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. For RELEASE Monday, December 9, 1968

SECURITIES AND EXCHANGE COMMISSION
Washington, D, C,

SECURITIES ACT OF 1933
Release No, 4936

GUIDES FOR PREPARATION AND FILING OF REGISTRATION STATEMENTS

On December 20, 1967 the Commission published in Securities Act
Release No, 4890 certain proposed guides for the preparation and filing
of registration statements under the Securities Act of 1933 and invited
the views and comments of interested persons thereon, These proposed
guides represent a revision and expansion of those previocusly publisghed
in Securities Act Release No. 4666, A considerable number of very help-
ful comments were received in response to the above invitation and all
of such comments have been carefully considered in the preparation of
the definitive version of the guides, the text of which is attached
hereto.

Certain changes have been made in the guides as a result of the
staff's review of the comments submitted and as a result of its further
consideration of the various matters involved, The guides are subject
to review and modification from time to time as circumstances may re-
quire and interested persons are invited to submit, at any time, sugges-
tions for such modifications or for the publication of guides covering
additional matters.

These guides are not rules of the Commission nor are they published
as bearing the Commission's official approval. They represent policies

and practices followed by the Commission's Division of Corporation Finance

in the administration of the registration requirements of the Act, but
do not purport to furnish complete criteria for the preparation of re-
gistration statements,

The staff of the Division of Corporate Regulation is iun the process
of preparing guides describing the practices and policies followed by
that Division in the examination and processing of registration state-
ments filed by registered investment companies.
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NOTE AS TO APPLICABILITY OF RULE 408

Hotwithstanding the provisions of these guides, attention is invited
to Rule 408 which requires that there shall, in any case, be added to the
information required such further waterial information, if any, as may be
necessary to make the required statements, in the light of the circum-
stances under which they are made, not misleading.

GENERAL PROVISIONS

1. Pre-filing Conferences with Registrants.

The Commission has a long established policy of holding its staff
available for conferences with prosgpective registrants or their represent-
atives in advance of filing a registration statement. These conferences
may be held for the purpese of discussing generally the problems confronting
a registrant in effecting registration or to resclve specific problems of
an unusual nature which are sometimes presented by involved or complicated
financial transactions, '

Occasionally a registrant will request a pre-filing review of a regis-
tration statement, but such a review has been refused since it would delay
the examination of material which has already been filed and would favor
certain issuers at the expense of others. Registrants or their represent-
atives also occasionally request the staff to draft a paragraph or other
statement which will comply with some requirement or request for disclosure,
The staff cannot undertake to prepare material for filing but limits itself

"'to stating the kind of disclosure required, leaving the actual drafting to

the registrant and its representatives.

2. lLetter of Comment.

Letters of comment are sent out in most cases as a means of informing
registrants of the respects in which a registration statement is deemed not
to meet the disclosure and other requirements of the Act and the forms and
regulations thereunder. A letter of comment may not be sent out, however,
where the circumstances are such that an investigatory or stop oxrder pro-
ceeding 1s deemed more appropriate.

3. Applicability of Amended Rules and Forms to Previously Filed Statements.

Rule 401 provides that a registration statement shall be prepared in
accordance with the form prescribed therefor as in effect on the date of
filing. 1In view of the fact that the filing of an amendment to a registra-
tion statement establishes a new filing date for the statement, the question
has been raised as to whether an amendment to the registration statement
which is filed after the registration form or an applicable rule has been
amended must comply with the amended requirements. The filing date referred

K g -,«Il
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to in Rule 401 is the initial filing date and in the absence of specific
provisions to the contrary subsequent amendments to the form or to a rule
do not apply, except to the extent noted below, to the registration state-
ment, even though the statement may be thereafter amended.

Rule 432 provides that the form and contents of any prospectus need
conform only to the applicable "'rules" in effect at the time the regis-
tration statement became effective notwithstanding subsequent amendments
to such rules. Although reference is made to "yules'" this is deemed to
lnclude the registration forms also so that any amendment to a rule or
registration form after the effective date of the registration statement
does not apply to Section 10(a)(3) prospectuses except to the extent pro-
vided in paragraph (b) of Rule 432, That paragraph provides that the
contents of any prospectus used after the lifting of a stop order shall
conform to the applicable rules in effect at the time the stop order
ceases to be effective,

4, Regigstration of Securities for Delayed Offering.

The last sentence of Section 6(a) of the Act provides that a regis-
tration statement shall be deemed effective only as to the securities '
specified therein as proposed to be offered. 1In view of this provision,
securities cannot be registered iIf there is no intention to offer them
within the proximate future, There are, however, certain types of de-
farred or extended offerings for which registration is permitted or
required. A brief description of these offerings follows, It should
be noted that where securities are so registered, they may not be sold
at a time when the prospectus has not heen kept up to date in accordance
with the requirements of Section 10(a) of the Act,

(a) where a company 1s engaged in a continuing program of issuing
securities in connection with the acquisition of other companies under
such circumstances that a public offering is involved, a reasonable
amount of securities may be registered for such purpose,

(b) Where the purchasers of presently counvertible securities may
be deemed underwriters of such securities or of the securities into which
they are convertible, within the meaning of Rule 155, both classes of
securities may be registered prior to the purchase of the convertible
securities. The securities into which presently convertible securities
are convertible must, of course, be registered at the time of registra-
tion of the convertible securities for public offering.

(c) where, in cornection with a merger, consolidation or sale of
assets, securities are issued to persons who may be deemed underwriters
within the meaning of Rule 133(b), such securities may be registered even
though an Immediate offering is not contemplated.

(d) where securities are to be pledged by persons in control of the
issuer, such securities may be registered for the purpose of sale in the

event of a default in compliance with the terms of the pledge agreement,
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(e} Transferable options, warrants or rights issued to underwriters
in connection with a public offering of securities, the securities issuable
upon the exercise of such options, warrants or rights, and any securities
sold to underwriters in connection with a public offering must be regis-
tered even though the underwriters represent that such options, warrants,
rights or other securities are taken for investment and not with a view to
distribution. (See #10)

(f) Securities may be registered if a representation is made that
they will be publicly offered within a reasonable period of time after
the effective date of the registration statement or if, because of par-
ticular circumstances, effective control over the resale of the securities
by other persons would be difficult to maintain.

(g) Securities to be offered pursuant to options, warrants or
rights may be registered if the options, warrants or rights are presently
exercisable, or will become exercisable in the near future, even though
such exercise may extend over a considerable period of time.

Registration statements of the above character may invelve questions
arising under Rules 10b-2, 10b-6 and 10b-7 under the Securities Exchange
Act of 1934, (See #53)

5. Voluminous and Verbose Prospectuses.

Prospectuses are sometimes difficult te read and to understand.
Registrants have been encouraged to reduce the size of the prospectus
by careful organization of the material, appropriate arrangement and
subordination of information, use of tables and the aveoidance of prolix
or technical expression and unnecessary detail. 1In this connection,
attention is directed to Rule 460(f).

Material on the cover page of the prospectus should be as brief as
possible with an appropriate cross reference to more complete information
elsewhere in the prospectus, particularly where the underwriters receive
multiple benefits that cannot be completely described om the cover page.
(See #17)

6. Introductory Statements.

Where appropriate to a clear understanding by investors there should
be set forth immediately following the cover page of the prospectus under
an appropriate caption a carefully organized series of short, concise
paragraphs, under subcaptions where appropriate, summarizing the principal
factors which make the offering one of high risk or speculative. These
factors may be due to such matters as an absence of an operating history
of the registrant, an absence of profitable operations in recent periods,
an erratic financial history, the financial position of the registrant, or
the nature of the business in which the registrant is engaged or proposes
to engage. In this connection see In the Matter of Universal Camera
Corporation, 19 S.E.C. 648 (1945) and Doman Helicopter, Inc., 41 S.E.C,
431 (1963).




Where there is substantial disparity between the public offering
price and the effective cash cost to officers, directors, promoters and
affiliated persons for shares acquired by them in a transaction which
is currently significant, or which they have a right to acquire, there
should be included a comparison of the public contribution under the
preposed public offering and the effective cash contribution of such
persons, In such cases, and in other instances where the extent of the
dilution makes it appropriate, the following shall be given: (a) the
net tangible book wvalue per share before and after the distribution;

(b) the amount of the increase in such net tangible book value per share
attributable to the cash payments made by purchasers of the shares being
offered; and (c) the amount of the immediate dilution from the public.
offering price which will be absorbed by such purchasers.

7. Dating of Prospectuses.

The date of the prospectus required by Rules 423 and 433 should be
set forth on the cover page,

8. Pictorial or Graphic Representations in Prospectuses.

Ordinarily, photographic reproductions of management, principal
properties or important products in prospectuses are not permissible,
unless necessary to a fair understanding of the subject. The same is
true of artists’, architects' or engineers' conceptions or renderings,
which may be misleading in that there is mo assurance of completion of
the structure or because of lack of accuracy of the conception or
rendering. However, adccurate maps or surveys are permissible where
appropriate. Established corporate symbols or trademarks may be used,
provided they do not create misleading impressions.

9. Promoters.

The term "promoters” is defined in Rule 405 and used in various forms.
All persons coming within the definition of the term "promoters " may be
referred to as "founders'" or "organizers'" or some other term provided the
term used is reasonably descriptive of their activities and the informa-
tion called for by the form as to such persons is disclosed.

10. Registration of Options, Warrants or Rights and Other Securities
Issued or Scld teo Underwriters.

Transferable options, warrants or rights and the stock to be issued
upon the exercise thereof which are issued to underwriters in connection
with a registered public offering are to be considered a part of such
offering., Similarly, stock, or securities convertible into another secu-
rity, sold to underwriters in connection with a registered public offering
are to be considered a part of such offering. Accordingly, such options,
warrants or rights and the stock which is subject thereto or such other
security which is to be sold to underwriters must be registered along with
the securities to be offered to the public, notwithstanding that it is
represented that such optioms, warrants, rights, stock or other security

have been acquired for investment and not with a view to the distribution
thereof.
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Where transferable options, warrants or rights are granted to under-
writers by some person other than the issuer, at or about the time of the
proposed registered offering, the same registration requirements apply.
In such case, the registration statement should also be signed by such
person as the issuer of the option warrants or rights, but it may be
stated in the signature paragraph that such signature relates only to
information regarding the options, warrants or rights.

The foregoing registration requirements apply whether the options,
warrants or rights are exercisable immediately or are not exercisable until
some future date.

Nontransferable options, warrants or rights granted to underwriters
are not required to be registered but the stock subject thereto must be
registered along with the securities to be cffered to the public.

If registration is required in accordance with the foregeing and it
is not contemplated that the security will be immediately distributed, the
registration statement should include an appropriate undertaking substan-
tially as follows:

"The registrant undertakes with respect to {(identify security)
issued (or to be issued) to underwriters, that (1) any prospectus
revised to show the terms of offering of such shares (other than a
transaction on a national securities exchange), and (2) any pros- .
pectus revised to comply with the requirements of Section 10(a) (3) _'ig
of the Securities Act of 1933, will be filed as a post-effective :
amendment to the registration statement prior to any offering thereof;
and that the effective date of each such amendment shall be deemed
the effective date of the registration statement with respect to
securities sold after such amendment shall have become effective."

(See also #17 and #36)

UNDERWRITING AND DISTRIBUTION
11. Finders.

The last sentence of Instruction 1 te Item 1 of Form 5-1 requires
appropriate disclosure on the cover page of the prospectus of any finder's
fees or similar payments. Such disclosure should identify the finder and
the nature of any relationship between him and the registrant, its officers,
directors, promoters, principal stockholders and underwriters (including in
each case, affiliates or associates thereof). Consideration should be given
to all relevant circumstances in determining whether participation of the
finder in the issuance and sale of the securities being offered is sufficient
to constitute the finder an "underwriter” within the definition of that term
in Section 2(11) of the Act. Ordinarily a finder whose principal functiom
is to introduce a registrant to an underwriter for a cash fee, need not be
identified as an "underwriter.' If a finder receives securities for his
services, the securities should be registered. Whenever the finder is
deemed to be an underwriter by reason of the receipt of securities for Rk
gservices, or otherwise, he should be identified as such in the prospectus. B

AT4-404 - 70 - 2
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12, Over-the-Counter Trading in Rights or Warrants,

(Obsolete as of Seﬁtember 1, 1969.)

13, Market Quotations--Absence of Established Market.

If there is an established market for the securities to be regis-
tered, it would normally be appropriate to set forth in the prospectus the
high and low sale prices of such securitles {or In the case of trading in
the over-the-counter market or ih the absence of trading on an exchange,
during a particular period, the high and low bid prices) for each quarterly
period within the past two years and the nature of the market and source
of the quotations, If the securities are traded on an exchange, the name
of the exchange should also be given.

If there 1s no established trading market for the securities to be
offered pursuant to the registration statement, the prospectus should so
state Iin a prominent place, unless it is evident that no such market exists,

The existence of limited or sporadic quotations should not of itself
be deemed to constitute an established trading market. If any known facts'
indicate the absence of an established trading market, reference to quota-
tions in the prospectus should be qualified by appropriate explanation.
See #53 .

1l4. Underwriters' Compensation from Conversion of Funds into Foreign
Currency.

In cases where an underwriter receives U.S. currency as a result of an
offering but remits the proceeds to the issuer in a foreign currency, any
material amount of profit accruing to the underwriter as a result of such
conversion of the proceeds of the offering into a foreign currency may be
considered as additional underwriting compensation and appropriate disclasure,
per share and in the aggregate, should be made on the facing page of the
prospectus.
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15, Expenses oF Issuance and Distribution,

The itemized statement of '"other expenses of issuance and distri-
bution" called for in Part II of the registraticn statement (e.g., see ltem
23 of Form 8-1) should include, as a separate item, any premium paid by
the registrant or any selling security holder on any policy obtained in
connection with the offering or sale of the securities which insures or
indemnifies directors or officers against any liabilities they may incur
in connection with the registration, offering or sale of the securities to
be registered,

The total of such expenses, stated separately for the registrant and
for the selling security holders (if any) as a group, should be set forth in
2 note to the net proceeds column of the underwriting table on the cover
page of the prospectus,

16, Disclosure with Respect to Newly QOrganized Underwriting Firms.

Where an underwriter of a new or speculative issue of securities is
newly organized or reactivated, or only recently registered as a broker-
dealer, and especially where the principal function of such underwriter
will be to sell the securities to be registered, or the promoters of the
registrant are identified with the underwriter, these facts should be
disclosed in the prospectus. Sufficient details should be given to allow

"full appreciation of the underwriter's experience and its relationship

with the registrant, promoters and controlling persons.  ﬁ§
=

17. Disclosure of Underwriting Discounts and Gommissions.

In some instances the underwriters receive part of their underwriting
discounts or commissicns in a form the value of which is not easily re-
ducible to a dollar per unit basis. This compensation may be in the form
of options or warrants to purchase shares, expense allowances, continuing
fees for services, first refusal on future financing, etc, When it is
impracticable to furnish fully or precisely the required information with
respect to such compensation on the cover page of the prospectus without
rendering it difficult to read, only the most significant facts should
be described thereon together with a reference te the page, or if given
under a separate caption, then to the caption, of the prospectus where
additional information with respect to such compensation is set forth.

Generally, it will be assumed for the purpose of disclosure that.
options, warrants, rights, stock or other securities sold or given to the
underwriters or prospective underwriters within 12 months before the
filing of the registration statement or proposed tc be sold or given to
them thereafter were issued in connection with such offering. Accordingly,
the potential profits which may be received upon the sale of such options,
warrants, rights, stock or other securities should be identified as
additional underwriting compensation for such offering, whether or not
such underwriters withdraw and other underwriters are substituted.
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Not later than the time of filing the last amendment prior to the
effective date of the registration statement, the registrant shall ilnform
the Commission whether or not the amount of compensation to' be allowed orx
paid to the underwriters, as described in the registration statement, has
been cleared with the National Association of Securities Dealers, Inc,

(See also #10 and #36)

18, Original Issue Discount of Debt Securities.

Where debt securities are to be offered at a price below the par or
face value thereof, or where a debt security is sold in a package with
another security and the allocation of the sale price between the two
securities may have the effect of offering the debt security at a price
below its par or face value, the "discount'" should be disclosed in the
prospectus. The possible effect on the investor of the "original issue
discount™ provision of Section 1232 of the Internal Revenue Code should
also be disclosed in the prospectus. If the provisions of Section 1232
are not deemed to be applicable, the registrant should so advise the staff
at the time of filing the registration statement, or an amendment thereto.

19, Distribution of Preliminary Prospectus,

Rule 460 provides in substance that, in ruling upon requests for
acceleration of the effective date of a registration statement, the
Commission will consider whether an adequate distribution of the prelimi-
nary prospectus to underwriters and dealers who it is reasonably anticipated
will participate in the proposed offering has been made a reasonable time
in advance of the anticipated effective date of the registration statement.
Accordingly, in each applicable case, the registrant should furnish to tha
Division, prior to or at the time of filing a request for acceleration
pursuant to Rule 461, the following information with respect to the extent
of the distribution of the preliminary prospectus: (1) the dates of
distribution; (2) the number of prospective underwriters and dealers to
whom they were furnished; (3) the number of prospectuses so distributed;
and (4} the number of prospectuses distributed to others, identifying them
in general terms,

The Commission has in some instances required a broader distribution
of the prospectus as a condition to acceleration.

Distribution of preliminary prospectuses to dealers is not ordimarily
a condition for acceleration in the case of offerings of securities to stock-
holders by subscription rights or otherwise, unless it is contemplated that
tha distribution will be made through dealers and the underwriters intend to
make the offering during the stockholders' subscription period, in which case
copies of the preliminary prospectus must be distributed to dealers prior to
the effective date of the registration statement in the same fashion as is
required in the case of other offerings through underwriters, Where the
underwriters do not intend to offer the sacurities during the stockholders'
subscription period, distribution to dealers of the preliminary prospectus
1s not required.

I74-49E O - 70 - 3
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20. Mailing of Amended Preliminary Prospectus to Regional Offices.

Unmmarked copies of the preliminary prospectus contained in any
material amendment to the registration statement should be sent to the
Commission's regional offices located at Room 1708 U, $. Courthouse &
Federal Office Building, 219 South Dearborn Street, Chicago, Ill. 60604
and 26 Federal Plaza, New York, New York 10007.

USE OF PROGEEDS

2l. Use of Proceeds.

Inclusion in a prospectus of a statement that management reserves the
right to change the use of proceeds may give rise to a question as to
whether the disclosures made in response to Item 3 of Form §~1 are bomna
fide, However, such reservation is permissible if its inclusion is due
to certain contingencies which are adequately discussed in the prospectus
in terms of an alternative use of proceeds to be followed in the event
that the contingencies arise, -

FINANCIAL DATA

22, Summary of Earnings.

The content of the summary of earnings is specified in general in the
instructions to the pertinent items of the form. The necessity of disclosing
items in addition to those specified in such instructions will depend upon
the circumstances. These instructions cannot, of course, cover all situ-
ations which may arise nor is it practicable to set forth a statement of
policy dealing specifically with all possible situations. The existence
of any unusual conditions affecting the propriety of the presentation and
the necessity for the inclusion of an additional previous period should
be considered.

When the text of the prospectus contains a discussion of factors indi-
cating an adverse change in operating results subsequent to the latest
period included in the summary of earnings, the swmnary should call atten-
tion to the change, in a headnote or in a footnote, and refer to the place
in the prospectus where it is discussed.

23. Gurrent Financial Statements and Related Data.

The following is furnished as a guide for determining the need for
"updating” financial statements and related data in registration statements
under the Act and is a reaffirmation of the policies Stated in Securities -
Act Release No., 4475, dated April 13, 1962:
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(a) Financial Statements.

(1) Form S-i.

Registrants presently subject to the reporting requirements of the
Securities Exchange Act of 1934 and cother companies with a substantial
record of earnings which publish financial infeormation on a regular basis,
should be prepared to add later information as to sales and net income on
a current and comparable basis in a paragraph following the summary of
earnings when such later infermation has been published or is to be
published in an interim report prior to the effective date of the regis-
tration statement. Whether or not such a report is published, later sales
and net income information on current and comparable prior year bases should
be included in such a paragraph when an adverse trend is shown. Such dis-
closure is necessary vegardless of the certified or noncertified status of
the financial statements in the prospectus. It should be understood that
when a fiscal year ends within 90 days prior to the date of filing and
certified financial statements for the year are available for publication
before the proposed effective date, such statements should be substituted
for the interim statements in the registration statement as originally
filed.

Companies registering for the first time with no previous record
of publishing information, but with an established record of earnings and
in 8 sound financial condition, should be prepared to furnish the above
data compared with a similar period of the preceding vyear, if the amend-
ment when effective would ctherwise include data over four months old.

New registrants with no established record of earnings and old
registrants currently showing losses or a weak financial condition should
not only furnish the above data but be prepared to bring the financial
statements up to the latest practicable date not more than 90 days prior
to filing the amendment upen which it is expected the £iling will become
effective., 1f delay carries the date beyond the close of the fiscal year
and by applying due diligence the registrant and its independent accountant
can have an audit completed prior to the planned effective date, certified
statements for the fiscal year should be substituted for interim statements
whether or not the interim financial statements have been certified.

When later interim financial statements are to be furnished to
supplement either fiscal year or interim statements which have been cer-
tified, the later statements would in the usual case be unaudited,
However, when numerous or invoilved financial transactions have been
effected since the date of the financial statements furnished or it is
recognized that unusual conditions affect the determination of earnings,
the Commission has indicated that later financial statements may be
requested on a certified basis as a condition to acceleration under
Section 8(a) of the Act.
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{2} Forms 5-2 and 5-3

All financial statements on these forms are required to be
certified, In all cases of extended delay later statements should be
prepared so that at the expected effective date the statements are not
over four months old.

(3) Forms 5-7, 5-8 and S-9.

In cases of unusual delay of effectiveness of the registra-
tion statement, consideration should be glven to presenting such later
financial data, including interim earnings, when such information has
been published or issued to stockholders.

{4} Form S-11

Principles set forth above for Form S-1 should be applied
to filings on this form as appropriate.

(b) Financial Data

Volume statlstics, loss experience in insurance companies, bad
debt and collection experience in finance, real estate and small loan
companies, backlog and similar data should be brought up to date when
later financial information is furnished.

24, Currencies in which Amounts are to be Stated by Foreign Issuers.

In connection with reglstration statements filed by foreign issuers,
the question arises whether money amounts may be stated only in the currency
of the domicile of the registrant or whether such amounts must also be stated
in U. 5, dollars. It is our practice to accept the statement of such money
amounts in the currency of the registrant's domicile excpet that, where
necessary to a clear understanding, the U. S. dollar equivalent should be
shown in parallel columns or otherwise, as appropriate. In all cases, how-
ever, the exchange rate in effect in New York City as of the latest practicable
date should be set forth at the beginning of the prospectus in prominent
(preferably bold-face) type.

25. Manner of Showing Distributions by Real Esgtate Syndicates and Real
Estate Investment Trusts.

Where distributions by real estate syndicates or real estate investment
trusts represent, as is usually the case, both investment inccome and a return
of capital, it is misleading to express such distributions in percentages,
since such percentages indicate a rate of return in excess of the rate of
return realized on the basis of investment income. In stating the amount of
such distributions, the amount representing income and the amount represent-
ing return of capital should be clearly shown and should be computed on the
accounting basis prescribed for financial statements filed with the Commission
rather than on the basis used for income tax purposes, if different.

Sagat®
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26. Statement of Dividend Policy,

Generally, objection will be made to a projection of future dividends
in the prospectus. Objection ordinarily will not be made to a statement
in the prospectus as to the policy of the board of directors of the regis-
trant to declare dividends on a stated periodic basis, or that it will be
the policy of the board of directors to declare as dividends a specified
parcentage of profits, provided no projection of dollar amounts is given
and a further statement is made to the effect that there is no assurance
as to future dividends since they are dependent upon earnings, the
financial condition of the registrant and cther factors. However, there
is no objection to the registrant's stating the amount of dividends to be
paid for the next succeeding dividend period if the amount to be paid has
baen determined.

Where a registrant has a record of paying no dividends although
earnings indicate an ability to do so, the reglstrant should comnsider
the question of its intention to pay cash dividends in the foreseeable

future, and if no such intention exists, a statement of that fact should
be set forth in the prospectus.

BUSINESS AND PROPERTY

27. Names of Customers and Competitors:

Item 9(b) of Form S-1 requires certain disclosure as to the nature
of the market for the registrant's products or services and as to the
registrant's competitive position in the industry. In cormection with
these disclosures the names of either customers or competitors are not
required in the usual case. If the registrant voluntarily includes such
names, no objection is ordinarily raised unless in the particular case
the effect of including such names is misleading. If a substantial part
of the business of the registrant is dependent upon a single customer, or
a very few customers, the loss of any one of which would have a materially
adverse effect on the registrant, the name of the customer or customers
and other material facts with respect to their relationship, if any, to
the registrant and the importance of the business to the registrant should
be included.

28. Extractive Reserves.

Instruction 2 to Item 10 of Form S-1 and Item 5(a) of Form S-7 require
that registrants engaged in extractive operations include in their prospec-
tus, where appropriate, the quantitative amount of their astimated reserves.
If appropriate, the current market price per barrel of oil, r.c.f. of gas,
or the assay value per ton of ore may also be shown, but it is deemed in-
appropriate to show a dollar amount equal to the market price multiplied by
the rumber of barrels of oil, m.c.f. of gas or tons of ore.
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29. Disclosure of Material Long-term Leases.

] In describing any property held under a material long-term lease,
give the remaining term of years of the lease.

30. Disclosure of Principal Sources of Electric Revenues on Form S5-9.

In registration statements filed on Form 5-9 by electirc utilities,
the principal classes of service from which electric revenues are derived
should be furnished in respense to Item 3(b).

31. Disclosure of Recent Developments--Backlog.

If there has been a material change in the trend of sales or earnings
of the registrant during the pericd for which financial statements are
jncluded in the prospectus, or subsequent to such period, the reason for
the change should be adequately disclosed. (See #23 above)

Where material in the business of the registrant, information for a
current period compared with a similar pericd twelve months earlier, and
if significant, prior years, should be given with respect to backlog and
levels of plant operation. In giving information as to backlog, the
dollar amount of unfilled orders should represent cnly firm orders. How-
ever, there may be included as firm orders, govermment orders that are .
firm but not yet funded and contracts awarded but not yet signed, provided i}
an appropriate footnote is added explaining the nature of such orders and =
the amount thereof. The portion of orders already included in sales or
operating revenues on the basis of completion accounting should be excluded
from the amount of backlog. There should be disclosed any seasonal aspects
of the backlog and the total amount of any orders forming a part of such
backlog not expected to be filled within the current fiscal year or, if
sales for an interim period are shown, within the balance of such fiscal
vear following the end of such interim period.

SECURITIES TO BE REGISTERED

32, Liability of Shareholders to Laborers, Servants O Emp lovees under
State Law,

Statutes of several of the states impose joint and several 1liability
on corporate shareholders for labor debts (i.e., debts, wages, and salaries
due and owing to employees by the corporation}. The potential liabilities
imposed on shareholders by these statutes should be appropriately disclosed
in the prospectus unless such disclosure would be immaterial because the
financial resources of the registrant are such as to make it unlikely that
the 1liability will ever be imposed.

33. Notice of Redemption of Convertible Securities or Callable Warrants.

Where a prospectus relates to convertible securities which are subject ¥
to redemption, or to stock purchase warrants which are callable, it should fﬁ
be stated at an appropriate place in the prospectus that the right to convert i
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or purchase will be lost unless it is exercised before the redemption or call,
The kinds, frequency and timing of notice of the redemption or call should
also be stated, including the cities or newspapers in which notice will be
published. 1In the case of bearer securities which are convertible or call-
able, the prospectus should prominently caution investors to make appropriate
arrangements to prevent loss of the right to convert or purchase, in the

event of redemption, for instance, by regularly reading newspapers in which
notice of the redemption or call may be published.

MANAGEMENT AND CONTROL

34. Executive Committee,

If the registrant has an executive committee, the members thereof
should be indicated by a footnote or other appropriate means in connec~
tion with the disclosure required by Item 16 of Form S-1.

35. JIdentification of Members of Board of Directors Selected by the
Underwriters.

As indicated in Securities Act Release No. 4475, dated April 13, 1962,
the Commission has refused to accelerate the effective date of a registra-
tion statement where an underwriter has the right to designate a director
and the person has not been designated but when designated may be a direc-
tor, officer, partner, employee or affiliate of the underwriter. If the
person to be designated will not be so related to the underwriter and the
underwriter is not otherwise in a position to identify such person, then
the prospectus should contain a representation so stating.

36. Effect of Issuance of Options or Warrants to Certain Persons.

If a material amount of options or warrants has been or is to be
issued to promoters, underwriters, finders, principal stockholders,
officers or directors, certain disclosure in regard thereto should be
made in the prospectus, in addition to that required by Item 18 of Form
S-1, Such additional disclosure should ordinarily include the following:
that for the life of the options or warrants the holders thereof are given,
at nominal cost, the opportunity to profit from a rise in the market for
securities of the class subject thereto, with a resulting dilution in the
interest of security holders; that the terms on which the issuer could ob-
tain additional capital during that period may be adversely affected; and
that the holders of such options or warrants might be expected to exercise
them at a2 time when the issuer would, in all liklihood, be able to cbtain
any needed capital by a new offering of securities on terms more favorable
than those provided for by the options or warrants. Similar disclosure
should also be made where securities with conversion privileges are issued
to the above persons.

(See also #10 ang #17)
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WRITTEN CONSENTS

37. Consents of Accountants.

Prospectuses frequently contain statements to the effect that the
financial statements and related schedules contained in the prospectus
and in the registration statement have been examined, and the summary of
earnings and the historical financial information have been reviewed, by
the independent public accountants and that such statements, schedules,
summary and information are set forth upon the authority of the account-
ants as experts. 1In such cases the consent of the accountants to the usa
of their name in the manner indicated should be included in the registra-
tion statement in addition to their consent to the specific use of their
name in c onnection with the earnings summary, the historical financial
information and the use of their certificate with the financial statements
and supporting schedules.

38. Consents of Attorneyé.

Where a registration form requires as an exhibit an opinion of counsel
as to the legality of the issue, the written consent of counsel furnishing
the opinion must be filed with the registration statement. 1If any other
attorney is also named as having passed upon the legality of the issue for
the registrant, the written consent of such attorney must also be filed even
though his opinion is not filed with the registration statement.

If any information contained in the registration statement, other than
that referred to above, is stated to be furnished upon the authority of an
attorney for the registrant, such attorney shall be named and his consent
to being so named shall be filed as a part of the registraticon statement.
Where the same attorney is named with respect to several parts of the reg-
istration statement, it is not necessary rto furnish a separate comsent with
respect to each such part but the consent should be broad enough to cover
all matters with respect to which the attorney is named as having acted.

Where an attorney is named as having acted for the underwriters or
selling security holders, no consent will be required by reason of his
being named as having acted in such capacity.

Where the opinion of one attorney relies upon the opinion of another
attorney, the consent of the attorney who prepared the initial opinion
need not be furnished even though he is named in the registration state-~
ment as an expert.

Where information, such as the nature of the registramt's title to its
properties, is given on the basis of an opinion of counsel, the name of the
counsel should be disclosed in the registration statement and his consent
furnsihed, The name of such counsel need not be set forth at the particular
place where the information based on his opinion is given, provided he is
otherwise identified and his name disclosed elsewhere in the registration
statement,
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EXHIBITS

39. Charter Amendments Authorizing New Securities.

Certain forms require the filing with the registration statement of z
copy of the registrant's charter with amendments, or as amended, and a
copy of all constituent instruments defining the rights of the holders of
securities being registered. Where it is impracticable for the registrant
to file with the appropriate State authority, prior to the effective date
of the registration statement, an amendment to tthe articles of incorpora-
tion authorizing the securities being registered, it will suffice for the
registrant to file with the registration statement an exact copy of the
proposed form of amendment to be filed with the State aunthority., If ma-
terial changes are made after the copy is filed, an amended copy rust be
filed. The filing of an additional copy of the amendment after it has been
filed with the State authority is not required unless there are additional
changes.

Where the securities being registered are to be offered before the
charter amendment authorizing them becomes effective, appropriate dis-
clesure of that fact should be made in the prospectus.

4O, Underwriting Agreements.

The filing with a registration statement of signed copies of the under-
writing agreement is not required. A4ll that is required is a complete copy
of the contract as it will read when it is finally executed by the under-
writers. If any material changes are made after such copy has been filed,
it will be necessary to file an amended copy.

41. Specimen Bond,

In the case of a bond issue; a specimen bond should be {iled if avail-
able. However, if a gpecimen is not available it is not necessary to file a
copy of the bond if the full text of the bond is set forth in the indenture.
In the latter case, however, a reference should be made in the list of ex~
hibits to the pages of the indenture where the text of the bond is set forth,
or to the indenture index where reference to such pages is made.

SUPPLEMENTAL INFORMATION

L2. Reports or Memoranda Goncerning the Regisirant.

If, within the past twelve months, any engineering, management or sim-
ilar repert or memorandum relating to broad aspects of the business, opera-
tions or products of the registrant has been prepared for or by the regis-
trant, any security holder named in answer to Item 19(a} of Form S-1, or
any principal underwriter, as defined in Kule 405, of the securities being
registered, or if any report or memorandum has been prepared for external
use by the registrant or a principal underwriter in connection with the pro-
posed offering, such report or memorandum should be furnished to the Divi-
Sion as supplemental information prior to any pre-filing conference or, if
none, at the time of filing the registration statement, or as soon as prac-
ticable thereafter,
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There should also be furnished at the same time a statement as to the

. actual or proposed use and distribution of such report or memorandum. Such
statement should identify each class of persons who have received or will
receive the report or memorandum, and state the rumber of copies distributed
to each such class. If no such report or memorandum has been prepared, the
Division should be so informed in writing at the time the report or memo-
randum would otherwise have bgen submitted.

43, Representations From Selling Security Holders.

When outstanding securities are registered to cover a proposed offer-
ing for the account of selling security holders, the registrant should
forward to the Division a statement from each selling security holder
(or in the case of a large group of selling security holders, from the
principal members of the group) setting forth the reason or reasons for
the sale of such securities, The statement should also contain a repre-
sentation that such person is familiar with the registration statement
and should set forth any material adverse information known to the selling
security holder with regard to current and prospective operations of the
registrant not disclosed in the prospectus (or a negative representation
to such effect, if applicable).

44. Securities Act Exemption for Shares Subject to Options.

Registrants with employee stock option plans who have not registered
the underlying stock should inform the Division by lettaer as supplemental
information at the time of filing a registration statement covering secu-
rities of the same or other classes whether it is intended to register
stock to be issued upon the exercise of the optiocns. If registration is
net contemplated, information specifying the exemption from the registra-
tion requirements intended to be relied upon and the pertinent facts
supporting such claim should be submitted unless already supplied in
Item 26 of Form S-1. Such information submitted should include: the
approximate number of persons who may be eligible to receive options
under the plan; their positions with the registrant and their general
salary classification; the extent to which they meet the standards of
5.E.C, v. Ralston Purina Co.,, 346 U.S. 119 (1953); and the nature of any
restrictions on transfer and investment representations required. In
addition, if any purchasers of option stock have resold or transferred
their shares within the past three years, the circumstances of such dis-
positions, consistent with the claimed exemption, should be explained by
the registrant in its letter. If no such dispositions have occurred, it
should be so stated.

45. Information as to Over-the-counter Market for Securities to be
Registered.

If there is an over-the-counter market for the outstanding securities
of the same class as those to be registered, the following information
should be furnished as supplemental information, on a separate page, at
the time the registration statement is filed or not more than one week
thereafter:

Ry
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1. The number of holders of record, as of a recent date, of securities
of the same class as those to be registered, excluding directors, officers
and persons holding of record, or known by the registrant to own beneficially,
more than 10% of the outstanding securities of such class. State separately,
as of the same date, to the extent determinable, the number of such record
holders holding the securities in ''street" and bank nominee names.,

2. The aggregate number of shares held of record, as of the same recent
date, by all persons other than directors, officers and persons holding of
record, or known by the registrant to own beneficially, wore than 10% of the
outstanding securities of such class. State separately as of the same date,
to the extent determinable, the aggregate number of such shaves held in
“street" and bank nominee names.

3. The aggregate rmmber of shares transferred on the records of the
registrant or its transfer agent during the 6 months prior to the same
recent date, other than shares subject to transfer restrictions.

4, To the extent known to the registrant or managing underwriter, the
names of the most active marketmaker or marketmakers, if any, for the secu-
rities of the same class as those to be registered, during the last 6 months.

MISCELLANEOUS DISCLOSURES
L4L6. Statement as to Indemnification.

(a) Indemnification of 8irectors, officers or controlling persons.

Where, by charter, bylaw, contract, statute or otherwise, provision
is made for indemnification by the registrant of any of its directors,
officers or controlling persons, against liabilities arising under the
Act and Note (a) to Rule 460 does not apply because acceleration of the
effective date of the registration statement is not to be requested, and
waivers have not been obtained, a brief reference to such provisions shall
be made in the prospectus together with a statement in substantially the
following form:

"Insofar as indemnification for liabilities arising under the
Securities Act of 1933 may be permitted to directors, officers or
persons controlling the registrant, pursuant to the foregoing pro-
visions, the registrant has been informed that in the opinion of
the Securities and Exchange Commission such indemnification is
against public policy as expressed in the Act and is, therefore,
unenforceable.?

If Note {(a) to Rule 460 applies, the waivers or undertakings required
thereby are to be filed as a part of the registration statement but no
statement need be made in the prospectus in regard to indemnification of
directors, officers or persons controlling the registrant.

(b) Indemnification of underwriters or persons controlling them.

If the underwriting agreement provides for indemnification by the
registrant of the underwriters or their controlling persons against
liabilities arising under the Act, a brief description of such
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indemnification provisions may be furnished in the body of the prospectus,
rather than on the facing page thereof, but in such case a reference
should be made on the facing page to the page on which or the caption
under which the description is set forth.

(c) Insurapce against liabilities under the Act.

Insurance against liabilities arising under the Act, whether the cost
of such insurance is borne by the registrant, the insured or some other
person, is not a bar to acceleration under Note (a) to Rule 460 and mo
waivers or undertakings need be furnished with respect thereto.

L7. Enforceability of Civil Liabilities under the Act Against Foreign
Persons.

In a registration statement of a feoreign private registrant, the fore-
part of the prospectus should clearly state how the enforcement by investors
of civil liabilities under the Act may be affected by the fact that the
registrant is located in a foreign country, that certain of its officers
and directors are residents of a foreign country, that certain underwriters
or experts named in the registration statement are residents of a foreign
country, and that all or a substantial portion of the assets of the regis-
trant and of said persons are located cutside the United States., Such
disclosures should indicate: whether investors will be able to effect
service of process within the United States upon such perscns; whether
investors will be able to enforce against such persons judgments obtained
in United States courts predicated upon the civil 1liability provisions of
the Act; whether the appropriate foreign courts would enforce judgments of
United States courts obtained in actions against such persons predicated
upon the civil liability provisions of the Act, and whether the appropriate
foreign courts would enforce, Iin original actions, liabilities against such
persons predicated solely upon the Act, If any portions of such disclosures
are stated to be based upon an cpinion of counsel, such counsel should be
named in the prospectus and an appropriate manually-signed consent to the

use of such name and opinion should be included in the registration state-
ment .,

kB. Annual Reports to Security Holders.

The prospectus should disclose whether or not annual reports of the
registrant will be furnished to security holders and whether or not such
reports will contain certified financial statements. The nature and fre-
quency of other reports to be issued by the registrant also should be
disclosed. However, this disclosure is not required in the case of
registrants required to send annual reports containing certified financial
statements to security holders pursuant to the statutes or regulations
administered by the Commission or pursuant to a listing agreement with a
national securities exchange.



-~ 23 -

L49. Revision of Prospectuses Where a Company and its Cmployee Plan
Have Different Fiscal Years:

Where securities are registered under the Act for offering pursuant
to an employee stock purchase, savings or similar plan, and the interests
in the plan constitute a separate security, such interests are also
required to be registered and appropriate financial statements of the
plan nust be included in the prospectus, In a number of these cases the
fiscal year of the plan ends on a date different from that of the employer
company, so that information with respect to the plan nay become out of
date for the purpose of Section 10{a){3) of the Act prior to that relating
to the company, or vice versa. The question has heen raised whether the
prospectus may continue to be used until up-to-date financial statements
and other information is available for both the plan and the company.

Tn such a case after information with respect to the plan oxr trhe
erployer company becomes out of date it is not permissible to continue
using a prospectus which does not contain the required up-to-date
information. However, a registrant may file a post-effective amendment
to the registration statement containing the requived information and
after the amendment becomes coffective may continue to use the old pro-
spectus with the up-to-date financial statements and other information
attached, until the prospectus must be revised te include up-to-date
fimancial statements and other information with respect to the plan or
the employer company, as the case may be. A copy of the prospectus with
up-to-date information attached need not be furnished to existing
participants in the plan who have previously received a copy of the
prospectus and who are otherwise furnished with a copy of such up-to-date
information, provided the prospectus contains a statement to the effect
that such financial statements are to be deemed to be incorporated therein
by reference for all purposes of the Act and the rules and regulatiocns
thereunder,

50. Disclosure of Confidential Material to Other Governuent Arencies:

Rule 433 under the Act prescribes the procedure to be followed by
registrants who request the Cormission to accord confidential treatment
to a contract [or portion thereof) on the grounds that public disclosure
would impair the value of the contract and is not necessary for the
protection of investors. In an application for such confidential treat-
ment of a material contract or portion thereof, the applicant should state
whether or not the applicant is willing to permit the disclosure of the
contraci to other pgovernmental bodies. Such permission is one factor
which will be considered by the Commission in ruling on the application,

51. Release of Price Data on Subscripticon Offerings by Listed Companies.

Regulations of the New Yorl: Stock Fxchange, as well as the public
interest, require that the wmaterial facts as to the security to be offered
to stockholders through subscription rights shall be announced te the
public before trading in the subscription rights is commenced on the
Exchange. See Rule 135,
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Information such as the interest rate, convergion ratio and subscription ﬁg
price is frequently omitted from the registration statement until the price '
amendment is filed. When such information has been set forth in an amendment
on file with the Commission, there is no objection to the dissemination of
this information through the facilities of the Exchange or the Dow Jones
broad tape prior to the time the registration statement becomes effective,

52. Disclosure as to Listing on an Exchange.

Unless there is reasonable assurance that the securities to be offered
will be acceptable to a securities exchange for listing, the prospectus may
be misleading if it conveys the impression that the regisirant may apply
for listing of the securities on an exchange or that the underwriters may
request the registrant to apply for such listing.

53. Secondary Distributions "at the Market'.

The registration statement of Hazel Bishop Co., Inc, (File No. 2-16761)
filed June 28, 1960, related to an offering "at the market” of a substantial
block of securities in relation to the securities of the class ocutstanding
by a group of 112 named selling stockholders., The Commission stated in a
stop order opinion involving this offering, as follows (40 SEC 718, 735):

late 1959 and early 1960, and proposing the resale of the
shares thus acquired to the publie, the original purchasers
and their associates and transferees in fact were and are
performing an underwriting function for registrant, a function
normally performed by an underwriter-dealer group. However,

"In supplying registrant with much needed capital in -:)

none of the contractuzl safeguards designed for the protection
of both buyer and seller ordinarily provided in the conventional
distribution through professional underwriters and dealers are
mentioned in the prospectus. The absence of any indication of
these safeguards, the size of the group of selling stockholders,
and various relationships among them lead us te be apprehensive
that this large group of sellers may not be aware that various
statutory provisions and rules which govern the conduct of
underwriters and dealers will apply to them and their activities
for the duration of the offering of their shares to the public.”

The Commission was concerned primarily with the application of the
anti-manipulative Rules 10b-2, 10b-6 and 10b-7 and their possible
impact upon an "at the market' offering, and the need for prior

delivery of a statutory prospectus beyond that contemplated by Rule
153.

The essential elements of this situation are the following:

(a) Registration of an "at the market" offering by selling .
stockholders.,

B T e L L L i L
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(b) A substantial amount of securities to be offered in
relation to the securities of the class outstanding
(more than 10%).

{c) No professional underwriter to act for the group or
no cenventional underwriting agreement, and

(d) The offering includes securities owned by insiders or
substantial holders.

I. Where the above elements are present and there is a limited
group of selling shareholders or several groups of related shareholders,
contractual arrangements should be entered into between the members of
the respective groups and the fssuer for the following purposes:

(1} To comply with the aforesaid anti-manipulation rules
(namely, not to buy other securities of the same class
or solicit purchases by others) until the offering by
all members of the group is completed.

(2) To inform the exchange, the brokers and selling shareholders
in the group when the distribution by the respective
members of the group is over.

1I1. Where the above elements are present and there {s a large
group of unrelated sellers the issuer should notify such sellers of
the applicable Commission rules and regulations.

I1I. There may be a combination of I and 1T above in a single
registration statement.

The foregoing arrangements should be disclosed in the registration
statement.

34, Misleading Character of Certain Registrants' Names
(See Release 33-5005, September 17, 1969.)

33. Prospectuses Relating to Interest in 0il and Gas Programs
(See Release 33-5036, January 19, 1970.)

. 8 GOVERNMENT FPRINTING OFFICE : 1970 O - 374-488



For RELEASE Monday, January 19, 1970

SECURITIES AND EXCHANGE GCOMMISSION
Washington, D. C. 20549

SECURITIES ACT OF 1933
RELEASE NO. 5036

GUIDE FOR PREPARATION OF PROSPECTUSES RELATING
TG INTERESTS IN OLL AND GAS PROGRAMS

On August 27, 1969, the Securities and Exchange Commission published,
in Securities Act Release No, 5001, a proposed guide concerning the prep-
aration of prospectuses relating to public offerings of interests in oil
and gas programg and invited interested persons to comment thereon., The
letters received have been carefully congidered in the preparation of the
definitive guide,

The guide represents the views of the staff of the Commission's
Division of Corporation Finance and the Commission has authorized ita
publication in order to bring these views to the attention of prospective
registrants., The guide is designed to accomplish, to the extent feasible,
uniformity in both the sequence of the disclosures and their general con-
tent, Thus it should serve to assist issuers in preparing registration
statementa on Form S-1, as well as offering circulars under Regulation A,
invoiving oil and gas drilling programs and facilitate the understanding
and analysis of such programs by investors and enable them more readily
to compare one offering with another,

The guide is published as Guide No., 55 in the series of registration
guides published December 9, 1968, in Securities Act Release No, 4936. The
text of the guide follows,

55. Prospectuses Relating to Interests in Qil and Gas Programs

Disclosures in prospectuses relating to oil and gas drilling programs
should appear in the sequence indicated below, except that the table of
contents, required by paragraph (¢) of Rule 421 under the Act, to be in-
cluded in the forepart of the prospectus may be inserted at any appropriate
place in the sequence of disclosures,

The following disclosures should be included under appropriate captions:

1. Summary of Program. There should be set forth briefly on the
cover page of the prospectus a summary which should include the following:
(1) Terms of Offering: State the title and general nature of the securities
(interests in the proposed program) being offered; the maximum aggregate
amount of the offering; the minimum aggregate amount necessary to initiate
the program; the disposition of the funds raised if they are not sufficient
for that purpose; the minimum subscription price; the period of the offering;
any provisions for additional assessments; and a brief description of the
proposed method of distribution, including the amount of any commission to
be paid. If funds received from investors are not to be held in trust or

in special account pending expenditure in the program, appropriate disclo-
sures should be set forth including when appropriate reference to exposure




to claims of creditors of the custodian of the funds, The tabular presenta-
tion specified in Item 1 of Form S~1 may be omitted. (2) Compensation:
Describe generally all cash or property interests that will be paid as
compensation in connection with the program, including underwriting com-
wmission; {3) Participation in Costs and Revenues: Show the percentages

of expenditures to be borne, respectively, by the investors and by other
parties, who should be briefly identified, and the percentages of revenues
to be payable, respectively, to investors and to other parties, who should
be briefly identified; and {4) Application of Proceeds: Indicate the mini-
mun dollar amount of net proceeds (excluding additional assessments) that
will be available to finance the program and the proposed estimated per-~
centages thereof to be used for financing the principal activities of the
program, such as acreage acquisition, drilling of exploratory wells, drill-
ing of development wells and purchase of producing properties.

2. The Risk Factors. The investor should be advised in a carefully
organized series of short, concise paragraphs, under subcaptions where
appropriate, of the risks he should consider before making an investment
in the program and should ianclude cross-reference to where in the pro-
spectus further information may be found.

3. Definitions. Include an approfriate glo#sary of terms usged in
the prospectus which should not be inconsistent with their customary usage
in the oil and gas industry.

L Tetqg of the Offering, Describe the interests and the amount and
terms of offering,

5. Additional Assessments, Describe those assessments which may be
later required from investors either for completion of wells or for the
drilling of additional wells and where available, historical information
relating to past programs, of the registrant or its associates,should be
shown, in tabular form, indicating for each program, the aggregate amount
(excluding assessments) paid by investors, the aggregate amount of addi-
tional assessments separately required for {a) the completion of wells
and (b) the drilling of additional wells,

6. Plan of Distribution. Describe how the interests being offered
are to be sold, as well as arrangements for compensation,

7. Proposed Activities. Describe the proposed activities of the
program in which the interests are being offered.

!mweﬂ"
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8. Application of Proceeds. Include an appropriate percentage estimate
of the proceeds to be applied to the different purposes within each of the
principal activities of the program, such as acreage acquisition, drilling
of exploratory wells, drilling of development wells and the purchase of
producing properties. Where possible, the information should be set forth
in tabular form.

9, Participation in Costs and Revenues, Describe the arrangements
and understandings with respect to the provision of funds for expenditures
in connection with the program and with respect to participation in reve-
nues from any production of minerals which may be realized., Where possible,
the information should be ser forth in tabular form,

10, Compensation, Describe, whether in the form of cash or property
interests, the compensation for underwriting, managerial, and operational
services to be rendered in connection with the program, as well as the
sources from which such compensation will be paid. Where possible, the
information should be set forth in tabular form.

1l. Management. Include the disclosures required by Items 16 through
20 of Form S~1 as to, respectively, the management and operating companies.

12, Conflict of Interest. Describe all conflicts of interest which
may arise in the operations of the program involving parties engaged im
the management and operation of the program,

13, Prior Activities, Describe in tabular form the results of pro~
grams during at least the past ten years of the registrant or its associates,
indicating in appropriate detail for each of the programs (1) the drilling
results thereof, and (2) for, respectively, (a) the public investors and
(b) others, the total investment in each of such programs and the recovery
on investment to date and for the last three months of the period covered,
together with any other information as may be appropriate.

14, Tax Aspects. Discuss the tax consequences of oil and gas explora-
tion, drilling and production, as well as federal tax legislation which has
been proposed, This may include, in tabular form, only historical informa-
tion relating to past programs of the registrant or its associates, showing
expenses deductible and income taxable,

15, Other captions should then follow, such as Competition, Limjited
Partnership Apgreement, Agent Agreement, Exploration Agreement, and Operating
Agreement, under which other required information is set forth,

By the Commission.

Orval L. DuBois
Secretary
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For RELEASE Thursday, February 3, 1972

SECURITIES AND EXCHANGE COMMISSION
Washington, D, C. 20549

Securities Act of 1933
Releasa No, 5231

THE DIVISION OF CORPORATION FINANCE'S PROCEDURES
DESIGNED TC CURTAIL TIME IN REGISTRATION
UNDER THE SECURITLES ACT OF 1933

On November 21, 1968, the Commission 1ssuad Securities Act Release
No. 4934 in which it set forth certain procedures designed to reduce the
backlog of registration statements procegsed by the Division of Corporation
Finance which had as of that date reached an unprecedented high. The Division
now faces a situation similar to that which existed in the fall of 1968. For
the first half of fiseal 1972, 1632 registration statements were {iled as
compared to 1193 for the like period in fiscal 1971. Of the fiscal 1972 £1lings,
632 represent first time filings by issuers which have never before been sub-
jeeted to the registration process and generally require more time consuming
review by the staff, as compared to 352 for the first half of fiscal 1971,
The Division's workload also has been materially increased by the number of
reports and other documents filed under the Securities Exchange Act. Forx
example, annual reports on Form 10-K in fiscal 1971 reached a level of 8,319
as compared to 6,064 in fiscal 1969, Notwithstanding this burdening workload,
the Division's staff has not increased to any significant extent,

In view of the above circumstances, the Division has taken further steps
as set forth below designed to curtail the time in registration. The Commission
believes 1t appropriate to once again bring these existing procedures and the
new ones to the attention of registrants, attorneys, accountants, underwriters,
and others in the securities industry and to urge their cooperation in assuring
that registration statements contain full and fair disclosure and are prepared
in the public interest to present effective disclosure--to communicate--in
order that public investors be protected.

Various Review Procedures

The Division employs four different review procedures in examining regis-
tration statements., It should be noted that the Division and not the registrant
itself will determine which type of examination a registration statement wiil
receive,

1. Deferred Review

The firat category of procedures will come into operation when a super-
visory staff official decides after initial analysis that the registration
statement is so poorly prepared or otherwise presents problems so serious that
review will be deferred since no further staff time would be justified in
view of other gtaff responsibilities. Detailed comments will not be prepared
or issued for to do so would delay the review of other registration statements
which do not appear to contain comparable disclosure problems, Registrants
will be duly notified. It will then be the responsibility of the particular
registrant to consider whether to go forward, withdraw, or amend, Should the
registrant decide to go forward without corrective steps, the staff will then
make recommendations to the Commission for appropriate action.
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2, Cursory Review

The second type of review involves advice to registrants that the staff
has made only a cursory review of the registration statement and that no written
or oral comments will be provided. Im such cases, particularly with respect to
companies which have never before been subject to the registration process,
registrants will be requeated to furnish as supplemental information letters
from the chief executive officer of the issuer, the accountants, and the man-
aging underwriter on behalf of all underwriters. These letters shall include
representations that the respective persons are aware that the staff has made
only a cursory rather than a detailed review of the repistration statement and
that such persons are also aware of their statutory responsibilities under the
ecurities .ct, Registrants will be advised that, upon receipt of such assur-
ances, the staff will recommend that the registration statement be declared
effective, Generally with respect to a first time filing, the effective date
will not be earlier than 20 days after the date of original filing.

3. summary Review

The third category -- sunmary review -- involving a variation of the
cursory treatment described in the preceding paragraph, will entail notification
to the registrant that only a limited review of the registration material has
been made and only such comments as may arise from such review will be furnished.
deristrants will be requested to provide letters from the same individuals
mentioned in the preceding paragraph containing similar representations. ZXegis-
tration statements reviewed in a summary fashion will be declared effective as
descrided in the preceding paragraph upon receipt of both the above-mentioned
assurances and upon satisfactory compliance with the limited comments of the
staff,

4. Customary Review

In the final category of review, registration sfatements will receive a
more complets accounting, financial and legal review,

Hotwithstanding the type of review applied to a registration statement,
the Commission hereby again advises registrants that the statutory burden of
disclosure is on the issuer, its affiliates, the underwriter, accountants and
other experts; that as a matter of law this burden cannot be shifted to the
staff; and that the current workload is such that the staff cannot undertake
additional review and comments. .Attention is directed to the case of Esgott
v, 3arChris Construction Corporation, et al., 283 F. Supp., 643 (DC, 5.D.R.Y.,
19683} .

The Jivision recognizes that due to the utilization of gradations of
review, certain disclosures may appear in particular prospectuses which do
not appear in others. Such differences in disclosure will not, however,
preclude the staff from commenting upon the presence or absence of specific
disclosures in the review of eother filings.

Need for Renewed Cooperation of the Bar, Accounting and Financial
Communities '

In addition to the measures to be adopted by the staff in its effort to
reduce the time in registration, several steps can and should be taken by the
issuers, counsels, underwriters, and accountants which will contribute signif-
icantly towards meeting that objective in a manner consistent with the protection
of investors and the traditions of high standards of disclesure. Specifically,
the Commission reguests that such persons proceed as follows:
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Readability

Prepare prospectuses with an emphasis on "readability" and 'under-
standability”, The functlon of a prospectus is to communicate through
effective disclosure to the investor, Disclosure contained in a
registration astatement falls far short of its statutory purpose

if organized and expressed in such a way as not to convey the

required information to the investor in an understandable fashion,

The following are some but by no means an inclusive list of sug-
gestions to achieve this,

a. Write short and simple sentences rather than complex cnes,.

b. Do not clutter up the cover page.

¢. Use visual aids, such as tables and charts (alsc see
Securities Act Release No. 5171 relating to pictorial
and graphic representations),

d. Wwhere appropriate, inelude an introductory statement in
the forepart cof the prospectus which would enumerate in
a clear, concise manner the specific factors which make
the purchase of the securities one of high risk. The
different risk factors should be broken out into separate
paragraphs with a caption in bold face type which concigely
identifies the risk described therein.

e.. In the case of lengthy or complex prospectuses, Iinclude a
relatively short, readable summary in the forepart of the
prospectus.

''Getting In Line"

Do not file a registration statement with the Commission which fails
to meet the statutory standards in order to “get in line', in the
expactation that the staff's comments will provide the requisite
compliance with these standards.

Transmittal Letters

Submit a letter of transmittal with the registration statement,
covering, among other matters, the following:

&. Particular disclosure and accounting problems;

b. A realistic desired time schedule for effectiveness
of the registration statement. While the staff will
endeavor tc meet such time schedules, there is no
assurance that this will occur; aceordingly issuvers
should initially recognize this in terms of their
planning;

e, A representation by registrants using particular
forms such as 5-7, 3-8, 5-9 and 5-16, that they have
reviewed the various criteria for eligibility for a
particular form and that such criteria have been satisfied;

d. A statement that the registrant has reviewed and responded
to all applicable paragraphs in Securities Act Release No,
4936, Reference should be made to the location in the
prospectus cf those responses. Where responses to certain
apparently relavant paragraphs have not been made, a brief
statement as to the reasons therefor should be provided.
Registrants should be particularly conscicus of the possible
need to update financial statements and related data in
accordance with the guidelines set forth in paragraph 23
of Release No, 4936;
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e, A statement, where applicable, that a repeat filing is .
modeled after a recent effective filing of the same issuer,
together with an indication of the prior registration
statement number and how the present filing differs from
the previous onej

f. A statement, where applicable, that the registrant is
awaiting a legal opinion from counsel or a ruling from a
federal or local agency at the time of filing, which is
relevant to the contents of the registration statement.

In this connection, reference should be made to the status
of that opirnion or rullng and the time of its anticipated
receipt; and

g. A statement, if applicable, pursuant to Securities Act
Release Ho. 5196 as to whether all 1934 Act reports required
te be filed have been filed and are complete,

4, Covering Letter Accompanying Amendments

Submit a letter with each amendment including among other matters
the following:

a. A response to each staff comment. Should a particular
comment not be dealt with either in part or whole, the
registrant should indicate the reasons therefor; ’

b. A reproduced copy of the staff's letter of comment with
the appropriate indication in the margin of that letter
as to the page and paragraph in the registration statement
on which the response to the comment is reflected;

c¢. A description of what steps have been taken to comply
with the provisions of Rule 15¢2-8 under the Securities
fxchange .ct and Securitles Act Release No, 4968 con-
.concerning distribution and redistribution of prospectuses;
and

d. A statement as to the status of any review of the under-
writing arrangements by the NASD.

5. ledlining Amendments

The redlining of the amendment should be snecific so as to highlight
only the particular change wade, as opposed to running & red mark
down the margin of the entire page or lengthy paragraph in which

a more narrow revision is comtained.

6. Communications With the staff

Exercise restraint in considering whether to communicate with members
of the staff, in person or by telephone. While the communication of
a material development which might have an impact on the filing is
encouraged, inguiries as to the status of a £iling tend to contribute
to the delay of the processing of all filings. Persons calling should
also identify immediately the registrant inveolved.

Invitation For Comments

Interested persons are invited to write directly te Alan B, Levenson,
Pirector, Division of Corporation Finance with any suggestions or
comments designed to improve administration of the review process or
to achieve greater uniformity of treatment,
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For RELEASE Monday, August 16, 1971

SECURITIES AND EXCHANGE COMMISSION
Washington, D. C. 20549

SECURITIES ACT OF 1933
Release No. 5180

GUIDELINES FOR THE RELEASE OF INFORMATION
BY ISSUERS WHOSE SECURITIES ARE IN REGISTRATTION

The Commission today took note of situations when issuers whose securi-
ties are "in registration" 1/ may have refused to answer legitimate inquiries
from stockholders, financial analysts, the press or other persons concerning
the company or some aspect of 1ts business, The Commission hereby emphasizes
that there is no basis in the securitles acts or in any pelicy of the
Commission which would justify the practice of non-disclosure of factual
information by a publicly bheld company on the grounds that it has securities
in registration under the Securities Act of 1933 (MAct™), Neither a company
in registration nor its representatives should instigate publicity for the
purpose of facilitating the sale of securities in a proposed offering.
Further, any publication of information by a company in registration other
than by means of a statutory prospectus should be limited to factual in-
formation and should not include such things as predictions, projections,
forecasts or opinions with respect to value.

A basic purpose of the Act and the Securities Exchange Act of 1834 is
to require dissemination of adequate and accurate {nformation concerning
issuers and their securities in connection with the offer or sale of securi-
ties to the public, and the publication periodically of material business
and financial facts, knowledge of which is essential to an informed trading
market In such securities. It has beern asserted that the increasing
obligations and incentives of corporations to make timely disclesures con-
cerning their affairs creates a possible conflict with statutory restrictions
on publication of information concerning a company which has securities in
registration., As the Commission has stated in previously issued releases
this conflict may be more apparent than real. Disclosure of factual infor-
mation in response to inquiriles or resulting from a duty to make prompt
disclesure under the antifraud provisions of the securities acts or the
timely disclosure policies of self-regulatory organizations, at a time
when a registered offering of securities is contemplated or in process, can
and should be effected in a manner which will not unduly influence the pro-
posed offering. 2/

1/ "In registration" is used herein to refer to the entire process of
registration, at least from the time an issuer reaches an understanding
with the broker-dealer which is to act as managing underwriter prior to
the filing of a registration statement and the pericd of 40 to 90 days
during which dealers must deliver a prospectus.

2/ Under Rule 135, as recently amended by Securities Act Release No. 5101,
for example, a notice given by an issuer that it proposes to make a public
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Statutory Requirements

In order for issuers and their representatives to avoid problems in
responding to inquiries, it is essential that such persons be familiar with
the statutory requirements governing this area. Generally speaking, Section
5{c) of the Act makes it unlawful for any perscn directly or indirectly to
make use of any means or instruments of interstate commerce or of the mails
to offer to sell a security unless a registration statement has been filed
with the Commission as to such security. Questions arise from time to time
because many persons do not realize that the phrase "offer to sell" is
broadly defined by the Act and has been liberally construed by the courts
and Commission. For example, the publication of information and statements,
and publicity efforts, made in advance of a proposed financing which have
the effect of conditioning the public mind or arcusing public interest in
the issuer or in its securities constitutes an offer in violation of the
Act, The same holds true with respect to publication of information which
is part of a selling effort between the filing date and the effective date
of a registration statement.

Section 5(a) of the Act makes it unlawful to sell a security unless a
registration statement with respect to such security has become effective.
Section 5(b) makes it unlawful to make use of any means or instruments of
transportation or communication in interstate commerce or of the mails to
transmit a prospectus with respect to any security as to which a registration
statement has been filed unless such prospectus contains the information
specified by Section 10 of the Act. Pitfalls may be encountered because
the term "prospectus’ has a broad meaning, The Act defines prospectus to
include any notice, circular, advertisement, letter or communication written
or by radic or television, which offers any security for sale except that
any communication sent after the effective date of a registration statement
shall not be deemed a prospectus if, prior tc or at the same time with such
a communication, a written prospectus meeting the requirements of Section 10 3/
of the Act was sent or given. 4/

offering of securities to be registered under the Act is not deemed to
constitute an offer of such securities for sale if the notice states that
the offering will be made only by means of a prospectus and contains only
certain specified information.

3/ Such a prospectus would contain information concerning, among other things,
the issuer's financial condition, business, property, management, and cer-
tain information about the offering including the manner of the offering
and the intended use of the proceeds received,

4/ However, Section 2{10) of the Act and Rule 134 promulgated pursuant there-
to exclude from the term "prospectus" the use of the 'Tombstone ad" and
the "identifying statement' described thereunder. Furthermore, Rules 433,
434 and 434A relate to the use of preliminary and summary prospectuses.



-3 - 33-5180
Guidelines

The Conmission strongly suggests that all issuers establish internal
procedures designed to avoid problems relating to the release of corporate
information when in registration. As stated above, issuers and their
representatives should not initiate publicity when in registration, but
should nevertheless respond to legitimate inquiries for factual information
asbout the company's financial condition and business operations., Further,
care should be exercised so that, for example, predictions, projections,
forecasts, estimates and epinions concerning value are not given with respect
to such things, among other, as sales and earnings and value of the issuer's
securities.,

It has been suggested that the Commission promulgate an all inclusive
list of permissible and prohibited activities in this area. This is not
feasible for the reason that determinations are based upon the particular
facts of each case, However, the Commission as a matter of policy encourages
the flow of factual information to shareholders and the investing public.
Issuers in this regard should:

1, Continue to advertise products and services.

2. Continue to send out ecngtomary quarterly, annual and other
periodic reports to stockholders,

3. Continue to publish proxy statements and send out dividend
notic es.

4, Continue to make announcements to the press with respect to
factual business and financial developments; i.e., receipt of a con-
tract, the settlement of a strike, the opening of a plant, or similar
events of interest to the community in which the business operates.

5. Answer unsolicited telephone inquiries from stockholders,
financial analysts, the press and others concerning factual information,

6. Observe an "open door' policy in responding to unsolicited
inquiries concerning factual matters from securities amalysts, financial
analysts, security holders, and participants in the communications
field who have a legitimate interest in the corporation's affairs.

7. Continue to hold steockholder meetings as scheduled and to
answer shareholders' inquiries at stockholder meetings relating to
factual matters.
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In order to curtail problems in this area, issuers ia this regard
should avoid:

1. Issuace of forecasls, projec.ions, or predictic-s relating
but not limited to revenuss, income, or earnings per share.

2. Publishing opinions co:cerniug values,

In the event a company publicly releases material information concerning
new corporate developments during the period that a registration statement
is pendi g, the registration stateme t should be amended at or prior to the
time the information is released., If this is sot done and such information
is publicly released through inadvertance, the pending regisitration statement
should be promptly amended to reflect such information.

The determination of whether an item of information or publicity could
be deemed to constitute an offer - a step in the selling effort - in viclation
of Section 5 must be made by the issuer in the light of all the facts and
circumstances surrounding each case. The Commission recognizes that
questions may arise from time to time with respect to the release of infor-
mation by companies in registration and, while the statutory obligation
always rests with the company and can never be shifted to the staff, the
staff will be available for consultation concerning such questions. Tt is
not the function of the staff to draft corporate press releases. If a
company, however, desires to congult with the staff as to the application
of the statutory requirements to a particular case, the staff will continue
to be available, and in this regard the pertinent facts should be set forth
in written form and submitted in sufficient time to allow due consideration.

By the Commission.

Thecdore L. Humes
Associate Secretary
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SECURITIES AND EXCHANGE COMMISSION
Waghington, D, C. 20549

SECURITIES ACT OF 1933
Release No. 5180

GUIDELINES FOR THE RELEASE OF INFORMATION
BY ISSUERS WHOSE SECURITIES ARE IN REGISTRATION

The Commission today took note of situations when issuers whose securi-
ties are '"in registration” 1/ may have refused to answer legitimate inquiries
from stockholders, financial analysts, the press or other persons concerning
the company or some aspect of its business. The Commission hereby emphasizes
that there 1s no basis in the securities acts or in any policy of the
Commission which would justify the practice of non-disclosure of factual
information by a publicly held company on the grounds that it has securities
in registration under the Securities Act of 1933 ("Act")}. Neither a company
in registration nor its representatives should instigate publicity for the
purpose of facilitating the sale of securities in a proposed offering.
Further, any publication of information by a company In registration other
than by means of a statutory prospectus should be limited to factual in-
formation and should not include such things as predictions, projections,
forecasts or opinions with respect toc value,

A basic purpose of the Act and the Securities Exchange Act of 1934 is
to require dissemination of adequate and accurate information concerning
issuers and their securities in connection with the offer or sale of securi-
ties to the public, and the publication periocdically of material business
and financial facts, knowledge of which is essential to an informed trading
market in such securities, It has been asserted that the increasing
obligations and incentives of corporations to make timely disclosures con-
cerning their affairs creates a possible conflict with statutory restrictions
on publication of information c¢oncerrning a company which has securities in
registration. As the Commission has stated in previously issued releases
this conflict may be more apparent than real. Disclosure of factual infor-
mation in response to inquiries or resulting from a duty to make prompt
disclosure under the antifraud provisions of the securities acts or the
timely disclosure policies of self-regulatory organizations, at a time
when a registered offering of securities is contemplated or in process, can
and should be effected in a manner which will not unduly influence the pro-
posed offering. 2/

1/ "In registration" is used herein to refer to the entire process of
registration, at least from the time an issuer reaches an understanding
with the broker~dealer which is to act as managing underwriter prior to
the filing of a registration statement and the period of 40 to 90 days
during which dealers must deliver a prospectus.

2/ Under Rule 135, as recently amended by Securities Act Release No. 5101,
for example, a notice given by an issuer that it proposes to make a public
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Statutory Reguirements

In order for issuers and their representatives to avoid problems in
responding to inquiries, it Is essential that such persons be familiar with
the statutory requirements governing this area. Generally speaking,Section
5(c) of the Act makes it unlawful for any person directly or indirectly to
make use of any means or instruments of interstate commerce or of the mails
to offer to sell a security unless a registration statement has been filed
with the Commission as to such security. Questions arise from time to time
because many persons do not realize that the phrase ""offer to sell" is
broadly defined by the Act and bas been liberally construed by the courts
and Commission. For example, the publication of information and statements,
and publicity efforts, made in advance of a proposed financing which have
the effect of conditioning the public mind or arousing public interest in
the issuer or in its securities constitutes an offer in violation of the
Act., The same holds true with respect to publication of information which
is part of a selling effort between the fillng date and the effective date
of a registration statement.

Section 5(a) of the Act makes it unlawful to sell a security unless a
registration statement with respect to such security has become effective.
Section 5(b) makes it unlawful to make use of any means or instruments of
transportation or communication in interstate commerce or of the mails to
transmit a prospectus with respect to any security as to which a registration
statement has been filed unless such prospectus contains the information
specified by Section 10 of the Act. Pitfalls may be encountered because
the term "prospectus” has a broad meaning. The Act defines prospectus to
include gny notice, circular, advertisement, letter or communication written
or by radio or television, which offers any security for sale except that
any communication sent after the effective date of a registration statement
shall not be deemed a prospectus if, prior to or at the same time with such
a communication, a written prospectus meeting the requirements of Section 10 3/
of the Act was sent or given. &/

offering of securities to be registered under the Act is not deemed to
constitute an offer of such securities for sale if the notice states that
the offering will be made only by means of a prospectus and contains only
certain specified information.

3/ Such a prospectus would contain information concerning, among other things,
the issuer's financial condition, business, property, management, and cer-
tain information about the coffering including the manner of the offering
and the intended use of the proceeds received.

4/ However, Section 2(10) of the Act and Rule 134 promulgated pursuant there-
to exclude from the term '"prospectus' the use of the "Tombstone ad" and
the "identifying statement' described thereunder., Furthermore, Rules 433,
434 and 434A relate to the use of preliminary and summary prospectuses.
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Guidelines

The Conmission strongly sugpests that all issuers establish internal
procedures designed to avoid problems relating to the release of corporate
information when in registration., As stated above, issuers and their
representatives should not initiate publicity when in registration, but

should nevertheless respond to legitimate Inquirles for factual information

about the company's financial condition and business operations. Further,
care should be exercised so that, for example, predictions, projections,

forecasts, estimates and epinionsg concerning value are not given with respect
to such things, among other, as sales and earnings and value of the issuer's

securities.

It has been suggested that the Commission promulgate an all inclusive
list of permissible and prohibited activities in this area. This is not
feasible for the reason that determinations are based upon the particular

facts of each case, However, the Commission as a matter of policy encourages

the flow of factual information to shareholders and the investing public.
Issuers in this regard should:

1. Continue to advertise products and services.

2, Continue to send out customary gquarterly, annual and other
periodic reports to stockholders,

3. Continue te publish proxy statements and send out dividend
notic es,

4. Continue to make announcements to the press with respect to
factual business and financial developments; i.e., receipt of a con-
tract, the settlement of a strike, the opening of a plant, or similar
events of interest to the community in which the business operates.

5. Answer unsolicited telephone inquiries from stockholders,

financial amalysts, the press and others concerning factual information.

6, Observe an 'open door" policy in responding to unsolicited

inquiries concerning factual matters from securities analysts, fiunancial

analysts, security holders, and participants in the communications
field who have a legitimate interest in the corporation's affairs.

7. Continue to hold stockholder meetings as scheduled and to
answer shareholders' inquiries at stockholder meetings relating to
factual matters.
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In order to curtail problems in this area, issuers ia this regard
should avoid:

1. Issua ce of forecasts, projec: ions, or predictio-s relating
but not limited to revenues, incoma, or earnings per share.

2. Publishing opinions co:cerning values.

In the event a company publicly releases material information concerning
new corporate developments during the period that a registration statement
is pendi.g, the registration stateme t should be amended at or prior to the
time the information is released. If this is not done and such information
is publicly released through inadvertance, the pending registration statement
should be promptly amended to reflect such information,

The determination of whether an item of information or publicity could
be deemed to constitute an offer - a step in the selling effort -~ in viclation
of Section 5 must be made by the issuer in the light of all the facts and
circumstances surrounding each case. The Commission recognizes that
questions may arise from time to time with respect to the release of infor-
mation by companies in registration and, while the statutory obligation
always rests with the company and can never be shifted to the staff, the
staff will be available for consultation concerning such questions. It is
not the function of the staff to draft corporate press releases. 1If a
company, however, desires to consult with the staff as to the application
of the statutory requirements to a particular case, the staff will continue
to be available, and in this regard the pertinent facts should be set forth
in written form and submitred Iin suffiecient time to allow due consideration.

By the Commission.

Theodore L., Humes
Assoclate Secretary
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SECURITIES AND EXCHANGE COMMISSION
Washington, D. C. 20549

SECURITIES ACT OF 1933
Release No. 5180

GUIDELINES FOR THE RELEASE OF INFORMATION
BY ISSUERS WHOSE SECURITIES ARE IN REGISTRATION

The Commission today took note of situations when iassuers whose securi-
ties are "in registration” 1/ may have refused to answer legitimate inquiries
from stockholders, financial analysts, the press or other persons concerning
the company or some aspect of its business. The Commission hereby emphasizes
that there is no basis in the securities acts or in any policy of the
Commission which would justify the practice of non~disclosure of factual
information by a publicly held company on the grounds that it has securities
in registration under the Securities Act of 1933 ("Act")., Neither a company
in registration nor its representatives should instigate publicity for the
purpose of facilitating the sale of securities in a proposed offering.
Further, any publication of information by a company in registration other
than by means of a statutory prospectus should be limited to factual in-
formation and should not include such things as predictious, projections,
forecasts or opinions with respect to value.

A basic purpose of the Act and the Securities Exchange Act of 1934 is
to require dissemination of adequate and accurate information concerning
issuers and their securities in connection with the offer or sale of securi-
ties to the public, and the publication periodically of material business
and financial facts, knowledge of which is essential to an informed trading
market in such securities. It has been asserted that the increasing
obligations and incentives of corporations to make timely disclosures con-
cerning their affairs creates a possible conflict with statutory restrictions
on publication of information concerning a company which has securities in
registration. As the Commission has stated in previously issued releases
this conflict may be more apparent than real. Disclosure of factual infor-
mation in response to inquiries or resulting from & duty to make prompt
disclosure under the antifraud provisions of the securities acts or the
timely disclosure pelicles of self-regulatory organizations, at a time
when a registered offering of securities is contemplated or in process, can
and should be effected in a manner which will not unduly influence the pro-
posed offering. 2/

1/ "In registration" is used herein to refer to the entire process of
registration, at least from the time an issuer reaches an understanding
with the broker-dealer which is to act as managing underwriter prior to
the filing of a registration statement and the period of 40 to 90 days
during which dealers must deliver a prospectus.

2/ Under Rule 135, as recently amended by Securities Act Release No. 5101,
for example, a notice given by an issuer that it proposes to make a public
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Statutory Requirements

In order for issuers and their representatives to avoid problems in
responding to inquiries, it 1s essential that such persons be familiar with
the statutory requirements governing this area. Generally speaking,Section
5(c} of the Act makes it unlawful for any persocn directly or indirectly to
make use of any means or instruments of interstate commerce or of the mails
to offer to sell a security unless a registration statement has been filed
with the Commission as to such security. Questions arise from time to time
because many persons de not realize that the phrase "offer to sell" is
broadly defined by the Act and has been liberally construed by the courts
and Commission. For example, the publication of information and statements,
and publicity efforts, made in advance of a proposed financing which have
the effect of conditioning the public mind or arousing public interest in
the issuer or in its securities constitutes an offer in violation of the
Act. The same holds true with respect to publication of informaticn which
is part of a seliing effort between the filing date and the effective date
of & registration statement.

Section 5(a) of the Act makes it unlawful to sell a security unless a
registration statement with respect to such security has become effective.
Section 5(b) makes it unlawful to make use of any means or instruments of
transportation or communication in interstate commerce or of the mails to
transmit a prospectus with respect to any security as to which a registratien
statement has been filed unless such prospectus contains the information
specified by Section 10 of the Act, Pitfalls may be encountered because
the term "prospectus' has a broad meaning, The Act defines prospectus to
include any notice, circular, advertisement, letter or communication written
or by radio or television, which offers any security for sale except that
any communication sent after the effective date of a registration statement
shall not be deemed a prospectus if, prior to or at the same time with such

a communication, a written prospectus meeting the requirements of Section 10 3/

of the Act was sent or given., 4/

offering of securities to be registered under the Act is not deemed to
constitute an offer of such securities for sale if the notice states that
the offering will be made only by means of a prospectus and contains only
certain specified information.

3/ Such a prospectus would contain information concerning, among other things,
the issuer's financial condition, business, property, management, and cer-

tain information about the offering including the manner of the offering
and the intended use of the proceeds received.

to exclude from the term "prospectus" the use of the ""Tombstone ad" and

the 'identifying statement"” described thereunder., Furthermore, Rules 433,

434 and 434A relate to the use of preliminary and summary prospectuses.

4/ However, Section 2(10) of the Act and Rule 134 promulgated pursuant there-
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Guidelines

The Commission strongly suggests that all issuers establish internal
procedures designed to avoid problems relating to the release of corporate
information when in registration. As stated above, issuers and their
representatives should not initiate publicity when in registration, but
should nevertheless respond to legitimate inquiries for factual information
about the company's financial condition and business operations. Further,
care should be exercised so that, for example, predictions, projections,
forecasts, estimates and epinions concerning value are not given with respect
to such things, among other, as sales and earnings and value of the issuer's
securities.

It has been suggested that the Commission promulgate an all inclusive
list of permissible and prohibited activities in this area. This is not
feasible for the reason that determinatlons are based upon the particular
facts of each case. However, the Commission as a matter of policy encourages
the flow of factual information to shareholders and the investing public.
Issuers in this regard should:

1. Continue to advertise products and services.

2., Continue to send out customary quarterly, annual and other
perfodic reports to stockholders.

3. Continue to publish proxy statements and send out dividend
notic es,

4. Continue to make announcements to the press with respect to
factual business and financial developments; i.e., receipt of a con-
tract, the settlement of a strike, the opening of a plant, or similar
events of interest to the community in which the business operates.

5. Answer unsolicited telephone inquiries from stockholders,
financial analysts, the press and others concerning factual information.

€., Observe an '‘open door" policy in responding to unsolicited
inquiries concerning factual matters from securities analysts, financial
analysts, security holders, and participants in the communications
field who have a legitimate interest in the corporation's affairs.

7. Continue to hold stockholder meetings as scheduled and to
answer shareholders' inquiries at stockholder meetings relating to
factual matters,
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In order to curtail problems in this area, issuers is this regard
should avoid:

1. Issua ce of forecasts, prejeciions, or predictic-s relating
but not limited to revenues, income, or earnings per share.

2. Publishing opinions co:cerniug values,

In the event a company publicly releases material information concerning
new corporate developments during the period that a registration statement
is pendiag, the registration stateme t should be amended at or prior to the
time the information is released. 1If this is not done and such information
is publicly released through inadvertance, the pending registration statement
should be promptly amended to reflect such information,

The determination of whether an item of information or publicity could
be deemed to constitute au offer -« a step in the selling effort - in vioclation
of Section 5 must be made by the issuer in the light of all the facts and
circumstances surrounding each case. The Commission recognizes that
questions may arise from time to time with respect to the release of infor-
mation by companies in registration and, while the statutory obligation
alwvays rests with the company and can never be shifted to the staff, the
staff will be available for consultation concerning such questions. It is
not the function of the staff to draft corporate press releases. If a
company, however, desires to consult with the staff as to the application
of the statutory requirements to a particular case, the staff will continue
to be available, and in this regard the pertinent facts should be set forth
in written form and submitted in suffieient time to allow due consideration,

By the Commission.

Theodore L. Humes
Agsociate Secretary



For RELEASE Wednesday, December 30, 1970

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

SECURITIES ACT OF 1933
Release No. 5121

USE OF LEGENDS AND STOP-TRANSFER INSTRUCTIONS
AS EVIDENCE OF NON-PUBLIC OFFERING

The Securities and Exchange Commissicn has authcorized the
publication of the following statement which sets forth the policy
of the Commission's Division of Corporation Finance in connection
with the avallability of the exemptlon under Section 4(2) from the
registration provisions of the Securities Act of 1933, Section 4(2)
of the Act provides for an exemption for 'transactions by an issuer
not invelving any public offering," the so-called "private offering
exemption."

Whether the transaction is one not involving any public
offering 1s essentially a question of fact and necessitates 4
consideration of all the surrounding circumstances, including such
factors as the relationship between the offerees and the issuer, the
nature, scope, size, type and manner of the offering. The availability
of the exemption turns on the question of "...the need of the offerees
for the protection afforded by registration.” See S5.E.C. v. Ralston
Purina Company, 346 U.S. 119 (1953) and Securities Act Release No. 45352
(1962).

An important factor to be considered is whether the securities
offered have come to rest in the hands of the initially informed group
or whether the purchasers are merely conduits for a wider distribution,
It is essential that the issuer of the securities take careful
precautions to assure that a public offering does not result through
resales of securities purchased in transactions meeting the tests set
forth in the Ralston Purina case, for, if in fact the purchasers do
acquire the securities with a view to distribution, the seller assumes
the risk of possible violation of the registration requirements of the
Act and consequent civil and criminal liabilities.

These possibilities have led to the practice whereby issuers
procure from the initial purchasers representations that they have
scquired the securities for investment. A statement from an initlal
purchaser that he is purchasing for investment is not conclusive as to
his actual intent. However, since the terms of an exemption are to be
strictly construed against a claimant who has the burden of proving its
availability, in many cases the issuer has placed a legend on such
securities and stop-transfer instructions have been issued to the
transfer agent. These precautions - placing the legend on the
securities and issuing the stop-transfer orders - are not to be
regarded as a basis for exemption, but they have proved in many cases
to be an effective means of preventing illegal distributions. The
use of the legend also alerts the buyer to the restricted character
of the securities he has acquired and thus calls attention to
material facts which assist in the protection of public investers.
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The Legal and Compliance Committee of the Association of
Stock Exchange Firms has recommended on a number of occasions that
the Exchanges adept a requirement that issuers of listed securities
legend certificates that represent securities issued under an
investment restriction. The American Stock Exchange requires that
investment stock be legended because it feels that this restrictive
legend would aid brokers in carrying out their responsibilities under
the Exchange's Rule 411 which requires members to use diligence to
learn the essential facts relative to every customer and to every
order or account accepted.

The Division will regard the presence or absence of an appropriate
legend and stop-transfer instructions as a factor in considering whether
the circumstances surrounding the offering are comnsistent with the ex-
emption under Section 4(2) of the Act., Consequently, issuers are urged
to stamp or print on the face of certificates or other ilnstruments eyi-
dencing restricted securities a conspicuous legend referring to the fact
that the securities have not been registered under the Securities Act of
1933 and may be offered and sold only if registered pursuant to the pro-
visions of that Act or if an exemption from registration is available.
Issuers are also urged to issue stop-transfer instructions to prevent
the transfer of the securities in such cases.

By the Commission,
Orval L. DuBois

Secretary .
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For RELEASE Thursday, November 19, 1970

SECURITIES AND EXCBANGE COMMISSION
Washington, D. C. 20549

SECURITIES ACT OF 1933
Release No. 5101

SECURITIES EXCHANGE ACT OF 1934
Release No. 9010

ADOPTION OF RULES REIATING TO PUBLICATION OF INFORMATION AND DELIVERY
OF PROSPECTUS BY BROKER-DEALERS PRIOR TO OR AFTER THE FILING
OF A REGISTRATTON STATEMENT UNDER THE SECURITIES ACT OF 1933

The Securities and Exchange Commission has adopted rules under the
Securities Act of 1933 and the Securities Exchange Act of 1934 designed to
establish staandards for determining circumstances under which broker-dealers
may publish certain information about an issuer which proposes to or has
registered securities under the 1933 Act, and also to clarify a dealer's
obligation to deliver prospectuses under Section 4(3) of that Act, and the
antifraud provisions of the 1934 Act. The Commission gave notice it pro-
posed to adopt such rules on October 7, 1969, in Securities Act Release
5010.

Information, opinions or recommendations by a broker-dealer about
securities of an issuer proposing to register securities under the Securities
Act of 1933 for a public coffering or having securities so registered, may
constitute an offer to sell such securities within the meaning of Sections
2(3) and 5 of that Act, particularly when the broker-dealer is to partici-
pate in the distribution as an underwriter or selling group member. Pub-
lishing such information may result in a violation of Section 5 of the Act,

It is the purpose of the adopted rules to provide guidance to broker-
dealers and to alleviate such requirements where it appears that the purposes
and policies of the Act will not be prejudiced while assuring that persons
engaged in the digtribution of a registered offering and their customers will
be supplied with the disclosure afforded by the statutery prospectus,

Summary of Rules Adopted under the Securities Act of 1933

Rule 135. Amendments to this rule permit publishing a notice that an
issuer proposes tc make a cash offering of securities to be registered under
the 1933 Act. The requirement that such notices be sent 60 days prior to
the record date or the proposed date of the initial offering has been deleted.
The language of the rule has been revised and simplified.

Rule 137. This new rule is designed to clarify the status of dealers
not participating in a distribution. 1t permits publication and distribution
by a dealer in the regular course of business of information, opinions, or
recomnendations regarding securities of a reporting company which has filed
or proposes to file a registration statement under the Act.
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Rule 138, New Rule 138 permits a broker-dealer participating in an
offering of non-convertible senior securities registered on Form S5-7 or
S-9 to publish opinions or recommendations concerning the issuer's common
stock, and vice versa.

Rule 139. New Rule 139 permits a broker-dealer participating in an
offering to publish at regular intervals, as part of a comprehensive list
of securities, opinions or recommendations concerning the issuer provided
it is a reporting company. The opinion or recommendation, however, must
not be given special prominence, and must not be more favorable than the
last previous opinion distributed before the broker-dealer became a parti-
cipant.

Rule 174. The amendments to this rule eliminate the prospectus de-
livery requirement for dealers, other than participating dealers selling
any unsold participation, during the 40 or 90 day period after the effec-
tive date of the registration statement or the commencement of the offering,
whichever is later, with respect to sales of securities of issuers required
to file reports under the Securities Exchange Act of 1934,

Summary of Rule Adopted under the Securities Exchange Act of 1934

Rule 15c2-8. This is a new rule under the Securities Exchange Act of
1934 relating to the distribution of preliminary and final prospectuses.
The rule provides that a broker-dealer participating in a distribution must
take reasonable steps to see to it that any person desiring a copy of a
preliminary or final prospectus receives a copy. Each salesman who is ex-
pected to offer the securities must receive a copy of the preliminary pro-
spectus and, if he is expected to offer the securities after the effective
date of the registration statement, he must receive a copy of the final
prospectus. The managing underwriter must take reasonable steps to see
that broker-~dealers participating in the distribution receive a sufficient
number of copies of the prospectus to comply with the rule and with Section
5(b) of the Securities Act of 1933.

The text of the new and amended rules follows:

Rule 135. Notice of Certain Proposed Offerings.

(a) For the purpose only of Section 5 of the Act, a notice given by
an issuer that it proposes to make & public offering of securities to be
registered under the Act shall not be deemed to offer any securities for sale
if such notice states that the offering will be made only be means of a pro-
spectus and contains no more than the following additional information:

(1) The name of the issuer;
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(2) The title, amount and basic terms of the securities pro-
posed to be offered, the amount of the offering, if any, to be made
by selling security holders, the anticipated time of the offering
and a brief statement of the manner and purpose of the offering
without naming the underwriters;

(3) 1In the case of a rights offering to security holders of
the issuer, the class of securities the holders of which will be
entitled to subscribe to the securities proposed to be offered, the
subscription ratio, the proposed record date, the approximate date
upon which the rights are proposed to be issued, the proposed term
or expiration date of the rights and the approximate subscription
price, or amy of the foregoing;

(4) In the case of an offering of securities in exchange for
other securities of the issuer or of another issuer, the name of
the issuer and the title of the securities to be surrendered in ex-
change for the securities to be offered, the basis upon which the ex-
change may be made, or any of the foregoing;

(5) 1In the case of an offering to employees of the issuer or to
emp loyees of any affiliate of the issuer, the name of the employer and
class or classes of employees to whom the securities are proposed to
be offered, the offering price or basis of the offering and the period
during which the eoffering is to be made, or any of the foregoing; and

(6) Any statement or legend required by State law or adminis-
trative authority.

{b} Any notice contemplated by this rule may take the form of a news
reiease or a written communication directed to security holders or employees,
as the case may be, or other published statement.

Rule 137. Definition of '"offers', 'participates', or '"participation' in
Section 2(11) in relation to certain publications by persons
independent of participants in a distribution.

The terms '"offers'", "participates', or "participation" in Section 2(11)
shall not be deemed to apply to the publication or distribution of informa-
tion, opinions or recommendations with respect to the securities of an issuer
which is required to file reports pursuant to Section I3 or 15(d) of the
Securities Exchange Act of 1934 and has filed or propeses to file a regis-
tration statement under the Securities Act of 1933 if--

(a) such information, opinions and recommendations are published
and distributed in the regular course of its business by a dealer which
is not and does not propose to be a member of the underwriting syndi-
cate or dealer group in connection with the distribution of the security
te which the registration statement relates; and
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(b) such dealer receives no consideration, directly or in-
directly, in connection with the publication and distribution of such
information, opinlons or recommendations from the issuer, a selling
security holder or any member of the underwriting syndicate or dealer
group or any other person interested in the securities tosuhich the
registration statement relates, and such Information, opinions or
recommendations are neot published or distributed pursuant to any
arrangement or understanding, direct or indirect, with such issuer,
underwriter, dealer or selling security holder; provided, however,
that nothing herein shall forbid payment of the regular subscription
or purchase price of the document or other written communication in
which such information, opinions or recommendations appear.

Rule 138, Definiticn of "offer for sale' and "'offer to sell" in Sections
2(10} and 5(c) in relation to certain publications.

{(a) Where an issuer which meets all of the conditions for the use of
Form S-7 or 5-% has filed or proposes to file a registration statement under
the Act relating solely to a non-convertible debt security or to a non-
convertible, non-participating preferred stock, publication or distribution
in the regular course of its business by a dealer of information, opinions
or recommendations relating solely to common stock or to debt or preferred
stock convertible into common stock of such issuer shall not be deemed to
constitute an offer for sale or offer to sell the security to which such
registration statement relates for purposes of Sections 2{10) and 5(c) of
the Act, even though such dealer is or will be a member of the underwriting
syndicate or dealer group in connection with the distribution of the security
to which such registration statement relates.

(b) Where an issuer which meets all of the conditions for the use of
Form $-7 has filed or proposes to file a registration statement under the
Act relating solely to common stock or to debt or preferred stock convertible
into common stock, the publicatien or distribution in the regular course of
its business by a dealer of information, opinions or recommendations relating
solely to a non~convertible debt security, or to a non-convertible, non-
participating preferred stock, shall not be deemed to constitute an offer
for sale or offer to sell the security to which such registration statement
relates for purposes of Sections 2(10) and 5(c¢) of the Act, even though
such dealer is or will be a member of the underwriting syndicate or dealer
group in connection with the distribution of the security to which such
registration statement relates.

Rule 139. Definition of "offer for sale' and "cffer to sell'” in Sections
2¢10) and 5(¢) in relation to certain publications.

Where an issuer which is required to file reports pursuant to Section
13 or 15(d) of the Securities Exchange Act of 1934 has filed or proposes to
file a registration statement under the Securities Act of 1933 relating to
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its securities, the publication or distribution by a dealer, in the

regular course of its business, of information, an opinion or a recommen-
dation with respect to the securities so registered or proposed to be regis-
tered shall not be deemed to constitute an offer for sale or offer to sell
such securities for the purposes of Section 2(10) and 5(c) of the Act, even
though such dealer is or will be a member of the underwriting syndicate or
dealer group in connection with the distribution of such securities if all
of the following conditions exist:

(a) such information, opinion or recommendation is contained
in a publication which has for at least the past 2 years been dis-
tributed with reasonable regularity on an annual or other more fre-
quent basis and each issue of which contains a comprehensive list
of securities currently recommended by such dealer;

(b) such information, opinion or recommendation is given no
gredter space or prominence in such publication than that given to
other securities, and does not include projections of sales or
earnings beyond the issuer's current fiscal year or following fis~
cal year if within the last six months of the current fiscal year;
and

{c) an opinion or recommendation at least as favorable as to
the security was published by the dealer iu either the last publica-
tion of the same character or in a subsequent publication of a

- different character, which was previously distribuvted by such dealer.

Rule 174, Delivery of Prospectus by Dealers; Exemptions under Section 4(3)
of the Act.

"The obligations of a dealer (including an underwriter no longer acting
as an underwriter in respect of the security involved in such tramsactions)
to deliver a prospectus in transactions in a security as to which a regis-
tration statement has been filed taking place prior to the expiration of the
40 or 90 day period specified in Section 4(3) of the Act after the effective
date of such registration statement or prior to the expiration of such period
after the first date upon which the security was bona fide offered to the
public by the issuer or by or through an underwriter after such effective
date, whichever is later, shall be subject to the following provisions:

(a) No prospectus need be delivered if the registration statement is
on Form 5-12 or $-13 unless registration of the deposited security is also
required.

{b) No prospectus need be delivered if the issuer is subject, immedi-
ately prior to the time of filing the registration statement, to the report-
ing requirements of Section 13 or 15(d) of the Securities Exchange Act of
1934,

(¢) Where a registration statement relates to offerings to be made
from time to time no prosepctus need be delivered after the expiration of
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the initial prospectus delivery period specified in Section 4{3)} of the
Act following the first bona fide offering of securities under such
registration statement.

{(d) Notwithstanding the foregoing, the pericd during which a pro-
spectus must be delivered by a dealer shall be:

(1) As specified in Section 4(3) of the Act if the registration
statement was the subject of a stop order issued under Section B of
the Act; or

(2) As the Commission may provide upon application or on its
own motion in a particular case.

(e) Nothing in this rule shall affect the obligation to deliver a
prospectus pursuant toc the provisions of Section 5 of the Act by a dealer
who is acting as an underwriter with respect to the securities involved or
who is engaged in a transaction as to securities constituting the whole or
a part of an unsold allotment to or subscription by such dealer as a parti-
cipant in the distribution of such securities by the issuer or by or through
an underwriter.

Bule 152-8. Delivery of Prospectus,

(a) 1t shall constitute a deceptive act or practice, as those terms
are used in Section 1%(c)(2) of the Act, for a broker or dealer to partici-
pate in a distribution of securities with respect to which a registration
statement has been filed under the Securities Act of 1933 unless he complies
with the requirements set forth in paragraphs (b) through (g) below. For
the purposes of this rule a broker or dealer participating in the distribution
shall mean any underwriter and any member cr proposed member of the selling
group.

(b) Such broker or dealer shall take reasonable steps to furnish to
any person who makes written request for a preliminary prospectus between the
filing date and a reasonable time prior to the effective date of the regis-
tration statement to which such prospectus relates, a copy of the latest
preliminary prospectus on file with the Commission. Reasonable steps shall
include receiving an undertaking by the managing underwriter or underwriters
to mail such copy to the address given in the requests.

{(c) Such broker or dealer shall take reasonable steps to comply prompt-
ly with the written request of any person for a copy of the final prospectus
relating to such securities during the period between the effective date of
the registration statement and the later of either the terminatienm of such
distribution, or the expiration of the applicable 40 or 90 day period under
Section 4(3) of the Securities Act of 1933. Reasonable steps shall include
recelving an undertaking by the managing underwriter or underwriters to
mail such copy to the address given fn the requests., (The 40-day period
referred to above shall be deemed to apply for purposes of this rule irre-
spective of the provisions of paragraph (b) of Rule 174 under the Securitiles
Act of 1933).



-7 - J3.5101

(d) Such broker or dealer shall take reasomable steps (i) to make
available a copy of the preliminary prespecuts relating to such securities
to each of his associated persons who is expected, prior to the effective
date, to solicit customers' orders for such securities before the making
of any such solicitation by such associated persons and (ii) to make avail-
able to each such associated person a copy of any amended preliminary
prospectus promptly after the filing thereof.

(e) Such broker or dealer shall take reasonable steps to make avail-
able a copy of the final prospectus relating to such securities to each of
his associated persons who is expected, after the effective date, to solicit
customers orders for such securities prior to the making of any such solici-
tation by such associated persons, unless a preliminary prospectus which is
substantially the same as the final prospectus except for matters relating
to the price of the stock has been so made available,

{(f) 1If the broker or dealer is a managing underwriter of such distri-
bution, he shall take reasonable steps to see to it that all other brokers
or dealers participating in such distribution are promptly furnished with
sufficient copies, as requested by them, of each preliminary prospectus,
each amended preliminary prospeetus and the final prospectus to enable them
to comply with paragraphs (b), {c¢), (d) and (e) above.

bution, he shall take reasomable steps to see that any broker or dealer
participating in the distribution or trading in the registered security is
furnished reasonable quantities of the final prospectus relating to such
securities, as requested by him, in order to enable him to comply with the
prospectus delivery requirements of Section 5(b){1) and (2) of the Securi-
ties Act of 1933,

. (g) 1f the broker or dealer is a managing underwriter of such distri-

(k) This rule shall not require the furnishing of prospectuses in any
state where such furnishing would be unlawful under the laws of such state;
provided, however, that this provision is not to be construed to relieve a
broker or dealer from complying with the requirements of Section 5(b}(1)
and (2) of the Securities Act of 1933. Prospectuses shall not be furnished
pursuant to this rule while the registration statement is subject to an
examination, proceeding, or stop order pursuant to Section 8 of the
Securities Act of 1933.

* * * *
The foregoing action was taken pursuant to the Securities Act of 1933,
particularly Sections 4 and 19(a) thereof, and the Securities Exchange Act
of 1934, particularly Sections 15(c)(2) and 23(a) thereof. Such action shall
become effective November 19, 1970, except that Rule 15¢2-8 shall be effec-
tive with respect to registration statements under the Securities Act of 1933
which become effective after December 31, 1870,

By the Commission.
Orval L. DuBois
Secretary
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For RELEASE Monday, June 29, 1970

SECURITIES AND EXCHANGE COMMISSION
Washington, D. C.

Securities Act of 19133
Release No, 5071

The Securities and Exchange Commission today expressed its concern that
the practice employed in some public offerings registered under the
Securities Act of 1933, in which securities are teserved out of the
public offering for emnloyees or nther designees of the registrant, be
carried out in compliance with the requirements of Section 5(a) of the
Act., Section 5(a) provides that no "sale" of securities may take place
unless a registration statement is in effect as to such securities.

In Securities Act Release No. 4697 (1964), the Commission noted that
during the period between the filing of a registration statement and

its effectiveness, "no contracts of sale can be made...the purchase

price may not be paid or received and offers to buy may be cancelled."
The Commission there pointed out that "{ilt is a principal purpose of

the so-called ‘waiting period' between the filing date and the effective
date to enable dealers and, through them, investors to become acquainted
with the information contained in the registration statement and to
arrive at an unhurried decision concerning the merits of the securities."

These requirements apply to the offer and sale of securities reserved

for employees or nther designees of management as well as to the rest

of the registered offering., The purchase price may not be paid, directly
pr indirectly, by such persons nor may any broker-dealer participating

in the distribution receive any consideration from the prospective
purchaser in advance of the effective date of the registration statement.
it is, of course, proper for a broker-dealer, including the managing
underwriter, to obtain indications of iInterest from persons within the
class for whom securities are being reserved., 1t is desirable that such
rersons receive copies of the preliminary prospectus in order to help
them determine whether they wish to purchase the securities after the
registration statement becomes effective. 1/ During the period before
effectiveness, broker-dealers should make such inquiries as may be
necessary to determine whether persons indicating an interest in pur-
chasing reserved shares have sufficient credit and resources to warrant
the opening of an account. Broker-dealers may seek to protect themselves
from having to deal with persons who may be unable to comply with payment
requirements by suitable provisions in their agreements or understandings

1/ See Securities Act Release No. 4968 (April 24, 1969).
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with the issuer. . 1t is improper, however, for any broker-dealer to.
insist on any form of pre-payment from the prospective purchaser, by
way of deposit or otherwise, for the securities being offered.

The Securities Act contemrlates that an independent affirmative invest-
ment commitment must be made by each purchaser of shares publicly
offered and registered with the Commission after the registration state-
ment has become effective and a definitive prospectus setting forth
material information about the registrant and the securities offered

is available. This purpose is thwarted by arrangements under which
monies are deposited by purchasers in advance of effectiveness, and the
burden is thereby placed on such persons to secure a return of their
funds. Where such funds are not segregated, they may even become
unavailable after effectiveness, Even where the funds are separately
escrowed, the significance of independent investment decision making
would inevitably be diminished.

The following examples are set forth for information only and are not
intended to indicate the only practices which the Commission considers
improper under the Securities Act.

Lxample 1

A registration statement was filed with respect to a prorosed public
offering of 200,000 shares of common stock, out of which 30,000 shares
were to be reserved for employees and designees of the registrant, as
disclosed in the rrosnectus. Prior to the effective date of the
registration statement, the managing underwriter sent letters to approxi-
mately 120 such persons asking for a derosit of $10 per share ur to
$1,000 to be arplied against the purchase price of any reserved shares
they wished to purchase. These deposits were characterized as refundable
upon demand. More than 100 employees indicated their interest in the
offering and paid $70,000 to the managing underwriter before the
effective date. Although the managing underwriter claimed that the
deposits were a necessary substitute for personal investigation of the
new account holders under the know-your-customer rule of the New York
Steck Exchange, the Commission’'s staff took the position that the
yractice constituted pre-selling nf the reserved shares prior to
effectiveness and was thus not in compliance with Section 5(a) of the
Securities Act. The deposited funds were returned to the designees
rrior to the registration statement becoming effective., The designees
were given a subsequent opportunity to purchase securities after the
effective date of the registration statement and upon receipt of the
final prospectus.

Example 2

A registration statement was filed with respect to a proposed public
offering of 425,000 shares of common stock, ocut of which 30,000 shares
were to be reserved for employees of the registrant, as disclosed in

T -
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“the prospectus. Prior to the effective date of the registration

statement, the managing underwriter asked those for whom shares were
being reserved to deposit the arrroximate purchase price with a
designated bapk which acted as escrow agent. The employees also
executed a power of attorney authorizing two officers of the issuer

to determine whether, on the basis of the final prospectus, the reserved
shares should be purchased by the employees or whether the monies
deposited should be refunded. The Commission’s staff took the position
that this arrangement provided for advance payment of the purchase price
srior to effectiveness and was, therefore, not in compliance with
Section 5(a) of the Securities Act. The deposited funds were returned
to the employees as in Example 1.

By the Commission.

Orval L. DuBois
Secretary
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For RELEASE Monday, June 29, 1970

SECURITIES AND EXCHANGE COMMISSION
Washington, I, C.

Securities Act of 1933
lelease No. 5071

The Securities and Exchange Commission today expressed its concern that
the practice employed in some public offerings registered under the
Securities Act of 1933, in which securities are reserved out of the
public offering for emnloyees or other designees of the registrant, be
carried out in compliance with the requirements of Section 5(a) of the
Act. Section 5(a) provides that no "sale' of securities may take place
unless a registration statement is in effect as to such securities.

In Securities Act Release No. 4697 (1964), the Commission noted that
during the period between the filing of a registration statement and

its effectiveness, '"'no contracts of sale can be made...the purchase

price may not be paid or received and offers to buy may be cancelled.”
The Commission there pointed out that '"[ilt is a principal purpose of

the so-called ‘waiting period’ between the filing date and the effective
date to enable dealers and, through them, investors to become acquainted
with the information contained in the registration statement and to
arrive at an unhurried decision concerning the merits of the securities."

These requirements apply to the offer and sale of securities reserved

for employees or other designees of management as well as to the rest

of the registered offering. The purchase price may not be paid, directly
or indirectly, by such persons nor may any broker-dealer participating

in the distribution receive any consideration from the prospective
purchaser in advance of the effective date of the registration statement.
It is, of course, proper for a broker-dealer, including the managing
underwriter, to obtain indications of interest from persons within the
class for whom securities are being reserved. It is desirable that such
rersons receive copies of the preliminary prospectus in order to help
them determine whether they wish to purchase the securities after the
registration statement becomes effective. 1/ During the period before
effectiveness, broker-dealers should make such inquiries as may be
necessary to determine whether persoms indicating an interest in pur-
chasing reserved shares have sufficient credit and resources Cto warrant
the opening of an account. Broker-dealers may seek to protect themselves
from having to deal with persons who may be unable to comply with payment
requirements by suitable provisions in their agreements or understandings

1/ See Securities Act Release No. 4968 (April 24, 1969).
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with the issuer. It is improper, however, for any broker-dealer to
insist on any form of pre-payment from the prospective purchaser, by
way of deposit or otherwise, for the securities being offered,

The Securities Act contemrlates that an independent affirmative invest-
ment commitment must be made by each purchaser of shares publicly
offered and registered with the Commission after the registration state-
ment has become effective and a definitive prospectus setting forth
material information about the registrant and the securities offered

is available. This purpose is thwarted by arrangements under which
monies are deposited by purchasers in advance of effectiveness, and the
burden is thereby placed on such persons to secure a return of their
funds, Where such funds are not segregated, they may even become
unavailable after effectiveness. FEvén where the funds are separately
cscrowed, the significance of independent investment decision making
would inevitably be diminished.

The following examples are set forth for information only and are not
intended to indicate the only practices which the Commission considers
improper under the Securities Act.

Example 1

A registration statement was {iled with respect to a prorosed rublic
noffering of 200,000 shares of common stock, out of which 30,000 shares
were to be reserved for employees and designees of the registrant, as
disclased in the rrosnectus. Trior to the effective date of the
registration statement, the managing underwriter seat letters te approxi-
mately 120 such persons asking for a derosit of $10 per share ur to
$1,000 to be arplied against the purchase price of any reserved shares
they wished to purchase, These deposits were characterized as refundable
upon demand. More than 100 employees indicated their interest in the
offering and paid $70,000 to the managing underwriter before the
effective date. Although the managing underwriter claimed that the
deposits were a necessary substitute for personal investigation of the
new account holders under the know-your-customer rule of the New York
Stock Exchange, the Commission's staff took the position that the
;ractice constituted pre-selling of the reserved shares prior to
effectiveness and was thus not in compliance with Section 5(a) of the
Securities Act. The deposited funds were returned to the designees
rrior to the registration statement becoming effective, The designees
were given a subsequent opportunity to purchase securities after the
effective date of the registration statement and upon receipt of the
final prospectus.

Example 2

A registration statement was filed with respect to a proposed public
offering of 425,000 shares of common stock, out of which 30,000 shares
were to be reserved for employees of the registrant, as disclosed in

e

L)



. \q_,w"

-3 - 33-5071

the prospectus. Prior to the effective date of the registration

statement, the managing underwriter asked those for whom shares were
being reserved te deposit the apnroximate purchase price with a
designated bank which acted as escrow agent. The employees also
executed a power of attorney authorizing two officers of the issuer

to determine whether, on the basis of the final prospectus, the reserved
shares should be purchased by the employees or whether the monies
deposited should be refunded. The Commission’'s staff took the position
that this arrangement provided for advance payment of the purchase price
nrior to effectiveness and was, therefore, not in comgpliance with
Section 3{a) of the Securities Act. The deposited funds were returned
to the employees as in Example 1.

By the Commission.

Qrval L. DuBois
Secretary
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For RELEASE Wednesday, September 17, 1969

SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D. C.

SECURITIES ACT OF 1933
RELEASE NO. 5005

ADOPTION OF GUIDE RELATING TO MISLEADING CHARACTER
OF CERTAIN REGISTRANTS' NAMES

On April 7, 1969, the Commission published in Securities Act Release
No. 4959 2 proposed guide of the Division of Corporation Finance relating
to the misleading character of the names of certain registrants and in-
vited the views and comments of interested persons thereon. The comments
received having been considered by the Division the text of the gulde is
set forth below in definitive form, unchanged from the language of the
proposal. .

54. Misleading Character of Certain Registrants' Names.

A registrant's name may be materially misleading if it indicates a line
of business in which the registrant is not engaged or is engaged only to a
limited extent. If the registrant is not engaged to any substantial ex-
tent in the business indicated by the name, a change of name may be the only
way to cure its misleading character. If the registrant is substantially
engaged in the line of business, even though it does not comprise the
major portion of the business, it may be sufficient to disclose under the
name of the registrant on the cover page of the prospectus the limited
extent to which the registrant is engaged in the business indicated by
its name. This paragraph does not apply, however, to an established company
which over a period of years has changed the general character of its
business and where the investing public is generally aware of the change
and the character of the registrant's present business.

A registrant's name may also be misleading if it is the same or sub-
stantially the same as the name of another well-known company. If it
appears likely that the registrant's name may be confused with the name
of the other company, consideration should be given to changing the name.
However, if both companies are new or small and relatively unknown and
are located in different parts of the c.untry, so that investors are not
likely to mistake one company for the other. it would be sufficient to
disclose on the cover page of the prospectus, under the name of the regis-
trant, the lack of any relationship between the two companies.

* % * * *

By the Commission.

. Orval L. DuBois
Secretary
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Objectives of the Investment Company Act

The Investment Company Act of 1940 is the compromise version of the
Wagner-Lea bill which was introduced on March 14, 1940 as the Commission's
proposed legislative remedy to the evils, abuses and malpractices dis-
closed in the Reports of the Commission's Study of Investment Trusts and
Iovestment Companies. Although the Act is far less drastic than the origi-
nal bill due to the substantial revision of many important provisioms,
the fundamental objectives of the original bill, to a certain extent, find
expression in the Act.

The policy and purposes of the Investment Company Act, as set forth
in Section 1(b) of the Act, are "to mlitigate and, so far as 1s feasible,
to eliminate' certain conditions, enumerated in that section, which adver-
sely affect the public interest and interest of investors. 1/ These
enumerated abuses, stated briefly, are:

1. Inadequate, inaccurate or unclear disclosure with respect to
the lnvestment company and its securities.

2, Self-dealing of insiders and of special interests.

3. 1Issuance of securities with inequitable terms; failure to pro-
tect the privileges and preferences of outatanding security
holders.

4. Inequitable distribution or methods of control; irresponsible
managament .,

5. Unsound or misleading accounting methods.

6. Reorganizations, changes in policy, or transfers of control
without consent of security holders.

7. BExcessive borrowing and excessive issuance of senlor securities
which unduly increase the speculative character of the junior
securities.

8. Inadequate assets or reserves.

1/ 1t is interesting to note that practices similar to those which are
here called adverse "conditions', are referred to in the Public Utility
Holding Company Act a3 "abuses' and "evils" and in the Trust Indenturas
Act as "injurious" practices. Moreover, in those Acts, the legislative
policy is stated to be the elimination of theae practices without the
limitation: "so far as is feasible'". While the difference would seem
to be purely rhetorical so far as it has s bearing on administration
of the Acts, it serves to highlight the actual 4ifference in the require-
ments of the Acta and the authority and duties given to the Commission
under them.
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The abuses listed ir thls sccilon 2re couched for the wmoat part in
broad terms and would seewm to be equally epplicable to other types of finan-
cial enterprises, ordinary industrial corporations, or busiviess trusts. In
fact, it is probably not too coanjectural to guess that, aside from cerxtain
abusive practices peculiar to investment companies, such as the "two-
pricing asystem'" of open-end companias, wost of the abuses found in the
investment trus: fleld may be found in other filelds as well. Their parti-
cular prevalence in the investment trust fileld was doubtlessly due in
large measure to the comparative ease with which the liquid assets of the
entirely unregulated investment trust could be misused and its accounta
mishandled. This fact and the lack of govermmentsl supervision and restric-
tions attracted brokers, investment hankers, securities salesmen and others
who saw opportunities for resdy personal profit to be derived from the cash-
and-securities assets of investment companiea. The extent teo which the
less scrupulous of these entrepreneurs, the so-called insiders, derived
benefits for themselves to the detriment of security holders i3 disclosed
in many specific case histories in the Investment Trust Study reports.

The forms that some methods of profiting at the expense of investors

assumed were too subtle and interrelated with other factors to be measured
specifically. In some cases the possibilities of abuse could only be
indicated. On the whole, however, the conclusion of the Coomiseion's staff,
adopted by the Congress (House Committee Report, 76th Congreas, No. 2639,

P» 7) to the effect that the tremeundous losses of investors in investment
companies were in substantial part due to selfish or unscrupulous mismanage-
ment was overvhelmingly estsblished,

On the basis of these facts it can be said that the fundamental
purpose of the Investment Company Act in endeavoring to mitigate or elimi-
nate the abuses named in Section 1(b) is to prevent the "insiders" or the
"management" of investment companies from profiting directly or indirectly
from investment companies to the detriment or at the expense of security
holders to the end that investment companies will be operated exclusively
in the interest of security holders. Supplementing this fundamental purpose,
the Act attempts through regulations, prohibitions and requirements of dis-
closure to raise the standards of conduct of management, to provide for a
greater degree of democracy for security holders and tc achieve a sounder
economic structure.

This basic puxpose and supplemental aims are, in general, carried
out by provisions which tend to:

1. Secure & more respenaible muanagement; .

2. Prevent transactions with the investment company to the detxriment
of the company and its security holders;

3. Prevent discrimination emong and inequitable treatment of
security holders;

prevent the lssuance of securities with inequitable features and

4. Prevent the formation of companies with unsound capital atructures, ‘
eliminate cross-ownership, circular ownership and pyramiding;
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5. Assure proper disclosure of the affalrs of the investmant company
and the character of ita securities; and

6. Increase the voice of stockholders in management.

In addition to the foregoing the Act contains provisions directed
against specific sbuses which were present in periodic payment plans and
face-amount companies.

It is intended in the following pages to summarize briefly the pro~
visions of the Act as they fall within the categories mentioned above in
order to indicate the interralation of these provisions. (The provisions
of the statute discussed herein apply only to registered investment companies.)

I. Responsibility of Management

In oxder to secure & mores responsible management, the Act prohibita
persons convicted within 10 years of a crime, or enjoined by & court, in
connsction with a security or financial fraud from participating in management
(3ec. 9); provides for a certain amount of '"independence' in tha management
(8ec. 10); prohibits directors from serving unless elected by sacurity holders
subject to certain limited exceptions and provides a method in the cases of &
comonelaw trust, where no election is required, by which & natural person
may be removed from the office of trustee (Sec. 16); outlaws provisions in
the organization instruments of investmant companiss that purport to excul-
pats the management for wilful misfeasance, bad faith, gross negligence or
veckleas disregard of duty (Sec. 17(h) and (i)); and makes embazzlement,
with respect to the assets of an investment company & Federal crima. (Sec.37)

The Act also endeavors to prevent irresponsible persons from organi-
ging new investment companies by requiring a net worth of $100,000 prior to
&8 public offering of the securities of the company. (Sec. 14) 1/

An increase in responsibility on the part of management appsars to
be the broad purpose of those provisions of the Act which requirs that
investeant advisers, principal underwriters, and independent public accoun-
tants of investment companies must obtain the approval of the 'independent™
members of the board of directors and/or the security holders at cartain
pariodic intervals. (Secs. 1% and 32)

1/ The capital requirements with respect to face-amount certificate
companies contained in Sec. 28(a)(l) of the Act of $50,000 for &
company organized prior to Maxch 15, 1940 and §250,000 for a company
organized after that date appear tc be designed primarily to provide
a cushion for face-amount certificates rather than to secure respon-
"sible mansgemant.
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In the same connection, the Act contains provisions with respect to
the custody of portfolio securities of a management company (Sec. 17(f))
and full custodianship or trusteeship in the case of a unit investment
trust or periocdic payment plan. (Secs. 26 and 27) The custody require-
ments are streangthened by provisions authorizing the Commigsion to require
the bonding of officers and employees. (Sec. 17(g))

The Act also contains provisions authorizing the Commission to
prescribe rules governing the nature and scope of the audit and the find-
ings and opinions of the independent accountants; provisions subjecting
officers, directors, investment advisers, affiliated persons of investment
advisers, and 10% stockholders, to the same duties and ligbilities imposed
by Section 16 of the Securities Exchange Act of 1934; provisions requiring
the controller or principal accounting officer or employee to be selected
by security holders or by the board of directors. (Secs. 30 and 32)

The foregoing prohibitions, requirements and regulations are
implemented by the authority granted to the Commission to bring injunction
proceedings against the 'management' for gross misconduct or gross abuse of
trust, (Sec. 36) This authority may prove to be the strongest force for
good in the statute, particularly if interpreted to cover a fallure to act
as well as the commission of a misdeed.
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: . II. Transactions with Management

Perhaps the broadest of the regulatory provisions of the Act,
designed to prevent abuses flowing from "self-dealing'", are the provisiona
prohibiting affiliated persons and principal underwriters from selling
property to or purchasing or borrowing property from an investment company.
(S8ec. 17(a)) 1/ The Commission is required to exempt a transaction pro-
hibited by Section 17(a) by order upon application under Section 17(b) if
the tranaaction meets the standards of falrness and of consistency with
the policy of the investment company and the purposes of the Act. A measure
of protection is thereby afforded the investment company and its security
holders againat "dumping™, "unloading" and similar practices disclosed in
the Investment Truat Study reports. The force of Section 17(a) depends
considerably on the coverage of the definition of an "affiliated paraon”
and the fact that the prohibition extends to an affillated person of an
affiliated person of an investment company.

The provisions againast self-dealing are buttressed by a prohibition
against upstream loans (Sec. 21); by a prohibition against purchases of
securities underwritten by an affiliated underwriter during the existence
of a selling syndicate (Sec. 10(f)); and limitations upon remuneration to
affiliated agents and brokers. (Sec. 17(e))

or joint and several transactions with affiliated persons and principal
underwriters. (Sec. 17(d)) The object of rules hereunder would be to
prevent the recurrence of joint trading accounts and similar devices in
which the major portion of the risk was borne by the Investment company
but the profits were divided on a less favorable basis for the company.

. The Cosmission is suthorized to prescribe rules concerning joint

ITI. Inequitable Treatment of Security Holders

In connection wlith the distribution and redemption of securities,
offers of exchange, plans of reorganization, transfers of control and
shifts in the policy and vperationa of investment companies, management
frequently for personal gain abused its inside position to the injury of
security holders. The statute seeks to prevent to some extent unfair and
inequitable treatment of security holders in connection with these activi-
ties. Provisions of the Act ‘deal with, or delegate authority to deal with,
the distribution and redemption of redeemable securities (Sectiona 12(b)
and 22), the sale and repurchase of securities of closed-end companies
(Section 23), offers of exchange of the securities of open-end companies,
unit trusts and face-amount companies {Section 11), plans of reorganiszation
(Saction 25), the assigmment of investment advisory and underwriting con-
tracts (Section 15), and changees in the investment policy of investment
companies (Sections 13 and 21).

. 1/ Tha sale or the rental of property in ordinary course of business is
excepted from Section 17(a) by Section 17(c).
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(a) Distribution and Redemption of Redeemsble Securitics

Section 22(a) in effect authorizes the National Association of
Security Dealers to prescribe rules for its members concerning (1) the
computation of the selling price or redemption value of redeemable securities
in transactions betwaen an investment company and a member of the N.A,8.D,
and (2) the period of time which must elapse after sale before redemption.
The stated purpose of this grant of authority is to eliminate or reduce so
far as reasonably practicable dilution of the value of other outstanding
securities or any other unfair result to holders of such securities. The
problems in this connection arose mainly from the "two-price system'' estab-
lished by most open-end companies, in which there is a lag between the time
of the establishment of a new price and the time the price becomes effec-
tive. 1/

Rule 26 of the Rules of Fair Practice of the N.A.S5.D., adopted under
authority of Section 22 of the Act applies only to securities of open-end
companies and, of course, only to members of the N.A.5.D.

Section 22(b) authorizes the N.A.S.D, to prohibit its members, in
connection with a primary distribution, from purchasing any redeemable
security from the issuer at any price other than the price at which such
security is then offered to the public less a commission, digcount or spread.
This commission, discount or epread may be required to be computed with such
method and within such limitations in order that the offering price does not
include an unconscionable or grossly exceseive sales load. The primary pur-
poses for the authority granted in this subsection are the prevention of
"risklass trading" and the charging of excessive sales loads. The practice
of riskless trading, i1llustrated in the T.I.3, Management Corporaticn stop«
order case, can probably alao be dealt with by injunction proceedings under
Section 36 for gross abuse of trust--at least in a case equally as vicious
ag tha T,I.S, case. It may be noted that Section 22(b) refers only to the
primary distribution of redeemable sscurities. It would seem, however,
that riskless trading in connection with redemptions can be subjected to
regulation undex Section 22(a) since the problem Is tied up with the dilu-
tion problem.

Section 22{c) authorizes the Conmission, after one year from the
effective date of the Act, to make rules and regulationms covering the
subject matter of Sections 22(a) and (b) and applicable to all underwritars
of and dealers in the redecmable securities of any registered company.

In connection with the foregoing, it 1s to be noted that Sectiom
12(b) authorizes the Commission to prescribe rules governing the distribution
by an open-end company of ite owm securities otherwise than through an under-

1/ The basic difficulty results from the sale of securities at & price
fixed prior to the sale thereof when in the meantime the value of
the assets of the investwment company has risen or fallen. The two-
price system ensbled greater advantags to be taken of the difference
between price and asset value,



-7 -

writer. Rules under Section 22(c) affecting underwriters and dealers can
therefore be extended to open-end companies acting as distributors them-
selves. Section 10(d) companies, however, are excluded from Section

12(b). 1/

Section 22(d) prohibits the sale of redeemable secuxities by
investment companies and their principal underwriters and by dealerxs
except "at a current public offering price described in the prospectus”.
Excluded are sales pursuant to an offer of exchange, pursuant to an offer
to security holders proportionate to their holdings and in accordance with
Section 12(b) rules. This subsection has been interpreted to require a
single offering price in ordex to prevent discrimination among purchasers,
although it was also held not to prevent the charging of a lower seles
load in the case of sales of securities in larger amounts. gf

Suspension of redemption for more than seven days after tender of a
radeemable security, with certain exceptions, is prohibited by Section
22(e). This, of course, does not give the company or its underwriter
statutory leave to choose any one of the seven days to fix a redemption
price after that date has passed and the new asset value is determinable.
Such a practice containe all the elements of rigkless trading and can
undoubtedly be controlled under Sections 22(a) and 36.

Restrictions on the negotiability or transferability of open-end
company securities are subject to such rules as the Commission may pre-
scribe (Section 22(f)). Ay yet the Cowmission has not found it neceasaxy
to exercise this rule-making power. Moat open-end companies do not restrict
the transfer of their securities but several require that securities be held
for a gshort time after purchase or that securities be offered teo the company
for purchase before they may be offered to third parties.

Open-end companies may not issue their securities for servicea, or
for property other than cash or securities except as a dividend or in re-
organization under Section 22(g). The same prohibition with respect to
closed-end companiea 13 contained in Sectiom 23{(a). The nature of the
sbuses againgt which these provisions are directed is obvious., It wase not

1/ This exclusion seems odd in view of the fact that Section 10(d) companies
are the only onea which were known to have acted as diatributoxrs of
their own securities. However, in view of the restrictions placed on
these companier, particularly the prohibltion against charging a sales
load and the incurring of sales or promotion expenses, the exclusion
would not appear to be without rveason.

2/ Opinion of General Counsel, March 13, 1941, Investment Company Act
Releass No. 89. Whether or not it be the real purpose, Section 22(d)
prevents dealers from engaging in the practice of underpricing open-end
securities by which they would obtain for themselves the market of
principal underwriters of open-end companies, It is significant that
Section 22(d) was not present in the original bill.
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uncommon for investment companies to issue promotion or sanagement stock to
the organizers of the company for so-called services. here were also cases
where real eatate or other property of indefinite and illiquid value was
exchanged for stock of the investment company. The prcohibitions of these
subsactions do not cover securities, however, and to this extent there is
latitude in the kind of consideration an investment company may receive

for its securitias.

(b) Distribution and Repurchase of Securities of Cloaed-end Companies

As indicated above, a closed-end company in general must receive
cash or securities for the issuance of ite secuzrities. The price at which
a closed-end company may sell its common stock is limited by Section 23(b)
to not less than current net asset value, as determined therein, except
under certain circumatances,

The provisions of Section 23(c) appear to be the result of a com-
promise on the various issues concerning the repurchase of securities by
2 closed-end company. Since practically all closed-end company securities
have been selling at prices considerably below asset value, the security
holder who sells his securities to his company at market value is giving up
part of his interest in the net assets of the company in consideration of
the immediate receipt of cash. Ov the other hand, if it were not for the
market created by the issuer's purchases of its securities, the price
obtained by & security holder would probably be considerably lower. As
to the remaining security holders, such purchases are a benefit since they
increase the net asset value per share of the outstanding securitias but
of course the assets of the company as a whole are decreased which may be
disadvantageocus to a small company.

The theory of Section 23(c) apparently is that disclosure and publi-
city of the policy and practice of the company in repurchasing securities
will tend towards a fair price and an aqual opportunity for all security
holders to realize this fair price. Hence, the first pavagraph of Section
23(c) permits purchases on 8 securities exchange (after disclosure of inten-
tion to buy in the case of stock within six months) and the second paragraph
permits purchases pursuant to tenders after reasonable opportunity to all
holders to submit tenders. The third paragraph authorizes the Commission
by rule or order to permit purchases under other circumstances to inaure
that such purchases do not unfairly discriminate against any holders of the
claga or classes of securities to be purchased. Under the latter paragraph
Rule N-23C~1 permite repurchases if various conditions or safeguards are
present. This Rule is not intended to cover all permiseible repurchases
but creates standards which, 1f satisfied, do not require an immediate
scrutiny of the repurchases.

(c) Offers of Exchange

Exchange offers of open-end companies made on any other basis than
relative net asset values must receive the approval of the Commission or
comply with rules of the Commission with respect thereto under Sectionm 1l.
Exchange offers of securities of open-end companies for securities of unit
investment trusts or face-amount companies, and exchanga offaurs of securities
of unit investment trusts and face-amount companies for the securities of
any other investment company are subject tc the Commission's authority
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regardless of the basis of exchange. The practice of the promoters of
open-end companies and fixed trusts in "switching investoxs from one trust
into another, charging a sales load each time, is an unsavory historical
fact, the repetition of which Section 1l seeks to prevent,

Reorganizations and conversions are excepted from the restrictions
of Section 11. Hence, companies like Group Securities, Iac. and New York
Stocks, Inc. which issue securities in various classes, grouped according
to induatry, or type of security, and each class in effect a separate com-
pany, have provided that security holders may exchange securities of one
class for another class upon payment of & conversion charge.

(d) Plans of Reorganization

The Commission was given & 'negative power" with respect to reorgani-
zations of investment companies rather than the duty to pass affirmatively
upon plana of reorganization, Section 25(c) authcrizes the Commission to
bring proceedings on behalf of security holders of an investment company to
enjoin any plan that is grossly unfalr or that constitutes gross misconduct
or gross abuae of trust on the part of the mansgement. The definition of a
"reorganization'' is broad, enhancing the scope of authority of the Commission
under Section 25,

Section 25(b) authorizes the Commission cto render an advisory report
concerning a plan of reorganization upon the request of an investment com-
pany or of 25% of any class of {ts security holders. The company is required
to send a copy of such report to ita security holders,

Section 25{a) concerns the filing of information concerning a plan
of reorganization by a person soliciting proxies, ete. with respect to the
plan, but in most instances such material would be obtained under the proxy
rules (See Sec. 20).

{e) Assigmment of Tnvestment Advisory Contracts and Underwriting Contracts

The investment advisory or management contract and the underwriting
contract frequently were devices for control of investment companies and
sources of lucrative profits to the sponsoring group. These contracts were
often indefinite in term and in the compensation to be paid and were sold
without any notice te or approval of security helders.

Section 15 prevents the sssignment of such contracts. It requires
management contracts to be terminable upon 60 days' notice, approved in
the first instance by a majority of the voting stockholders, and after
two years, approved at ieazst annually by the board of directors or stock-
holders. It requires underwriting contracts of open-end companiea to be
approved, after two yeaxrs, at least annually by the board of directors or
stockholders. 1Ip addition, management and underwriting contracts may not
be entered into or renewed unless a majority of the board of directors aot
affiliated with the investment adviser or underwriter approves.
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The underlying purpase cf this section to outlaw shifts in manage-
ment without the consent of the security holders and to prevent "management"®
from obtaining permanent coutrcl ¢f an investment company to the exclusion
of the desires of security holders is implicit in the context of the section.
Whether the provisions in themselves are effective or have a merely psycholo-
glcal value remains to be seen. It appears, however, that the provisiona
derive added vitality by reason of an opinion of the General Counsel holding
that the assigmment of a management contract (which by definition in Section
2(a)(4) includes the sale of a controlling block of stock of the assignor)
for a comusideration through direct or indirect means was not only a violation
of Section 15 but a breach of trust subject to Commission action under
Section 36 of the Act. 1/

(f) Changes in Investment Policy

A serious condition revealed by the investigation of investment
companies was the absence of any requirement on the part of "mansgement" to
adhere to stated policiea. Stockholders were rarely consulted or even in-
formed about the most radical changes in investment policy. Sections 12{c),
13 and 21(a) in combination with Sectiona 8(b), 5(a) and 5(b) were designed
to remedy this condition,

Section 5(a) divides management companies into open-end and closed-end
companies and Section 5(b) divides them into diversified and non-diversified
companies. Section 13(a) requires a majority of the voting stock to consent
to any change in the 5(a) subclassification and any change from a diversified
to a non-diversified company.

Section 8(b) requires a recital of policy in a company's registration
statement in respect of: (A) its classification as defined in Section 4 and 5,
(B) borrowing money, (C) issuance of senior securities, (D) engaging in under-
writing, (E) concentrating investments in an induatry or group of industries,
(F) purchase and sale of real estate or commodities, (G) making loans, and
(H) portfolio turnovexr. Section 13(2) requires a majority vote before it
may deviate from these recitals of policy, except with respect to portfolio
turn-over and a change from a non-diversified to a diversified company. 2/

A majority vote is also required before a company may change the nature of
its business so as to cease to be an investment company.

Section 12(c) prohibits a diversified company from making an under-
writing commitment, if thereafter its outstanding underwriting commitments,
Plus the value of its investments in securities of issuers of which it owns
more than 10% of the voting securities, exceeds 25%.

1/ Opinion of General Counsel, May 11, 1942, Investment Company Act
Release No. 354. N

2/ A non-diversified company that temporarily becomes diversified is granted
an exemption, by Rule N-13A-1, from Section 13(a) with respect to a change
back to a non-diversified atatus.
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Section 21(b) makes it unlawful for a cowpany to make loans not
permittad by ite recitals of policy.

It is clear that the effectiveness of the prohibitory sections
(13 and 21) depend upon how definitive and precise the recitals of policy
under Section 8(b) are set forth. 'Management", of course, want to recite
policies in as vague and indeterminate a manner as possible in order to
avoid being '"hampered” in managing the assets of the investment company.
A vagus recital not only renders regulation superficial but does not provide
sufficient disclosure of a company's basic policies upon which a security
holder may rely.

A recital of policy under Section 8(b) may be expressed in terms of
policy, intention or freedom of action. If a company intends to engsge in
one of the activities enumerated in Section 8(b), it should define the limits
and conditions of itsa intention to the extent practicable. Any reservation
of freaedom of action inconsistent with the actual intention of the company
is meaningless. The policy of a company in large measure depends upon the
nature of its business and operations, its history and experience and its
objectives, 1/

1/ Thess points have been publicly announced in an opinion of the General
Counsel, July 23, 1941, Iovestment Company Act Relsase No. 167,
22
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IV. Unsound Strucstures and Securitiles

Among the devices contrived by managem: at to serve Lis own speclatl
interests (for control or profit) regardless of detrimen. tu the public
investor were the creation of highly unscund corporste anid intercorporate
structures and the iasuance of securities burdened with unrair and in-
equitable terms, conditions and proviaos.

The Act tends to meet tiese problems by provisicas coverliog excessive
borrowing and top-heavy senior security structures (Se.. lt), cross and
circular ownership (Sec, 20), pyremiding (Sec. 12), »1d requirements with
Tespect to voting rights, touch-off clauses and dividroa restiictions of
new securities (Sec. 18). The right to {ssue warrauts (s |ledved (Sec.
18(d)) and voting trust agreemants in comnection witi 1 publi. cfiering
are prohibited (Sec. 20(b)}.

Bearing some relation to these primarily ecouvalc martevs., the
Commisaion {a authorized to make rules covering the curc-hase ot securities
on margin, participation in tradiag sccounts and shosrt sales (Sec. 12(a)).

Investment companies ave given the right to make a 7imited investment
in a ''venture capital!' corporztion, rotwithstanding asny, v, ovision of the Act
(Sec. 12(e)). The restrictinus wr pyramiding and r:lated matters in Section
© 12(d) and the limitations placed cn sn {mestuent wmpsny with respect to
ite investment policy by Sectionus izfu), 19715 ana 2!{a) wignt perhaps
otherwise prevent such an investment,

V. Disclosure and accounting Practices

Numerous provisions of tha Ast perfata to disclosare and accounting
practices. :

A detailed reglitration st tewent '& provided for ii Sectioun 8(b),
requiring in addition te the sume infurmarion snd docameencs required in
order to register under the $acurlties sct aad the Securities Exchange Act,
a recital of the fundamenta! policics of the fovesimes: wceaapsny, a llat of
affiliated persons and their sther :ttiliatiuny, aud a statement of the
businesa experience of each officer and dirertor for the last five years.

Sections 30(e) and 33(:)(.) prevsidzs for annu:. 0d semi-annual or
quarterly reports to be filed witn the 2emmdesfon & «owp carreut the
information and documents contained iu the ragistrat: 1 sistement, Semis-
annual reports to stockholdevs are vequired by Sect.m, (4% The power
of suspenaion or revecatioa of regiscraiive 1w wr&ttes to QW Commission {n

Section 8(e) for failure to comply with the dlaclosure secowvisions of Section
8 and Section 30 or, in conne-ticn therewith, for a vioiation of Section 34
which makes unlawful, false statements or misleading ocmissions in documents
filed or transmitted pursuant to the Act. Suspension or revocation of
reglstration is an effective remedy in view of the provisions of Section 7
concerning unregistered invescment companies,

23
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Section 24(d) renders the exemptions provided by Sections 3(a)(8)
and 3(a)(11l) of the Securities Act of 1933 unavailable for investment companies.
Section 24(b) requires the sales literature of open-end companiea, unit invest-
ment trusts and face-amount companies to be filed with the Commission within
ten dayo after uae.

Disclosure of the source of dividend payments is covered by Section 19.

The Commiesion is given comsiderable authority to make rules concerning
financial statements (Sec. 30(e)), maintenance and preservation of books and
records and uniform rules of accounting (Secs. 31 and 32(c)).

The Commission is given authority to make rules governing the solici-
tation of proxies. (Sec. 20) With respect to plans of reorganization, the
Commission may render an advisory report to be sent to security holders but
only if the investment company or 257 of any class of security holders re-
queats such report (Sec. 25(b)).

In the case of unit investment trusts, notice of the substitution of
any security in the unit must be required by the trust agreement of unit
trusts whose securities are sold after the effective date of the Act (Sec.

26(a) (4)) .

VI, Voice in Management

Directly or indirectly, various sections of the Act tend to increase
democratization of investment companies. Provisions which accord some
measure of voting rights to security holders are those concerning: shifts
in investment policy (Sec. 13); management and underwriting contracts
(Sec. 15); election of directors and removal of natural persons as trustee
(Sec. 16); issuance of senior securities and common stock (Sec. 18); and
selection of an independent accountant (Sec. 32). Provisions which indirectly
ald in giving security holders a voice in mansgement are those which restrict
devices for control, such as voting trusts (Sec. 20(b)), pyramiding (Sec. 12),
stock issued for services rendered (Secs. 22(g) and 23(a)), croas and circular
ownership (Sec. 20(c) and (d)) and senior securities (Sec. 18).

VII, Periodic Payment Plans and Face-Amount
Certificate Companies

Specific proviaions designed to remedy abuses and malpractices
peculiar to periodic payment plans and face-amount certificate companies
are set forth in the Act.

Sections 12(f), 18(j), 24(c), 28 and 29 apply to face-amount certi-
ficate companies. Sections 24(c), 26 and 27 apply to periodic payment
plans.



E—

April, 1971

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C.

THE ORGANIZATION OF INVESTMENT COMPANIES
and
THE INVESTMENT COMPANY ACT OF 1940

The attached memorandum has been prepared by the Division
of Corporate Regulation to assist persons interested in organizing
an investment company or. an investment club. The memorandum dis-
cusses the applicabllity of the Investment Company Act of 1940 to
such organizations and questions frequently raised in complying
with its requirements,

All persons who may have further questions concerning
these matters are encouraged to write to the Division of Corporate
Regulation, Securities and Exchange Commission, Washington, D.C.

20549,



THE ORGANIZATION OF INVESTMENT COMPANTES
and
THE INVESTMENT COMPANY ACT OF 1940

Investment Companies Subject to the Act

Investment companies are defined in Section 3(a) of the Invest-
ment Company Act of 1940. The definition is in the alternative on a
qualitative and quantitative basis. Thus, it covers (1) an issuer of
securities which is engaged or proposes to engage in investing, reinvest-
ing or trading inr securities or (2) an issuer which owns or proposes to
acquire investment securities valued at more than 40% of its total assets.
Face-amount certificate companies, a particular type of investment com-
pany, are also included in the definition.

A tumber of exceptions to the definition are contained in
Section 3(b) and (c)} of the Act. Of particular note is the exception of
Section 3(ec){1l) for an issuer whose securities are beneficially owmed by
not more than 100 persons and which is not making or does not presently
propose to make a public offering of its securities,

In addition to the exceptions set forth im Section 3, various
exemptions from the Act are provided for in Section 6. Of perhaps great-
est interest are the exemptions to the extent permitted by the Commission,
for an employees' securities company and for a small intrastate, closed-
end investment company not intending to have more than $100,000 of assets.

Investment companies offering their shares for sale to the public
must file a registration statement for their securities under the Securities
Act of 1933 as well as register the company under the Investment Company
Act of 1940, Even if the public offering is entirely intrastate the regis-
tration requirements of the Securities Act must be complied with because the
intrastate exemption contained in Section 3(a)(11) of that Act is made
inapplicable by Section 24(d) of the Investment Company Act to any security
of a registercd investment company. The question of whether a public offering
is involved is the same as under the Securities Act of 1933. The question
most frequently arises in connection with the formation of "investment clubs"
and is discussed below.

Investment Clubs

The Investment Company Act of 1940 and the Securities Act of
1933 are pertinent to the organization of investment clubs. Membership
in a club usually involves a mutual agreement among the members pursuant
to which payments are made to the club to be used for investment purposes
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and members are entitled to share pro rata in the profits or losses of

the ¢lub and, upon withdrawal, in its assets. Whether or not such member-
ship is evidenced in writing, it would appear to be an "investment con-
tract” and, as such, a security as defined in the Investment Company Act
and the Securities Act.

The club, which is the issuer of this security {membership),
falls within the definition of an investment company contained in the
Investment Company Act, where the club engages, or proposes to engage,
primarily in investing or trading in securities. The club, therefore,
unless otherwise excepted or exempt from the provisions of the Invest-
ment Company Act, must register thereunder. Such a club, however, would
be excepted from the definition of an investment company if it is not
making and does not presently propose to make a public offering of its
securities, that is, memberships in the club, and where the number of
memberships is limited as provided in Section 3(c¢c)(l).

This same question of whether the club is making or proposes
to make a public offering of its membership is determinative of whether
such membership, as a security, is required to be registered under the
provisions of the Securities Act of 1933, or is not so required by reason
of the exemption contained in Section 4(2) with respect to transactions
by an issuer not involving any public offering. The exemptions from regis-
tration under that Act for an intrastate offering pursuant to Section
3(a)(11) or for an offering of less than $300,000 under Regulation A are
not available to registered investment companies.

The question as to whether an investment club is making or
proposes to make a public offering of its memberships in a particular case
would depend upon all the facts of the case, including the particular
methods used to contact and get members. Any general solicitation for
membership either through the mails, by newspaper publication, or other-
wise, might constitute a public offering. Likewise, the personal solici-
tation of individuals for membership, if such solicitation covered more
than a very limited group, irrespective of how many such individuals
actually became members, might well constitute a public offering. Certain
criteria to be considered in connection with the problem are laid down in
Securities Act Release No. 4552 (1962). In addition to this release there
are several decided cases on the subject including the Supreme Court deci-
sion of Ralston Purina v. S.E.C. 346 U, 5. 119 (1953).

If a public offering of a club's membership is contemplated,
registration under the Investment Company Act and the Securities act
would be required.

Registration of Investment Companies

An investment company registers under the Investment Company
Act by filing a Notification of Registration with the Securities and
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Exchange Commission on Form N-8A. Thereafter a more detailed registra-
tion statement must be filed. Form N-8B-1 is prescribed for management
investment companies and Form N-8B-2 for unit investment trusts, ianclud-
ing trusts which are the issuers of periodic payment plan certificates.
Registration under the Securities Act is accomplished by closed-end
management investment companies on Form S-4; by open-end management com-
panies on Form $-5, and by unit investment trusts on Form S-6.

Reports of Investment Companies

After registration the investment company will be required to
file with the Commission certain reports, documents and information.
0f importance are the following:

1. Annual reports designed to bring up to date the
information contained in the registration statement.

2. Quarterly reports, but only if certain specified
events have taken place, such as changes in policy, changes
in securities and other items.

3. Copies of all reports to security holders which
contain financial statements.

It is to be noted that investment companies are subject to
the Commission's rules regarding the solicitation of proxies, consents

or authorizations and must comply with the filing and other requirements
of these rules.

Where the company does not maintain its assets under a full
custodianship agreement with a bank, it must maintain its assets either
in the custody of a member of a national securities exchange or under a
safekeeping arrangement with a bank subject to the Commission's rules.
Certificates of independent public accountants called for under these

rules must be transmitted to the Commission promptly after each examina-
tion.

Pursuant to Commission rules, officers and employees of invest-
ment companies who have access to the assets of the company or authority
to direct the disposition of such securities must be bonded by a fidelity
insurance company. A corporate resolution concerning such bond and a
copy of the bond, including renewals, must be filed with the Commission.

In the case of an open-end company, 2 unit trust or face-amount
company, copies of all sales literature must be filed with the Commission.
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If the company is s closed-end company, reports of beneficial
ownership of, and transactions in, the securities of the company must
be filed by directors, officers, investment advisers, affilistes of
investment advisers and 10% stockholders. Forms for such ownership
reports have been prescribed by the Commissicn,

In the event that a clesed-end company repurchases its out-
stending securities pursuant to Rule 23¢-1, a report of its acquis-
tions rust be filed on a form prescribed by the Commission. The
Comission must also be given notice of smny call or redemption of securi-
ties by 8 closed-end company.

Coples of the various forms prescribed may be obtained from
the Commission upen reguest.

Initial Capital of $100,000

Among the matters to be given consideration by the promoters
of an invegtment company at the time of orgenization is the importsnt
mandate of Section Ui(a) of the Investment Compeny Act requiring an
initial $100,000 before the company may do business.

Section 1Li{a) of the Investment Company Act provides, in sub-
stence, that no registered investment company or its principsal under-
writer shall meake a public offering of that company's securities unless
(1) the company has a net worth of $100,000, or (2) the company made a
previous offering of securities at which time it had a net worth of
$100,000, or (3) adequate provision is made ss a condition of the regig-
tration of the corpany's securities under the Securities Act of 1933
go that the company insures the following:

(A} After the effective date of the Securities Act repistra-
tion statement, the corpany will not issue any security or receive pro-
ceeds of any subscripiion for any security until firm egreements have
been made with not more than 25 persons tc purchase from the company
securities to be issued by it for an agrregate net amount which, plus
the then net worth of the company, will equal $100,000.

(B) The said agpregste net amcunt will be paid in to such
company before any subscriptions for the company's securitics will be
accepted from more than 25 persons.

(C) Arrangements will be made so that proceeds paid in by
any subscriber, as well as the szles load tnereon, will be refunded to
him on demand in full, if the net proceeds received by the company do
not. bring the campany's net worth to at least $100,000 within 90 days



after the registration statement becomes effective. The Commission may
suspend the effectiveness of the Securities Act registration statement
and revoke the Investment Company Act registration if the company's net
worth is not at least $100,000 90 days after the Securities Act regis-
tration statement becomes effective.

1f a company can qualify under Subsections 14(a)(l) or
14(a)(2) of the Investment Company Act, it can proceed with a pubklic
offering of its securities after it has registered under the Investment
Company Act and its registration statement under the Securities Act of
1933 has become effective. 1f, however, a company cannot so qualify,
it must comply with the requirements of Section l4(a)(3). Section 14(a)(3)
does not limit the solicitation of prospective subscribers, but allows a
public offering to be made to more than 25 persomns before the initial
$100,000 is raised, if the prescribed procedure is followed and the
required assurances made to the Commission‘s satisfaction,

Under Section 14(a)(3), however, the company or its underwriter
must not issve securities or receive proceeds of subscriptions for such
securities from anybody until it has firm agreements from 25 or less
persons te purchase the company's securities in a net amount, which,
when added to whatever other net assets it has, will equal $100,000 in
value.

Once the $100,000 worth of commitments from 25 or less persons
is secured, the company may issue the securities to these 25 persons and
receive payment therefor. Under the Investment Company Act these pay-
ments must be received before the company may accept subscriptions from
any other prospective purchasers whom it may have solicited in excess of
25, but, as noted, there is no restriction on the number of persons to
whom an offering may be made before the payments from the 25 are received,
so long as the subscriptions are not accepted before the $100,000 is paid
in. The time limit on this procedure is ninety days from the effective
date of the Securities Act registration statement,and the company must make
arrangements so that, if it cannot bring its met worth to $100,000 from
the amounts paid in by the 25 or less persons whose subscriptions have
been obtained through the procedure outlined above within this 90-day
period, it will return the full price paid in to any subscribers on
demand without deduction.

Even when the shares of a new investment company are the subject
of a single public offering greatly in excess of $100,000 through an under-
writer, an undertaking must be filed with the Commission assuring compliance
with Section 14(a){3).

The Commission has interpreted Section l4{a) to mean that the
issuer must have a bona fide net worth of $100,000, and such sums cannot
be loaned or advanced as a temporary accommodation by those persons who
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subscribe therefor, nor can there be any intention, when the invest-
ment is made, to redeem or dispose of such investment. The issuer
should, in order to avoid any doubt about the question secure assur-
ances from the subscribers of the initial $100,000 to the effect that
those subscribers are buying for investment purposes, and not with the
present intention of redeeming or reselling the stock when additional
tunds are provided from public sale of the stock. The registrant is
requested to inform the Commission in detail as to the mammer in which
Section 14(a)(3) was complied with. It is expected that the Commis-
sion will be advised that stockholders who furnished the initial
$100,000 were notified of the requirement that they purchase for invest-
ment and that their purposes in holding registrant's stock are consis-
tent with such intention.

The registrant is also requested to inform the Commission
whether, apart from agreements already disclosed in the registration
statements filed with the Commissicn, there are any agreements or under-
standings regarding the registrant or its securities between or among
registrant, the investment adviser, the principal underwriter, promoters
and the initial stockholders which are made, directly or indirectly,
in consideration of the purchase of the initial 5100,000 of stock. Such
agreements or understandings may be inconsistent with the policy and
provisions of Secticon 14(a)(3).

1f the initial raising of the minimum $100,000 is made
through a public offering at a reduced sales load or with no sales
load at net asset value, the provisions of Section 22(d} require that
this offering price be described in the prospectus and be the same for
all subscribers solicited during that period - not only the group of
twenty-five persons or less referred to ir Section 14(a)(3).

The promoters of an investment company may obtain the
initial $100,000 through a private offering even though a public
offering is at that time contemplated. The initial subscriptions
or commitments would have to be limited to a small predetermined
group of organizers and associates intending to acquire the new
securities for investment. If the transactions are in fact private,
these initial sales will not be regarded as integrated with the subse-
quent public offering. Moreover, no question will be raised if these
initial sales or firm commitments are at net asset value or at net asset
value plus a lower sales load than that to be charged in connection
with the public offering, provided full disciosure of the transactions
is contained in the prospectus. As noted above, when the public
offering is made the offering price must, of course, be the same for
all persons in accordance with the requirements of Section 22(d} of the
Act, subject to the usual exceptions thereto.

In the case of an initial private raising of funds from
the organizers and their associates, registration under the Investment
Company Act may precede or follow the private offering. However,
the preliminary private transactions should precede the effective
date of the registration statement under the Securities Act.

SELC a9a (4-71)
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The Securities and Fxchange Commission today made public the
following statement,

"Restricted Securities"

The Commission is aware that many investment companies have been
acquiring substantial quantities of securities that caannot be offered
to the public for sale without first being registered under the
Securities Act of 1933 ("restricted securities"). For the year 1668,
annual reports filed by registered investment companies indicate that
open-end and closed-end companies together held in excess of $4.2
billion of restricted equity securities, Open-end companies--excluding
exchange funds--accounted for about $3.2 billion of these restricted
securities which represented 4.4 per cent of their total net assets.
The acquisition by investment companies of such securities raises
certain problems under the securities laws of which shareholders,
distributors, managements and directors of these companies should be
aware. This statement discusses these problems., No inference should
be drawn from publication of this statement, however, as to the desira-
bility or merits of the acquisition of restricted securities by a
registered investment company.

Problems for the Seller

Section 4(2) of the Securities Act of 1933 exeupts from the
registration requirements of that Act ''transactions by an issuer not
involving any public offering."” This is the so-called "private offering"
provision in the Securities Act. The securities involved in transactions
effected pursuant to this exemption are referred to as restricted
securities because they cannot be resold to the public without prior
registration. They are also sometimes referred to as "investment letter
securities"” because of the practice frequently followed by the seller in
such a transaction, in order to substantiate the claim that the trans-
action does not involve a publie offering, of requiring that the buyer
furnish a so-called "investment letter" representing that the purchase
is for investment and not for resale to the general public,
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The private offering exemption of Section 4(2) of the Securities
Act is available only where the offerees do not need the protections
afforded by the registration procedure. As the Court of Appeals for
the Second Circuit recently stated in Katz v. Amos Treat & Co. CCH
Fed'l. Sec, Law Rep. T 92,409 (1969):

"The Supreme Court has instructed that the applicability
of the exemption should turn on whether the particular
class of persons affected need the protection of the Act,
SEC v, Ralston Purina Co,, 346 U. S, 119, 125 {1953)."

The test of the availability of the Section 4(2) exemption is
whether the offerces are in such a position with respect to the issuer
as to have access to the kind of infornation that would be made available
in a registration statement filed pursuant to the Securities Act. This
test is no different when the offcree is an investment company,

Problems for the Buyer

1. The Problems of Valuation

It is critically important thal an investment company properly
value its portfolio securities. 1t is obvicus, for example, that any
distortion in the valuation of a restricted security held by an invest-
ment company will distort the price at which the shares of the investment
company are sold or redeemed. It is also clear that investment managers
who are compensated on the basis of net asset value or performance may be
unduly compensated if a restricted security, purchased at a discount from
the market quotation for unrestricted securities of the same class, is
avervalued. 1In such a case, investors may also be misled by the reported
performance of the investment company.

The acquisition of restricted securities by both open-end and
closed-end investment companies creates serious problems of valuation.
Scetion 2(a) (39) of the Investment Company Act of 1940 and Rule 2a-4
thereunder requires that in determining net asset value, '"securities for
which market quotations arc readily available" must be valued at current
market value while other securities and assets must be valued at "fair
value as determined in good faith by the board of directors."

Readily available market quotaticns refers to reports of current
public quotations for securities similar in all respects to the securities
in question. No such current public quotations can exist in the case of
restricted securities, For valuation purposes, therefore, restricted
securities constitute securities for which market quotations are not
readily available. Accordingly, their fair values must be determined in
good faith by the board of directors and this obligation necessarily
continues throughout the period these securities are retained in the
company's portfolio.
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Restricted securities should be included in the portfolio of a
company and valued to determine current net asset value on the date
that the investment company has an enforceable right to demand the
gecurities from the seller,

Where the investment company negotiates the acquisition of the
restricted securities directly with the owner of the securities, there
are three significant dates, The first occurs when the investment
company and the seller orally agree upon the price and the amount of
the securities (the "handshake date'). At this point, there would not
seem to be any enforceable right of the investment company to demand
the securities from the seller since, in most states, particularly
those which have adopted the Uniform Commercial Code, there is no en-
forceable right unless there exists some writing "sufficient to indicate
that a contract has been made for sale of a stated quantity of described
securities at a defined or stated price" (Section B-319(a) of the Uniform
Commercial Code). If the terms of the oral understanding do not contem-
plate compliance with any condition by the seller, it is suggested that
the investment company procure, from the seller, a signed memorandum
setting forth the price and quantity of securities to be sold. Upon
receipt of that memorandum, an enforceable right would be obtained. The
securities should be valued as of that date.

In those situations where the oral understanding contemplates the
execution of a formal contract of purchase and sale, no enforceable right
exists until the time the formal contract is signed (the "contract date''},
1f the formal contract does not require compliance with any conditions
by the seller, an enforceable right is then obtained, and the securities
should be valued as of that date.

Where the formal contract requires compliance with stated conditions
which the investment company believes should not be waived, no enforceable
right is obtained until the stated conditions are satisfied. In that
situation, the valuation date should be the date upon which the conditions
are satisfied {(the 'closing date").

Restricted securities are often purchased at a discount, frequently
substantial, from the market price of outstanding unrestricted securities
of the same class. This reflects the fact that securities which cannot
be readily scld in the public market place are less valuable than securities
which can be sold, and also the fact that, by the direct sale of restricted
securities, sellers avoid the expense, time and public disclosure which
registration entails,
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As a general principle, the current fair value of restricted
securities would appear to be the amount which the owner might
reasonably expect to receive for them upon their current sale. This
depends upon their inherent worth, without regard to the restrictive
feature, adjusted for any diminution in value resulting from the restrictive
feature. Consequently, the valuation of restricted securities
at the market quotations for unrestricted securities of the same class
would, except for most unusual sitvations, be improper. 1/ Further, the
continued valuation of such securities at cost would be improper if, as
a result of the operations of the issuer, change in general market condi-
tions or otherwise, cost has ceased to represent fair value. In such
circumstances, maintaining the value of the restricted securities at cost
would mislead investors as to the value of the portfolio of the investment
company which holds restricted securities.

Instead of valuing restricted securities at cost or at the market
value of unrestricted securities of the same class, some investment
companies value restricted securities held in their portfolio by applying
either a constant percentage or an absolute dollar discount to the market
quotation for unrestricted securities of the same class., The automatic
valuation of restricted securities by such a method, however, would also
not appear to satisfy the reguirement of the Act that each security, for
which a market quotation is not readily available, be valued at fair
value as determined in good faith by the board of directors.

Thus, it would be improper in valuing restricted securities auto-
matically to maintain the same percentage discount (from the market
quotation for unrestricted securities of the same class) that was received
when the restricted securities were purchased, without regard to other
relevant factors such as, for example, the extent to which the jnherent
value of the securities may have changed.

Furthermore, the valuation of restricted securities by reference to
the market price for unrestricted securities of the same class assumes
that the market price for unrestricted securities of the same class is
representative of the fair value of the securities., This may not be the
case when the market for the unrestricted securities is very thin, i.e.,
only a limited volume of shares are available for trading. With a thin
market, the news of the investment company's purchase of the restricted
securities may, by itself, have the effect of stimulating a public demand
for the unrestricted securities, the supply of which has not been increased,
and thus lead to a spiralling increase in the valuation of both the re-
stricted and unrestricted securities.

1/ See Proposed Guidelines For The Preparation Of Form N-8B-1l, Investment
Company Act Relgase No, 5633, p. 21 {(March 11, 1969),
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Moreover, if in valuing restricted securities, the diminution
in value attributable to the restrictive feature is itself affected
by factors subject to change, such as the length of time which wmust
elapse before the investment company may require the issuer to cause
the securities to be registered for public sale, the valuation should
reflect any such changes.

Some companies value restricted securities, acquired at prices
below the market quotations for unrestricted securities of the same
class, by automatically amortizing the difference over some chosen
period on the assumption that it will be possible to sell them at the
market price for unrestricted securities at the expiration of the time
period. Under prevailing conditions, however, it canmot always be de-
termined either that the securities will, in fact, be effectively
registered at the expiration of that period or that their public sale
will otherwise be possible. For example, the issuer may be unable or
unwilling to register at the expiration of the estimated pericd, and
public sale at the end of that period without registration may not be
lawful. Comsequently, the practice of automatically amortizing the discount
over an arbitrarily chosen period creates the appearance of an apprecia-
tion in the value of the securities which has not, in fact, occurred,
and, accordingly, is improper,

An undertaking by the issuer to register the securities within a
specified time period would not dictate a different result, In view of the
many factors that may alter the date of the proposed public offering, it is
at best speculative to use guch an undertaking alone as the basis for
amortizing the discount.

Similarly, the possible adoption by the Commission of the more
definite holding periods contained in proposed Rules 101, 160, 161, 162,
163, 164, and 180, Securities Act Release No, 4997, (dated September 15,
1969} would also not alter the conclusion that amortization of the discount
mgy be improper. The more definite holding periods there proposed are
available only if certain specified conditions are met.

In summary, there can be no automatic formula by which an investment
company can value restricted securities in its portfolic to comply with
Section 2(a){(39%9) and Rule 2a-4, 1t is the responsibility of the board of
directeors to determine the fair value of each issue of restricted securities
in good faith; and the data and information considered and the analysis
thereof should be retainegd for inspection by the company's independent
auditors. While the board may, consistent with this responsibility,
determine the method of valuing each issue of restricted security in the
company's portfolio, it must continuously review the appropriateness of
any method so determined. The actual calculations may be made by persons
acting pursuant to the direction of the board.





