






























coins, and precious metals. 26 A review of a sample of FTC case

files indicates that investors frequently rely on the sales

agent's persuasiveness, sense of urgency, persistence and

misrepresentations about likely risks and returns from these

"investments.,,27 Law enforcement proved necessary to reduce the

problems posed by these fraudulent operators.

If the resale restrictions are lifted, the staff of the

Commission suggests that the SEC monitor the type and level of

frauds in securities resales to ensure against an increase in

fraudulent activity. If fraudulent activity escalates, the SEC

may wish to increase enforcement activity, or reinstate some or

all restrictions on resale.

26 The states, the FTC, the SEC, and the Commodity Futures
Trading Commission (CFTC) all engage in some enforcement
activities to curtail investment frauds in off-exchange
transactions. Consistent with our experience, the SEC indicated
several years ago that its enforcement efforts in fraud cases
occur primarily where the transaction is closely related to
transactions on the exchanges. Written Statement of John M.
Fedders, Director, Division of Enforcement, of the SEC, Before
the Permanent Subcommittee on Investigations of the Senate
Committee on Governmental Affairs, Regarding Trading in Precious
Metals, March 21, 1984. The CFTC has also concentrated its
enforcement efforts on practices on the exchanges.

27 This section of the comment is derived largely from an
intensive review of a sample of FTC fraud cases conducted by Paul
Pautler, a member of the staff of the FTC's Bureau of Economics.

Fraudulent operators in areas covered by the FTC frequently
ignore all the applicable laws. (One exception appears to be the
California laws requiring telemarketers to notify the state that
they have operations based in California. Compliance with this
registration procedure, however, has not prevented subsequent
fraudulent activity by some registrants.) If this observation
describes the SEC's experience as well, it may imply that
relaxation of the disclosure regulations would be unlikely to
increase substantially the incidence of investment fraud
involving securities issued by small businesses.
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III. CONCLUSION

The SEC's proposals to revise Regulation A would allow a

small firm interested in issuing securities to test the waters

with a prospective offering announcement and allow small firms to

utilize a widely used state disclosure document in lieu of the

SEC's disclosure form. These proposals seem likely to reduce

capital costs for small businesses and thereby enhance

competition and the efficiency of capital markets. The SEC may

wish to provide greater temporal consistency in the pool of firms

eligible for Regulation A by indexing the ceiling under which

firms can qualify for Regulation A.

The SEC's proposals to revise Rule 504 of Regulation D by

removing advertising and resale restrictions on qualifying issues

are also likely to reduce the cost of capital for small firms.

These benefits of revising Rule 504 may, however, be accompanied

by increased risk of the dissemination of misleading information

or fraudulent resales of these issues. The SEC may wish to

monitor the marketing practices of newly eligible Rule 504

issuers (and resellers) to ensure against such behavior.
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Appendix

Research Results Concerning Regulatory Compliance Costs

Study of the Costs of Complying with LIFO Regulations

BE staff studied in detail the costs of complying with the

Internal Revenue Service's (IRS) regulations governing Last In

First Out (LIFO) accounting, as part of a project reviewing

regulatory compliance costs generally.28 Use of LIFO leads to

more efficient inventory decisions, particularly in a period of

inflation. But if LIFO regulations are complex and

disproportionately costly for small firms to implement in

comparison with large firms, small firms, including potential

entrants, may be less likely to adopt LIFO. Such firms are

likely to misevaluate inventory options and make inefficient

production and investment decisions, including entry decisions,

during inflationary periods. 29

BE staff found that small firms were, in fact, significantly

less likely than large firms to adopt LIFO even during a period

of relatively high inflation. More than three quarters of small-

28 Hilke, J., Firm Size and Regulatory Compliance Costs: The
Case of LIFO Regulations, Washington, D.C.: FTC, 1984.
Regulations permitting firms to switch to LIFO had been in place
for several years before inflation increased enough in the late
1970s to make access to LIFO a significant economic concern.

29 Detailed examination of the cost reports suggests that
relatively small changes in the regulations could eliminate large
portions of the compliance costs, thereby ameliorating the cost
disadvantage of small firms without creating additional
compliance problems.
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firm survey respondents (those with sales under $5 million per

year) cited costs of complying with the IRS's rules for switching

to LIFO as an "important" or "very important" reason why they had

costs are listed in Table 1.

not adopted LIFO. Respondents that used LIFO provided data on

their costs of complying with the regulations. The reported

.320$23,4227.33

Mean Total
Annual Total LIFO Costs
Mean Sales LIFO as % of
($ millions) Costs Sales*

43.02 $35,583 .083

2.96 $26,292 .888

Whole Sample 199

Table 1
Stratified Sample Means of Sales and

First Year LIFO Compliance Costs

Sales Between
$5 and $10
Million 53

Sales Less Than
$5 Million 58

Group N

;:.-

* Ongoing annual compliance costs are $23,242, 65% of the total.
Total LIFO costs are equal to 2.9, 30.6, and 11.0 percent of

profits respectively for the three groups. Source: Quarterly
Financial Reports. 1977-1981, Federal Trade Commission, 1982,
Table 2.

Source: Tables 5 and 8 in Hilke, J., Firm Size and Regulatory
Compliance Costs: The Case of LIFO Regulations, Washington, D.C.:
FTC, 1984.
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Study of the Costs of Complying with Disclosure Regulations under

the Truth-in-Lending Act

A study of the costs of complying with the Truth-in-Lending

Act,30 commissioned by the FTC in response to a request from the

Joint Economic Committee of Congress, indicated that although

compliance costs vary considerably from firm to firm, small firms

on average incurred compliance costs approximately three times

those of larger firms. Table 2 shows the average compliance

costs for different firm-sizes measured on a cost per $1,000

loaned basis.

Table 2
Average Annual Regulatory Compliance Costs

By Size of Mortgage Banking Company
(1981)

Group

Small
Medium
Large

Average
Loan Volume

N ($1,000s)

119 020,044
060 085,622
022 276,343

Average
Regulatory
Costs

$ 17,839
$ 46,236
$ 80,139

Average
Regulatory
Cost per
$1000 Loaned

$ .89
$ .54
$ .29

Source: Tables 7 and 8, Boyle (1982).

30 The Truth-in-Lending Act is Title 1 of the Consumer
Credit Protection Act of 1968 (P.L. 90-321). The study is:
Boyle, J., "Survey of the Mortgage Banking Industry Concerning
Costs and Benefits of Regulations," Washington, D.C.: FTC, 1982.
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