SECURITIES LAW OVERVIEW

prepared by Arthur Don

I. Overview--

A. What is a security?: Stock, bonds, investment certificates of all kinds. Almost

anything representing a stake in an operation upon which you're depending on the efforts of

others to secure a profit. Includes shares/ownership stakes of most corporations, LLCs, limited

partnerships.

B. What usually is not a security?: Interests in general partnerships or similar

business ventures where control is shared. Commodity futures. Real estate interests and

mortgages (but not interests in pools of real estate). Commercial (but not investment)

loans/notes.

C. Basic securities regulation: To ensure full disclosure, and to redress fraud.

Federal and State share regulation, with some preemption principals.

II. Securities Act of 1933

A. One sentence overview: Securities must be registered, or an exemption must be

found, and in both cases without fraud.

B. Registration:

1. With the SEC, using prescribed forms for the type of securities being sold

(and in some cases the industry); there's a form for almost anything.

2. Prescribed types of information, always including a recent audit.

3. SEC reviews and comments before authorizing a public offering, although

SEC does not assure accuracy of information.

4. Almost strict liability for misstatements in the registration statement.

C. Exemptions:

1. Either particular types of offering (usually non-public and limited sales, or

purely intrastate) or types of securities (charitable)

2. Most typical: Regulation D, which allows non-public offerings to "accredited investors" limited either in number of dollars or number of investors, with a summary SEC filing.

D. Other safe harbors for limited sales without registration:

1. Rule 144--allowing limited sales or resales of unregistered shares without

registration, with volume and holding restrictions.

2. Rule 144A--allowing qualified institutions to conduct private resales

3. Regulation S--governing international sales.

E. Standard for liability: Does document contain a material misstatement, or omit to

state a fact necessary to make other information non misleading?

III. Securities Exchange Act of 1934

A. One sentence overview: The 1934 Act regulates public companies, broker/dealers

selling securities and stock exchanges.

B. Public companies--Generally those just completing a public offering, or those

with $10 million in assets AND 500 shareholders of record.

1. Public companies must make regular quarterly filings, an annual audited

report and special filings with the SEC

2. Major shareholders, officers and directors must make filings of their

holdings and avoid insider trading

3 Proxies for annual meetings must follow prescribed procedural and

disclosure rules.

4. Tender offers are regulated.

C. Broker/dealers--

1. Organizations in the business of brokering or dealing in securities must be

registered, along with their "registered representatives"

2. Regulation includes capitalization standards and disclosures, but do not

(yet) include fiduciary duties.

D. Stock exchanges and "SRO" (self regulatory organizations, such as FINRA) must

be registered and regulated and operate under principals and rules approved by the SEC

IV. Investment Advisers Act of 1940

A. One sentence overview: Larger investment advisers must be federally registered,

and are fiduciaries to their clients.

B. What advisers are required to register?

1. With narrow exceptions, any person or business which gives advice

regarding the value of securities for compensation

2. Above $25 million in assets (states usually regulate smaller advisers)

3. A few exceptions, especially publications which give general, non

individualized advice, or professionals (including lawyers) offering incidental advice.

C. What are the differences between an adviser vs. broker/dealer?

1. Adviser is a fiduciary, broker/dealers aren't (but are regulated by FINRA

or other SROs)

2. Adviser usually doesn't take custody of assets

3. Adviser usually is compensated on percentage of assets managed.

4. SEC does not require minimum capital for advisers, although

misrepresentation of financial position may be a fiduciary breach

V. Investment Company Act of 1940

A. One sentence overview: Securities of pools of investment securities must be

registered, unless an exemption is found.

B. Types of public investment companies:

1. Mutual Funds -- daily sales and redemptions by fund company based on

net asset value ("NAV")

2. Closed-End Funds/ ETFs -- generally sold on a stock exchange, often at a

discount or premium to NAV

3. Business Development Companies

4. Unit Investment Trusts

C. Exemptions from registration:

1. Small, non public offerings, either with under 100 owners or sold

exclusively to super-accredited Qualified Purchasers--"hedge funds" "investment clubs"

2. Real estate/mortgage pools, other narrow pools of loans, most SPVs,

venture funds, charitable pools, etc.

D. Substantive Regulation: In contrast to other securities laws' primary reliance

upon disclosures, there are many substantive requirements to registered investment companies.

VI. Other federal securities laws:

A. Trust Indenture Act of 1939--major public bond issues

B. Sarbanes Oxley Act of 2002--a/k/a Public Company Accounting Reform and

Investor Protection Act

C. Gramm Leach Bliley Act of 1999--consumer privacy

D. Bank Secrecy Act, USA PATRIOT Act of 2001 and related rules applicable to broker/dealers, advisers and funds--anti-money laundering

E.
Public Utilities Holding Company Act of 1935

F.
Securities Investor Protection Act of 1940

VII. State securities regulation ("Blue Sky")

A. States differ significantly, but generally regulate businesses operating in state, or

targeting investors in the state

B. U.S. has preempted much state regulation (but not state fraud prosecution) of

MOST (not all) public offerings, private offerings, public companies, and investment companies.

C. Larger investment advisers are exclusively registered by SEC, smaller (under $25

million) by states, but representatives of investment advisers may be registered by state.

D. Illinois Securities Division of Secretary of State

1. Regulates B/Ds, smaller advisers, and their representatives acting in the

state.

2. Investigates securities frauds and non-public offerings.

VIII. Private Enforcement of Securities Laws.

A. Subject to preemption by regulators.

B. Civil cases, including class actions, can be effective ways at redressing frauds, but

high burdens of proof

C. Individual claims against advisers or broker-dealers -- most are subject to

mandatory arbitration.
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Securities regulation in the United States is the field of U.S. law that covers various aspects of transactions and other dealings with securities. It includes both Federal and state level regulation by

purely governmental regulatory agencies, most notably the Federal level United States Securities and Exchange Commission (SEC). There are also quasi-governmental organizations 'self regulatory

organizations' (SRO's) such as the Financial Industry Regulatory Authority (FINRA) (formed by the merger of the enforcement divisions of the National Association of Securities Dealers, Inc. (NASD) and the New York Stock Exchange, Inc. (NYSE)). A significant influence is exerted by the availability of private rights of action under both state and Federal securities laws, as well as more generalized laws

covering fraud. Futures and some aspects of derivatives are regulated by the Federal Commodity Futures Trading Commission (CFTC).

There are eight principal United States federal statutes in the area of securities regulation:

1. The Securities Act of 1933

2. The Securities Exchange Act of 1934

3. The Public Utility Holding Company Act of 1935

4. The Trust Indenture Act of 1939

5. The Investment Company Act of 1940

6. The Investment Advisers Act of 1940

7. The Securities Investor Protection Act of 1970

8. The Insider Trading Sanctions Act of 1984

9. The Insider Trading and Securities Fraud Enforcement Act of 1988

10. The Sarbanes-Oxley Act of 2002

There are also fairly extensive regulations under these laws, largely made by the SEC. One of these regulations, know by its citation 10b-5, is particularly notable because it creates and regulates federal

civil liability in between private parties in transactions involving securities which are otherwise exempt from federal securities regulation.

State laws governing issuance and trading of securities are commonly referred to as blue sky laws.

History

Before the Wall Street Crash of 1929, there was little regulation of securities in the United States at the Federal level. The crash spurred the Congress to hold hearings, known as the Pecora Commission, after

Ferdinand Pecora.

After holding hearings on the abuses, Congress passed the Securities Act of 1933. It regulates the interstate sales of securities and made it illegal to sell securities into a state without complying with that

state's laws. It requires companies which want to sell securities publicly to file a registration statement with the U.S. Securities and Exchange Commission. The registration statement provides a broad range

of information about the company and is a matter of public record. The SEC does not approve or disapprove the issue of securities, but rather permits the filing statement to "become effective" if

sufficient required detail is provided, including risk factors. The company can then begin selling the stock issue, usually through investment bankers.

The following year, Congress passed the Securities Exchange Act of 1934, which regulates thesecondary market (general-public) trading of securities. Initially, the 1934 Act applied only to stock

exchanges and their listed companies (as the word "Exchange" in the Act's name implies). In the late 1930s, the Act was amended to provide regulation of the over-the-counter (OTC) market (i.e., trades

between individuals with no stock exchange involved). In 1964, the Act was amended to apply to companies traded in the OTC market.

In October 2000, the Securities and Exchange Commission ratified Regulation Fair Disclosure (Reg FD), which required publicly traded companies to disclose material information to all investors at the

same time. Reg FD helped level the playing field for all investors by helping to reduce the problem of selective disclosure.

Securities Act of 1933

Congress enacted the Securities Act of 1933 (the 1933 Act, the Securities Act, the Truth in Securities Act, the Federal Securities Act, or the '33 Act, 48 Stat. 74, enacted 1933-05-27, codified at 15

U.S.C. § 77a et seq.), in the aftermath of the stock market crash of 1929 and during the ensuing Great Depression. Legislated pursuant to the interstate commerce clause of the Constitution, it requires that

any offer or sale of securities using the means and instrumentalities of interstate commerce be registered pursuant to the 1933 Act, unless an exemption from registration exists under the law.

The 1933 Act was the first major federal legislation to regulate the offer and sale of securities. Prior to that time, regulation of securities was chiefly governed by state laws (commonly referred to as blue sky

laws). When Congress enacted the 1933 Act, it left in place the patchwork of existing state securities laws to supplement federal laws in part because there were questions as to the constitutionality of federal legislation.

Part of the New Deal, the Act was drafted by Benjamin V. Cohen, Thomas Corcoran, and James M. Landis; and signed into law by President Franklin D. Roosevelt.

Purpose

The 1933 Act has two basic objectives:

to require that investors receive significant (or “material”) information concerning securities being

offered for public sale; and

to prohibit deceit, misrepresentations, and other fraud in the sale of securities to the public.

Underlying the 1933 Act is the idea that a company (i.e., an “issuer”) offering securities should provide potential investors with sufficient information about both the issuer and the securities to make an

informed investment decision. To assist in achieving its objectives of informing potential investors and fostering fair dealing in the securities markets, the 1933 Act requires issuers to publicly disclose

significant information about themselves and the terms of the securities. Disclosure also has the added benefit of discouraging bad behavior. Supreme Court Justice Louis Brandeis coined the phrase “sunlight is the best disinfectant,” which also is part of the philosophy underlying the 1933 Act.

Disclosure of material information is accomplished through the registration of securities with the Securities and Exchange Commission (the “SEC” or the “Commission”). The SEC is the principal

federal agency responsible for oversight of the securities markets and enforcement of the federal securities laws. The SEC was created pursuant to the Securities Exchange Act of 1934 (the "1934 Act").

Prior to the passage of the 1934 Act, securities were registered with the Federal Trade Commission.

View www.ppm.net for more information.

Exemptions to Registration

The Act contains a few notable exemptions from registration for certain types of transactions:

Section (3)(a)(11) Intrastate Offerings. Offerings made exclusively to residents of a single state by a company both resident and doing business in that state are exempt from registration.

Section (3)(b) Administrative Authority. The Act gives S.E.C. authority to create exemptions for offerings up to $5,000,000 where it finds that registration "is not necessary in the public interest and for

the protection of investors."

Section (4)(1) Exempts all transactions by any person who is not "an issuer, underwriter, or dealer." If not for this exemption, any shareholder of a company who simply wanted to sell their shares on the open market would have to register the sale.

Section (4)(2) Private Offerings. Transactions not involving a public offering (which is a term of art) are exempt from registration.

Section 4(6) Accredited Investors. Exempts offers and sales made solely to accredited investors.

Pursuant to S.E.C.'s (3)(b) authority, it has created several exemptions for limited offerings, the most

important being:

Regulation A, for offerings up to $5,000,000 through a modified form of S.E.C. filing. 17 C.F.R. §§ 230.251 to 230.264.

Regulation D, containing two exemptions (Rules 504 and 505) for offerings up to, respectively, $1,000,000 and $5,000,000. 17 C.F.R. §§ 230.501 to 230.508.

In addition, using its general rule-making authority, the S.E.C. has created the following other registration exemptions:

Rule 147, an intrastate offering exemption that is a regulatory alternative to the statutory Section 3 (a)(11) exemption. 17 C.F.R. 230.147.

Rule 506, a private offering exemption that is a regulatory alternative to the Section 4(2) statutory exemption contained in the Act. 17 C.F.R. § 230.506. Rule 506 is technically part of Regulation

D, 17 C.F.R. §§ 230.501 to 230.508, although the S.E.C.'s authority to promulgate Rule 506 is derived from its general rule-making authority rather than Section 3(b) of the 1933 Act. Rule 506

is the most frequently used of all registration exemptions. Notably, the National Securities Markets Improvement Act of 1996 declared that securities offered pursuant to Rule 506 are exempt from all state securities laws.

Rule 1001, an exemption for issuers exempt from state registration under California Corporations Code § 25102, or under any other similar state exemption approved by the S.E.C. 17 C.F.R. 230.1001.

The Registration Process

Unless falling under an exemption, securities offered or sold to the public in the U.S. must be registered by filing a registration statement with the SEC. The prospectus, which is the document through which an issuer’s securities are marketed to a potential investor, is generally filed in conjunction with the registration statement. The SEC prescribes the relevant forms on which an issuer's securities must be

registered. Among other things, registration forms call for:

a description of the securities to be offered for sale;

information about the management of the issuer;

information about the securities (if other than common stock); and

financial statements certified by independent accountants.

Registration statements and the incorporated prospectuses become public shortly after they are filed with the SEC. The statements can be obtained from the SEC's website using EDGAR. Registration statements are subject to SEC examination for compliance with disclosure requirements. It is illegal for an issuer to lie in or to omit material facts from a registration statement or prospectus. See www.ppm.net for more information.

Not all offerings of securities must be registered with the SEC. Some exemptions from the registration requirements include:

private offerings to a specific type or limited number of persons or institutions;

offerings of limited size;

intrastate offerings; and

securities of municipal, state, and federal governments.

One of the key exceptions to the registration requirement, Rule 144, is discussed in greater detail below.

Regardless of whether securities must be registered, the 1933 Act makes it illegal to commit fraud in conjunction with the offer or sale of securities. A defrauded investor can sue for recovery under the 1933 Act.

Rule 144

Rule 144, promulgated by the SEC under the 1933 Act, permits, under limited circumstances, the sale of restricted and controlled securities without registration. In addition to restrictions on the minimum

length of time for which such securities must be held and the maximum volume permitted to be sold, the issuer must agree to the sale. If certain requirements are met, Form 144 must be filed with the SEC.

Often, the issuer requires that a legal opinion be given indicating that the resale complies with the rule. The amount of securities sold during any subsequent 3-month period generally does not exceed any of

the following limitations:

1% of the stock outstanding,

The avg weekly reported volume of trading in the securities on all national securities exchanges for the preceding 4 weeks, and

The avg weekly volume of trading of the securities reported through the consolidated transactions reporting system (NASDAQ).

Notice of resale is provided to the SEC if the amount of securities sold in reliance on Rule 144 in any 3-month period exceeds 5000 shares or if they have an aggregate sales price in excess of $50,000. After

one year, Rule 144(k) allows for the permanent removal of the restriction except as to 'insiders'.[1]

In cases of mergers, buyouts or takeovers, owners of securities who had previously filed Form 144 and still wish to sell restricted and controlled securities must refile Form 144 once the merger, buyout or

takeover has been completed.

Rule 144 is not to be confused with Rule 144A that provides a safe harbor from the registration requirements of the Securities Act of 1933 for certain private resales of restricted securities to qualified

institutional buyers. Rule 144A has become the principal safe harbor on which non-U.S. companies rely when accessing the U.S. capital markets.

Regulation S

Regulation S is a "safe harbor" that defines when an offering of securities will be deemed to come to rest abroad and therefore not be subject to the registration obligations imposed under Section 5 of the

1933 Act. The regulation includes two safe harbor provisions: an issuer safe harbor and a resale safe harbor. In each case, the regulation demands that offers and sales of the securities be made outside the

United States and that no offering participant (which includes the issuer, the banks assisting with the offer and their respective affiliates) engage in "directed selling efforts". In the case of issuers for whose

securities there is substantial U.S. market interest, the regulation also requires that no offers and sales be made to U.S. persons (including U.S. persons physically located outside the United States).

Section 5 of the 1933 Act is meant primarily as protection for United States investors. As such, the U.S. Securities and Exchange Commission had only previously, weakly enforced registration of foreign

transactions, and only had limited constitutional authority to do so.

Civil Liability Under the 1933 Securities Act

Violation of the registration requirements can lead to civil liability for the issuer and underwriters Sections 11, 12(a)(1) or 12(a)(2) of the Act. Additional liability may be imposed under the Securities

Exchange Act of 1934 (Rule 10b-5).

Securities Exchange Act of 1934

The Securities Exchange Act of 1934 is a law governing the secondary trading of securities (stocks, bonds, and debentures) in the United States of America. The Act, 48 Stat. 881 (enacted June 6, 1934),

codified at 15 U.S.C. § 78a et seq., was a sweeping piece of legislation. The Act and related statutes form the basis of regulation of the financial markets and their participants in the United States. It is

commonly referred to as the "Exchange Act", the "'34 Act", and the "Act of '34".

Companies raise billions of dollars by issuing securities in what is known as the primary market. Contrasted with the Securities Act of 1933, which regulates these original issues, the Securities

Exchange Act of 1934 regulates the secondary trading of those securities between persons often unrelated to the issuer. Trillions of dollars are made and lost each year through trading in the secondary

market.

Securities exchanges

One area subject to 34 Act regulation is the actual securities exchange -- the physical place where people purchase and sell securities (stocks, bonds, notes of debenture). Some of the more well known

exchanges include the New York Stock Exchange, the American Stock Exchange, and regional exchanges like the Cincinnati Stock Exchange, Philadelphia Stock Exchange and Pacific Stock

Exchange. At those places, agents of the exchange, or specialists, act as middlemen for the competing interests to buy and sell securities. An important function of the specialist is to inject liquidity and price

continuity into the market. Given that people come to the exchange to easily acquire securities or to easily dispose of a portfolio of securities, the specialist's role is important to the exchange.

Securities associations

The '34 Act also regulates broker-dealers without a status for trading securities. A telecommunications infrastructure has developed to provide for trading without a physical location. Previously these brokers

would find stock prices through newspaper printings and conduct trades verbally by telephone. Today, a digital information network connects these brokers. This system is called NASDAQ, standing for the

National Association of Securities Dealers Automated Quotation System.

Self-regulatory organizations (SRO)

In 1938 the Exchange Act was amended by the Maloney Act, which authorized the formation and registration of national securities associations, which would supervise the conduct of their members

subject to the oversight of the SEC. That amendment led to the creation of the National Association of Securities Dealers, Inc. - the NASD, which is a Self-Regulatory Organization (or SRO). The NASD had primary responsibility for oversight of brokers and brokerage firms, and later, the NASDAQ stockmarket. In 1996 the SEC criticized the NASD for putting its interests as the operator of Nasdaq ahead of its responsibilities as the regulator, and the organization was split in two, one entity regulating the brokers and firms, the other regulating the NASDAQ market. In 2007 the NASD merged with the NYSE (which had already taken over the AMEX) and FINRA was created, which is now the only SRO.

Other trading platforms

In the last 30 years, brokers have created two additional systems for trading securities. The alternative trading system, or ATS, is a quasi exchange where stocks are commonly purchased and sold through a

smaller, private network of brokers, dealers, and other market participants. The ATS is distinguished from exchanges and associations in that the volumes for ATS trades are comparatively low, and the

trades tend to be controlled by a small number of brokers or dealers. ATS acts as a niche market, a private pool of liquidity. Reg ATS, an SEC regulation issued in the late 1990s, requires these small

markets to 1) register as a broker with the NASD, 2) register as an exchange, or 3) operate as an unregulated ATS, staying under low trading caps.

A specialized form of ATS, the Electronic Communications Network (or ECN), has been described as the "black box" of securities trading. The ECN is a completely automated network, anonymously

matching buy and sell orders. Many traders use one or more trading mechanisms (the exchanges, NASDAQ, and the ECN or ATS) to effect large buy or sell orders -- conscious of the fact that

overreliance on one market for a large trade is likely to unfavorably alter the trading price of the target security.

Issuers

While the '33 Act recognizes that timely information about the issuer is vital to effective pricing of securities, the '33 Act's disclosure requirement (the registration statement and prospectus) is a one-time

affair. The '34 Act extends this requirement to securities traded in the secondary market. Provided that the company has more than a certain number of shareholders and has a certain amount of assets (500

shareholders, above $10 million in assets, per Act sections 12, 13, and 15), the '34 Act requires that issuers regularly file company information with the SEC on certain forms (the annual 10-K filing and

the quarterly 10-Q filing). The filed reports are available to the public via EDGAR. If something material happens with the company (change of CEO, change of auditing firm, destruction of a

significant number of company assets), the SEC requires that the company soon issue an 8-K filing that reflects these changed conditions (see Regulation FD). With these regularly required filings, buyers are

better able to assess the worth of the company, and buy and sell the stock according to that information.

Antifraud provisions

While the '33 Act contains an antifraud provision (Section 17), when the '34 Act was enacted, questions remained about the reach of that antifraud provision and whether a private right of action—that is, the

right of an individual private citizen to sue an issuer of stock or related market actor, as opposed to government suits—existed for purchasers. As it developed, section 10(b) of the 1934 Act and

corresponding SEC Rule 10b-5 have sweeping antifraud language. Section 10(b) of the Act (as amended) provides (in pertinent part):

It shall be unlawful for any person, directly or indirectly, by the use of any means orinstrumentality of interstate commerce or of the mails, or of any facility of any national securities exchange [. . .]

(b) To use or employ, in connection with the purchase or sale of any security registered on a national securities exchange or any security not so registered, or any securities-based swap agreement (as defined in section 206B of the Gramm-Leach-Bliley Act), any manipulative or deceptive device or contrivance in contravention of such rules and regulations as the Commission may prescribe as necessary or appropriate in the public interest or for the protection of investors.

Section 10(b) is codified at 15 U.S.C. § 78j(b).

The breadth and utility of section 10(b) and Rule 10b-5 in the pursuit of securities litigation are significant. Rule 10b-5 has been employed to cover insider trading cases, but has also been used against

companies for price fixing (artificially inflating or depressing stock prices through stock manipulation), bogus company sales to increase stock price, and even a company's failure to communicate relevant

information to investors. Many plaintiffs in the securities litigation field plead violations of section 10(b) and Rule 10b-5 as a "catchall" allegation, in addition to violations of the more specific antifraud

provisions in the '34 Act.

Exemptions from reporting because of national security

Section 13(b)(3)(A) of the Securities Exchange Act of 1934 provides that "with respect to matters concerning the national security of the United States," the President or the head of an Executive Branch

agency may exempt companies from certain critical legal obligations. These obligations include keeping accurate "books, records, and accounts" and maintaining "a system of internal accounting controls sufficient" to ensure the propriety of financial transactions and the preparation of financial statements in compliance with "generally accepted accounting principles."

On May 5, 2006, in a notice in the Federal Register, President Bush delegated authority under this section to John Negroponte, the Director of National Intelligence. Administration officials told Business Week that they believe this is the first time a President has ever delegated the authority to someone outside the Oval Office.[2]

2. ^ "Intelligence Czar Can Waive SEC Rules". BusinessWeek. 2006-05-23.

http://www.businessweek.com/bwdaily/dnflash/may2006/nf20060523_2210.htm. Retrieved 2007-10-09.

Investment Advisers Act of 1940

The Investment Advisers Act of 1940, codified at 15 U.S.C. § 80b-1 through 15 U.S.C. § 80b-21, is a United States federal law that was created to regulate the actions of investment advisers (also spelled

"advisors") as defined by the law.

The law provides in part:

§ 80b–1. Findings

Upon the basis of facts disclosed by the record and report of the Securities and Exchange Commission made pursuant to section 79z–4 of this title, and facts otherwise disclosed and ascertained, it is found that investment advisers are of national concern, in that, among other things—

(1) their advice, counsel, publications, writings, analyses, and reports are furnished and distributed, and their contracts, subscription agreements, and other arrangements with clients are negotiated and performed, by the use of the mails and means and instrumentalities of interstate commerce;

(2) their advice, counsel, publications, writings, analyses, and reports customarily relate to the purchase and sale of securities traded on national securities exchanges and in interstate over-the-counter markets, securities issued by companies engaged in business in interstate commerce, and securities issued by national banks and member banks of the Federal Reserve System; and

(3) the foregoing transactions occur in such volume as substantially to affect interstate commerce, national securities exchanges, and other securities markets, the national banking system and the national economy.

15 U.S.C. § 80b-1

Investment Company Act of 1940

The Investment Company Act of 1940 is an act of Congress. It was passed as a United States Public Law (PL 76-768) on August 22, 1940, and is codified at 15 U.S.C. § 80a-1 through 15 U.S.C. § 80a-64.

Following the founding of the mutual fund in 1924, investors welcomed the innovation with open arms and invested in this new investment vehicle heavily. Five and a half years later, the Wall Street Crash of

1929 occurred in the stock market, followed shortly thereafter by the United States entry into the Great Depression. In response to this crisis, the United States Congress wrote into law the Securities Act of

1933 and the Securities Exchange Act of 1934 in order to regulate the securities industry in the interest of the public.

Investment companies were still in their infancy in 1940. In order to instill investors' confidence in these companies and to protect the public interest from this new type of security, Congress passed the

Investment Company Act. The new law set separate standards by which investment companies should be regulated. The act defined and regulated investment companies, including mutual funds (which were

virtually undefined prior to 1940).

The act's purpose, as stated in the bill, is "to mitigate and... eliminate the conditions... which adversely affect the national public interest and the interest of investors." Specifically, the act regulated conflicts

of interest in investment companies and securities exchanges. It protected the public primarily by legally requiring disclosure of material details about the investment company. The act also placed some

restrictions on mutual fund activities such as short selling shares. However, the act did not create provisions for the U.S. Securities and Exchange Commission (SEC) to make specific judgments about

or even supervise an investment company's actual investment decisions. The act required investment companies to publicly disclose information about their own financial health.

Jurisdiction

The Investment Company Act applies to all investment companies, but exempts several types of investment companies from the act's coverage. The most common exemptions are found in Sections 3(c) (1) and 3(c)(7) of the act and include hedge funds.

Scale

When Congress wrote the act into federal law, rather than leaving the matter up to the individual states, it justified its action by including in the text of the bill its rationale for enacting the law:

“The activities of such companies, extending over many states, their use of the instrumentalities of interstate commerce and the wide geographic distribution of their security holders, make difficult,

if not impossible, effective state regulation of such companies in the interest of investors.”

Type

The act divides the types of investment company to be regulated into three classifications:

Face-amount certificate company: an investment company in the business of issuing face-amount certificates of the installment type.

Unit Investment Trust: an investment company which is organized under a trust indenture, contract of custodianship or agency, or similar instrument, does not have a board of directors, and issues only redeemable securities, each of which represents an undivided interest in a unit of specified securities; but does not include a voting trust.

Management Company: any investment company other than a face-amount certificate company or a unit investment trust. The most well-known type of management company is the mutual fund.

1 This material was originally published by Wikimedia Foundation and is made available through the Creative Commons. 
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The SEC consists of five presidentially-appointed Commissioners, with staggered five-year terms (see SEC Organization Chart; text version also available). One of them is designated by the President as Chairman of the Commission — the agency's chief executive. By law, no more than three of the Commissioners may belong to the same political party, ensuring non-partisanship. The agency's functional responsibilities are organized into five Divisions and 16 Offices, each of which is headquartered in Washington, DC. The Commission's approximately 3,500 staff are located

in Washington and in 11 Regional Offices throughout the country.

It is the responsibility of the Commission to:

interpret federal securities laws;

issue new rules and amend existing rules;

oversee the inspection of securities firms, brokers, investment advisers, and ratings agencies;

oversee private regulatory organizations in the securities,accounting, and auditing fields; and

coordinate U.S. securities regulation with federal, state, and foreign authorities.

The Commission convenes regularly at meetings that are open to the public and the news media unless the discussion pertains to confidential subjects, such as whether to begin an enforcement investigation.

Divisions

Division of Corporation Finance

The Division of Corporation Finance assists the Commission in executing its responsibility to oversee corporate disclosure of important information to the investing public. Corporations are required to comply with regulations pertaining to disclosure that must be made when stock is initially sold and then on a continuing and periodic basis. The Division's staff routinely reviews the disclosure documents filed by companies. The staff also provides companies with assistance interpreting the Commission's rules and recommends to the Commission new rules for adoption.

The Division of Corporation Finance reviews documents that publicly-held companies are required to file with the Commission. The documents include:

registration statements for newlyoffered securities;

annual and quarterly filings (Forms 10-K and 10-Q);

proxy materials sent to shareholders before an annual meeting;

annual reports to shareholders;

documents concerning tender offers (a tender offer is an offer to buy a largenumber of shares of a corporation, usually at a premium above the current market price); and

filings related to mergers and acquisitions.

These documents disclose information about the companies' financial condition and business practices to help investors make informed investment decisions. Through the Division's review process, the staff checks to see if publicly-held companies are meeting their disclosure requirements and seeks to improve the quality of the disclosure. To meet the SEC's requirements for disclosure, a company issuing securities or whose securities are publicly traded must make available all information, whether it is positive or negative, that might be relevant to an investor's decision to buy, sell, or hold the security.

Corporation Finance provides administrative interpretations of the Securities Act of 1933, the Securities Exchange Act of 1934, and the Trust Indenture Act of 1939, and recommends regulations to implement these statutes. Working closely with the Office of the Chief Accountant, the Division monitors the activities of the accounting profession, particularly the Financial Accounting Standards Board (FASB), that result in the formulation of generally accepted accounting principles (GAAP). Increasingly, the Division also monitors the use by U.S. registrants of International Financial Reporting Standards (IFRS), promulgated by the International Accounting Standards Board.

The Division's staff provides guidance and counseling to registrants, prospective registrants, and the public to help them comply with the law. For example, a company might ask whether the offering of a particular security requires registration with the SEC. Corporation Finance would share its interpretation of the relevant securities regulations with the company and give it advice on compliance with the appropriate disclosure requirement.

The Division uses no-action letters to issue guidance in a more formal manner. A company seeks a no-action letter from the staff of the SEC when it plans to enter uncharted legal territory in the securities industry. For example, if a company wants to try a new marketing or financial technique, it can ask the staff to write a letter indicating whether it would or would not recommend that the Commission take action against the company for engaging in its new practice.

Division of Trading and Markets

The Division of Trading and Markets assists the Commission in executing its responsibility for maintaining fair, orderly, and efficient markets. The staff of the Division provide day-to-day oversight of the major securities market participants: the securities exchanges; securities firms; selfregulatory

organizations (SROs) including the Financial Industry Regulatory Authority (FInRA), the Municipal Securities Rulemaking Board (MSRB), clearing agencies that help facilitate trade settlement; transfer

agents (parties that maintain records of securities owners); securities information processors; and credit rating agencies.

The Division also oversees the Securities Investor Protection Corporation(SIPC), which is a private, non-profit corporation that insures the securities and cash in the customer accounts of member brokerage firms against the failure of those firms. It is important to remember that SIPC insurance does not cover investor losses arising from market declines or fraud.

The Division's additional responsibilities include:

carrying out the Commission's financial integrity program for broker-dealers;

reviewing (and in some cases approving, under authority delegated from the Commission) proposed new rules and proposed changes to existing rules filed by the SROs;

assisting the Commission in establishing rules and issuing interpretations on matters affecting the operation of the securities markets; and

surveilling the markets.

Division of Investment Management

The Division of Investment Management assists the Commission in executing its responsibility for investor protection and for promoting capital formation through oversight and regulation of America's $26 trillion investment management industry. This important part of the U.S.capital markets includes mutual funds and the professional fund managers who advise them; analysts who research individual assets and asset classes; and investment advisers to individual customers. Because of the high concentration of individual investors in the mutual funds,exchange-traded funds, and other investments that fall within the Division's purview, the Division of Investment Management is focused on ensuring that disclosures about these investments are useful to retail customers, and that the regulatory costs which consumers must bear are not excessive.

The Division's additional responsibilities include:

assisting the Commission in interpreting laws and regulations for the public and SEC inspection and enforcement staff;

responding to no-action requests and requests for exemptive relief;

reviewing investment company and investment adviser filings;

assisting the Commission in enforcement matters involving investment companies and advisers; and

advising the Commission on adapting SEC rules to new circumstances.

Division of Enforcement

First and foremost, the SEC is a law enforcement agency. The Division of Enforcement assists the Commission in executing its law enforcement function by recommending the commencement of investigations of securities law violations, by recommending that the Commission bring civil actions in federal court or before an administrative law judge, and by prosecuting these cases on behalf of the Commission. As an adjunct to the SEC's civil enforcement authority, the Division works closely with law enforcement agencies in the U.S. and around the world to bring criminal cases when appropriate.

The Division obtains evidence of possible violations of the securities laws from many sources, including market surveillance activities, investor tips and complaints, other Divisions and Offices of the SEC, the self-regulatory organizations and other securities industry sources, and media reports.

All SEC investigations are conducted privately. Facts are developed to the fullest extent possible through informal inquiry, interviewing witnesses, examining brokerage records, reviewing trading data, and other methods. With a formal order of investigation, the Division's staff may compel witnesses by subpoena to testify and produce books, records, and other relevant documents. Following an investigation, SEC staff present their findings to the Commission for its review. The Commission can authorize the staff to file a case in federal court or bring an administrative action. In many cases, the Commission and the party charged decide to settle a matter without trial.

Whether the Commission decides to bring a case in federal court or within the SEC before an administrative law judge may depend upon the type of sanction or relief that is being sought. For example, the Commission may bar someone from the brokerage industry in an administrative

proceeding, but an order barring someone from acting as a corporate officer or director must be obtained in federal court. Often, when the misconduct warrants it, the Commission will bring both proceedings.

Civil action: The Commission files a complaint with a U.S. District Court and asks the court for a sanction or remedy. Often the Commission asks for a court order, called an injunction, that prohibits any further acts or practices that violate the law or Commission rules. An injunction can also require audits, accounting for frauds, or special supervisory arrangements. In addition, the SEC can seek civil monetary penalties, or the return of illegal profits (called disgorgement). The court may also bar or suspend an individual from serving as a corporate officer or director. A personwho violates the court's order may be found in contempt and be subject to additional fines or imprisonment.

Administrative action: The Commission can seek a variety of sanctions through the administrative proceeding process. Administrative proceedings differ from civil court actions in that they are heard by an administrative law judge (ALJ), who is independent of the Commission. The administrative law judge presides over a hearing and considers the evidence presented by the Division staff, as well as any evidence submitted by the subject of the proceeding. Following the hearing the ALJ issues an initial

decision that includes findings of fact and legal conclusions. The initial decision also contains a recommended sanction. Both the Division staff and the defendant may appeal all or any portion of

the initial decision to the Commission. The Commission may affirm the decision of the ALJ, reverse the decision, or remand it for additional hearings. Administrative sanctions include cease and desist orders, suspension or revocation of broker-dealer and investment advisor registrations, censures, bars from association with the securities industry, civil monetary penalties, and disgorgement.

Division of Risk, Strategy, and Financial Innovation

The Division of Risk, Strategy, and Financial Innovation was established in September 2009 to help further identify developing risks and trends in the financial markets.

This new Division is providing the Commission with sophisticated analysis that integrates economic, financial, and legal disciplines. The Division's responsibilities cover three broad areas: risk and economic analysis; strategic research; and financial innovation.

The emergence of derivatives, hedge funds, new technology, and other factors have transformed both capital markets and corporate governance. The Division of Risk, Strategy, and Financial Innovation is working to advise the Commission through an interdisciplinary approach that is informed by law and modern finance and economics, as well as developments in real world products and practices on Wall Street and Main Street.

Among the functions being performed by the Division are: (1) strategic and long-term analysis; (2) identifying new developments and trends in financial markets and systemic risk; (3) making recommendations as to how these new developments and trends affect the Commission's regulatory activities; (4) conducting research and analysis in furtherance and support of the functions of the Commission and its divisions and offices; and (5) providing training on new developments and trends and other matters.

3 Originally published at www.sec.gov

