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CHAPTER I
SCOPE AND PURPOSH

The purpose of this study is to determine the
adequacy and reliability of informeticn containsd in the
prospectus or offering circular issued in connection vith
now issues of coxmon stocks., Ino study will be limited
to issues of corporetions that are just "going public.!
That 18, the first public offering of socurities by
corporaticns that have previously boen privately ovned.

Tho study will be made from the viowpoint of the
parchaser or progpective purchaser of such securities.
Sines nost of tho firms conceraed in such issues aro
rolatively now and uwatried, most purchasors arce seeking
price appreciation rather than incoxe. To that extont,
wo ars concerpned with "investment inforuation" only if
invostuent 18 considered in thoe broad senss of being any
purchase of securities for profit, Certalmly fow of those
issues could qualily as “investmont" sccurities under pore
stringent dofinitions of investment. For exauple,
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Graham and Dodd define an investment operatlion as,

" o o o On9 vhich, upon thorough analysis, promises
safoty of principal and satisfactory return."l In
purchasing first public offerings one must usually forezo
maximau safety in search of maximum profits. If this
narrow definition of investmen® is accepted, this study
will be concerned primarily with the use of the prospeoctus
or offering circular as a source of *spoculative infore
mation,” with speculation being defined here as the
purchase of securities in the hope of p»rofiting through
price appreciation.

. o
Sla) * ¥

The first step in the study will be the proparation
of a 1ist of inforzation which should be included in a
prospectus or offerinz circular, and tho checking of this
1list against the information roquired by the Securitiec
and Bxchange Commissione A group of prospectuses and
offering circulars will then be analyzed to dotermins tno
exstont to which they include this informatione The rolie
ability of the information will be determined on the basis
of the enforcement activiiiocs of the Securities and Exchange
Comnissione Finally, the authort!s conclusions will be
stated and suggestions for improvement will bo offored.

ipenjamin Graham and David L, Dodd,

Scenrity Apalysls
Princinles Q]%figshﬂégdﬁﬁ (3rd ed.y How Yorks HoGrawerill
o0k CO., 197 9 Do 30



The Securities Act of 1933, U. 8. Codo, Title 15,
defines a prospectus rather broadly &s any communication
with the public rogarding a securities offering, unless
such conmunication is accompanied by & printed prospectus.
This definition is broad enough to include oral as well
as written communicatlons. Securitles and Exchange
Conmission regulations hava rolaxed this definition to
pornit publication of very simple advortisemsnts, Sowo=
tines called "tombstons advertisoments” because of their
brovity, stating a very minimum of 1n£ormation.2 For the
purpeses of tuis study a rmuch more linited dofinition will
boe used. Tho word prosyectus, as used horein, will refer
to the printed brochure boaring that title and issued in
connaction with a stock issuc, whon such issuo has not
been granted an exempiion undor Securities and Exzchange
Commission rHegulation A,

An offering circular is a similar document issued
in connection vith & stock offering which has bsen pgranted
an exemption under Rogulation As This regulation permits
the oxemption froz cortain formalitles of a securities

25ccurities and Excnange Ccmmission, fone 10
ho Sa [+ 4 Aashingtons

v;'o.kuovernmenthrznt‘ng uffice,';yba‘, p. 3.



is3ue for which the total proceeds will b9 loss than
3300,000. Primarily it psraits the issuer to avoid the
conpletion of the very extensive Reglstration State=ment
required of other lssues, and it permits the use of an
cffering circular instead of the much longer prospsctus,

o o : &

The Securitios Act of 1933 requires a prospoctus

to include the following informationsd

l. name of issuer,

2., state of incorporation,

3« location of principal business office,

4y, name and address of officers, directors and
prozoter of the corporation,

5« name and address of the underwriters,

6. nama and address of persons owning of record or
boneficially more than 108 of any cless of stock
of the corporation,

7+ amount of securities of issuer owned by any
person in i through 6 above including securities
included under the current prospectus,

8. general character of the business of the issuer,

9. statozent of capitalization of the issuer,

30.3., Updted States Codo, Title 15, Soction 773
and 77aa.
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il.

12,

13.

1k,

15.
16.
17.

18.
19.

-5 -
gtatement of securities, if any, subject to
outstanding options, with names and addrcases
of persons holding such options,
the amount of capital stock of each class
issues or included in sharces to be issued,
statemont of bonded debt outstanding or to bo
created by sscurities to bo offored with details
as to maturity, etc.,
the gpecific purposes in detail, and approximate
amounts to be devoted to such purposesa, for
vhich securities will be issusad,
statement of remuneretion to officers and di=-
rectors if such resmuneration exceeds 329,000
por year,
estimated nst proceeds from oflering,
proposed offering price,
all comnissions or discounts to underwritors,
including cash, securities, or other valuas,
itemized 1listing of other exponses of issusr,
net proceeds of any securities sold hy issuar
in the two years precoeding, with offerinz
date, price and naze of underwuriters,
anount paid or to be paid to promoters during

past two years and the consideration for such

payzent,
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nanas and addressos of vondors and purchass
price of good will to be purchased with proe-
ceeds of the offering,
£ull particulars of any interest of officers,
directors or major stockholdors in any prop=

erty acquired within two years of the offering,

nane and address of counsel vwho passed on the
legallty of the offering,

dates and parties and genoral effect of any
material contracts entered into within two
years o> to ba enterod into aftor tho regisge
tration of the offering, including contracts
for management gervices, bonuses or profit
sharing, material patent rights, or for fure
nishing of ‘echnical services,

balance sheet of issuar, with propsr cortie
f£ication,

profit and lozs statement of issuer, with
certification,

Sgcurities Act of 1933 authorizes the Securitics

ard Bxchange Cczmission to pernit the issusr to omit any

of the above information vhich The Ccamission considors

not in the public interest., The Act also autnorizos The

Coenmission to require such additionnl information as
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The Cormission may consider necessery. It appears, therge
fora, that The Comnission haa the esuthority to requiro any
additional information desmed necessary without additional
legislatlon.

Lezal fogulrements for an pfferine Cineon)am

The offering circular used in connection with an
offering under Reogulaticn A may contaln scmevhat leass
detall, The Zecurities and Exchange Ccanission roguiae
tions require only that it coatains#

1. nane, addressy state of incorporation and date
of iIncorporation of the issuer,

2e offering price, underwriting discount or coxnise
sion, and procosds to lssuer for the offering,

3¢ description of the methods to bae used to dige
tribute the securitios,

b, a reasonably itemized statement of the purposes
for which the proceeds will bo used,

5. a brief statement of the securities to ba offercds
in the case of coxmzon stock the par or stated
valug,

6. nature of issuer's present or propossd product

or servlicos, the principal market thercof, and

b socuriti es and Exchange Ccmmission, Q@;

' ; v via thq s
U. Se Gave*nment Prinulng Of“ica, 19ua 9 pp. 1b9

6%.
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the length of time the issusr has been in
business,

7e location and general character of plants or
other physical properties held or to be acquired,

8. details of any new invention or process which
the issuer plans to exploit including patent
information, if any,

9« full names and residence eddrosses of all die
rectors, officers and controlling stockholdors
of issuers and prowmoters if incorporated legs
than three years, along with aggregate annual
recunoration of above and individual reourérae
tion of three highes{ paid,

10e all direct or indiroect intorest of tiacse agbove
in securities of the issuor or affillates, and
any material transaction with thea in past two
yearsa,

1lle. appropriate financial statoaonts of issuor proe
parod in accoptable accounting form but not
nocassarily ceortified,

12, a doacription cf all opticns or varrants pregsonte
ly outstanding or proposod to bo issucd,

Sincoe all prospectusss and offerinn circulars nust
bo approved by the Socuritles and nxchanse Commission
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before use, 1t may be assumed that all of the information
above 18 contained therain. However, the detail in which
it is treated wlill vary rather wldely awmong issuss, Ioms
issuers and brokers apparently furnlsh only the minimun
information required by the Commission stalfl, while othors
apparently attempt to furnish adequate informatlon for a

reasonable investmnont decisione
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CHAPTER IZ
FORULATION OF JRANDARDS

Thoere are ocsasional new 1ssues of high grade investe
ment pecurities, such as Ford Motor Company, or Upjohn
Companys. Such issues are exceoptional, howsaver, The large
najority of nsvw lssues are floated by small companies, nmany
of them very thinly financed. The securlities of those small
companies are usually purchessd by persons who expect to

proflit throupgh price appreciation.

Price appreciation uaualily dspsands largely on
incroages in the firm's por share earnings. It follows,
thersefore, that a potentlal investor jin such securities is
interostod in obtaining information which will indleate the
probable trond of poreshare earnings. This trend is do-
terpined by the trend of total earnings and the traad of the
nunber of shares outstandinge. Conzequently, the prospectivo
investor noeds any inforamatlion vhich will indicate the
probable trend of elther totel earnings or future capltal
requirezents. He 1s also interested in any outstanding
contracts under vhich the firm can be required to issue

additionad shares upon the demand of others.

In addition, the prospective investor should have

infornation concerning the curront status of the socurities
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market and its probahla future trenis. Howaver, such market
information cannot ba provided in a prospectus or offering
circular becsuss of tna rapid change in market conditions
and the length of time required to prepare a prospectus or
offering circular. 7The investor must find and weigh such
information for himself, The study cf market trends will
not ba discussed further herein., This thesis will be
i1imited to & discussion of information which is noedsd by
an informed lnvestor, and can bo provided adequately in

2 prcspectus or cffering circulare.

The purpose of prospsctuses and offering circulars
i8 to provide prospective investors with adequate infore
naticn about the offoror to enable them to make an ine
formod investment declision. It follows then that those
documents should contain the information which an intelli-
gent and inforaed investor would nsed concorning the
conpany and 1ts envirommente. The following paragraphs
will discuss tho information vhich 1s essential for a
woll informed decisione

Hansgaement
The progpective investor whould knovw the nsmoe and

addresses of management personnel, their past and presont
business agssociations 4 positions hald, and stockholdings of

management porsonndle This information 1s necessary for
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CWo reascnis. First, the past and present businsss assoula-
tiong of mansgement personnel are the best avallable indie
cations of their qualifications to manage the fim. If
they have no past businsss experlionceg or 1f their exe
perience 1s in a different kind of business, their quali.
fications would bes open to considerable question. A long
rocoxd of succegsiul employmant in & responsible position
in the igsuing firm or a sinmilar business would bs a

favorable factor in the investeont decisions

Secondly, the information as to securities held by
panagensnt is an indication of the interost that managse
ment will have in ¢he succoss of the ccmpany. HManagemant
that holds large quantities of company stock will naturally
have a greator interest in promoting the interests of the
companys On the other hand, if the stockholdings of nanagoe
moat are out of proportion to thelir contributions to the
company, it may well indicate an effort by management to
enhance their own fortunes at the expense of the other
stockholders, The contributions of managemant referrod to
above may be in the form of labory patents, and sinilar
intangibles, as woll as money. Management reruneration in
excess of their freo market value may also indicate an

effort to tsis edvantage of othsr stockholders,
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Financial Pactors
The investor should have certified balance sheets
and profit and loss statecmonts for at least the most recent

three yoars.

A single balance sheet siows only tho estimated
financial condition of the £irm on a given date. It gives
no indication as to trend. Similarly a single profit and
loss statoment shovs thoe rogsults of a single year, Tho
opoerating rosults of one year may not be typical. If such
statements are furnishod for throe or wore years, the pro=
spactive investor can form a reasonablo opinion es to the
probablo future trends. For example, tho balanco sheoet for
a pgiven year may indicato that the firm is adequatoly £ie
nanced, or will be after issua of tho proposod stocke Hove
evor, a study of tronds nay show that inventories or accounts
roceivable, or both, are growing at a much faster rate than
sales, If accounts receivable are growing faster than salaes
the £irm probably is following very liberal, and possibly
unsound, credit policies. Continuation of such policies
wiil rosult in a neod for additiocnal funds to finance the
accounts. This trend may also indicate that the firm has
a large amount of uncollectiblo accounts which have not

yet been written offe In eithor case, thereo is a strong
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possibllity that future profit trends will be affected
unfavorably, either through the write~off of bad accounts
or by the nced for additional funds to finance the accounts.

The noed for statezents for mwra than onhe year is
recognized by many underuriteors. For example, the well
krnovn £irm Carl M, Loedb, Rhoades & Co. requires staterments
for five years for issues underwritten by tham.5

Inventory may be growing fastor than sales because
of poor invantory control or becauso the firm i1s unable to
dispose of obsoiete materials. If inventory is obsolete
future profits will be diminished by write-offs. If the
unfavorable trend is due to poor inventory control, future
profits will bs affaected unfavorably because of increased
need for funds to carry the largor inventory.

A careful analysis of changes in consacutive
balance sheots may showW that earnings have not been
accurately stated in the proflt and lossz statemsnt. The
firm, for cxample, may have written off obsolete inventories
or bad accounts direcily against surplus, thus overstating

earnings. Excessive amounis of research oxpenses may have

5Securit1es and Exchange Commigsion, ?gngzﬁ.gﬁ
ned ~f Socun £13. 0tg, Part 19 wvagalnptong
Ue Oe uovarnment Printing Office, 1953}y pe 5130
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been capitelized, again increesing stated earnings. For
exanmpie, Dunn Zngineering Corpe. was able to conceal its
substantial operating losses, and its insolvency, by
deferral and capitalization of substantial ressarch exe

penses, anmong othsr accounting dovices.®

The factors discussed above cannot ba dlscovorod
by scanning & single balanco sheete They boccone apparent
enly upon careful analysiz of balance shaat trendsy and
conparison of such tronds with oporating rosults as stated

in the profit and loss staienents.

of course, & great many othor data can be dlscovered

from analysis of finanelal statemeniss fmong thenm are
cernings per shere, earnings on invosted capital, current
ratio, inventory turncver, acld test ratlo, and others.

It 1s not the authcer's purpose hero to write a text on the
analysis of finanecilal statermsnts, but morely to point cut
the necessity for nore than cng bolance sheet and proflt

and loss statezment in the formuwleatlon of an informed ine-

vestnmont decisione

The prospactive investor should also have a conploto

statenont of the capital structure of the firm. This

Olbidey pe 335
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statement should include details as to the amcunt and terms
of all stock, bonds, options and loans outstanding, iithout
such informatlion the prospective investor cannot acourately
estinate the future per share earnings, or appraise tho
soundness of the firm's financial structure. The f£irm may
ba dangerously overburdanad with dsbte Large amounts of
outstanding warrants or convertible debontures may raesult,
by conversion, in lower per share earnings, even vhile
total earnings are growings In any case, large amountsa of

suech convertible securitios tend to hold stock prices doun,.

The purposes for vhich the procoeds of the proposed
stock offering will bs uscd 18 also important inforaation
for the prospective investor. For example, other data in
the prospectus may indicate that the firm's curront plant
is operating near cazpaclty. If the proceeds are to be used
in part for new plant, there 1s a possibiliiy that new
funds will not be needed in the neer future, However, if
the proceeds are to be used for somo other purpose 1t 1s
epparent that the company cannot grow appreciably without
obtaining addition=l funds for new production facllities.
Suechn additional funds wlll adversely affect per share
earnings, either through debt service expense, or by ine
croasing the ancunt of stock outstandinge Also, of course,
a statement of the use of the proceeds may indicate some

unwise or even frivolous plans for the future.
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Tha Product

The prospoctus or offering circular should contain
a datallsd descriptica of all major products. The desoripe
tion chowld includo a statsmont of the compatitive ad-
vantages or disadvantages of the product, as compared to
rajor caompetitors, The existence of, or lack of, patent
protection should be indicstods If the company 13 earning
a gubstantial profit on an unpatented product, it is vory
likely that increassd competiticn can be expocted. This
increzscd coapetition will prodbabdbly reduce the company's
earnings, and the chances of rapid price approciation.
This is the classic pattern of procduct development, Cne
ccrpary devalops a nev product and earns a substantial
profit on it. This profit attracts compotition. Soon
the production capacity of the industry exceeds the buyring
capacity of the market. Consequently, profits ahrink or
disappear completelye. Thils pattern has been followed by
pany products in recent years., Anong tho most prominent
ara sericonductors, plastic boats, and a number of rajor
plastics. The high profit stagoe of this development
pattern can be proloanged somewhat by patent protectione.

The abgsence of patent protection places groater eme
rhesis on the rescarch facilities of the company. iithout
patant protecticn a company oan zmaintain hiph lovel earnings



enly if 1t develope new products to replace the old ones

when prolits from the old producsts begin to shrinke

The prospectus or offoring circular should also ine
dicate, at least in a gensral way, the relationship of the
company?s prices to the prices charged by competitors. I
direct price comparisons caanot be glven, there should at
least bz a statouent that the compeny's prices are ccomparable
to those charged by competitors, or ara higher or lower,

es the case may Do,

Marketing

Efficient marketing 1s &3 important as the product.
Ee vho invents a better mousetrcp zust alseo bsat 8 path to
the world's doore Consequently, tho prospective investor
must be in a position to evaluate the marketing metheds

used by the security issuer.

7he prospective invesior 1s Interssted primarily in
tho answers to thres questlons concerning the marketing
programe First, can the preseat or proposed marketing
system distribube the lssuers products effectively and
oconomically? Secondly, 18 the presant or propossd marikete
ing system within the financial ability of the issuer?
Finally, what 1s tho extent of and the probable trend in

the mariket?



“l9 -

To anower these quastions the prospective investor
noads reasonably complste information as to the narketing
channels baing used or to be used, Thoe verious channels
wiiich can be used include:

l. direct salies to consuzer through coupany

branches or dirsct by mail,

2e through independent wholesalers and retailers, oand

3e fron ccmpany direct to rstaller,

There ars, of course, numerous variations, Tho
most advantazeous channels will vavy with the product and
the sizZe and financial condition of tha company. For excaple,
a largo ranufacturar of crackers coy find 14 possible to
sell directly to the retailer, because ol high volue,
broad product line, and wide geographical distributicne.

A smaller cracker producer mey find 1t necessery to gell
through Jobbars bacauso ho lacks the financial strongth,
product variety and geographical distribution to support
an owned distribution systom. A sinilar situation arists
in the capital goods industrias. They can distribute
directly to tho user, or through Jjobbers, manufacturer's

agents or similar outletis,

To form an opinion as to the adetuacy and appro=

priatensss of the distributicn syste=m used the investor



#ill need to knows
le the typo of porson or flrm who buys the product,
2¢ the distribubtlion chamsls usad and the numbsr
end location of distrlibution csnters, jobbers,
or othar sinilar uniis, and
3s probable extent of and future trends in the

rarket.

The type of buyer 1s frequently selfesvident from
the product, and nsed not be discussed In detall in the
progpectus. Som® of the more technical products do
require more detallsed discussion.

Infarmation a8 to distrivution chennsls ugsdy terrie
torial distribution, and mmber of units should ve readily

avallahle to sansgement from compalyy records.

Information 28 to the extent of the probable future
trend of the marked is usually evallable (o manegament
from trade associations, trade journasls, governmental sources,
end privete merket studles., These scurces can usually pro=
vide roassnably accurate information as to the present
oxtent of the markat. Their predictions of futurs trends
are 1ikely to b3 less sccurate than thelr historical
statistics, but hetter than the lavesior ¢an propare for

himself. Information Is usaally available to managemsnd
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from all of the sources listod. Tho investor will £ind
1t more difficult to obtain such information for himsalf.

If managersnt doas not have the marketing 4infore
nation mentionod above, tha progpactus should ba requirod
to include a statement %to that effect., Tho lack of such
inforrnation on the part of managemant 1s, in itself, ipe
portant lnvestrent information. It 1s svildence that
manacement 18 either incompotent or nsgligent.

Production Fecllities

Even the best marketing facllities are mscless une
less the company can produce or buy the procducts to s80ll.
Thie investor ias, therefors, intarosted in the ability of
the issuing company to chtain the products,

The investor will nsed to know whether pressnt
production capacity 18 sufficilent to mect tre present and
prospective needs of the compaxys If productlion facilitles
are not sufficient for future nesds the compary will neoed
funds for expansion 23 afles grove, These NHundz will have
to be obtainad from cna of three scurcaes: (l)retainsd
earnings, (2)dobt financing, or (3)equity financinge

If expansion 18 to be financed from retaimd
earnings, the growth cf the corpany will probably ba
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retarded while funde are accumulateds If growth is fi
nanced through debt securities tho sarnings may be ade
varsaly affectad by deblt service costse If growth is
financed through equity securities, the earnings per
share nay be adversoly affectede Any of these three
results will result in slowsr price appreclation for the

company*s securitles,

Thoe ccapaxy's labor relations expsrilence 1s also
important to the Ilnvostor. The very bost paysicrl plant
i3 usgeless if 1t 1s frequently idled by lebor troubtles.
Frequent strikes will have an adverse effsct on earnings,

and, consequently, on sccurity prices.

Rasearch

Research activities have bscoms an importani element
in the valuation of sscurities in recant yaarse Tho effact
of ressarch on security prices has been carcfully documented
by a number of financial analystia,.

For sxample, Grsgor Lazarcik, Ressarch Associate at
Colunbla University, found a direct relationship between
the amount spent on ressarch snd the rate of incrsease of
socurity prices.’/ During the perlod 195760 the prices of

?Gregor Lazarcik, vScientific Reosearch and Its

RPelation to Saraings and Stock :)I'J.CGS n Finanelal
A s AVIII (January-?ebruary, 1652) 4
3 e 83
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the 425 stocks in Standerd & Poor's Industrial Index ine
creased by twenty-five percent, Tnese companies spent

3% of 8ales on research. During the same pericd, stocks

of ten of tho companies insrsassd 520% in price. %heseo
companies had spsnt 84,57 of sales for research, }Mre Lazarcil:
cited other statistics in the same vein,.

There 18 no ccmpletely acceptablez measure of the
effactlivensss ol a company?!s research efforts, lowsver,
certain quantitative information could bo given to assist
the investor in his appraisal of the coupanye.

The percentaze of ssles spant on rescarch 1s tho
moat frequently usad me2asure of research activities, ‘hile
this is an accurate measure of management emphasis on
research, it does not measurs 1ts effectlvanssse This
information is usoeful to the inwvestor, howsver, and should
be included in the prospectus or offering clrcular,

Effectivenass of research activities la indicated
by the nevw products devselopeds This 1s usually measured
by the percentage of corpany g2les whlch resulted from
naw products doveloped during some spacifisd pericd,
frequently the preceding five years. This measure cannot

bo used, of coursey; by & new comparfe
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The final indication of research effectiveness 1s
the qualification of the research staff. For the smaller
company this could boe indicated by listing the research
staffy or at least the more prominent mombers thereof,
with detalls as to education, past accomplishments, and
past positions helds A larger company would probably not
ba able to provide such detail bacause of thelr larger.
research staflis. Howover, thosc detalls are less important
for the larger company, since such companies usually have
a longer history by vhich their research effoctivencss

can be measureds.

The prospectus or offoring circular should also
contain details of roscarch in progress to the extent
that such information can be disclosed without producing
adverse competitive effects. Such information will
assist the investor in his appraisal of the probable
future progress of the companye

It must be realized, of course, that research 1s
more important to some industrioes than 1t i1s to othera.
Resaarch 18 of very limited application, for example,

to retall stors operations.

Hiscellaneous Information
in addition to the data indicated undor the various
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hoadings above, there 1s certain additicnal information
which should be included in the prospectus or offering
circular,

Dotails of any proposed mergers or acquisitions
should bs inciuded. lione of tho offering circulars, and
only eight of the prospectuses, exaninod mentionsd any
possibility of morger with or acquisition of other firas,
Yot the author 1s aware of several margers and acquisitions
involving the issuing firms. Anothor study indicates
that prospective mergers or acquisitions were major
notives for as many as 208 of first issues, though not
frequantly mentioned in the related prospectus or
offering circulars.d

Cortainly a prospective part ownsr of tho firm
should ba informed of any impernding changos of such ine
portance, O0f course, such msrgers must be approvod by
the stockholders bofore they can be consuzmmateds Howe
ever, this requirement cffers little protection to the
purchaser of stock, since the criginal stockholders
usually retain voting control of the corporation,

Dotails should be given of any loans or other

BSa.omcn 3. Flinc, Elultz Plasgtnc of Soqll
tam L2 ' irantony Hedey

liew Jersay Dapartrpent of Congervation and Economic
Dovalopment, 1952)y ppe 48, 52,
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financial arrangements undeyr consideration. This infore
nation is lmportant as an indication of debt service
costs to be incurred, and the effect of such costs on
earnings. It 15 also important as an indication of the
avallabilidy of sufficient financial resources %o support
future grovth of the company.

Detaileg should be shown for any major ccntracts
outstanding or under consideration. MNany small firms are
heavily depondeont on a single customer or & small number
of customerss This is particularly true of a mambor of
epplied sclence companies which derive most of thelir ine
come from govorament contractse EBExcessive depeondence on
ona or a few customers tends to cause instability, a
factor which may have an adverse affect on stock prices.

The prospectus or offering circular should alse
include information regarding any dealings of the company
with its officers, dirsctors, or companies controlled by
thems This information 18 necessary primarily to proe
toct the stock purchaser againat fraudulent or unsethical
dealings designed to unjustly enrich insiders at the oXe
ponse of the public stockholders.

Any litigation 4in progress uhich may affect the
company should be discussed in full, along with a
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statement by counsel as to the probable outcomes The ime
portance of litigation is clearly illustrated by ona of the
offering circulars in our sample. The issuing company,
Ce Fo Kirk Laboratories,; Inc., was tho defendant in a
civil sult elleging dameges in an azount more than
double the total assets of the company.? For reasens
that are readlly apparent, the ceompany and its legal
counsel may be reluctant to express an opinion as to the
outoome of litigation in progross. If such 18 the caso,
the gtock issue should be delayed until the litigation
has bsen terminated. Issues could also be delayed during
negotiation of mergers oy major contracts if management
does not wish to disclose datalls during the negotiation.

Certain necessary deta have not been discusséd
above due to the fact that The Securities and Exchange
Conmission require their inclusion in the prospectus or
offering circuiar, and more mention of them 1s adequate.
Among these are the name of the company, its principal
office address, state of Incorporation, offering price
of socurities, and sinilar data.

The purpose of the prospectus or offering circular

9. Fo Kirk Laboratories, Ince § 9%
(New York, Schrijver & Cos, 1960?, Po U
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is to provide the prospective investor with adequate ine
formatlon to onable him to meke an intslligent investment

decisions

The essential information for such a decislon is
as followss
1+ Henagement
8+ namesn and addresses of manegsensnt perscnnsl
be. past and present businsss associations and
positicns held
ce ponagemsnt?s holdings of securitiss and
options lssued by the company
de. remuneration of mansgement
24 Financial
ae reasonably detalled and certifiled balﬁnce
shest and profit and losa statement,
proferably for a period of at least thres
years to permit trend analysis
be. a complote statement of the capltal
structure including detalls as to amounts
and rights of all classes of stock, dobt
securitlies and options, and term loans,
{ncluding all securities covered by the
prospectus
ce. purposes for which the proceeds of the
offering will be used
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3« The product
a, a detalled description of all major proe
ducts and their uses, including new proe
ducts ready for marketing
b. & atatexmant of tho advantages and disade
vantages of the company's products as cone
pared to the products of major competitors
e details of patent protection avallable
de relationsihip of the company's prices
to thosse of compotitors
%, Marketing
a., a statement of the marketing techniques and
channels now used and any changes coatome
plated
be tarritory covered
ce Share of market
d. major compoetitors
8s 81zo and trend of total market
Se Production
ae physical production facilities available
and conteaplated changss
be rolationship of current producticn to plant
capdcity
ce. labor relations situation
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6. Rossarch
ae details as to staff and physical squipmsnt
of research department, i1f any
De azount of rescarch erxpenditures
ce reasonzble detaills as to products developed
in the past and major projlects in progress
7« Yiscellansous
4o dotalle of any merger or company acquisitions
plannsd or under consideration
be detalls of any loans or other financial
arrangemsnts under consideration
ce dotalls of any major contracts outstanding
or under consideratiocn
de dotalls of any dealings with officers or
directors, or other companies controlled
by them, other than dealings within the
normel scope of their duties
ee detalls of any litigaticn in progress or
expected.

It 1s recognized, of courss, that thore are times
when it is not expedient to discloss certain of the ine
formation indicated aboves Tnls may be becaussa of adverse
effact on the company's competitive situaticn, or for

foar of adverse effect on litigation. Howsver, 1t is
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essential that the information be disclosed if negotiation
with prospective astoc:zholders, the future part ownsrs of
ths company, are to bs conducted in good faithe

If monagzoment 4s not willing to make adeguate
public disclosure, thoy should resort to private placemont
of stock or some form of private debt financing until such
time as adequate public disclosure is possible.

Chepter IIT will measure the extent to which proe-
spectuses and offering circulars in our sanple comdlied
with the standards of adequacy set forth above,
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CHAPTER III

In an effort to determine the extent to which proe
spectuses and offering circulars comply with the require-
ments stated in Chapter II, the author has carefully
exanined and evaluated 31 prospectuses and 38 offering
circularse <hoss prospectuses and cffering circulars
wera not chosen sgpecifically for this study, but wore
obtainsd by the authior in connactlon with possidle ine
vestnents in the issulng companies, The author belioves
that the documents studled ars typlcal of thoso issued
during the past few years. All of thess documents had
boen approved by the Ue. Se. Securities and Exchange
Commissione Tables I and II show the results of this
analysise ‘“hile tha evaluations are nacessarily sube
Jjective, examples of adequate and 1lnzdequato treatment
of various points aroc quoted below to permit the reader
to judge the correctness of the author!s evaluatione.

Lizitatdong of hvaluatlen Procegd

Certain qualifications shculd be noted with regard
to the evaluation process. First, there was no effort to
dotermine the accuracy of the statements in the docue
ponta examinade, They were evaluated purely on their
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apparent adequacy, Funds and faclllities were not avalle
able to the author to investigate the reliabllity of the
data contained in thess specific documents. A later
chapter will evaiuate the rellability of prospectuses and
offering circulars with refersnce to the anforcement
actlivities of the Securities and Exchangs Commlasion.

Liso, there was no effort to evaluate ths data with
regard to whother they were favorable or unfavorable from
an investment standpoint. It 18 not the purpose of this
study to evaluate now issues &8s invesiment vehicles, or to
evaluate the specifié issues in the sample. Its sole
purpose 18 to appralss the adequacy of the prospectus and

offering circular as sources of investmont information.

Scme factors wers markad as adequatsly treated
when, in fact, they were not meatloned., This practice
was follovwsd in thoss cases where the factor was not
applicable to a given busin2ss., For example, patents
are not a material factor in life insurance company
operationse On the other hand, they would be a very
important consideration in the operation of soms of the
science-oriented companies, It follows that those
items classed as not mentioned are only the ones that
vore not mentioned, but, in the opinion of the author,

should have baene



- 34 -

TABLE I
EVALUATION OF INFORMATION CONTAINED IN 31 PROSPECTUSES
ADEQUATE INADEQUATE MENgggNED
MANAGEMENT Number Percent Number Percent Number Percent
1. Name and address 31 100 0 o
2, Past assoclations 26 84 5 16 0
3. Security holdings 31 100 (o) (o]
4. Remuneration 29 93 2 7
FINANCIAL
1, Statements L 13 27 87
2, Capital structure 31 100
3. Use of proceeds 31 100 o o]
PRODICT
1. Description 30 97 1 3 )
2, Price 10 32 9 29 12 39
3. Patents 20 6l 3 10 8 26
MARKETING
1., Techniques 29 93 2 7 0
2, Territory 31 100 0 0
3. Share 18 58 9 29 4 13
4. Competition 24 78 6 19 1 3
5. Size & trend 5 16 7 23 19 61
PRODUCTION
1. Physical plant 3 100 0 0
2. Operating rate 12 39 9 29 10 32
3. Labor conditions 26 84 1 3 4 13
RE§§A§€§fr & physical 1k 45 3 10 1% 45
2. Budget 12 I 0% 13 15 48
3. New products 13 k2 L 13 1% 45
%, Current projects 11 35 4 13 16 52
o b 8 26 0 23 74
2, ngggemplated 3 10 0 28 90
3. Mggggsggigéggracts 0 0 31 100
%, Dealings with 21 68 0 10 32
5. Lislgation 14 ks 0 17 55

in progress
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TABLE II
EVALUATION OF DATA CONTAINED IN 38 OFFERING CIRCULARS
ADEQUATE INADEQUATE MENgggNED

MANAGRMENT Number Percent Number Percent Number Percent

1. Name and address 38 100 0 0

2, Past associations 3% 90 2 5 2 5

3+ Security holdings 38 100 0 0

%, Remuneration 37 97 0 1 3
FINANCIAL

l. Statements 10 26 28 74

2. Capltal structure 38 100 0 0

3. Use of proceeds 38 100 0 0
PRODUCT

l. Description 38 100 0 0

2. Price 10 26 4 10 24 64

3. Patents 18 Wy 0 20 53
MARKET ING

1. Technigues 27 71 5 13 6 16

2. Territory 37 97 0 1 3

3. Share 9 24 3 8 26 68

. Competition 27 71 0 11 29

5. Size & trend L 11 5 13 29 76
pRg?Uggggﬁcal plant 32 8k 3 8 3 8

2, Operating rate 17 L5 1 2 20 53

3, Labor conditions 25 66 0 13 34
RESEARCH

1. Staff & physical 10 26 5 13 23 61

2. Bhdges 6 1 2 5 30 79

3. New products 18 L7 1 3 19 50

4, Current projects 12 32 0 26 68
sy : : 0

2 ngﬁgemplated 1 3 o 37 97

3. Mggggggglggﬁﬁracts 2 5 0 36 95

e Dggﬁg’;gl:igh 25 66 0 13 34

5 Liﬁiéﬁiiin in 19 50 Y 19 50

progress



Perhaps the greatest shortcoxzing in prospectuszes
is the inadequacy of financial statemsntse. Only 13%
of the prospectuses and 26% of the offering circulars
contalned adequate financlal statementse. The superlority
of the olffering clrculars in this raspact 18 more apparw
ent than real, aa will be explained later.

The major shortcoming of the finansial statements
is the fallure to include balance sheets for more than
ong year. Only one documsnt sxamined, an offering
circular, contained balance shsets for two years., None
contained morse Balance sheets are essential to deterw
nine the trend of working capital, inventories, accounts
payable and receivable and other similar data. They
can also be used to confirm changes in aurplus as shown
on the profit end loss statements. The trends indicated
are essentlal in the ovaluation of an investment to
deternine the adequacy of current financing, and the
adeouncy of manogement controle A company uwnich may
appear to have adequats working capltal on the basis of
& single balance sneet ney be shown ¢o be epproaching
inadaquacf dus to poor control of inventories and accounts
raceivables The increased demand for funds resulting

from excessive increase in lnventory or accounts
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recelvable may require additional financing, either
equity or dobt. An analysis, over a period of yeers, of
the relatisnship of inventoriss and accounts receiveble to
salsy will usually disclose any unfavorable trend which
exlstss A single ysoarts statement will give no indlcae
tion of tremds Peoor control of inventory and accounts
racelvable has bson a severs problem with small sclence
criented companies managed by persons skilled in sclence
and technology but with 1itile or no experience in
business menagement. Companies whose stock prices have
bsen advergely affected by poor control of inventories
or cradit include Aeronautical Electronicsy Texas

Instrument, Transitron, Dorsett Laboratories, and others.

A fou of tho documents alsoe contalned inadequate
information on deprseciation methods and inventory

valuations

The offering clreulars appeared superlor to the
prospectuses with regard to financlal statemsnts only
because the companies concernsd were nswsre The inClue
sion of one balance sheet was obviously adsquate Ior a
company that hed beea in business for only one yéar
or less. The euthor bslieves that balance sheets

for ot least the most recent thres years gshould bs
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Inecludsd for clder corpanies, in order to pormit trend
analysls,

The lack of certification was a cause of ine
edequacy of financial statements in some of the offoring
circulars exanined,

assareh. and Saveleppent

Tha second greatest fallure of the documents as
seurcss of invastment information was the completely
Inadequate treatment of research and development operaw
ticngs This, of course, does not apply to cerbain come
panias sxamined, such ag bowling alleys, Iinsurance
companies, and some otherss. However, nev and improved
products ars the lifeblood of the small technology
companye Thay must have a steady stresm of naw pro-
ducts in order to koep 2head of thalr competitors.

Thae disclosurs of ressarch information cannot
be complate, of course, dus to the necessity of withe
holding sone information {rom compstiltors. Even with
this 1imitation, howaver, thers is still room for ime
provement. The vast majority of the documents examined
d1d not give sufficient detall %o ercble the prospective

investor to avaluste this phase of ccmpany operaticns.



The rarkeoting function was also slighted in the
prospectuses and circulars examinede. This was parti-
cularly true as to the size and trend of the potential
market, the market sharae of the company and the ccmparison
of the coupany's pricing to that of the compotition.

In most cases where the potential market was mentioned
1% was weroly stated that it was vlarge and growing,"

or some similar goneral statement. Only a fow companies
cited statistical evidence as to the cize and trend of
theilr maritot. Genorally speaking, the documsnts that
contained adequate information in this area were the
post adeyuate in other arcas also, probably because thoy
wore prepared by the mors competent underwriters.

The majority of the documents examined contained
no statement as to the adequacy of thelr prescnt phye
sical plant. A fow stated that the plant was adequate
for Porsocsable necds, and one stated that its plant
vas adequate for operations at three times thelr current
levol. This is obvicusly an important factor in an
invastmaﬁ£ for capital apprecilation. Capltal apprecia=
tion is dependent largely on growth without dilution
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of equity. If the plant is not adequate for 1lncreased
businsss the company will have to £ind additional capi-
tal for expansion. This will result in either additional
debt service exponses or dilution of pereshare earnings.
In either case it will considerably lessen the potential

for appreciation in stock prices.

In order to pormit the reader to ovaluate the

authort's standards of adoquacy, a fow examples of adequato
and inadequate statomonts followe

An insdequate statement of the qualifications of
monagements "Clinton Fe Backner, Vice PresidenteSales,
has been associated with Allogheny and its predecessor
in a sales capacity for tuo last 31 years.”10 Tuis
statement was considered inadequante because of the
general statement "in a sales capacity." This statement
right encompass any position from routexman's helper to
vice preosident for sales. Witaout further detail 1t
does not give an adequate indication of his past exe

poricnes cr qualifications.

in sdequate statement of management qualifications

10513 00neny Popsi=Cola Bottling Company, Progpockus,
(Ph&ladelpéia,°§a., Suplee, featzen, Mosley Coey lnce,

1%2), Do 1l
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Albert A. Dusseault, Executive Vice Prosident and
Director, has been agzociated with the Company since
its inception in 1953 and is responsible for the
exacution of mansgement policies and active supervision
of 1ts operations. From 1955 to 1958, Mr. Dusseault
garved in a management capacity with Hillsborough
Investonent Corporation and its subsidiaries, with
executive offices at 639 Elm Street, Manchester, H.H,
He has been active 4in the conaumer'éinﬂnce indusiry
for the past sixteen yoars sinece his discharge fron
the service in 19%%, Hr. [usseault has been active
in the Hew Hampshire State Assoclation of Small lLoan
Companies for the past ten years and has served as
Ireasuwrer, Vice President and President of the
Agsocliation ab verying times. He also gsrves as
Vice Prosident and Director of McCown Motor Hotels, Inc.
and Jublilee Travel Sorvice, Inc.

An adequate statement of market positions

Agecording to statletlcs published by Swinming Pool
Aga, a trade publication, svimming pool installations
in the United States have shown & conbtinual increase.
The mumber ¢f pools, during the past decadey have
increased from 11,000 in 1948, to an estimated 255,000
currantlys. In 1958 an estimated 914200 swirming
pools wore installed in the Unlted States, and in
1959, an estimated 70,000 pools were installed. It
is estimated that this year swirning pool installations
will continue to increase appreciably.

This company?s business 1is highlé compotitive, as
thore are nany firms throughout the Unlted States
ongaged in substantially sinllar types of businesses.
Klthourh 1ts sales weras confined to the eastern and
midwestern parts of the United States, in 1959 the
company supplied apgr@zimateﬁy 3% of the f£ilters
used in the entire country.l

Inadequate Statement of compotitions

thile there are other companies engaged in metal
fabricaticn in the Mianl area, the machinery and

1lcaastal Accoptance Corporation, Prognectus,
(ﬁanchesteg?aﬁ.ﬂ., Easgern Investment Corporationg 1962) , pe 1lb,

12}1&301' Pool Eguipment Corpe, 9ffering € ;Em; 0L
(Rew Yﬁrkg Hillg Thompson & COey mco, 1960)9 Pe e
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equipmont of DwyereBaker makes it uniquely equipped

to handle a large varioty of varied machine wolke

The Company 18 bolleved to have the largest and
heaviest brake presses and precision sheoars in Florida.
The brake press has a 320 ton capaclty for heavy

gauge work, and the shears can handle metal up to

12 feot in lengthei3

Inadequate statement of market positions

The Company encounters substantial coopstition
vith other companies vho sell the same or relatod
products as the Company. Its principal compotitors
in the Diazo-t vhite=printing equipment £iocld have
gross assets sales which are substantially larger
than theose of tho Companys The offlice type photo copy
pachine business 18 highly competitive and most of
the Companyts coapetitors in this fleld have gross
aspets and sales which are substantially larger then
those of the Companye Other sourcos of competition
are a mmber of companies which are expanding thelp
activities 1an the photoe=copying field or have recently
entercd the £ield for the Jirst time. Mnny compotitors
leasa oy ront photo=copylng equipment, as_ ¢oes the
Company, in addition to the sale thereof.

This statement is considered inadejuate becauso it
fails to ldeatify the competltors, indicate thelxr sales
volumé\in competitive producis, or state product advantages
or the compotitive price situation.

An adequate statement on researcis

These research and development activities riponed
into products the sale of uhich account for the
Company's profits during the Iirst three guarters of
ita 19%9 fiscal yosr. In ii8 nov fieldé the Company
first developsd waat is now a standard filter used in
glide slope receivers on copmerclal aircrafts The
Company has also developod, for a leading missile
panncacturor, a pagnetie anplifier, minlaturized to
about one thgrd it8 formor sise. (ne of the Cempanyts

13 onics Corpes GEforing Cirvcalor
Duyer-Baker Electr TPes & giggaguagdlg&9
(Palm Eeachgjgloridag Trank Be Batenany Lidey 19 Do 7o
I“Cprmationg Incey Prosnoctugs (JYew Yorizy Kennot Kasg,
1%2)9 Pe 126
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principal activities has besn the development and
namifacture of a subrminiature tranaformer, a basic
coaponent, wiich enabled hearing aid g turers
to reduce the size of their products,

The research budpet was given in connection with
the financial statexents and statamsnt of use of procoods.
The size of the ressarch staff, but not their qualifica-
tions, 1s stated elsowherc in the circular. However,
thelr qualifications are indicatod by the succosaful deo=-

velopment of marketable products,

An inadequate statemant on rendcarcht

The HManager of the Enginsering Department 4s
Mre Coe O, Davis who received a B, S. dogred in
electronic enginesring from Texas Technological
Collepga. lire Davis wvas formorly eaployed Uy Texas
Instruments, Ince in the Transformer Enginsering
Departoente. .ille at Toxas Instruzents, Nr. Davis
authored a dssizn maminl on solid state power
conversion equipment that was used throug the
Company a3 a basis for dosipn of ocmputers.

vhi1le this statemont gives a failrly cozplete indle
cation of the capability of the rosearch manager, it gives
no indication of the resaarch budget, projects in process

or planned, size of research staff, or past succosses,
This {nformation i8s not chown elsewhere in the circular.

155ohnscn Electronics Inc.,cw
(Winter Pagk, Florida, Securi€7 /880ciates, Incey 1wof, Pe e

16gaturn Blectronics Corporation W’
(Hew York, heese, Scheftel & Cosy InCey 1502) 4 P OS¢
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The offering circular of Volw=Air, Inc. i8 completely
inadaquate with regard to marketing channels.l? It fails
to make any mention whatever of diatribution channols to
be employsd for the Company?!s 1ine of alr conditioning
squipnent.

An adequate statement on marketing:

Soles of the Company's products are made primarily
through mamufacturers? representatives on a commnission
basis, 3uch ropressuntatives are required to agres not
to handle microwave conponsnts of other manufacturars
which are directly in ceupstitlon with those of the
Companys The Company now has sixtesn such representa-
tives operating in the United States and Canada.
Ocecasionally sales of products for use in military
equipznont are nado directly to tho United States
CGovernuent by the Company

The Coupany 8ells to approxinmately seventy-fivo
custonsrs, sales to ons of whom accounted for 302
of total sales for the flacal ysar ended Novembar 30, 1959.
In that yoor the sales to the seven largost sustoners
represented approximately 757 of the total sales of
the companye The amcunt of sales to any particular
ecustorar fluctuates considerably from time to timo,
depending upon the rsquiremonts of such customsr for
microwave components In any specifled periode Since
Hovesber 30, 1959, epproxinstely 90% of the total
seles of the Company nas bsen vith seven customers, two
of whom were not in the group of seven cusiorera
refarrol to abovs for the preceding periods All
axcopt a very mincr portion of the Company's sales are
pade pursuant to specific orders recelved fron
customors rather than pursuant to contracts mede
with such custczerse

.Ooaoooooooonooocooo.{'o'o
* * Juring the year ended Hovembor 30, 1959, 85
of the Company!'s sales vere to custozers for use
dirsctly or indirectly, by the Governmente Approxinately
95% of Premier’s sales vwore to customers engaged in

17701-Adr, Inces QILATANZ Clrculaxs (Yew York,
Glass & RosSy InCey 1961).
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military contract worlz in two general categories:

electronic companies and aireraft companiess In the

sam9 yaar mors than 90% of Portchestaort's production

consisted of non=military items which are used in

microwava link systons for talsphons and television

transnission, and industrial commnications syctems,

During sajd yoar, Premier's sales reyresented 92%

of the consolidated agpregate sales.i®

Thors 18 much room for improvemsnt in the infore

mation contained in prospectuses and offering circulars,
particularly in the latter. Inmprovement is particularly
desirable in the finonciel statenents, and discussion of
research activities, production facilitles, and marketing

cpoerations,

The offering circulars wsre noticeably less
adequate than the prospectuses, This deficlency 18 evie
dent in several o2 the categories, and is partiéularly
applicable to the financial statements, because of thelr
frequent lack of certificatlon.

No effort uwes mzds tu evaluate the ascouracy of
the data in the Cocuments exeminsd. The accuracy cf
prospectus end offering circuler data will ba discussed

in Chapter IV.

18, pemicr Microvave Corporation, Gs
(¥ow York?y§an Alstyns, Noel & Coey 1960)y Ppe O & Je



o 46 -

CHAPITR IV
RELIABILITY OF THE DATA

The reliabllity of investment information 1s at
least as important as its apparent adequacy. Unfortu=
nately the author does not have adequate facilities to
check the accuracy of each prospsctus or circular
examined, The only other source of information as to
rellabllity 18 the racords of the fecuritios and Ixchange
Cosmission regarding stop orders issued against sscurity
registrants and suspension orders against companies
issuing securities under Regulation As DBoth types of
orders requires the losuer of securities to stop solle
ing those securities elther permansatly or temporarily
until some chaenge 1s made, Practlcally all such orders
arise from falge or fraudulent statements in prospectuses
or offering circulars., These data are summarized in
Tables III for prospoctuses and Table IV for offere
ing circularg, and were cbtained from the Annual HReports
of the Securitiss and Exchongs Commission for the years

1957, 1958, 1959 and 1960,

For the four years shown, less than ons percent
of all registrations approved (not including Regulation A
exemptions) wers 1nvolved in stop order procoeedings.



TABLS III

ST0P ORDERS ISSUND BY THE SUCURITIES AND EBACHANGE COMMIOSION
AGAINST IGSOUSBRD OF SECURITIES UNDLR PROSPACTUSES

1957 86k 8 o9
1958 810 5 o6
1959 1048 9 o8
1960 k22 ~2 —f

Totals %164 31 o7k



TABLE IV

SUSPENSICN 0RDERS ISSUSD BY THE SECURITIES AND EACHANGE COM4{ISSION
AGAINST ISSUERS QF JSCURITISS UNDER REGULATION A

C_‘a S 1u7 E;’ a,‘f"vm

QAD: SSUED
1957 919 128 1349
1958 732 88 12,0
1959 854 87 1040
1960 —42 ~22 —2aQ

Totals 3554 378 11.0
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8ince the Securities Act of 1933 was adopted, and pricr
to Juno 304 1960, a total of 15,200 registrations wers
approved, of vialch 207, or 1.3% wers involved in stop
order proceedings. 0f course, there were undcubtedly
other cases of false or fraudulent statements which
wore not detected or could not be proved, iowever, it
vould appear that information contained in prospectuses
is at least 95% accurate and dependable for investment

DUrposate

For the years shown in Table IV approximately
11% of all security issuss under Regulation A were
involved in suspension order proceedings. Comparable
data wers not avallable to the author for prior years.
An exanination of tho Securities and Exchange Commission
Annual Reoports indicate that a large percentage of the
suspension orders seems to involve sgpeculative mining
and oil exploration companies, though no exact percentage
figures can be givens This higher viclation rate of
Regulation A issues is probably bscause such companies
are usually new and smally, and bacause the Commission
roquires so much less advance information concerning
such issues. This limited information makes it more
difficult for the Commissicn staff to detect falae and
fraudulent statementss It appears from the above that
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information contained in offering circulars is probably
not more than 80% accurate.

Llugtrative Frandulent Statenents

Horton Aircraft Corporation. == This registrant,
a Hevada Corporation, was organized for the pure
ﬁcso of mamufacturing and selling a so-callod

orton wWingless Airplane. The company filed two
rogistration statoments with the Commissione The
first statement, filed in 1955, covored a pro-
posed offering of 500,000 shares of no par value
coomon stock of which 400,000 shares were to be
offered by the rogistrant and 100,000 sheres by
the president, ¥illiem E. Horton, at 31.00 per
ghare or the markot price, wvhichevor was higher,
The other registration statemant, filed in 1956,
covared 100,000 shares of common stock of the
registrant hold by lorton waich vas to bs offerod
at $25.,00 per share, A consolidated hearing

was hold as to both registration statemonts amd
the Coomission issued a stop order suspending the
effectivencss of both statements,

The Commission found the registration statee
zonts false and misleading in the following mae
terial respscts, among others,

The representation in the registration state-
ments m‘td Horton head ::atg?d to the mgigtrmt
a patent with respect wingless au? anse
was materially misleading in view of the fact that
Horton had previously assigned all of his right,
title and interest in his sinvention' to another
persone. The description in the rogistration state-
pents of the Horton Wingless Airplans, the asro-
nautical principles involved, and the coverage of
ths patent obtained by Horton, was also materially
false and misleading., False and misleading statoe
pants were also made with res to the parforzance
of Horton's model of the wingless plane, The regise
traticn statements also contained falise and nige
leading statoments with respect to the uss of the
proceeds from tho ous sale of unrezistored
T araa s s srossos use oF e phesac
reg 8 pIropo use o 8 procsods
therofron
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In addition, the Commission found that while the
second registraéion statement disclosed the entry
of an injunction against registrant and Horton
based on false and misleading claims and the reo=
turn of an indictment against Horton based on
fraud, registrant navortheless omitted to disclose
the nature of the false and misleading statements
and the fraud involved,19

Columbia Genersl Investment Corporation. =- The
registrant, a Texas corporation organized for thae
purpose of engaging in the investment business,
filled a registration statement covering 100,000
shares of its common stock, $1 par value, to be
offered to its stockholders at .50 per share.
The Commission, finding that the registration state.
nent contained materially misleading statements,
denied a request for withdrawal of such statement
and issued a stop order,

The registration statement stated, among other
things, that 42,000 shares of the common stock of
Columbla General Life Insurance Company, acquired
from the promoters of the insurance company and
registrant in exchange for 210,000 shares of rege
istrant?s common stock, and representing a sube
stantial portion of registrant!s assets, had an
testimated fair value' of 20,000, The $#+20,000
valus vwas stated to be based on the fact that at
and prior to such acquisition, shares of such
stock had been sold at pricss of 310 and more by
the insurance company in the course of a public
offering and by ong of the promoters through a
company established for the se of maintaine
ing and stabilizing the market that stock,
Howover, the Commission held that the prices pald
in such sales could not ba considered a true ree
flection of the market or fair value of the stock
at such time in view of the materially misgleading
statements employed in connection with the sales.
The Commission found that the failure to dlsclose
the facts surrounding the insurance company cfe
fering rendered the statements regarding the
value of the 42,000 shares misleading.

The Ccmmisslon further found that registrant
had 8old 534059 of its own shares to stockholders

190U.S.y Securities and Bxchange Commission,
=] 9 1958, De 360
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of the insurance company at §9 ger share, end
10,077 shares to the gensral public at $i2 ger
share, without disclosing that such prices had

been arbitrarily determined, that there had been
recont saled of such stock at 82 per share to ine
siders and others, end that registrantts capltal

and surplus flgures included the misleading $+20,000
valvation attributed to the 42,000 shares of
insurance company stocks As a result of such
nales, the Commission ruled, a contingent llability
to the purchasers was created which should ha

been disclosed in the registration statement,

Microveer, Incorporated, ~= The Commission's
temporary suspension order alleged that the offere
ing circular was misleading end contained untrue
statenents of material facts with respect to stateoe
ments made concerning the physical propertiles
of the issuert's product, a thin wocd veneer, tho
existence of ggtential purchagars of the company?s
product and the amount of funds needed to equip
the issuer?s plant adequetely with machinery. o
hearing was rqugsted and the susponsion order bee
came permansnt.

Wy GulfeSulphur Corporations =« This core
poration filed a registratlion statement with the
Comalssion relating to & propesed public offering
by the cg;goration of 7004000 shares for its own
account and 226,000 shares for the account of two
stockholders, Kfter hearings the Commission 1issuod
an order pursuant to saction 8 (d) of the Sacurities
Act of 1933 suspending the effectivenass of the
registration statement on ths basis of findings
that, among other t 8, the corporation failed
to dlsclose in the registration statemant the
limited experience of management in marketing its
product and the limited nature of the poteatial
market for 1ts product.

The Corporation proposed to produce and marked
tsoilaid,® which was obtained by treatling the
sulphur«bsaring ores on the properties containe
ing about 16 percent sulphur so as to increase
the sulphur content to not leas than 25 percent.
This product can bs used on certain soils in the

Dbides pe 374
E;Ihlﬂgv Pe e
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wostern part of the United States for the pure
pose of causing them to become friable and pere
meable to water, Qypsum, in abundant supply in
the west, 18 also used for this purposes Al-
though the corporation'e stated plans were to
roduce 400 tons a day in ons of its plants and
000 tons a day in a plant proposad to ba con=
structed with part of the funds obtained from
the posed financing, a vory limited amount
of sulphur-bsaring ore had been treated and in the
year 195+ only 18,221 tons of sulphur were used for
soll-troatment purposes in the entire United Statos,
This information and the fact that bacause of transe
portation costs it would be cheaper for a purchaser
reslding in the west to obtain sulphur from the
Gulf Ports of Texas than to purchase the product
from the corporation were eithsr not disclosed in
that:ggistrntion statexsnt or inadequaiely pre=
en ®
The Commission also found that the proposed
method of distribhution of the recurities was nis-
leadinge. Since the bid and asted price of the
securities at the time the reglstration statemont
was filed was around $1 and the proposed offere
ing price was to be not less than ¢2 a share, the
Commission found thattit seems clear that the
stock could not be sold at 32 & share except by
pisrepresentations or other fraudulent means, une
less the market rose &ppreclebly.?! In this cone
nection, the Commission cited the fact that a few
days before the reglistration statexent was f£lled
with the Commission, a brokeredesaler firm with
vhich a vice president of the ocorporation was
associatsed circulated a grossly false and nlse
leading t'special raport! recormsnding the pure
chass of registrant?’s stock,

Other areas in which the corporation either
failed to disclose material information or in-
adequately presented information, included the
use of the proceeds from the offering, transace
tions with promoters, and the history of _the une
succesasful operation of the proporties.“2

Arizona Aviation and Missile Corporatione =
The issuer is an Arizona corporation formed in

_220.8., Securities and Exchango Commission,
~23rde Anmual foports 1957, pe 4le
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1957 for the purpose of developing and mamufacture
ing safety and olectronic components for alre
crafts and missiles, At the time of the iassuert!s
offering under Regulation 4, it had engaged in
manufacturing only three itemss a curtain rod,

a maching for acldering electrical olrouits,

and an electricel display lighiting device,

The issuer dellivered to the underwriter for
use in the offering coploes of a reprint frem a
tochnical magazine, the use of which implied that
the issuer was active in the fisld of aviailon
safety designe. This reprint was not filed with
the Commiszzion as required by Regulation Ay In
eddition, the issusr sponsored, and its president
participated in, two television programs dee
signesd to further the sale of the igsuert!s stock,
The issuer also falled to flle copies of the
seripts of these programs with the Commission as
required by Beguwlation A,

- In order to publicize and furiher the offere
ing and sale of 1t23 siock the lssuer caused to
be published in a newspaper an article purport-
ing to desceribe the issuverts business, This
article conteined misleading statements and ine
cluded a photegraph vhich was misleading in that
it purported to show the operations of the issuer
but in fact showed thoss of another company.

In view of the issuerts failure to comply
with the terms and conditions of the regulation
the Commiassion entered anggrder permanently
suspending the exemption.

Woy«Do Manufecturing Coss Ince == The company
was a Rew York corporation incorporated in 1955
for the purpose of merchendising a preparation
claimed o able to control dandruff snd exw
cesaive halr loss. Ths notificatlion steiaed that
the securities would bs offered for sale only
in ths State of Rew York whereas the offering
vag pede in seversl other states ss well. The
notifleation aslso stated that no clffering cipe
cular would be used in connection with the offere
ing, although the use of an offering cireuler
was required and ong was flled &8 an exhibit Yo
the notificatione

23U.a,, Sacurities and Exvchange Commission,
SIS *"—:':e:-; 1960, Pe 1+9Q
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Wey=Do admitted, and the Commission found,
that the offering olrcular was deficient in
that it falled to disclose the amount of ex=
panses of the issuer in connsction wlth the
offering, the mothod by which the securities
were to be offered, the resuneration of the
company's officers and directors, the stock
holdings and other interesta of éiroctors and
officers, the percentage of outstanding 8o
curities to ba held by directora, officers and
gromotars and by the public, aas the entire

ssue were sold or the issuerts ent liabllity
for sales of unregistered stoak during the previcus
yoare The offering circular also falled to ine
clude an adequate statement of ths purposes for
which the proceeds of the offaring would be used
or to contaln the required financial atatementse

In view of the extensive and serious deficiencies

the Commission refused to pernit the withdrawal of
the notification as requeated hy the issuer and
entered an prder permanently suspending the
exemption, <t

Strategic Minerals Corporation of America, w=
The reglstrant was organized under the laws of
Delavars in 1955 for the purpose of developing
and using & process, known as the DBruce Hi{liﬁmﬂ
Process, for ths bensflciation af lowegrade oraes,
The raglstrnnx propossd to use such process to
beneficlate lowegrade manganese ores. It filed
a registration statement covering a proposed
offering of §l million principal amount of 6 pere
cent first mortgaze bonds at a ce of 95 pere
cant of the principal amount 142004000 ghares
of common stonk &t $3,00 per share. ter the
Camission instituted proceedings pursuant to
Saction 8(d) of the Act, the registrant entered
into a stipulation of facts with cur Division
of Ccrporation Finance and consented to the
antry of a stop ordar,

Anong the deflcienciea constituting the
grounds for the issuance of the Coznisscion's
stop order were: (1) representations that the
registrantts ggog:sad production facilities
vere planned located near manganese ors

2 Ihides pe 536
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doposits, and stockpiles owned by the United
States Government, in Texas, Arkansas, Arizona,
and New Mexico, without disclosing that regis-
trant had no assurance of obtalning any ores
owned by the government for bensficlation, amd
that it had no assured socurce of raw materials
and had not examined any stockpiles, mines or
nining properties with a view to locutting poe
tentinl sources of raw material for its pro=
posed planta; (2) representations concerning
costs of congtructing plant facllitles and operate
ing cost estimates, which the reglstrant conceded
wore inadequate ana misleadings (3) the failure
to disclose that the registrant had not couducted
any warket survey to deternmine whether any user of
manganese ores would he interested in purchasing
i1t8 upgraded producti (4) the failure to discloss
the current world price of manganose ores, and
that on the basis of available information and
present world prices for manganese, the Bruce
#llliams Process is not econonically fecsibles
(5) the fallure to disclose that there was no
market justification at that time for the cone
struction of any bensficliating plants to upgrade
manganese oresy and (6) the failure to discloge
in a summary fashion in one place in the early
art of the prospectus under an appropriate
eading the speculative features of the regise
trantt's businzss and securities, The Commission
also found deficlencles, among others, with ree
apact to tho disclosures contalned in the finane
cial statements, and ropresentations conceraning
the use of procecds, securities proposed to be
offered and the amount of sacurities outstande
ing,y compensation to be pald to the underwriter
and the underwriterts relationship tc thoe re-
glstrant and the debt signrities covared by the
registration statemont.

In spite of the violatiocns indicataed above the
author believes that information contalned in pro-
spoctusas 1s mors reliablo than information usually

25Ihidas pe i,



-57-

available to the small investor in the form of core
porate anmial reports, broker-dealer advisory re-
ports, and newspaper and financial jJournal reports,
It would appear that even the information contained
in offering circulars is at least as raliable as
that contained in the sources mentiloned above,.

The unreliability of bLroler=dezler literature
end news releases is attasted to by rosponsible exs-
cutives of investment firms. For example, Walter K.
Cutrman, highly regarded security analyst for the
Wall Street firm of Stearns & Co.y 84ay3y "y o o WO
professionals not only promote, we ara promoted to,
too. Just remember when you take a course in security
analysis = 1f the professor doezn't tell you something
about promotion, he's not telling you everything
there 18 to teil,"b

Philip A, Fisher, of the Gan Francisco fim
of FPisher & Company says, "However, on the whole, I
would feel the typical public printed hrokerege bulletin
gvailable to everyone 18 not & fertile source., Thore 1is
too much danger of inaccuracies in theme" %7

26 jalter Ko Gutman, You Only Jiava %o Gob idch
ce (New Yorks ElPe Dutton.a Coey 1962), ppe 127,128

27Ph111p Ao Fisher, Coomon Stocks and Uncommon
2rofits (Revised edej New Yariis Harpar & DroSes 1960)y Pe 151
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The inaccuracy ¢f much informatlon furnished by
brokers and investment advisors was also noted by the
Securities and Exchangs Copmission in 1ts recant study
of securiiles markets.Zd

Of course, a grest deal of these inaccuracies
can probably be traced to the fact that brokers arse
usually attempting to predict futurs events, prie
rarily market conditions and profits. It seoms
1ikelys however, that some brokers take advaniage
of the situation to predict conditions vaich they

cannot reasonably expect to occur,

Suumary

It appsars from an analysis of the Securities
and Exchange Commission prosscution records that ine
formatlion contalned in prespectusss is approximately
95% accurates It 1s doubtful that greater accuracy can
ba attalinad without a detalled investigation of each
f£iling company prior to approvale The cost of lnvestle
gating svery prospectus to prevent inaccuracies in 5%

of them would seem exorbitant.

The data contained in offering circulars appears

Boscuritles and Exchange Commission, Report of
SQQQQQ; Study,_or. Szouriiies Markstis, Part 1y (Washington,
e Se Government Printing 0Office, 1563), P» 330 et seq.



to bd only about 80% accurate, The author believes that
the Szourvities and Exchangs Commission can and should
take steps to improve the rellabllity of offering clrcular
datae Specific corrective measures will bs dlscussed

in the next chapter,
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CHAPTER V
CONCLUSIONS AND HECOMMENDATIONS

One commentator says,
ihile the S.5.Ce 1full disclosure! rules

have undcubtedly done much to protect the in-
vestor, it 1s probadbly als they are

waw&p.m cmphasls
supplied) and that they deter many a company
from trying to raise new money for expanslon.

Furthermore, it can be argued that the ine
dividual Investor doesn!t really benefit as he
should from the protection that 13 provided
himes Most individuals who buy a new issue « and
their numbexr is few compared to those who buy
securities already on the markat -~ rarely exaninse
the prospectus or understand it if they do.<9

The author cannot agree that the Sacuriiy and

Exchange Commission regulations are too stirict, Cer=-
tainly any regulation canaot be too strict in which
as many as 1ll% aof potential viclators are found
gullty of one or more material violations, As
indicated in Table III the Securities and Exchange
Commission has reduced the violations by 1ssuers

to prospectuses substantially below this figure.

It should certainly bs possible to reduce vioclations
by 1ssuers of offering cireculars to a level of 5%

of less, As indicated in Chapter II, the author

fools thet present requirements for prospectuses and

2ILouls Engel, How to Buy Stocka, (New and ene
larged ed.y Now York: Ban am B0CKS, 19?75, Pe 31,
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offering circulars 18 minimal, at best. Much
additional information 1s required to enable the proe-
Spective investor or speculator to reach an intelli-
gent declsions Thia information 18 frequently fure
nished by broksrs to preferred customers orally at
the tims of the offering, thus placing these customers
in a position to Judge the securlity betier than those
who must rely on the prospectus or offering circular,
This use of oral communication also opens the way for
fraudulent claims with less chance of detection.

The author does agrea with Mr. Engel!s conten=
tion that nost pecple who read a prospectus do not
understand it. He does not agree that this is
sufficlent reascn to deny this information Yo those
vho are qualified to usge lit.

Mre Engel 2lso observes that, "All told, pre=-
paring a2 new issus for sale can be a vary expensive
undertaking. The bill for preparing the necessary
forms and printing a prospectus may run to $15,000
or 520,000, and 1t can run as high as $100,000,"30

Howaver, the author doces not consider this a

valid reason for eliminating such documents. The

301p1day pe 30
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expunse iz ultimately borne by the purchaser of the
new stock, since the issue 1s usually priced to cover
such expensos, The amount of such erpenses 1s usually
quits small in comparison to the potential loss from
investing on the basis of inadequate or inaccurate ine

forration,

The author concludes then that the standards for
prospectuses, and especlally for offering cireculars,
should be much more exacting than they presently are,
Specifically he would recommend thats

le The docunent should contaln ia all cases

belance sheets for the latest three years,
or ananyally for the life of the company if
it i1s less than thres years, and that groater
attantion be glven in the financial statee
ments to depreclation policies, long term
leasaes, inventory valuation, and treatment
of developnent expenses, A great many come
panies follow the practice of carrying de=-
velopment expenses on their books as assets
and amortizing them over a long period, 7This
tends to overstate both assets and earnings.
2+ QOreater attention should bds given to mare
keting functions and preduct pricing.
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Each document should state the size and
trond of the potential market, tho naturs
and extent of competition, tho company's po=
sition in tho marxket, and whethor or not the
conpany's products are competitive in price.
If such information is not available, tho pro-
spectus or circular should contain a statee
ment to that efifect. This would at least
put the prospective investor on notice that
management 18 probably not as knowledgeabls
as 1t should ba.

Each document should coatain a statement of
the operating rate of tho company, that is,
the percant of capacity at wnich the plant
is now operatinge. This is oessential in
estimating futurc capital nesds.

Bach document should contaln adeguate ine
fornation as to the physical facilities,
staff, budgot, rosults and curront pro=-
Jocts of ¢he company!s roscearch and develop=
ment department, where this 1s applicable.
e aro living in a period when technology
is often the key to a company's success.

The potentis: investor shculd be placed in
a position to judge this factor as accurately
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a8 reasonably possible,

Each document should contaln data concerning
mergors, loans, and matorial contracts which
tho company is curreontly considering. IS
none are under consideration a statement to
that effect should be roquirad,.
Consideration should be given to the elimina=-

tion of Regulation A, rogarding smaller 1lssuos.

Wnile the total amount of ocach such issue is
relatively small,y the loss they may cause to
an individual investor is just as large as
for the largoer lssuos. Coumissicn rocords
indicate that most fraudulent lssuos are
qualified undoer this regulation. If theso
issues ware held to the same standards as
other issues it appsars likely that naxny
such frauds could be preventod. As an gle
ternative to tho elimination of the rogulae
tion, it 18 possible that standards under
the rogulation could bo tightensd to piro-
vide adequats protection for the publice
This would, of courss, increase tho expenss
of operating the Securities and Sxchange
Commission bocause of the need for oxpande
ing the staff to handle the additional vorl,
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The author believes that such additlonal
expense 1s Justified, Regulation A was adoptod
and has boen continued on the assumption that
the simplified procedure would result in
lower costs for small issuese However, ine

formation gathered vy Flink falls to siww
any significant savings.Bl

In summaery, it 1s the opinilon of the zuthor that
information contained in prospectuses is as accuraste
a3 can reasonably be eXpected and wmeets minimum stvandards
for adequacy. However, the prospectus would be much nore
usoful to investors if pgreater detall were providod in

the areas previously mentioned,

Offering circulars are somevhat less adeduate,
and much less accurate than prospectuses. The authior
reccmuends that Regulation A, under which offering
circulars are issued, be withndrawn. All 1ssues, ro=
gardlecss of sizZey would then de required to comply with
the full registration procedure. The registration
procedurce provides much greater protection for the
investor than that provided by the simpler requiree
nents of Regulation A.

313&10!50!1 Je Flink, gns Cltes Pe 82,
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APPENDIX I
ISSUERS OF PROSPECTUSES EXAMINED

Allegheny Pepsi=Cola Bottling Compeny
Amacorp Industrial Leasing Coey Ince
Anerlcan Bovlae-Bowla Corperation
Agua=Chem, Ince

Autonated Sports Centers, Ince
Bornan Leasing Company

Coastal Leasing Corporation
Constellation Life Insurance Company
Copymation, Ince

Custoa Componants, Ince

Detroiter lMoblle Homes, Inc.

Food Corporation of America, Inc.
Gatewvay OSporting Cocds Company
Genoral Shale Products Corpe

Ginn and Conpany

Groat Lakes Bowling Corporation
Kenrich Petrochemicals, Inc.

Lowe's Companies, Ince

l{ajor League Bowling & Recreatlon, Ince
Microdoty Ince

Hational Equipment Rental, Ltde
Park Electrochemical Corpe

Pocket Booksy Ince

Povertron Ultrasonics Corporation
Pranior Hicrowave Corporaticn

Royal School Laboratorics, Ince
Zafticraft Corporation

Southern Frontier Finance Company
Tochnical Animations, Inc.

Union Toexas Hatural éas Corporation
Variable Annuity Life Insurance Conpany of America
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APPEIDIX IIX
ISSUBRS OF OFFERING CIRCULARS EXA{INED

American Alllance Life Insurance Company
fatomation Laboratories, Ince
ftonation Systeams, Ince

Brook LabSey Coe

BTU Engincering aorporation

Doak Pharmacal Coey Ince

Custom Craft Marins Co., Ince

CerleSe Waveguide Corp

Dorsett Laboratorias Inc.

Dwyer~Baker Electronles Corp

Equitable Standard Life Insuranco Company
Generel Conmputer/tlectronics Corporation
Geoteciinics and Resources, Incorporated
Glass lMagic Boats, Ince

Guaranty Lational Insurance Company
Harvey Boat lorksy Ince

Highway Cruisers, Ince.

Hydrocraft, Ince

Idaho Hining and Milling, Inc.

Jehnson Electronicsy Ince

Ce Fo Kirk Laboratories, Inc.

Le=Yood HO!‘.’!GS Inc,

Liverpool Industries, Inc,

Major Pool EqQuipment Corp.

Hid=Eastern Electronics, Ince

liissile Components Corpe

The Rabin Company

Risingts Electro, Inc.

Sabexr Boats, Ince

Saturan ulactronics Corporation
Spray-Bilt, Inc.

Statmaster COrnoration

Transitor Specialties, Ince
Transitubes Blectronics, Ince

VOl-AiI‘ Ince

Aallson Associatesy Ince

wWostern Semiconductors, Inc,
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