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Executive Summary 

of dollars to finance both government programs and private enterprises. 
The ability of these entities to attract investors depends on the existence 
of liquid markets in which securities can be purchased and sold. In 
adopting the Securities and Exchange Act of 1934 the Congress recog- 
nixed that the proper functioning of those markets depends on public 
confidence in their integrity. In order to maintain that integrity, the 
Congress advanced a process combining direct industry self-regulation 
with oversight by the Securities and Exchange Commission 
(Commission). 

The Chairman of the House Subcommittee on Telecommunications, Con- 
sumer Protection, and F’inance, Committee on Energy and Commerce, 
reflecting concern for the continued effectiveness of the Commission’s 
oversight, asked GAO to evaluate it. Later, the Chairman of the Subcom- 
mittee on Oversight and Investigations of the same committee asked GAO 
to evaluate the impact on Commission operations of the Commission’s 
budget, which reflected reduced oversight staff resources. Accordingly, 
GAO analyzed specific aspects of how the Commission carries out its 
oversight of industry self-regulatory organizations (~~0s). GAO also 
looked at Commission efforts to maintain adequate oversight with lim- 
ited staff resources. However, because of legal restrictions GAO did not 
itself evaluate SROS' direct regulation of industry participants, which is a 
critical element to ensuring adequate investor protection. 

Background ities Dealers, regulate member brokerdealers by writing rules governing 
their conduct, examining them to detect violations of law or Commission 
or SRO rules, and disciplining them for improper behavior. The Commis- 
sion seeks to ensure that the SFUB effectively fulfill their responsibilities 
by, among other things, inspecting SRCB, reviewing smproposed rule 
changes, and reex amining broker-dealers that the SROS have already 
examined. The Commiss ion also performs some direct regulatory tasks, 
such as examining broker-dealers under specified circumstances. 

The relationship between the Commission and the SROS has evolved over 
the years, and the level of forcefulness employed by the Commission has 
varied. Although the Congress in 1976 gave the Commission more sanc- 
tions to use, the Commission has not generally used them, preferring a 
negotiating process to resolve problems, a process that can take varying 
amounts of time. 
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In recent years the markets have grown significantly in both size and 
complexity, while staff resources at the Commission for conducting SRO 
oversight have decreased. For example, the number of registered 
broker-dealers increased by 64 percent between 1980 and 1984, while 
the Commission’s staff involved in the oversight program decreased by 
9 percent. Such trends have caused some industry experts and members 
of Congress to be concerned that Commission oversight could become 
less effective. 

Results in Brief TheCommiss’ ion found hundreds of violations in fiial years 1982 
through 1984 that the SROS had missed (see p. 21). Most were not serious 
and the SROS have taken steps to reduce the number missed. Similarly, 
when the Commission fmds that SROS are not complying with their own 
rules, with Commission regulations, or with securities laws, the Commis- 
sion in most cases has reached agreement on corrective actions (see p. 
32). The Commission also has achieved improvements in the way s~os 
monitor market activity (see p. 42). Finally, the Commission effectively 
reviews and approves changes to SRO rules (See p. 48). 

However, in order to maintain adequate oversight of the industry in 
light of growing markets and declining Commission staff resources 
devoted to oversight, the Commission has been shifting more responsi- 
bility to SROS for conducting some kinds of examinations. Considering 
past shortcomings perceived by the Commission, Commission staff have 
some reservations about how successfully the SROS can fulfiu these 
responsibilities (see p. 61). 

GAO Analysis 

Oversight Objectives 
Accomplished 

The Commission evaluates the effectiveness of SRO broker-dealer exami- 
nations by examining some broker-dealers itself and comparing its 
results with those of the SRO examiners. Though GAO did not ascertain 
the total number of violations found by all the snos, the Commission 
found over 2,000 violations each year in fiscal years 1982,1983, and 
1984. The SROS could not have found some of those violations because 
they did not inspect all the same broker-dealers for the same time 
periods, but the Commission found hundreds each year that the SROS 
could have caught but did not. The Commission found 376 of the latter 
type of violations in fiscal year 1982,661 in 1983, and 628 in 1984. 
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Commission officials told GAO that while most of the missed violations 
were not serious, some were, and that the SROS have taken steps to 
reduce the number missed. For instance, one SRO has assigned more per- 
sons to each examination, hired former Commission employees, and ini- 
tiated new programs to improve examinations. 

The Commission’s regional offices, which conduct the broker-dealer 
examinations, did not uniformly identify causes of SROs missing viola- 
tions. However, a reemphasis on identifying causes initiated by the Com- 
mission in 1986 should assure that causes are more consistently 
identified in the future, thereby assuring proper corrective action. 

In the Commission’s oversight inspections of SROS' regulatory programs 
to ascertain if they are assuring compliance with their own rules, with 
Commission regulations, and with securities laws, GAO counted 79 defi- 
ciencies cited in the 14 reports sent to SROs from 1980 through 1984. A 
Commission official considered 67 of them (72 percent) to have been 
resolved as of May through July 1986. 

In its program of overseeing how well SROS conduct surveillance of 
market activities, the Commission had cited 276 deficiencies in the 40 
inspection reports sent from 1980 through 1984 that GAO reviewed; 269, 
or 94 percent, were considered resolved, and less than 2 percent had 
been resisted by SROS. 

Rule Reviews Effective The Commission reviews changes proposed by the SROS to their own 
rules, which cover many topics, such as membership requirements, 
listing requirements, and business conduct. Its process for reviewing the 
proposals and either approving or denying their implementation 
appears to be working well. SRO officials told GAO the guidance they 
receive and the quality of Commission staff review are adequate. The 
changes were published for comment as required by the Securities 
Exchange Act, and the time frames for review were reasonable, 76 per- 
cent being within 43 days of the date the change was published for 
comment. 

Shifting Responsibilities Shifting more regulatory responsibility to SROS may help ease the Com- 
and Improving Productivity mission’s resource situation, but Commission staff members are con- 

cerned that the SROS may not be able to assume the additional burden, 
even though the SROS maintain that they can. In the past, SROS have not 
always been able to meet their own examination schedules. Moreover, 
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Commission staff are always concerned that an SRO might show less 
aggressiveness than might be desired in disciplining a member firm. 
Giving SROS even more responsibility to investigate problems with mem- 
bers requires monitoring by the Commission to make sure that referred 
matters are handled properly. 

In addition to the shifting of oversight responsibilities, attempts are 
being made to enhance the productivity of examiners and inspectors 
through the use of portable computers. Though pilot testing of auto- 
mated techniques showed some promise, funding limitations have cur- 
tailed the early expansion of this initiative. 

Because of Commission staff concern about examination referrals and 
because funding levels have limited productivity enhancements, the 
degree to which the initiatives will work is uncertain. 

Agency Comments Division of Market Regulation, the New York Stock Exchange, and the 
American Stock Exchange. GAO made some technical changes at the Divi- 
sion’s request and some wording changes, where appropriate, based on 
comments by the New York Stock Exchange. (See GAO comments in apps. 
X, XI, and XII,) 
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Chapter 1 

Introdution 

The economic health of the United States depends on maintaining con- 
tinuously available investment capital and efficient secondary trading 
markets in securities. Every year hundreds of billions of dollars are 
raised in the capital markets to finance government programs and pri- 
vate enterprise. A key to achieving the objectives of liquidity and effi- 
ciency is maintaining the confidence of investors in the integrity of the 
capital markets. 

In order to maintain this confidence, the securities industry is governed 
by the principle of self-regulation. According to this principle, the 
industry regulates itself through various self-regulatory organizations 
(SROS) overseen by the Securities and Exchange Commission (Commis- 
sion).’ SROS are groups of industry professionals with quasi-govern- 
mental powers to adopt and enforce standards of conduct for their 
members. They include the 10 securities exchanges, such as the New 
York Stock Exchange (NWE), which regulate their marketplaces, and the 
National Association of Securities Dealers (NASD), which regulates the 
over-the-counter market. They also include clearing agencies, which pro- 
vide services necessary to settle securities transactions, and the Munic- 
ipal Securities Rulemaking Hoard which issues rules governing 
municipal securities. All of these snos operate under Commission 
supervision. 

ln a March 11,19S3, letter to the Commission, Chairman Timothy E. 
Wirth of the Subcommittee on Telecommunications, Consumer Frotec- 
tion, and Finance, House Committee on Energy and Commerce, noted 
that the “worst setback to industry self-regulation would be a scandal 
resulting from either inaction of the SRCB to adequately police their 
members or ineffective oversight of the snos by the Commission.” He 
commented on the need for vigorous Commission oversight of SRO activi- 
ties and on the importance of a firm Commission commitment to step in 
wherever SRO resolution may be lacking. 

Following the expression of these concerns, on June 9,1983, Chairman 
Wirth asked us to evaluate the effectiveness of the Commission’s over- 
sight of the SROS. We agreed with the Chairman’s office to respond to 
this request in two stages. We have issued a staff study (Securities and 
Futures: How the Markets Develoned and How They Are Regulated 
[GAO/GGLQ!!~-Z~, May 16,198SD tracing the historical development of 

‘lnmsreportwewillusetheternl”‘co~ torefertotheagencyknownastheSecuritiesand 
&change& mm&ion. The term “commissionera” will describe the five Commission members 
appointed by the President. 
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both securities and futures markets and explaining how self-regulation 
in the securities and futures industries works. This report specifically 
addresses the Chairman’s request. 

While we were doing our work for Chairman Wirth, we received on 
October 30,1986, a request from Chairman John D. Dingell of the Sub 
committee on Oversight and Investigations, House Committee on Energy 
and Commerce. In that request, the Chairman asked us to review the 
Commission’s budget and its effects on the Commission’s operations. We 
arranged with Chairman Dingell’s staff and Chairman Wirth’s staff to 
incorporate a discussion of the portion of the Commission’s budget allo- 
cated to its SRO oversight into chapter 6 of this report. 

On March 6,1986, we conveyed our preliminary findings on the Com- 
mission’s oversight program in testimony before Chairman Wirth’s 
subcommittee. 

The Development and 
Nature of Securities 

ated in many respects as private business clubs. While the exchanges 
did have some internal rules and requirements, government studies in 

Self-Regulation the early 1900s concluded that the exchanges placed member broker- 
dealers’ interests above those of the investing public. The chaos of 1929 
created a demand for federal intervention to regulate the markets and 
thereby restore public confidence in them. 

The Securities Exchange Act of 1934 and subsequent amendments were 
passed to prevent unfair practices on regulated securities exchanges and 
over-the-counter markets. In supervising and regulating the securities 
area, the Co mmission, created by the 1934 act, is charged with estab- 
lishing and maintaining trading standards conducive to fair, orderly, 
and efficient markets. 

The Commission’s main method of ensuring fair dealing and investor 
protection is through the SROS. Under the industry self-regulation con- 
cept promoted by the Securities Exchange Act, the SROS, are delegated 
government power to enforce compliance with legal and ethical stan- 
dards in the securities industry. While a fundamental principle of securi- 
ties industry regulation is that the industry regulates itself, as the then 
Commission Chairman William 0. Douglas said in the late 19309, govem- 
ment “would keep the shotgun, so to speak, behind the door, loaded, 
well-oiled, cleaned, ready for use but with the hope it would never have 
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to be used.“2 In other words, government authority was to be held in 
reserve to assure that regulatory needs were met fully and effectively. 

Although conceptually self-regulation entails benefits such as foregoing 
excessive government involvement, it also carries potential risks. One 
danger is that self-regulators-groups of industry professionals-may 
be less diligent than might be desired because they are regulating their 
own industry. Another theoretical risk is that SROs will use self-regula- 
tory powers to impair competition in order to satisfy private interests 
rather than regulatory needs. 

The defined relationship between the Commission and the SROS allows 
room for interpretation as to how strong the Commission should be in 
exercising its oversight responsibilities. Thus, historical shifts in the bal- 
ance of power can be observed. Even in the day-to-day operations of 
self-regulation and oversight, a give-and-take ensues that allows for 
flexibility in the COIWniSSiOn/SRO balance of power. 

1975 Shift Toward Greater In 1975 the Congress amended the 1934 Exchange Act with the expecta- 

Federal Oversight tion that the Commission would exert stronger influence over the 
industry. Prompted by severe late 1960s recordkeeping problems and 
brokerage firm failures, the amendments reflected congressional 
endorsement of self-regulation but increased the Commission’s 
authority. For instance, the already existing requirement that the Com- 
mission review NASD disciplinary actions grew to a requirement that the 
Commission review disciplinary actions taken by securities exchanges as 
well. The amendments afforded the opportunity for public comment on 
SRO-proposed rules and required the Commission to specifically approve 
SRO rules as opposed to merely not objecting to them. The amendments 
added specific disciplinary actions that the Commission could take 
against SROS and gave the Commission the authority to enforce SRO rules 
when an SRO was unable or unwilling to act or when Commission action 
was otherwise appropriate. In addition, the amendments extended Com- 
mission oversight authority to clearing agencies and the Municipal 
Securities Rulemaking Board. 

2William 0. Douglas, Democracy and Finance, J. Allen, ed. (New Haven: Yale University Press, 19401, 
pp. 64-65. 
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SRO and Commission In balancing industry and government roles in securities regulation, the 
SROS and the Commission have assumed different duties. As mentioned 

Roles earlier, the SROS general role has been to enforce at the SROS’ own initia- 
tive the securities industry’s compliance with the Securities Exchange 
Act’s legal requirements and with more far-reaching ethical standards. 
Specifically, the securities exchanges and the NASD operate and regulate 
market facilities, write rules governing member conduct, examine mem- 
bers for violations of law or Commission or SRO rules, and discipline 
errant members. 

The Commission, on the other hand, supervises the SROS’ exercise of 
their regulatory power. It assures that this power is used effectively to 
fulfill SRO responsibilities and not used in ways adverse to either public 
or private interests. It performs oversight by reviewing SRO rules, disci- 
plinary actions, and various other activities. The Commission also 
inspects SROS to assure compliance with their Exchange Act responsibili- 
ties, especially as to whether SRO examination and enforcement pro- 
grams are adequate to guarantee observance of statutory and regulatory 
requirements by SRO members. Although under the self-regulatory con- 
cept the Commission relies on the SROS to conduct most broker-dealer 
examinations, the Commission also examines broker-dealers on its own 
as an important check on the adequacy of SRO activities. 

Commission Management 
Its Oversight Role 

of The Commission conducts its oversight activities from both its head- 
quarters and regional offices. In its Washington, D.C., headquarters the 
Division of Market Regulation has two offices-Self-Regulatory Over- 
sight and Market Structure, and Inspections and F’inancial Responsi- 
bility-which perform or lead oversight. The Office of Self-Regulatory 
Oversight and Market Structure, among other duties, reviews sRo-pro- 
posed rule changes. The Office of Inspections and F’inancial Responsi- 
bility inspects SROS and guides the oversight work of nine Commission 
regional offices which conduct some inspections of SROS and do all of the 
Commission examinations of broker-dealers. 

Objectives, Scope, and This report’s overall objectives are to 

Methodology . inform cognizant Members of Congress and their staffs about the opera- 
tions of the Commission’s program to supervise and oversee SROs, 

l evaluate the effectiveness of key parts of the program, and 
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. make observations about the Commission’s plans to maintain sufficient 
oversight of markets that are growing while the Commission’s staff 
resources for oversight are limited. 

In proceeding toward these objectives, we first reviewed the design and 
implementation of Commission procedures for overseeing SRO~. We then 
agreed with Chairman Wirth’s office to focus our attention in assessing 
the Commission’s oversight effectiveness on three areas-(l) broker- 
dealer examinations, (2) inspections of SRO~, and (3) reviews of sRO-pro- 
posed rules. We selected these topics because we and/or the Wlrth sub 
committee had heard complaints that some broker-dealers had failed 
shortly after receiving a clean bill of health in an SRO examination, that 
the Commission had not been diligent in following up its inspection fmd- 
ings, and that the Commission took too long to approve SRO rule 
changes.3 

In order to evaluate the Commission’s effectiveness in these three areas, 
we reviewed results achieved in each one. In the broker-dealer examina- 
tion area, we analyzed how the Commission, through its broker-dealer 
examination program, discovered and dealt with violations of securities 
laws and regulations missed by SRO examiners. To evaluate the Commis- 
sion’s inspections of SROS, we reviewed the disposition of findings it 
uncovered. Finally, we measured the Commission’s compliance with pro 
cedural requirements of the Securities Exchange Act in its review of SRO- 
proposed rules. 

To analyze the broker-dealer examination program, we first ascertained 
how the number and type of Commission examinations changed between 
1982 and 1934. Since the Commission was turning more of the responsi- 
bility for cause examinations over to SRO~, we tried to determine the 
extent to which the major examining SROS-NASn and NBEhad or had 
not met their own projections for routine examinations. We did this to 
analyze the potential implications of transferring more responsibility to 
the SROS, an approach that enabled us to address the requests of both 
Chairman Wirth and Chairman Dingell. For Chairman Dingell, we also 
obtained information on Commission efforts to enhance examiner 
productivity. 

For Chairman Wirth, we analyzed the extent to which the Commission 
discovered violations of securities laws and regulations missed by SRO 

3WealsoagredwithChaimun Wiis office to supply statbtical information on the commiseion’s 
review of appealed SRO disciplinary actions. This information appears in appendix I. 
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examiners, identified the causes for the omissions, acted on those 
causes, and noted other problems with SRO examinations. We did this by 
deriving statistics from examination reports and corresponding memo- 
randa sent to SROS noting missed violations, and by reviewing memo- 
randa of meetings between Commission regional offices and SROS. In 
addition, we interviewed various Commission officials about what the 
major causes of the SROS’ missing violations might have been. 

We selected examination reports for review from the 894 and 630 
reports issued by the Co mmission in fiscal years 1982 and 1984, respec- 
tively. Over half of the reports issued in each year, or 469 and 334, were 
prepared by the three Commission regional offices we studied-New 
York, Chicago, and Washington. Of the reports prepared in these 
regions, we reviewed 69 from fiscal year 1982 and 73 from 1984. We 
selected these reports for review because they were the ones which we 
believed might contain the most critical comments of the SROS doing the 
most broker-dealer examinations, that is, the NISE and the NASD. These 
were the reports which described brokerdealer deficiencies overlooked 
by the SROS. We did not analyze reports citing no broker-dealer deficien- 
cies or citing only sR@found deficiencies confirmed by the Commission 
and/or Commission-found violations that the s~os could not have found 
due to differences in scope. For the three regions we studied, we focused 
on the SRO entities for which the Commission found the most missed vi+ 
lations, that is, the NYSE and the New York, Chicago, and Philadelphia 
district offices of the NASD. We focused on specific SROS and on 2 specific 
years so we could analyze for constant and changing problems over 
time. 

We also analyzed on a limited basis examination reports and other docu- 
ments pertaming to the 16 broker-dealer failures (out of about 8,000- 
10,000 broker-dealers) for which the Securities Investor Protection Cor- 
poration (SW=) was appointed trustee in calendar year 1983 or 1984. Cur 
goal was to see from these documents why the broker-dealers failed and 
what part, if any, SRCmIhed violations or other SRO shortcomings 
detected by the Commission might have played in the failures. 

The Commission conducts two broad types of inspections of SROS--Self- 
regulatory and surveillance-and we evaluated them by determining 
how well the Commission assures that its inspection findings are 
resolved. This method appeared to us to have the best potential for 
revealing the effectiveness of the Commission’s inspections, and 
Chairman Wirth was particularly concerned about the Commission’s 
commitment to resolving deficiencies found at SROS. We also ascertained 
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how the frequency and scope of Commission inspections might have 
changed over time. 

We followed up Commission findings by analyzing the 40 surveillance 
inspection reports sent by Commission headquarters to the SROS from 
calendar years 1980 through 1984 and the 14 self-regulatory inspection 
reports. We used a &year period because the House Subcommittee on 
Telecommunications, Consumer protection, and Finance used an earlier 
S-year span in its questions about inspections in 1983 authorization 
hearings. For each inspection report, we examined the follow-up to all 
findings by reviewing SRO responses, later Commission reports, and 
formal and informal Commission internal documents. Where we had 
questions about the follow-up, we conferred with Commission and/or 
SRO officials. We also reviewed inspection reports outside the time frame 
mentioned above to enhance our understanding of particular subjects. 
We did not include in our analysis inspections led by Commission 
regional offices because resulting reports were not always transmitted 
formally to SROS and because inspections have not been a mandatory 
part of regional programs. 

To gain an understanding of the frequency and scope of inspections, we 
determined what inspection cycle the Commission has followed over 
time and whether the Commission has periodically inspected the major 
COmpOnentiS Of all SROS. 

We conducted our analysis of the Commission’s rule reviews by checking 
for Commission compliance with procedural requirements established 
by the 1976 amendments to the Securities Exchange Act and by 
reviewing the effectiveness of program management. In order to review 
the Commission’s compliance with the procedural requirements of the 
act, we inspected the Commission’s public files and its published pro- 
posed rule changes soliciting public comment. 

In analyzing the Commission’s compliance with statutorily established 
procedures, we paid particular attention to the issue of timeliness, since 
a few SROS had complained that the Commission occasionally took a long 
time to act upon certain proposed rule changes, adversely affecting SRO 

operations. We interviewed Commission and SRO officials about delays in 
publication for comment and the timeliness of Commission review once 
the rule proposals were published. We also analyzed all proposed rule 
changes approved in 1984 and published in the Federal Regm to see 
how long review and approval took. We analyzed only 1984 information 
because it contained rules proposed in previous years, and we were told 
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by Commission officials that 1984 was a typical year :in the number and 
substance of rules involved. 

In addition to these analyses, we examined 2 filings that were at least 1 
year old and were approved in 1984 and 46 fii that had been open 
for at least 1 year as of December 31,1984. Our purpose was to deter- 
mine why the Commission required an extended period of time to act on 
these proposed rule changes. We collected our information by meeting 
with both Commission and SRO officials to obtain their perspectives on 
the history and status of those individual filings. 

In order to analyze the effectiveness of rule review program manage- 
ment, we asked further questions of the officials from the Commission 
and the SROS. We gathered opinions on the adequacy of Commission 
guidance to SROS and on the quality of staff review. 

In all of our rule-related work, we held discussions with Commission 
headquarters officials and officials representing the following SROS: 
American Stock Exchange, Chicago Board Options Exchange, Depository 
Trust Company, Midwest Clearing Corporation, Midwest Securities 
Trust Company, Midwest Stock Exchange, NASD, National Securities 
Clearing Corporation, NISE, and the Options Clearing Corporation. These 
SROS had accounted for about 66 percent of the entries related to rule 
proposals in the 1984 Federal Regii. 

The bulk of our Commission work was done at Commission headquar- 
ters in Washington and at the Washington, New York, and Chicago 
regional offices. These three regional offices performed more than half 
of the Commission’s broker-dealer examinations and were located near 
the major SROS. These SROS, with whom we had more extensive discus- 
sions than with others, were the NASD, the NBE, the American Stock 
Exchange, and the Chicago Board Options Exchange. In 1984 these SROS 
accounted for all over-the-counter trading, about 88 percent of stock 
share sales at exchanges, and about 77 percent of options activity. We 
do not attribute facts not in the public domain to identified SROS, loca- 
tions, or broker-dealers because of the Commission’s preference that 
such information be treated as sensitive. 

The major limitation on our work was that we have no statutory 
authority to evaluate directly the operations of the SROS. Although the 
SROS we contacted were very cooperative, we relied primarily on Corn- 
mission records and evaluations of SRO performance and operations. 
Except for that limitation, our work was performed in accordance with 
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generally accepted government auditing standards. It was performed 
between September 1984 and January 1986. 

Comments From Copies of the draft of this report were sent to the Commission’s Division 

Commission and SROs 
of Market Regulation, the American Stock Exchange, the Chicago Board 
Options Exchange, the National Association of Securities Dealers, and 
the New York Stock Exchange. Comments on the draft were received 
from the Commission (see app. X), the American Stock Exchange (see 
app. XII), and the New York Stock Exchange (see app. XI). 
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Chapter 2 

Broker-Dealer Examination Program: Results 
to Date 

Industry self-regulatory organizations examine broker-dealers who 
trade securities for themselves and for customers. The purpose of these 
examinations is to make sure that the broker-dealers comply with fed- 
eral securities laws and Commission and SRO requirements. The Commis- 
sion evaluates the examination operations and capabilities of the SROS 
by conducting its own broker-dealer examinations and comparing 
results to the SROS'. 

The Commission examiners find hundreds of violations at broker- 
dealers each year that were missed by SROS. According to krunission 
officials, most of the violations were minor, but some were not. The 
Commission has worked with SROS to improve their brokerdealer exami- 
nations, but we found that the Commission’s examiners did not consist- 
ently disclose in their reports why the violations had been missed. Thus, 
we had no way to evaluate how well those causes were being analyzed 
and resolved. Since that time, the Commission has reemphasized an 
approach of consistently identifying and documenting the causes. 

Description of the According to the Securities Exchange Act of 1934, the Commission is 

Broker-Dealer 
responsible for assuring that the SROs enforce their members’ compliance 
with the act and related rules and regulations. The act also gives the 

Examination Program Commission the right to examine broker-dealers’ business operations 
and comment on SRO regulatory and enforcement programs. 

The Commission performs various tasks to ensure that SRO examinations 
of broker-dealers are appropriately conducted. These tasks include 
targeting SRO-examined firms to be reexamined directly by the Commls- 
sion, reviewing the quality of the SRO examinations themselves, and 
meeting with the SROS to discuss Commission examination results. 

The Commission performs two types of examinations: oversight and 
cause. Oversight examinations are conducted at broker-dealer firms 
after the SRO has conducted its own examinations, The Cbnmission then 
evaluates the quality of SRO examination programs and provides feed- 
back to the SROS. Cause examinations, on the other hand, respond to spe- 
cific, identified or suspected problems at broker-dealers. The 
Commission performs cause examinations when customer complaints or 
other leads indicate potential violations of securities laws or regulations. 

The Commission implements its broker-dealer examination program 
through its Division of Market Regulation and its nine regional offices. 
The Division sets program goals and objectives, provides guidance to the 
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regions on how to conduct examinations, and monitors regional activity. 
The regional offices conduct the examinations of the firms located in 
their jurisdictions. Although the Division provides guidance, the 
regional offices exercise discretion throughout the entire examination 
process, actually selecting the firms to examine and specific examina- 
tion procedures to follow. However, each year the Division formally 
evaluates each region’s examination program, analyzing such areas as 
the region’s selection of firms to examine, the thoroughness of field 
work, and the quality and timeliness of examination reports. 

A fuller description of the broker-dealer examination program may be 
found in appendix II. 

A 

The Commission Finds In its own direct broker-dealer examinations, the Commission found 

Many Missed 
many violations that had been missed by SRO examiners. Most of these 
violations the Commission did not consider to be serious, but some were. 

Violations, Some of While some of the violations were missed for understandable reasons 

Which Are Considered such as violations missed through human error, some were caused by 

to Be serious 
more disturbing reasons such as inadequate SRO procedures. Overall it 
was difficult for us to evaluate the causes or their implications because 
Commission examiners did not consistently identify them in their 
reports. However, the Commission is working with the SROS to reduce 
the chance that serious violations would be missed. 

In 1983 authorization hearings, the Commission told the Congress that 
in 1982 it had found about 350 securities law violations committed by 
broker-dealers but not detected by SROS. Our review disclosed that this 
number has increased. Table 2.1 shows that after fiscal year 1982 the 
Commission continued to find hundreds of missed violations each year. 
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Table 2.1: Number of SRO-Mlssed 
Violations and Commlsslon 
Examlnations for Fiscal Yearn 1982, 
1983, and 1984 

Number of SRO-missed violationsa 
Number of Commission oversight 
examinations 

Number of Commission non-SEC0 
examinationsb 

1982 1983 1984 
375 551 528 

249 324 389 

634 535 809 

*We did not ascertain the number of violations found by 330s. The Commission found more than 2,000 
violations by broker-dealers each year, but this number includes some the SROs had found as well as 
others the SROs could not have found. SROs could not have found certain Commission-found violations 
because, for example, they examined broker-dealers at time periods that differed from the Commis- 
sion’s or were not required to examine particular brokerdealers at all. 

qhese numbers include both oversight and cause examinations. Although cause examinations are not 
necessarily designed to detect missed violations, they sometimes do. The numbers do not include Com- 
mission examinations of broker-dealers who were not members of SROs at the time of examination. 
These examinations were called SECO, or Securities and Exchange Commission Only, examinations. 

To determine what types of violations the SROS most often missed, we 
analyzed the 42 categories of violations in the Commission’s examina- 
tion activity tracking system. According to our analysis, the four specifi- 
cally defined categories with the most missed violations during fiscal 
years 1982 through 1984 all related to the financial and operational 
aspect of broker-dealer firms rather than to the sales practice side (how 
the firm deals with customers). These categories were recordkeeping, 
net capital computations, miscellaneous provisions of the customer pm 
tection rule, and financial rep0rting.l Violations in these categories com- 
prised between 30 and 46 percent of all the missed violations in the 3 
years. Commission officials explained that errors frequently occurred in 
these areas because of the technical and interpretive nature of the rules. 

Because the Commission’s examination tracking system does not catego- 
rize the severity of missed violations, each violation category could 
encompass a wide variety of problems. Nonserious problems2 are 
lumped together with serious ones. Examiners in various parts of the 
Commission were not encouraged to determine the seriousness of missed 
violations because their views would be subjective. The seriousness of 
each violation would have to be related to the btiokerdealer’s size and 
history. Regional offices distinguish degrees of seriousness of particular 

‘The net capital rule protects customers by requiring that broker-dealers maintain enough liquid 
asset to meet their current indebtedness. The customer pro&&ion rulerequires,amongotherthinlFs, 
that brokerdealers deposit in special awxmts the difference be%ween obligations to customers and 
customer obligations to them. Financial reporting refers to certain brokerdealer financial reports 
filed with the Commi&on and the SROS to serve the public interest or protect investow. 

2Prom one SRO’s viewpoint, an example of a nonserious violation was a brokerdealer not displaying 
a logo informing its customers of its membership in the Se-curl&s Investor Protection Corporation 
@PC). SIPC protects customem in the event of a brokerdealer failure. 
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violations when they decide what action to take against violators, and 
Commission headquarters is apprised of the seriousness of the viola- 
tions on the examination report. 

Although much subjectivity was involved, officials in one region did 
point out to us 32 “very serious” missed violations in fiscal years 1982 
and 1984. They were able to do this because, on their own initiative, for 
fiscal year 1986 they devised a system for subjectively categorizing the 
severity of violations as “not serious,” “serious,” and “very serious.” 
They implemented the system to help them identify the more serious 
violations, quantify materiality, and plan examinations. We asked the 
officials, to use their system to rank the severity of the 1982 and 1984 
missed violations in our sample that were committed by the 13 firms in 
their region who were referred to the SROS or the Commission’s enforce- 
ment arm for further investigation. Examples of the 32 very serious 
missed violations they identified included 

l using intensive personal sales presentations on unsophisticated cus- 
tomers to induce them to sell their currently owned securities and then 
purchase similar ones; 

l allowing the commingling of customer-owned securities with other 
securities that were serving as collateral for a loan to the broker-dealer; 

. charging excessive markups on Treasury security sales; and 

. erroneously computing a deposit that needed to be made into a special 
bank account for the exclusive benefit of customers, resulting in a $3 
million deficiency in the account. 

Officials in this regional office as well as in other parts of the Commis- 
sion told us that serious violations like these were in the minority. They 
said most missed violations were not considered serious. 

Regardless of the relative seriousness of the violations, Commission offi- 
cials offered various explanations for why hundreds of missed viola- 
tions continued to be found each year. One explanation was that the 
Commission has been more effectively targeting the firms selected for 
oversight examinations. More effective targeting allowed the regions to 
examine firms with the highest potential for violative conduct. A Com- 
mission official also said the Commission is spending more time on 
reviews, discovering additional missed violations. A third ex$anation 
was that violations found recently related to new products and rule 
changes and therefore differed from those found before. One regional 
official attributed the continuation of missed violations to such factors 
as the presence of inexperienced and low-paid SRO examherS and SROS' 
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failure to expand the examination scope when warranted. Inexperienced 
examiners and relatively low salary levels at SROS were also cited by the 
Commission in 1983 as serious problems affecting SROS' regulation of 
their members. 

Although hundreds of missed violations are still found annually, SROS do 
make changes to improve the work of their examiners and thus reduce 
the number of missed violations. For example, one SRO initiated new 
examination programs, assigned a minimum of two examiners to each 
examination as opposed to one, hired former Commission officials and 
other individuals to solve identified problems, established a department 
to review regulatory operations, and ran an extensive training program 
to teach new procedures and reinforce a more questioning attitude 
among examiners. 

During our review, Division officials told us of a change they plan to 
make in analyzing missed violations. The Commission’s examination 
activity tracking system was established in 1981 to provide the Division 
with the capability of monitoring trends in regional office performance. 
According to a Commission official, the Division used the data on missed 
violations to identify which regions were finding the most and the least 
SRO-missed violations and to determine whether the SRNnissed viola- 
tions were in the financial and operational or in the sales practice areas. 
However, the Commission had not compiled information over time as we 
did on what specific violations were most often missed by SROS. During 
our review, Commission staff told us of plans to expand their analysis of 
missed violations. This would enable them to refine their monitoring of 
regional office performance, analyze specific violations not detected by 
SROS, and improve SRO responses to overlooked violations. According to a 
Commission official, data will be ready for analysis toward the end of 
calendar year 1986. 

Causes of SRO-Missed 
Violations Have Not Fken 
Reported Consistently 

According to the Division of Market Regulation’s 1982 broker-dealer 
examination guidance sent to the Commission’s regional offices, while 
conducting oversight examinations the Commission should, among other 
things, identify “whether (and why)” an SRO examination did not dis- 
cover a violation detected by the Commission. In our opinion, identifying 
the reasons why violations were missed helps the Division obtain as 
much information as possible from the regions on how the SROS' proce- 
dures should be improved. The guidelines provided examples of the 
types of questions examiners should answer when an SRo-missed viola- 
tion is detected. These questions dealt with whether SRO procedures 
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were adequate, whether they were followed, and whether examiners 
had enough experience or training. The guidance further stated that 
examination reports should carefully identify perceived SRO shortcom- 
ings. Causes that we have seen identified and that we believe lay the 
groundwork for SROS addressing their problems included weaknesses in 
examination procedures, misapplication or apparent unfamiliarity with 
rules, and errors by individual examiners. 

In the examination reports we reviewed in three regional offices, the 
regions were not consistently reporting causes for SRO-missed ViOhtiOIIS 

either in 1982, before the 1982 guidance was issued, or in 1984. Specifi- 
cally, of the 132 reports in our sample, examiners included causes in 21. 
Most of these causes (14 out of the 21) were cited in one regional office. 
Officials in that region believed that where an inordinate amount of time 
is not involved, cause identification by examiners helps the region iden- 
tify SRO examination weaknesses and draw overall conclusions about 
examination programs. 

Officials in the other two regions we reviewed were concerned that 
examiners would have to speculate or would lack the proper perspec- 
tive, knowledge, or access to all the relevant information. We were told 
in one of the regions that the local responsibility was not to identify 
causes but to inform the Division and SROS of the missed violations and 
allow them to identify the causes, particularly since most of the SRO- 

missed violations were not material. Consequently, even for the 32 
missed violations identified to us by the region as being very serious, the 
region could not give us the reasons behind the omissions or cite what 
specific corrective action, if any, the SROS took to eliminate the causes. 
Although memoranda of regional meetings with SROS at times discussed 
causes of missed violations, this regional office could not provide us 
with memoranda of meetings from fiscal years 1982 through 1984. Offi- 
cials in the other region deemphasizing cause identification provided us 
with two memoranda documenting meetings with SROS, but only one 
referred to causes. Commission officials in Washington, D.C., told us that 
although regional offices may not always be documenting the causes for 
missed violations, they do discuss them with the SROS. 

In response to our concern about the inconsistent reporting of causes for 
SROS missing violations, the Division of Market Regulation sent a memo- 
randum dated March 13, 1986, to Commission regional offices. The 
memorandum instructed the regional offices to include in their examina- 
tion reports their assessments of why violations were missed, including 
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deficiencies in SRO procedures and SRO examiners not following proce- 
dures. If the regional office could not definitely state why an examiner 
failed to discover a violation, it was to request a written explanation 
from the SRO. 

Missed Violations Were One reason we focused on SRO-missed violations and on those considered 

Generally Not a 
serious was to ascertain whether the missed violations might have 
directly related to subsequent broker-dealer failures. Based on our 

Significant Factor in review of 16 recent failures, we found that missed violations were gen- 

Broker-Dealer Failures erally not a significant factor in the failures. 

According to the Commission’s 1983 annual report, one Commission 
oversight examination of a particular firm found that an SRO failed to 
discover fraudulent activities involving about $40 million. Upon the 
Commission’s discovery of the fraud, the Securities Investor Protection 
Corporation (WC) was notified, and a trustee was appointed to super- 
vise the firm’s liquidation. 

To see if this was an isolated case or an indication of a broader trend, we 
performed a limited analysis of the files of the 16 broker-dealer firms 
that entered SIFC liquidation proceedings in calendar years 1983 and 
1984.3 According to our analysis, in 6 of the 16 cases-including the one 
mentioned in the annual report-the Commission had noted SRcHnissed 
violations during oversight examinations within the year before referral 
to SIPC for liquidation.’ 

The situation described in the annual report was the only one we saw in 
which the firm failed directly after the Commission’s detection of 
missed violations. The Commission found that the SRO had missed viola- 
tions which resulted from efforts to conceal fraud and also missed the 
fact that the brokerdealer was already insolvent. According to the Com- 
mission, the SRO probably would have discovered the violations and the 
fraud causing the failure if it had verified the authenticity of certain 
documents. 

90 place the number and a& of brokerdealer failures in proper perspective, about 8,000 to 10,000 
brokerdealers were in existence in 1983 and 1984. Thmugh lQS4, SIFT advauces to satisfy customer 
ChiIIlS8g8inStthe16~ amounted to about $64.4 million, including the case cited in the annual 
report. 

41n another 9 of the 16 casea, the hnmission had conducted at least one cause examination within 2 
yearsofreferraltosIpc,butnomiesedviolationshadbeendted.Intheremainingtwomses,the 
Commission conducted oversight examhtiona but noted no missed violations. 
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In the other four cases with missed violations, the relationship between 
the violations and the firms’ ultimate failures was not so clear-cut. The 
examination discovering the missed violations preceded the referral to 
smc for liquidation by between 3 and 11 months, not a matter of days as 
in the case above. Also unlike the above case, in none of the four cases 
did the Commission’s discovery of sn@missed violations in and of itself 
reveal a firm to be insolvent. 

Regarding the four individual cases, Commission officials told us the 
missed violations either were not related to the failures, or were related 
in varying degrees. For instance, in one case the missed violations were 
not related at all. At the time the missed violations were discovered, this 
firm was very profitable. In another case, according to a Commission 
official, “there was no direct causal connection between the missed vio- 
lations and the failure.” However, the missed violations were related to 
the extent that they were part of a long string of violations preceding 
the failure. In still another case, the missed violations together with sm 
found violations were an indication of serious recordkeeping problems 
at the firm. Recordkeeping violations were related to the failure in that 
the firm was unable to determine its financial position, but they were 
not the cause of the failure. The firm failed because of a large operating 
loss. 

The 1983 case cited in the annual report was so severe that it specifi- 
cally resulted in SRO and Commission systemic action. In the aftermath 
of the broker-dealer failure, the SRO retained a consulting firm to help 
improve its examination process. The sno together with the consulting 
firm developed new programs, including a risk assessment profile, a 
planning document for examinations, and a supervision and review pro- 
gram for examiners’ workpapers and findings. The Commission 
responded to this failure as well as to another by proposing changes in 
its customer protection rules. According to a Commission official, the 
proposed changes would not necessarily prevent a fraud such as that 
missed by the SRO but would make circumvention of the rules more 
difficult.6 

In addition to analyzing whether the s~missed violations noted by the 
Commission played a large part in ultimate brokerdealer failures, we 
were interested in whether the s~os- the first line of regulatory 
defense-or the Commission first became aware of serious broker-dealer 

‘Fraud was only one of the causes of brokerdealer failurea in 1983 and 1984. For a diwusaion of 
others, see appendix III. 
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financial difficulties. Out of the 16 cases we reviewed, 13 files indicated 
that the SRO became aware of the difficulties either before or at the same 
time as the Commission. Problems came to light through an early 
warning/financial reporting system, SRO or joint Commission/sRo exami- 
nations, and customer complaints. The Commission became aware of the 
other three cases through its own examinations or pursuit of com- 
plaints. One of these three firms was under the Commission’s direct 
oversight following its expulsion from membership in an SRO, so the SRO 
could not have discovered problems first. 

Commission In addition to noting SRo-missed violations, Commission examiners 

Examinations Note 
ascertained whether violations that the SROS had found still existed 
when the Commission conducted its examination. We found continuing 

Continuing Violations violations mentioned in 14 percent of the reports. We also found that the 
Commission was beginning to assemble more comprehensive information 
on the extent of continuing violations. 

Out of the 132 Commission examination reports for fiscal years 1982 
and 1984 that we reviewed, 18 (9 in each year) contained evidence that 
at least 1 previously found violation still remained (26 remained in 
total). Of the 18 examinations, 13 were in one of the three regions we 
studied, and 8 of those 13 were in 1982. 

Officials in the two regions whose reports contained less evidence of 
continuing violations had positive comments about the SROS in their 
regions. Officials in the region with the most reports showing continuing 
violations-eight in 1982 and five in 19&Lstated that one reason for 
continuing violations was that SRO actions were not severe enough to 
deter them. However, this was tempered by the belief that some broker- 
dealers will continue to repeat violations in spite of all SRO efforts. 
According to the officials, some broker-dealers just do not take SRO 

actions seriously. One regional official did say, though, that the decrease 
in the number of continuing violations from eight in 1982 to five in 1984 
pointed to an increasing deterrent effect of the Commission’s oversight. 
The Commission has pointed out this region’s problem with continuing 
violations to the cognizant SRO. 

During our review, the Commission devised a new categorization of vio- 
lations to capture in computerized fashion how many continuing viola- 
tions it noted and more easily pinpoint where continuing violations were 
a problem. 
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Conclusions violations missed by SROS and helped correct some SRO examination pro- 
cedures. We believe, in addition, that the Commission’s recent emphasis 
on identifying the reasons for missed violations in examination reports 
will improve the examination program. It better assures the Division of 
Market Regulation of obtaining as much input as possible from the 
regions so that problems of national concern may be corrected. 
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The broker-dealer examination program, described in chapter 2, and the 
self-regulatory inspection program, to be described in this chapter, 
together comprise the Division of Market Regulation’s twopart 
approach to ensuring that SROf3 assure compliance by their member 
broker-dealers with the SROS' own rules, with the 1934 act, and with 
Commission regulations. The first part, the Commission’s program for 
examining particular broker-dealers, specifically checks on SROd con- 
duct of individual broker-dealer examinations by going to the broker- 
dealers themselves. The second part, the Commission’s self-regulatory 
inspections, is conducted at the SROS. 

The Commission carries out the self-regulatory inspection program both 
by routinely receiving and examinin g SRO documents and by visiting the 
SROS themselves. More specifically, it evaluates how well SROS 

. examine member firm sales practices and financial and operational 
procedures; 

. investigate customers’ complaints, terminations of registered represent- 
atives for violations of rules or statutes, and cases of disciplinary 
actions taken by the firms against a registered representative; and 

l discipline broker-dealers for improper behavior. 

Though some of these same subjects are addressed in the broker-dealer 
examinations described in the previous chapter, the self-regulatory pro- 
gram described here covers SRO operations as reviewed at their own 
offices. 

As described more fully in chapter 1, GAO'S objectives in evaluating Com- 
mission self-regulatory inspections were to analyze the frequency and 
scope of the inspections and the disposition of inspection findings. In 
conducting its oversight of SRO programs, the &umission is generally 
satisfied that the SROS make changes to address deficiencies it noted. 
Some of the changes involved comprehensive SRO policy modifications. 

In suggesting changes, the Commission prefers maintaining cooperative, 
give-and-take relationships with the SROS rather than taking an aggres- 
sive approach. Although the Commission has influenced SROS to 
improve, its approach leaves open the possibility that SRO!3 can resist 
Commission recommendations and lengthen the time needed for problem 
resolution. In addition, the staffing situation at the Commission, 
including the number of staff and the degree of turnover, has affected 
the self-regulatory inspection work performed. 
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The Commission oversees and evaluates SRO activities to ensure member 
compliance by ascertain@ whether adequate procedures exist for these 
activities and whether they are consistently implemented. The Commis- 
sion bases its evaluation on information obtained through periodic on- 
site inspections at SROS and through the monitoring of information rou- 
tinely provided by SROS. 

Section 17(b) of the Securities Exchange Act of 1934 provides the SEC 
with the authority to conduct “at any time, or from time to time . . . such 
reasonable periodic, special, or other examinations . . . as the Commis- 
sion . . . deems necessary or appropriate in the public interest, for the 
protection of investors, or otherwise. . . .” Periodic, on-site inspections 
are conducted both routinely and when warranted by special circum- 
stances and are referred to as oversight and special inspections, respec- 
tively. In evaluating specific SRO regulatory activities, Commission 
inspectors may also evaluate such managerial matters as the quality of 
internal SRO staff supervision, the SRO'S level of staff resources, the pos- 
sibility of examiner conflict-of-interest, and the adequacy of the docu- 
mentation of examination results. For more details about the 
Commission’s self-regulatory inspections, see appendix IV. 

The second way the Commission evaluates SRO procedures is through the 
routine monitoring of SRO reports and numerous telephone calls to SFtO 
officials. In this way, the Co mmission staff is able to detect potential 
deficiencies, to determine whether previously identified deficiencies 
have been corrected, to see if the SRO is on schedule for completing 
broker-dealer examinations and cause investigations, and to better 
target resources for on-site inspections. Reports sent to the Commission 
include 

statistical summaries of NASD districts activities, including such items as 
the number of broker-dealer examinations completed and the number of 
cause matters received and resolved; 
minutes of NASD/D~S~IW Business Conduct Committees who decide 
whether to take disciplinary actions against, broker-dealers; 
monthly listings of violations of rules and regulations found in exchange 
examinations of broker-dealers and corresponding actions taken by the 
exchange; 
early warning lists of firms experiencing financial difficulties; and 
lists of current personnel and personnel changes, including people hired, 
fired, and reassigned. 
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The Commission routinely receives and analyzes this information. If 
Commission staff members were to learn of problems and inconsisten- 
cies during their review, a Commission official told us they would prob 
ably call the SRO. If the problem were persistent or part of a pattern, the 
Commission might schedule the SRO for an on-site inspection. 

The Commission Is 
Satisfied That Cited 
Deficiencies Are 
Generally Resolved 

A key measure of whether the Commission self-regulatory inspection 
program is effective is the extent to which Commissiondiscovered defi- 
ciencies in SRO programs are followed up and eventually resolved. Based 
on our analysis of inspection findings and our discussions with Commis- 
sion staff, Commission-identified deficiencies generally have been 
resolved. Commission staff believe they have developed cooperative 
working relationships with the SROS, and the Commission has negotiated 
and urged the SROS to make changes to their programs. 

During calendar years 1980 through 1984, the results of 14 on-site 
inspections involving Commission headquarters staff were formally 
communicated by letter to SROS. We reviewed the letters, extracted the 
deficiencies cited by Commission staff, and discussed the dispositions of 
each with the chief of the Commission’s Self-Regulatory Inspection 
Branch. 

The branch chief was satisfied that 72 percent, or 67 of the 79 deticien- 
ties we counted in the 14 inspection letters, were resolved as of the May 
through July 1985 dates of our discussions. (“Resolved” was defined to 
us as indicating that symptoms of the deficiency seem to have disap- 
peared.) In some instances, the Commission was able to provide us with 
revised or newly-established SRO policy statements or other documenta- 
tion which indicated resolution of the deficiency. In other instances, we 
were told that the Commission had not seen recurrences of the defi- 
ciency, but no documentation was available for us to review. 

Although measures had been taken to lessen the likelihood a deficiency 
would recur, they did not preclude the possibility of recurrence. For 
example, although an SRO might establish procedures to address a partic- 
ular program deficiency, this does not necessarily ensure consistent 
implementation of these procedures. 

According to the branch chief, the remaining 28 percent of the deficien- 
cies-those that had not been resolved-were either still being negoti- 
ated (27 percent) or had been successfully refuted by the SRO (1 
percent). The 27 percent still being negotiated could be separated into 
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two categories. The first category contains deficiencies for which the 
solution is an ongoing point of discussion. For example, the Commission 
and SROS frequently discuss the reasons why SROS fall behind in their 
broker-dealer examination programs. Although an SRO may become up 
to-date in its examination program, delays can recur with little or no 
warning. Therefore, the problem is classified as ongoing. One reason is 
that in the event of a financial crisis, such as a firm in danger of SIPC liq- 
uidation, SROS will divert resources away from the routine examination 
of broker-dealers and attend to the crisis. Consequently, the conduct of 
broker-dealer examinations is periodically delayed. Commission and SRO 

officials will then try to agree on the steps needed to correct or mitigate 
the effects of these delays. Ten percent of the deficiencies fell into this 
category of ongoing discussion. The second category included deficien- 
cies cited by the Commission but not yet acknowledged by the SRO. 

About 16.5 percent of the deficiencies fell into this category. For both 
these categories, negotiation was continuing. 

Through its self-regulatory inspection program, the Commission has 
been instrumental in effecting changes at the SROS. In certain cases, com- 
prehensive policy changes made by an SRO directly addressed Commis- 
sion-identified deficiencies. For example, in various inspections the 
Commission suggested that one SRO adopt standardized workpaper for- 
mats. Without complete documentation of the SRO’S examinations, a 
Commission official believed the Commission could not effectively eval- 
uate examination performance. The SRO issued an educational circular 
which resolved the workpaper deficiency to the Commission’s satisfac- 
tion. Other examples of changes made after Commission suggestions 
included SROS developing a supervisory review form; providing more dis- 
closure of discipline-related information to disciplinary panels; and 
changing their staffing levels, allocation of staff, and compensation 
arrangements. 

Problems Generally 
Resolved Through 
Negotiation 

regulatory inspections were generally resolved, the give-and-take rela- 
tionship existing between the Commission and the SROS leaves the possi- 
bility that SROS may resist Commission findings. If a Commission 
inspection of an SRO finds SRO shortcomings, the Commission has various 
statutory remedies it can institute. The Commission’s approach has been 
to use these powers sparingly and rely instead on maintaining coopera- 
tive, give-and-take working relationships with the SROS and urging the 
sRos to improve. 
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The Commission’s 
Sanctioning Authority 

Sections 19 and 21 of the act provide the Commission with certain sanc- 
tioning authority to deal with the SRO shortcomings it finds. However, 
the original 1934 act authorized the Commission to take only the most 
extreme actions against an SRO. The Commission’s authority was limited 
to suspending an SRO for up to 12 months or revoking its registration. 

The 1976 amendments to the 1934 act significantly increased the regula- 
tory options available to the Commission. In these amendments, the Con- 
gress authorized the Commission to censure an SRO or place limitations 
on its activities, functions, and operations. The amendments also 
expanded the grounds on which the Commission could sanction an SRO 

and enabled the Commission to take appropriate action upon finding 
that an SRO had failed to enforce its own rules, the 1934 act, or the rules 
and regulations implementing the act. In addition, the amendments 
authorized the Commission to censure or remove from office any officer 
or director of an SRO who had willfully failed to enforce compliance with 
the 1934 act or corresponding rules. Finally, the arnendments empow- 
ered the Commission to apply to a federal court for an order to: 1) enjoin 
the violation of the rules of the SRO, 2) command a member of an SRO to 
comply with SRO rules, or 3) order an SRO to enforce compliance by its 
members with the 1934 act and corresponding rules. 

In expanding the Commission’s formal disciplinary powers, the Senate 
Committee on Banking, Housing, and Urban Affairs explicitly noted that 
it intended the Commission to be more willing to use its powers than in 
the past. As described in this chapter and in chapter 4, the Commission 
has used these powers rarely but has induced changes nonetheless. 
According to a Commission official, just having the proverbial “shotgun 
behind the door” is useful in the self-regulatory process. 

The Commission’s 
Approach to Oversight 

Instead of using its statutory powers extensively, the Commission pre- 
fers to persuade the SROS of the need to adopt its recommendations. The 
Commission believes that more effective regulation of member firms can 
be achieved by maintaining a cooperative rather than an adversarial 
working relationship with ~~0s. According to one Commission official, 
routinely and publicly forcing an SRO to change would undermine 
investor trust in the business community and therefore would not be in 
the public interest. 

Still, the Commission has taken more forceful action on a few occasions. 
For instance, a 1980 inspection of the Philadelphia Stock Exchange dis- 
closed deficiencies of such severity that the exchange was ultimately 
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induced by the Commission to voluntarily relinquish examination and 
financial surveillance responsibilities for all members except those few 
which were members solely of that exchange. In October 1981 these 
examination and financial surveillance responsibilities were assumed by 
the NASD. Other examples of relatively forceful action include the publi- 
cation of information surrounding ME’S investigation of the 1980 silver 
crisis and the public censuring of the Boston Stock Exchange for failure 
to enforce compliance with its own rules. 

SRO Resistance to 
Commission Findings 

The fact that the Commission prefers a give-and-take negotiating pro- 
cess to more forceful action leaves open the possibility of strong sno 
resistance to Commission suggestions. Because the Commission and the 
SROS may differ in their views on how broker-dealers should be regu- 
lated, Commission criticisms of, and recommendations to, SROS may be 
met with resistance, and changes may not be immediate. It is hard to say 
how much time is appropriate to overcome resistance or clear up any 
misunderstandings because the amount of time depends on the nature 
and the severity of the criticism. For example, policy changes with wide 
spread implications take longer to implement than do minor, technical 
changes. 

An April-May 1981 inspection of a program at one SRO clearly demon- 
strates the resistant nature of the give-and-take which may exist 
between the Commission and an SRO. In a March 1982 memorandum pre- 
pared for the commissioners, the Division of Market Regulation called 
the SRO program “seriously deficient.” According to a July 1983 Com- 
mission letter to the SRO, although several Commission/sRo meetings had 
been held, no agreement could be reached as to the disposition of the 
findings. The letter said that to the best of the Commission’s knowledge, 
the deficiencies noted in the inspection-including failures to open and 
properly pursue investigations of possible violations of securities 
laws-still existed. SRO officials told us that they did not and do not 
agree with the Commission’s findings in this case. They believed that 
because the SRO needs to exercise discretion in its work, the Commis- 
sion’s criticisms were unjustified. Furthermore, the officials believed the 
report message was unbalanced and created the unwarranted impres- 
sion that the SRO was doing a less than adequate job. The Commission’s 
letter to the SRO summarized its position and related the difficulties the 
Commission had experienced in working with SRO officials. In September 
1983 the SRO officially responded to the Commission that it would 
increase its personnel budget as well as enhance its computer support 
for regulatory programs. 
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This case depicts a somewhat extreme example of SRO resistance and is 
not typical of all inspections, although we did see elements of resistance 
at other SROS. Both the SRO and the Commission in this example have 
affirmed that the relationship between the two organizations has 
improved. In 1985 the Commission again reviewed this SRO program, but 
as of April 8, 1986, the findings from this inspection were not yet avail- 
able for our review. In any case, this example shows the resistance that 
can occur between an SRO and the Commission as part of the give-and- 
take of the self-regulatory process. 

Resource Limitations Given the number of staff available, varying staff experience levels, and 

Cause Careful 
the degree of staff turnover, Commission officials felt the need to allo- 
cate self-regulatory oversight resources carefully. Commission personnel 

Allocation of Staff, turnover, short-term delays in report review, and short-term differences 

More Reliance on SROs over the quality of inspection work performed affected what the Divi- 
sion of Market Regulation has been able to accomplish. 

According to Commission officials, the Self-Regulatory Inspection 
Branch has been unable to conduct inspections of each SRO every year ss 
it would have liked because its staff was limited (never numbering more 
than 5 in the 1980s) and relatively inexperienced. In the early 1980s the 
Commission was not able to do all the self-regulatory inspections it 
planned. Needing to inspect NASD district offices and the NSE, the Com- 
mission chose to inspect each NASD district first. The Commission com- 
pleted those inspections by 1981. It then told the House Appropriations 
Committee in 1981 that due to its limited resources and the ME’S large 
size, the Commission would not completely review all facets of WE’S 

operational, financial, and sales practice compliance programs until the 
end of fiscal year 1982. 

As it turned out, the Commission was able to perform and formally com- 
municate a routine evaluative inSpeCtiOn of only one NISE program from 
1981 through 1984. According to a Commission official, the branch 
spent 1982 and 1983 further developing a core of knowledge about WE. 
This investment of time was needed because branch staff were leaving 
the Commission in 1982 and 1983. The branch consequently had to post- 
pone further inspection of the NWE until the core of knowledge could be 
built. Thus, the Commission did not inspect NISE enforcement’s handling 
of cases arising from NXWs examination program, a vital element in 
N~SE’S regulation of its membership, until 1986. However, according to a 
Commission official, the branch has inspected the major components of 
the other SROS. 
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A Commission official explained to us that the branch targets its scarce 
resources to inspect the SRO functions most needing inspection. In some 
instances, the Commission will start comprehensively and then narrow 
its scope of inspection to focus on problems it has noticed in order to 
keep them from growing. In other instances, we were told the Commis- 
sion will delay an inspection so that staff can be used elsewhere. For 
example, the branch chief told us that although one SRO was “due”- to be 
inspected, staff were then occupied with another. A decision was made 
to postpone the “due” inspection because daily monitoring indicated 
good regulation at that SRO and because regulation by the other SRO had 
a much greater impact on the securities industry. Thus, rather than rou- 
tinely assigning staff to any SRO that had not been inspected for a year 
or two, the branch chief monitors SRO activities and focuses staff on 
trouble spots. 

Between 1980 and 1984, a personnel disruption also affected the 
reporting of inspection results, The disruption involved management 
and staff turnover, differing opinions on the quality of inspection work, 
and delays in report review. During that time the Self-Regulatory 
Inspection Branch completed inspections and draft reports but the 
results of some of these inspections were never formally communicated 
to the SROS involved. One SRO specifically inquired in January 1983 
about the results of inspections done in 1981 and 1982; no response was 
made until the request was reiterated in late 1984. Nevertheless, during 
this time the Self-Regulatory Inspection Branch continued to conduct 
inspections and maintained regular telephone contact with senior SRO 

staff. Formal periodic meetings were commenced with the SROS in 1984. 

During the 198Os, the Self-Regulatory Inspection Branch and the Com- 
mission in general have tried to best use available staff by striving for 
greater SRO and Commission regional office involvement. Of course, 
heavier reliance on SROS makes Commission oversight and continued 
staff involvement even more crucial. According to Commission officials, 
the branch has placed greater reliance on Sao-provided statistics and 
informal communication rather than on direct physical observation of 
SRO activities because staffing levels precluded physical observation. 
However, Commission staff have said this has not posed a problem for 
them. In early 1983 the Commission told the Congress that in order to 
handle its expanded workload, the Commission had increasingly relied 
on SROS to ensure their members’ compliance with Commission and SRO 

rules and regulations. In a mid-1983 letter regarding a self-regulatory 
inspection, the Commission told an SRO that given the Commission’s 

Page 37 GAO/GGLKW83 SEC Oversight of SROa 



chapter 3 
Self-Regnhlmy Inepectione Impmve SRO 
Compliance Regulation of Broker-Dealera 

declining resources, it was an especially appropriate time for the SRO “to 
shoulder more responsibility for protecting the public interest.” 

Beginning in fiscal year 1986, Commission regional offices assumed 
greater responsibilities for planning, conducting, and reporting results of 
routine oversight inspections of NASD district offices. According to Com- 
mission officials, although regional offices had on their own initiative 
performed inspection work previously, whether inspections were done 
and whether reports were sent to SROS varied from office to office. 
According to one headquarters official, the change ln regional office 
responsibility represented not only a shift in inspection authority but 
also an increase in oversight because inspections could be done more 
often. Furthermore, it was an indication that the Commission was 
moving towards a more integrated approach to oversight, trying to use 
the resources of the whole Commission, not just those at headquarters. 
Another headquarters official, on the other hand, believed the formal 
shift in responsibility would not result in extensive shifts in regional 
office priorities or resource allocations because these offices had 
already, to a great extent, participated ln SRO inspections. However, he 
also noted that minor economies to allow greater inspection participa- 
tion might be achieved through the increased referral of cause matters 
to the SROS. 

Even given the Commission’s efforts to generate more oversight from its 
resources, the question can always be asked as to whether the resource 
and oversight levels are appropriate. In an internal Commission memo- 
randum regarding its fiscal year 1986 budget submission, the Division of 
Market Regulation made the point that with increased staff it could 
“enhance the coverage of its oversight and inspection programs . . . 
thereby easing the Commission’s and the SRO'S task of keeping pace with 
the expected rate of market growth in trading volume and new securi- 
ties products.” In light of the growing market activity, one Commission 
official told us that if an unforeseen emergency such as a sudden, wlde- 
spread financial crisis arose, the Commission’s oversight work of SRO 
compliance programs would be severely affected. 

Conclusions Most of the deficiencies the Commission identified ln inspections that 
were formally communicated to SROS are currently considered resolved. 
However, because the Commission’s approach of dealing cooperatively 
with SROS allows for some give-and-take, if an SRO does not agree with 
Commission findings or recommendations, additional time may be 
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required to persuade the SRO that improvements are needed and that the 
Commission’s concerns should be addressed. 

Given the Commission’s staffing situation in the 19809, the Commission 
has not been able to cover all of the items in its self-regulatory inspec- 
tion program that it intended. However, it has directed its program 
toward priority areas and has emphasized greater involvement of SROS 
and Commission regional offices. 
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The Commission’s Oversight Through 
Surveillance Inspections Results in 
SRO Improvements 

Surveillance is the monitoring of trading activity in order to detect 
anomalies that indicate improper behavior. Just as the Commission per- 
forms self-regulatory inspections to oversee SRO compliance with stat- 
utes, rules, and regulations, it also inspects SRO surveillance programs to 
oversee the SROS’ monitoring of trading activity. In order to measure the 
effectiveness of the Commission’s surveillance oversight, we again used 
the criterion of whether deficiencies identified in inspection reports 
were resolved. Based on our analysis and discussions with Commission 
officials, in nearly every case the Commission was successful in per- 
suading the SROS to comply with its recommendations. However, this 
process of persuasion took varying amounts of time, from weeks to 
many years. 

Description of the 
Commission’s 
Surveillance Inspection 
Program . 

. 

. 

. 

According to the Commission official in charge of surveillance inspec- 
tions, an SRO must conduct four essential activities if its surveillance 
operation is to be effective in dealing with violative activity. It must 

collect information, 
routinely analyze the data collected to detect possible violations, 
investigate possible violations, and 
take appropriate disciplinary action. 

To oversee SROS’ progress in achieving and maintaining these activities, 
the Commission conducts periodic surveillance inspections as authorized 
by the Securities Exchange Act. 

The Role of the SROs To conduct effective surveillance for possible violations, an SRO must 
monitor trading activity. This monitoring is done by comprehensively 
collecting data in such a way that an “audit trail,” or history of each 
securities transaction, is created. An audit trail consists of such basic 
information as the name of the security traded, the price and time of the 
trade, the number of shares traded, and the brokers involved. When an 
audit trail exists, SROS can use it to recreate trading activity over time. 

Using an audit trail, an SRO can analyze trading activity to detect pat- 
terns which may indicate possible violations of law or regulation. When 
an audit trail is automated, this analysis is facilitated by the use of com- 
puter programs which manipulate audit trail data and produce excep 
tion reports of potential violations. Examples of violations that could be 
detected include: 
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l Insider trading-trading by a person who, because of his or her relation- 
ship to a listed company, has access to private information that may 
affect the market performance of that company’s stock. This violation 
can be detected by monitoring shareholders’ reports, which “insiders” 
(such as employees, directors, accountants, attorneys, and major share- 
holders) must file periodically with the Commission or the SROS, or by 
linking computerized information on business news events with trading 
activity occurring at about the same time as the news events reported. 

. Pegging-temporarily raising or preventing the drop in price of an 
underlying security in order to protect or enhance the value of an 
expiring options position on the same security. Pegging the price of an 
underlying stock can be detected by monitoring any purchases of signifi- 
cant amounts of the underlying stock by the holders of options to sell 
the stock, or by monitoring those holders placing large buy orders in the 
underlying stock at a limit price slightly below the current market price. 

. Marking the close-executing a trade or entering a quotation in a 
security at or near the close of a trading session for the purpose of 
affecting the closing price in that security. Marking the close can be 
detected by monitoring price movement patterns in the last 5 minutes of 
trading. 

Having collected trading data and analyzed it for possible violations, the 
SROS must then investigate possible violative trading activity. If an 
investigation confirms a violation, SROS have panels of peer SRO members 
that can take disciplinary action to punish misbehavior and discourage 
its recurrence. 

The Role of the Commission The Commission conducts its surveillance inspections in much the same 
way as it performs its self-regulatory inspections. After a pre-inspection 
phase, Commission staff spend from 2 to 9 days at the various SROS 

observing trading activity and operations. While there, they collect data 
related to trading, investigations conducted by the SROS, disciplinary 
actions taken, various SRO meetings, and other matters, An exit meeting 
is held with SRO staff, and preliminary inspection findings are discussed. 
The Commission staff may then spend months at Commission headquar- 
ters analyzing the data collected and preparing a memorandum to the 
Commission and a letter to the SRO communicating their inspection find- 
ings. If the Commission sees the need to take enforcement action to 
require an SRO to remedy deficiencies it has found, it has the powers 
described in chapter 3. 
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During the period we studied, from calendar years 1980 through 1984, 
the Commission reported on different numbers of inspections for dif- 
ferent snos. In general, snos with higher volumes of trading were 
reported on more frequently than the smaller, lower volume, regional 
~~09. Based on reports communicated in 1980-1984, all 11 SROS that 
traded stock or options were inspected at least once, three SROS were 
inspected twice, three more were inspected three times, another three 
were inspected five times, and the remaining one was inspected nine 
times. 

The Surveillance 
Oversight Program 
Brought Many SRO 
Improvements 

Just as we did with self-regulatory inspections, we focused on whether 
changes resulted from Commission surveillance inspection recommenda- 
tions. To do this, we analyzed all 40 inspection reports issued to NASD 

and the exchanges from calendar years 1980 through 1984. 

The Commission’s surveillance inspection program has resulted in many 
positive changes to SRO operations. snos have made numerous enhance- 
ments to their surveillance systems, and deficiencies cited in Commis- 
sion inspection reports generally have been resolved. 

Surveillance Oversight Has The surveillance inspection program has resulted in improvements in 
Improved Many SRO each of the four areas comprising an effective SRO surveillance opera- 

Operations tion-data collection, analysis, investigation, and discipline. 

For example, in the data collection area, the Commission encouraged the 
SFUX to develop not only audit trails, but automated audit trails. In the 
past, data collection at snos was done manually and market reconstruc- 
tion was a tedious, timeconsuming, and labor-intensive process. Manual 
systems were manageable and acceptable to the Commission when 
trading volumes were low. However, at higher levels of trading volume, 
manual systems were no longer acceptable to the Commission because of 
their inefficiency. 

Because the Commission was not entirely satisfied with the complete- 
ness and thoroughness of SRO automated data collection systems, it 
encouraged SROS to make the investments necessary to update, refine, or 
modernize these systems. In this way, the Commission has been instru- 
mental in the development and refmement of automated audit trails at 8 
of the 11 SROS. ‘hvo of the other snos are so small and trading volume is 
so low (less than 1 percent of total U.S. trading activity) that automa- 
tion is not needed, according to a Commission official. The remaining SRO 
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was actively encouraged by the Commission to make improvements in 
its data collection system, and implementation is expected in 1986. 

The Commission has encouraged SRO data collection improvements 
through its pursuit of a Market Oversight and Surveillance System to 
enhance its own surveillance of the securities markets. Authorized by 
the Congress, the system was to be developed to provide the Commis- 
sion with an on-line, automated capability to continuously monitor the 
performance of systems and professional participants in the market- 
place. Concerned that continuous monitoring would entail more direct 
Commission regulation of trading activity, in August 1981 the SROS 

responded to the system by developing a plan for an intermarket sur- 
veillance program to provide a self-regulatory alternative to the full 
development of the Commission’s system. An Inter-market Surveillance 
Group recognized that acceptable audit trails at the SROS would be a pre- 
requisite to development of intramarket surveillance as well as 
intermarket surveillance. Consequently, the SROS had another reason to 
develop effective audit trails. Thus, ‘*a major accomplishment” of the 
project was “that it served as a catalyst. . . for the furtherance of the 
self-regulatory scheme embodied in the Securities Exchange Act of 
1934.“’ 

Just as the Commission achieved improvements in SRO surveillance data 
collection, it also oversaw improvements in SRO data analysis. while not 
every SRO had needed to improve its analysis, the Commission was not 
satisfied that all the SROS had been doing all they should in analyzing 
data. For instance, the Commission made recommendations for changing 
SRO computer programs to assure that known types of violations were 
detected. The Commission also used computer programs developed by 
one SRO to encourage other SROS to use similar programs. By the time we 
talked to Commission officials, they were satisfied that 9 of 11 SROs 

(accounting for more than 99 percent of all trading activity) were per- 
forming adequate data analysis. 

As another example of what the Commissionhas accomplished, the 
Commission noted that the parameters of one SRO for detecting certain 
violations were too high. (For example, a parameter could be set to pro- 
duce an exception report on trading activity in a particular stock when 
the number of shares traded exceeded 300 shares per day.) Because the 

‘Securities and Exchange Gmmission, F’inal Report to 
and Urban Affairs and the House Committee on Energy 
s@a and Surveillance Syss (January 16,1986), p. 3. 
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parameters were too high, trading violations below those parameters 
that should have been detected might have gone undetected. The Com- 
mission recommended that the parameters be lowered, suggesting what 
levels the Commission believed would be more appropriate parameters. 
The SRO concurred and lowered the parameters for detecting the viola- 
tive trading. 

Commission-Cited As was the case with self-regulatory inspections, through written and 
Deficiencies Have Generally verbal contact with the SROS the Commission is generally satisfied that 

Been Resolved the deficiencies noted in its surveillance inspections have been resolved. 
Based on our analysis and on conversations with the Commission staff, 
we believe that about 94 percent, or 269 of the 275 deficiencies we 
counted in the 40 inspection reports we reviewed, have been resolved. 
Less than 2 percent of the deficiencies were resisted outright by the SRO 
without the Commission being convinced of the SRO'S position. 

The Commission staff attribute the high resolution rate to their coopera- 
tive working relationships with the SROS. As already described in 
chapter 3, this cooperative relationship can entail the Commission’s per- 
suading the SROS that changes or improvements are needed for effective 
self-regulation and offering advice on how specific problems can be 
overcome. A former director of the Division of Market Regulation told 
us he believes it is the responsibility of the Commission staff to per- 
suade the SROS of the need to change in order to assure that the SROS 
actually comply with the Commission’s recommendations. 

Despite the desire for cooperative relationships, the Commission has 
threatened to take, and actually has taken, strong and direct action 
against an SRO when it was deemed necessary. For example, in a 1980 
inspection letter to an SRO, the Commission advised the SRO that it was 
possibly violating two sections of the 1934 act. The Commission made 
this point in a largely successful effort to induce the SRO to take action 
on developing and implementing an automated audit trail and making 
other improvements the Commission felt were necessary. Likewise, in 
1985 the Commission threatened an SRO with regulatory action if sur- 
veillance improvements were not made in 90 days. 

The Commission has twice used the enforcement powers against SROS 
granted it in Section 19(h) of the Securities Exchange Act of 1934, as 
amended. (We have described these provisions in ch. 3.) Both of these 
instances involved 1980 administrative actions taken by the Commission 
to address surveillance problems. In each case, the SROS settled the 
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action by agreeing to implement certain changes. Roth cases involved 
the Commission censuring an SRO. 

As mentioned in chapter 3, the cooperative give-and-take between the 
Commission and the SROS to achieve changes results in minor modifica- 
tions occurring relatively quickly, and complex or sensitive ones 
requiring more time. Although we found no criteria to say how long any 
changes should take, a former commissioner told us that implicit in the 
concept of SRO self-regulation versus the Commission’s direct regulation 
is that the former takes more time and therefore may be less efficient. If 
SROS resist Commission findings or recommendations, the discussion that 
ensues adds to the time needed to resolve any shortcomings seen by the 
Commission. 

Our analysis of Commission inspections indicates that some changes, 
such as alteration of surveillance parameters, may be agreed upon by an 
SRO during a Commission inspection team’s exit conference, and these 
changes are implemented by the SRO within weeks or months. 

At the other extreme was the time taken by the NOSE to achieve changes 
in its audit trail. In 1963, a Commission study team special report recom- 
mended that N'YSE obtain and preserve more market data.2 However, 
according to the Commission’s 1977 annual report, after 14 years the 
NBE had not yet implemented an audit trail acceptable to the Commis- 
sion. In 1979 when the Division of Market Regulation was reorganized 
into its current structure, such an audit trail still did not exist according 
to the Commission, which “significantly undermined” NISE’S ability to 
enforce the act and Commission and NISE rules. In 1983 the Commission 
noted substantial progress toward audit trail implementation and looked 
forward to full implementation. It also stated to the Congress that prog- 
ress in this complex area had at times been slow. In 1985 it reported to 
the Congress substantial progress made in 1984, although accuracy 
problems still needed to be remedied. 

SRO changes made to disciplinary programs further illustrate the varying 
amount of time involved in changes and the inherent difficulty of 
making those changes. For instance, in early 1982 the Commission criti- 
cized an SRO for a continuing reluctance to issue charges against mem- 
bers for apparent, serious rule violations. An internal Commission 
document noted that reluctance to discipline a member was not unique 

2Report of the Special Studyofe Commission Part 2 
(88th Gong. House Dot. 96), U.S. Government Printing Office, Washington, DC., 1963, p. 368. ‘- 
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to that SRO but rather was probably the most pervasive weakness still 
existing in SRO surveillance and disciplinary programs. However, by 
early 1984 the Commission reported on substantial improvements to 
that SRO’S disciplinary program, although significant delays in discipli- 
nary processing still occurred. 

Improvements to all phases of all disciplinary programs did not occur as 
rapidly as the one just discussed. Based on a surveillance inspection per- 
formed in 1979 and reported on in 1980, the Commission found that dis- 
cipline at one SRO was weak. More specifically, formal disciplinary action 
was rarely taken, even when violations were substantial or continued. 
The SRO disagreed but, according to the Commission, undertook substan- 
tial efforts to address the deficiencies noted in the inspection. Because 
efforts were being made, the Commission did not write a deficiency 
letter to the SRO in 1982 even though it noticed that the SRO continued to 
rely on an informal disciplinary process to address substantial and 
clear-cut violations by specialists.3 In a 1986 letter, however, the Com- 
mission noted the same disciplinary problems with the specialist area 
that it noted in the 1979 inspection-(l) an overreliance on informal 
discipline, (2) light sanctions, and (3) recidivism. The SRO responded by 
noting recent actions it had taken, The Commission’s Assistant Director, 
Market Operations and Surveillance, told us he was pleased with these 
recent actions and other expected ones, and he was confident that the 
current SRO management would ensure improvements. 

This same official advised us that effective disciplinary programs 
cannot be once established and then left alone; rather, continued atten- 
tion is necessary to assure that the effectiveness of these programs is 
maintained. This concern with disciplinary programs was also reflected 
in the perceptions expressed in a November 1984 memorandum to the 
commissioners that we discuss in chapter 6. Although not dealing with 
surveillance discipline, the memorandum discussed Commission staff 
perceptions that certain SRO units were reluctant to take aggressive dis- 
ciplinary action, such as expulsion. It added that the prosecution of 
sales practice abuses highlighted a limitation of the self-regulatory 

3A specia& is a key member of an SRO, responsible for maintaining an orderly market in selected 
sc32urities. I’. . specialists in stock3 that are popular with the public eam a substantial portion of 
their income acting in th.is riskless agency capacity.” When acting as an agent, the specialist receives 
orderstobuyorsella4ecurityallocatedtohimbytheSRO.Sucho~~areusuallyNotatthecurrent 
price levels of the security, but rather are above or below the current price. The spehht’s function 
a8 [an agent] is riskless because the execution of these orders is a function of fluctuating pricea in the 
marketplace. Also, ‘la]a a legally recognized market-maker, a specialist enjoys certain finawhg and 
tax advantages not available to most ir1ve3tors.” See Allan H. Pessin, Fundamentals of the Securiti~ 
Industry (New York: New York Institute of Finance, 1978), pp. 263-66. 
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system. According to the memorandum, even where SRO staff had 
aggressively investigated violations, disciplinary panels composed of 
members often appeared reluctant to sanction their peers. 

Conclusions The Commission’s surveillance inspection program is generally effective 
in achieving SRO changes. The follow-up to deficiencies noted in surveil- 
lance inspections was nearly always successful in correcting them. 

Just as in self-regulatory inspections, the Commission’s means of 
assuring resolution of deficiencies involved cooperatively working with 
SROS to persuade them of the need for change. Rather than invoking a 
rule or censuring an SRO or in some other way taking direct regulatory 
action, the Commission tended more to encourage and foster the effi- 
cient and equitable operation of SROS. We did note instances, however, 
where the Commission either threatened to take stronger action or actu- 
ally did. 

The resolution of some Commission findings under the self-regulatory 
process took longer than others. Findings varied in their complexity and 
SRO amenability to take quick corrective action under the self-regulatory 
concept. 
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Commission Review of SRO-Proposed Rule 
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The Commission has statutory authority to review and approve (or 
deny) SRO-proposed rule changes. It reviews proposed rule changes to 
ensure that they are consistent with the objectives specified in the 
Securities Exchange Act. During its review, the Commission must 
comply with procedural requirements designed to provide for adequate 
public comment on, and timely review of, proposed rule changes. 

Based on discussions with Commission and SRO officials as well as on our 
analysis of files, we have concluded that the Commission’s review of 
SRO-proposed rule changes is working well, because the Commission 
gives reasonable guidance to SROS, conducts a highquality review of 
rules, and acts in a reasonable amount of time. 

Description of the 
Program 

The Congress passed Section 19(b) of the Securities Exchange Act to 
give the Commission broad statutory authority to review and approve 
(or deny) any sR@proposed rule changes. The act required the Commis- 
sion to approve an sRO-proposed rule change only if it fiids it consistent 
with the requirements of the act and relevant rules and regulations. If 
the Commission cannot make such a finding, it must disapprove the pro- 
posed rule change. The act also requires the Commission to comply with 
certain procedural requirements during the review process that provide 
for adequate public comment on, and timely Commission review of, sR@ 
proposed rule changes. 

SRO-proposed rule changes range from the routine to the complex and 
controversial. They may cover activities such as organization and 
administration, membership requirements, listing requirements for 
traded companies, financial products traded, business conduct, and dis- 
cipline. SRo-proposed rule changes may range from a relatively minor 
one that establishes telephone rates for SRO members to a highly contro- 
versial one to permit the trading of options on over-the-counter listed 
securities on both the exchanges and NASD. 

Three Major Statutory 
Categories of Rule Change 
Approval 

To provide the Commission the flexibility to respond appropriately to 
these different types of rule changes, the Congress established three 
major categories of rule change approval. The SROS submit proposed rule 
changes to the Commission under one of these three categories, and in 
calendar year 1984 the Commission approved 306 of them. 
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Each category was established for a different type of SW-proposed rule 
change, and each imposes different time limits for Commission action.* 
The first category covers those proposed rule changes, including all con- 
troversial ones, submitted for “normal” review under Section 19(b)(2) of 
the act. The Commission is required by law to provide for public com- 
ment and act upon the proposed rule changes within specified time 
periods. The Commission must either (1) approve the proposal within 35 
days following its publication for comment, absent extenuating circum-. 
stances2 or (2) institute and conclude a proceeding to determine whether 
the proposed rule change should be disapproved within 180 days fol- 
lowing publication for comment, again absent extenuating circum- 
stances.3 In calendar year 1984, about 44 percent (134 of 306) of the 
approved rule changes were approved under this process. 

The second category of sao-proposed rule changes covers those which 
are submitted under Section 19(b)(2) for “accelerated” review. These 
proposed rule changes may be approved by Commission order more 
quickly than those submitted for “normal” review-within 30 days fol- 
lowing publication for comment. In calendar year 1984, about 25 per- 
cent (75 of 306) of the approved rule changes were given accelerated 
approval. 

Accelerated approval is granted for several different reasons, according 
to Commission officials. For example, the officials said that Commission 
approval of an sac&proposed rule change will sometimes prompt other 
SROS to submit essentially identical proposed rule changes for acceler- 
ated approval. In other instances, the Commission may grant temporary 
accelerated approval to enable an SRO to continue an ongoing pilot pro- 
gram. Finally, in unusual circumstances the Commission may also grant 
temporary accelerated approval of a proposed rule change in case of an 
emergency. 

The third category was essentially designed for minor, noncontroversial 
proposed rule changes of an SRO. The act allows an SRO-proposed rule 

Section 19(b)(3)(B) established a fourth category of rule change for summary approval on an emer- 
gency basis. The Co mmission has restricted this provision’s use and has not invoked it for several 
years, according to Commission officials. 

‘The Commission may designate up to 96 days to take action on a proposed rule change if it finds it 
necessary and publishes its reasons; or the SRO may consent to a time extension for Commission 
action. 

3The Commission may extend the time for conclusion of such proceedings up to 60 days if it finds 
good cause and publishes its reasons; or the SRO may consent to a time extension for Commission 
action. 
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change to become effective upon filing with the Commission if (1) it con- 
stitutes a stated policy, practice, or interpretation with respect to the 
meaning, administration, or enforcement of an existing rule; (2) it estab- 
lishes or changes a due, fee, or other charge; or (3) it applies solely to 
the administration of the SRO. In addition, the Congress also authorized 
the Commission to specify any additional categories of proposed rule 
changes eligible for effective-upon-filing status. In calendar year 1984, 
about 32 percent (97 of 306) of the approved rule changes were given 
this approval. 

A detailed discussion of Commission filing requirements and review pro- 
cedures for SRO-proposed rule changes appears in appendix V. 

Commission Guidance The Commission provides the SROS with regulatory guidance to help 

Is Adequate 
ensure that they understand the requirements of the rule review pro- 
gram. They have provided this guidance through several different 
methods including formal rulemaking, written correspondence, and con- 
tinuous informal dialogue with SROS. 

The Commission establishes some policies for guidance to SROS by 
passing its own formal rules. For example, the Commission passed a rule 
to clarify which SRO actions constitute a rule change that must be 
approved under the act. While the act provides a basic definition of the 
term “rule,” it also gives the Commission authority to decide which 
“stated policies, practices, and interpretations” of SROS also constitute 
rules. In 1975 and later in 1980 the Commission issued its own formal 
rules clarifying which SRo-stated policies, practices, or interpretations 
would be considered SRO rule changes for purposes of the act. 

The Commission has also provided other kinds of written guidance to 
the SROS when minor policy questions have arisen. For example, in 1983 
the Commission wrote to the exchanges and NASD that changes in small 
order execution systems were considered rule changes for purposes of 
the act and must be filed for review under Section 19(b)(2) of the act. 
More recently, the Commission wrote to the SROS explaining revised pub- 
lication procedures for sao-proposed rule changes. 

Commission officials stressed that they continuously provide guidance 
to SROS by frequent contact throughout the entire rule review process. 
They said that SROS will not hesitate to contact them whenever questions 
or issues arise. For example, they stated that SROS will request guidance 
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if they are uncertain whether an anticipated action constitutes a pro- 
posed rule change subject to Commission review. Or, sometimes the SRO 

may be planning to submit a potentially controversial proposed rule 
change and will contact the Commission to identify and address major 
Commission concerns before submitting the formal proposed rule 
change. 

SRO officials we interviewed believed that the Commission had provided 
good regulatory guidance to them. They told us in effect that they had a 
good idea of what constituted a rule change, of the different categories 
of rule change approval, and of the filing requirements for proposed 
rule changes. They cited the regulations, written correspondence, and 
their frequent contact with Commission staff as the means through 
which this regulatory guidance has been provided. 

Quality of Staff Review 
Is Considered Good by 

quality, thorough review of SRo-proposed rule changes. They stated that 
c ommission staff did a good job of identifying and analyzing complex 

Industry Members issues. They attributed this assessment to Commission management’s 
ability to retain mid-level staff and the recruitment of high quality staff 
attorneys. 

The act specifies the criteria to be used by the Commission in its review 
of the hundreds of different proposed rule changes submitted each year. 
These criteria are essentially the same for each different type of SRO, but 
they vary to take into account the functional and organizational differ- 
ences that exist between the exchanges, NASD, clearing agencies, and the 
Municipal Securities Rulemaking Board. 

Staff review is not limited to the criteria specified in the act. When 
appropriate, Commission staff also consider whether the proposed rule 
change is consistent with other statutes and with existing professional 
standards. For example, one Commission official stated that he often 
checks for compliance with the constitutional provisions concerning due 
process, particularly when reviewing proposed rule changes pertaining 
to discipline. Another Commission official added that any proposed rule 
change pertaining to accounting will be checked for consistency with 
generally accepted accounting principles. 
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Commission Acts on In order to develop an opinion on the timeliness of Commission action on 

Proposed Rule Changes 
SRO-proposed rule changes, we discussed the subject with both Commis- 
sion and SRO officials and also performed a separate analysis of all 306 

Within Reasonable proposed rule changes approved in 1984. We analyzed the issue by dis- 

Periods of Time tinguishing between two key time intervals. The first interval was the 
date the proposed rule change was filed with the Commission to the date 
it was published for comment. There is no statutory requirement that 
the Commission publish proposed rule changes for comment within any 
time frame, but we found that half of all sao-proposed rule changes were 
published for comment within 22 days of filing with the Commission. 
See appendix VI for more details. 

Most SRO officials were generally satisfied that the Commission pub- 
lished proposed rule changes for comment in a timely manner, but some 
felt that there was room for improvement. In the past, according to some 
officials, the Commission staff had sometimes refused to publish pro- 
posed rule changes for comment as a tactic to negotiate desired amend- 
ments to the proposed rule change. While the tactic did give the 
Commission bargaining leverage, it also adversely affected Commission/ 
SRO working relations since it was perceived by SROS as an abuse of regu- 
latory authority. 

Although they did not believe that Commission staff continue to refuse 
to publish proposed rule changes as a tactic to negotiate desired conces- 
sions, several SRO officials made comments that periodic delays occurred 
in getting proposed rule changes published for comment. They had dif- 
ferent explanations for the delays. Some suggested that Commission 
staff resources were limited, one felt that Commission staffing levels 
were adequate but that they were not efficiently utilized, and another 
believed the Commission may have a tendency to overanalyze proposed 
rule changes before they are published for comment in the Federal 
Register. 

Commission officials maintain that they do a good job of publishing 
these filings for comment but agreed that there were periodic minor 
delays. Some were caused, they said, by imperfections in SROS’ submis- 
sions. Some officials complained of insufficient administrative support. 
However, they pointed out that they have recently taken steps to expe- 
dite the publication of proposed rule changes for comment. For example, 
they now publish the Federal Rep;- insert in both the Federal Reg- 
ister and the SEC Docket rather than delay publication by preparing a 
separate notice for inclusion in the SEC Docket. 
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The second key time interval we examined was the date the filing was 
published for comment to the date it was approved (or disapproved). 
The act requires the Commission to approve or disapprove SRo-proposed 
rule changes within prescribed time frames unless the SRO grants a time 
extension for Commission action. We found that the average “normal” 
SRO-proposed rule change was approved within 64 days following publi- 
cation for comment. A more detailed discussion of the approval period 
appears in appendix VII. SRO officials were generally satisfied that the 
Commission acted upon proposed rule changes in accordance with the 
requirements of the statute. Both Commission and SRO officials agreed 
that they had a good working relationship with one another and that the 
SRO would grant a Commission request for additional time when 
necessary. 

SROs Were Primarily 
Responsible for the Status 
of Aged Filings 

We performed an additional examination of 46 of 66 proposed rule 
changes that had been published for comment in 1983 or earlier but had 
been neither approved nor disapproved in 1984 (aged filings) and dis- 
cussed their status with Commission and SRO officials. The proposals 
had been open for periods ranging from 1 to 8 years. 

SROS were primarily responsible for the status of the 46 aged proposals. 
We found that in most cases (32 of 46) the Commission was awaiting the 
SRO'S next move. In the majority of these filings (26 of 32), the SRO had 
lost interest in obtaining Commission approval for one reason or 
another. For example, in 1983 the CROE submitted several proposed rule 
changes to trade options on 16 narrow-based industry indices. 
According to both Commission and CROE officials, the exchange later dis- 
covered that no market existed for these indices and consequently lost 
interest in them. In another instance, an SRO filing had been superseded 
by a later filing. In 1980 the NBE submitted a proposed rule change per- 
taining to “percentage orders.” Commission staff raised several issues 
with the ME, and the NYSE did not pursue the matter for several years. 
However, recently the proposal was superseded by a new NISE filing 
which, according to a Commission official, is intended to address the 
Commission’s concerns. 

In other instances the Commission staff had raised issues with the SRO 
concerning the proposed rule change and were waiting for a response. 

In some instances (13 of 46), the SRO was awaiting Commission action. 
Five of these were controversial proposed rule changes raising substan- 
tive policy issues, such as the NASD proposal to trade options on over- 
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the-counter securities, which were subsequently approved in 1986. The 
others (8 of 46) remained unapproved at the conclusion of our review. 
Three of these were 9-year-old fiigs from three clearing agencies pro- 
posing not to charge for certain services among depositories. The Com- 
mission views the subject as a conflict of regulatory objectives, 
according to a Commission official. The Commission must balance the 
positive effects that not charging will have on competition among the 
depositories against its policy of charging fees to those who use identifi- 
able services. Furthermore, the Commission also has to weigh these pro- 
posed rule changes in view of its mandate to facilitate the development 
of a national system for the clearance and settlement of securities trans- 
actions, according to this official. The official stated that the Commis- 
sion had been wrestling with the issue for a long time and had tried to 
develop a factual analysis as a basis for a regulatory decision. However, 
the official said certain data were simply not available, and the Commis- 
sion had finally decided to resolve these filings based, in large part, on 
policy considerations. In February 1986 the commissioners decided to 
defer action on these filings until they collected additional information 
on a related issue. 

We discussed the status of these filings with SRO officials. An SRO official 
who supported the proposed rule changes expressed dissatisfaction with 
the length of time the Commission has taken to analyze these filings. An 
SRO official who opposed the proposed rule change voiced satisfaction 
with the status of the open filings. 

The Commission The act requires the Commission to follow certain procedures designed 

Provides for Adequate 
to assure an opportunity for adequate public comment. The Congress 
established these statutory requirements in part because it found that 

Public Comment some major policy decisions had been made without the benerit of ade- 
quate public input. Section 19(b) of the act requires the Commission to 
publish notice of an SRclproposed rule change with an explanation of the 
terms of substance or a description of the subjects and issues involved. 
We confiied that the Commission publishes notices of proposed rule 
changes in the Federal Regisis and that these notices include a state- 
ment that describes the basis or purpose of the proposed rule change.’ 
While we found that these descriptions of the proposed rule changes 

‘TheactdoesnotspecificallyrequirethatthenoticebepubllshedintheFederal~.However, 
the legislative history indicates that the Congress intended that the ccmmwon folkale proce- 
durea in Section 663 of the Adminishtive procedures Act which requires publication of proposed 
rule changes in the Federal w. 
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appeared reasonably complete, we did not attempt to evaluate their 
adequacy. 

In addition, Section 19(b) of the act also requires the Commission to pro- 
vide for the submission of written data, views, and arguments con- 
cerning the proposed rule change. We verified that the notices of SRO- 
proposed rule changes did solicit written public comment6 

Finally, Section ‘23(a) requires the Commission to maintain public files 
of sR@proposed rule changes. We verified that the Commission does 
maintain these files in the public reference room at Commission 
headquarters. 

Commission officials believed that adequate opportunity was provided 
for comment on proposed rule changes. However, they emphasized that 
comments were not received very frequently and identified four groups 
potentially involved in commenting on proposed rule changes. First, SROS 
compete with one another for market share and will comment on each 
others’ proposals when they believe their interests are threatened. Com- 
mission officials believe that the intense competition among the SROS 
helps ensure that controversial issues are fully aired and that the Com- 
mission fully considers all perspectives. Second, SRO membership is com- 
posed of different interest groups ranging from specialists to those firms 
handling retail orders. They have different priorities and will comment 
on proposed rule changes when they believe their interests are 
threatened. The third group comprises institutional investors who occa- 
sionally submit comments on proposed rule changes. Finally, small 
investors rarely comment on proposed rule changes. Commission offi- 
cials indicated that this was a potential weakness of the rule review pro- 
cess but believed that they themselves adequately represented the 
interests of the small investor in the rule review process. 

SRO officials we interviewed believed that the Commission gave fair con- 
sideration to their comment letters in reviewing proposed rule changes, 

..‘. 

Conclusions We believe the rule review process is working well. The Commission has 
been reviewing sRo-proposed rule changes within reasonable amounts of 
time. It has complied with statutorily established procedural require- 
ments designed to provide for adequate public comment on, and timely 

‘%e Commission maintains that it is not legally required to conduct hearings on SRO-proposed rule 
changes. 
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review of, proposed rule changes. Furthermore, SRO officials told us that 
the Commission has both provided good regulatory guidance to ~~09 and 
conducted thorough reviews of smproposed rule changes to identify 
and analyze regulatory issues. 
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Commission Oversight in an Era of Growing 
Markets and Constrained Budgets 

As the Commission states in its fiscal year 1986 and 1987 budget esti- 
mates, the securities markets have been growing rapidly over the past 
several years and are expected to continue to do so. Yet, the Commis- 
sion’s staff resources devoted to overseeing SROS have declined. The 
Commission stated in its fiscal year 1986 budget estimate that it has 
worked to maintain sufficient oversight by 

. simplifying and clarifying regulations, 

. shifting more responsibilities to SROS, and 

. improving the productivity of Commission inspectors through 
automation. 

Similar themes have been stated in Commission budgets for the past sev- 
eral fiscal years. 

Although we did not specifically evaluate each of these initiatives, we 
did address the second and third topics in the course of our work. More- 
over, since Chairman Dingell’s concern in his request was about the 
Commission’s ability to administer federal securities laws effectively 
with limited resources, and since Chairman Wirth expressed similar con- 
cerns in hearings held in March 1986, we have also included our obser- 
vations about the Commission’s budget and its efforts to maintain 
sufficient market oversight. 

The strategy to shift more responsibility to the SROs needs careful 
follow-up. Although the SRO!3 say they can handle a greater workload, 
the Commission’s staff has expressed reservations about the SROS’ 
ability to do so. 

A 1986 experiment with increasing the Commission’s examiner effi- 
ciency by using microcomputers showed promise. However, because 
budget constraints prevented the early purchase of the required com- 
puter equipment, the Commission has not yet realized the benefits of 
this strategy. 

Securities Markets 
Have Grown in Size 
and Complexity 

By various measures used to indicate the scope of market size and 
activity, the United States’ securities markets have grown significantly 
over the past several years. As figure 6.1 shows, the volume of trading 
on the exchanges and in the over-the-counter market increased about 
126 percent between fiscal years 1980 and 1984. The number of actual 
transactions increased about 38 percent since 1981, reflecting more 
large blocks of shares traded by large institutions, such as mutual funds. 
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Very recently individual investors have increased their trading, 
encouraged by a continued upward movement of the market. Growth in 
the number of transactions is important because a transaction, as the 
interaction of an investor with market professionals, is one of the basic 
activities that must be watched for potential problems. 

Flgura 6.1: Selected Indicator8 of Market Actlvlty Compared to Commlwlon’r Market Regulation and Supervlrlon Staff and 
Funding Levels 
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aFor purposes of comparing these statistics to the others, we converted information available only 
on a calendar year basis to a fiscal years basis. We did this by assuming a constant rate of growth 
over a 12 month period. When we prepared this graph, 1985 figures were not avallable. 
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Also of importance for oversight is the number of practitioners in the 
industry. Between 1980 and 1984,64 percent more broker-dealers were 
registered and 69 percent more people were employed full-time in the 
securities industry.’ 

Another point of concern has been the growth of new products and 
trading strategies that could challenge oversight programs. Much media 
and congressional attention has been drawn to such new products as 
futures and options based on composite indices of groups of securities, 
and repurchase agreements (essentially loans by one party secured by 
the other party’s holdings of government securities), products which 
some customers and industry professionals may not fully understand. 
Concern also has been raised about trading strategies based on the rela- 
tionships between futures, options, and related securities. These strate- 
gies are complex, could cause wider than normal market fluctuations, 
and could exacerbate the potential for cross-market trading abuses. 

While the effects of these developments have been difficult to quantify, 
many experts who practice in the market or oversee it, as well as mem- 
bers of Congress, have indicated that these changes represent increased 
challenges to the Commission’s oversight program. The Commission 
itself has acknowledged these challenges in its own budget documents, 
stating that market activity and complexity have increased, and the 
dimensions of the regulatory task have expanded. 

Commission Oversight 
Staff Resources Have 
Declined 

During the same period that securities markets have been growing in 
size and complexity, the Commission’s staff devoted to overseeing SROS 
has declined. As figure 6.1 also shows, the 1986 staff level was about 91 
percent of that for 1980. The greatest decline in staffing levels occurred 
between 1981 and 1982. Though the level increased by almost 5 percent 
during 1983, this was followed by another small decline. Given current 
restrictions on the entire federal budget, the Commission expects the 
staff resources devoted to market supervision and regulation to decline 
in 1986 and to rise slightly in 1987 to 238.5 staff-years. 

%eenoteaonfigure6.1 
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J The Commission Is 
Referring More Broker- 

registered broker-dealers, the Commission decided to refer more cause 
matters to SROS. These matters are those that the Commission believes 

Dealer C&es to SROs 
Despite Some Staff 
Misgivings 

are serious enough to warrant a broker-dealer examination or an 
enforcement investigation. 

Increasing referrals to SROS provides the Commission with opportunities 
for increasing other activities of its own, but some Commission staff 
members are uncertain about the job the SROS will do. The Commission 
intends to carefully monitor its expanded number of referrals because of 
staff concerns that SROS may not be diligent in these matters or commit 
adequate resources themselves. 

Commission Cause Because of the Commission’s policy of referring more cause matters to 
Examinations Decline but the SROS, the number of Commission cause examinations decreased by 45 

Other Commission percent between fiscal years 1982 and 1983, from 385 to 211, although 

Examination Efforts it leveled off in 1984. The Commission’s fiscal year 1987 budget esti- 
- mate reported 145 cause examinations for fiscal year 1985 and pro- 
Increase jected lower numbers for 1986 and 1987. 

The decrease in the number of Commission cause examinations allowed 
the Commission to increase the frequency of, and time spent on, over- 
sight examinations, its more direct way of measuring SRO performance. 
The number of oversight examinations rose 56 percent from 249 in 
fiscal year 1982 to 389 in 1984. The number of staff-days spent on over- 
sight examinations grew from 2,858 in fiscal year 1982 to 6,201 in 1984, 
a rise of 117 percent. 

The Commission was also able to increase the number of its oversight 
examinations because it successfuIIy requested legislation to terminate 
the Securities and Exchange Commission only (SECO) program. When the 
termination became effective, the Commission no longer directly regu- 
lated certain broker-dealers or had to conduct the 250 or so examina- 
tions of these broker-dealers each year. The SROS became responsible for 
the examinations, and Commission resources were freed for other 
matters. 

In addition to raising the number of its direct SRO oversight examina- 
tions, the Commission is testing the feasibility of conducting an addi- 
tional type of review. This review entails nationwide examinations of 
large broker-dealer firms. Such examinations would allow the Commis- 
sion to select specific branch offices for scrutiny and increase its 
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emphasis on the sales practices of each. According to Commission offi- 
cials, the Commission has rarely approached examinations in a nation- 
wide and sales practice-oriented way in the past. 

The Commission Staff 
Perceive the SROs as 
Having Difficulty 
Investigating and 
Prosecuting Complicated 
Sales Practice Violations 

Although the Commission’s policy is to refer more matters to the SROs, 
the Commission staff has expressed reservations about the desirability 
of increased referrals. Staff members are not reluctant to refer certain 
financial and operational matters to the SROS, but certain regional offices 
have stated concerns about the SRO!3’ willingness and capability to inves- 
tigate and prosecute complicated alleged sales practice violations. 

Staff memoranda dating from 1978,1981,1983, and 1984 express the 
need for more SRO emphasis on the sales practice side of examinations. 
According to a November 1984 memorandum to the commissioners ini- 
tialed by the Director of the Division of Market Regulation and 
describing the policy on, and practice of, making referrals, Commission 
regional offices considered the SROS to be less able than the Commission 
to identify and take effective action on sales practice cases. For 
example, regional offices and the Division believed that SRO examina- 
tions were often not thorough. The review of customer accounts was 
baaed on a random sample rather than on a more time-consuming review 
of the most active accounts or the accounts that could be traded without 
the customer’s knowledge. SRO examiners were thus not necessarily 
looking at the accounts most likely to be subject to abuse. The regions 
also believed the SROS lacked sufficient personnel to handle sales prac- 
tice matters. As a result of these perceptions, the regional offices 
appeared less likely to refer complicated sales practice violations to the 
~~0s. Cut of 117 closed referrals (referrals on which final SRO action had 
been taken) made to the SROS between January 1983 and June 1984,46 
had sales practice violations as the principal type of violation. Only 2 of 
the 46 cases concerned churning, considered a complicated sales practice 
violation;2 the remaining 44 sales practice matters that were referred 
and closed primarily involved the suitability of a security recommended 
for investment, considered a more straightforward violation to pursue. 

In order to permit the Commission to refer more complicated cases to 
SROS, the Commission has discussed with them ways to improve sales 
practice examinations and increase disciplinary resources. Two SROs 
have acknowledged that only a limited amount of their examination 

2Chuming refers to excessive trading in 8 customer’s account against the interest of the investor for 
the purpose of generating commissions for the broker and the brokerage firm. 
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time is devoted to sales practice reviews. One of them is enhancing its 
sales practice program to expand the scope of the sales practice check- 
list used in examinations and increase the time spent on sales practice 
reviews. Also, it is enhancing sales practice training. 

SROs Have Not Always Met In addition to concerns about the SROS abilities in the sales practice area, 
Their Examination Cycles Commission staff have also expressed concern about the SROS’ ability to 

do more examinations than they have been doing. The staff believed 
that SROS may have insufficient manpower and inexperienced staff, 
based on the fact that the SROS were not always able to handle the work- 
load they already had. 

Although the SROS have established cycles for conducting routine exami- 
nations, in calendar years 1983 and 1984 they did not always start and 
complete as many examinations as they had projected. For example, one 
SRO instituted an examination cycle requirement that 100 percent of a 
certain type of examination be started in a particular calendar year, and 
that 86 percent of all started examinations be completed in that year. 
Six of this SRO’S 13 units did not start all their required core examina- 
tions (examinations for which this SRO is the sole designated examining 
authority) in 1983, and 7 did not start all their examinations in 1984. 
Two units in each year started fewer than 90 percent of their required 
examinations. The same SRO had six units in 1983 and seven units in 
1984 that did not complete 86 percent of all core examinations started, 
although all but three units finished both years above 80 percent. The 
SRO contended to the Commission that the examinations were behind 
only at low-priority broker-dealer firms that did not hold customer 
funds or securities. 

This same SRO also reported growing backlogs, for example, in its han- 
dling of customer complaints and terminations for cause (dismissals of 
registered representatives). Between 1982 and 1984, the number of com- 
plaints received increased by 97 percent, the number resolved increased 
by 93 percent, and the number pending increased by 162 percent (to 
1,666 actual cases). Moreover, the number of complaints that were 
pending for over 3 months grew by 218 percent (to 940 actual cases). 

Another SRO had to postpone over 100 routine examinations from 1983 
into 1984 because of examination changes and ran about a month and a 
half behind its 1984 schedule for certain types of members. Because the 
Commission did not have backlog statistics on this other SRO’S customer 
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complaints or terminations for cause, it could not tell us the extent to 
which backlogs might or might not be growing. 

Regarding another workload indicator-the number of cause examina- 
tions-a statement in the Commission’s fiscal year 1986 budget estimate 
may be questioned. According to the budget estimate, the number of SRO 

cause examinations increased while the number of Commission cause 
examinations declined. However, a Commission official could not sub- 
stantiate that the number of SRO cause examinations had increased and 
told us that the budget reflected the belief that an increase was expected 
to occur. 

Commission officials have expressed their concern, however, that the 
SRO cause examinations may not meet Commission standards. While the 
Commission prefers that certain referrals be pursued through on-site 
cause examinations at broker-dealer locations, Commission officials 
were concerned that the SROS prefer telephone inquiries. According to 
the statistical profile developed by the Commission of 117 closed refer- 
rals made to SROS between January 1,1933, and June 30,1934, SROB 

made on-site visits in 56 of them. Forty-six others were closed by an 
investigation without an on-site visit, and the remaining 16 were closed 
in various other ways. In the future, according to a Commission official, 
the Commission will compile additional statistics to determine if the 
number of SRO cause examinations is appropriate given the decrease in 
Commission cause examinations. 

The Commission communicates its displeasure to the SROS when they do 
not meet examination projections, and two SROS have taken steps to 
streamline their examination programs to handle their workloads. One 
SRO waived 474 firms in 1983 and 210 firms in 1984 from the routine 
examination cycle based on the firms’ past “clean” examination records. 
The other SRO began tailoring its examinations in 1982, emphasizing cer- 
tain areas in order to focus on perceived regulatory risks. Commission 
officials questioned whether this practice might decrease the depth of 
coverage of particular broker-dealers. The same SRO also plans to 
lengthen the amount of time between examinations of broker-dealers 
whose customers are less exposed to risk; when the examinations are 
performed, however, they will be conducted in greater depth. 

The SROS are confident that in ways like these they will be able to handle 
any increased workload. One SRO planned to add an estimated 66 staff 
members and projected a 35 percent rise in the time spent on cause 
examinations to meet the projected increase in referrals. Another SRO 
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planned to reassess its already increased staffing levels after it obtained 
a better idea of the number of referrals made. Upon reassessment, 
according to a Commission official, it believed the situation was under 
control. According to figures supplied to the Commission, the two major 
SRO examining authorities had increased their examination staffs 28 per- 
cent and 41 percent, respectively, over 3-year periods ending in 1986. 

Over the years the Commission has urged the SROS to enhance their sales 
practice reviews and meet their examination cycles. The Commission is 
now instituting, for the first time, a computerized referral tracking 
system to replace manual logs maintained by the various regions. Offi- 
cials told us of plans to contact the SROS periodically to assess the ade- 
quacy of SRO actions taken on the referrals. A Commission official also 
planned to compile statistics in fiscal year 1986 on all referrals to eval- 
uate the referral program. In these ways the Commission will monitor 
how the SRos assure compliance with the Securities Exchange Act 
through their examination programs. Given the Commission staff’s con- 
cerns about the SROS’ willingness and ability to handle referrals, and 
given the shift in examination responsibility towards the SROS, we 
believe that such Commission attention is warranted. 

Recent Change Made to 
Commission Inspection 

greater responsibility to SROS to implement and upgrade their various 
systems, it is crucial for the Commission to monitor the effectiveness of 

Program SRO internal operations. It is crucial because, as the Commission told one 
SRO in a 1983 self-regulatory inspection letter, given the Commission’s 
declining resources the SRO needed “to shoulder more responsibility for 
protecting the public interest. ” Commission officials told us that because 
of its limited staffing levels, the Commission was placing greater reli- 
ance on SW-provided statistics and informal communication rather than 
on direct physical observation of SRO activities. 

As described in chapter 3, the Commission is now delegating more 
responsibilities for planning, conducting, and reporting on inspections of 
one particular SRO to its regional offices. According to a headquarters 
Commission official, this will free headquarters self-regulatory inspec- 
tions staff, never numbering more than five in the 198Os, to concentrate 
on other SROS. Since this shift toward more regional responsibility was 
only to be operational by fiscal year 1986, it was too early for us to 
evaluate what impact it was having. 
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Enhancing In addition to dealing with its growing workload by increasing SRO 

Examination and 
responsibilities, the Commission highlighted in its 1986 budget estimate 
an effort to enhance productivity through automation. However, in the 

Inspection ~oductivity examination and inspection areas, it is too early to ascertain the t&i- mate impact of this effort 

According to Commission officials, several measures have been taken or 
planned to increase the productivity of examiners. These include initi- 
ating the computerized referral tracking system mentioned above and 
allowing examiners to access a central registration depository. This 
depository contains disciplinary and other information on registered 
personnel at all broker-dealers registered with the NASD. 

The officials noted, though, that the major productivity gains will come 
from an effort to automate portions of broker-dealer examinations. This 
effort was tested in early 1986. In the test, one Commission regional 
office used a portable computer on two broker-dealer examinations, 
employing such techniques as computerized examination checklists and 
schedule preparation. It concluded in an April 1986 letter that for the 
two examinations, time savings were significant. It also concluded that a 
microcomputer significantly enhanced its review of an NASD district 
office. However, it cautioned that the training required to obtain the 
maximum benefit from the computer would be extensive. 

Although the results of the test were positive, the Commission as of the 
time of our field work had not been able to expand the use of these com- 
puters to allow various regional offices to use them on-site at broker- 
dealers. According to Commission officials, the reason for this was the 
unavailability of funding for more computers. Consequently, the Com- 
mission’s use of portable computers on examinations was delayed, and 
Commission officials did not know by how much they can expect to 
increase examiner productivity. In its written response to our draft 
report, however, the Commission noted that funds for portable com- 
puters can be allocated, and bids were to be solicited shortly. 

Conclusions The Commission’s budget has provided for declining oversight staff 
resources in the face of securities markets that are increasing in both 
size and complexity. Acknowledging this, the Commission’s budget esti- 
mates contained initiatives for ameliorating this situation, whose out- 
come has been uncertain. 
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If SROS can successfully handle more of the examination workload previ- 
ously handled by Commission staff, then the extent and quality of 
broker-dealer examinations could be unaffected. However, in light of 
Commission staff concerns, the Commission plans to monitor the shift in 
responsibility closely. Also, whether delegating more responsibilities to 
Commission regional offices will enhance the Commission’s ability to 
conduct inspections of ~~09 remains to be seen. 

Plans for improving examiner and inspector productivity through auto- 
mation have been uncertain. Early test results on one strategy were 
encouraging, but funding limitations have precluded the early imple 
mentation of that potential productivity enhancement. 
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*&&ion Review of SRO 
Disciplinary Actions 

As agreed with Chairman Wirth’s office, we did not do a detailed anal- 
ysis of the Commission’s review of appealed SRO disciplinary actions. We 
did, however, compile statistics on the results of Commission reviews 
from fiscal years 1980 through 1984. 

According to the Securities Exchange Act of 1934, as amended in 1976, 
the SROS must file with the Commission all notices of disciplinary actions 
taken against SRO members. These actions are subject to the Commis- 
sion’s review on its own motion or after receiving an appeal from an 
aggrieved party. The review is intended to assure that fair procedures 
are followed by the SRO and that sanctions are coherently and uniformly 
imposed. After reviewing a sanction, the Commission can affirm it, set it 
aside, reduce it, or remand it to the SRO for further proceedings. The 
Commission is not authorized by law to increase a sanction, although in 
September 1984 it criticized an SRO for taking one action it considered as 
too lenient given the broker-dealer’s prior history of misconduct. 

As table I.1 indicates, the percentage of reviewed cases affirmed by the 
Commission generally rose between fiscal years 1980 and 1984. 

Table 1.1: Resolution of Commission 
Reviews of SRO Disciplinary Actions 

Affirmed 

Not affirmed 
Total 
Affirmed 

Not affirmed 

TOM 

Number and percentane of cases in fiscal year 
1980 1981 1982 1983 1984 1980-84 

4 5 7 9 9 34 

7 12 3 1 2 25 
11 17 10 10 11 59 

36% 29% 70% 90% 82% 56% 
64% 71% 30% 10% 18% 42% 

100% 100% 100% 100% 100% 100% 

Officials at both the Commission and the NASD, which was involved in 
about 80 percent of the reviewed cases from 1980 to 1984, attribute the 
increased affirmation rates at least in part to an increased use of attor- 
neys by the local NASD office. 
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The Commission carries out a variety of tasks to accomplish its broker- 
dealer oversight program objectives. To explain this work, we have sep- 
arated the program into three parts: what the Commission does to select 
broker-dealer firms for examination, what the Commission does during 
the actual examinations, and what the Commission does with examina- 
tion results. 

The Commission 
Targets Firms for 
Oversight 
Examinations 

Before the Commission’s regional offices can conduct oversight exami- 
nations, they must select appropriate firms to examine. They do this by 
considering various factors developed by the Division of Market Regula- 
tion in the broker-dealer examination guidance sent to the regions. 
These factors include determining whether the firm 

engages in a general securities business, 
holds funds and securities entrusted to the firm by the customer, 
is large and has a high activity level, and 
has been examined by an SRO during the last 6 months. 

An official in the Division of Market Regulation told us that regions are 
doing a better job now in selecting firms for oversight examinations. 
According to the regional office evaluations performed by the Division, 
two of nine regions were not selecting the proper firms for oversight in 
fiscal year 1986. 

The Division recently announced a new goal of how many oversight 
examinations its regional offices should conduct. In 1983 oversight hear- 
ings, the Commission told the Congress that regional offices tried each 
year to conduct oversight examinations of at least 6 percent of all SRO 
examinations of broker-dealers’ main offices and 1 percent of their 
branch offices. In April 1986, however, the Division stated that the 
regional offices should conduct oversight examinations of at least 6 per- 
cent of all members’ main offices in their regions. It did not mention a 
goal for branch office examinations. According to draft figures provided 
us in January 1986, six of the Commission’s nine regional offices met 
the 6 percent criterion for fiscal year 1986 for firms doing a public busi- 
ness. We were told that three regions had not met the guidelines either 
because of a diversion of resources to work on instances of fraudulent 
activities of government securities dealers or because of an influx of 
new, inexperienced examiners. Nationally, the fiiures revealed that over 
7 percent of the firms conducting a public business received Commission 
oversight examinations. 
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The Commission Once the region has selected a broker-dealer firm to examine, it analyzes 

Evaluates the Quality 
the quallty of the SRO work at that firm. It employs standard examina- 
tion procedures, and these procedures include specific ways to find 

of SRO Examinations broker-dealer violations that SROS have missed and violations found by 
the SROS but not remedied. 

According to Commiss’ ion guidelines, in preparing for an examination, 
Commission examiners obtain the SRO examination report and its sup 
porting workpapers. Examiners use the workpapers to familiarize them- 
selves with the SRO findings. 

Next, examiners visit the brokerdealer firm generally unannounced and 
conduct an examination using a Commission checklist. The checklist 
includes various steps to follow in determining whether the brokerage 
firm is conducting its business in compliance with various securities 
laws, rules, and regulations. 

The checklist is divided into several parts. One part deals with the 
financial and operational aspect of a firm. A second concerns the sales 
practices of a firm’s employees (how the firm deals directly with cus- 
tomers). Historically, according to Commission officials, the Commission 
has emphasized the financial and operational aspect of a broker-dealer 
which deals with a firm’s financial viability. If a firm is not financially 
viable, customers are exposed to a greater risk of losing money. 

While completing the checklist, Commission examiners are supposed to 
assess the adequacy of the SRO examination previously conducted. 
According to the broker-dealer examination guidelines issued by the 
Division in November 1982, the essence of this assessment is deter- 
mining whether and why violations existed at a firm but were not 
detected by the SRO. Examiners also make such determinations as 
whether an SRO'S examination scope was adequate and whether SRO 
action taken to remedy deficiencies was appropriate and effective. 

After completing this part of the process, the Commission examiner 
writes a report, and the regional office reviews and a.pproves it. This 
report may include not only a section regarding the firm’s compliance 
with law and rules at the time of the Commission examination but also a 
separate section detailing the results of the assessment of the SRO exami- 
nation’s adequacy. If the Commission finds deficiencies at a broker- 
dealer, it is supposed to notify the broker-dealer in writing and send a 
copy of the letter to the sno. 
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The Commission Meets In addition to communicating examination results to the snos in writing, 

With SROs to Discuss 
the Commission discusses the results in periodic meetings. Recently it 
reemphasized the importance of meeting with the s~os and of always 

Examination Results documenting those meetings. 

and Improve Programs According to Commission officials, when a regional office completes a 
sufficient number of examination reports, it meets with the SROS to dis- 
cuss the results. The 1982 broker-dealer examination guidance recom- 
mended that the regional offices meet with the snos regulating 
significant numbers of firms in their regions to discuss general oversight 
comments at least twice a year. These meetings are important for the 
exchange of information necessary to improve SRO examination pro- 
grams. The regions also use these meetings to discuss other Commission 
regulatory efforts. 

According to a Commission official, the meetings held by the regional 
offices help the Division of Market Regulation improve the SROS’ pro 
grams from a national perspective. The improvement occurs through the 
input provided by the regional offices when they talk to Division offi- 
cials and when they document the results of their individual meetings 
and send copies to the Division. The Division can then discuss with the 
snos patterns in examination results. For example, at a recent Division 
meeting with one SRO, the Commission said that a number of oversight 
examinations revealed that SRO examiners were not properly selecting 
samples of customer accounts. The SRO agreed to hold internal discus- 
sions on the problem. 

Because the Division recognizes the importance of regional offices 
holding and documenting meetings with the SROS, it criticizes the regions 
if they are lax. According to Division evaluation reports, three of the 
Commission’s nine regional offices did not meet regularly or properly 
communicate with the SRO!3 in their jurisdictions some time in either 
fiscal year 1982,1983, or 1984. Additionally, six regional offices in that 
time period were criticized for not documenting meetings or sending doc- 
umentation of oversight comments to the Division. 

In the April 1986 broker-dealer examination guidance issued during our 
review, the Division reemphasized the importance of frequently con- 
tacting the snos and documenting the results of all discussions or meet- 
ings with them regarding oversight examination findings. It said that 
the resulting information is used for Division discussions with SROS. 
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During our review the Division initiated a practice of holding quarterly 
meetings with NISE and NASD, the major examining authorities. The pur- 
pose of these meetings was to improve communication with the SROS and 
discuss policy matters, unique and novel issues, and national problems 
identified by the regional offices. Although the Division had previously 
held meetings like this, they were not on a regularly scheduled basis and 
were not necessarily documented. 
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As noted in chapter 2, fraud is just one of the causes for broker-dealer 
firms failing. According to Commission officials, firms also fail for other 
reasons, such as poor investment decisions, heavy concentration prob- 
lems, excessive use of leverage (debt), and/or books and records prob- 
lems. Concentration problems can occur when a firm lends heavily to 
just one or a few customers,’ or when the firm invests heavily in just a 
few securities or a few types of securities, such as over-the-counter, low- 
priced, speculative issues. According to a Commission official, heavy _ 
concentration may lead to failure if the market goes against the concen- 
trated issues or if a customer who has borrowed heavily from the firm 
defaults on that obligation. Also, heavy use of leverage can lead to 
failure because it inhibits a firm’s ability to sustain losses and still meet 
all of its debt obligations. Rooks and records problems, according to 
Commission officials, can contribute to a firm’s failure if, for example, 
the firm does not have good enough information to collect on its assets 
or to keep from making duplicate payments. 

According to our analysis of 16 failed firms as confirmed by a Commis- 
sion official, fraud, heavy concentration, and heavy use of debt 
appeared among the major factors contributing to the failure of one or 
more firms. While these were identified as major contributing factors in 
the failure of these firms, neither we nor the Commission were able to 
assert a single ultimate cause for each of the 16 failures. Rather, several 
factors contributed to some of the firms’ failures. 

A 1974 NASD staff report on 72 firm failures also found a multitude of 
causes for firm failures. The report identified over 20 “problem areas” 
or “characteristics” as proximate or possible reasons for failures and, in 
many cases, noted that several of these characteristics were exhibited in 
a single firm. The report also commented that no two ftiures were 
exactly alike, and even though similar problem areas (such as books and 
records and trading losses) surfaced repeatedly in this study, “varying 
degrees of material differences were noted.” 

Similarly, we noted that fraud was a factor contributing to 6 of the 16 
failures we studied, but to varying degrees. In one case-the $40 million 
case mentioned in the Commission’s fiscal year 1983 annual report- 
fraud was clearly the cause of the failure. This was in contrast to 

1 As a common business practice, broker-dealers lend money, subject to regulation, to customers who 
then buy securities on margin. In this way, customers use part of their own money together with the 
borrowed money to invest. In October 1985, the Commission adopted a rule change intended, in part, 
to reduce the risk of broker-dealer collapses by limiting the amount a fib-m may lend to any one 
customer. 
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another case in which heavy concentration and poor books and records 
in addition to fraud contributed to the failure. 

Another example of the 16 failures we analyzed also shows the variety 
of factors that can contribute to a firm’s failure. In this case the failure 
largely resulted from concentration and books and records problems, 
although high overhead expenses relating to branch office expansion 
were also present. The firm’s business was concentrated in new issue 
underwritings of low-priced, speculative stocks. When the market began 
to decline, the firm experienced several months of operating losses. 
During the same period that the firm saw a decline in new issue under- 
writing, according to a Commission official, it also began to suffer books 
and records problems due to a change in its business operations. At the 
time the firm ceased doing business, its books and records were in such a 
chaotic condition that neither the fii, the Commission, nor the SRO was 
able to determine its financial condition. The firm had not performed a 
cash reconciliation of accounts for the past few months, and its records 
indicating the location of securities bought and sold by the firm were in 
very poor condition. 
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The following paragraphs add a few details to chapter 3 on how often 
self-regulatory inspections are conducted and on how they are 
pC?l-fOlTMl. 

The Commission varies the scope and frequency of its inspections to 
accommodate (1) differences in SRO composition; (2) special circum- 
stances and recent developments in each SRO; and (3) according to a 
Commission official, each SRO'S regulatory history. The Commission has 
set tentative time frames for how often each SRO should be fully and 
routinely inspected. These time frames, however, are flexible and are 
subject to change based on the circumstances of a particular SRO or of 
the securities industry in general. 

When it actually performs its inspections, the Self-Regulatory Inspection 
Branch organizes its work into three phases: pre-inspection, information 
gathering, and report writing. During the preinspection phase, the 
branch reviews SRO documents and logs to obtain a picture of the sno’s 
regulatory efforts since the last inspection. The pre-inspection phase 
allows the Commission to identify specific areas of concern and to pre- 
pare a list of documents to be requested during the second phase, infor- 
mation gathering. The Commission staff accomplishes the information 
gathering phase by spending time on-site at the SRO. At this time, the 
Commission reviews the SRO'S practices and procedures by gathering 
files and interviewing SRO staff. The Commission staff then evaluates 
the information obtained on-site to prepare itself for the third phase, 
report writing. During this phase, the staff drafts a memorandum to the 
Commission summarizing the results of the inspection. Upon Commis- 
sion approval, the Division of Market Regulation may send a letter to 
the SRO3 formally communicating Commission findings. 
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Cornmission Filing Requirements and Review 
Procedures for SRO-Proposed Rule Changes 

The commissioners have delegated authority to the Director of the Divi- 
sion of Market Regulation to review and approve SRo-proposed rule 
changes. However, they have retained authority to disapprove proposed 
rule changes. 

The Commission reviews a proposed rule change by analyzing a com- 
pleted form prepared and submitted by an SRO. This form must contain 
enough information to support a Commission finding that the proposed 
rule change is consistent with the act. Specifically, it contains (1) the 
text of the proposed rule change; (2) the purpose of and statutory basis 
for the proposed rule change; (3) an SRO statement of its effect on com- 
petition; (4) an SRO summary of any written comments it has received 
concerning the proposed rule change; (5) the basis for accelerated or 
effective-upon-filing status, if applicable; and (6) an indication of 
whether the SRO consents to an extension of time for Commission action. 
To solicit public comment, the Commission also requires the SRO to pre- 
pare a document containing much the same information as the form 
reviewed by the Commission for publication in the Federal Register. 

Once the proposed rule change has been filed with the Commission, the 
staff conducts a preliminary review. Before the proposal is published 
fcr comment, an administrative review is conducted to determine 
whether the submitted form and the accompanying document are suffi- 
ciently complete to enable staff to review and solicit informed public 
comment. The Commission will contact the SRO for clarification or addi- 
tional information if the staffs administrative review reveals a problem. 
For example, the SRO may prepare a document to be published in the 
Federal Regii which inadequately summarizes the proposed rule 
change. Or, the SRO may have inadequately summarized comments 
received from its membership on the proposed rule change. In such 
cases, Commission staff will then contact the SRO and request a more 
accurate summary or a more complete analysis of the comments. 

The staff also performs a preliminary legal and regulatory issues review 
to identify any proposed rule change which is clearly inconsistent with 
the requirements of the act or other applicable statutes. In such cases, 
the staff works with the SRO to resolve the major problems before the 
proposed rule change is published for comment. 

Following these preliminary reviews, the Commission publishes the pro- 
posed rule change in the Federal Register and SEC Docket (a weekly 
Commission publication) to solicit public comment. Concurrently, Com- 
mission staff continues its review of the proposed rule change; it may 
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resolve lingering issues with the SRO, analyze public comments, and 
review any additional supporting information submitted by the SRO. 

The rule review process often requires continuous dialogue between the 
Commission and the SRO as each tries to further differing organizational 
objectives. An important objective of the Commission is to ensure that 
the regulatory purpose of the act-such as protecting the public 
interest-is realized. In contrast, one SRO objective is to improve the wel- 
fare of the SRO’S membership. An sR@proposed rule change may improve 
the welfare of the SRO membership, yet be inconsistent with the purpose 
of the act. When this occurs, the Commission and the SRO discuss the 
proposed rule change and negotiate necessary modifications to assure 
that the proposal satisfies the regulatory purpose of the act. 

As discussed, Co mmission staff review all SRoproposed rule changes to 
ensure that they are consistent with the requirements of the act. How- 
ever, since the act has numerous objectives, the Commission must some- 
times balance these objectives against one another in their review of 
proposed rule changes. For example, the NASD submitted a controversial 
proposed rule change to trade options on over-the-counter securities. 
The Commission had to decide whether an NAsDregistered broker-dealer 
should be allowed to trade both over-the-counter securities and their 
options. The proposed rule change could further an objective of the 
act-to improve the functioning of the market by increasing the depth 
and liquidity of the market for these products. On the other hand, the 
proposed rule change could adversely affect achievement of another 
objective of the act by potentially imposing an unfair burden on compe- 
tition due to preferential access to market information. The Commission 
had to weigh these competing considerations in their deliberations. They 
eventually decided that the benefits of the proposed rule change out- 
weighed the potential costs. They conditionally approved the proposed 
rule change, provided the NASD first develop and submit for Commission 
review an adequate surveillance program designed to help protect 
against potential abuses. 

The staff of the Division of Market Regulation approve sRo-proposed 
rule changes once their concerns have been addressed, according to 
Commission officials. However, if a proposed rule change raises major 
policy issues, the staff will prepare an analysis and a recommendation 
and submit the matter to the commissioners for their consideration. 

Commission orders are subject to judicial review pursuant to Section 
%(a) of the act. A person adversely affected by an order must file a 
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written petition with the U.S. Circuit Court of Appeals in either (1) the 
District of Columbia, (2) the place of residence, or (3) the principal place 
of business within 60 days following entry of the order. Upon filing of 
the petition, the court has jurisdiction to affirm, modify, or set aside the 
order, in whole or in part. 
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Time Required to Publish SRO-Proposed Rule 
Changes for Comment 

We computed the time interval between the date of filing and the subse 
quent date of publication in the Federal Regisis for each of the 306 
proposed rule changes approved in 1934. We found that the frequency 
distribution of these time intervals generally corresponded to a textbook 
example of a positively skewed frequency curve shown in fiie VI. 1. 
This type of frequency distribution is characteristic of data which have 
a lower limit but no theoretical upper limit. A few extreme values skew 
the frequency distribution. Consequently, the mean (or average) is much 
larger than other measures of central tendency, such as the median and 
mode. 

Flgun VI .l: Time Roquirsd to Publlah 
SRO-Propored Rule Change8 for 
Commrnt 

Relative Frequency 

Mode Median Mean 
Time 

We computed the cumulative frequency distribution shown in table VI. 1.. 
We found that 60 percent of the proposed rule changes were published 
for comment within 22 days and 76 percent were published for comment 
within 36 days. 
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Appendix Vl 
The Required to Publish SROProposed Rule 
Changes for Comment 

Table VI.1: Cumulative Distribution of 
the Time Required to Publish an SRO- 
Proposed Rule Change for Comment 

25 percent of filings published for comment within 
Mode (most frequently occurring time interval) 
Median (50 percent of filings) published for comment within 
75 oercent of filinas oublished for comment within 

Number of 
days 

17 
21 
22 
35 

Mean 40 
90 percent of filings published for comment within 52 
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Appendix VII 

&mmi.ssion’s 1984 Rule Change Approvals 
Were Completed Within Reasonable Amounts 
of Time 

There is a statutory requirement that the Commission act upon an SRO- 
proposed rule change within prescribed time frames once it has been 
published for public comment. We found that SRo-proposed rule changes 
were usually approved within the time frames established by the 
statute. However, a relatively small percentage of controversial filings 
did take a long time to approve. In these cases, the Commission obtained 
the SRO’s consent for a time extension to consider the proposed rule 
change. 

We analyzed the universe of all rule change approvals in 1984. We found 
that 76 percent of the proposed rule changes were approved within 36 
days following publication for comment and that 90 percent of the fil- 
ings were approved within 65 days.’ 

In addition, we also analyzed a subset of proposed rule changes com- 
posed exclusively of “normal” approvals. Commission and SRO officials 
told us that these filings were the most important in terms of their 
policy implications and consequently took longest to review and 
approve. 

In our analysis of “normal” approval orders we again found that the 
distribution of data generally corresponded to the shape of the posi- 
tively skewed frequency curve discussed earlier in appendix VI. Again, 
a few extreme values skewed the frequency distribution. In this 
instance, 3 percent of the filings were not approved for over 180 days 
following publication for comment. As a result, the mean (or average) 
time interval of 54 days was significantly higher than the median and 
mode values. 

We also computed the cumulative frequency of “normal” approval 
orders shown in table VII.l. We found that 50 percent of the sRo-pro- 
posed rule changes were approved within 36 days and 76 percent of 
such filings were approved within 43 days. (See table VII. 1) 

1 We found that 92 percent were approved within the 90day statutory time frame frequently cited by 
the Commission in its budget documents. The act states that the Co mm&ion has unilateral authority 
to extend the period of time during which it considers a proposed rule change from 36 days up to a 
maximum of 90 days following publication for comment provided it finds it appropriate and pub 
lishes its reasons for so flmding. It rarely finds it necessary to do this since the SROs almost always 
grant time extensions for Commission action. 
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Cammlsalon’a Is&( Rule Change Approvda 
Were Completed Within Re8eonable Amount8 
OfTime 

Table VII.1: Cumulative Dlstrlbutlon of 
the Time Required to Approve an SRO- Number of 
Proposed Rule Change Once Publlahed aY8 
for Comment@ 25 percent of filings approved within 33 

Mode (most frequently occurring time interval) 35 

Median (50 percent of filings) approved within 36 
75 percent of filings approved within 43 

Mean 54 

90 percent of filings approved within 79 

‘Excludes accelerated approvals and effective-upon-filing SRO-proposed rule changes. 

sms are almost always willing to grant time extensions for Commission 
action, according to Commission officials. They stated that minor delays 
beyond the 36day statutory requirement usually occurred because the 
Commission was awaiting additional information from the SRO before 
giving final approval to the filing. They stated that s~os grant time 
extensions for complex or controversial filings because they understand 
that these filings simply cannot be evaluated within a 36day period of 
time. 

SRO officials also stated that they were generally satisfied that the Corn- 
mission acted upon proposed rule changes within reasonable time 
frames. They emphasized that the Commission acted quickly on high- 
priority filings which was the key consideration from their perspective. 
They were not concerned if there were minor delays in approving rou- 
tine filings and agreed that it simply required more than 36 days to 
review complex or controversial filings. 

In order to illustrate the complexities of lengthy Commission rule 
approvals, we prepared a chronol~y of events for the two proposed 
rule changes approved in 1984 that had been outstanding the longest 
amounts of time. (See apps. VIII and IX.) 
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Appendix VIII 

Chronology of Events for an Aged Proposed 
Rule Change: NASD 78-14 

This chronology describes the major events as the Commission consid- 
ered an aged ~~Sr.+propo~ed rule change. Among other things, this pro 
posed rule change would have required that block trades be reported to 
NASD by members who are not registered market makers in the traded 
security. 

September 25,1978 NASD filed a proposed rule change with the Commission. 

October 27,1978 The Commission sent a letter to the NASD explaining that the filing was 
incomplete; consequently, it had not been published for public comment. 
It requested that NASD submit an amendment to the proposed rule 
change. 

May 14,197Q NASD submitted an amendment to the proposed rule change. 

June 15,197Q Notice of the proposed rule change was published in the Federal Reg- 
ister, soliciting public comment. 

July 19,197Q Merrill Lynch submitted a comment letter questioning the proposed 
reporting requirements. 

April 7,198O Commission and NASD officials met to discuss the proposed rule change. 

May 20,198O Staff memorandum analyzed the issues raised by the proposed rule 
change. 

August 15,198O Internal staff memorandum discussed the status of all outstanding NASD 
proposed rule changes. With respect to NASD 78-14, the memorandum 
noted that only one relatively minor issue remained to be resolved. 

Fall 1981 Commission and NASD staff agreed to divide the proposal into two parts 
so that the noncontroversial parts of NASD 78-14 could be quickly 
approved. 
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AppendixVIU 
Chronolo~ofJhentaforanAgedPmpomed 
BaleChange:NASD7814 

February 24,1982 NASD submitted a new proposed rule change (NASD 82-2) incorporating 
many of the noncontroversial features of NASD 78-14 and excluding cer- 
tain reporting requirements for block trades. 

March 15,1982 Notice of this proposed rule change was published in the Federal 
Register. 

March 26,1982 The Commission gave accelerated approval to the proposed rule change. 

October 1983 Commission staff contacted NASD officials to determine whether they 
planned to pursue that part of NASD 78-14 pertaining to reporting 
requirements for certain block trades. 

November 16,1983 NASD officials informed the Commission staff that NASD planned to 
revive it. They planned to file an amendment to NASD 78-14 restating the 
filing and correcting any problems the Commission staff had with the 
original filing. 

November 1983 -February Commission and NASD staff discussed the submission of an amended 
1984 NASD 78-14 filing. 

August 7,1984 NASD filed an amended NASD 78-14 proposed rule change with the 
Commission. 

September 12,1984 Notice of the proposed rule change was published in the Federal 
Register. 

October 19,1984 The Commission approved the proposed rule change. 

Page64 GAO/GGD8&S3SECOveraightofSROe 



Chronology of Events for m Aged and 
Contested Proposed Rule Change: Cl&E 80-16 

This chronology describes the major events as the Commission consid- 
ered a controversial Chicago Board Options Exchange (CBOE) proposed 
rule change. Among other things, this proposed rule change would have 
required market makers to personally conduct a substantial portion of 
their trading on the floor. It was opposed by dual CBoE-Chicago Board of 
Trade (CBT) members who traded in person on the CBT floor and who 
used floor brokers to handle their trades on the CBOE floor. 

June 9,198O CF9OE filed a proposed rule change with the Commission. 

June 30,198O Notice of the proposed rule change was published in the Federal Reg- 
m, soliciting public comment. 

July 16,198O CEDE filed an amendment to the proposed rule change. 

August 1,198O Notice of the amendment was published in the Federal Register. 

August 13,198O The CBT submitted a comment letter, on behalf of those members who 
are dual CBT-CBOE members, opposing the proposed rule change. 

October 8,198O CBOE submitted a letter taking issue with CBT'S assertions. 

February 12,198l The Commission approved the proposed rule change. 

April 13, 1981 Mr. Clement (petitioner), a dual CEIT-CBOE member, filed a petition for 
review of the Commission approval order in the U.S. Court of Appeals 
for the Seventh District. 

April 14, 1981 Mr. Clement applied to the Commission for a stay of the rule pending 
judicial review. 

May 22,198l The Commission issued an order denying stay. 
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ClUOIIO~OfEWXlt8f~8IlAgC!d88d 

Conteeted Propoeed Rule Changez CBOE Wig 

January 8,1982 Case argued before the U.S. Court of Appeals for the Seventh District. 

April 5,1982 Case decided. Commiss’ ion approval order vacated and remanded to 
Commission because the Commission did not adequately consider 
anticompetitive and discriminatory impact with respect to an in-person 
trading requirement. 

May 11,1982 Commission reviews filing and grants temporary go-day approval for 
those uncontested parts of the proposed rule change. 

August 16,1982 Temporary partial approval was extended an additional 90 days in 
anticipation of a substantive CE8OE amendment to CBOE 80-16. 

October 19,1982 CBOE filed an amendment to the proposed rule change. 

November 9,1982 Notice of the amendment was published in the Federal Register. In addi- 
tion, temporary partial approval extended another 60 days. 

, 

December 13,1982 CBT submitted a comment letter opposing the amended proposed rule 
change asserting that the proposed rule change would have anticompeti- 
tive and discriminatory effects on dual CBOE~T members. 

December 30,1982 Commission extended public comment period and temporary partial 
approval. 

March 29,1983 Commission extended public comment period and temporary partial 
approval of those portions of the proposed.rule change not at issue. 

May lo,1983 CFKIE submitted a letter proposing, among other things, that the proposed 
rule change be approved on a l-year pilot basis. 
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June 1983 -April 1984 While considering the CFJOE proposal, the Commission extended its tem- 
porary and partial approval several times. During this interval, the 
&nmission received two additional letters from the CE%T opposing the 
proposed rule change. 

June 1,1984 The Commission permanently approved the uncontested portions of 
CBOE'S proposed rule change and approved the contested part on a l- 
year pilot basis. 
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Appendix X 

Comments From the Securities and 
Exchange Commission 

Note: GAO comments 
supplementing those in the 
report text appear at the 
end of this appendix. 

UNITED STATES 

SECURITIES AND EXCHANGE COMMISSION 
WASHINGTON. DC. 20549 

June 20, 1986 

William J. Anderson 
Director 
General Government Division 
U.S. General Accounting Office 
Washington, D.C. 20548 

Dear Mr. Anderson: 

This is in response to your letter to Chairman Shad dated 
May 14, 1986 with which you submitted copies of a draft report 
entitled Securities Regulation: 
Oversight of Self-Regulation. 

Securities and Sxchange Commission 
The Division of Market Regulation 

has reviewed the draft report and is submitting this letter in 
response to your invitation to comment. l/ - 

that: 
The Division is pleased to note that the Report concludes 

1) The Commission 
oversight program," 

"accomplishes the objectives of the 
2) when deficiencies have been noted "the 

Commission has reached agreement [with the SRO] on corrective 
action in most of the cases GAO reviewed,' 3) that "the Commission 
has achieved improvements in the way SROs monitor market activity," 
and 4) the "the Commission effectively reviews and approves 
changes to SRO rules.” The Report aleo concludes that, given 
the trend toward placing greater responsibility for monitoring 
broker dealer activity on SROs, careful monitoring of SRO 
performance is required. The Division agrees fully and plans 
to continue to emphasize careful oversight of the SROs. 

The Report also notes that, while the Commission has 
authorized formal administrative action against several SROs 
for failing to fulfill their self-regulatory reeponsbilities, 
the Commission generally has sought to negotiate solutions to 
SRO weaknesses that have been detected. Again we agree with 
this conclusion and believe GAO's findings regarding the effec- 
tiveness of the Commission's oversight programs demonstrate the 
validity of this approach. 

l/ The Division previously has submitted technical comments - 
verbally to the GAO staff. 
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Gmmenta Prom the Secnrittw and 
Exch8ngecommiwion 

- 2 - 

Finally, the Report observes that a Commission initiative 
to use portable computers to enhance broker dealer examinations 
might be jeopardized by a lack of funds. The Commission recently 
has determined, however, that funds can be allocated to this 
project, and solicitation of bids on a contract to purchase portable 
computers will be published shortly to initiate this process. 

The Divieion appreciates this opportunity to comment on 
the GAO Report and would commend the GAO staff for its thorough 
and useful Report. 

Sincerely, 

Richard G. Ketchum 
Director 

See comment 1. 
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The following are GAO'S comments on the Securities and Exchange Com- 
mission’s letter dated June 20, 1986. 

GAO Comments 1. The report acknowledges this recent development. (See p. 66.) 
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Appendix XI 

Comments From the New York Stock &change 

Note: GAO comments 
supplementing those in the 
report text appear at the 
end of this appendix. 

I I wall smrt 

Nm York. NY IOU)5 

212 656 8317 

NYSE 
New York 

Stock Exchange. Inc 

July 18, 1986 

Mr. William J. Anderson 
Director 
General Government Division 
United States General Accounting Office 
Washington, D. C. 20548 

Dear Mr. Anderson: 

The New York Stock Exchange, Inc. appreciates the 
opportunity to comment on the draft report entitled 
“Securities Regulation: Secur it ies and Exchange 
Commission Oversight of Self-Regulation” which you 
recently sent to me. 

We think the draft report amply demonstrates that the 
SEC’s policy of working with the self-regulatory 
organizations (SROs) in a cooperative spirit to achieve 
improvements in regulation when needed is a sound and 
productive one. The draft report extensively documents 
the major improvements SROs have made in the area of 
regulation and surveillance under the SEC’s oversight. 

In the case of the New York Stock Exchange, these 
improvements include the intensive application of current 
technology to regulation and surveillance functions, 
expansion of staff and staff training, upgrading of 
examination and regulation procedures, and many other 
measures. The growth of the Exchange’s regulatory costs 
from 24.9 million dollars in 1981 to over 42 million 
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Appendix XI 
Commenta FromtheNewYork 
stockEkchange 

See comment 1. 
Now on p. 12. 
See comment 2. 

Now on p. 35. 
See comment 3. 
Now on pp. 32-34. 
See comme_nt 4. 
Now on p. 62. 

2 
July 18, 1986 
Mr. William J. Anderson 

dollars in 1986 is largely a reflection of these 
improvements. We have invested to improve the quality of 
our regulation willingly, out of a conviction that 
effective regulation is a cornerstone of our mission and 
of the nation's capital markets. 

While we appreciate the fact that the draft report takes 
cognizance of many of the major improvements that we and 
other SROs have made; we are troubled by the repeated 
statements appearing in it that seem to create some doubt 
about the oversight process and self-regulation. l/ These 
statements are disturbing because they are made despite 
the numerous documented instances of substantial changes 
and improvements which, singly and collectively, serve to 
dispel any reasonable doubt about the effectiveness of 
self-regulation in the securities industry and the SEC's 
discharge of its oversight duties. I would hope that 
these remarks might be removed, so that the tone of the 
report would more accurately reflect its findings. 

In summary, it appears to us that self-regulation has 
worked very well and continues to do so. Perhaps the best 
measure of its success lies in the positive history of 
interaction between the SEC and the SROs and in the 
recognition by the domestic and foreign investing public 
of the effectiveness of ,the ongoing cooperation between 
the SEC and the SROs. I assure you that the NYSE intends 
to continue to meet its self-regulatory obligations and to 
promote the hiqhest standards of Professional conduct in 
the future. - 

Very truly yours, 

g&92: Two supposed *dangers" of self-regulation c i 
nothing indicating such dangers are borne out by 

experience (p.15); SRO resistance to SEC recommendati 0 

stated to be a "possibility", although there is no 
indication this "possibility" is reflected in practice to 
any significant degree (p.42); variations of the word 
"prod" used where "recommend" 
45,47,49); 

would be more accurate (pp. 

repeated, 
comments expressing doubt about SRO capability 

without data indicating such comments are 
well-founded (pp. 87,90). 

ted 

ns 

I 
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The following are GAO’S comments on the New York Stock Exchange’s 
letter dated July 18,1986. 

GAOCommenti 1. We added language on p. 12 to indicate the “dangers” are a constant 
potential. 

2. There are examples of such resistance in practice cited on pp. 36-36 
and 46-46. 

3. We changed the wording of the report in response to this concern. 

4. We believe our information based on Commission documents and anal- 
ysis of examination statistics substantiates the doubts reported. (See pp. 
62-66.) 
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Appendix XII 

Comments From the Ametican Stock Exchange 

Note: GAO comments 
supplementing those in the 
report text appear at the 
end of this appendix. 

American Mr. William J. Anderson Stock Exchange Director July 25, 1986 

See comment 1. 

General Government Division 
U.S. General Accounting Office 
441 G Street, N.W. 
Washington, D.C. 20548 

Dear Mr. Anderson: 

The American Stock Exchange appreciates the opportunity 
to comment on the General Accounting Office draft report 
evaluating the effectiveness of the SEC’s oversight of 
self-regulatory organizations (‘SROs’). The Exchange agrees 
with the overall conclusion of the report that, despite the 
problems cited, the SEC is accomplishing its statutory 
objectives in overseeing the SROs. The Exchange has developed 
a strong working relationship with the Cosuaission which is 
crucial to the Congressionally-mandated program of 
self-regulation in the securities industry. 

The comments in the draft report that are critical of 
the SROs are mainly generic in nature relating to all the SROs, 
with little express criticism of individual SROs. The Amex 
itself is not the subject of any specific dormsents. While we 
cannot respond on behalf of all SROs, we would like to respond 
to the generic criticism from the Exchange’s own perspective. 

Section 2 of the report notes that the Coaxnission, in 
conducting follow-up broker-dealer examinations to evaluate the 
effectiveness of on-site SRO exams, regularly uncovers hundreds 
of violations missed by SROs. While some are serious 
violations, most are not. Most in fact are financial and 
operational violations that are technical in nature, not sales 
practice violations relating to customer accounts. Among the 
reasons given for the missed violations (though not one of the 
major causes), was the use of inexperienced and low-paid SRO 
examiners and SRO failure to expand the examination scope when 
warranted. In this regard, the Exchange would like to point 
out that its Examinations and Options Sales Practice 
Departments are in fact staffed with well-trained, experienced 

AMEX 
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See comment 2. 

-2- 

examiners. Moreover, it should be noted that these Departments 
have in the past not been faulted by SEC inspection teams for 
any significant number of missed violations.* 

Sections 3 and 4 of the report focus on the SEC’s 
self-regulatory and surveillance inspections conducted at the 
SROS . The report criticizes the negotiating process that the 
Commission uses to effect changes noted in SEC inspection 
reports (as opposed to utilizing the expanded statutory 
sanctions against SROs authorized by the 1975 Securities Acts 
Amendments), arguing that this approach leaves open the 
possibility that SROs can resist Connaission recommendations and 
lengthen the time needed for problem resolution. You should be 
aware that the negotiating process is critical to the 
Exchange’s relationship with the SEC. This cannot be 
overemphasized. As the Commission itself stated to the GAO, 
more effective regulation can be achieved by maintaining a 
cooperative rather than adversarial relationship with SROs. 
Moreover, it has achieved the desired results - effecting the 
needed changes at SROs. It is entirely appropriate for SROs to 
treat SEC comments in a critical and analytical manner. The 
discussion involved in resolving problems does take time, but 
it is a natural part of the give and take of the negotiating 
process and it is typically not extensive or of long duration. 
The Amex, for its part, has over the years been able to 
routinely resolve problems cited by the Commission. We respond 
in detail to SEC inspection reports, adopting recommended 
changes where appropriate and defending our position to the 
Commission’s satisfaction where we disagree. In many cases, 
changes we suggest are implemented as more effective 
alternatives to SEC reconunendations. 

Section 6 of the report discusses the Commission’s 
overall objective of shifting more regulatory responsibility to 
the SROs to help ease the Conmission’s budgetary problems. In 
placing greater reliance on SROs, the Commission has been 
referr. ‘7 more w matters to SROs; i.e., broker-dealer 
examin.: Lens that the SEC normally performs itself in response 
to specific problems at broker-dealers. The Commission staff 
has reportedly expressed reservations concerning the ability of 
the SROs to handle an increase in ~A~.RR matters referred by the 

l The Examinations Department is responsible for examining all 
sole-Amex upstairs member firms, as well as all floor 
members and member organizations. The Options Sales 
Practice Department is responsible for examining all 
assigned dual member firms solely with respect to their 
options sales practice activities. 

AMEX 
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Commission, particularly sales practice violations. The 
staff’s reluctance to increase referrals is apparently based on 
the alleged inferior quality of SRO sales practice exam 
referrals and on the fact that SROs have not always been able 
to meet their own examination schedules. In this regard, the 
Exchange would like to stress that its Options Sales Practice 
Department has always met its assigned examination schedules, 
consistently performing an exemplary job in investigating sales 
practice violations. While the Comniasion has not referred 
many m matters to the Exchange, we are prepared to handle 
an increase in SEC referrals in an effort to assist the 
Commission in light of its budgetary concerns. 

We hope that our comments have been helpful to the GAO 
and would be pleased to discuss them with GAO staff at their 
convenience. 

Sincerely, 
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The following are GAO'S comments on the American Stock Exchange’s 
letter dated July 26,1986. 

GAOComments for all the deficiencies discussed in this report. GAO comments were 
based on inspections conducted at several SRCB. 

2. GAO did not criticize the negotiating process, and the report generally 
observes the process is working well. 
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