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It is a pleasure for me to be here to discuss a subject that I know is
of importance to many of you.

It is an area on which students spend semesters,

the American Law Institute has spent years and you as practitioners have spent
lifetimes.

I am referring specifically to disclosure under the federal securities

laws or, put another away, the production and the dissemination

of information

about issuers of securities.
-When we speak of disclosure, we are talking primarily about two
fundamental concepts, concepts that are as simple as they are elusive.

The first

of these, embodied in the Securities Act of 1933, is that it is not in the public
interest for investors to purchase stock from an issuer or underwriter unless
certain information is available.

The second, embodied in the Securities Exchange

Act ~f 1994 as amended in 1964, is that it is not in the public int~rest for investors to buy and sell securities in the market place unless certain information
is available.
The Commission has, over the last several years, been carrying out a
program designed to merge or integrate these two concepts.

The objective of this

program is to create a system of continuous disclosure so that any investor at
any given time has access to the most recent information about a corporation.

In

the Commission's view, the person making an investment decision does not care
whether the securities are coming directly from the corporation as part of a
public offering or are coming from another stockholder through the trading markets.
The investor in either case should have access to the same information and the
Commission is trying to assure that he does.
The disclosure system to which I have just alluded is just that -- a
ystem made up of a carefully worked out, interrelated series of statutory provisions" rules, disclosure

forms, guidelines and interpretive releases.

It is
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the function and the duty of the Commission to review constantly and refine the
component parts of the system and reassess their effectiveness.

It must be re-

ceptive to the need to make the system more meaningful and useful when that
need arises.
Today, I would like to focus on several specific steps which the
Commission has recently taken which are designed both to improve the actual disclosure called for by this system and to expand the dissemination
tion being disclosed.

of the informa-

I will also touch briefly on the status of several

recently adopted rules and rule proposals having an impact on the availability
of certain exemptions from the 1933 Act.

These rules, commonly referred to as

the "140 series," although not calling directly for disclosure of specific information, play an important role in the Commission's attempt to implement a
continuous disclosure system.

They are designed to further the fundamental

purposes of the federal securities laws in protecting investors and in assuring
the maintenance of fair and informed securities markets.
A major aspect of the Commission's program to improve the content of
the disclosure system it administers is centered around its efforts to make the
prospectuses filed under the Securities Act and the reports filed under the
Exchange Act more readable, more understandable

and more informative.

The Commission has been concerned for some time with the clarity or
lack thereof of the prospectus filed under the Securities Act.

That document is

statutory sales literature and to function properly it must communicate properly.
Unfortunately, it would appear that the presentation of the complex matepial
contained in the prospectus is often just that -- complex, involved and difficult
for the average investor to comprehend.
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In response to the need for more effective communication
prospectus, the Commission has recently adopted new registration

in the

guides and

amended several existing ones which will provide for more summarizing, highlighting and indexing of significant

information.

For example, new Guide 59

calls for a summary, immediately following the cover page of 5-1 and 5-2, of
the content of the prospectus,
with appropriate

emphasizing

the salient features of the offering

cross references to the more detailed disclosure

features elsewhere in the prospectus.
vide for a graphic presentation

Other guides have been amended to pro-

of such factors as the dilution of a new

investor's equity investment, the difference
vestors and by promoters,

of these

in the price paid by public in-

the amount of equity purchased by the new investor's

dollar as compared with that of the insider and the net use of proceeds.
hoped that this type of description

It is

of these elements will convey to the average

investor a better picture of the economic realities involved in investing in
the securities of a particular issuer, particularly

high-risk, new issues.

Along this same line, the Commission has also been very concerned with
the descriptive

language used in filings under the 1933 and 1934 Acts.

Too

often in such filings companies resort to what is termed "legalese" or "boiler
plate" to describe their operations and their prospects

instead of the kind of

concise and specific language that many companies use in their annual reports.
It is doubtful, for example, that prospective

investors ever learned much about

the outlook of a new product or about a company's competition

in stock phrases

such as "there can be no assurance that the registrant will succeed in develop- .

..

ing a commercial market for its product" or "a substantial number of companies
that are engaged in the same business as the registrant have greater financial
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resources, experience and are better known to the public than the registrant."
By the same token, it is very difficult to see how anybody learns about how the
offering price of a new security was determined by reading statements such as
"the initial public offering price has been determined
tween the underwriter

through negotiations

be-

and the company."

I think most of us would agree that an investor should be told about
the status of product development;

that the principal bases of competition

such

as price, product performance and other factors should be identified and the
competitive position of the company explained; and that the factors that were
considered in determining
out.

In recognition

the offering price for the securities should be spelled

of this, the Commission,

amendments to several of its registration

in June of this year, adopted

and reporting forms which reflected

preference for more informative disclosure.

In addition to expanding

tive portion of the filings relating to product development,

the descrip-

competition

and

stock price just alluded to above, these amendments call for more meaningful
closure of the background and performance of the management

the

of the issuer.

disIn

the case of certain registrants offering securities to the public for the first
time, it is now required that there be disclosure of the issuer's plan of operation for a specified period following the date of the offering.

The Commission

believes that a description

of such plans relating to new ventures is particularly

necessary since, generally,

there is an absence of historical

information

avail-

able to the public concerning such ventures in the form of reports filed with the
Commission or published by financial services.
may also involve a greater risk of loss.

Investing in this type of venture
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Reforms in the textual portion of prospectuses and periodic reports
are, however, only one side of the Commission's
tent of these filings.

push for improvements

in the con-

Anyone who has been a close observer of the activities of

the Office of the Chief Accountant of the Commission knows that he, with the support of the Commission,

is aggressively moving to require financial statements to

contain more and more information that may be useful to investors.

For instance,

the Commission recently adopted revised proposals for disclosure in footnotes of
information concerning the capitalized value of financing leases and the impact
on income which would derive from such capitalization.

The Commission recently

has also republished for public comment revised proposals calling for increased
disclosures of significant accounting policies and the impact of these policies
on financial statements.

I might note something that may have escaped your at-

tention in the notice accompanying

that proposed rule change.

To the best of my

knowledge, for the first time the Commission has recognized that some of the information mandateq by it may be of utility only to professionals

and skilled

analysts, and might be beyond the ability of the ordinary investor to comprehend.
Lest you think this represents a complete turn around, I should add that there is
also pending a proposal calling for revisions to the Guides for Preparation and
Filing of Registration

Statements to require an introductory narrative explanation

of the Summaries of Earnings and Operations whenever clarification
enable investors to appraise the quality of earnings.

is needed to

The proposal calls for

management's analysis of the material changes in the amount and source of revenues
and expenses, as well as an analysis of changes in accounting principles whose
application have a material effect on the comp~rability

of net income.

This is

an effort to afford individual investors a better opportunity to understand
significance of what lies in the figures.

the
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One final aspect of this ongoing Commission effort to make corporate
disclosures more useful, which is worthy of some discussion, centers around the
proper place for projections in filings with the Commission.
Commission held hearings last fallon

As you know, the

the matter of forecasts, projections and

estimates in hopes of developing a record that would serve as a basis for reassessment of the Commission's

long-standing position with regard to projections.

More than 50 persons testified, representing public corporations,
industry, the self-regulatory

organizations,

accounting and legal professions.
every conceivable opinion.

the securities

the academic community, and the

As you would expect, the testimony represented

Many letters from companies were also received,

almost all of them hostile to the idea of being forced to make public projections.
The Commission evaluated the testimony received in the light of its own experience,
and in February of this year issued a statement of its conclusions on the subject.
These conclusions, generally, were that no issuer be forced to make a
public projection but that issuers who meet certain standards, such as a history
of earnings, be allowed to include projections in filings with the Commission.

Also

of some significance was the conclusion that any time an issuer makes a projection
public, whether through a press release, a talk with analysts or otherwise, such
projection should be filed with the Commission.
tion with the Commission,

Once an issuer has filed a projec-

it is contemplated that it would have certain obligations

to update the projection and, in its lO-K, to compare actual results with the projection made.
The staff of the Commission is now in the process of drafting rules and
forms designed to implement these conclusions.

One of these rules, which I am

sure will be of particular interest to all of you, will attempt to indicate clearly
that a carefully prepared and reviwed, reasonably based projection

is not a guarantee
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of future performance subject to liability under the securities laws if it does not
ultimately prove accurate.

In other words, it will be recognized

projection is not a guarantee of results.
pproved by the Commission,

that a reasonable

Once the rules and forms are drafted and

they will be published for comment.

They will not be

inally adopted until after an evaluation of the comments received.
The Commission recognizes, however, that all of the detailed information
about which I have been talking today will be of little use if it is not readily
available to investors.

Disclosure implies not only the production

but also the dissemination

of that information.

of information,

One without the other is meaning-

less. In response to this situation, the Commission has taken several significant
steps as part of its overall disclosure program to foster the adequate dissemination of material facts regarding issuers of securities.
~or example, the Commission has increased its enforcement
compel timely filing of required reports, and, administratively,
~enerally will not process registration

activity to

the staff

statements covering public financings if

the required 1934 Act reports have not been filed.

In addition, the Commission,

together with the major stock exchanges, has taken the lead in encouraging prompt
reporting of material corporate developments

prior to the time periodic reports

re required to be filed with the Commission.

While it is recognized that the

care and effort which go into the preparation of a statutory filing may preclude
its being filed immediately after the basic information
that this should not prevent the prompt announcement

is available, it is felt

of the information

holders, the press and any appropriate self-regulatory

organization.

The SEC's efforts in the area of dissemination
attention on -the annual report to shareholders,

have also focused new

the most widely distributed and

Widely used source of information about a company.
Potentially meaningful

to stock-

The Commission recognizes

that

information contained in the various reports filed with it,
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particularly the lO-K, may languish in the Commission's Public Reference Room
available only to a limited number of people.

Despite good intentions, it would

appear that these reports, at this point in time, are not serving their disclosure
purposes because, although they require information to be produced, they do not
cause it to be adequately disseminated.
annual report in this respect.

These periodic reports cannot match the

The Commission, thus, is seriously considering ex-

ploring the idea of integrating the production of information function of the
statutory reports with the dissemination function of the annual reports.
In order to provide a basis for considering such an integration, former
rh~irman Casey appointed in 1972 an Advisory Committee for Industrial Issuers to
make recommendations with regard to the disclosure pattern as it affected industrial
issuers. "I'he pr tnc fpa I thrust of Lts report, I think it is fair to say, was the
annual report and this Committee, composed of a number of lawyers and industrial
leaders, as well as investment bankers and accountants, did make a series of sugb~stions with respect to the contents of the annual report.
As a basic underlying premise, they recommended that the Commission
~~rcome its traditional reluctance and require the inclusion of certain information
in the annual report itself.

Specifically, the Advisory Committee called for the

annual report to contain, in substance, the line of business disclosure and the
five-year summary of operations from Form lO-K.

In addition, the Committee recom-

ended that the annual report include a brief description of the company's business,
• suggestion that seems eminently reasonable.

They called for identification

of,

andcomment on significant changes in, management and, in the case of outside
directors, a statement of their outside affiliation.

In connection with the finan-

Cial information, the Committee recommended that an explanatory comment on material
changes in financial condition and results of operations in the past year, as well
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on material non-recurring

as

items, be included.

The Committee also recommended

that,where not adequately covered in the footnotes to the financial statements

,

there be disclosure in the text of the report of principal accounting policies
nd

changes in the policies.
A task force of the staff of the Commission is now in the process of

evaluating the recommendations

of the Industrial Issuers Advisory Committee.

Although

theCommission has not yet made any decisions on this matter, I think it can be said
hat there may well be some changes in the content of annual reports.
An effort will be made to have the annual report remain as much a
province of management as is possible; the Commission's primary concern, however,
is that certain kinds of material

information reach the public.

I do not believe

thatexpanded Commission requirements about what must be in the annual reports
ill necessarily preclude the reports from retaining their usual artistic splendor,
heir literary style or their overall appeal to their readers.
'epor t s should and can do a better job of communicating

Clearly, these

with shareholders and the

nvestment community.
As mentioned at the beginning of my talk, one final subject I would like
o touch on today is the present status of the "140 series rulesfl which relate

rimarily to the exemptions provided by Sections 3(a)(11), 4(1) and 4(2) of the
'curitiesAct.
inee

As I am sure most of you can attest, a body of "lore" has arisen

the passage of the 1933 Act with respect to these sections which has provided

substantial source of grist for the law review mill and ulcers for the practitioners.
,the past few years, the Commission and its staff have been involved in a concerted
fort to clarify the requirements for the applicability

of the key exemptions from
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registration embodied in these sections.

The result of these efforts has been the

adoption of Rule 144 and the publication

for comment of proposed Rules 146 and 147.

The steps taken by the Commission

in this area have been aimed at increasing investor

protection by providing assistance to counsel, their clients, and members of the
public in understanding

the circumstances under which the exemptions are available.

I would like to discuss briefly each of the rules with you and indicate generally

AAat our experience in administering

them has been.

The exemption from registration provided by Section 4(1) of the 1933 Act
for transactions by any person other than an issuer, underwriter
tended by Congress to distinguish
in securities.

between distributions

or dealer was in-

of securities and trading

That section was intended to allow ordinary trading to take place

without compliance with the registration requirements
that persons who sell unregistered
or persons who sell unregistered

of the Act.

securities of an issuer for their own account,

securities for the account of a controlling

ofan issuer, will not be deemed to be engaged in a distribution
ifthe securities

Rule 144 provides

person

of the securities

are sold in accordance with all the terms and conditions of the

rule. The conditions to be met include a two-year holding period, a limitation on
':
..::
amount of securities that can be sold in any six-month period, a requirement
,

thatthe shares be sold in brokers' transactions,

the availability

of public in-

formation concerning the issuer, and the filing of a notice of sale with the
Commission.
Based upon a year and a half of experience

in administering

canreport to you that the rule is working very satisfactorily.

Rule 144, I

Issuers, brokers,

transfer agents and selling stockholders have apparently worked out satisfactory
~rocedures for handling sales of securities pursuant to the rule, although some
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problems may still arise because these necessary parties to a Rule 144 transaction
find themselves unable to work with each other.

An indication of the extent to

which Rule 144 is being utilized is given by the fact that 31,783 reports on Form
144 were filed with the Commission between April 15, 1972, the effective date of
this rule, and October 1 of this year.

Adoption of the rule has also decreased the

number of no-action requests received by the Commission's staff and the number of
requests for interpretation of the new rule is beginning to level off.
While the staff of the Commission has, through its staff interpretative
procedures and the publication of Securities Act Release No. 5306, clarified many
of the questions concerning

the provisions of the rule, certain substantive ques-

tions continue to arise on a regular basis.

One apparent source of concern to

individuals relying on the rule is the requirement that persons agreeing to act

m

concert with respect to their resales of securities must aggregate such resales

in determining the amount that can be sold under the rule.
.ue s t Lon

The reason that this

remains unclear is that whether certain persons are "acting in concert"

'ependsupon the facts in each particular case and, accordingly,

it has been neces-

~ry for the staff to take a case-by-case approach in responding to interpretative
inquiries relating to this provision.
iembe r-s of the public in considering

While the staff will attempt to assist
this question, it would be helpful to keep in

lindthat tliereason for including the "acting in concert" provision 'in the rule
was to prevent planned distributions made in purported reliance on the Section 4(1)
exemption which are not, in fact, casual trading transactions.
The Section 4(2) exemption provides that "the provisions of Section 5 .
shall not apply to • • • transactions by an issuer not involving any public offering." The phrase "transactions not involving any public offering" is not defined
by the Act or, except in limited circumstances,

in the existin~ rules under the Act.
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The basic criteria to be considered in determining the availability of Section 4(2)
were established by the Supreme Court in the Ralston Purina case.

The main con-

sideration is whether the offerees need the protection afforded by the Act as
evidenced by whether the offerees have "access" to the same kind of information that
registration would disclose and whether they are able to fend for themselves.

The

application of these criteria and other guidelines set forth from time to time by
the Commission and the courts has resulted in uncertainty about the application of
the exempt ion.
Proposed Rule 146, as revised on October 10, 1973, is designed to provide
more objective standards in order to clarify the uncertainty about the exemption to
the extent possible.

In line with the Supreme Court's Ralston Purina decision, the

Commission is of the view that the significant concepts to be considered in determiningwhen transactions are deemed not to involve any public offering are access to
the same kind of information that registration would disclose and the ability of
offerees to fend for themselves so as not to need the protections afforded by registration. The proposed rule contains several conditions that are designed to
implement these concepts.
In order to comply with the rule, the offeror must prove that he has
satisfied all of the conditions of the rule.

The conditions relate to:

(a)

limitations on the manner of offering;

(b)

the nature of the offerees;

(c)

access to or furnishing information;

(d)

number of purchasers;

(e)

limitations on distribution; and

(f)

report of sales.
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The Commission has made certain revisions in proposed Rule 146 as a
result of the public comments received in response to the proposed rule as initially
published.

For example, the proposed rule has been revised to provide for an

"offeree representative"

rather than an "investment representative."

The term has

been more precisely defined and certain requirements have been deleted or modified
in order to make the proposed rule more workable.
offeree representative

Closely tied to the concept of

is the concept of ability to bear the economic risk.

The

revised rule provides that either an offeree has to have the requisite knowledge
and experience (in which case he should be able to "fend for himself" and be able
to decide intelligently whether or not he wants to assume particular risks) or, if
the offeree needs the aid of an offeree representative

in order to meet the

knowledge and experience test, he must be able to bear the economic risk of the
investmen c,
The rule as originally proposed made no specific reference to business
combinations. However, the revised rule contains several new elements that relate
specifically to business combinations.

Of particular importance are the provisions

allowing an affiliate of a corporation to be acquired to act as a representative,
in certain circumstances, of all the shareholders, and the waiver of the "economic
risk" test where offerees are represented by an affiliate in a business combination.
With respect to "access to" and" furnishing of information,"

the proposed

rUle has been revised to make it clear that an offeree must either have access in
the traditional sense (based on employment relationship or economic bargaining power)
~ he must actually be furnished with certain information.

In either cas~, the

offereemust also have available the opportunity to obtain additional information
ecessary to verify the information received.

The rule has also been revised to

- 14 -

specify the type of information required.

For reporting companies,

information

contained in the most recent Form 10-K and subsequent reports should be provided,
as well as a description of the securities,

the proposed use of proceeds and any

material adverse change in the affairs of the issuer; for non-reporting

companies,

the type of information required by Schedule A of the Act, with provision for unaudited financial statements, would have to be provided.
The requirements of the proposed rule dealing with the number of purchasers
have been revised to pertain to sales by an issuer of the same class of securities,
thereby avoiding the problem of integrating debt and equity securities.

Also, the

revised rule provides that certain types of persons, in addition to those purchasing
for large amounts of cash, would not be included in the computation;

for example,

executive officers and directors, banks making loans, employees purchasing pursuant
to employee plans, and purchasers in a business combination.

In addition, the

dollar amount required to be purchased in order not to be counted has been lowered
from $250,000 to $150,000.
Finally, under the revised rule the Form 146 would not need to be filed
if the aggregate price of the securities sold in reliance on the rule in the preceding l2-month period to persons other than those purchasing for $150,000, officers
and directors, employees

(up to 35) and banks (notes only) did not exceed $100,000.

Thus, the issuer would not have to file a report of a bank loan, or exercise of stock
options or issuance of stock to executive officers or directors.
Section 3(a) (11) of the Act exempts from certain provisions of the Act,
including the registration requirements of Section 5, securities that are part of
an issue offered and sold only to persons resid~t

within a single state or territory

if the issuer is a person resident and doing business within that state or territory.

Congress apparently

believed that a company whose operations

are restricted to one
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area should be able to raise money from investors in the immediate vicinity without
having to register the securities with a federal agency.

In theory, the investors

would be protected both by their proximity to the issuer and by state regulation.
The Commission is aware that there are many public offerings of securities
made in reliance on the exemption from registration

provided by Section 3(a)(ll).

Some issuers, however, may not be familiar with the administrative

and judicial

interpretations of that section and, therefore, may be relying on it mistakenly.
Moreover, the Commission

believes that local businesses seeking financing solely

from local sources should have objective standards to facilitate compliance with
Section 3(a) (11) and the registration provisions of the Act.

Accordingly,

the

Commission has proposed Rule 147 which would define certain terms in, and clarify
certain conditions of, Section 3(a) (11).
be

All of the conditions of the rule must

satisfied in order for the proposed rule to be available.

These conditions are

that the issuer be a resident of and doing business within the state or territory
in which offers or sales are made, that no part of the issue be offered or sold to
non-residents of such state or territory or reoffered or resold to non-residents
a period of time after distribution

of the issue.

for

The rule defines "part of an

issue," "resident," and "doing business within."
In general, public comment on the proposed rule indicates that the
Commentators were favorably disposed toward the rule, except that serious objections
have been raised as to the definition of "part of an issue" as being too inflexible,
~nd to the limitation on reoffers and resales as making the rule unworkable.

In

:eneral, the attempt to define "residence" was applauded but the efforts to define
"integration" met with less enthusiasm.

The Commission will soon be in a position

totake action on the proposed rule and will consider these public comments in deiding how to proceed with it.
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In closing, let me say again how pleased I am to be here.

I hope that

my remarks have provided some enlightenment regarding the SEC's actions in the areas
I have discussed today.

I realize that the changes the Commission has already

effected and has proposed to effect will no doubt continue to bring various objections from different issuers and their counsel.

I believe, however, that these

efforts of the Commission will definitely prove, in the long run, to be most beneficial to issuers and the investing public alike.

"

