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Nevertheless, the practice of seeking or accepting membership on
an issuer’s board and making an over-the-counter trading market in
its stock does exist in considerable degree. Tabulation of question-
naire OTC-3 responses indicates that in the spring of 1962, some 508
different broker-dealers, out of the total number of 4,964 broker-dealers
responding to the questionnaire,® reported that they carried on such
trading activity in the stocks of one or more corporations while at the
same time represented on the issuer’s board by an officer, director,
partner, or employee.??

Although some of these broker-dealers take the position that board
representation is essential, or at least highly desirable, in performing
the functions of making a market, most do not go so far.®® Rather
than considering one as tied to or necessitated by the other they would
regard both as stemming from a common source, their role as under-
writer. In other words, having underwritten an issue they assert a
double-barreled responsibility to provide a continuous market and to
participate in management. These are briefly considered in turn.

Most firms asserting a responsibility to maintain a trading market
for an underwritten issue recognize that obligation entirely apart from
the question of board representation. It is a responsibility voluntar-
ily assumed as a matter of business practice, as distinguished from
being imposed by law or regulation, and is thus subject to self-imposed
limitations or complete disavowal and abandonment when it proves
inconvenient or burdensome. Nevertheless it is undoubtedly taken
seriously by many firms, whatever they may consider to be the scope and
depth of the obligation in particular circumstances.®® Depending
upon the responding broker-dealer, it has been described to the
Special Study in various ways, including :

* * ¥ [requiring] that we “make a market,” whenever a satisfactory market

outside of our firm has not been developed by other dealers. * * *
* %* * * * * *

We feel our responsibility * * * is continuous as an original underwriter to
see that a market is maintained. * * *
* * * * * * *

We feel a responsibility to maintain a reasonably good market in stocks of
companies where we have been a principal or managing underwriter. * * *
* * * * * * *

* ¥ ¥ wa are prepared to commit more funds to the maintenance of an orderly
market * * * [where] we were managing underwriters in the flotation of these
issues. * * *

* * * * * * *

In all cases where we have managed financings for companies whose securities
are traded over the counter, we would feel it incumbent upon us to continue
to make a market even though market conditions and other similar factors were

unfavorable, whereas we would not feel it incumbent upon us to do so in other
situations. * * *

8 OT(C—3 was sent to every broker-dealer in the country registered with the Commission.

87 It should noted that, under the holding of Blau v. Lehman, 368 U.S. 403 (1962),
unless an individual is ‘“‘deputed” by his firm, trading profits of the firm are not affected
by application of sec. 16(b). Corrective legislation is recommended below.

88 Although there are obvious differences between stock exchange specialists and over-
the-counter market makers, it might be noted that at least the New York Stock Ex-
change and the American Stock Exchange both prohibit specialists from acting as di-
rectors of issuers in whose stocks they specialize. Indeed, the former’s prohibition
«extends not only to the specialist but also to the partners or stockholders o{ the firm to
which he may belong, and any firm employee.

8 See discussion at chs. III, IV, and VII.
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Many such firms refer to their obligation to trade as simply re-
quiring that they “make a market.” °* Others go further and call tﬁem-
selves a “sponsor” for the market of an underwritten stock. While
their definitions of sponsorship differ, the emphasis seems to be on
continuous performance of the function of market making rather than
on a special kind of performance.®* A typical description, by a lead-
ing investment banking firm, is as follows:

We consider ourselves sponsors only of those unlisted securities of corpora-
tions toward which we currently deem ourselves investment bankers and whose
offerings we have, as managing underwriters, publicly offered in which cases we
will not withdraw from making a regular two-way market in the securities of
such corporations. It does not necessarily follow that in all such cases or at
all times we make the primary market.

The responsibility of serving on corporate boards of directors, and
its advantages from several points of view, have also been defined in
varying ways. Although many broker-dealers apparently see no such
responsibility or need, either from the point of view of an underwrit-
ing relationship or in relation to market making, those who make a
practice of obtaining board representation are vigorous in its defense.
As already indicated, they generally point for their reason to the un-
derwriting relationship rather than the market making function as
such. However, some go further and seriously contend that they can-
not, or find it quite difficult to, effectively make a market without the
benefit of board representation.

Typical of the statements received by the study which throw some
light on the interrelationship between the two functions are the fol-
lowing:

* * % [We] feel a greater confidence in a corporation in which we are repre-
sented by a director. Because of this confidence we are able to make a better
market, and by doing so render a public service. As a matter of fact, we would
not have agreed to be managing underwriters in a number of issues in which we
have acted in that capacity unless we had been assured of representation on the
board of the company in question, for the reason that having recommended—and
sold—the company’s securities to many of our clients, we feel a most definite
moral obligation to see to it that there is no conflict between the company ac-
tivities and the legitimate interests of the stockholders. In other words, our
interest in directorships is not financial, because the compensation is usually
minimal and completely out of proportion to the time consumed, but rather, it is
a “watchdog” interest * * *,

% * * * * * *

We are more likely to continue “making a market” in those stocks in which
a partner or employee of our firm is a director than we are in the stocks in which
this is not the case.

As you will note in our answers to previous questions, a much higher percent-
age of those stocks in which a director is involved are sponsored stocks as com-
pared to those issues in which no directorship is involved.

Where a partner or employee of our firm is a director of a corporation whose
stock we trade, it is usually the result of a previous investment banker relation-
ship with the company. For this reason, it is natural that our interest in the
subject company should be greater than otherwise, and that we should feel more
of a responsibility in the continuity of a market for its securities.

20 Questionnaire OTC-3 defined the term ‘‘make a market” as ‘“enter a listing in the
daily ‘sheets’ of the National Quotation Bureau and/or stand ready to buy or sell the
stock in limited quantity.”

81 The Commission has defined sponsorship as “* * * [making] a continuous market in
the securities of a particular issuer regularly executing orders to buy or sell coming
from other investors or other dealers” SEC, “Report on 8. 2054,” Senatc Committee print,
84th Cong., 2d sess., p. 12 (1956).



46 REPORT OF SPECIAL STUDY OF SECURITIES MARKETS

Without questioning the sincerity of motives in most cases, it must
be pointed out that less altruistic motives are sometimes present, and
presumably even dominant. Board repesentation is admittedly sought
n some instances as the best assurance of future investment banking
business, or purely for whatever prestige may be involved, and pre-
sumably in still other instances as a source of advantage in trading
or retailing activities.®?

The possible consequences of terminating either board representa-
tion or marketmaking by reason of section 16 (b) is further discussed
below. The immediately following section identifies and describes the
characteristics of issuers involved in the interrelationship, i.e., those
which might be directly affected by extention of section 16(b) in the
sense that a broker-dealer represented on their board and making a
market for their stock might feel compelled to discontinue one or the
other activity.

a. The characteristics of issuers with interlocking director-market
makers

In answer to question 15 of questionnaire OTC-3, which was sent
to every registered broker-dealer in the country, responding broker-
dealers listed all stock in which they made trading markets and at the
same time were represented on the board of the issuer. They also
indicated those stocks on their lists of which they considered them-
selves a “sponsor.” Thus, the questionnaire responses showed sub-
stantially every trading market being made a broker-dealer repre-
sented on the board of the issuer in the country at the time, early 1962,
whatever the degree of broker-dealer responsibility to the market by
reason of responsibility to the issuer happened to be. It was possible,
moreover, to learn something about the nature of the group of issuers
involved from the virtually contemporaneous questionnaire, OTC—4,
in which a 1-in-5 random sample of issuers of stocks quoted in the
January 1962 monthly summary of the National Quotation Bureau
were asked to supply certain information about themselves, including
corporate size and securities activity data.®® The two questionnaires
thus made it possible, for the first time, to ascertain the extent to
which board representation and market making coincided and to study
the characteristics of representative issuers involved.

From questionnaire OTC-3 it appears that the 508 broker-dealers
who made trading markets for stocks of corporations on whose boards
they were represented did so, in the aggregate, for 1,610 stocks of
1,481 different issuers. Three hundred and fifty-two of the 1,481 fell
into the OTC~4 sample and responded. A detailed presentation of
the corporate characteristics of the 352 that were gleaned from OTC-
4 is set forth in table IX-6; here only a summary analysis will be
given. The nature of the OTC—4 sample, a random selection of issuers
characterized by broker-dealer interest, provides strong probability
that the 352 are typical of all 1,481 issuers listed in the OTC-3 re-
sponses as falling in the board-represented market-maker category.

Issuers with interlocking director-market maker relationships tend
to be of moderate asset size, with 34.2 percent of the corporations in

92 See ch. IILF.

98 OTC—4 issuers were asked to identify any of their officers or directors who were
associated with broker-dealer firms that maintained trading markets in the issuers’ stocks
(OTC-4, question 3). (The definition of the term ‘“‘made a market’’ was taken from OTC-3.
See note 90, above.
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the sample group reporting assets of between $1 million and $4,999,-
999 and another 40.2 percent reporting assets of $5 million or greater.
Their stocks tend to be held by substantial numbers of shareholders
with 85.2 percent of the issuers reporting 300 or more shareholders,
67.8 percent reporting 500 or more, and 54.1 percent reporting 750 or
more. The director-market maker issues also tend to be rather ac-
tively traded; 76.4 percent reported 200 or more transfers and 62 per-
cent reported more than 500 during a 1-year period. Similarly, two-
way quotations were listed in the National Monthly Stock Summary
edition at the close of the period October 1-December 31, 1961 by five
or more dealers for 54.0 percent of the issuers. Finally, most exhibited
a marked degree of concentration of ownership. The 10 largest share-
holders of record owned more than 30 percent of the outstanding
shares in 78.5 percent of the cases and in 53.9 percent of the cases they
owed 50 percent or more. These data should be borne in mind when
the impact of extension of section 16(b) to the over-the-counter mar-
ket is considered.

b. The potential impact of section 16(b) on market making generally

Policy considerations and problems involved in board representa-
tion of broker-dealers generally have already been canvassed in part
F of chapter I1I and it has been seen that complex questions of obli-
gation may arise where the director or his firm is also effecting trans-
actions as principal or for customers. Quite apart from section 16(b),
the combined functions are avoided by some firms or, when under-
taken, are often subject to inhibitions or difficulties in performing one
function or the other. Against this background, the section 16(b)
question is largely reduced to determining whether the demands of
over-the-counter market making or sponsorship, while simultaneously
serving as director, are still so compelling in over-the-counter markets
generally as to necessitate a general exemption for market makers
when the section is extended to over-the-counter securities.

It should be noted preliminarily that applying section 16 and its
companion sections, 13 and 14, to over-the-counter issuers would in
and of itself eliminate one of the principal reasons usually advanced
to justify the seeking or acceptance of directorships by broker-deal-
ers—to insure a proper flow of information and a proper recognition
of other obligations of a publicly held corporation to its shareholders.
Adequate financial reporting to a public agency—when proxies are
solicited—to shareholders, proxy solicitation controls designed to en-
able shareholders intelligently to exercise their corporate franchise,
and protections against insider-trading abuses, would make unneces-
sary efforts by broker-dealer-directors to see to 1t that investors—more
accurately those investors that happened to be their customers—were
adequately informed. The information essential to intelligent invest-
ment decisions would be available to investors, actual and potential,
and the opportunity to take advantage of inside information would
be greatly reduced. The disclosure need of investors is not for broker-
dealer board representation; it is for extension of the protections of
sections 13, 14, and 16 to unlisted securities. As a senior partner of
one of the largest brokerage concerns in the country put it:

With respect to directorships in companies whose securities are not listed, it
is my opinion, that if disclosure * * * [is] required in the future, the need for

investment bankers or brokers sitting on the boards of such companies will be
minimized.
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Even apart from this, however, the available data leave little ques-
tion that the demands of the market-making or sponsorship function
are not compelling in most circumstances. In the first place, even on
the most drastic assumption that all broker-dealers that both maintain
trading markets and sit on the corresponding corporate boards were to
elect to retain their board seats at the cost of abandoning their markets,
only a very small segment of the whole over-the-counter market would
be affected. It has already been noted that of a total of 5,785 broker-
dealers then registered with the Commission, only 508 of the 4,964 that
responded to questionnaire OTC-3 indicated that they made a market
for one or more stocks and at the same time held directorships. The
1ssuers involved numbered only 1,481 or only 13.38 percent of the total
of some 11,069 different issuers which are estimated to have then
evoked at least some market interest in the 10-month period
examined.®

Since the standard of coverage discussed in part B.3, however, re-
stricts applicability of section 16(b) to those issuers that have 300 or
more shareholders, some of even the 13.38 percent would not be af-
fected. Of the 352 issues in the OT'C—4 sample that had director-mar-
ket makers or sponsors, only 85 percent had 300 or more shareholders.
Those that would be included, moreover, would not be deprived of
a market althogether, since 214, or 60 percent, of the 352 issues were
being quoted by at least 4 broker-dealers. The withdrawal of one
broker-dealer in such circumstances would presumably have little
effect. Overall, therefore, the actual impact of section 16(b) would
at most be minimal.

Actually there is good reason to assume that many broker-dealers
would choose to resign as directors rather than abandon their trading
markets. The latter are, after all, profitmaking operations; compen-
sation for the former is, to repeat part of the testimony already quoted,
“usually minimal and completely out of proportion to the time con-
sumed.” Compensation aside, moreover, there is a substantial body
of opinion that board representation does not facilitate market mak-
ing. As one wholesale broker-dealer put it:

Q. But you are paying a man a salary for being on the board. Now I just
want you to tell me frankly * * * whether you can possibly conduct that trading
operation without making use of the information that he has received * * *.

A. This is amazing, but when we traded our own issue we lost money and
big money. The insiders will not believe you on this.

What happens: either there are all buyers or all sellers. And, either way, we
have to make a market, and we have to sell sometimes when we don’t want to
sell. We will look at Bob’s position, and he hasn’t any position. We have to
make a market.

A partner of an “integrated” house, i.e., one that both maintains
interdealer markets and services retail customers, said much the same
thing:

*** the information we have as directors does not influence our market ac-
tivity. As we have discussed in other places, one of the real tricks in making
a market is not to have an opinion as to the value of the stock. We try to tell
our trading department that whereas.we brought out a stock at a given price,

they have no obligation to maintain that price. They must let the market move

up or down with supply and demand. That is really the secret of making a
market * * *,

“ot See table IX-f, above.
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The facts of the marketplace, indeed, show that, whatever opinions
individual broker-dealers might hold, board representation is certainly
not necessary to making a market. As already pointed out, the vast
majority of all over-the-counter stocks have trading markets without
board representation. Many of them are public utility stocks the is-
suers of which are forbidden by law to include broker-dealers among
their directors. One hundred and twenty-three of the OTC—4 sample
of 1,618 were actually described as “sponsored”—enjoyed the as-
sertedly most responsible species of trading market—without board
representation.

In short, sections 13, 14, and 16 would themselves make academic one
of the commonly ascribed reasons for board representation; section
16(b) would impinge at all on only a very small segment of over-the-
counter market making; moreover, only a much smaller segment of
the impact area could be expected to be actually significantly affected ;
and even that effect would be unnecessary in most if not all instances
in t}ie sense that the alternative of resigning the directorship would be
available.

c. The potential impact of section 16(b) in cases of market
“sponsorship”

Notwithstanding the considerations just discussed, it is recognized
that, when put to a choice, some board-represented broker-dealers
might elect to retain their directorships and withdraw from making
markets for the corresponding stocks. Even though the number of
such withdrawals could be expected to be quite small, their signifi-
cance might be thought to be large because some of the broker-dealers
involved might be not merely market makers but that more important
group calling themselves “sponsors.” Ths loss of a sponsor, it has
been asserted, would deprive an issue of its most reliable market, the
one that can be expected to continue during periods of market inactiv-
ity or instability when investors’ needs are most urgent. Market con-
tinuity, a willingness to purchase or sell in substantial amounts, and a
willingness to take greater positions, all have been suggested as the
special virtues of sponsorship.

In the analysis of questionnaire OTC-4 (see pt. B.3.b, above) a
separate study was made of all issues in the sample of 1,618 stocks for
which price data were available, in terms of price level (high bids) at
two selected points of time, near the peak of the general market in
December 1961 and after the May 1962 market break. This sample
included 308 instances in which there was a market maker and/or a
sponsor represented on the board. 116 instances in which sponsorship
was asserted (in responses to OTC-3) without board representation,
and 878 instances with neither board representation nor claim of
sponsorship. In view of the size of the sample and its random selec-
tion, it is believed that actual price changes between these points of
time for the different categories are of some significance in measuring
the importance of sponsorship, whether or not reflected in board rep-
resentation, in relation to market performance.’

95 No doubt some of the nonsponsored stocks which reflected little price decline or ex-
perienced price rises during the period were among the more inactively traded stocks.
On the other hand, shareholder size and trading activity of many of those nonsnonsored
stocks were equal to if not greater than for many of the sponsored stocks. The 2 ex-
tremes presumably cancel themselves out to the point where the 2 categories may appro-
priately be compared.
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Comparing first the 116 instances of asserted sponsorship (without
board representation) with the 878 instances of nonsponsorship (also
without board representation), it was found that in the former cate-
gory 67 percent of the issues declined 20 percent or more in quoted
price, whereas in the latter category this was true of only 30 percent
of the issues; and on the other hand, 9.5 percent of the former group
increased in price, whereas 49 percent of the latter showed an increase.
‘When comparison was made between the 308 instances of board rep-
resentation (with or without asserted sponsorship) and the same 878
instances of nonrepresentation and nonsponsorship, the contrasts were
similarly striking: For the former group of board-represented issues,
64 percent showed price declines of 20 percent or more and only 15
percent showed increases, in contrast with the above figures of 30 and 49
percent for the 878 issues having neither board representation nor
asserted sponsorship. See table IX-g, below.

TaBLE IX-g.—Sample of issuers of over-the-counter stock classified by ‘“‘sponsor-
ship” and percentage change in price of stock, December 1961 o June 1962

Director-market
Nonsponsored ? Sponsored 2 meaXker and/or

director-sponsored
Percentage price change 1

Number { Percent | Number | Percent | Number { Percent
of issues | of total | of issues | of total | of issues | of total
B X017 ) S 878 100.0 116 100.0 308 100.0
Decline:
801099, e 12 1.4 4 3.4 5 1.6
60 60 79 e cmeemmeee 45 5.1 12 10.3 36 1.7
40t0 59 79 9.0 27 23.3 84 27.3
20 t0 39 e 124 14.1 35 30.2 75 4.4
140 19 e 189 21.5 27 23.3 61 19.8
Increase:
160493 s 399 45.5 10 8.6 41 13.3
50and over.. ..o .. 30 3.4 1 .9 6 1.9

1 Prices were obtained from the National Quotation Bureau, In¢., the National Monthly Stock Summary
(issues of Jan. 1and July 1, 1962). The December price represents the high bid closest to Dec. 31, 1961, and
the June price represents the high bid closest to June 30, 1962.

2 Without board representation by any market maker or sponsor.

3 Includes those stocks in which there was no price change.

Nore.—Sample includes approximately 1 out of 5 issuers listed in the National Quotation Bureau, Inc.
the National Monthly Stock Summary (Jan. 1, 1962).

Whatever the theoretical obligations involved in sponsorship, the
above analysis indicates, at the very least, that sponsored stocks, with
or without board representation, do not generally perform better
than nonsponsored ones in terms of one objective and measurable
criterion-—price performance over a period including a market crisis.
Undoubtedly some sponsored stocks performed better than did some
nonsponsored stocks, but it would be as inappropriate to conclude
that in such instances sponsorship was the cause of the superior per-
formance as it would be to conclude that sponsorship was the cause of
the inferior price performance for the majority of sponsored stocks
shown in table IX—g.

In the analysis of questionnaire OTC-3 °¢ a further effort was made
to study the actual performance of sponsors as compared with other
market makers, all responding broker-dealers having been asked to

% See ch. VIIL
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indicate those stocks of which they considered themselves a sponsor.
A list of 200 stocks was randomly selected and all respondents were
asked to supply detailed schedules of their transactions in those stocks
for the 1 day (or in the case of less active stocks a longer period)
selected for study. The trading of all broker-dealers who listed any
of those 200 stocks as sponsored was studied in detail, to determine
whether sponsorship had distinguishable results in terms of the num-
ber of shares traded with other dealers or with public customers and
their prices of execution. In addition, a period of price stress was
studied with respect to the same stocks and sponsoring firms, by means
of a followup questionnaire, OTC-5, and numerous interviews after
the May 1962 market break.

The results of the findings are discussed in chapter VII and the ap-
pendixes thereto. Generally, they show that the activity of most
sponsors for the “normal” day of January 18, 1962, and for the days
of the market break, was not readily distinguishable from the activity
of other market makers in terms of their relative importance as pro-
fessional participants or the price at which they executed transactions.
Although some sponsors were of considerable importance in certain
securities with limited professional participation, these were excep-
tions to the typical performance of sponsors.®”

Because sponsorship seems to involve in actual practice no more than
ordinary market making without a directorship, it is entirely probable
that the gap left by the withdrawal from the market of a sponsor—
presumably one having board representation if section 16(b) were the
cause—would in most instances be filled by some other market maker.
Indeed, it has already been shown that the broker-dealer interest in
sponsored stocks generally is sufficiently great so that the loss of a
single dealer choosing to remain on an issuer’s board would not deprive
most such stocks of active broker-dealer interest.”® And as already
indicated, for those relatively rarer situations where sponsorship
might be indispensable, withdrawal from board representation is an
alternative frequently chosen and sometimes compelled (in the in-
stance of public utilities) even without any compulsion of section
16(b). As will be seen in the following discussion of small business
Investment companies, still another possibility that some broker-
dealers have found workable is to conduct a trading market with such
limited accountability for profits as section 16(b) might entail.

d. Analysis of the impact of section 30(f) of the Investment Company
Act

It has been possible to observe the actual over-the-counter impact of
section 16(b) in one limited area, that occupied by small business
Investment companies (SBIC’s), a species of closed-end investment
company authorized by the Small Business Investment Act of 1958.%°
Section 30(f) of the Investment Company Act, to which SBIC’s are
subject, has always by reference applied section 16(b) to closed-end
companies, both listed and unlisted, but until SBIC’s came on the
scene such companies were generally exchange traded and no special
problem of impact on over-the-counter trading markets was presented.

97 Thid.
% See gubsec. a, above.
% 15 U.8.C. 681 ff.
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Since 1959 however, publicly owned SBIC’s—the vast majority of
which are unlisted—have offered valuable, if limited, material for a
“pilot study” of the actual reactions of broker-dealers and issuers to
over-the-counter applicability of section 16(b) and the actual conse-
quent market behavior of the 1ssues involved.

By the end of 1961, 40 SBIC’s had registered issues under the Se-
curities Act and were publicly traded, 39 over the counter and 1,
Venture Capital Corp., on the American Stock Exchange. In 1962,
a second SBIC,**° Business Capital Corp., was listed on the Midwest
Stock Exchange. Three SBIC’s, Boston Capital Corp., Midland-
Capital Corp., and St. Louis Capital Corp., were among the 200 OTC-3
stocks chosen for trading analysis. (See chapter VIL.) Insofar as
the market aspects thus studied are concerned, the three stocks appear
to reflect no significant variation from other securities in the OTC-3
sample of comparable size and activity.

The SBIC pilot study was carried out as follows: All annual re-
ports and proxy solicitation materials filed with the Commission by
each of the 39 SBIC’s were scrutinized for such information as num-
ber of stockholders, asset size, and the names of any directors who
appeared to be broker-dealers. All ownership reports of these direc-
tors were then reviewed, as were their firms’ responses to questionnaire
OTC-3 regarding the over-the-counter markets which they made. Rep-
resentatives of several of the broker-dealer firms that were at any time
represented on the board of an SBIC were then interviewed as to the
nature and extent of their firms’ trading in the stock of the corpora-
tion, both in periods when they were represented and when they were
not. Finally, the market performance of those stocks were studied.

(1) The reactions of broker-dealer directors to section 30(f)

In the case of 7 of the 39 SBIC’s, at no time since their initial public
offering has a broker-dealer been represented on the board. Five of
the seven had trading markets regularly maintained by one or more
broker-dealers, three of which were “sponsored.” The 7 as a group
are entirely representative in other respects of the whole group of 39;
their stockholder families range in number from 750 to more than
11,000 and asset sizes range from just over $1 million to more than $14
million. The corporate attributes of the issuer therefore supply no
explanation for broker-dealer absence from the boards. In one case,
section 30 (f) was stated to have been the sole factor, and in another,
where the underwriter did not make a market, section 30(f) was not
a problem. But clearly the group of 7 as a whole shows the Invest-
ment Company Act equivalent of section 16(b) to be far from fatal
to the making of over-the-counter markets.

All of the remaining 32 SBIC’s have at some time had a broker-
dealer board member and invariably his firm was either an under-
writer or a principal member of the selling group that offered the
stock to the public. In 6 of the 32 cases, the broker-dealer board
members resigned as directors at varying times subsequent to the
public offering, so that their firms could continue to trade the com-
pany’s stock without section 30(f) liability. Each submitted his
resignation immediately upon becoming aware of potential liability
and deciding that it was more important to continue to maintain a

100 One of the 39.
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trading market than to continue the directorship. None of the firms
involved indicated that the nature and extent of their market-making
activities was altered after they gave up board representation. One,
however, said that without it, “we deal a little more in the dark to-
day.” Here again, the equivalent of section 16(b) clearly had mini-
mal effect on trading markets for the issues involved.

Another 17 of the 39 SBIC’s had among their directors a repre-
sentative of an investment banking firm which underwrote the com-
pany’s stock or was a principal member of the selling group, but
which did not maintain a trading market for its stock. In certain of

~these 17 cases, a choice may not have been required. Thus, in one,
the broker-dealer firm made no trading market in any stock; in a
second, the number of stockholders was so small and the market so
local that a trading market was neither required nor feasible; and in
a few others, an easy solution was at hand, since two broker-dealer
firms were represented on the issuer’s board and the directorships and
market making could easily be divorced. In several of the 17 cases,
however, the investment banking firms involved were required to
choose, and because they felt that board representation was of fore-
most importance, potential liability under section 30(f) dictated a
decision to refrain from trading the stock. It should be noted that
apparently all but 1 of the 17 companies continued to have a trading
market for their stocks, since throughout 1962 two-way quotations
appeared in the wholesale quotation sheets at least weekly for all of
the companies except the one referred to above that had very few
shareholders and primarily a local market.

In only two cases of the underwriter’s withdrawal from the market
for the stock of an SBIC have the companies themselves reacted
overtly. One, Growth Capital, Inc., applied to the Commission for an
exemption or special treatment for one of its underwriters, McDonald
& Co., so that the firm could resume trading the stock without subject-
ing its principal officer, who is a member of Growth Capital’s board,
to full liability under section 30(f).* The second, Business Capital
Corp., secured a listing for its stock on the Midwest Stock Exchange
in June 1962, as noted above, primarily because its underwriter felt
that the company’s stock would thereby enjoy the more stable and
continuous market which it could not provide because of its board
representation. .

Finally, nine of the SBI(’s continued to have the board representa-
tion of broker-dealers while their firms traded the company’s stock.
Essentially they fall into three groups: three in which the broker-
dealer was represented by an employee, as contrasted with a principal,
and therefore under present law apparently considered not subject to
liability ; another three in which the beneficial interest of the broker-
dealer in his firm was so small, or the firm’s trading profits considered
to be so limited, that the potential liability was apparently considered
minimal; 2 and still another three in which the affiliated director was
simply unaware of the provisions of section 30 (f).

101 The case is still pending.

102 As a matter of course, one such broker-dealer director regularly files with his owner-
ship reports a copy of his letter to the corporation transmitting payment of his rather
nominal lability for profit from the preceding month’s transactions.
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(2) The market performance of SBIC stocks, both with and
without trading markets made by their underwriters

The study charted the week-to-week price movements throughout
the year 1962 of each of the 40 SBIC’s publicly held on December 31,
1961, and regularly quoted in the eastern “sheets” of the National
Quotation Bureau or traded on a national exchange. In all cases, the
high bid (or closing price in the case of the two stocks listed in 1962)
of the last trading day of each week was taken as the charting point.
In addition, the day-to-day movements of the same companies for the
period May 21 to June 8, 1962, were plotted.

There appears to be no correlation between the presence or absence
of an underwriier making a market and price movement measured in
these ways. It thus seems clear from the analysis that, whatever the
effect of market making by underwriters from transaction to trans-
action, their presence or absence from the markets for SBIC stocks
was not a material factor affecting week-to-week or daily price move-
ments, even over a period of price fluctuation such as the year 1962,
and particularly the 3-week period selected for daily analysis. Al-
though this is admittedly only a limited test of total market behavior,
it can at least be said that the choice made by individual broker-dealer
firms between making a market and retaining board membership does
not appear, by itself, to have made an appreciable impact upon the
markets for SBIC stocks when measured in terms of price trends.

e. Conclusion as to section 16(b)

From all of the above, the conclusion is inescapable that the potential
effects of section 16(b) on over-the-counter trading markets have been
greatly exaggerated. The available objective data indicate that for
most 1f not all situations, the choice between serving on the board or
making a market is not an impossible one and that neither the af-
fected corporations nor the market for their securities need be harmed
if the choice is compelled by section 16 (b). The broad conclusion of
the study, which is in accord with the publicly expressed view of one
of the most knowledgeable authorities covering over-the-counter
markets, Wallace H. Fulton, the retiring executive director of the
NASD,™® is that section 16(b) should apply generally to unlisted
securities.

The present section 16(b) excludes from its coverage “* * * any
transaction or transactions which the Commission by rules and regu-
lations may exempt as not comprehended within [its] purpose.” To
date the Commission has promulgated eight rules exempting various
types of transactions, and industry representatives have urged that
any extension of section 16(b) to over-the-counter stocks should pro-
vide exemption for market makers. As one investment banker put
it:

I would not object to the addition of a new subsection to section 16, which
would provide for the section’s application to the over-the-counter market. How-
ever, there should be an exception; that exception should be the exemption of
the forfeiture of insider profits when profits are made by a firm trading account,
the exact language of the exemption to be defined by rules and regulations.

In view of the foregoing discussion it is clear that a general exemp-
tive provision of such nature is unwarranted. If there are truly

108 New York Times, Feb. 27, 1962, p. 51.
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exceptional circumstances or instances—possibly. for a limited period
of years after a first public offering and/or in the case of geo-
graphically restricted markets—in which it can be aflirmatively shown
both that the same broker-dealer is uniquely available and essential
for simultaneous board membership and market making and that it is
necessary and appropriate in the public interest and for the protection
of investors that his trading profits be exempt, such exemption may
be provided for by rules of limited scope or on application of the
issuer.
6. AN “OTC-LISTED” CATEGORY

Since 1t is contemplated that some issuers of securities in over-the-
counter markets will and others will not be required to comply with
sections 13, 14, and 16, the distinction will and should become a highly
important one for many purposes. Thus, in chapter 11, relating to
selling and investment advisory practices, it is recommended that the
availability or nonavailability of officially filed data concerning an
issuer be required to be reflected in appropriate ways in the selling
process. Similarly, in chapter IV it 1s recommended that, with re-
spect to issues for which a reservoir of officially filed information
exists—listed issues and those unlisted issues to which sections 13, 14,
and 16 would apply—consideration should be given to possibilities
for expediting and simplifying the Securities Act registration process
in recognition of that fact. Again, one prerequisite for regularizing
. and improving quotation systems and procedures as recommended in

chapter VII is identification of a group of issues, in connection with
the routine newspaper or electronic quotation systems, that would be
surrounded by at least the minimum investor protections of the three
sections. Any changes in present provisions as to eligibility of over-
the-counter securities for extension of credit, as discussed in chapter
X, would be dependent on regular and reliable quotations as well as
reliable underlying information for those issues which might be con-
sidered eligible. Finally, it may be anticipated that in many less
formal ways, in the day-to-day operations of broker-dealers and the
routine concerns of the investing public, ready identification of
affected issues will be important and desirable. As a distinguishing
hallmark, therefore, the term “OTC-listed” is suggested as a statutory
designation for over-the-counter securities to which the continuing
obligations of sections 13, 14, and 16 will apply.

Actually, the distinctions mentioned in the preceding paragraph
exemplify what may be a considerably broader opportunity to adjust
regulatory measures to needs. As pointed out in chapter VII, an im-
portant characteristic of over-the-counter markets and securities is
their heterogeneity. This being so.a degree of categorization becomes
useful if not essential for many regulatory as well as business purposes.
Given a wide range of kinds and sizes, needs and possibilities, any
uniform and undifferentiated measures are certain to be unsuitable for
much if not most of the field to be covered. Rights and benefits may
have to bs denied to some because it is impossible to grant them at all.
Restrictions and regulations may have to be kept to the lowest common
denominator—to the detriment of investors—because what would be
appropriate for some crucial segment would be impossible for the vast
body ; alternatively, regulation essential for the crucial segment would
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be imposed on areas where they would be unnecessarily burdensome.
The OTC-listed concept may thus be regarded as establishing a basic
categorization—founded on the all-important distinction of whether
continuing protections of sections 13, 14, and 16 are or are not avail-
able—that can undoubtedly be used in various ways to adjust privi-
leges and obligations in the marketplace to the needs of each category.

The term and the category need not be restricted, indeed, to only
those 1ssues meeting the applicable number-of-shareholders criterion,
since it may be anticipated that some, and perhaps many, issuers outside
the mandatory group will find it desirable to bring themselves into the
select category by voluntary compliance, and achieve both the status
and privileges related to it. There would appear to be no reason of
theory or practicality why this should not be encouraged. Legislation
to extend sections 13, 14, and 16 and confer the OTC-listed desig-
nation should therefore provide that any issuers not required to comply
might elect to do so and become entitled to be designated “OTC-listed.”

7. SECTIONS 15(d), 12(f) (3), AND RULE 12f-4.

Extending sections 13, 14, and 16 of the Exchange Act to unlisted
securities, under the phase coverage standard proposed above
suggests the desirability of adjusting two other provisions of the Act
and a Commission rule in order to provide a harmonious whole. The
first statutory provision, section 15(d) of the Exchange Act, requires
issuers that register an issue for public offering under the Securities
Act to undertake to comply with section 13, the reporting requirement,
when outstanding securities of the class registered aggregate $2 million,
computed on the basis of the offering price. Reporting must continue
until the amount outstanding, computed on the same basis, falls below
$1 million (as a result of redemptions, treasury purchases, etc.). The
second section, 12(f) (3), makes certain issues eligible for unlisted
trading privileges on an exchange. The Commission’s rule, 12f-4,
exempts 1ssuers of such securities and all other categories of securities
admitted to unlisted trading privileges from sections 13, 14, and 16,
with which they would have to comply except for the rule.

Section 15(d), added to the Exchange Act in 1936, was based on
the rationale that whatever might be the obligations of issuers of pub-
licly owned securities generally, the very fact that an issuer resorts
to the public to raise new funds in substantial amount is sufficient
basis for requiring at least adequate reporting to that public. Section
15(d) has been a valuable protective force in the over-the-counter
market, but its rationale results in less embracing coverage than that
here recommended. Going to the public for capital obviously should
entail concomitant obligations to that public, but the same obligations
should be owed, and under the above proposals will be owed, to share-
holders of any publicly held company, quite independently of any link
to the registration process as such. Similarly, when protection is ex-
tended to all shareholders of publicly held companies to whom it can
feasibly be extended, a standard of coverage based in part on the total
market value of the issue becomes inappropriate. Section 15(d),
moreover, provides no proxy and insider-trading controls at all. If
it were practicable, therefore, immediately to extend the benefits of
sections 13, 14, and 16 to all issuers that have 300 or more shareholders,
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the ultimated coverage recommended, section 15(d) would no longer
be needed.

Until that ultimate coverage is accomplished, however, section 15(d)
might usefully play a part in the “phasing-in” program recommended
above. That program is geared exclusively to practical considera-
tions, and it appears quite consistent with these practical considera-
tions to include additional companies as and when they register for a
public offering and meet the ultimate test of 300 or more shareholders,
even if not meeting the higher criteria temporarily in effect for other
companies. Section 15(d) of the Exchange Act should therefore be
modified to require all issuers that register an issue pursuant to the
Securities Act to undertake to comply with sections 13, 14, and 16 of
the Exchange Act if and when the number of their respective share-
holders of record reaches 300. By parallel reasoning the same result
should apply to issues offered under regulation A. To the extent
possible, Commission rules should be modified to require compliance
with the three sections accordingly.

In the case of issues enjoying unlisted trading privileges on ex-
changes, both a statutory and a rule amendment are in order. Three
categories of issues are eligible for such privileges: (1) issues traded
unlisted before the Exchange Act came into force and permitted to con-
tinue to be so traded—section 12(f) (1) ; (2) issues fully listed on some
other exchange—section 12(f)(2); and (3) issues as to which data
substantially equivalent to those for listed securities are available—
section 12(f) (8). Issues in the second category present no problem
here because compliance with sections 13, 14, and 16 is required in any
case by reason of full listing on some exchange. The statutory and
rule amendments called for relate to the first and third categories.

Extension of sections 13, 14, and 16 to unlisted securities suggests
eliminating the third category altogether, by statutory amendment.
When such extension has been accomplished, all included issues now
traded over the counter would prima facie be within the orbit of sec-
tion 12(f) (3), and a multitude of applications by exchanges for un-
listed trading privileges might ensue. Although the Commission is
the ultimate arbiter under section 12(f) (3), it would seem better to
g:rmit the choice between exchange and over-the-counter trading to

determined by the preference of issuers and ordinary competition
among markets, but freed of the regulatory disparity between the two
markets brought about by the Exchange Act. As sections 13, 14, and
16 are extended to unlisted issues, therefore, section 12(f) (3) eligibil-
ity should be concurrently withdrawn.

Elimination of the regulatory disparity, finally, would destroy the
justification for the general exemption from sections 13, 14, and 16 now
afforded to section 12(f)(1) issues by rule 12f—4. That rule was
promulgated because in the absence of an exemption, issuers admitted
to unlisted trading might have been tempted to avoid compliance with
sections 13, 14, and 16 at the risk only of loss of the exchange’s unlisted
trading privilege. Rule 12f-4 should therefore be amended to exempt
section 12(£) (1) issuers only in the quite unlikely case that they have
less than the number of shareholders applied as the test of coverage
for over-the-counter securities.

96746 0—63—pt. 3——7F5
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8. IMPROVEMENT OF EXISTING INVESTOR PROTECTIONS

In addition to extending sections 13, 14, and 16 to unlisted securi-
ties, experience has shown a need to improve the protections provided
by those sections for listed (and hereafter also unlisted) securities in
certain respects:

When proxies are solicited, it is important to insure that financial
statements included in company reports to shareholders accompanying
or preceding proxy solicitations—required by the rules when manage-
ment solicits proxies for an annual meeting—be presented on the same
basis as that of those filed officially. Rule 14(2a)-3(b) under the Ex-
change Act now requires that such reports adequately reflect, in the
opinion of the management, the financial position of the corporation,
but management opinion has on occasion proven to be woefully inade-
quate, indeed so far from the requirements of form 10-K as to be seri-
ously misleading; see, for example, the discussion of suspension of
trading of the stock of Atlantic Research Corp. in chapter I1I and part
C of this chapter, below. Rule 14(a)-3(b) should therefore be
amended to require that the reports which must accompany or precede
proxy solicitation be not misleading in the light of the requirements of
form 10-K and the accounting rules governing preparation of reports
on that form.

Another proxy-solicitation precaution should also be mentioned:
Section 14(b) of the Exchange Act empowers the Commission to
adopt rules governing the manner in which broker-dealers give
proxies on listed securities carried for the account of customers.
Presumably because the Commission has no authority to compel the
actual giving as contrasted with the manner of giving such proxies,
and because the principal exchanges have adopted pertinent rules,
the section 14(b) powers have never been exercised. The exchange
rules need not be evaluated to conclude that corresponding rules
should be adopted by the NASD. They are needed now, but will be
indispensible when section 14 applies to unlisted securities. The rec-
ommended legislation should also confer on the Commission adequate
reserve powers in respect of both listed and unlisted securities.

Finally, it is also appropriate to refer to the question posed in the
case of Blaw v. Lehman, 368 U.S. 403 (1962), in which the Commission
urged a reading of section 16(b) to cover the full insider-trading
profits of a partnership, a member of which serves as a corporate di-
rector subject to the section, rather than merely the single director-
partner’s proportionate share. In this case the Supreme Court felt
compelled to reach the more limited result because the partner-direc-
tor had not been “deputed” as such by the partnership and had not
known of the transactions in the corporation’s stock until after the
first of them was made, and the statute, as the Court interpreted it,
did not in the circumstances makes the partnership a director. This
conclusion left a large loophole in the insider-trading ban, since houses
like Lehman Bros. are frequently represented on many boards and
the limitation of section 16(b) to merely one partner’s share of profits
may conceivably permit all to benefit from each one’s inside informa-
tion at the cost of relatively insignificant forfeitures. To leave the
protection of the section dependent on piercing the murky questions
whether a partner has been “deputed” to act as director on behalf
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of his firm and whether or to what extent he has had a hand in its
insider transactions is inconsistent with the rationale on which the
section is based. o .

The Supreme Court decision was based, of course, on statutory inter-
pretation rather than consideration of policy. The arguments of
policy should therefore be presented to Congress, as the Supreme
Court suggested, and Blau v. Lehman should be reversed by appro-
priate statutory amendment.

9. IMPROVED DISSEMINATION OF OFFICIALLY FILED INFORMATION

As pointed out in another connection in chapter IV, required dis-
closures under the Securities Act are_of two kinds, those intended for
actual transmittal to investors—essentially prospectuses and proxy
ctatements—and those merely required to be filed publicly—including
reports of issuers under section 13 and of insiders under section 16(a)
of the Exchange Act. The virtues of mere public filing of specified
information, under the statutory sanctions, should not be discounted:
Undoubtedly it has great ¥rophylactic effect on those required to dis-
close; at least the true professionals in the financial community can be
expected to use and understand it; and in various ways and varying
degrees it does reach members of the general investing public. Never-
theless, to the extent that disclosure 1s unused and unheeded, its ulti-
mate purpose is frustrated. The Commission and the self-regulatory
agencies could go further in fostering, in various ways, wider dis-
semination of publicly disclosed information and its more consistent
use in selling and advisory processes.

Taking the later first, it is recommended in chapter III that the
reservoir of filed information about, an issuer—and after extension of
sections 13, 14, and 16 as recommended above, this would include
issuers of OTC-listed as well as exchange-listed securities—should be
required to be used to a greater extent in research, advisory and selling
activities, and that the obligations of broker-dealers and investment
advisers in this regard should be appropriately defined from time to
time by the Commission and other regulatory authorities. It is sug-
gested, for example, that broker-dealers and investment advisers who
sell or recommend specific securities ought to be under an appropri-
ately described obligation to consult officially filed information where
available and to make copies available to their customers. These few
thoughts, however, do not necessarily exhaust the possibilities that
may exist for bringing the statutory disclosure processes into more
active and meaningful use in connection with advisory and selling
activities.

A still broader point is that wider dissemination or at least wider
availability of filed information ought to be generally fostered.
Today’s advanced techniques for speedy and inexpensive communica-
tion and duplication of the printed word make quite obsolete and in-
adequate the present system—essentially unchanged for a generation—
of requiring “public” filing in but one or two locations and providing
copies only with considerable delay and at substantial cost. It would
seem perfectly feasible to establish a system whereby filed reports of
issuers would immediately be duplicated and distributed, for example,
to all regional offices of the Commission and district offices of the
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NASD and, upon request and at a nominal charge, to any broker-dealer
or member of the public. It should even be possible to standardize the
physical presentation of reports sufficiently so that up-to-date in-
formation about an issuer could be made available in some kind of
looseleaf form in the manner of present privately published services.
The possibilities would seem to be numerous and varied and at least
some of them should prove, now or in the foreseeable future, well
within the bounds of practicality. With minimum burdens, the bene-
fits of bare filing might be multiplied greatly through imaginative
measures of this kind.

In other respects, too, the general goal of fostering public awareness
and use of disclosed data in making investment decisions should be a
continuing and active concern of the regulatory authorities, so that
maximum benefit may be derived from the disclosure which it is the
basic purpose of the Federal securities laws to provide. For example,
continuous educational measures of various kinds, to advise the public
of what prospectuses are designed for and what they contain, what
kinds of reports of issuers are publicly available, and why their con-
tents or particular portions need be read and heeded, would seem to be
an appropriate or even necessary function of the Commission.

10. SUMMARY, CONCLUSIONS, AND RECOMMENDATIONS

Disclosure is the cornerstone of Federal securities regulation; it is
the great safeguard that governs the conduct of corporate manage-
ments in many of their activities; it is the best bulwark against reck-
less corporate publicity and irresponsible recommendation and sale
of securities. In light of such considerations, it seems wholly inde-
fensible, in terms of logic and of public policy, that most investors in
over-the-counter securities should be afforded drastically less pro-
tection than is provided for investors in exchange listed securities
through sections 13, 14, and 16 of the Exchange Act. Tt is also highly
anomalous that market allocations (in the sense of selections between
exchange markets and over-the-counter markets) should be impor-
tantly affected by a sort of Gresham’s law whereby many issuers may
avold the protective measures applicable to all listed securities by
simply electing to have their securities traded over the counter. Issues
traded in over-the-counter markets are far too numerous and im-
- portant—partly as a result of this Gresham’s law—to permit the
present anomalous distinction to continue.

Investors in all exchange listed securities are afforded protection
both by statute and by rules of various of the exchanges. The Ex-
change Act requires full information about an issuer to be disclosed
in a publicly filed application for registration before securities of the
issuer may be listed for trading on an exchange, and requires the in-
formation to be kept current by subsequent periodic and current

(special) reports (sec. 18). It also requires that complete informa-
tion be supplied shareholders in accordance with Commission rules
when proxies are solicited (sec. 14). Finally, the Exchange Act
controls the use of confidential corporate information for personal
gain by requiring public disclosure of insiders’ transactions in the
equity securities of their corporations and providing for the corporate
recovery of resulting “short-swing” profits.
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Statutory protections are supplemented by the exchanges. The
principal New York exchanges, for example, in their listing agree-
ments require all listed companies to disseminate independently audit-
ed financial statements to share holders annually, and require most
companies newly listing securities to publish quarterly statements of
earnings as well. The New York Stock Exchange also requires listed
companies to solicit proxies for all meetings of shareholders. The
American Stock Exchange is in the process of extending the same
requirement to all of its issuers of listed issues. Certain of the regional
exchanges provide the same or similar protection.

By contrast, comparable protections in the over-the-counter market
are provided for only limited classes of securities and, for some of
those, only in part. A vast number of issuers of over-the-counter
securities are not required to file reports or to furnish their share-
holders with adequate information when proxies are solicited, nor
are they subject to insider-trading controls. A limited number of
issuers are subject to reporting requirements only, by reason of a
prior public offering, and a limited number are required to supply
shareholders with annual financial statements in order to have se-
curities eligible for the retail quotation lists of the NASD, but even
these partial protections apply to securities comprising only a small
part of the over-the-counter market. Viewed as a whole, that market
presents a striking regulatory disparity with exchange markets.

The disparity and the need to eliminate it have long been recog-
nized. When Federal securities laws were first enacted, Congress
itself expressly provided for “comparable protection” and various
studies since then, which the Special Study has confirmed, have
demonstrated the need. Legislation to accomplish the desired end
has been proposed in the past, but has failed of adoption at least
part because of unresolved questions as to its scope of coverage. In-
deed, the open questions in this area cannot be questions of principle
as to whether or not the protections are desirable, but only questions
of where lines should be drawn in the light of practicalities.

The Special Study attempted to assemble data that would be helpful
in determining the scope of remedial legislation. It is established
law that an offering may be “public” for purposes of the registration
requirements of the Securities Act, whatever the number of persons
involved, if the circumstances are such that the protections afforded
by registration are needed. By parallel reasoning, if securities are
already traded in public markets, the protections of sections 13, 14,
and 16 theoretically should not depend on the size of the 1issuer or
the number of its security holders. ~Nevertheless, practicalities of ad-
ministration made it advisable to seek data bearing on the number
- of companies that would be affected by various coverage criteria and
some of the characteristics of those that might be included and ex-
cluded.

A comprehensive survey of issuers of over-the-counter stocks—
more comprehensive than any before attempted—Ileads to the conclu-
sion that a number-of-shareholders criterion of coverage (the kind of
standard principally adopted in prior legislative proposals) is both
most theoretically sound and most workable. Comparisons of cor-
porate characteristics and numbers of shareholders of the correspond-
ing issuers show that a clear relationship exists between shareholders
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.size and the apparent degree of trading activity indicated by numbers

of transfers of record and frequency of broker-dealer quotations.
Little, if any, relationship between either of the foregoing and asset
size is apparent. In the light of the detailed data set forth, including
estimates of the total number of companies affected, a coverage stand-
ard of 300 shareholders is indicated. Administrative needs, however,
suggest a phased program of reaching that standard gradually by at
first adopting a higher figure and progressively lowering it as ad-
ministrative means are made available.

The potential impact of section 16 (b), the insider-trading provision,
on broker-dealers who both maintain dealer markets in securities and
sit on the corresponding corporate boards of directors appears to have
been greatly exaggerated. Only a small segment of all over-the-coun-
ter issues are involved ; many broker-dealers, if faced with the choice
of resigning as director or abandoning a trading market, would doubt-
less choose to resign rather than cease trading; and except in a very
rare case it is difficult to conceive of any individual’s indispensability
as both director and market maker. Nevertheless, if such indispen-
sability can be affirmatively shown, the Commission should be em-
powered to grant exemption from section 16 (b). A general exemption
for market-making transactions would be unwarranted.

Over-the-counter securities which are made subject to sections 13,
14, and 16 will be a special and distinct segment of over-the-counter
securities for many regulatory and business purposes. To distinguish
them appropriately, a designation such as “OTC listed” should be
officially recognized. Issuers not subject to mandatory compliance
with sections 13, 14, and 16, should be permitted to have their securi-
ties “OTC listed” by electing to comply.

Apart from extending existing protections for listed securities to
over-the-counter securities, improving the existing protections in cer-
tain respects and wider dissemination of officially filed information
wonld be desirable in any event.

The Special Study concludes and recommends:

1. Sections 13, 14, and 16 of the Exchange Act should be ex-
tended to issuers of unlisted securities, in the first instance to all
issuers having 750 or more equity security holders of record
and/or known beneficial holders, and, thereafter as rapidly as
feasible to all issuers having 300 or more such holders, subject to
the exemptions and exemptive powers recommended below. An
issuer once subject to sections 13, 14, and 16 should continue to
be so despite the fact that its number of equity security holders
falls below 300 from time to time and should be relieved of com-
pliance only after that number falls to and has remained at or -
below 200 for (say) 2 years, and thereafter only so long as the
number remains below 300.

2. Section 15(d) of the Exchange Act is based on the principle
that an issuer entering the public markets for capital should
undertake continuing obligations to investors in those markets,
if the amount of the issue (plus other securities of the same class)
is at least $2 million. Under the recommendation made above to
extend sections 13, 14, and 16 to all over-the-counter issuers that
have 300 equity security holders a different and more embracing
practical standard will become applicable, whether or not the
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issuer undertakes a new public offering. Since a phased approach
to the ultimate coverage recommended is proposed on purely
practical grounds, however, and since it does not appear to be im-
practical immediately to apply the ultimate standard to all issuers
hereafter making a public offering, section 15(d) should be
amended to apply the protections of sections 13, 14, and 16 to
every issuer making a public offering and thereafter having 300
or more equity security holders. Issuers of future regulation A
issues should be similarly provided for by appropriate amendment
of the applicable regulations.

3. Since extension of sections 13, 14, and 16 to over-the-counter
issuers will make their securities prima facie eligible for unlisted
exchange trading privileges under section 12(f)(3) and it would
be better to leave determination of the principal market in which
an issue is traded to competition among markets and issuers’
preferences, section 12(f)(3) of the Exchange Act should be con-
currently repealed. Rule 12f—4, which exempts from sections 13,
14, and 16 issuers of issues granted unlisted trading privileges
pursuant to section 12(f)(1), should be amended so that the ex-
emption will be available only where the number of shareholders
is less than the prevailing criterion for over-the-counter securities.

4. In principle, the recommended legislation should not exempt
any category of issuers merely because they file reports or are
otherwise regulated under other laws, unless such reports or
other regulations are clearly designed for the protection of in-
vestors (as distinguished from consumers, policyholders, deposit-
ors or other categories) and do in fact provide protections reason-
ably equivalent to those of the Exchange Act. The legislation
should expressly exempt only securities already defined as
“exempted securities” by section 3(a)(12) of the Exchange Act
(essentially Federal, State and municipal securities) and securi-
ties of nonprofit organizations, but the discretionary exemptive
power granted to the Commission by section 3(a)(12) should be
available to enable it to exempt other categories upon a finding
that their inclusion is not required in the public interest or for the
protection of investors. The Commission should, as is now the
case with respect to listed securities, permit any issuer filing data
with any other Federal or State regulatory agency reasonably
comparable to those required under section 13, to file copies of
such data in lieu of data otherwise required under section 13.

5. There is no need for a general and broad exemption from
section 16(b) requirements (relating to “insider” trading) in
respect of broker-dealers making markets in securities of issuers
on whose boards of directors they are represented. Entirely
apart from the merits of broker-dealers’ services on corporate
boards generally, the combination of making a market in an issue
(as “sponsor” or otherwise) and representation on the board of
the issuer appears to be in most, if not all, circumstances an un-
necessary one; and when consideration is given to the potential
conflicts of interest inherent in the combination,* the balance
clearly does not lie in favor of a general and broad exemption.

a0t See ch. II1.F.
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To provide for any truly exceptional circumstances or instances
(possibly, e.g., for a limited period of time after a first public
offering and/or in the case of geographically restricted markets)
the Commission should be empowered to provide limited exemp-
tions on an affirmative showing both of unique need of the issuer
or class of issuers and necessity and appropriateness in the pub-
lic interest and for the protection of investors.

6. Since it is contemplated that some issuers of securities in
over-the-counter markets will, and others will not, be required to
comply with sections 13, 14, and 16, the distinction will and should
become a highly important one for many purposes; see, for ex-
ample, paragraph 5 of conclusions and recommendations under
chapter III.B, paragraph 1 under chapter IV.F, and conclusions
and recommendations under chapters VII and X. The term
“OTC-listed” is suggested as a distinguishing hallmark for any
over-the-counter security the issuer of which is required to comply
with sections 13, 14, and 16. The legislation should expressly per-
mif any other issuer to elect to comply, and thereby to bring its
securities within the “OTC-listed” category.

7. Both in their present application to exchange-listed securities
and in their proposed application to “OTC-listed securities, sec-
tions 13, 14, and 16 or the regulations thereunder should be
amended to provide improved protections in certain particulars:
(a) Except in extraordinary circumstances, to be defined, finan-
cial statements included in reports to stockholders accompanying
or preceding proxy solicitations should be required to be prepared
and presented on substantially the same basis as the financial
statements in officially filed reports; (b) appropriate rules with
respect to broker-dealer transmission of proxy-soliciting material
should be adopted by the NASD and section 14(b) of the Exchange
Act should be amended to empower the Commission both to com-
pel the giving and to control the manner of giving proxies on
customers’ securities, both listed and unlisted; (¢) section 16(b)
should be amended to permit recovery of short-swing profits of a
broker-dealer firm where one of the principals is a director,
“reversing” Blau v. Lehman.

8. If disclosure of information is fundamental in Federal
securities regulation, the widest possible dissemination and use
of filed information will obviously best serve the purposes of
disclosure. In light of modern techniques for duplicating and
communicating the printed word, it would seem that dissemination
and not mere filing should be required in many instances. For
example, just as there are now unofficial services that regularly
distribute summaries of data concerning individual securities, it
would seem feasible to require officially filed information to be
presented in form for inexpensive duplication and distribution.
It would also seem possible to require that copies be filed in
appropriate Commission or NASD offices and/or that broker-
dealers making markets or recommending purchases have copies
on file or actually distribute them to customers in stated circum-
stances. The technical and economic feasibility of such measures
and the advances in investor protection that they would make
possible should receive immediate and continuing study by the
Commission and the self-regulatory agencies.
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C. CorroraTE PuBLIiCITY AND PUBLIC RELATIONS
1. INTRODUCTION

Informal corporate publicity is an important supplement to the
disclosures required by the securities acts. In order to keep share-
holders, the investment community, and the general public continu-
ously informed of corporate developments, it 1s desirable for issuers
to disseminate publicity through the channels of news distribution
as well as by other means. This fact has been recognized by the
Commission, which has encouraged publicly held corporations to
employ publicity and public relations for these purposes.’® One au-
thority recently stated :

Corporations have come a long, long way in the last 35 years or so in making
information available for the use of stockholders and the investment fraternity
generally. The widespread ownership of U.S. corporations deepens the neces-
sity for better and more timely corporate disclosure.®

Since the 1930’s, a specialized industry has grown up to meet the
demand for professional services in handling corporate publicity. In
general, the financial public relations consultant is responsible for
communications from publicly held companies to their stockholders
and the financial community.’” Although there are no reliable sta-
tistics on the size of the financial public relations industry, there is
evidence that its growth has been rapid during the last few years.
The 1962 edition of the Financial Publicists Directory, published by
the Investment Dealers Digest, lists approximately 600 firms, an in-
crease of 23 percent over 1961.

The growing recognition of the need for keeping stockholders and
investors informed of corporate matters has been marked by a greater
flow of useful information from publicly held companies. At the
same time, abuses of the financial public relations function have be-
come increasingly evident. In recent years, and particularly during
the speculative bull market that preceded the 1962 market break, the
Commission and its staff have become aware of disturbing signs that
public relations consultants and corporate public relations departments
have been used for purposes contrary to the letter and the spirit of
the securities acts. In a widely publicized case, the Commission found
that publicity had been used illegally as a selling device in violation of
the registration and prospectus requirements of section 5 of the Securi-
ties Act of 1933.1® Several instances have come to light in which it
has appeared that misleading publicity has directly affected the market
price of securities.

For these reasons the Special Study decided to include the subject
of financial public relations activities as part of its study and investi-

15 “There has been an increasing tendency, particularly in the period since World War
I1, to give publicity through many media concerning corporate affairs which goes beyond
the statutory requirements. This practice reflects a commendable and growing recognition
on the part of industry and the investment community of the importance of informing
security holders and the public generally with respect to important business and financial
developments. This trend should be encouraged * * *’ (Securities Act release No.
3844 (Oct. 8, 1957)).

106 Anderson, “Corporate Reporting for the Professional Investor: What the Financial
Analyst Wants to Know” (1962) (sponsored by the Corporate Information Committee of
the Financial Analysts Federation).

107 One practitioner gave the following definition: “Financial public relations is public
relations designed to influence the attitudes of the financial community. * * *”

108 I'n the Matter of Carl M. Loeb, Rhoades & Co. and Dominick & Dominick, 38 S.E.C.
843 (1959) ; see also In the Matter of Q. J. Mitchell, Jr., Co., Securities Exchange Act
release No. 6433 (Deec. 18, 1960).
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gation of securities markets. The study did not consider it necessary
or feasible to make an exhaustive survey of prevailing corporate prac-
tices or of the financial public relations industry generally. It was
instead determined to make an intensive study of the financial public
relations activities of a small number of companies in order to obtain
examples of differing concepts and practices and to identify current
or emerging problems. For this purpose a questionnaire was mailed
to 46 issuers, all of which were believed to have conducted significant
financial public relations activities or whose common stock had ex-
treme price fluctuations during the past 2 or 3 years. While the com-
panies selected therefore are by no means a typical group of publicly
owned issuers, an effort was made to obtain a reasonably broad cross
section from the point of view of size, industry, and principal market
on which the companies’ common stock was traded. The question-
naire **® sought information concerning financial public relations ac-
tivities by or on behalf of the companies and requested the companies
to furnish copies of certain news releases and reports to stockholders
distributed during the period under consideration.

A fter this material had been received and analyzed, five of the com-
panies whose activities stood out as demonstrating current or emerging
problems of financial public relations practices were selected for fur-
ther study. Trading data and other records were obtained with re-
spect to these companies; and company officials, public relations men,
brokers, and others were questioned under oath.'® Another ques-
tionnaire ' was sent to several hundred investors who had purchased
stock of several of the companies, in order to determine the motivation
for their purchases. Additional data concerning these and other com-
panies, and concerning public relations practices generally were
gathered through an examination of Commission records and by in-
formal interviews with several public relations men, members of the
financial press, and securities analysts.

The study did not examine the use of publicity in proxy contests.
The financial public relations industry is deeply involved in these con-
tests, in ways which are frequently a matter of concern to the Com-
mission.”* However, it was felt that this area, which is already the
subject of detailed regulation;'** presents special problems which are

100 A copy is attached as app. IX-B.

10 The five companies and their principal markets are Avnet Electronics Corp. (NYSE),
BarChris Construction Corp. (Amex), Chemtree Corp. (OTC), General Development Corp.
(Amex), and Technical Animations, Inc. (OTC). In addition, a certain amount of similar
data was obtained with regard to Curtiss-Wright Corp. (NYSB), Guardian Chemical, Inc.
(OTC), the Lionel Corp. (NYSE), and Universal Controls, Inc. (Amex).

111 A copy is attached as app. IX—C.

13 Commission concern over publicity techniques in proxy solicitation is reflected in
the following statement by a former Chairman :

“A large number of the more difficult problems in any proxy contest result from the
fact that a considerable proportion of the corporation’s outstanding shares are often held
in street names and their ownership is constantly changing. No longer can participants
in a proxy contest rely on being able to communicate with the beneficial owners indirectly
through the solicitation of stockholders of record. As a result, the use of paid advertise-
ments, prepared press releases, press conferences, and radio and television broadcasts, has
become common in attempting to reach stockholders and to sway the opinion of the public
and persons who may advise or influence stockholders with respect to giving, revoking
or withholding proxies” (Gadsby, “Public Relations Counsel and the Federal Securities
Laws,” speech made to the New York chapter of American Public Relations Association,
New York, N.Y., Apr. 8, 1958).

13 Sec. 14(a) of the Exchange Act makes it unlawful, with respect to listed securities,
to solicit proxies in contravention of Commission rules; and rule 14a-9 prohibits false
or misleading written solicitations. Under rule 14a—6, material used in solicitation must
be filed with the Commission for comment before it is distributed, except for ‘‘speeches,
press releases, and radio or television scripts,”” which must be filed with or mailed for
filing to the Commission “not later than the date such material is used or published.”



REPORT OF SPECIAL STUDY OF SECURITIES MARKETS 67

beyond the scope of this general survey of financial public relations
activities.

It is difficult to estimate how widespread are the questionable prac-
tices described in this subchapter of the report. There is evidence
that a substantial number of issuers and financial publicists have en-
gaged in them, and that they pose serious problems. Nevertheless,
there is reason to believe that many companies and their publicity
agents conduct their activities in this area with restraint and propriety.
The discussion which follows therefore should not be regarded as an
exhaustive description of financial public relations activities by Ameri-
can corporations, nor should the more questionable activities described
be regarded as typical, even though to the extent that they do exist,
they are far from being inconsequential.

2. THE FINANCIAL PUBLIC RELATIONS INDUSTRY B

The emergence of financial public relations as a distinct “industry”
is of relatively recent date. DeWitt Conklin Organization, Inc., and
Gartley & Associates, Inc., two of the oldest firms doing only financial
public relations, entered the field during the late 1940’s. A number
of other prominent public relations firms are older, but many of these
only recently began doing financial public relations. During the last
few years, and especially since 1959, there has been a proliferation of
new firms.!** Many financial public relations firms, however, have
lost substantial amounts of business since the 1962 market break. The
reason they generally give for this is that most issuers regard their
services as a “luxury” which can conveniently be forgone when budgets
must be cut. Another reason may be that corporate publicity, as will
be shown below, has been used to raise security prices; this can be
done, however, only to the extent that the general public displays a
willingness to enter the market.''

Most financial public relations firms are quite small. DeWitt Conk-
lin has 10 account executives; Wall Street Consultants, Inc., has 4;
several others, such as Wyle Associates, Inc., and Samuel Weiss &
Associates, Inc., are essentially 1-man organizations though many
include several writers and assistants depending upon the degree of
success which they have achieved. Some of the larger public relations
firms today have separate departments to handle financial publicity,
and a number of large corporations have employees who specialize
in communications with stockholders and with the financial commu-
nity. General Development Corp., for example, has a director of
corporate and industrial development whose duties are principally
in the area of financial public relations.

Many financial public relations men have backgrounds as journal-
ists or financial writers.’*® According to the financial editor of one

14 See Finanecial Publicists Directory for years 1959-62.

5 See sec. 3, below.

us Some practitioners have observed that many unqualified persons have recently entered
the financial public relations field. See Mclntyre, “Financial Reporting Has Opportuni-
ties,” Editor & Publisher, Aug. 18, 1961, p. 42 ; address of Weston Smith to Publicity Club
of Boston, Apr. 4, 1962 (reprinted in Commercial & Financial Chronicle, May 3, 1962, p.
25). These observations may be true, but most of the financial public relations men inter-
viewed in the course of this study had journalistic or financial experience, or both. A
notable exception was the account executive of the firm representing one issuer, who had
no background or experience in the financial field and who was selected for the job because
he was the only male in the firm, which generally specialized in using public relations to
help people who wished to be accepted into “society.”
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New York newspaper, the loss of staff members to the more lucrative
financial public relations field is a constant problem. , Experience and
familiarity with financial writing are, of course, valuable assets to any
financial public relations man. There is, however, another reason why
firms draw their talent from the financial press: personal associations
and contacts are of great importance in this field. One practitioner
testified, “Contact is an important part of our business, and the more
contact you have, the more valuable your organization becomes.”
Many firms, in their selling literature designed for prospective clients,
emphasize that their close working relationship with the financial press
enables them to “place” articles concerning their clients in the financial
pages of newspapers and magazines. Bozell & Jacobs, Inc., claims that
1t—

has continuing personal contact with the people who write for and who edit
financial news magazines and papers, as well as weekly news magazines and
business and trade publications * * *. Constant contact is maintained with
the edjitorial personnel of investment and financial magazines. It is generally
possible to place newsworthy material with these media for publication.™

Other financial public relations men are former securities analysts.
Personal contacts and associations with those who write and distribute
investment advisory material are also considered important by the
financial public relations industry. One practitioner states that the
fact that his firm includes members of the New York Society of Se-
curity Analysts is a “talking point with clients.”

Fees charged by financial public relations firms vary greatly. Some
firms that merely write news releases and perhaps aid their clients
in the preparation of annual reports charge as little as $250 per month.
On the other hand, one firm charged as much as $6,000 a month for
a variety of services, probably including some that cannot be classi-
fied as financial public relations. The average fee for complete finan-
cial public relations service, including preparation of reports to stock-
holders and news releases, arranging of addresses before analysts’
groups, and general maintenance of contact with the financial press
and the investment community, amounts to between $1,000 and $1,500
per month. Most contracts for public relations services also provide
for the payment of expenses for printing, mailing, entertainment,
travel, and similar items.

Some financial public relations firms receive all or part of their
compensation in options to purchase stock of their clients. This
practice can be criticized on the ground that it gives the publicist an
Incentive to try to increase the price of the client’s stock rather than
to disseminate unbiased corporate information. The results of this
study indicate that, while the practice of paying publicists’ fees in
options is not prevalent, it nevertheless does exist. Of the 46 companies
that received questionnaires, only 5 had paid their financial public
relations firms wholly or partially in stock options. It is the policy of
some firms not to accept options so as to avoid any conflict between
their interest in monetary gain and their obligation to disseminate
honest publicity. Other firms defend stock options on the ground
that they enable small and little known companies to obtain the services
of firms which they could not otherwise afford.

17 Bozell & Jacobs, Inc., “An Estimate of Financial Relations,”” pp. 5-6.
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It is not unusual for public relations men to trade in the securities
of their clients, acquired either through the exercise of options, pur-
chase from the company or corporate insiders, or purchase on the
open market. During 1961 the principals in the financial public rela-
tions firm of Wall Street Cousultants, Inc., had personal transactions
in the securities of 6 of the firm’s 18 clients. Samuel Weiss, although
he has stated that trading by public relations firms in the securities
of their clients is an abuse that should be regulated, has accepted
stock options as a fee from at least one client, Harvey Stores, Inc.
These options were never exercised, since the price of the stock went
down. Weiss also purchased $30,000 face amount of BarChris con-
vertible debentures at the offering in May 1961 and sold them shortly
afterward at a profit of 12 or 13 points. During this time, Weiss was
preparing and issuing publicity releases and reports on behalf of Bar-
Chris. Harold Wolff, public relations consultant for Technical Ani-
mations, Inc., received options to purchase 15,000 shares of the com-
pany’s stock at a price of $2,375 and 10,000 shares at $3,453, in pay-
ment for his pubﬁ)ic relations services for 2 years. In April 1961
an article concerning the company appeared in Time magazine and
the stock rose sharply. Shortly after the appearance of the article,
Wolft exercised options to purchase 1,700 shares which he sold on
the market at prices ranging from 934 to 1134.118

So far as is known to the Special Study, the most active trader
among public relations men was Jerry Finkelstein, president of the
public relations firm of Tex McCrary, Inc., until its dissolution ir
May 1961. Finkelstein purchased 20,000 shares of the common stock
of Universal Controls, Inc. (then called Universal Products Co., Inc.),
in April 1958 in a private sale for $500,000. During 1959 and 1960,
while Tex McCrary, Inc., acted as public relations consultant for
Universal Controls, Finkelstein sold almost all of these shares on the
open market for a total consideration of approximately $2,600,000.
In April 1958, Finkelstein also purchased 15,000 shares of the common
stock of General Development Corp. (then called Florida Canada
Corp.), another client of the firm, at a price of $9.50 per share. The
stock closed at 1454 on the American Stock Exchange on the date of
the purchase. In May 1961, after General Development had ceased
to be a client, Finkelstein sold just under half of these shares, pur-
chased for $70,300, to the QOppenheimer Fund for $263,625. Both of
these blocks came to Finkelstein’s attention through an individual
who was a principal stockholder, director, and officer of both
companies.

The above examples of trading by public relations men in the securi-
ties of their clients are set forth not to imply manipulative or any
other improper intent on the part of these persons, but only to dem-
onstrate the conflicts of interest present in such situations. Since the
publicists are under no obligation to disclose their financial interests
1n issuers, neither the press, the financial community, nor the public
may be aware that corporate information which they receive comes
from an interested source. ‘

Several firms not only do financial public relations, but offer their
clients a variety of other services which are generally termed “finan-
cial consulting” or “management consulting.” These services include

118 See sec. 3, below.
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advice on the composition of boards of directors, assistance in negoti-
ating mergers or acquisitions, and finding of new financing. One
practitioner grossed approximately $100,000 in finders’ fees during
1961 and 1962 for arranging underwritings and private placements
of securities, acquisitions of companies or product lines, and business
leases for his clients.

Some financial public relations firms apparently have informal
arrangements with underwriting firms whereby the underwriter rec-
ommends the public relations firm to issuers and the public relations
firm reciprocates by bringing the underwriter together with those of
his clients who are looking for new financing. For example, Wyle
Associates, Inc., a public relations firm retained by Avnet Electronics
Corp., arranged for Hemphill, Noyes & Co., to underwrite an issue of
securities for Avnet. Subsequently, partners of Hemphill, Noyes who
were members of the boards of. directors of other publicly held com-
panies were instrumental in Wyle’s being retained as public relations
consultant by these companies.

Samuel Weiss, who also has such reciprocal arrangements with
underwriters, was paid for his services on behalf of BarChris Con-
struction Corp. not only by the client but also by its original under-
writer, Peter Morgan & Co., which had recommended him to the
company. The compensation from Morgan consisted of warrants to
purchase 900 shares of BarChris common stock at $3 per share. Weiss
exercised these warrants in early 1962, when the market price of the
stock was $9.

3. PUBLICITY AND SECURITY PRICES

It is hardly open to question that corporate publicity can have a
powerful effect on the prices of securities. By virtue of his access
to the financial press and investment advisers, the financial public
relations man often has the ability to increase (or decrease) the mar-
ket prices of the securities issued by his clients.

Members of the industry who were interviewed in the course of this
study denied that their purpose was to affect prices. One practitioner
stated the general attitude as follows:

I don’t think any program should be tied to the price of the stock. I think
anybody in financial public relations who does anything to affect the price of
the stock is treading on a very fine line of what is right and what is wrong.
Financial public relations men insist that their principal purpose is
to disseminate the facts concerning their clients so that they will
become better known to the financial community and will thus be
in a better position to obtain new financing. Without an effective
public relations program, one corporate official states, “We might be
doing the best work in the world and nobody would know about us.” 1*°

Nevertheless, in their selling literature aimed at prospective clients,
financial public relations men emphasize that one effect of a financial
public relations program will be to increase the price of a company’s
common stock. They point out that the communication of a com-
pany’s “story” to its stockholders and the investing public will result
in a “full capitalization,” “equitable evaluation,” or “more realistic
market appraisal” of the company’s securities; and they state that

112 See Mellott, “Whys and Wherefores of a Public Relations Program,” Commercial &
Financial Chronicle, Deec. 29, 1960, p. 20.
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companies that are well known to the financial community generally
have a higher price-earning ratio than obscure companies of the same
worth.2®  Whatever words are used, little doubt remains that their
purpose is to increase stock prices. Indeed, some financial public
relations men concede that they are salesmen of their client’s stock.
For example, one practitioner testified :

The end result of our service is that people would be interested in the company

an en desire, possibly, to buy their stock. This is no different than what
/%d;:g'e been doing for 10 years before, when we sold products. We create a

favorable image.

In outlining the services which he would perform on behalf of
BarChris Construction Corp., Samuel Weiss wrote :

It shall be the function of our office to interest significant brokers and under-

writing houses to take a position in your company’s stock, to foster sustained
interest and, therefore, widen stock distribution.

Another financial publicist testified as follows:

Q. What is your purpose in sending releases to analysts?

A. I suppose you might say that we are generating an investment interest—
investor interest, I might say-—in the company.

Public relations firms promise their clients several advantages as
a result of an increase in the price of their securities. The company
will be able to obtain more favorable terms in any exchange of stock
necessary to an acquisition or merger; future financings will be facili-
tated ; stock options will have a greater value as incentives for man-
agement and as a means of granting competitive compensation; and
the company will be better protected against proxy fights and raids.?
The emphasis which the firms themselves place upon these incentives
indicates that they believe them to be significant as a persuasive factor.

It cannot be ignored that, in addition to these corporate incentives
to increase stock prices, members of company managements who own
stock or options have a strong personal motive. Insiders of a few of
the companies that were studied sold large amounts of stock at approxi-
mately the time of an intensive public relations effort. For example,
between February and April 1961, the president of BarChris Con-
struction Corp. and his wife sold 10,800 shares of BarChris stock, and
the company’s executive vice president sold 6,900 shares;!?® imme-
diately before and during this period the company was disseminating
extremely optimistic financial estimates and enthusiastic publicity
concerning its alleged expansion into the European market. In April
and May 1961, Alfred Globus, president of Guardian Chemical, Inc.,
and a corporation 100-percent owned by Globus, together sold 19,414
shares of Guardian stock. During this period, Globus was announcing

120 See, for example, Bozell & Jacobs, Inc., “An Estimate of Financial Relations” ; bulletin
on ‘“Corporate Relations,” published by New York Society of Security Analysts; Busch,
“Corporations Must Promote Financial Public Relations,” Commercial & Financial Chron-
icle, Mar. 23, 1961, p. 14.

121 See sources cited at note 120, above. The Albert Frank-Gunther Law, Inc., program
for one client stated:

“The long-term purpose * * * is to create an ever-increasing receptivity in the financial
community to {your company] so that a more equitable evaluation of the company’s securi-
ties will result in the marketplace. This is vital to [{your company] for a number of
reasons, the most important of which are: (1) The need to be better known and recognized
in advance of any future financing, in order to obtain money as cheaply as possible, and
(2) to enable the company to get more favorable terms in any exchange of stock necessary
to an acquisition or merger.”

12 These sales were made on the American Stock Exchange at prices ranging from 13%
to 22%. The stock had closed at 103, on Dec. 1, 1960 (prices adjusted for 2 to 1 split).
;l‘he ri%e énl brice was probably caused in part by the public relations campaign described
n sec. 5, below.
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to security analysts and the press that a chemical developed by Guard-
ian constituted a “breakthrough” in the chemical treatment of cancer.
Guardian common stock rose from 2, on April 3, 1961, to 143 on
May 16, 1961. By June 30, 1961, it was down to 534 ; and by June 29,
1962, to 234.12* Whether or not these insiders were motivated by
the opportunities for profit when they authorized the releases of pub-
licity by their companies, they clearly benefited from the increased
prices that the publicity helped produce.

One of the most notorious recent examples of the use of financial
publicity for purposes of personal gain was an attempt to depress the
price of a security in order to cover a large short position. In June
1958, Alexander Rittmaster, financial consultant to Louis E. Wolfson,
told a New York Times financial reporter that Wolfson and members
of his immediate family were in the process of liquidating their hold-
ings of some 400,000 shares of American Motors Corp. common stock,
representing some 7 percent of the then outstanding stock. An article
quoting a ‘“‘spokesman” of Wolfson to this effect appeared in the
Times on June 20, 1958.2¢ In fact, by this date, accounts in which
Wolfson or members of his family had an interest had already sold
464,100 shares and had acquired a short position of 172,400 shares.
On Friday, June 20, American Motors fell 14 point to 121 on a re-
ported volume of 92,000 shares, and on Monday, June 23, the stock fell
to 1155 on a reported volume of 113,400 shares. On these 2 days,
accounts in which Wolfson had an interest purchased 40,400 shares to
cover short positions. Speedy injunctive action by the Commission
had the effect of forcing Wolfson to disclose the true facts and delay-
ing him from further covering his short position.'?s

The Wolfson incident demonstrates the effect that a single piece
of publicity in a single newspaper can have on trading in a security.
A skillful or lucky publicist is sometimes able to use one article or
other item to generate others in a kind of snowballing effect. For ex-
ample, Clement Wyle, public relations man for Avnet Electronics
Corp., was able to interest. the financial department of the New York
Times in publishing a feature article.on December 29, 1960, about a
class of schoolchildren who owned two shares of Avnet stock and who
attended the company’s annual meeting. A writer for Investors’
Reader, a magazine published by Merrill Lynch, Pierce, Fenner &
Smith, noticed the New York Times article, and became interested in
writing a report on Avnet; Investors’ Reader, which is mailed to ap-
proximately 200,000 Merrill Lynch customers, ran an article about
the company March 29, 1961. Avnet subsequently sent copies of the
issue of Investors’ Reader to all of its stockholders.

Perhaps the clearest demonstration in the course of this study of
the -ability of publicity to affect the price of a security, and of the
dangers inherent in this ability, occurred where the publicity ap-
parently was not generated by the issuer or its public relations man.
The 1ssuer was Technical Animations, Inc., a small company which
owns the rights to a process by which animation or motion can be

123 Unless otherwise indicated, all prices of stocks traded over-the-counter are the highest
bids reported by the National Quotation Bureau.

12¢ According to Rittmaster, Wolfson was selling the stock because he planned to de-
vote more of his energies to his duties at Merritt-Chapman & Scott Corp. Immediately
after the article appeared, Wolfson was reported to have told a press conference that the
figures quoted by his “spokesman” were “inaccurate.”” The effect of these remarks probably
was to confirm the overall impression of the article.

15 8.E.C. v. Louis E. Wolfson, U.8.D.C., S.D.N.Y. civ. file No. 135-30.
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added to a slide or transparency without the use of conventional ani-
mation techniques. From the time of its incorporation in 1956 through
the period under consideration, the company did not operate profit-
ably in any year. For the year ending October 31, 1960, it had sales
of approximately $367,000 and a net loss of $65,000. In the early part
of 1961, its outstanding stock consisted of 200,000 shares of class A
voting common stock and approximately 400,000 shares of class B
nonvoting common stock. Officers and directors of the company held
approximately 59 percent of the outstanding class A stock and ap-
proximately 19 percent, of the class B stock. On March 31, 1961, the
class B stock was priced at 434 in the over-the-counter market.

Early in April 1961, Joseph Purtell, senior editor in charge of the
business-news section of Time magazine (he is no longer with Time),
telephoned the company and expressed interest in it as a possible sub-
ject for an article in Time. According to Purtell’s testimony, he had
first heard about the company from his broker, Benjamin Weiss, a
partner in the New York Stock Exchange member firm of Wineman,
Weiss & Co., who had suggested that Technical Animations might be
an interesting company to look into. Purtell subsequently had an
interview with Harold Wolff, the company’s public relations man, who
demonstrated the company’s process to him. On April 13 and 14,
Purtell purchased 2,500 shares of Technical Animations B stock at
prices of 61% to 634 through Wineman, Weiss & Co. On April 18
Purtell assigned a Time writer and a researcher to prepare an article
on the company. Between April 13 and 21, Weiss purchased 1,500
shares for his own account and an additional 4,500 shares for 4 of his
regular customers at prices of 614 to 734. By this time, word had
leaked out in financial circles that Technical Animations was expected
to be written up by Time, and on the basis of these rumors registered
representatives of at least two brokerage houses were recommending
the stock to their clients.?? The full extent of the circulation of the
rumors is unknown.

Apparently, as a result of these rumors and the consequent increase
in the volume of trading, the price of the stock, which had been 63/
on April 19, rose to 714 on April 21 and 914 on April 24. The article
appeared in the business-news section of the April 28, 1961, issue of
Time, which became available on the Nation’s newsstands late in the
day on April 24, and on April 25. The stock continued to rise, reach-
1014 on April 25, 12 on April 26, and 1314 on April 27. On that day,
Technical Animations shares were purchased by members of the pub-
lic for as much as 1514. During the first 3 days after the article ap-
peared, Weiss and his 4 customers sold 4,700 shares, officers of the
corporation sold 2,400 shares, and its public relations man sold 1,300
shares (acquired through the exercise of options), at prices from 93/
to 1314. The public relations man sold an additional 400 shares on.
May 3 at prices from 1054 to 11. On the following day Purtell sold
1,000 shares at a price of 1155. By May 31 the stock was down to 834.
Purtell sold his remaining 1,500 shares on October 26, 1961, over 6
months after purchase, at a price of 514.*” On December 31, 1962,
Technical Animations class B stock was priced at 13/.

12 Six purchasers who were sent questionnaires by the Special Study replied that their
prok(_ars had told them that an article concerning Technical Animations would appear
in Time. Two of these brokers were questioned under oath. One stated that he heard
about the impending article from somebody to whom he gave a lift downtown in his car,
while the other heard about it from a fellow broker who had been told about it at a
party in Newark, N.J. Neither could remember the name of the informant.

. ¥ A chart of the price of Technical Animations stock during April and May of 1961
is attached as chart IX-e.
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It is clear that the Time article was the principal cause for the rise
in the price of the stock. Questionnaires were sent to approximately
300 customers who purchased the stock in April and May 1961, in
order to determine their motives for investing.'?®* The article was the
determining factor for 101 customers out of a total of 160 who re-
turned questionnaires and who made purchases after its publication.
It is likely that many of the other 59 who stated that the stock was rec-
ommended to them by friends, acquaintances, or brokers were in-
directly affected by the article in Time.

There were a number of reasons for the impact of the article. First,
the article was unduly favorable, stating that the company’s “sales
have risen in 5 years from $7,000 to $600,000 this year,” and that it
“went into the black” in 1961. Sales for the year ending October 31,
1961, totaled approximately $450,000 and, although the company had
earnings in one quarter of 1961, it had a small net loss for the year.
Secondly, the volatility of the stock was undoubtedly increased by the
fact that the country was in the midst of a speculative bull market;
also, stocks of companies in the photographic and related fields were
particularly popular with the investing public at the time. A third
reason for the dramatic price rise was the smallness of the floating sup-
ply of the stock. The purchase before the publication of the article
by persons who knew of the impending article contributed to the de-
mand for the stock which helped to push the price up. Their sale
of these shares shortly after the publication of the article no doubt
contributed to and hastened the stock’s rapid descent.

Technical Animations was not the only company in whose stock
Purtell, Weiss, and Weiss’ four customers had transactions of this na-
ture. Between August 1957 and April 1961, Purtell had transactions
in the securities of 64 companies, of which 27 were written up in the
business-news section of Time. In each of the 27 cases he purchased
the stock a few days or a few weeks before the date of the publication
of the article concerning the particular company and he usually sold
the stock within a few days following the date of publication. A
substantial number of these companies were small and little known.
In general, Purtell held the shares of companies not written up in
Time for a longer period. He made a considerable profit from trading
in stocks of companies that were written up in Time, since in most
cases the price of the stock rose sharply upon the publication of the
article or shortly before. Purtell’s average purchase was about 1,000
shares, but in some cases he purchased considerably more, the largest
purchase being 2,500 shares. His investment in each security was usu-
ally about $20,000, and on a few occasions it exceeded twice this
amount. During this entire period Purtell was the business editor of
Time. These transactions, which constituted a substantial part of
Purtell’s total trading, ceased abruptly at the end of April 1961, when
Purtell’s employment at Time terminated.

Purtell did all of his trading through Wineman, Weiss & Co. In the
case of 16 of the 27 transactions, Weiss also purchased stock immedi-
ately before the article appeared and sold soon afterward. Pur-
tell testified that prior to a number of these transactions, he may
have discussed with Weiss the possibility that Time would publish an

128 See app. IX-C.
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article about the company. Weiss’ four customers made similar trans-
actions on several of these occasions.1?®

Purtell testified to the Special Study that he knew of no policy at
Time which prohibited him from purchasing securities of companies
about to become the subject of articles in Time. According to the edi-
tor-in-chief of Time, such a policy has existed since the magazine was
first published, and any detected violation of it would have meant sum-
mary dismissal. The editor-in-chief further stated that Purtell’s
violations were not detected.?*°

In the course of this study, many additional instances were found
in which corporate publicity appeared to have a direct effect on prices
of securities. For example, on December 16, 1960, Samuel Weiss &-
Associates, Inc., public relations consultant for BarChris Construction
Corp., and Edward Gottlieb & Associates, public relations consultant
for Acme Missiles and Construction Corp., distributed 600 copies of
a release to the business and financial press and 430 copies to research
departments of brokerage houses, trade publications, and sports edi-
tors of New York newspapers, announcing that the 2 companies had
formed an Italian subsidiary for the purpose of constructing and oper-
ating a series of bowling centers in Italy and other European countries.
BarChris stock, which had closed at 23 on December 15, rose to 241/
on December 16, to 2515 on December 19, and. to 2673 on December 20.
An even clearer example of the effect of publicity on prices is Chem-
tree Corp., whose common stock rose from 7%¢ of a point on December
4, 1961, to 914 on January 3, 1962, upon the announcement that the
company had developed a new material for use as a shield against
fallout radiation. By June 30, 1962, Chemtree stock had fallen to $2.

There are limits, however, on the ability of publicity to affect market
prices of securities. A company whose claims and predictions for it-
self remain repeatedly unfulfilled, may, like the boy who cried “wolf,”
end up by being ignored. In February 1961, the public relations firm
retained by the Lionel Corp. conducted an informal survey of Wall
Street brokerage houses in order to find out how Lionel was regarded
by the financial community. Some of the brokers’ comments are ex-
tremely revealing as to the negative effects of an overenthusiastic
public relations program. One broker’s comment was:

Right now, Lionel is selling for more than its earnings justify. Before it can
go up again, Roy Cohn or General Medaris must pull a new rabbit from the hat.
If this does not take place, the stock will go down below the price it should sell at.
The reason for this is that much of the demand which caused the rise was based
on hope. If the hope dies out, the buyer will remember only his disappointment,
and he will sell regardless.

We are staying out of the stock because there is too much news about things
that then do not take place. I am not saying that any of these rumors originates

with Lionel officers; they do affect the stock by making it too volatile for anyone
but a floor trader to own. One of our account executives was following Lionel

1% The 4 customers had transactions, respectively, in 20, 6, 5, and 3 of the 27 stocks
at approximately the same time as Purtell’s transactions.

130 A written statement reflecting such a policy, which was distributed to Time em-
ployees on June 6, 1961, stated in part:

“Profiting from special information.—It has been a longstanding point of policy that
no employee of Time, Ine., should try to profit (by buying or selling securities or other-
wise) from special information that one of our magazines plans to carry a story or picture
on a company. In the very unusual case of a staff member who holds a.significant
interest in a company and who might be assigned to work on a story about that company,

h(iis personal interest should be referred to the managing editor or his supervisor In
advance.”
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closely, but the information he got contradicted itself so often that the partners
called him in and told him to let it go. [Emphasis in original.]

Another broker said : R

What I don’t like is that we hear from time to time [an] acquisition is going
to be made, and then we hear it is not. Simply having plans for good purchases
is like you or I think about buying a stock that will go up in price. Ewverybody
is thinking ; the trick is to get it. [Emphasis in original.]

Corporate publicity can be used to accentuate but ordinarily not to
reverse a market trend. For example, one public relations man
testified :

The main thing, you can never buck a market trend. * * *

Q. But if there is a market trend in your favor, you can accent it?

A. Very definitely.

There can be no doubt that its potential upward effect on prices is
greatest during periods in which the public is already infected with
speculative fever and is eager to purchase securities. The publicity
concerning BarChris referred to above came at a time when the bowl-
ing industry enjoyed great popularity with investors. A year later,
when the interest in bowling companies had subsided, equally optimis-
tic publicity which was distributed by the company did not reverse a
downward movement in the price of its common stock. Likewise, the
effect of Chemtree’s publicity was no doubt increased by the Federal
Government’s announcement, of the inauguration of a fallout shelter
program and the public concern with protection from radiation which
was in evidence in late 1961 and early 1962.

Material appearing elsewhere than in financial publications or on
the financial pages of newspapers and magazines may have an influence
on security prices. According to one financial public relations man:

You can actually influence the public to a much greater degree by having stories

appear on other pages than the financial pages. Believe me, a story in Life maga-
zine, Reader’s Digest, can do more than 50,000 pages on the financial page * * *.
If you distribute enough pencils with your name on them, it will influence the
investor. He is not very bright.
The distinction between financial and product public relations is not
always an easy one to draw. Publicity and advertising normally re-
garded as having the purpose of selling a company’s goods or services
may also affect the prices of its securities. For example, on February
23, 1961, General Development Corp. ran a full-page advertisement
in the Wall Street Journal, the New. York Times, the Chicago Tribune,
and the Philadelphia Inquirer, describing the company’s home-pur-
chase plans at Port St. Lucie on the east coast of Florida. Its stock
was the most actively traded on the American Stock Exchange on the
day that the advertisement appeared, and it rose in price from its pre-
vious day’s close of 121/ to 1414. By February 2? , however, it had
fallen back to 1214.

Conversely, the channels of financial public relations can be used for
selling & company’s products and for other business purposes.’®* Be-
tween March and May 1961, the president of Avnet Electronics Corp.
addressed the New York Society of Security Analysts, as well as a

. 131 According to one writer, good corporate publicity will help sell a company’s products,
“because it’s only natural, when a choice is offered, to favon the products of those com-
panies we like and in whose stock we have invested.” Busch, “Corporations Must Promote
Financial Public Relations,” Commercial and Financial Chronicle, Mar. 23, 1961, p. 14.
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smaller group of New York security analysts specializing in electronics
stocks and groups of analysts in Chicago and Los Angeles; he was
interviewed by many individual analysts; and the company mailed
to all of its stockholders copies of favorable reports on Avnet which
had been prepared by two large brokerage firms. According to the
president, he was not concerned with the price of the company’s stock,
but he hoped to utilize the connections that some security analysts had
with officials of major corporations in order to interest them in be-
coming licensees of the Shaw process, a method of casting metals of
which Avnet owned the Western Hemisphere rights. Regardless of
the president’s intentions, the stock rose from 187 on March 1, 1961,
to 68145 on May 8, 1961. He concedes that this phenomenal rise was
at least in part a result of the enthusiasm of the analysts which he
played a part in generating. By the end of the year, the stock was
down to 2814. Similarly, the president of Chemtree Corp. claims that
his aim in seeking to persuade the financial press to write about the
company’s radiation-shielding material was to acquaint the public
with it and to obtain licensees to produce it.

As these cases show, the motives underlying public relations activi-
ties may be of several kinds or may be mixed. In a given instance,
the primary purpose may be to sell the company’s products, increase
its prestige in the financial community, increase the price of its stock
for a future financing or merger, or a combination of these®? The
essential point is that the investor who relies on publicity that is over-
enthusiastic or incorrect may be injured, regardless of the purpose
of those who are responsible for it.

4. METHODS OF OPERATION

Many of the techniques and methods which the financial public
relations industry uses to accomplish its purposes may be illustrated
by a program mapped out for General Development Corp., a Florida
land development company whose common stock is traded on the
American Stock Exchange. This program was submitted by John
F. Bonner, who was responsible for the company’s financial public
relations, to the officers of the company in January 1961, and a large
part of it was subsequently carried out, Very few financial public
relations campaigns include every activity suggested in Bonner’s
“proposed program,” but it has the advantage of illustrating almost
all of the techniques employed by financial publicists in recent years.

The program was divided into three parts, dealing respectively
with relation with the investment community, relations with the finan-
-cial press, and relations with stockholders. Under the first heading,
Bonner recommended the following activities:

(1) Groups of security analysts should be invited to Miami and
to the company’s properties on a series of field trips.

(2) Senior partners of the investment firms which “can do us the
most good” should be invited individually on similar field trips.

(3) A series of luncheons for small groups of investment people
in New York and other northern cities should be arranged, at which
officials of the company would speak and answer questions.

132 Another motive for seeking to obtain publicity is egotism on the part of corporate
officers. A public relations man states of one such individual: “He loved to see his name

in prill)l‘::.,’whether it be on the financial page or the woman’s page, or whatever page it
mav ’
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(4) Luncheon or dinner meetings with Florida securities men should
be held at least semiannually.

(5) “Top investment people” visiting Florida should be invited to
the company’s properties.

(6) “Pressure” should be placed upon the New York Society of
Security Analysts to obtain a speaking date for company officials.

(7) Similar “pressure” should be brought to bear on analysts’ so-
cieties in other northern cities.

(8) An attempt should be made to get company officials on “other
key programs” such as the annual meeting of the Investment Bankers
Association.

(9) Four of five of the best market advisory services should be
persuaded to visit the company’s properties.

(10) Full use should be made of members of the company’s board
of directors who have achieved stature in the financial community.

(11) An effort should be made to obtain speaking engagements
with leading investment groups.

(12) More frequent trips to New York City should be made “in the
interests of fence mending, arousing interest, answering current ques-
tions, ete.”

The program recommended that the following steps be taken under
the heading of “Relations With the Financial Press”:

(1) More frequent financial press releases, such as releases on vari-
ous aspects of the annual report before the report is published, should
be issued.

(2) There should be better advance planning for the purpose of
timing “financial-type” releases “more conveniently.”

(3) “Pressure” should be applied to get one or more of the “very
top people” of the Wall Street Journal to visit the company’s
properties.

(4) A series of luncheons for small groups of members of the
financial press should be held in New York and other northern cities.
Company officials should not let any visit to New York go by without.
getting together with “key financial newsmen.”

(5) Full use should be made of company officials with national
reputations in setting up interviews or holding luncheons with financial
writers.

(6) Attention should be paid to finding outlets for the company’s
“corporate story” on other pages than the financial pages of news-
papers, such as the women’s page.

(7) A greater effort should be made to “place” stories of a technical
nature in professional magazines such as banking and accounting
publications.

(8) Company officials should make more frequent trips to New
York and to other cities for “fence-mending contracts with the finan-
cial press.” . i

(9) A .policy should be devised for making a fast and full answer
to any rumors which may hurt the company. .

(10) Efforts should be made to interest financial editors of the
Florida press in the company.

Under the heading of “Relations With Stockholders,” Bonner made
the following recommendations:

(1) A letter should be sent to stockholders giving preliminary
figures on the “upturn of business” in the fourth quarter of 1960.
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Unless the company was willing to make regular quarterly reports,
however, this letter should be “disguised” as a news item.**

(2) A stockholder’s magazine or newsletter on a monthly basis or
quarterly basis should be published. '

(83) The company should look into the advisability of holding
regional stockholders’ meetings which might take the form of lunch-
eons in three or four key cities, such as New York, Philadelphia, and
Chicago.

Bonner also recommended that the company run a series of “cor-
porate image” advertisements which would “tell the General De-
velopment Corp. story in terms of customers, community growth,
assets and other financial growth, economic impact on Florida, utility
potential, how we differ from other land companies, what the stock-
holder owns in the way of equity, etc.” These advertisements would be
placed in the Wall Street Journal, Business Week, Barrons, and
other financial publications. The program also recommended that
Wyle Associates, Inc., a New York public relations firm whose con-
tacts “appear to be exceptionally good in the financial and invest-
ment fields,” be retained “to help put into effect during the coming
year the various aspects of a full-scale corporate image program.* * *”

As the General Development program indicates, financial public
relations men expend considerable effort on maintaining and improv-
ing their relations with security analysts. This is often done with
a view to obtaining favorable mention of their clients in investment
advisory material. Several instances were found in the course of this
study in which publicists or corporate officials actually participated
in the preparation of market letters which were distributed to the
public as impartial investment advice, beyond checking for factual
accuracy. For example, in the spring of 1961, Hemphill, Noyes & Co.
prepared a detailed report on General Development Corp. and sub-
mitted it to the company for its comments. Several General Develop-
ment officials worked on the draft, and an 11-page report containing
28 detailed suggestions and changes was sent back to the brokerage
house, along with the notation that most of these comments—

involve no corrections, but changes in wording or additions that * * * would
add body, meaning, and overall understanding to your presentation.

A few weeks later, the research partner of Hemphill, Noyes replied:

I have made all of the suggested changes and hope that it now meets with
your approval.

The 8-page report, which gave a very favorable view of the company’s
prospects, was distributed to Hemphill, Noyes customers in July 1961,
at a time that a registration for the public offering of 162,500 shares
of General Development stock was pending before the Commission.
Hemphill, Noyes was not a participant in the underwriting, and the
research partner of the firm testified that he was not aware of its
pendency.

There are other examples of publicity agents writing material which
1s sent to customers by brokerage firms. For example, in January
1962, a public relations man retained by Chemtree Corp. helped write

133 Under the new policy of the American Stock Exchange, inaugurated in 1962, com-
panies seeking now listings of securities are required to file quarterly financial reports.
See also ch. IX.B.1, above.
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a market letter of the brokerage firm of Hanson & Hanson which made
several extravagant claims for the company’s alleged new radiation
shielding material.

DeWitt Conklin Organization, Inc., a financial public relations firm,
prepares a “report” for each of its cl.ients, which usually consists of a
4- or 6-page illustrated folder describing the client company, its securi-
ties, its management, and its prospects. These reports emphasize
favorable information and may include highly optimistic projections
of salesand earnings. DeWitt Conklin sends these reports to a master
list of 18,000 members of the press, security analysts, and financial
writers, together with an offer to imprint the name of the recipient’s
firm on the top of the front page of 500 or more additional copies of
the report, at the expense of the issuer. A brokerage firm can thus,
without cost to itself for research or printing, send out reports on
DeWitt Conklin clients with the brokerage firm’s name prominently
displayed. These reports bear alegend in small type that :

This report is released and distributed for and on behalf of the company
in the interest of developing closer relations among the company, its stockholders,
and the financial community. The information contained and any opinions ex-
pressed in this report are solely those of the management of the company.
Nevertheless, it is likely that the format of these reports leads many
customers receiving them to believe that the brokerage firm is respon-
sible for them. It is not unusual for 50 brokerage firms to request an
average of 900 copies of a report to be.imprinted with their firm names.

Personal contacts, both with the financial press and the investment
community, are the very essence of financial public relations. In their
selling literature, financial public relations firms emphasize the close-
ness of their contacts with financial writers and analysts. One firm
informs prospective clients of its—
systematic meetings of individual * * * staff members with the press, individual
security analysts, investment counselors, security dealers and portfolio managers
of banks, insurance companies, and mutual funds to keep them informed of

[the client’s] efforts and activities. This personalized approach has been most
important in the building of specific interest in our clients companies.

Another firm promises to—

make regular personal calls upon the more important bankers, brokers, invest-
ment services, and othed financial opinion leaders, as well as the security analysts
who specialize in {the business of the client].

One of the largest public relations firms employs an ex-newspaperman
principally for the purposes of maintaining friendly contacts with the

financial press and “placing” articles concerning the firm’s clients.
This individual testified as follows:

[Als they say in my business, it is 50 percent what you know, 50 percent whom
you know. I think a better average would be 80 percent whom you know.

The importance of personal contacts and associations is illustrated in
the case of General Development Corp. In January 1961, Bonner
invited Nicholas Crane, a member of the sales department of Dean
Witter & Co. and a former president of the New York Society of Secu-
rity Analysts, to assist the company in its public-relations program.
Crane used his contacts with security analysts at several brokerage
houses to invite them on the company’s behalf to visit its Florida prop-
erties. Crane also arranged for the society to extend an invitation to
the company to address one of its luncheon meetings. Crane received
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no compensation for these services, but he hoped (in vain) to be re-
warded by receiving some brokerage business from the company’s
pension fund, and to interest the company in purchasing a tract of
Florida land, in which case he might have received a finder’s fee. ‘

Bonner’s personal acquaintance with members of the financial press,
acquired as financial editor of the Miami Herald prior to his joining
General Development Corp., also proved to be of value in implement-
ing the company’s public relations program. In November 1961,
learning that an old friend who was financial editor of a metropolitan
daily newspaper had arrived in Florida to attend a meeting of the
Investment Bankers Association, Bonner invited him to come to
Miami to talk to company officials. The financial editor and his wife
subsequently spent 2 days as guests of the company, and the following
month he wrote an extremely favorable article about the company’s
prospectsin hisnewspaper. .

Bonner testified that in another instance a syndicated financial col-
umnist, with whom he was friendly, agreed to write an article refer-
ring to General Development Corp., upon the promise of obtaining
“the beat” on the results of a study of the effects of the Government’s
Apollo program on the economic prospects for Florida, which had

en sponsored by several Florida companies, including General De-
velopment Corp. The column, when it appeared, included favorable
mentions of the company.

Personal contacts also play an important part in the placement of
public-relations releases. One practitioner testified that he was in-
strumental in obtaining an allocation of a “hot” issue for a member
of the financial press: a few months later he was able to “place” an
article concerning a client with the journalist.’®* It is not uncommon
for financial public-relations men to distribute releases by hand or
through an intermediary who is personally acquainted with a member
of the financial press or a security analyst. Wyle Associates, Inc., a
New York public-relations firm, was retained by General Develop-
ment Corp., principally for the purpose of liaison with the financial
press. News releases which the company wanted distributed in New
York City were prepared by company employees in Florida and mailed
to Wyle in New York where they were mimeographed and distributed,
often personally by Wyle, who had close personal contacts with mem-
bers of the financial press.1?

Some financial public-relations men make a practice of telephoning
or personally calling on members of brokerage houses in order to create
interest in the securities of their clients. According to one public
relations man, the technique is to—
leak out a little news here, to talk with their friends and compatriots in Wall
Street, to tell them that this deal * * * was coming up. * * *

You call up your friends, tell them you have a hot tip. There are always
customers, men in each company who are the hot tip boys ; they are the aggressive

boys. You know who they are; anybody in the business does. If you don't,
why, you find out.

13 The underwriter concerned allotted new issues to financial writers of four New York
City daily newspapers in 1961. For a discussion of allocations of new issues to pub-
licists and financial journalists, see ch. IV.B.3.b(3) (b).

135 In a letter to General Development written prior to his retention Wyle stated : “{Our]
press contacts are close, not only in New York but throughout the country.” He also
prorlniSEd that he would [d]evelop—when the time is ripe—closer liaison with financial
analysts.”



REPORT OF SPECIAL STUDY OF SECURITIES MARKETS 83

These practitioners are creators of rumors of mergers, stock splits,
management changes, or other corporate news that might affect market
prices of securities.'** Because they operate by word of mouth, their
activities are difficult to document or control. Evidence has been found
of one public relations man who maintained close contact with several
registered representatives at large brokerage houses, many of whose
customers had extensive trading in securities of companies in which
the public relations man had a financial interest. The pattern seems
to be that when the public relations man wished to create demand
for a security, he would call his brokerage connections—in some cases
by means of a private wire which he had installed—and give them
some favorable corporate news that was not yet public or would merely
say that he and his associates were planning to buy large amounts of
the company’s stock. The registered representatives would relay the
information to their customers and recommend that they purchase the
stock. They would also purchase the stock for their own accounts
and for accounts over which they had discretion.

The placement of articles in the financial press appears to be an
important technique of the industry, and many clients expect place-
ments as the natural outcome of their retention of a financial public
relations firm. For example, one public relations firm wrote to a new
client:

A comprehensive publicity program will be carried out in all business and
financial mediums * * *. This will result in placements in the Wall Street
Journal, Barron’s Weekly, Dow-Jones wire service, the Associated and United
Press wire services, as well as other financial publications much too numerous
to mention.

Some comparies contract with public relations firms for specific num-
ber of placements. One company wrote to a firm it had just retained :

After investigating the public relations field it appears to us that during the
first year you should be able to accomplish a minimum of the following place-
ments of information before the public: At least four résumés of the accomplish-
ments of our company and one picture in the major newspapers * * *
Placement of public relations material in investment advisory publi-
cations, though not unknown, seems to be less common than in the case
of the financial press.**

Luncheon meetings with groups of analysts play an important part
in many public relations programs. These meetings, at which corpo-
rate officials address the analysts, have become an established part of
the financial scene. The principal such group is the New York Society
of Security Analysts, which has 2,800 members, most of whom are
analysts with financial institutions such as brokerage houses, banks,
and mutual funds. To become a member a person must have been
a security analyst for 5 (in certain cases, 8) years and must be regularly
engaged as an analyst at the time of admission to membership.?
There is no requirement that a member continue working as a security
analyst in order to retain his membership and there are at least 17
financial public relations men, representing some of the principal
firms, who are members of the society.1®®

136 Address of Weston Smith to Publicity Club of Boston, Apr. 4, 1962 (reprinted in
Commercial and Financial Chronicle, May 3, 1962, p. 25).

137 See pp. 81-82, above.

138 Constitution of the NYSSA, art. III, sec. 1.

1% 1962 Membership Directory of the Financial Analysts Federation.
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Four or five times a week the society invites representatives of
corporations to address its luncheon meetings, which are attended by
an average of approximately 150 members. A financial public rela-
tions firm will normally try to arrange an appearance before the
society for each of his clients as often as permitted.”*® The society
limits the frequency of appearances by any one company to one every
2 years and it attempts to restrict such appearances to companies in
which there is a substantial public interest. In general, the society
regards companies with annual sales of less than $50 million or a float-
ing supply of less than 600,000 shares as too small to warrant an invita-
tion. There have been many exceptions made, however, to this policy.

Luncheon meetings of the society have frequently been used by
companies as a vehicle to gain corporate publicity. New product de-
velopments, projections of earnings, and other items of corporate news
are often revealed on these occasions. For example, BarChris Con-
struction Corp., General Development Corp., the Lionel Corp., and
Avnet Electronics Corp. used meetings of the society to make such
announcements, all of which were extremely optimistic.. Information
which is released in this manner is likely to receive wide dissemina-
tion, since meetings of the society are often covered by the financial
press. Press coverage of meetings is exemplified in the case of a meet-
ing addressed by the president of General Development Corp. on Oc-
tober 10, 1961. The speech was reported prominently on the financial
pages of newspapers throughout the country and in all six regional
editions of the Wall Street Journal. Some brokerage firms make it
a practice to print a condensed version of such speeches in their market
letters, while others send a report on addresses to the society over their
wires to branch offices.** Public relations firms often arrange to
print up their clients’ speeches and send them to the stockholders and
to the full membership of the society. The results of one company’s
address in terms of publicity were reported as follows:

There was good publicity in all major financial centers and in trade magazines.
Investment firms have shown a greater interest in obtaining information about
the company and at least two have prepared circulars recommending [the com-
pany’s] stock. An increased public interest in [the company’s shares] has made
it easier for the company to pursue its plan of acquiring other properties.**

Similar but smaller analysts’ groups in major cities outside New
York City also invite officers of publicly held companies to address
their meetings. In addition, groups of analysts specializing in par-
ticular industries have been formed ; these relatively informal luncheon
groups, each consisting of about 30 to 40 analysts, meet on a more or
less regular basis for the same general purpose.

Besides getting their clients before these organized groups of
analysts, public relations firms often arrange “hosted Iuncheons” to
which a selected group of security analysts as well as members of the
financial press are invited to listen to the president or other officer of

140 Of the 46 issuers who received questionnaires concerning public relations activities,
representatives of 15 addressed the New York Society of Security Analysts between Jan-
uary 1960 and March 1962.

141 The General Development speech was the subject of reports by Francis I. DuPont &
Co., Shearson, Hammill & Co., Thomson & McKinnon, and Walston & Co., and a private
wire of Bache & Co. A speech by the president of Avnet Electronics Corp. to the society
on Mar. 16, 1961, was reported by Merrill Lynch, Pierce, Fenner & Smith in a wire flash
to all branches, by Francis I. DuPont & Co. and Newburger, Loeb & Co. in market letters,
and by H. Hentz & Co. in a morning wire.

142 Public Relations News, Nov. 6, 1961, p. 4.
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the client tell his corporation’s “story.” Unlike the luncheons of or-
ganized groups, these meetings are paid for by the company that wants
to be heard.’** Hosted luncheons are sometimes sponsored by under-
writing firms on behalf of issuers subsequent to the completion of
offerings. According to one partner in an underwriting firm, this is
done in order to fulfill the underwriter’s responsibility to keep the in-
vesting public informed of the progress of the company.’** Such
meetings were arranged by underwriters for Avnet Electronics Corp.,
BarCHris Construction Corp., and Chemtree Corp. The effectiveness
of these meetings as a means of persuasion is perhaps open to question.
According to members of the financial community and the financial
public relations industry, analysts are too sophisticated to be taken in
by a sales pitch. One partner in a brokerage firm says of the analysts,
“they have been around a long time, and as the saying goes, they have
been pitched to by experts.” Yet the fact that many companies con-
tinue to solicit invitations from analysts’ groups and invite analysts to
hosted luncheons tends to confirm their efficiency as a method of ob-
taining publicity or favorable mention in investment advisory ma-
terial. One drug company announced its marketing of an important
new drug for the treatment of diabetes, not to a gathering of physi-
cians or pharmacists, but to an invited group of investment bankers,
security dealers, brokers, and analysts at the Bankers Club. The an-
nouncement coincided with the listing of the company’s common stock
on the New York Stock Exchange.

Entertainment is considered an important part of financial public
relations. Security analysts and members of the financial press are
“deluged” by invitations from publicly held corporations or their pub-
lic relations men to attend cocktail parties, exhibits or new products,
“junkets,” and other such events. A junket, which one public rela-
tions man has described as a “standard publicity procedure,” is a trip
by a group of analysts to visit a plant or other property of a company.
Junkets are sometimes employed to introduce to the financial com-
munity a new product which has not yet been revealed to the public.
All expenses, including transportation, hotel rooms, and meals, are
paid for by the company. Some companies have expended substantial
sums upon junkets; for example, General Development spent nearly
$10,000 for such purposes during 1961. Junkets, however, serve the
purpose of giving analysts an opportunity to visit a factory and meet
members of company management, thus enabling them to make a bet-
ter informed judgment concerning the company. Nevertheless, some
companies apparently have used junkets principally as a method of
entertalning analysts and financial writers. It is noteworthy that
Florida land development corporations, which have the advantage .
of being able to offer their guests sunshine and other advantages of a
resort, have been leaders in organizing junkets. Lefcourt Realty
Corp. brought 35 analysts to Florida from New York City in the
spring of 1960 at a cost of approximately $10,000. The junket was
described as follows by a publicity man who was then working for the
company :

- The_a-y were flown down, came into Royal Palm Beach, where we gave them a
description and a little explanation of the Palm Beach properties, and why we

143 An editor of Financial World magazine testified that he attends such luncheons on an
average of one a month.

44 See Business Week magazine, Sept. 24, 1962, p. 152.
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felt the area would grow, and the profit potential, and so forth, and entertained
them with Virginia Gentleman whisky. And then, Saturday, we took them by
bus to Miami where they toured Carroll City and then went to the Diplomat
Hotel * * *, Sunday, we took them by bus to Cape Florida and put them on
the plane that afternoon, but the plane did not go so we had to entertain them
that night, and they left late Monday.

But this is standard procedure; everybody does it. The only complaint that
I heard from. the analysts was that they did not get any information. [The pres-
ident of the company] was a gracious host, but didn’t talk about finance and
[the treasurer] was asked not to appear. * * * Offhand, I would say it was a
very pleasant weekend.

Gulf American Land Corp., another Florida land development com-
pany, on the suggestion of its financial public relations man, brought
42 analysts to its property at Cape Coral during 1961. General Devel-
opment Corp. conducted a junket for more than 40 analysts and mem-
bers of the financial press in 1958. In 1961 this company invited 21
analysts in 2 groups to visit its Florida properties. Each of the 1961
trips lasted 4 days and included tours of the company’s principal real
estate developments as well as interviews with officials of the company.
The trips also included a day at a country club owned by the company,
where there was an opportunity for golf, swimming, and other forms
of relaxation. The analysts who participated were advised to bring
their golf shoes—the company promised to supply the other equip-
ment. Of the 18 brokerage houses represented on these junkets, 5
issued market letters favorable to the company within 3 months of
the visits, and 6 others indicated approval in internal communications.
In addition, an investment advisory service recommended the stock,
and a large foundation which was represented on the trip purchased
a large block of convertible debentures.

Security analysts and members of the financial press who have par-
ticipated in such junkets almost invariably say that they could not
possibly be “bought” for a free meal or a night’s lodging. Neverthe-
less, it cannot be denied that “entertainment,” especially in its more
lavish aspects, constitutes a problem. To give a group of analysts a
free vacation, complete with country clubs and parties but with little
business activity, would seem to cross the line of propriety. The need
is clear for more rigorous supervision by employers of the analysts and
writers, and for a keener awareness of the inherent ethical problems
on the part of issuers and also of the firms and publications furnishing
the purportedly objective financial analysis and news upon which
members of the public may base their investment decisions.

Not all public relations programs include entertainment of analysts
or similar activities. Many companies, being primarily interested in
making full disclosure of corporate information rather than in per-
suading the financial community of the desirability of purchasing their
securities, confine their public relations efforts to sending regular re-
ports to stockholders and issuing accurate press releases when justified
by corporate development. But it is also apparent, even though the
present inquiry is based on a small sample, that the methods of the
press agent and the huckster are being used in the dissemination of
information concerning some publicly held companies.

5. CONTENT OF CORPORATE PUBLICITY

The ultimate test of corporate publicity is its accuracy. To the
extent that it is inaccurate or overoptimistic, the fault is in large part



REPORT OF SPECIAL STUDY OF SECURITIES MARKETS 87

attributable to the fact that the financial public relations man is not
only a distributor of corporate information but also a kind of pro-
moter. Some financial publicists even say that it is permissible to slant
the truth in the interest of a client. One practitioner has expressed
this point of view as follows:

When you were wooing your wife, you told her she was the most beautiful girl
in the world and she wasn’t, but you thought she was. * * * {This] is the same
thing, * * * I don’t think you have got to tell the cold factual truth every time,
what the unbiased civic minded would call the truth.

On the other hand, many public relations men will try to stick close to
the truth. According to one financial editor, “they know they can
fool a newspaper just once and never get another chance.”

Financial public relations men generally refuse to accept responsi-
bility for the accuracy of publicity which they distribute* Their
position is that, since there 1s no practical way for them to check most
corporate facts, they have a right to assume that information given
to them by their clients is true. However justified this attitude may
be, it has led some brokers to distrust any material that isnot received
directly from responsible corporate officials. The research partner at
Sutro Bros. & Co. put it this way :

[A] public relations firm * * * canbe hired and fired at will, and, if something
goes wrong, I have no one to go to and try to straighten the situation out.
Obviously the public relations concern that was hired by some company and
no longer represents them has Mttle interest in the matter. * * * It is just too
bad and I have no one to turn to. * * *

* *+ % [The] written information I receive from public relatiops firms, I tend
to pay relatively little attention to it. The only time * * * a public relations
firm can be helpful is when I want to get on the phone or establish a contact with
a company personally.

* * * ['W]hen things don’t go well, there is a certain quietness and you don’t
hear very much from them.

Some members of the financial community take a somewhat cynical
attitude toward the reliability of corporate publicity, even when it
comes directly from an officer of a corporation. For example, a part-
ner of Goldman, Sachs & Co. has remarked that “it just does not make
sense” for any substantial investor to “care one way or the other” about
what a company’s officials tell meeting of security analysts. Other
members of the financial community have expressed similar senti-
ments. An investment adviser has informed the Commission that he
1s “appalled” by the erroneous financial information supplied by com-
pany officials. A member of the research department of Hemphill,
Noyes & Co. has testified :

My feeling is that a public relations man, working for a company, has an ax to
grind and, therefore, the chances are you are not going to get anything of real
use from him. You are going to get a slanted picture.

It is sometimes difficult to draw a sharp line between misleading
publicity and publicity which merely puts a company in the best possi-
ble light that is still consistent with the truth. The public relations
man considers it his duty to create a favorable impression of his
clients. According to one practitioner, “* * * primarily, you are try-
Ing to communicate the good things, the newsworthy things about

145 One public relations man stated: “At no time do we take the responsibility for any
client. This is standard procedure in every public relations organization, whether it be
product publicity, financial publicity, or governmental publicity. This procedure is stand-
ard all over the United States.”
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your company to the people who are either stockholders or you hope
will be stockholders.” In speaking of regular financial reports to
stockholders, another public relations man had thistosay:

If you run into a year when things are pretty bad, you have got to keep going.
Normally, you don’t use an unfavorable fact as an opening. But you keep on
going, sending out the letters, and you report “the second quarter is down from

a year ago.” There is no question that you would get the facts in, but they
would be sort of backward.

The corporate publicity examined in the course of this study ran
the gamut from straightforward reporting of corporate affairs to
what can only be described as deliberate attempts to falsify a com-
pany’s financial condition or prospects. Only rarely, however, was
information disseminated which was a complete fabrication. Mis-
leading publicity usually consists of optimistic sales and earnings
projections which seem to be based primarily on wishful thinking,
glowing descriptions of new products which are still in the experi-
mental stage, and announcements of mergers or acquisitions which are
only vague possibilities.

A clear example of inaccurate and irresponsible corporate publicity
was that distributed on behalf of BarChris Construction Corp. by its
financial public relations firm, Samuel Weiss & Associates, Inc. From
August to December 1960, Weiss distributed publicity to the invest-
ment community concerning the alleged expansion of the company’s
bowling alley construction operations in England, Italy, and other
European countries. In August 1960, the company reported that it
had “completed negotiations” for a contract to construct a 32-lane
bowling center near London. Negotiations for such a contract ap-
parently did take place, but no contract was concluded and BarChris
never constructed any bowling alleys in England. On December 30,
1960, Leonard Russo, executive vice president of the company, told
a luncheon meeting of the New York Society of Security Analysts
that a bowling center was planned in London and also stated that:

We already have a 24-lane bowling center under construction in Rome. * * *
We expect to have bowling lanes in every major Italian city.

Over 1,000 copies of this speech were distributed to brokerage houses
and others in the financial community. In its annual report for the
year ending December 31, 1960, which was dated March 10, 1961,
the company stated :

In 1960 BarChris moved aggressively into the European market by signing a
contract for a peerless modern 24-lane bowling center in Rome, Italy, the
first of several to be built in other major Italian cities. In Belguim, France,

the Netherlands and Great Britain negotiations and site selections were begun
for other BarChris installations.

No construction was ever begun by BarChris or any company under
contract with BarChris on any bowling center in Rome or any other
European city, although a lease was signed and plans were drawn
for the proposed Rome center. Despite its publicity concerning Euro-
pean operations during 1960 and 1961, BarChris never achieved any
earnings from any such operations.

BarChris’ announcements concerning its 1961 financial results were
equally inaccurate. In 1960 the company shared in the prosperity
that the bowling industry was then enjoying, achieving sales of
$9,165,000 and net income of $868,000; this was by far BarChris’ most
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successful year. In his December 30, 1960, speech to the analysts’
society, Russo Fredicted, “on the basis of orders already received.”
sales of $15 million and earnings of $1,200,000 in 1961. During the
first 6 months of 1961, the investing public and the company’s stock-
holders were given no reason to believe that these estimates would
not be realized. In a letter to stockholders dated June 20, 1961, the
company stated: “Sales and earnings are running well ahead of last
year.” A month later, the company reported that its sales were
$4,137,000 and its net income $357,000 for the first 6 months of the year;
these figures represented increases, respectively, of 30 and 50 percent
over the same period of 1960. Two weeks later, however, the com-
pany revised tlge 6-month income figure downward to $237,000, ex-
plaining that it had decided to set up a reserve to cover possible losses
arising from the bankruptcy of one of its customers. Despite this
setback the company stated flatly, in a “report to the financial com-
munity” which was sent to stockholders in August 1961, that its
sales “will approximate $10 million this year,” and that ‘“earnings
will exceed the 75 cents per share recorded in 1960.14¢

On October 31, 1961, in a release that was sent. to 800 members of
the business and financial press, security analysts, and other members
of the investment community, BarChris announced sales of $7,085,000
and earnings of $716,000 for the first 9 months of 1961. The estimates
for the full year that had been made in August were reiterated, except
that the earnings estimate was increased to $1,200,000, or $1 per share.
On November 22, 1961, the company announced the declaration of a
4-percent stock dividend, which was said to be “based on the new high
records in sales and earnings anticipated by BarChris for the year
ending December 31, 1961.”  As late as March 20, 1962, the company
reported to the Wall Street Journal that its 1961 sales totaled
$9,500,000 and net income $400,000.

It was not until April 6, 1962, that BarChris issued an audited finan-
cial report for the year 1961. This report showed that the company’s
net sales for the entire year amounted not to $15 million or $10 million,
but only $5,075,000, and that its net earnings amounted not to $1,200,-
000 or $400,000, but only $51,000 which included a special nonrecurring
gain of $206,000. Thus the company actually sustained an oper-
ating loss of $155,000 for the year. The company explained that the
preliminary figures for 1961 which had been reported did not take into
account various final adjustments which had to be made to reflect the
fact that several customers for whom BarChris had constructed or
was constructing bowling alleys defaulted on their contracts. Since
company management learned of these defaults during 1961, the opti-
mistic predictions made in late 1961 and early 1962 seem inde-
fensible.**? ,

Other BarChris publicity was equally inaccurate. On August 11,
1960, the company announced, in a report that was sent to 2,175 se-
curity analysts and members of the press and 1,300 stockholders, that
“BarChris has begun construction of an 80,000 square foot manufac-
turing plant near Valley Stream, Long Island,” which was scheduled
for completion in the spring of 1961. This information was incorrect.

146 This report was the only one of BarChris’ publicity releases referred to in this
section which was not prepared and distributed by Samuel Weiss & Associates, Inc.

17 0n Qct. 29, 1962, BarChris filed a petition in U.S. district t for reo nizati
under ch. XI of the Bankruptcy Act. P e conr Y reamtnation

96746 O—63—pt. 3 7
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Construction was never begun on a plant at this site, because the New
York Building Department never approved the plans submitted; a
smaller plant, however, was later built on another site on Long Island.

The provisions of the Exchange Act requiring listed companies and
certain unlisted companies to file periodic reports are not always proof
against the dissemination of misleading informal publicity on the
same subjects as those covered by the official reports. These provi-
sions do not prevent companies from sending their stockholders finan-
cial statements inconsistent with—and much more favorable than—
the statements for the same periods filed with the Commission. A
striking example of such a practice which was recently exposed by
the Commission involved Atlantic Research Corp., whose stock 1is
listed on the American Stock Exchange. This company, which has
several subsidiaries, in May 1962 filed with the Commission and the
American Stock Exchange its required annual report for the year
1961, containing consolidated financial statementg which showed a net
loss of $1,066,015. The annual report for 1961 which the company
sent to its stockholders, however, contained unconsolidated financial
statements and these showed net income of $1,473,192.148

Projections of sales and earnings are of great interest to security
analysts. One analyst stated : -

1 can’t imagine any group of analysts being together with company officials
and not asking [for earnings predictions]. That would be one of the first ques-
tions we would ask * * *,

The New York Society of Security Analysts encdurages publicly
held companies to make financial predictions. A recent publication
of the society expressed this view :

What does the Security Analyst expect from a company.
* * * * * * *

3. The heart of security analysis is the forecast. 'M'anagement'é forecast, based
upon sound planning can be of great help to the analyst. While there are ex-
ceptions it is generally true that the more astute the management the more
accurate the forecast. Overoptimistic and overpessimistic forecasts are equally
harmful to the company, the analyst, and the stockholders. The company is
justified in not giving current figures to analysts prior to general publication but
it can be helpful to the company and the analyst if the trend of current earn-
ings is discussed.™

Perhaps because of some innate characteristic of human nature,
estimates of financial results tend to err on the side of optimism.
Moreover, it is very difficult for new companies in new types of busi- .
ness to make accurate predictions. In the case of General Develop-
ment Corp., for example, John Bonner has stated :

It is almost impossible, because of the nature of the business, to make an
accurate prediction some months in advance.

John L. Weinberg, a partner of Goldman, Sachs & Co. and a di-
rector of General Development, has expressed a similar opinion:

* * * I have always said I believe making predictions of earnings for General
Development is a mistake on the record, and everybody on the board knows I

feel that way, because their predictions * * * have not been accurate. If you
can predict it like a utility, all right.

148 See Securities Exchange Act release No. 6911 (Oct. 10, 1962). For a discussion of
other aspects of the Atlantic Research case, see pt. D of ch. III.
A 1491B1;11eth; on “Corporate Relations,” published by New York Society of Security
nalysts, p. 4.
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Despite these misgivings of two of its officials, General Development
gave security analysts and the press estimates of 1961 earnings that
turned out to be far too optimistic. In March and April 1961, the
company was making estimates of earnings of $1.40 per share for the
year ending December 31, 1961, to security analysts who interviewed
corporate officials. According to an analyst with Standard & Poor’s,
however, Bonner told him confidentially in May 1961 that the 1961
earnings would be “close to $2 a share.” In September 1961, the
company’s chairman of the board repeated the $1.40 prediction in a
speech to a group of analysts and in October the president of General
Development told the New York Society of Security Analysts that
earnings would be between $1.20 and $1.40.1%° Actual earnings, an-
nounced in March 1962, were $1.05 per share.

In September 1961, Specialty Electronics Development Corp., an
over-the-counter issuer which manufactured communication equip-
ment for the Armed Forces, distributed to analysts and financial
writers a brochure which gave estimated earnings of $100,000 for the
year which had ended on July 31,1961. Actual earnings proved to be
only $65,000. In the same brochure, sales of $8 million were predicted
for fiscal 1962. For the first half of fiscal 1962 the company’s sales
totaled approximately $1,500,000 and the company suffered a net loss
of approximately $85,000. In March 1962 the company’s stockholders,
who until that time had received only good news from the company
and its public relations firm, learned that a petition for an arrangement
of creditors had been filed under the Bankruptcy Act. ,

Several other companies whose publicity was examined in the course
of this study gave sales and earnings estimates that turned out to
be substantially too high. In a release dated February 14, 1961,
Grayson-Robinson Stores, Inc., a company listed on the New York
Stock Exchange, predicted that sales for the year ending July 31,
1961, would amount to more than $100 million. The actual figure
was $77,354,000.251  On September 20, 1960, the president of Universal
Controls, Inc., stated that he was “confident” that earnings for the
vear ending March 31, 1961, would exceed the $4,174,000 of the pre-
vious fiscal year; he repeated the statement a month later, saying:

This year I can predict that we will again establish even higher levels
of sales, earnings, and progressive growth of development. * * *

On June 12, 1961, the company informed its stockholders that earn-
ings for fiscal 1961 had actually amounted to approximately $1,900,000.

Even if the corporate officials or publicists who were responsible for
the projections can show that they made them in good faith, these
examples demonstrate the necessity of caution and restraint in giving
financial estimates—as well as in evaluating them.

Overenthusiastic or premature publicity concerning product devel-
opments constitutes another potential abuse. In May 1960, Fairbanks
‘Whitney Corp. announced at a stockholders’ meeting that it had been
engaged for several months in the development of a low-cost process
for desalting sea water. Three months later, the company reported
that a commercial desalinization plant was under construction in

150 See the Wall Street Journal, Oct. 11, 1961, and July 3, 1962.
151 On Aug. 14, 1962, Grayson-Robinson Stores, Imc., filed a petition for an arrangement
of creditors under ch. XI of the Bankruptcy Act.
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Israel and was “due to go into operation after the 1961 midyear.”
In a release dated January 12, 1961, the company announced com-
letion of the first mass-production unit, and promised that plans
or worldwide marketing of its process would be announced in March
1961. Full operation of the plant in Israel was Iﬁredicted by early
1962. These releases received wide publicity, which included articles
in Fortune,”? Look,'** Newsweek,** as well as in the Wall Street
Journal *** and other newspapers, and the company was mentioned
in advisory material published by Merrill Lynch, Pierce, Fenner &
Smith, Hayden Stone & Co., Inc., E. F. Hutton & Co., and A. M.
Kidder & Co., Inc.

By the spring of 1962, the plant was not yet in operation, and no
plans for worldwide marketing had yet been announced. The 1961
annual report, published in early 1962, gave “technical delays” as the
reason for the absence of results. It stated that the engineers had
asked for more time to increase the efliciency of the unit and cited the
newness of the components and the climatic conditions in Israel.

Another example concerns the Lionel Corp. On December 9, 1960,
Gen. John B. Medaris, its president, told a meeting of the New York
Society of Security Analysts that Lionel had developed a currency-
sensing machine capable of identifying bills from $1 to $100, which
“today is in the most advanced state of perfection.” Medaris said
that the company was “now beginning marketing discussions looking
to the marketing of this product” and that it would be in production
within a short time. Ten months later, however, the company reported
in a proxy statement filed with the Commission :

This company recently designed and developed a currency recognizing device,
several prototype models of which have been built up to this time. The device
has not yet been marketed and there is no assurance at this time as to whether
it will be a profitable item.

The deliberate withholding of news by companies can be as harm-
ful to investors as the release of inaccurate or overoptimistic news.
On the day before General Medaris’ speech, rumors that Lionel was
entering the currency-sensing field reportedly were circulating on
Wall Street and helped push the price of the stock from 28 to 30 on
a volume of 64,000 shares.’®® (On the day of the speech the stock
declined to 2934 on a volume of 50,000 shares.) Such incidents have
caused the New York Stock Exchange to require listed companies to
release immediately any corporate information which might affect the
price of their securities.!?

Sperry Rand Corp., a company listed on the New York Stock Ex-
change, flew 37 members of the press and security analysts to its Univac
facilities in St. Paul, Minn., on December 6, 1960, for an exhibition
of new products which according to the company constituted a “break-
through”-in the field of electronic data processing. The news of these
developments was not scheduled for general release until December 15,
1960. The withholding of this publicity from the public, after its
release to a few interested persons, caused a flurry of rumors and ab-
normal trading action in the company’s stock. On December 8, 1960,
it rose to 2314 on a volume of 143,700 shares. On December 9, at the

152 June 1961,

158 July 19, 1960.

54 Feb. 13, 1961,

158 Mar. 31 and Apr. 4, 1961.

16 The Wall Street Journal, Dec. 9, 1960, p. 25.
157 See gec. 6, below.
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urging of the New York Stock Exchange, the company made the
announcement which had been scheduled for December 15.

It must be recognized, of course, that the line between premature
publicity of an event that may not come to pass and withheld publicity
about events known to insiders is not easy to draw in practice. There
does not seem to be any general agreement, for example, on the precise
stage of merger negotiations at which it is appropriate to 1ssue a
release. Obviously, publicity about a prospective merger that is
nothing more than a gleam in the management’s eyes is totally un-
warranted. The prevailing corporate practice seems to be to announce
a merger as soon as the directors have taken any action toward it.
Many public relations men seem to agree, however, that if rumors of
a corporate development begin, the company should immediately re-
lease word of its exact status. The New York Stock Exchange policy
of prompt disclosure appears°® to have had a significant effect in
inducing listed companies to release information rather than to hold
it for release at some “convenient” time.

6. CONTROLS OVER CORPORATE PUBLICITY

The above report on existing practices surrounding corporations’
financial publicity reveals problems which, for the most part, are
subtle in nature even though the abuses may be gross in particular
situations. Existing regulation in this field is relatively limited, at
least as compared to that in other kinds of activity affecting the se-
curities markets. Federal law is in the main not concerned with “un-
official” corporate publicity. Regulation as a whole—by all authori-
ties, official and unofficial-—leaves untouched some of the problems that
have been revealed, and reaches others only indirectly, by such means
as control over the use of publicity in connection with new issues;
general provisions against fraud, manipulation, and commercial brib-
ery ; and, with respect to some issuers only, provisions of the Exchange
Act as supplemented by the rules and policies of some of the exchanges
and the NASD requiring periodic filing of data, regular reporting to
stockholders, and prompt public disclosure of financially significant
developments.

The Securities Act, establishing procedures by which “selling” in-
formation concerning public offerings of securities may be dissemi-
nated to the public, sharply restricts the use of public relations im-
mediately before the offering. No offer may be made, of course, before
the filing of a registration statement. During the interval between
filing and effective date of a registration statement, no written com-
munication offering the security may be used except an identifying
statement or a prospectus, which must contain information specified
by the statute and rules. After the effective date, sales literature other
than a prospectus may be used, but only if preceded or accompanied
by a prospectus. The prospectus requirements remain in effect as long
as the offering continues and, for dealers selling registered securities,
at least during the 40-day period following the effective date or the
commencement, of the public offering.

Despite these strict rules, a number of cases have come to the atten-
tion of the Commission in which planned publicity seemed clearly
designed to condition the market in connection with a stock offering.15°
The Commission has pointed out that the use of public relations at a

158 See gec. 6, below.
169 See In the Matter of First Maine Corporation, 38 S.E.C. 882 (1959).
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