95B6E-33 1.024 16*/,
Age of the 
firm
A < 2) 2.2G42E-32 1.5943E-32 1.383 954
Rate of return 
on equity relative 
to the industry return
P<1) -3.2009E—33 -3.2141E-33 .996 16’/,
Debt to
owners’ equity
D < 1) -8.3300E—33 -2.3908E-33 3.484 .00154

Chi-squares 1.804E—32

Distribution of the 33 firms:
Regulated Non-regulated Total 

Violators 14 19 33
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Table 9
Probit estimation model for Violation type 1

(33 firms)
V = f CC, A, P, D>

Coefficients Standard error t-value Significant 
Intercept 8.97503

Degree of 
competi tion
C(l> -6.4686E-33 -1.S494E-3E .518 30*/.
Age of the 
firm
A(E> -5.14E8E-33 -7.3577E—33 .696 55*/.
Rate of return 
on equity relative 
to the industry return
P(l) —1.0777E-33 -5.1403E-33 .50^ 30*/.
Debt to
owners’ equity
D< 1) -1.4406E-3E -8.1784E-33 1.783 5'/.

Chi-square: 1.01BE-3E

Distribution of the 33 firms:
Regulated Non-regulated Total 

Violators 1*» 19 33



Table 10
Discriminant analysis for Violation type 1

<33 firms)
V = f CC, A, P, D>

Standardized Discriminant Function Coefficients
Degree of 
competition 
C< 1)
Age of the 
firm 
A (2)

.44553

-.51134
Rate of return
on equity relative
to the industry return
P<1) .75559
Debt to
owners’ equity 
D (1)
Chi-squares 9.248

-.23595

Classification results

Actual group
No. of 
cases

Predicted Group Membership 
Regulated Non-regulated

5
35.7*/,
16
84. 2*/.

9
64.3*/,

Regulated 14

Non-regulated 19

Percent of "Grouped" cases correctly classified: 75.76%

3
15.8*/,

Distribution of the 33 firms:
Regulated Non-regulated Total

Violators 14 19 33
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Table 11
Multiple regression estimation model -for Violation typeS

(AO firms)
V = f iC, A, P, D>

Coefficients Standard error t-value Significant at 
Intercept .116816

Degree of
competi t ion
C(l) -.011888 .013181 -.856 8054
New issues/
no-new issues
A<1> .318318 178570 1.7A9 S'/
Age of the 
firm 
A (8) .009033 .0060A7 1 .A9A 8*/.
Rate of return 
on equity relative 
to the industry return 
P (1) -.003859
Debt to
owners’ equity 
D(l) .0176AB

,001683

.0097A6

-8.008

1.811

3*/,

R-squared: .81
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Table 11
(continued)

Pearson correlation (matrix) coefficients

R (1 > C( 1) A(1) A(2) P( 1 > D d  )
R( 1 ) 1.0000 1708 .0613 . 1508 -.2172 .2178C( 1) 1.0000 . 1972 -.2605 -.0257 -.1263A(1) 1.0000 -.3617 . 1621 -.2570A (2 > 1.0000 . 1218 . 0333
P< 1) 1.0000 .0576
D< 1 ) 1.0000

Distribution of the 40 firms:
Regulated Non-regulated 

Violators 19 21
Total

40
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Table 15
Logit estimation model Tor Violation type 5

(40 firms)

V = f <C, A, P, D>

Coefficients Standard error t-value Significant at 
Intercept 10.10517

Degree of 
competi tion
C(l> —3.8014E—32 —2. 7426E—32 1.386 954
New issues/ 
no—new issues
A(l) -1.241 IE-30 -6.3990E-32 19.396 .001)5
Age of the 
firm
A (2) -2.4343E-32 -3.7485E-32 .649 264/.
Rate of return 
on equity relative 
to the industry return
P(l) 3.2018E—33 1 .7926E-32 .179 4354
Debt to
owners' equity
D< 1) -3.2404E—32 -3.0521E-32 1.062 15*/.

Chi—squared; 2.688E—32

Distribution of the 40 firms:
Regulated Non-regulated Total 

Violators 19 21 40
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Table 13
Probit estimation model for Violation type 2

<40 firms)

V = f <C, A, P, D>

Coefficients Standard error T—value Significant at 
Intercept 8.97303

Degree of 
competi tion
C(l> -1.9026E-32 —2.7151E-32 .701 24’/.
New issues/ 
no-new issues
A (1) 1.1616E-31 1.1846E-32 9.806 .001%
Age of the 
firm
A (2) -5.4081E-34 -1 . 647IE—33 .328 37%
Rate of return 
on equity relative 
to the industry return
P(l) -1.6408E-34 -1.8170E-33 .090 50%
Debt to
owners’ equity
D (1) -1.5474E-33 —2.3828E—33 .537 30%

Ch i-squared: 1.234E—32 

Distribution of the 40 firms;
Regulated Non-regulated Total 

Violators 19 21 40
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Table
Discriminant: analysis for Violation type 2

<40 firms)
V = f £C, A, P, D }

Standardized Discriminant Function Coefficients
Degree of 
competition 
C< 1) ■.32853
New issues/ 
no-new i ssues 
A< 1) .74739
Age of the
firm
A<2) .61656
Rate of return
on equity relative
to the industry return
P<1> -.75883
Debt to
owners' equity 
D< 1) .68964

Chi-square: 8.487
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Table 14
(continued)

Classification results

Actual group 
Regulated

No. of 
cases
19

SI

Prediction group membership 
Regulated Non-regulated

7
36.8%
16
76.2%

Non-regulated

Percent of "Grouped" cases correctly classified: 70%

12
63.2% 
5

23.8%

Distribution of the 40 firms:
Regulated Non—regulated Total

Violators 19 21 40
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Table 15
Multiple regression estimation model for Violation type 3

(E5 firms)

V = f CC, A, P, D>

Coefficients Standard error t-value Significant at 
Intercept .5774E9

Degree of 
competition
C d )  -.040687 .043117 -.944 18*/,
New issues/ 
no-new issues
A(l) — . E98S39 . E04743 -1.460 S*/.
Age of the 
firm
A(£) .016650 .014716 1.131 14*/,
Rate of return 
on equity relative 
to the industry return
P<1) -.001461 .001673 -.873 EO*/.
Debt to
owners’ equity
D d )  -.014113 .0110S4 -1.E80 11*/.

R-squared: .E9
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Table 15
(continued)

Pearson correlation (matrix) coefficients
R (1 > C(l) A d ) A(E) P( 1 ) D( 1 )

R (1 ) 1.0000 -.3065 -.3590 . 1437 -.3403 -.3368
C( 1) 1.0000 -.0016 -.EB66 -.0583 1643
A( 1) 1.0000 . 1557 .3543 . 1998
A(3) 1.0000 .1197 .3173
P( 1 ) 1.0000 .1069
D( 1) 1.0000

Distribution of the H5 firmss
Regulated Non-regulated 

Violators 13 IS
Total

S5
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Table 16
Logit estimation model Tor Violation type 3

<H5 firms)

V = f CCi A, P, D>

Coefficients Standard error t-value Significant at 
Intercept 10,10517

Degree of 
competition
C<1) -7.0400E-32 -1.5446E-32 4.558 .0001*/.
New issues/ 
no—new issues
A(l) 5.2272E-31 2.3437E-32 22.307 ,0001*/.
Age of the 
firm
A < 2) 1.7660E-32 1.1243E-32 1.571 77.
Rate of return 
on equity relative 
to the industry return
P(l) 1.2534E—33 7.1120E-33 .176 437.
Debt to
owners' equity
D d )  — 1.085IE—32 -9.1410E-33 1.187 137.

Chi-squared: 1.301E-32

Distribution of the 25 firms:
Regulated Non-regulated Total 

Violators 13 12 25
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Table 17
Probit estimation model for Violation type 3

(35 firms)

V = f £C, A, P, D>

Coefficients Standard error t—value Significant at 
Intercept 8.9733

Degree of 
competition
C(l) 8.6578E-34
New issues/
no-new issues
A U >  3.1593E—33
Age of the 
firm
A(3> 3.3810E—33
Rate of return 
on equity relative 
to the industry return 
P<1) -1.5738E—34
Debt to
owners’ equity 
D (1) —3.0056E—33

3.7573E—34

3.801 IE-33

3.9983E-33

-1.7653E—33

—5.0080E—33

3.304

11.378

.794

.089

.600

S%

.0001*/.

337.

507.

387.

Chi-squared* 4.937E-33

Distribution of the 35 firms:

Violators
Regulated Non-regulated Total

13 13 35
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Table IB
Discriminant analysis for Violation type 3

(25 firms)
V = f fC, A, P, D>

Standardized Discriminant Function Coefficients
Degree of 
competi t ion 
C<1> .41520
New issues/ 
no-new issues 
A (1) .61673
Age of the
firm
A<2) -.52664
Rate of return 
on equity relative 
to the industry return 
P(l) .37743
Debt to
owners’ equity 
D(l) .57182

Chi-square: 6.928



Table 18
(continued)

Classification results

Actual group
No. of 
cases

13

Predicted group membership 
Regulated Non-regulated

3
83.1*/.

10
76.9*/.

Regulated

Non-regulated IS

Percent of "Grouped1' cases correctly classified: 7354

8
66.7*/,

4
33. 3*/.

Distribution of the S5 firms;
Regulated Non-regulated Total 

Violators 13 IS S5
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Table 19
Multiple regression estimation for Violation type 4

(E5 firms)
V = f CC, A, P, D>

Coefficients Standard error t-value Significant at 
Intercept -.121298

Degree of 
competi tion
C(l) -.001811 .014197 -.128 45*/
New issues/ 
no-new issues
A(l) .242273 .385239 .629 27*/,
Age of the 
firm
A (2) .037082 .016608 2.229 2*/
Rate of return 
on equity relative 
to the industry return
P d )  -.002782 .001954 -1.424 9*/,
Debt to
owners’ equity
D d )  .023468 .065019 .361 36*/

R-squared: .29
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Table 19
< cont inued)

Pearson correlation (matrix) coefficients

R d  ) C d  ) A d  > A < 2 ) Pd) D( 1 )
R< 1 ) 1 . 0 0 0 0 - . 1 7 3 9 - . 1 3 8 0 . 4 5 4 1 - . 2 6 9 1 - . 0 1 3 4
C (  1 ) 1 . 0 0 0 0 . 0 2 0 8 - . 2 7 2 4 . 0 2 5 9 - . 1 4 7 3A(l) 1 . 0 0 0 0 - . 1 7 9 3 . 5 6 4 2 - . 2 5 0 9A(2) 1 . 0 0 0 0 - . 0 2 7 2 - . 1 8 6 8P(l) 1 . 0 0 0 0 - . 1 0 5 3D(l) 1 . o o o o

Distribution of the E5 firms:
Regulated Non-regulated 

Violators 12 13
Total
25
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Table 30
Logit estimation model for Violation type 4

<E5 firms)
V ■ f (C, A» P, D>

Coefficients Standard error t-value Significant at
Intercept -.10017
Degree of 
competition
C<1> -E.S951E-33 -1.560SE-33 1.471 8*/.
New issues/ 
no-new issues 
A (1) -5.5594E-3E
Age of the 
firm
A(E) -E.E015E—33
Rate of return 
on equity relative 
to the industry return
P(l) E.6S46E-34 1. E3S9E—33 .El 3 4E%
Debt to
owners’ equity
D< 1 ) -3.0E65E-3S -E.998BE-33 6.758 .0001*/.

Chi-squared: 3.98EE-35

Distribution of the E5 firms:
Regulated Non-regulated 

Violators IE 13
Total
35

-1.3790E-33 40.315 .0001*/.

-1.1394E-33 1.93E 4*/.
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Table 21
Probit estimation model for Violation type 4

<85 firms)
V = f £C, A, P, D>

Coefficients Standard error t-value Significant at 
Intercept 1.03050

Degree of 
competi tion
C(l> 9.8776E-33
New issues/ 
no—new issues 
A (1) 3.3580E-32
Age of the 
firm
A<2) 6.00A2E-33
Rate of return 
on equity relative 
to the industry return 
P<1> -1.0466E-35
Debt to
owners’ equity 
D (1 ) 2.7394E-32

Ch i-squared : 1.929E-33

Distribution of the 25 firms:
Regulated Non-regulated Total 

Violators 12 13 25

1.328IE—32 .744 23%

1.6474E-33 20.384 .0001%

6.14S6E-33 .977 17%

—9.724BE—35 .108 50%

B.0180E—33 3.417 .003%
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Table 25
Discriminant analysis for Violation type 4

(25 firms)
V = f <C, A, P, D>

Standardized Discriminant Function Coefficients

Degree of 
competition 
C( 1) -.05723
New issues/ 
no-new issues 
A< 1) .34382
Age of the
firm
A<2) ,94267
Rate of return 
on equity relative 
to the industry return 
P< 1) -.71332
Debt to
owners' equity 
D< 1) 16866

Chi-square: 6.877
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Table 22
(continued)

Classification results

Actual group 
Regulated

No. of 
cases
12

13

Predicted group membership 
Regulated Non-regulated

4
33.3%
11
84. 6%

8
66.7%
2
15.4%

Non-regulated

Percent of "Grouped" cases correctly classified: 76%

Distribution of the 25 firms:
Regulated Non-regulated Total 

Violators 12 13 26
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Table 33
Multiple regression estimation model for 154 firms 

(after having 30 hold out sample from full sample of 154 firms)
V = f (R, C, A, P, DJ

Coefficients Standard Error T-value Significant at
Intercept .338753
Regulated/
non-regulated
R (1) -.038196 .084464 -.334 37V.
Degree of 
competi tion
C<1) -.000766 .000875 -.875 19V.
New issues/ 
no-new issues
A<1) .500988 .085503 5.859 ,0001V.
Age of the 
firm
A(3> -.004114 .003935 -1.406 8V.
Rate of return 
on equity relative 
to the industry return
P (1 ) -.004513 .006393 -.706 34V.
Debt to
owners' equity
D(l) .010533 .006385 1.674 5V,

R-Squared = .36

Pearson correlation (matrix) coefficients

V(l) R d  ) C d ) A d  ) A(S) P d  ) D d  )
V( 1 ) 1.0000 -.0084 -.0873 .4744 -.1385 -.0359 . 1319
R( 1) 1.0000 -.1409 .0079 . 1587 -.1986 .0835
C d ) 1.0000 -.0531 -.0580 -.0134 -.0390
A d  ) 1.0000 -.0078 .0050 .0334
A(3) 1.0000 .3066 .0405
P d O 1.0000 .3693
D d  ) 1.0000
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Table S3
(continued)

Distribution of the 124 firms:
Regulated Non-regulated Total 

Violators E5 24 54
Non-violators 33 37 70

58 66 1E4

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

Predicted group membership
No. of

Actual group cases Violators Non-violators
Violators 13 Q 5

61.5 7. 38.57,
Non-violators 17 1 16

5.97. 94.17,
Percent of "grouped" cases correctly predicted: 80%

Distribution of hold out sample of 30 firms:
Regulated Non-regulated Total 

Violators 6 7 13
Non-violators 8 9 17

14 16 30
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Table 54
Logit estimation model Tor 154 firms 

(after having 30 hold out sample from full sample
V = f CR, C, Aj P, DJ

Coefficients Standard Error t-value

Intercept 10.10517

Regulated/
non-regulated
R (1> -1.864BE-S9 -1.9334E-30 9.645
Degree of 
competition
C < 1 > -3.1S90E—35 -5.1S4SE-31 .100
New issues/ 
no-new issues
A<1> —5.8949E—30 -5.3034E-31 11.099
Age of the 
firm
A (5) E .7736E—31 B.E359E-31 .337
Rate of return 
on equity relative 
to the industry return
Ptl) —3.5580E—31 —4.B60E-31 .731
Debt to
owners’ equity
D (1) 4.0B3SE—31 5.6S54E-31 .756

Chi-Square = 5.986E-30

of 154 firms)

Significant at

.0001*/.

50*/

.0001*/,

37*/,

53*/,

54*/.
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Table 24
(continued)

Distribution of- the 124 firms:
Regulated Non-regulated Total

Violators 25 29 54
Non—violators 33 37 70

58 66 124

Distribution of hold out sample of 30 firms:
Regulated Non-regulated Total 

Violators 6 7 13
Non-violators 8 9 17

14 16 30
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Table 25
Probit estimation model for 124 firms 

(after having 30 hold out sample from full sample of 154 firms)
V = f (R, C, A, A, P, D>

Coefficients Standard error t-value Significant at

Intercept 8.97203
Regulated/
non-regulated
R (1) 1.1229E—30 2.3027E—31 4.876 • OOOl*/,
Degree of 
competition
C<1> -3.9182E-33 -7.7324E-32 .051 50*/,
New issues/
no-new issues
A(1 ) S.2323E—32 1.4671E-32 5.611 . 0001 */.
Age of the 
firm
A (2) —5.8344E—32 -3.4280E-31 . 170 43*/.
Rate of return 
on equity relative 
to the industry return 
P(l> 6.9559E-32 1.8816E-31 .370 36*/,
Debt to
owners” equity 
D (1) -6.3457E-32 -1.7292E-31 .367 36*/,

Chi-squared = 8.610E—32
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Table 25
(cont inued)

Distribution of the 124 firms:
Regulated Non-regulated Total

Violators 25 29 54
Non-violators 33 37 70

58 66 124

Distribution of hold out sample of 30 firms:
Regulated Non-regulated Total 

Violators 6 7 13
Non-violators 8 9 17

14 16 30
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Table 26
Discriminant analysis for 124 firms

(after having 30 hold out sample from full sample of 154 firms)
V = F <R, C, A, P, D>

Standardized Discriminant Function Coefficints

Regulated/ 
non—regulkated 
R (1) -.06442
Degree of 
competi t ion 
C< 1) .15911
New issues/ 
no—new issues 
A(l) .93090
Age of the
firm
ACE) -.26350
Rate of return 
on equity relative 
to the industry return 
P<1) -. 14611
Debt to
owners’ equity 
D d ) .32778

Chi-squares 36.374
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Table E6
(continued)

Classification results
Predicted group membership

No. of
Actual group cases Violators Non-violators
Violators 54 S3 31

45.6% 57.4
Non-violators 70 6E B

B8.6*/, 11.4*/,
Percent of "Grouped" cases correctly classified: 75%

Distribution of the 1S4 firms:
Regulated Non-regulated Total

Violators E5 E9 54
Non-violators 33 37 70

58 66 1E4

Distribution of hold out sample of 30 firms:
Regulated Non—regulated Total 

Violators 6 7 13
Non-violators 8 9 17

14 16 30
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APPENDIX I
ADDITIONAL DOCUMENTS FOR DEFINITION OF REGULATION 

-Securities Acts of 1934-

V-14 9 4  86

Sec.12
( g )  ( t ) E v e n ' issuer w hich is engaged  in in tc rs ia ie  com m erce, o r in a business affecting in terstate  

com m erce, o r w hose securities a re  trad e d  by use o f  the m ails o r any m eans o r in strum en ta lity  o f  in te rsta te  
com m erce sh a ll—

( A )  w ith in  one h u n d red  an d  tw en ty  days a fte r th e  last d ay  o f  its first fiscal y ea r en d ed  afte r the 
effective d a te  o f  this subsection  on w hich the  issuer has lo ta l assets exceeding $ 1,000.000 and a class o f  
equity  security  (o th e r  th a n  an exem pted  secu rity ) held o f  record by seven h u n d red  an d  fifty o r m ore 
persons: an d

( B ) w ith in  one h u n d red  and  tw enty  days a f t e r l a s t  day  o f  its first fiscal y ea r  en d ed  afte r two 
years from  the  effective d a te  o f  this subsection  on  w hich the issuer has to ta l assets exceeding 
S I .000 .000  an d  a class o f  equ ity  security  (o th e r  than  an  exem pted  security ) held  o f  record by five 
h u n d red  o r m ore but less th a n  seven h u n d red  an d  fifty persons.

reg ister such security  by filing w ith  the  C om m ission  a  reg istra tion  s ta tem ent ( an d  such copies th e re o f  as the 
C om m ission m ay  req u ire )  w ith respect to  such security  con tain ing  such in fo rm ation  an d  d ocum en ts  as the 
C om m ission  m ay specify co m p arab le  to th a t w hich  is requ ired  in an  app lica tion  to  reg ister a security 
p u rsuan t to  subsection  ( b )  o f  th is  section. E ach  such reg istra tion  sta tem en t shall becom e effective sixty 
d ays a f te r  filing w ith th e  C om m ission  o r w ith in  such sh o rte r period as the C om m ission  m ay d irect. U ntil 
such reg istra tion  s ta tem en t becom es effective it sha ll not be d eem ed  filed for the pu rp o ses o f  section 18 o f  
this title. A ny issuer m ay reg ister an y  class o f  equ ity  security  not,.required  to be reg iste red  by filing a 
reg istra tion  s ta tem en t p u rsu an t to  the  p rov isions o f  th is p a rag rap h . T he C om m ission  is au tho rized  to 
ex tend  th e  d a te  upon  w hich an y  issuer o r class o f  issuers is requ ired  to  register a security  p u rsu an t to  the 
provisions o f  th is p a ra g ra p h .
IR ulf 12g»l 4nol rcprtiductd in ih h  S c n f re ) .  tm rftd td  b) R t l t s t t  No. 3J-M 52. d a itd  Jul> I. 19M. riTcrlit# 4u«uil 15. 1 W .  ptm ide* ih il  
dnmr«tir Usuvrk whose total is te t*  n  fU eil je e r  end do not e tc eed  S5.000.000 are  c tem p i from (hit rrp ittra ttah  requirem ent.—Fditor.J

( 2 )  T h e  p rov isions o f  this subsection  shall not ap p ly  in respect o f—

( A ) any  security  listed an d  reg istered  o n  a national securities exchange.

( B )  an y  security  issued by an  investm en t co m p an y  registered pu rsuan t to  section 8 o f  the  
Inv estm en t C o m p an y  A ct o f  1940.

( C )  any  security , o th e r  th a n  p e rm a n en t stock, g u aran ty  stock, p e rm a n en t reserve stock, o r any 
sim ilar certificate ev idencing  n o n w ith d raw a b le  cap ita l, issued by a savings an d  loan  association , 
bu ild ing  an d  loan  associa tion , coopera tive  b a n k , hom estead  association , o r  sim ilar institu tion , w hich is 
superv ised  an d  exam ined  by S ta le  o r F ed e ra l au thority  hav ing  supervision ov er any  such institu tion .
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APPENDIX I
(continued)

( D )  an y  security  o f  an  issuer o rg an ized  an d  o p e ra te d  exclusively for religious, ed u catio n al, 
benevo len t, f ra te rn a l, ch a ritab le , o r  re fo rm ato ry  purposes and  not for pecun iary  profit, an d  no p a n  o f  
the net ea rn in g s o f  w hich  inures to  th e  benefit o f  an y  p riv a te  sh a re h o ld er o r  individual.

( E )  an y  security  o f  an  issuer w hich is a “ co o p era tiv e  a s so c ia tio n "  as defined  in the A gricu ltu ra l 
M arketing  A ct, ap p ro v ed  Ju n e  15, 1929, as am en d ed , o r  a  fed era tio n  o f  such cooperative associa tions, 
if  such fed e ra tio n  possesses no g rea te r pow ers o r  pu rp o ses th a n  cooperative associations so defined .

( F )  an y  security  issued by a m u tua l o r  coopera tive  o rgan iza tion  w hich supplies a  com m odify  o r  
service p rim arily  for the  benefit o f  its m em bers and  o p e ra te s  not for pecuniary- profit, hut on ly  i f  the  
security is p a n  o f  a class issuable on ly  to  persons w ho pu rchase  Com m odities o r services from  the 
issuer, th e  security  is tran sfe rab le  on ly  to  a  successor in in te rest or occupancy o r  prem ises serviced o r 
to be served  by th e  issuer, an d  n o  d iv idends are p ay ab le  to  the  h o ld e r o f  the security.

( G )  an y  security  issued by an  insurance co m p an y  i f  all o f  the follow ing conditions are met:

( i | S uch insu rance co m p an y  is requ ired  to  an d  does file an  annual s ta tem en t w ith the 
C om m issioner o f  In su rance ( o r  o th e r  officer o r agency  perfo rm ing  a sim ilar function) o f  its 
d om ic iliary  S ta le , an d  such annua l sta tem en t con fo rm s to th a t prescribed  by the N atio n al 
A ssociation  o f  In su rance C om m issioners o r in the d e te rm in a tio n  o f  such S tate  com m issioner, officer 
o r agency substan tia lly  conform s to tha t so p rescribed .

( i i )  S uch insurance co m p an y  is sub jec t to  regu la tion  by  its domiciliary* S taie  o f  proxies, 
consents, o r  au tho rizations in respct o f  securities issued by such com pany  and  such regula tion  
conform s to  th a t p rescribed  by th e  N atio n a l A ssociation  o f  Insurance C om m issioners.

( ii: I A fter Ju ly  I. 1966. the pu rchase  an d  sales o f  securities issued by such insurance com pany  
by beneficial ow ners,“d irec to rs, o r  officers o f  such com pany  are subject to  regulation  (includ ing  
rep o rtin g ) by  its domiciliary* S tate  substan tia lly  in  th e  m an n er prov ided  in section 16 o f  this title. 

(H  l* any  in terest o r  partic ipa tion  in an y  collective trust funds m ain ta ined  by a bank  o r in a 
sep ara te  accoun t m ain ta ined  by an  insurance co m p an y  w hich in terest o r  partic ipa tion  is issued in 
connection  w ith  ( i )  a stock-bonus, pension , o r  p ro fit-sharing  p lan  w hich m eets the  requ irem ents for 
qualification  u n d e r  section 401 o f  th e  In ternal R ev en u e  C o d e  o f  1954. o r  ( i i )  an annu ity  p lan  w hich 
m eets the  requ irem en ts  fo r deduction  o f  the em p lo y e r’s con tribu tion  under section 404( a ) ( 2 )  o f  such 
C ode.
( 3 )  T he C om m ission m ay by  ru les o r  regu la tions o r, o n  its ow n m otion, afte r notice and  o p p o rtu n ity  

for hearing , by o rd er, exem pt from  th is subsection, an y  security  o f  a foreign issuer, including any certificate 
o f  deposit for such a security , if  th e  C om m ission finds th a t such exem ption  is in the public in terest an d  is 
consistent w ith the p ro tec tion  o f  investors.

( 4 )  R eg istra tion  o f  an y  class o f  security  p u rsu an t to  th is subsection shall be te rm inated  n ine ty  days, o r 
such sh o rte r period  as th e  C om m ission m ay d e te rm in e , a f te r  the issuer files a certification w ith  the 
C om m ission th a t th e  n u m b e r o f  ho lders o f  record  o f  such class o f  security  is reduced to  less th a n  th re e  
hundred  persons. T h e  C om m ission shall a fte r  no tice  an d  o p p o rtu n ity  fo r hearing  d eny  te rm in a tio n  o f  
reg istration  if  it finds th a t the certification is un true. T erm in a tio n  o f  reg istra tion  shall be deferred  pen d in g  
final d e term in a tio n  on  th e  question o f  denial.
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APPENDIX I
< continued)

( 5 )  F or the purposes o f  th is subsection the  te rm  “ class”  shall include all securities o f  an issuer w hich 
are  o f  substan tia lly  sim ila r ch a rac te r an d  the  h o ld e rs  o f  w h ich  en joy  substan tia lly  sim ilar rights and 
privileges. The C om m ission  m ay  fo r the p u rpose  o f  th is  subsection define by  rules and  regula tions the  
term s " to ta l asse ts"  a n d  “ held  o f  rec o rd ”  as it deem s necessary  o r  ap p ro p ria te  in the public  in terest o r for 
the protection  o f  investors in  o rd e r  to  preven t circum ven tion  o f  the p ro v isions o f  this subsection.

Sec.15
( d ) *  E ach issuer w hich has  filed a  reg istra tion  s ta tem en t con tain ing  an undertak ing  w hich is o r 

becom es op era tiv e  u n d e r th is  subsection  as in effect p rio r to the  d a te  o f  enac tm en t o f  the Securities A cts 
A m endm ents o f  1964. an d  each  issuer w hich shall a fte r such d a te  file a reg istra tion  sta tem en t w hich has 
becom e effective p u rsu an t io  the Securities A ct o f  1933, as a m e n d e d , shall file w ith the C om m ission, in 
accordance w ith  such ru les an d  regu la tions as the C om m ission m ay prescribe as necessary o r  ap p ro p ria te  
in the public in te rest o r  fo r th e  pro tection  o f  investors, such su p p lem en ta ry  an d  period ic in form ation , 
docum ents, an d  rep o rts  as m ay be requ ired  p u rsu an t to  section 13 o f  this title  in respect o f  a security  
registered p u rsu an t to  section 12 o f  this title. T h e  du ty  to  file u n d e r th is subsection  shall be au tom atica lly  
suspended  if  an d  so long as an y  issue o f  securities o f  such issuer is registered  p u rsu an t to section 12 o f  this 
title. T h e  d u ty  to  file u n d e r  th is subsection  shall also  be au to m atica lly  su spended  as to an y  fiscal year, 
o th e r th an  th e  fiscal y ea r  w ith in  w hich such reg istra tion  s ta tem en t becam e effective, if, a t the beginning o f  
such fiscal year, th e  securities o f  each  class to  w hich th e  reg is tra tion  s ta tem en t re la tes a re  held  o f  record  by 
less than  th ree  h u n d red  persons. F o r  the p u rposes o f  th is subsection , th e  te rm  “ class”  shall be construed  to  
include all securities o f  an  issuer w hich a re  o f  substan tia lly  s im ila r ch a rac te r an d  the  ho lders o f  w hich 
en joy  substan tia lly  sim ilar righ ts an d  privileges. T h e  C om m ission  m ay, for the purpose o f  this subsection, 
define by rules a n d  regu la tions the  te rm  “ held o f  reco rd ”  as it d ee m s necessary  or ap p ro p ria te  in ihe pub lic  
in terest o r  for th e  p ro tec tio n  o f  investors in o rd e r  to  p rev en t c ircum vention  o f  th e  provisions o f  th is 
subsection. N o th in g  in th is subsection  shall ap p ly  to securities issued by a foreign governm ent o r  political 
subdivision thereof.
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APPENDIX I
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-Securities Acts oT 1933-

Exempted Securities
Sec. 3. |7a)̂  Except as hereinafter expressly pro­

vided, the provisions of this title shall not apply 
to any of the following classes of securities:

XD—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;
_J2) Any security issued or guaranteed by the 

United States or any territory thereof, or by the 
District of Columbia, or by any State 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 a Federal 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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(5), and (7) were not included in such section 103 
(c)), paragraph (1) of Buch 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 1054, 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 a single employer and under which 
an amount in excess 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 
a stock bonus, pension, profit-sharing, or annuity 
plan which covers employees some or all of whom
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are employees within the meaning of section 401 
(c) (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 a 
bank; and the term “bank” means any national 
bank, or any banking institution organized under 
the laws of any State, 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 1940.1

[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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(3) Any note, draft, bill of exchange, or bank- 
era* 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;
(|X Any security issued by a person1 organized 

and operated exclusively for religious, educational, 
benevolent, fraternal, charitable, or reformatory 
purposes and not for pecuniary profit, and no part

* As emended by Public Law 201, 73d CongTesa; Public Law 
01 -373; Public Law 01-947, u c .  2 7 (b ), 84 B tat. 1434. approved 
Dae. 14, 1070; and Public Law 01-907, u c .  8 ( a ) ,  34 S t a t  1408, 
elf. w ith  respect to  u c u rltle s  aold o f t tr  Ja n . 1, 1970, approved 
Dec. 22, 1070. i t  o rlfln a llr  enacted, tb la  parag rap h  read  aa 
follow a:

" (2 )  Any security leaned or guaran teed  b r  th e  U nited S tate* 
o r any T errito ry  thereof, o r bp the  D litr lc t of Colombia, or bp 
any S ta te  of the  United S tatee, o r  bp anp  political eubdlvlilon of 
a  S ta te  o r  T errlto rp , or bp anp  public tne trum en ta lltp  of one o r 
more Statee o r Terrltorle* exercising an  eaaential governm ental 
function, o r  bp anp corporation created  and  controlled o r super­
vised bp and ac tin g  as an  Instrum enta lity  o f  th e  Government of 
the  United 8tate*  pursuan t to  au th o rity  g ran ted  bp th e  Congress 
of th e  U nited Btntes, or bp anp national bank, o r  bp anp banking 
In stitu tion  organised under th e  law s of anp  S ta te  o r  T errito ry , 
th e  business o f which Is substantially  condned to banking and  Is 
supervised bp the  S ta te  o r  te r rito r ia l banking commission or 
sim itar o d ld a l; or any security Issued bp o r  representing an 
In terest in o r a  d irec t obligation of a  Federal reserve bank

* Public Law  281, 73d Congress, substitu ted  th e  word "person" 
for the  word ‘'corporation."
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of Che net earnings of which inures to the benefit of 
any person, private stockholder, or individual;

(8) Any security issued (A) by a savings and 
loan association, building and loan association, co­
operative bank, homestead 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 shall not apply with respect to 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 Buch 
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
( i i ) ; 1
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ffj) 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 ‘interest in a railroad 
equipment trust1 means any interest in an equip­
ment trust, lease, conditional sales contract, or 
other similar arrangement entered into, issued, as­
sumed, guaranteed by. or for the benefit of. n com­
mon carrier to finance the acquisition of rolling 
stock, including motive power:!

Certificates issued by a receiver or by a

1 P a ra . (S) amended, efr. Dec. Id . 18TO, Public Daw 01-347, 
•ee 2 7 (c ) , 34 S ta t. 1434. P a ra . (3) form erly r e a d :

" ( 5 )  Any aecurlty  trailed by a building ni\d la in  araoclatlon, 
hom eatead araoclatlon. ravine* and loan araoclatlon. o r  elm llar 
In a tltu tlon . enbatantlally  all th e  buelneea d f which I* confined to 
th e  funking of loan* to  member* (b u t th e  foregoing exemption 
■hall not apply w ith  re*peel to any euch aecurlty where the  
laauer tnkea from  th e  to ta l am ount paid o r  depoalted by the 
purchaser, by way of any fee, rn*h value o r  o th er device w hatio- 
ever, e ith e r  upon term ina tion  o f  the  Investm ent nt m atu rity  or 
before m atu rity , an  aggregate am ount In exre ia  of 3 percentum 
Of th e  fa re  ra lu e  of auch security  I , o r  any security  laeued by a 
farm er'*  cooperative nraorlatlon  a* defined In purncrnph* (1 2 ), 
(1 3 ), an d  (14) o f eectlon 103 of the  Revenue Act of 11132 

* Aa amended by Section 3 0 b ( a ) ( l )  of the  R ailroad Hvvltab 
lin tlo n  an d  R egulatory Reform Act o f 197S, Public Law 94-210. 
SO S ta t. SO. approved February \  1DT0.
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trustee in bankruptcy, with the approval of the 
court;

(81 Any insurance or endowment policy or 
annuity contract or optional annuity contnrt, 
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 thp United States or 
the District of Columbia;

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

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

(10) Any security which is issued in exchange 
for one or more bona fide outstanding 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 fairnesr of such 
terms and conditions at which all persona 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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[Note : See Appendix, I-A , B, C, and D, 
pp. 23-24, for additional exemptions pro­
vided by the Bankruptcy Act.]

(ID- Any security which is a part of an issue 
offered and * sold only to persons resident within a 
single State or Territory, where the issuer of such 
security is a person resident and doing business 
within, or, if a corporation, incorporated by and 
doing business within, such State or Territory.*

•P u b lic  No. M l. 734 Cong, replaced the  fo rm er section * (3) 
w ith  acetlon 3 (a )(0 )  an d  th e  aeeond clause o f aeetloo 3 ( s H 1 0 ) . 
Section a (3) read aa fo llow a:

" (3 )  T he Issuance of a  secu rity  o f a  perron e ieh aag rd  b r  
It w ith  Ite exIMIng eecurlty holdera exeluelTcly. w hrre no com- 
mleelon o r  o ther r e a u s e ra t to o  Im paid  o r  given directly  o r 
Indirectly In connection w ith  curb  exchange; o r  th e  laauance of 
eeenrttlee to  the d ie t in g  eecurlty  holdera o r o th er d ie t in g  
cred ito r! of a corporation In th e  proceee of a  bona Sde reorgani­
sa tion  o f sucb corporation under th e  euperrlelon o f any court, 
e ither In exchange fo r th e  secu rities o f euch eecurlty holdera 
o r elalme of aueb cred ito rs o r  p a rtly  fo r cash and  partly  In 
exchange fo r  the a e e u r t t ld  o r  claim s of such eecurlty  holders 
o r  creditor*."

• Public No. STT, 83d Cong., inserted  the  words "offered and" 
before “sold."

•P u b lic  No. 201, T3d Cong., added p arag raph  (11). Aa origi­
nally  enacted, the A rt contained a  related  provision designated 
Sec. 0 (0) which w as removed by Public No, 291. T he original 
Sec. 3 (c )  read as follows : 1

“ (c) The provision* of th is  section re lating  to the use of 
the  m alls shall not apply to  the  sale of any security w hrre the 
Issue o f which It Is a  p a r t  1s sold only to persona resident w ithin 
a  single S ta te  o r T errito ry , w here th e  Issuer of aucb securities 
Is a  person resident and doing business w ith in , or. If a  corpora­
tion. Incorporated by and doing business w ith in , aueb S ta te  o r 
T errito ry ."
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[Note: See Appendix, I-G, p. 27, for 
limitation of this section with respect to

 investment companies.]
( M  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 
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 small 
amount involved or the limited character of the 
public offering; but no issue of securities shall be 
exempted under this subsection where the aggre­
gate amount at which such issue is offered to the 
public exceeds $500,000.1

i / c ) \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.1
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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 denier (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 
expiration 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 expiration of forty days 
after, the effective date of such registration 
statement or prior to the expiration of forty 
days after the first date upon which the se­
curity was bona fide offered to the public by

> Public No. 35, 71)th  Cons.. Approved llnj* 15. m i s ,  eubrtl- 
(IIled "Saoo.noo" fo r “f  lOO.OOO.’’ Public I jiw  (11-303. Approved 
Dm*, in , 11170, mibMltuted "?300,000" for ■•7300,000."
1 Public No. S3—01)11 udilcd pnrn. (c l.
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the issuer or by or through an underwriter 
after such effective date, whichever is later 
(excluding in the computation of such forty 
days 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 
may specify by rules and regulations or order, 
and

(C) transactions 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 hare not previously 
been sold pursuant to an earlier effective regis­
tration statement the applicable period, instead of 
forty days, shall be ninety dnys, or such shorter 
period as 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.1

[Note: See Appendix, I-G, p. 27, for 
limitation of this section with respect to 
certain investment companies.]
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(B) (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,

* P rio r  to  am endm ent by P.L. 88-1*7. the  section. a* amended 
by Public No. 201. 73d Con«.. and Public No. .877. 83d Cong., 
read aa fallow s:

"Sac. 4. The prorlaloaa of aectlon 8 Khali not apply to  any  of 
the  follow ing tran sac tio n s:

(1) T ranaactlona by any peraon o th e r  than  an lasner. under­
w riter. o r  d e a le r; transaction* by an Issuer not Involving any 
public o lfe r ln t:  o r transactions by a  dealer (Including an under­
w rite r no longer acting  a s  an underw riter In respect o f the 
security  Involved tn  such transaction ), except tm n n artlo n a  tak ing  
place p rio r to the  expiration of fo rty  day* a f te r  the  Arst da te  
upon w hich th e  security was bona Ade offered to  the  public by 
th e  Issuer o r  by o r  through an  u n derw riter and  tran sac tio n s In 
a security  aa to which a  registration  sta tem en t has been Aled 
tak ing  place p rio r to  th e  expiration  o f fo rty  days a f te r  th e  
effective d a te  o f such registration  sta tem ent o r  p rio r to  the 
exp iration  of fo rty  days a f te r  the first d a te  upon which the 
security  was bona Ade offered tn the  public by th e  Issuer o r  by 
o r  through an  underw riter a f te r  such effective date, whichever 
Is la te r  (excluding In the com putation o f such fo rty  day* any 
tim e during  which a  stop  order Issued under section 8 I* In effect 
an to th e  secu rity ), and except transactions a* to securities 
co n stitu tin g  th e  whole o r  a p a rt of an  unsold allo tm ent to o r 
subscription by sn rh  dealer a* a partic ip an t In th e  d istribution  
of snch securities by the  Issuer o r by n r  through  an  underw riter.

“ (2) B rokers’ transactions, executed upon customers* orders 
on any  exchange o r  In the open o r  counter m arket, but not the 
so lic ita tion  of such orders."
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commercial bank, or similar banking institu- 
: tion which Sis supervised and examined by a 
I Federal or State authority, and a n  offered 
| and sold subject to the following conditions:
| (a) the minimum aggregate sales price

per purchaser shall not be less than 
$260,000;

(b) the purchaser shall pay cash either 
at the time of the sale or within sixty days 
thereof; and 

| (c) each purchaser shall buy for his own
! account only; or

(ii) when such securities a n  originated by 
a mortgagee approved by the Secretary of 
Housing and Urban Development pursuant 
to sections 208 and 211 of the National Hous­
ing Act and a n  offend or sold subject to the 
three conditions specified in  subparagraph
(A ) (i) to any institution described in such 
subparagraph or to any insurance company 
subject to the supervision o f 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 Fedenl 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 o f 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 Bubparagraph (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 satisfied.1

■SBbMcdoa (D) idted fry PabUc Law S4-J9. Sae. SO, S» S U t 
ST, approved June 4 ,1B7B.
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APPENDIX II 
From: THE WORK OF THE SEC 

(A SEC Booklet)

The Division of Enforcement

This division is charged with enforcing Federal securities 
laws. Enforcement responsibilities include investigating possi­
ble violations of Federal securities laws and recommending ap­
propriate remedies for consideration by the Commission. 
Possible violations may come to light 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 possible violations of Federal securities laws warrant 
further investigation by the staff, the Commission is consulted 

I before proceeding. The Commission’s decisions may result in 
I 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 
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 1985)

Enforcement Program
Introduction

T h e  C o m m iss io n 's  e n fo rc e m e n t p ro g ra m  se e k s  to  p rese rve  th e  in te g ­
rity, efficiency a n d  fa irness  o f  th e  se cu ritie s  m a rk e ts  by en fo rc in g  th e  Federal 
secu ritie s laws. T h e se  law s p ro v id e  civil an d  ad m in is tra tiv e  rem e d ies  des ig n ed  
to  rectify p as t, a n d  p reven t fu tu re , v io la tions.

M ost C o m m issio n  e n fo rc e m e n t a c tio n s  a re  p rec ed ed  by a p rivate investiga­
tio n  to  d e te rm in e  w hether a v io la tio n  o f th e  se cu ritie s  laws h as  o ccu rred  o r  is 
a b o u t to . W here necessary , th e  C o m m iss io n  m ay o rd er a  form al investiga tion , 
th e re b y  au tho riz ing  th e  sta ff to  issu e  su b p o e n a s  co m p ellin g  te stim o n y  an d  p ro ­
d u c tio n  of d o cu m en ts .

D epend ing  o n  resu lts o f an  in v estig a tio n , th e  C o m m issio n  m ay  au th o rize  th e  
s ta ff to  c o m m e n c e  a  civil a c tio n  in  a  U nited  S ta te s  D istrict C ourt, in stitu te  an  
ad m in istra tiv e  p roceed ing , o r  re fer th e  m a tte r  to  th e  D ep a rtm en t of J u s tic e  for 
crim inal p ro secu tio n . M atte rs a lso  m ay  b e  re ferred  to  s ta te  o r local au th o ritie s  
o r  se lf-regulatory  o rg an iza tio n s fo r a p p ro p r ia te  ac tio n .

T h e  C o m m iss io n 's  p rim ary  civil rem e d y  is a  F ed era l court in junction  w hich 
d irec ts  th e  su b je c t to  com p ly  w ith  th e  law  in th e  fu ture . If it is  v io la ted , c o n ­
te m p t of c o u r t p ro ceed in g s  m a y  re su lt in im p riso n m en t o r im position  o f fines. 
C ourts  a lso  m ay  issue o rd e rs  p rov id ing  o th e r  eq u itab le  relief su ch  a s  re s titu ­
tion , d isg o rg em en t of illicit p ro fits , an d  o th e r  ap p ro p ria te  rem edies.

T h e  C om m ission  is au th o rized  to  b ring  ad m in is tra tiv e  p ro ceed in g s a g a in s t 
regu la ted  en titie s  su ch  a s  b ro k er-d ea le rs , in v e s tm e n t co m p an ie s , o r  in v estm en t 
adv isers, a s  well as p e rso n s  a s so c ia te d  w ith su ch  en tities. W here th e  C o m m is­
s io n  finds th a t a  reg u la ted  en tity  h a s  willfully v io la ted  th e  secu ritie s laws, it m ay  
im p o se  rem edial sa n c tio n s  ra n g in g  from  a  c e n su re  to  a  revocation  o f th e  
reg istra tion  requ ired  for th e  en tity  to  c o n d u c t b u s in ess . T he C om m ission  a lso  
m ay c e n su re  o r  lim it th e  ac tiv itie s  of a s so c ia te d  perso n s, o r su sp e n d  o r  b a r  
su ch  p erso n s  from  asso c ia tio n .

Issuers o f  secu ritie s  a re  su b je c t to  ad m in is tra tiv e  p ro ceed in g s if th ey  fail to  
com ply  w ith  th e  d isc lo su re  a n d  c e r ta in  o th e r  p rov isions of th e  E x ch an g e  A ct 
u n d er leg isla tion  en ac ted  o n  A u g u s t 1 0 ,1 9 8 4 . T h e  C om m issio n 's  au tho rity  w as 
ex ten d ed  to  proxy an d  te n d e r  o ffer v io la tio n s u n d e r S ection  14 an d  to  in­
d iv iduals cau sin g  th e  v io la tions. R e sp o n d e n ts  m ay  b e  o rd ered  to  com ply  w ith 
app licab le  p rov isions u p o n  sp e c if ie d  te rm s  a n d  co n d itio n s, o r to  ta k e  s te p s  to  
effect com pliance . Issuers m ay  a ls o  b e  n a m e d  a s  resp o n d en ts  in ce rta in  p ro ­
ceed in g s au th o rized  by th e  S ecu ritie s  A ct. In add ition , the  C om m ission  m ay  
pub lish  rep o rts  o f investiga tion  u n d e r S ec tio n  21(a) o f th e  E xchange A ct.
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APPENDIX II
(continued)

C rim inal san c tio n s  for F edera l se c u r itie s  law v io la tions include fines an d  im ­
p r iso n m e n t for up  to  five y ea rs  for e a c h  v io la tion . T he C om m ission  has  
d ev e lo p ed  c lo se  w orking re la tio n sh ip s  w ith  th e  D ep a rtm en t o f Ju s tic e  an d  (J.S. 
A tto rn ey s ' offices to  assist th e  in v e s tig a tio n  a n d  p ro sec u tio n  of su ch  cases . T he 
C o m m issio n  also  co o p e ra te s  c lo se ly  w ith s ta te  se cu ritie s  regu la to rs an d  self- 
reg u la to ry  organ izations, inc lud ing  th e  N ational A ssociation  of S ecu rities  
D ealers (NASD) and  th e  v ario u s n a tio n a l se c u r itie s  exchanges.

**

Program Areas

Corporate Reporting and Accounting—

Insider Trading-
Regulated Entities and Associated Persons—
Securities Offering Violations—
Market Manipulation—
Changes in Corporate Control—

ENFORCEMENT 
Types of Proceedings

As th e  table reflects, the  securities laws 
provide for a wide range of enforcem ent 
ac tions by th e  C om m ission. T he m ost 
co m m o n  types of actions are injunctive 
p roceed ings instituted in the  Federal 
d istrict courts to  enjoin continued or

th reatened  securities law violators, and 
adm inistrative proceedings pertaining to 
broker-dealer firm s and/or individuals 
associated with such  firm s which may 
lead to  various rem edial sanctions as re­
quired in th e  public interest. W hen an in­
junction is en tered  by a  court, violation of 
t i e  cou rt's  decree is a basis for civil o r 
criminal con tem p t against th e  violator.
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APPENDIX II 
(continued)

Table 28 
TYPES OF PROCEEDINGS

ADMINISTRATIVE PROCEEDINGS

Persons Subject to, Acts Constituting, 
and Basis for. Enforcement Action

Sanction

Broker-dealer, municipal securities
dealer, Investment adviser or associated paraon

Willful violation of securities laws or rules; aiding or abetting 
such violation; failure reasonably 10 supervise others; willful 
misstatement or omission in filmo with the Commission: convic­
tion of or injunction against certain cnmes or conduct.

Registered securities association

Violation of or inability to comply with the 1934 Act, rules there­
under, or its own rules; unjustified failure to enforce compliance 
with the foregoing or with rules of the Municipal Securities 
Rulemaking Board by a member or person associated with a 
member,

Member of registered securities 
association, or aaaoclatad person

Entry of Commission order aoainst person pursuant to 1934 Act, 
$ 15(b): willful violation of securities laws or rules thereunder or 
rules of Municipal Seeunlies Rulemaking Board; effecting trans­
action for other person with reason to believe that person was 
committing violations of secunties laws.

National securities eichange

Violation ol or inability to comply with 1934 Act. rules thereunder 
or its own rules; unjustified failure to enforce compliance with 
the foregoing by a member or person associated with a member.

Member of national securities 
exchange, or associated person

Entry of Commission order against person pursuant to 1934 Act. 
$ 15(b); willful vioiatton of secunties laws or rules thereunder, 
effecting transaction for other person with reason to believe that 
person was committing rotations of securities laws.

Registered clearing agency

Violation of or Inability to comply with 1934 Act, rules thereunder, 
or its own rules; failure to enforce compliance with its own rules 
by participants.

Participant In registered clearing agency

Entry of Commission order against participant pursuant to 1934 
Act, § 15(b)(4); willful violation of clearing agency rules: effecting 
transaction for other person with reason to believe that paraon 
was commuting violations of securities laws.

Censure or limitation on activities; revocation, suspension or de­
nial of registration: bar or suspension from association (1934 
Act, §§ 159(c)(2)—16), 150>xd)—(6), Advisers Act. § 203(e)-(fft

Suspension or revocation of registration: censure or limitation of 
activities, functions, or operations (1934 Act. 5 19(h)(1)).

Suspension or expulsion from the association; bar or suspen­
sion from association with member of association (1934 Act, § 
19N2H3)).

Suspension or revocation of registration; censure or limitation of 
activities, functions, or operations (1994 Act. 9 19(h)(1)).

Suspension or explosion from exchange; bar or suspension from 
association with member (1934 Act. 5 19(h)GW3)V

Suspension or revocation of registration; censure or limitation ol 
activities, functions, or operations (1934 Act, f  19(h)(1)).

Suspension or expulsion from clearing agency (1934 Act, § 
19(h)(2)).
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APPENDIX II
(continued)

Table 28—Continued 
TYPES OF PROCEEDINGS

ADMINISTRATIVE PROCEEDINGS

Persons Subiect 1o Acts Constituting. Sanclton
and Basis for. Enforcement Actions

Securities information processor
Violation of or inability to comply wiin provisions of 1934 Act or Censure or limitation ol activities; suspension or revocation of
rules thereunder. registration (1934 Act. § 11A(bKG)|.

Transfer agent

Willful violation of or inability to comply wilti 1934 Act, §§ 17 or Censure or limitation of activities: denial, suspension, or revoca-
17A. or rules thereunder. tion ol registration (1904 Act. $ 17A(cK3)|.

Any paraon

Willful violation of 1933 Act, 1934 Act. Investment Company Act Temporary or permanent prohibition against serving in certain ca­
or rules thereunder, aiding or abetting such violation; willful pacities with registered investment company (Investment Com­
misstatement in tiling with Commission. pany Act. S 9(bl)

Officer or dkocior of self-
ragutftfory organization

Willful violation of 1934 Act. rules thereunder, or the organiza­ Removal from office or censure (1934 Act, $ 19(h)(4)).
tion's own rules: willful abuse of authority or uniustified failure to
enforce compliance.

Prtncipei of bfofcer-deeter

Engaging in business as a broker-dealer after appointment of Bar or suspension Irom being or becoming associated with a
SIPC trustee. broker-dealer (SIPA. §10lt»).

1933 Act registration statement

Statement matenally inaccurate or incomplete. Stop order raluslng to permit or suspending effectiveness (1933
Act. $ 81(f))

issuer subfect to 1112.13,14
or 15(d) of the 1934 Act or
associated peraon

Failure to comply with such provisions or having caused such Order directing compliance or steps effecting compliance (1994
failure by an act of omission that person knew or should have Act. S m a n .
known would contnbute thereto

Securities registered
pursuant lo |12  ol the
1934 Act

Nancompliance by issue, with 1934 Act or rum  thereunder. Denial, suspension of effective date, suspension or revocation of
registration; prohibition agalnat trading in aecurttiea when
registration suspended or revoked 11934 Act, % 1299

Public Interest requires trading suspension Summary suspension of over-thecounler or exchange (reding
(1934 Act. § 12(k)).

Raglslarad Investment company

Failure lo film Investment Company Act raplatration alatamanl Suspension or revocation of registration (Internment Company
or required report: tiling materially Incomplele or misleading Act, f  Hen
ststamen 1 or report.

Company has not attained $100000 net worth 90 days alter Stop order under 1933 Act: suspension or revocation of registra­
1933 Act registration statement became effective. tion (Investment Company Act, $ 14(a)).
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APPENDIX II
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Table 28—Continued 
TYPES OF PROCEEDINGS

ADMINISTRATIVE PROCEEDINGS

Persons Sufydcl lo A da Constituting, 
and Basis for, Enforcement Action

Sanction

Attorney, accountant, or other 
protaaalonal or eapert

Lack at requisite qualifications to represent others: lacking in 
character or integrity; unethical or improper professional con­
duct; willful violation of securities laws or rules; or aiding and 
abetting such violation.

Attorney suspended or disbarred by court; expert's license re­
voked or suspended; conviction of a felony or of a misdemeanor 
involving moral turpitude.

Permanent Injunction against or finding ot sscurltles violation In 
Commissrorvlnstltuled action: finding of secunties violation by 
Commission In administrative proceedings.

Member ol Municipal Securities 
Rulemaking Bosrt

Willful violation of 1994 Act, rules thereunder, or rules of the Censure or removal from office (1934 Act, § ISBtcKBU 
Board; abuse of authority.

CIVIL PROCEEDINGS IN FEDERAL DISTRICT COURTS

Persons Subject to. Acts Constituting, Sanction
and Basis for, Enforcement Action

Any person

Engaging in or about to engage in acts or practices violating 
secunties laws, rules or orders thereunder {including rules ot a 
registered self-regulatory organization).

Nancompliance with provisions ot the law, rule, or regulation 
under 1933, 1934, or Holding Company Act. order issued by 
Commission, rules ot a registered sell-regulatory organization, 
or undertaking In a registration statement.

Trading while in possession of material non-pubtlc Information In 
a transaction on an exchange or from or through a broker dealer 
(and transaction not pari ot a public offering), or aiding and abet- 
ling such trading.

Securities tnvsetsr PVMactton 
Cttpofallon

Refusal to commit funds or act for the protection ol customers. Order directing discharge ol obligations and other appropriate
relief (SIPA, $ 7(b)).

Nettenal securities exchange or 
registered securities assodstton

Failure lo enforce compliance by members or persons Writ of mandamus. Injunction or order directing such exchange 
associated with its members with the 1994 Act, rules or orders or association to enforce compliance (1994 Ad, $ 21(e)). 
thereunder, orrules ot the exchange or association.

Aeglstend clearing agency

Failure to enforce compliance by Its partlctpents with Its own Writ ot mandamus, Injunction or order directing clearing agency , 
rutea. to enforce compliance 11994 Act, 121(e))

Injunction against acts or pradtces which constitute or would 
constitute violations (plus other equitable rsliel under court's 
general equity powers) (1933 Act. § 20(b); 1934 Act. $ 21(d); 
Holding Company Act, § 1811); Investment Company Act, § 42(e); 
Advisers Act. $ 209(el: Trust Indenture Act. $ 321).

Writ ot mandamus, injunction, or order directing compliance 
(1933 Act. S 20(c|; 1934 Act, $ 21(e); Holding Company Act $ 
18(9)).

Maximum civil penalty; three times pralit gained or loss avoided 
as a result of transaction. (1994 Act, $ 21(d).

Permanent or temporary denial of privilege ol appearing or 
practicing before the Commission (17 CFR 2012(e)(1)).

Automatic suspension from appearance or practice before the 
Commission (17 CFR $ 2012(e)(2)).

Temporary suspension I ram practicing; censure; permanent or 
temporary disqualification from practicing before the Commis­
sion; (17 CFR § 2012(e)(3)}.
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Table 28—Continued 
TYPES OF PROCEEDINGS

CIVIL PROCEEDINGS IN FEDERAL DISTRICT COURTS

Persons Subject to Acts Constituting, 
and Basis lor, Enforcement Action

Sanction

issuer subject to reporting rqufrement t

Failure to tile reports required under § 15(0) of 1934 Act. Forfeiture of $100 per day (1934 Act § 32(b)).

Name of company or of security issued by it deceptive or mis­
leading.

Injunction against use ol name (Investment Company Act, § 
36(d)).

Officer, director, member of advisory 
board, adviser, depositor, or underwriter of 
investment company

Engage In act or practice constituting breach of fiduciary duty Injunction against acting in certain capacities for investment 
involving persona) misconduct. company and other appropriate relief (Investment Company

Act. § 36(a)),

1(1. CRIMINAL PROSECUTION BY DEPARTMENT OF JUSTICE

Basis for for Enforcement Action Sanction or Relief

Any

Willful violation of securities iaws or rules thereunder willful 
misstatement in any document required to be filed by securities 
laws or rules; willful misstatement in any document required 
to be tiled by self-regulatory organization in connection with 
an application for membership or association with member.

Maximum penalities: $100,000 line and 5 years Imprisonment; 
an exchange may be fined up to $500,000, a public-utility hold­
ing company up to $200,000 (1933 Act, §$ 20(b), 24; 1934 Act. 
§§ 21(d). 32(a); Holding Company Act. §§ 18(f), 29; Trust Inden­
ture Act, §§ 321, 325; Investment Company Act, §§ 42(e). 49: 
Advisers Act. §§ 209(e). 217),

Persons who engage in 
Foreign Corrupt practices

Any issuer fwhich has secunties subject to reporting require- Maximum penalty: $1,000,000 fine (1934 Act, § 32(c)(1)). 
ments of the 1934 Act) which violates § 30Aja) of the 1934 Act.

Any officer or director of an issuer, of any stockholder acting on Maximum penalty: $10,000 fine and S years imprisonment (1934 
behalf ol such issuer who willfully violates $ 30Aja) of the 1934 Act, $ 32(c)(2)).

Any employee, or agent subject to the Jurisdiction ot the United Maximum penalty: $10,000 fine and 5 years imprisonment (1934 
States of an weuer found to have violated $ 30A(a) of the 1934 Act, § 32(c)(3)).
Act, who wlllfulty carried out the act or practice constituting such 
violation.

'Statutory references are as follows: “1933 Act", the Securities Act of 1933; “1934 Act", the Securities Exchange Act of 1934; 
"Investment Company Act", the Investment Company Act of 1940; “Advisers Act", the Investment Advisers Act of 1940; 
“Holding Company Act", the Public Utility Holding Company Act of 1935; "Trust Indenture Act”, the Trust Indenture Act of 1939; 
and "SIPA", the Securities Investor Protection Act of 1970.
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Table 29
NATIONWIDE ENFORCEMENT PROGRAM 

ENFORCEMENT CASES INITIATED BY THE COMMISSION 
DURING FISCAL 19SS IN VARIOUS PROGRAM AREAS

lEach case initiated has been included in only one category listed below, even though 
many cases involve multiple allegations and may fall under more than one category.)

Program Area In Which 
Civil Action. Administrative 
Proceeding, or 21(a) Report 
Was iniliated

Civil 
Actions -

Administrative
Proceedings

21(a)
Reports Total

% of Total 
Cases

BmkerDeater Cases

7 (10) 19 (36) 26 (48)
(b) F raudagam stcustom er.............. 10 {27) 28 {37} 36 (64)

2 (6) 2 (6)
3 (3) 10 (14) 13 (32)

Tola! Broker-Dealer Cases .............. . 22 (61) 57 “ (89) 79 (150) 294%

S e c u r e s  Ottering Cases

(a) Norvfegulaled E ntity .................... 43 41201 6 IB) 49 (126)
(b) Regulated Entity .......................... 6 (23) 6 (12) 12 (35)
Total Securities Offering C a s e s ........ 49 41434 12 (IB) 61 (161) 22.7%

issuer Financial Statement
anti Repotting Cases

(a) Issuer Financial D isclosure ........ 22 (62) 17 (21) 39 (83)
(b) Issuer FCPA Violation.................. 2 (2) 2 (2)
(c) Issuer Reporting O th e r ................ 3 (3) 3 (3)
Total Issuer Financial Statement
and Reporting C a s e s .......................... 25 (65) 19 (23) ■ 44 (80) 16.3%

Other Regulated Entity Cases

(a) Investment A dvisers.................... 4 (11) 15 (24) 19 05)
(bi Investment C om panies................ 1 (1) 1 (2) 2 (31
(c) Transfer A g en ts ............................ 1 (5) 1 (1) 2 (6)
Total Otner Regulated Entity C ases . 6 17 (2) 23 (4) 6.6%

Insider Trading C a s e s ........................ 12 (32) 6 (81 20 (40) 7.4%

Market Manipulation Cases .............. 4 (16) 3 (5) 7 (23) 2.6%

Fraud Against Regulated E ntity ........ 3 (111 3 (6) 6 '•■’I 2.2%

Corporate Control Violations............ 3 (13) 1 (1) i (D 5 (15) 1.9%

Contempt Proceedings—C ivil.......... 3 (6) 3 (6) 1.1%

Related Party Transactions................ 2 (7) 2 (7) 0.7%
SUBTOTALS ........................ 129 (373) 120 (177) 1 (D 250 (551)

Delinquent Filings: ............................. 17 (IB) 2 (2) 19 (20) 7*1%
Issuer Reporting

GRAND TOTALS ................ 14ft (391) 122 (179) 1 (D 269 (571) 100%

Tne number of defendants, respondents or subjects is noted parenthetically.
This category Includes injunctive actions, court orders pursuant to Section 21(e) of the Exchange Act, and contempt 

proceedings.
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Table 30
INVESTIGATIONS OF POSSIBLE VIOLATIONS OF THE ACTS 

ADMINISTERED BY THE COMMISSION
Pend ingaso fO ctoberi,i9S 4 ................................................................................................................... 737

Opened in fiscal year 1985 ................................................................................................................  339
T o tal.............................................................................................................................................................  1~076

Closed in fiscal year 1935 ......................................................................................................  356
Pending «s of September 30 .1 9 6 5 ..........................................................................................................  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
BrokerDealer P roceedings............................................................................................................... 76
Investment Adviser, Investment Company and Transfer Agent P roceedings.......... ........................ 16
Stop Order and Regulation A proceedings ............................................................................................ 7
Rule 2{e) Proceedings................................................................................................................................. 11
Disclosure Proceedings (Section 15(cM4) of the Exchange Act) .......................................................- 7
Total Proceedings in fiscal year 1965 ...................................................................................................... 117

Table 32 
INJUNCTIVE ACTIONS

Fiscal Year Actions Initiated Defendants Named
1 9 7 5 ... . 174 749
1976 1S8 722
1977.. 166 715
1976 135 607
1979 toe 511
I9 6 0 ... 103 367
1961 . .  . 115 396
1962 136 418
1 9 6 3 ... 151 416
1964 ... 179 508
1965 ... 143 365
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APPENDIX III
SOME SCHEDULES FROM STATISTICAL ABSTRACT OF THE US, 106th Ed.1906 

(Sec.18 Business Enterprise; pp.517—39)

Schedule

n o . B74. n u m b e r  o f  R e t u r n s . R e c e ip t s , and  N e t  In c o m e , by T y p e  o f  B u s in e s s : 1970 t o  198 2

figure* *i* aaUmaie* M l«  on umplai; im  Appandi* III. 5m  ■!*□ Histoncsl StstttlKX CoJontnl Tintee to 1970, w n  V 1-12. 
For tunhar inlwmauon ngarding carporitiona m  t u t .  695]

ITEM Unit 1970 16TS 1977 1979 1979 1990 1991 1992

1,000......... 12,001
2.002

100

13,670
3,966

196

14,741
4,999

293

19,929
9^77

320

19,197
9,345

391

19,793
7,159

302
13489
7,729

294

14449
7,799

199
Receipt*»..........................................................
Net income (lee* deficit} ’ ...............................

pfopMtotthips. number *............................. ........
Businew receipt* 1............................................
Net income (ieu  (ferial) *..................................

Partnerships, number.............................................
Total receipte4...................................................
Net income {few deficit)1....... ............ -...........

Corporetfene. number.............................................
Totel receipte4...................................................
Net income (leu deficit)* *...............................

BJL dot......
ML del......
1.000,
Bil. dot. .. 
6il. dof.......

1.000, i
Bil. dot......
BH, dol.......

1.000.........
Bil. dol.......
BH. dol

9.400
236
33

636
93
to

1.065
1.751

66

10.662
339
45

1,073
147

6

2.024
3.199

143

11,346
394

51

1.153
177
13

2,242
4.129

219

12,016
443
59

1,234
219

14

2,377
4,715

247

12,330
456
91

1,300
258

15

2,557
5,599

295

12.702 
506 
55

1.390
292

9

2.711
9.361

239

9,595
427
53

1.461
272
-3

2.812
7,026

214

10.109
434

51

1,514 
297 
— 7

2*926
7.024

154

' SM loatnol* 1, labia 676. * Sm  footnote 2. INK* 676. 1 Through 1960, cow * IndMdwiv owned tu i t m w  and
laim*: thmatler nonlarm buamaa*. * Total taxable mcapta before deduction ol cow ol good* told, oo*t of operation*, and 
nal lou from tala* ol property other lhan capital aaaal*. Induda* budn*** receipt*. muraM, and receipt* not apacMad.

> Induda* coniBuctiv# taxable m axm  from taialad loralgn corporation*
Source: U.S. Internal Ravanua Service 1975 Statistics ol Income, Business Income Tex Returna  annual: tharaallar, Sufr.dc* ol 

income, Solo Ptopnetarslwi Return, annual: SUIahcs at Income Pertnenmp Return, annual: and StMbtttcs ol Income, 
Corpora non Income Tex Return, annual.

Schedule
N o. 8 7 6 . Nu m b e r  o f  R e t u r n s  and  B u s in e s s  R e c e ip t s , b y  S iz e  o f  R e c e ip t s  a nd  Ty p e  o f

Bu s in e s s : 1 9 B 0 t o  198 2
i Sea head note, table 876 and lootnot* 3. labl* 674. Sa* *1*0 HMonfca/SttCMe*. OstonjstTlmoo do 1*70, aana* V 1-12. For 

lurthar inlonnaiion regarding corpora ton*, aa* labl* 695|

1990 1991 1992

1 Returns (1.000) Receipts (b8* dol)

SIZE-CLASS OF RECEIPTS Re­
turn*

11.000)

Re­
ceipts
(bil.
dol.)

Re­
lume

(1,000)

Re­
ceipts

Total

Non-
term
pro-

Z -
ships

Part­
ner­

ships1

Cor-

£5*>
Total

Non­
farm

P ?
ewr-
iiipe

Part­
ner- 

sNps1

Cor-

£ ? >

Total........................................ 19,793 9,523.4 13489 9,9344 14,549 10,109 1.514 2.*** TS42* 433,7 MI-9 8,187.0

Under 925,000*.......................
$25.000-949.999......................

10,290
1*611
1,569

64.7
63.6

110.6

6.026
1*474
1,352

46.6
49.9
90.9

9,562
1,513
1,360

7,203
1.117

644

759
178
191

620
216
325

49.6
49.6 
66.5

43.0
39.9
894

1.7 
3.3
7.8

2.9
6.6

21.5

5100.000-9499,99 9................
5500.000-8999,99 9...............
51.000.000 or more.................

2402
412
466

473.6
2924

5.5266

2.066
423
512

439.3
262.4 

6.023.6

2.162
416
524

636
66
36

293
52
42

1*021
296
446

450*0
273.9

6.930.6

165.4
47.0
76.2

41.9
23.6

173.7

242.1
2034

5,660.6

PERCENT DtSTWSUTiOM

1 f H  OflO * . 61.3 1.0 57.9 .7 59.0 71.3 50.1 214 .7 10.4 .7
1.3
3.1 4$25000-849,999..................... 10.9 1.0 10.6 .7 10.4 11.1 11.6 7.4 .7 94

550,000-899,999..................... 95 1.7 9.8 1.3 9.3 6.3 12.6 11*1 1.3 13.7

$100.000-9499,999..................
8500,000-8999,999.................
$1,000,000 or more.................

13.1
2.5
2.9

7.3
4.3 

64.6

14.9
3.1
3.7

6.3
4.1

66.9

14.6
2.9
3.6

8.3
.7
.4

19.4
3.4
29

34.9
10.1
15.3

6.6
4.0

66.7

39.4
10.6
17.6

16.5
9.4

69.0

3.9
34

924

Z Leu then .05 percen t 1 Busineu receipt* Active firm* onry. * Inekidu firm with no receipt*.
Source: U.S. Internet Revenue Service. StottttK* o f ineotm , Soto FYoprtotorthip RM kra ennuafc StottoSeo o f tnoorm  

Portnontop Return* annual; end Sfeflsties o f tnootm, Cotpomton Income Tom Return* annual.
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APPENDIX III
(continued)

S ch ed u le
No. 3 7 0 . P a r t n e r s h ip  R e t u r n s — S e l e c t e o  In c o m e  S t a t e m e n t  a n o  Ba la n ce  S h e e t  It e m s :

197 0  TO 1982
(In mlWom . w rap! a* In Neat ,  d. AllMl A* tlguraa ara aadmataa bammd on untplaa. Sm  haadnMa. Ubta »7«. 8 m  ( N o  Acpandh III 

and Hatortctl SUbme* CotonU D m  to 1870, SMM V 7-B|

1*70 1175 1*77 1*7t 1»7» 1880 1M1 188*
Aetwa cartnarahipa. numb* (1,000)......

Numb* with nai incoma 11.000) .......
Nunfcmt with balmnca mhMt* IVOOO).

Numb* ol paitnara (1,000)...................
team . total1........................................

BuMngt/dapracKM aaMta (nal).....
invantorlaa, and ol yaar.....................
Land.....  ...................... ...................

LiaMMm. lolal............
Accounla, payaoia...
Short-twin dabt • ...
lonfl-twm dabt1 ....
Nonraoouna loana..

Partnar'i capital accounla..

Total r ............
Budnaaa racwpta..

Oaducbona, total..........................
Coat ol 900dm aotdlopwationa..
Salartaa and waoaa ........
Tana paid...................... ..........

Oaptactatlan*...............
Nat Incoma (laaa loaa)....

_ ' 1 wtth prom...

838
9*0
5583.688

116,763
(HA)
HA)

(HA)

(HA)
HA)

(HA)
(HA)
(HA)

(HA)

83.346
80.208Ma93,55a
46,041
8,129
3,159
4,470
4,579
9,790

14,419
4,529

1.073
661
763

4,951
235.466
113,125

11,965
36,732

193,676
12,302 
22.709 

* 136.297(M
41,593

146,418
142.506

2.447
140.660
64,673
12,469
5.771

12.097
10,109
7.736

22.432
14,694

1.153
710
906

6,060
296.066

(NA)
(HA)
(NA)

(NA)
(NA)

(HA>

160.649
171,424

3.103
167,565
75.653
14,745
6,914

13,455
12.335
13,264
28,930
15,665

1.234
762

1.024
0,121

353,696
150,726
17.203
46,442

293,050
20.943
27,811

114,943
63.747

60,646

219,192207,731
4.347

204,745
97,21?
16.666
7,366

16,023
14.520
14.447
33,66919243

1,300
766
(NA)

6,955
447,130

d
(NA)

;na)4
(NA)
(NA)

(NA>

256,196
242,664

7.246
242.992
102,097
19,393
6,329

21,276
17,663
15,206
40,001
24,796

1,360
774

1,194
8.420

597.504
239.140

33,216
70,241

466.734
33,899
46,002

176.044
118,910

106,770

291,999
271.10910669
283,749
113,896
22£36

9,853
26,362
21,676
6,249

45,062
36413

1,461
749

1,196
9,446

716433
367270

59450
76433

560,034
29.092
55,692

196,509
138,134

135,199

272,130
230427

13,773274466
130,044
21463

6,040
19,588
27,263

-2,735
50467

1,514
791

1423
9.766

645481
310446
100.729
67.620

701,630
37455
73476

236416
154,609

143,061
296,890
251409

15460
304,005
144,596
23406

5489
21417
32482
-7415
53467
60471

NA Mot available 1 Total aetata. total Habitita. and partner* capital account* a n  aomewhai unOantatod baoauaa not oN 
partienhip return* Mad contained a oompiato bemic* ah—t

^ ,  i. noie*, and bond* payable In on* year or 
nonraeouraa loana. * Oeflrrag  1962. Indudaa both Intanat and dwdende. 
yeandua tocftangeot term to term 4562.

Source: U S Intamal Revenue Sarvtoa, Sttffctta ot foootm flUtodg Summer 1963 and Spring 1965.

Tax yaar 1975 tong tern dabt 
1961. not companble

Schedule
N o. 8 9 1 . Non fin a n cia l  C o r p o r a t e  B u s in e s s -S e c t o r  B ala n ce  S h e e t : 1 9 6 5  t o  1984

(In bPHonm o t dodarm. Rapntantm yaw-and outatandMpij

ITEM 1961 1970 1976 1979 1977 1978 1079 1980 1981 1988 1698 1994,
pm.

Total aaaata..................................... 926 1441 2490 1474 2,532 M 74 3,332 3,771 4,t i l 4,894 4,531 4,909
TangWa ataet* 1......................................... 567 072 1,533 1,663 1.660 2.110 2.443 2,760 3,096 3.206 3.317 3.517

Reproduable............................................ 469 756 1,361 1.476 1.646 1.659 2,138 1.403 2,636 2.712 2,763 2,941
Land.................................................. 97 113 172 167 214 251 305 377 456 496 534 577

Financial ataala................................... -...... 259 370 558 612 672 764 069 993 1.056 1.086 1,214 1,285
Liquid aaaata.............. ,.......................... 63 69 125 140 143 153 176 194 212 239 267 296

Demand dapoaita and currency........... 33 44 54 56 59 63 69 73 63 72 71 69
Tima dapaada ....................................... 9 5 22 24 29 31 30 40 55 60 77 61

Conaumercredrt.......,.............................. 15 17 23 25 26 20 29 30 .32 33 37 44
Trade credit.,........................................... 119 169 249 268 304 360 430 477 496 466 543 577
MiaeeNaneoua aaaata.............................. 62 94 160 179 196 223 252 292 315 326 347 366

Total Mammae................................. 349 642 771 938 930 1,072 1,236 1,383 1,507 1,886 1,718 1,939
Credit market instrument*............. . 222 355 646 591 663 741 936 912 1,015 1.065 1,145 1,320
Profit tax** payable............... ..................... 20 11 14 22 20 25 27 25 19 4 10 10
Trade debt..............„.................................. 96 162 160 191 213 264 316 357 363 376 427 454
Foreign dead inveatment in U S ................ 9 13 26 31 35 42 54 68 90 112 133 155

Nfi worm ........ ................................................ 477 ••9 1419 1,440 1,901 1,902 1496 2,410 2,647 2,707 M W M U

1 Valuai at currant cott.
Source Board ol Qovatnora ol (ha Fadarat flaaana Symtam. Bjlonco Sho ta  tor U.S. Economy.
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APPENDIX III
(continued)

Schedule

No. 8 9 $ . C o r p o r a t i o n  Incom e T ax  R e t u r n s — S e l e c t e d  B a l a n c e  S h e e t .  In co m e  S ta t e m e n t ,
and  Tax It e m s : 1 9 7 0  t o  1982

{In WIHon* ol dollars. txcopt number of return*. Federal returns and active corporation* only. So* haadnot*. (able 520 See 
*1*0 Historical Statistics, Coto/xal Time* Jo 1970. sarie* V 120-136]

1970 1976 1977 1979 197% 1960 m i 1982

1,66$ 2.024 2,242 2,377 2.579 2,711 2,612 2,9261,006 1,226 1,425 1,524 1.599 1,597 1,597 1,606
257 356 426 479 519 545 541 564

2.635 4,297 5.326 6,014 6,645 7,617 6,547 9,358
619 1.052 1.338 1,569 1.B17 1,965 2.240 2.420
190 318 396 443 504 535 568 561197 316 381 404 421 472 515 606
553 029 1,002 1.116 1,265 1,419 1,592 1,762

1.662 3.169 3,975 4.520 5,125 5,673 6.303 6.668149 263 347 404 4B3 542 620 679171 272 320 381 453 505 566 667
363 567 694 761 666 987 1,058 1.224
752 1,097 1,391 1,495 1,720 1,944 2.244 2.470

1,751 3.199 4,128 4,719 5.616 6,361 7.026 7,024
1.621 2.962 3,614 4.354 5,153 5,732 6,245 6,157

10 17 22 25 30 38 51 (NA)
62 126 154 195 259 329 443 •516
17 27 39 38 40 54 6 8 63
(2) W 1 1 1 2 2 3

5 8 12 15 20 25 29 26
5 9 11 12 15 20 17 21
5 9 14 13 17 19 17 18
3 5 6 9 13 15 14 14

1.663 3.093 3,909 4,467 5,332 6,125 6.814 6,669
1,146 2.130 2.725 3,113 3.722 4,205 4,509 4.271

6 14 14 16 17 19 22 27
50 62 104 116 126 163 170 166
62 129 153 192 262 345 477 515

1 1 2 2 2 2 3 3
53 6 6 107 121 138 157 188 213

6 5 6 6 6 9 6 7
12 27 36 42 47 92 53 54
1 2 2 2 4 6 8 10

66 143 219 247 265 239 214 154
72 T47 213 240 280 247 240 205
33 66 96 107 119 104 101 85

5 26 40 44 54 42 44 40
S 20 26 26 37 25 22 19
1 6 11 13 15 15 19 17

28 39 56 63 65 62 57 45
(2) (2) (2) U) UI (Z| 1 U)28 40 57 64 66 63 56 47
32 45 62 70 87 67 120 132

Number of returns, total <1,000)......................
Number w»m net income (1,000).....................................
Smalt Business Corporation returns (1,000)..................

Assets, total........................... ............................
Noies end accounts receivable ................................
inventories.....................................................................
Investments In Government obligiboni........................
Net capital assets, except land >..................................

liabilities. total  ............................
Accounts payable...............................................
Short-term debt1................................................
long-ierm debl * ................................................

Net worth..

Receipts, total..................... .....................................
Business receipts................................................................ .
interest on government obligations.....................................
Other interest.......................................................................
Rents and royalties..............................................................
Net short-term capital gain less net long-term capital loss... 
Net long-ierm capital gain less net short-term capital loss...
Net gains, isles of noncapital assets......................... ........
OMoends received from domestic corporations...................
Dividends received from foreign corporation*  ...........

Deductions, total..

Cost of sales and operations..................................... .
Bad debts.................................................. .....................
Taxes paid-  .............................................................
interest paid.........................
Contributions or gifts.............
Depreciation  ...... ............
Depletion..............................
Pension, profit-sharing, stock bonus, and annuity plans.. 
Net loss, sale ol noncapitat assets 

Net income (less loss)....
income subject to tax....
income tax before credits *
Tax credits, total............

Foreign tax credit.....................................................
Investment credit..................... .................................

income tax after credits «............................. ,.......
Additional tax for lax preferences ................
income tax, tots)....................................................
Disir*Nft»on to stockholder*, except in own stock..

Not available. Z Less than $900 million. > Net capital assets, except land, consisted of depredabte, depfetsble, and 
intangfclo assets lots accumulated depreciation, depletion and amortization. *Short-term debt is the abbreviated We grvan to 
mortgages, notes and bonds payable si less than 1 year. Long-term debt is the abbreviated We given to mortgages, notes and 
bonds payable in 1 year or more. J Includes interest on government obligations tor the United State*. * Consists of normal 
tM‘ ibemttare (ax for tax years 1970 through 1076. and regular lax and altemalfv* lax for tax yews 1079-1061. Tax
year 1970 includes surcharge of $764 milkon

Source: U.S. Infernal Revenue Service, Stttiabc* of Incotm, Corporation tncoma Tax Raturm, annuel.
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APPENDIX III
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Schedule
No. B M . A c tiv e  C o r p o r a t i o n s — In co m e T ax  R e t u r n s ,  b y  A s s e t  S iz e - C l a s s , 1980 a n d  1982,

a n d  by  In d u s t r y , 1982
|ln MNana of daM n. «,c*pl M Indk itbd. Dctnl miy not idd lo toul b«CAuM ol rounding ind ttto ouluiaon ol d tti to wtvont 

?*??*?'* o ' IndMduol UxpRyof, Idtnltty. Sm IwidnoU End lootnotM, UbU 520. Sm  olio Hittorictl SUtatkx, Cotonl T m n  
to 1970. h u h  V 167-163 and V 193-1061

INDUSTRY AND ITEM Toni

asset i i r r o u u

Undsr 10 
mi. dot

10-24.9 
mil. dol

25*49-0 
mH. dol.

50-00.0
mH. dol.

100-240.0 
mH. dol.

250 frtt 
dol. and 

over

1000

Number ol rotum* <1,000)  ..............
Return* with—

Asaata, end ol year (1,000)..........
New income (1,000).....................
income ux lesscredrta1 (1,000)... 

Toul f - - 1-*- ■

Total <
Cost of u Im  and oparatlona...

Receipts less deductions.........
Net income leas deficit.............
Incoma tax ♦.......... ..................
Incoma tax la** credit*1 .......
DtstitbuQons lo stockholder*

Number of return* (1,000)...................
Returns hMk

4m U . and ol year (1,000)..........
Mat income (1,000).......................
tnooma tax lee* credrts 1 (1,000)... 

Total receipts ■....................................

Total deductions*.-.. ...........
Cost ol ssIm And opsnnons...
Inlsnst psNL.................. .........

Rscslpts In s  deductions...........
Not Stcomo Is m  dstidt...............
Inoomstss*,,,,  ___________
Ineonts tss Is m  crsdrts ' ............
attribution, to stocMutdsra • ....
Psrasnt dUtrtbudon:

Numosr ol m um s..................
Totsl ssssts or HsbMbss.........
Totsl rscsipts..........................
Totsl deductions.....................
Net income le 
Income tsx V.

Agricultm, lorsstry, end tubing:
Numbsr ol rsttsns.........................
Totsl ssssts or ksUHss................
Totsl rscsipts.................................

Numbsr ol returns...........................
Totsl ssssts or KsWHiM..................
Totsl rscsipts..................................

CdnstrasbsR
Number ol returns...........................
Totsl ssssts or isbdtiM ...................
Totsl receipts..................................*R— — ^  _■renuteewnng;
Number of returns...........................
Total assets or Habiito*..................
Total receipt*............................... .

V M d a ^ A ^ e i s e A  i . a Midi e ■i f e re - r e o o n  eno pueev uneeeas
Number ol returns...........................
Total assets c t Kabbttas..................
Total r

Number of returns..........
Total auata  or KabHttfes... 
Total reoeipts..

Number of return*..........
Total assets or Kabbtio*.. 
Total receipt*..................

Number of returns..........
Total assets or HabHMe*.. 
Total reoaipts „..........

2,711

2.092
1,507Ufl

6.301.3 
5.731.6

366.0
6.125.4 
4,204.0

344.6
235.9
230.0
105.1 
63.0 
07.4

2.926

2.616
1,606

070
7.024.1
6,157.0

529.6
6.660.3 
4.270-0

515.0
154.8
154.3 
66.6 
47.1

132.5

100.0 
100.0 
100.0 
100.0 
100.0 
100.0

91,320
50.4
65.4

36,676
102.4
203.1

262,345
153.1
261.7

250,106
2.060.7
2.466.3

115,470
919.9
632.3

630,547
753.4

2.017.7

461,630
4,067.5

040.0

810,706
237.0
380.6

2,675

2,597
1,571

t JBH
1.011.5

30.5 
1,953.0 
1,364.4

49.7
37.5
37.2
17.3
14.4 8.0

2,887

2,777
1,564
2.173$ 
2,060.1

46.6 
2,155.6 
1.411.5

60.6
17.4 
18.6
14.5
11.6 
13.1

96.7 9.9
30.0
31.4
10.9
16.7

00.978
39.3
40.7

35,523
20.7 
264

260,804
68.5 

202.9

251,602
157.7
360.0

114,073
37.9
76.6

634,293
306.0 

1,063.2

441,084
157.5
106.3

517,919112.0
272.7

17

17
13

(NA)
307.4
287.6 
11.1

200.6
223.4 

11.1 
10.6 
10.3
4.0
4.1 2.3
IB
1612

(NA)
336.0
314.6 

12.9
331.5
234.7

13.8
7.5
7.0
4.5
3.7 3.3

.6
3.1
4.8
4.6
4.6
5.1

250
3.6
4.2

6000.3
6.5

1,013
15.1
22.7

4,033
62.6

106.6

6379.6
12.6

3337
494

140.9

7,337
120.6
23.7

1061
15.9
10.1

zd
102.7
15.4

205.4
146.3

12.0
9.1
6.4 
3.6
3.1
2.4

9
5<HA>246.4

2T9.4
19.8 

242.9 
150.0
17.9 
6.0
5.3
3.5 
2.7
3.2

.3
3.4
3.5
3.5
3.4
4.0

56
2.0 
3.0

267
9.2
6.4

2638.6
13.0

1,439
52.4
61.1

244
9.6

10.4

34066.8
5,305
190.5
324

367
13.0
15.0

zd
216.0

19.6
236.0
167.3
16.0
10.4
9.8
4.1
3.23.3

5

203.2
26.2

233.9
146.5
23.2

6.1
5.3
3.6
2.6
4.0

.2
4.1
3.4
3.4
3.4
4.1

24
1.7
2.4

126
11.0
5.9

97
6.6
7.2

706
50.0
76.0

123
6.9
9.3

33.1
63.8

3,769
262.6
41.0

166
134
14.6

329.6 
29.0

355.5
246.7 
24.7
15.5
14.6 
6.4
4.7
5.7

3d
327.6 
3343676

236.6 324
7.6
6.7
5.0
3.6
6.7

.16.0
5.3
5.4
4.45.6

7
1.1
.9

60
12.6
6.6

55
6.7

10.3

554
100.3
126.7

109
174
15.4

54.7
137.3

2460
347.3
60.7

109
17.0
15.6

34̂9̂
2,760.0

261.4 
3,076.6 
2,053.5

2204
152.7
158.4 
66.9 
33.4 
74.6

3
3,0̂7$
3,031.1

366.4
3.537.0
2.076.1

356.4 
1104 
1134
55.7
22.7 

1024

.1
73.5
51.9
51.5 
73.4 
644

6
2.8
5.1

79
129.5
151.5

28
254
25.6

657
1,637.7
1,7234

264
637.4
5074

106
2744
5054

1,675
3,906.6

064.0
64

644
43.9

NA Not available. 1 Credit* indude foreign tax, investment, work incentive, U.S. nnanaalnna. tax, Job.
source fuel, alcohol tuai. and, beginning 1962, research credits. 1 Induda* Hama not shown separately. ■ li
on Government obligation* and other interest 4 Income tax is before deductions for foreign tax, U.S.  ............
InvMNTtent, work inoentve (WIN) |ob*. nonoonvanoonal r a m  fuel, alcohol fuel credit* tfid. beginrtng 1062. research

§ Other ttwn own stock.
Source: U.S. Internal Revenue Service. SMMbs of *1cam* OapamHon income Tax fh tu m  m u st.

tax.
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APPENDIX IV
A Copy of the SEC Litigation Release

LITIGATION

Litigation Release No. 11447/June 2,1987
SECURITIES AND EXCHANGE  
COMMISSION v. WINDSOR HOLDING  
CORP., et a l. Civil Action No. 87-1490 
(D.D.C. June 2. 1987)
The Securities and Exchange Com mission 
(“Commission") announced today the filing of a 
Complaint in the United States District Court for 
the District of Columbia against Wv\J)>or Hold­
ing Corp. ("Windsor” ), Jose R. Arrojo ("Amojo"), 
Ronald A. Kahn (“ Kahn”), Arthur Usheroff 
("Usheroff” ), and David Garvin ("Garvin"). The 
Commission's Complaint seeks a permanent in­
junction enjoining: (I) 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 IOb-5, I3a-I, I3a-I3 and 12b-20 
thereunder, and Section 17(a) of the Securities 
Act of 1933 (“Securities Act"); (2) Arrojo 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)(A) and (B) of the 
Exchange Act and Rules I3a-1,13a—13 and l2b-20 
thereunder, and violations of Rule I3b2-1 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 o f S ections 13(a) and 
13(b)(2)(A) and (B) of the Exchange Act and 
Rules I3a-1, 13a—13 and !2b-20 thereunder, 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 (S) Garvin from aiding and abet­
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, after 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 employee, who also falisfied in­
ventory tags at his instruction In addition, Wind-

—sor’s then controller, after 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 to Windsor's board of directors, 
senior management, independent auditors or out­
side counseL
In addition, the Complaint alleges that Windsor. 
Usheroff and Kahn omitted 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 for, 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 quarterly 
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 abetted by Arrojo and Kahn, failed 
I) 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 to the entry of Final Judgments enjoin- 
ing them from violating the provisions of the 
federal securities taws set forth above.
Concurrently with the filing of the Commission's 
Complaint, the Commission issued an OrdeT In­
stituting Proceedings pursuant to Section 15(c)(4) 
of the Securities Exchange Act of 1934 and Opin­
ion, Findings and Orderf'Order") against Leo D. 
Sye (“Sye’’), a  former Windsor employee, and as 
well as an O rder 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 or denying any 
matters therein Sye, a former Windsor controller, 
was ordered to  comply with Section 13(b)(2)(A) 
and (B) of the Exchange Act and with Rules 
I3b2-1 and !3b2-2 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 
accounts 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)(A) of the Exchange 
Act and Rule 13b2-l 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 Relew  11448/June 2,1987
SEC  v. Q U ILU N  PORTER, el a L  USDC 
W.D. Arl., Civil Action N o 87-5068, Waters,
J.
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

pany Act o f 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 $5 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 (I) 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) EIA 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
ter and EIA, 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 
violations 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 Whters 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.

Die 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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