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Commissioner John R. Evans 
Commissioner Irving M. Pollack 
Commissioner Robe,to S.-Karmel 
Securities and Exchange Commission 
Washington, D.C. 20549 

Dear Mr. Cha.irman and Commissioners': 

It is our deep pleasure,and privilege, to, present to 
you, on behalf~of your'Advisory Committeeon'Corp orate 
Disclosure, its Report. 

This Report is the fruit;of twenty-one months of 
intensive effort by 17 Committee members~(later - 16, 
upon the,appointmentof Committee member Williams. 
to the Chairmanship of,the SEC) and variously'eight 
toten members,of the Commission's staff. In addition 
to that, the.work of the Committee was greatly assisted- 
by the American Institute of Cer, tified,Public'Accountants, 
the FinancialAnaly sts-Federati~ Financial Executives 
Institute, the,New York Stock Exchange and the Securities 
.Industry.Association, all ofrwhom'.contributed generously �9 
in advising the Committee and, in some cases, in developing 
extensive�9 and reports that were of great help. 
The Committee wishes to thank Dr. Paul A. Griffin of 
Ss University and William Van:Valkenberg,. formerly 
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of the Commission's staff and currently associated 
�9 with Mess'rs. Bogle and Gates in Seattle, Washington 
for the papers they prepared for the Committee. 
Finally, the Committee wishes to thank all the organi- 
zations and individuals who participated in the Committee's 
case study or responded to the Committee's request ..... 
for comments on certain issues set forth in Securities 
Act Release No. 5707, for their valuable advice and 
assistance. 

Although not all members agreed unreservedly, the 
Report concludes that the disclosure system established 
by the Congress in the Securities Act of 1933 and 
the Securities Exchange Acto~1934, as implemented 
and developed by the Securities and Exchange Commission 
since its creation in 1934, is sound and does not need 
radical reform or renovation. However, this conclusion does 
not dictate that the Commission should be indifferent to 
research which some would suggest has,already or may in 
the future suggest a radical modification~of thisdisclosure 
system. Further, as is evident from the contents of the 
Report, it does not suggest that there,,is no need'for 
significant changes in the Commission's procedures., rules, 
emphases and approaches to-.disclosure,:problems.-~ ~ , 

We would like to commend the Commission for its 
initiative in creating�9 the Committee, in,shaping its broad 
charter and in supporting its labors. You were generous 
in furnishing staff~and financial resources; we hope that 
our,product is worthy of the supportand'resources which 
you gave. ,~.~ ~ .... . ",..<. 

ThiscBeport,should.not~each you. without recognizing 
expressly the members of the committee,s staff, some 
recruited,expressly~to,work onthis Report,~others taken 
from their ongoing activities at the Commission. to work on 
the Report. These�9 peoplewere Bruce_Baggaley, Paul A. 
Belvin, Hugh Haworth, Robert-P..Lienesch, Edythe B. '- 
Macchiavello,.Eugene Pillot} Jon C. Richards, Michael P. 
Rogan,, S.'James Rosenfeld,.Patricia.:C.~Rublni, Charles C. 
Tuck and Charles.R. Wenner. ~ALI of these-people worked 
unstintingly, enthusiastically, uncomplainlngly and =~=, 
creatively and the Report bears a Slgnificant imprint=of 
each off,them. 

The most resounding gratitude and recognition must 
belong to Mary E.T. Beach. Mrs. Beach, as nearly as any one 
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person, has been the-central, couldn't-havg-done-without, 
ingredient in the work of the" Advisory Committee and the 
preparation of it,s-:Report. She has led the.~staff 
brilliantly.-'Shehas h96ne with the member's.:~of~the . ~" 
Committee with unlimited patience, she has contributed 
her vast experience to the achievement of our work 
product~. "A large portion of the.good of the Report is " . 
tO be, attr'ibuted to'heri.~none, of~'its~'~hor~tcomings ~shOuld~ 

~-be. �9 ...... ~ ..... " " ........... 

All of us are appreciative to the Commission for the 
pleasure of this experience and the~opportunity to cont~i" 
bute to the ongoing.wor~.-of the Commission whlch'has earned 

~?a'~remarkable~reputation~as a responsible~:and:r.es'ponsive -:. 
agency. Allofus strand ready to lend whatever further 
assistance we may be able to render incarrying out the 
recommendations of. this Report. 

~'" " i ",Re:spectfully submitted, ~ :" 

R a y  J .  G r ' ~ v e s  . . . . . . . . . . . . . . .  

Le enson 

Victor H. Brown 
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_~..~.-,~,:.$'ii~: .... , '.. ~,: '' ~v~a=~.~.~-----:~-~-~ -- 

~qer ..u.;ay;,'~,-. ' ...... :~'L~,~- '. ~o ..~_ 
' ' " ':~'~:"~ " = "Frank'~T: "Westbn*';' 

/ . 

*Thesethel~ members: have. prepared.:. .Separate. statements expressing 
views on certalm Issues examined b y  the Committee. 

Their statements are Included in the Diges t of the Report. 

committee member i~ _ 
�9 ~ . . . .  . .,tlomer. KriDke. dissents from this Report for the _ ~reaso.s set" forth in hls statement wh . 
of the Dlgest:0f~ the Report - Ich~-beg~In.s~.t.-paqe D.49 
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DIGEST OF. THE REPORT .~ 

~"" ' " This~d;~ges~ S~.m~ar~izes ~ ~uiz r~epo~t consisting of an 

'-': ~ "'~ In'froduction and four par'ts " " /; "" '" : 

"'~" ' "~':'~The 'Dige'st states the"Advisory Committee's Charge 

" - '~ '  and ~ its" response ~o~th'~t .charge'. ~ "it ~': includes a "summary of 

".':~ -' ~ the'Commlttee s observatiohs and conclusions, anda list 

�9 - 'c"i~"~6f~ itS' re~6mm'e:nd'a~[ions'r: ~ ", "It" al'sb ~' ihciude:s?a: dissent- . 

�9 '~" "~ from': th'is ~ re~rt signediSb~ :C~m~itt'~e '~'~': " ~ ~ �9 ~' ~" member Krzpke and 

;:~:: : s e p a r a t e ; s t a t e m e n t s .  b y  Committee'members,Malin, Murray, 

'-"-" )'~'~"Nor~,-Welss'and Weston.expresszng their views on certain 

; ~' 'issues~-examined ~ bythe~Conuni~tee ' :  ......... " ....... " ....... '~ :' 

.... ~.v :T~e Introdu6s163 ~re~ 

p esently economzc and publ~c pollcy 3ustmfzca-tmons for 

the existence of a dssclosure system.that, at least'with 

"' -respect 't6 compNnyLorfgi~a'te~'ihfdrmati6n,' is'characterized 

:Sy'"a" mandato{y ~:imens~0h ~admin'is:~ered by"~e:"SEC. -"' 

�9 ~': Pars "Par~i%iPa~nt~ :'in:the Disclosu~e"Process," is 

descrlbing the 'rol"es of" the 

~ pr i nc ipa i, par'~:i'c ipan't's ! fn'.: ,~ .... .,< . . . . .  : :~. the corporate disclosure s'ystem: 

�9 ; -: compani~es ; f.s i'~l ~%'analysts ." 'p0rC~fol;io . m:anagers ," infor- 

mation~disseminators,/~eg ister:e'd ~repr'esenta'tives ~ and - 

individual investors":' : These" chapters ~ were written ~ by the 

Advisory Conunittee staff based upon.its.questionnaire 

and interview study and supplemented through studies by 

the Financial Analysts Federation and'the Securities. lndustry 

Association. 
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Part'Two, "Recommendat'ions'Concerning Commission Pro- 

cedures in Developing Disclosure Requirements and Standards," 

and Part Three, "Recommendations Regarding Substantive Disclo- 

sure Requirements," together contain twelve chapters. ' These 

chapters, also prepared by the Committee~staff, are based 

principally upon the proceedings ofnAdvisory Committee meet- 

ings, 'discussions with the Committee members and.responses to the 

request for public comments made in Commission Release No. 

33-5707. These chapters reflect the Committee's observations 

and the underlying philosophy and rationale for the~.Advisory 

Committee's recommendations. The.views expressed in these 
� 9  j ,  . , , �9 ~ 

twelve chapters are not uniformly supported by Advisory 

Committee members, and therefore should not be considered 

as official Committee statements. 

Part Pour, "The Disclosure Environment," consists of 

four chapters discussing the .evolution of the present 

system, current economic theories on disclosure, the 

liability p~ovigion s of the S?cgrities acts and the impact 

of disclosure of questionable foreign payments by certain 

companies on the market price and tradin @ volume of their 

securities. These chapters are paper@ p~epared~at the 

request of the Advisory Committee. 

THE ADVISORY COMMITTEE'S CHARTER 

The charge to th e Advisory Committee on Corporate Dis- 

.closure is:. 

? 
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(I) to identify the characteristics and functions of the 

presentsystem of corporate disclosure and. the role of-the 

Securities and Exchange Commission within that system; 

(2) to assess the costs of the present system of corporate 

disclosure and to weigh those costs.against the benefits it 

produces; 

(3) to articulate the objectives,of a system of corporate 

disclosure and.to measure the.Commission's present disclosure 

.policies against those objectives; 

(4) if necessary, to formulate recommendations to the 

Commission for, adjustments to Commission policies to better 

effectuate those objectives.. 

The Advisory Committee,met for a total.of 18 days during 

its Ii meetings between.February, 19~6 and September 1977, .. 

conducted a Comprehensive questionnaire and-interview 

study of.the primary participants in the cor;porate disclosure 

system, consulted with experts and examined pertinent 

studie.s.and research reports, some prepared especially 

for the, Committee. The Adv.isory Committee believes that 

it has accomplished its.charge to the. extent, that .it is 

presently practicable to do so, and~hopes that its research 

results, analyses,~observations, conclusions and recommenda- 

tions will be of~assistance to the Commission. 

Interpreted broadly,, the Committee's charter could 

encompass all types of corporate, disclosures regardless 

of purpose. However, the Advisory Committee believes that 

the role of the Securities and Exchange Commission in 

- .? 
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�9 .the corporatedisclosure system is oriented by statute 

primarily to the investor and:~sechrityLholder. Therefore, 

since:the~Committee was created by .the-Commission'for.. 

the,purpose of advising it, the Committee'determined that 

it should, focuson the disclosure system as-it.pertai:ns 

to investment and corporate suffrage decision-making. 

~The Present S~stem~ .. .. : . �9 

The'present disclosure.system is complex:and .:', 

involves many persons and organizations who Perform various 

roles. -These'include.companies, analysts, portfolio 

"managers., disseminators, registered representatives,., 

and individual investors having varying degrees o~ ~- 

sophistication and~access~to information... 

Companies, as~the principalsource of~firm- 

oriented informat,ion.,:are at.the center of.the corporate 

disclosure,:s.ystem.~ Thei'r willingness'-(as'opposed:to'their 

obligation) to provide~informa.tion is a function of manage- 

menU's perception~of: the utility of the disclosure..~t0 

the company and the user~, the,~h~rd~'an d sOf~t:dollarJcosts 

associated with the disclosure and the feasibility of 

communicating the i'nformation. . , .~ .~ . . . .~. . 

~:~: Analysts combine,the, information~provided by 

companies with industry and macroeconomic data..- They 

provide an.,interpretation of the information, and~frequently 

conclude with a.buy-sell.~hol~d~recommendation, d~rected to 

specific portfolio objectives.~ The interest Of-analysts 

�9 �9 

~h 
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�9 ~u .and dlssemznators in particular' companies is influenced 

�9 .by-the.company's marketcapl~allzatfo6"o'r the potential 

for unusual-'return~on investment~-~', t ~-~. ~-~ 

�9 Por.tfolio managers in~large structured organlzatlons 

select inoustrles wh%ch will Denefit;~rom an assumed economlc 

~,scenar~o an0 utilize ana~ysts,~recommendations f0r ~individual 

~company selection'appropriate-'to'~th4~characferistics of 

specific portfolios, ~ ,  ~ -~ ' ~ . I  ~ . .  

z' : '" Intormatlon~olssemlnators conaense, summarize 

and a~ssemlnate avar~aDle ~nZormatzo~.an d thereby assist 

�9 analysts~.an0 InvestoDs in oDtaln~n~ Investm6n{ decisi4n- 

making~information in-forms suis the~{r.~respective 

needs ana aDl~lltxes.to use lt. 2:. '" " '" " ~ " " 

InOlvlOual investors.use var'~bhs metnods~In making 

~investment~decis'ions&~rangin~ from fundamentll analysis 

and replication of the-activities~of portfolio managers, 

to total~r.elianceon~the adv'ice of~registered rlpresentatives. 

The Securities and Exchange:.Commissioh~administer~ a 

mandatory disclosure system:int~nded.to assu~e-s reliable 

firmroriented information'is/available tolthe publlcl t 

It does>not purPgrt.,to, administer a'system designed to 

produce all information[used'in-inr decision-making. 

Further, information filed wi:th~.the ~C0mmissfon-~as-often been 

widely disseminated before~fil&ng: ,' ..... 

, -~ T he Comm~ttee:considered~ the significant studies " 

goncerning.the functioning�9 of securities markets, "' 

theories; concerning capital~asset~icing and pors 
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organization and belief in som e quarters that market forces 

may adequately provide sufficient reliable firm-oriented 

information, and determined that the basics of the present 

system should be. continued and that major change in the 

federal secuz,!ties laws or their,.administration is not 

needed. The Committee concluded ; with some dissent, that: 

(!) The "efficientmarke t hypothesis":--- which asserts 

that the current price of a secur ityreflects all publicly 

available information..- even if~vaiid,, does not negate the 

necessity of a mandatory disclosure system. This theory is 

concerned with how %he market reacts to disclosed information 

and is silent as to the optimum amountof information 

required or whether that optimum.should be achieved on 

a mandatory or voluntary basis; .... 

(2) M@rket forcew alone are insufficient~to cause all 

material information to be disclosed; , - . . . + 

(3) Commission-filed documents.often confirm infor- 

mation availab!efro m other sources. The Commission's 

filing requirements, while often not a source of new infor- 

mation to investo[s , assu[e that information disclosed 

by publicly held c0mpan!e s through many.~means is reliable 

and is brQadly.accessible by the public. 

Cost/Benefit Considerations 

An effort to analyze costs and benefits was a part of the 

charge to the Committee. While reducing costs and benefits 

to objectively measurable terms would be highly desirable, 

the Committee was generally unable to do so. The Committee's 

li 

i 
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'~Staff succe<ssfully ' isolated :only a few hosts; principally 

legal and audit fees associated with registration statements 

and periodic reports. Efforts to~go deeper were frustrated 

because met-'h'o'ds "o'f alloca'ting: internal " co;sts are so'varied 

that ~ gathe~ring comparable 'cost' data'from ~e6en a small sample 

o'f ~0mpanias Wohld~have~requi~ed .liar more'time and resources 

~,,' than ~w.e.re/available, an@:~i~he" ~ata'~ightl still have been of 

doubt'fui:-rei'i'abili'tyi'Puf'ther, ~the Committee was unable 

to quantify such costs as competitive disadvantage and 

managemaht disincentive~to &nnovate' a,d such :benefits 

as confidenceSin the markets and efficient:'secur~ty ~' 

pricing. The difffcul:s of evaluating' costs and benefits, 

however, have not caused'the'Committeeto reject the 

desirability of the Commission continuing its efforts to 

meas,~'e them more ;definitively. 'Further ; inexact though 

they may be, perceptions about cost/benefit tradeoffs do 

underlie many of the recommendations found in this~report. 

SEC Ob~ectives~in the Investor Oriented Corporate Disclosure 

S y s t e m ( C h a p t e r  V I I )  :" ' ~ ' : ' " ~  ~ - ~ : ~ ' : ~  

T h e  Committee's charge~includes the articulation of 

a statement of Objectives to~guides ' commission in its ad- 

ministration of the'investor:'or~ented corporate disclosure 

system. Astatement of objectivesis essential as a guide 

"to'rational, consistent problem-solving and policy-making, 

~and as a standard for~evaluating ~ whether~the Commission's 

programs are effective and appropriate to i'ts jurisdiction. 

Such~ statement also may reduce the number of inappropriate 
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demands made of the Commission by those who misunderstand 

its function. 

The..Advisory Committee recommends that the Commission 

, adopt the following statement of objectives; 

,. . The Commission's function in the corporate disclosure 
system is'toassure t~e public'avail'abil~ty in 

.... ,, an efficient and reasonable manner and on a timely 
basls"of reliable, fi~mLo~'iented "informatio'n material 
,to inf0rmed investment, and corporate suffrage 
deciiibn-makingi The Commission"shduld n~t. adopt 
disclosure.requirements which have as.their 
principal ob'jec6iv4'the ~egul~i6io6 ' ~f corporate 
conduct. ,_,' 

This statement re~lects.the Committee's belief that 

the Commission's~ present statutory mandate extends only 

,~to information.material to informed investment 

and.corporate,suffrage,decision-making.. .. , . .. . ~-,, ~ The. ~ ~ Committee.:,,. .. 

recognizes that many,constituencies lo0k to the 

corporation for.,a ~ariety %f_information, but believes 

attempts to set.re groups other than investors would exceed 

the~Commission!s statutory authority. 

.Further, some argue that if information oriented 

to audiences other, than investors, or shareholders were 
' ,=.-: , r  

required to.be included in filings with the Commission, 

investors.and shareholders would be cgmpelle d to sift 

out that.which.is relevant to, thei ~ views~ thereb[ h@mpering 

investment and~corporate suffrage decision-making This' 

approach would 19wet the materiality threshhold and "simply 

.... bury~the shareholders in an avalanche of trivial 

information--a result that is hardly conducive to informed 

decision makin@." TSCIndustries;'Inc. v. Northwa~ 

Inc. 426 U.S. 438, 448-49 (1976). 

):: 

F 
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The phrase "firm-oriented information, is an.acknowledge- 

ment by the Committee that although general macro-economic 

information is critical in investment~decision-making, 

the Commission should-notprescribe it as a part of the 

mandatory component'of the Corporate disclosure system it 

administers. Reporting companies should not be,held 

responsible for,information~which is not within their 

expertise; The"firm-specific" language is intended; however," 

tO emcompass disclosure of macro-economic factors to,.the 

extent they have a special or ,unique impact on "the company. 

'The proposed.statement recognizes that corporate 

filings need not be, and,are unlikely to:be, readily~ under- 

standable in total by'uninformed:investors. The~Commission 

should emphasize-disclosure of informat:io, useful tO ~ 

reasonably knowledgeable investors willing to-make the effort 

needed to,study the.disclosures,, leaving .to disseminators the 

development of simplified.formats, and-summariesmhsable by less 

experienced and less knowledgeable investors. " 

Finally, the proposed statement reflects the Committee's 

belief that the Commission should not mandate disclosure 

requirements which result in non-material information'and 

which have as,their principal objective, the regulation of 

management conduct. If theCommission'percelves aneed" 

to regulate directly corporate conduct-, it should request 

from Congress the authority to do so. ' ~' 

:,Materialit~ (Chapter:VIII) - .... :, , 

The materiality concept serves a variety of functions, 
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,oRerating both as a p r i n c i P l e  f o r . i n c l u s i o n  and exclus ion  

,of  information.~in=.!nvestor and s h a r e h o l d e r ' d i s c l o s u r e . .  

documents and,as~a-,standard for determining whether a 

c~ omits or misstates a ,fact of sufficient: 

. S~gnificance:that legal consequences-should, result.., 

A!though theremay be.some uncertainty associated with 

the'aPplicationtof the materiality concept<because its 

�9 current. ~~ not'~readily~translatahle,into 

objective criteria, ,the Committee~is~of.~the view,~that 

,it~is not.possible to,develop an qbjective definition 

of materiality ~that will have.~enera I applicability 

~ tq all,fact situations. The mater~iality of~a Particula r 

fact. must be determined after considering the importance 

of that.fact in,~he, c~n~ext of.the present and:,future :~ 

businea~:~.and financial 9ircumstances. of:the company., 

Because the inf~ 

is available to management,:it~haa ~the~major:responsiblity 

foe making thisdetermination,. ~ 

. ,To the~xtent, that.uncertainty ~among users and 

preparers of ,disclosure documents concerning ~the, appl.in 

.%,cation. o~ the mater~aLity concept in an area: is~ present, 

and wideapread,~ the Commission. should promptly amend~its 

'disclosure reguirements-to:reduce, uncertainty. This,may " 

he, done by. specifzing~a new type of information which , 

is considered material or through,the~establishment of 

numerical benchmarks for materiality of certain categor, ies 

of information. 

!. 

i{~ ' 
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RECOMMENDATIONS AND SUMMARY OF OBSERVATIONS AND .CONCLUSIONS 

�9 ' -This Summary of:observations~,and,conclusions' and the 

list of recommendations..which fol~lowsr~eflect, the_consensus 

of the. Advisory Committee. as~ to modifications in Commission 

policies which~would~improve~the operation of the.corporate 

disclosure system andgnable~the~Commission to~more~fully and 

~effeqtiveiy, achieve its.objectives.-., The>nature of the issues, 

the Committee's observations and recommendations-,~ and, the 

. ~r'ationale .for~;and intention~of, those recommendations are 

,: explained'. .Comprehensive~discussion of.~these matters -, 

�9 can be found in, Parts Two, and. Three of .this report~. -, 

Since:several of the>recommendations call :for;incrgased or 

improved review.of; information filed,with the Commission 

�9 additional.staff:may be necessary~.,: , .  �9 

Rule-Makin~ and Monitorin~ Practices:'(Chapter IX), ., 

The Adv, isory'Committee.believes:that the effectiveness 

of~theoCommission's[disclosure programs~can~:be: increased if 

",- disclosure problems~are:,more promptly identified,, public input 

into the solution of these problems, is maximized,.and a-program 

for monitoring the-effectiveness~of-,new rules is. implemented. 

'The, Advisor~.Committ~e2s. r@commendations include, the 

following points: . . . , . . . . .  

. . :  (i) after identifying[a disc:losure,problem~of~ 

general.significance, the, Commissio n �9 should: initiate.:. 

rule-making:~procedures and not rely for unduly prolonged 

periods on such ad hoc procedures as commenting on filings 
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" and enforcement actions; . . . 

(2)'"prior to proprosing.a, specific rule to deal with 

a major conceptua~ issue, the Commission-should publish 

a concept release discussing the problems it perceives, 

the reason it proposes to proceed to rule-making, possible 

alternatives, and.should request public comments; 

('3) theCommission should withdraw promptly proposals 

'not adopted; . , ,  

( 4 b '  as..a,part of'its release, announcing adoption.of a 

disclosure, rule, the Commission should state that after a 

specified period it will review the extent to which the rule 

has. yielded, the benefits expected and the manner, in which and 

the'standards by which such a determination wil'l, be made; 

(5) academic research should be encouraged to aid in 

the monitoringefforts; and 

.(6) results..of the monitoring.process should be 

described:in the~Commission's~Annual Report to Congress 

so. that necessary remedial action can be.taken if undesirable 

-.consequences are revealed. 

The Committee believes that Several benefits:~ : 

will result from these propos#Is'. First,, public..input 

secured at the earliest possible time increases the likelihood 

that the resulting rule will be'effective. Further~ by 

acknowledging a monitoring.obligation, major requirements 

which become unnecessary,'ineffective,.or have outlived 

their usefulness Can be eliminated;~ and those which are 

not being complied with can receive added attention through 

$ 

i 

! 
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the Commission's enforcement program. Finally, if monitoring 

. reveals possibly undesirable consequences not amenable to 

remedy by. exercise, of the Commisslon's powers, legislators will 

have a means of being alerted and may respond if necessary. 

This set of recommendations is not intended to 

w that the Commission shouid initiate-rule~imlk'ing 

before it has sufficient experience with Or understanding 

of the issue before it, and it does not suggest that the 

Commission should be unconcerned with or should no~ 

assist registrants in dealing with individual disclosure 

problems on a case-by-case basis. 

Industry Guides (Cha~te[ IX) 

The Committee recommends that the Commission cooperate 

with preparers and users Of information in developing 

disclosure guides for specific industries, with the goal of 

tailoring disclosure requirements to differing industry 

characteristics. When:accomplished, this approach would 

have these advantages: 

(I) disclosure requirements not meaningful in a particu- 

lar industry situation would be minimized; 
t. .g~ 

(2) vital disclosures in a particular industry would 

be obtained, and not obscured by detail irrelevant to that 

i.ndustry; and 

(3) the Commission,s staf f would have a ready reference 

for a particular industry, and thereby be better able to apply 

uniform disclosure requirements to all registrants in that 

industry. 
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Th'e Committee recommends that the Commission experiment 

with a few industries and monitor the effectiveness of the 

approach before embarking on a program for development of 

guides for all industries. 

Forward-Looking and Anal~tical Information (Chapter X ! 

The traditional policy of the Commission has been to 

permit disclosure of virtually only "hard" information 

in filings (i.e., objectively verifiable historical facts) 

as distinguished from �9 information (e.g.,opinions, 

predictions, analyses, and other subjective evaluations). 

In recent times the Commission has departed from this 

constricting practice. The Advisory Committee endorses 

this departure and recommends that the Commission actively 

and generally encourage the publication of forward-looking 

and analytical information in company reports to shareholders 

and in Commission filings. It believes that the SEC staff �9 

should encourage responsible experimentation with disclosure 

of soft information and that the experimentation should 

be monitored to determine the usefulness of the information 

which results and the cost of producing �9 TO further 

encourage disclosure, a safe harbor rule is proposed for 

adoption. The rule would provide protection from liability 

for forward-looking and analytical information, unless 

it is proved that the disclosure was without a reasonable 

basis or was made other than in good faith. 

In addition to recommending that the Commission 
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generally encourage disclosure of soft information, the 

Committee iden%~fies several categories of information 

for special Commission attention. Management forecasts 

of sales and earnings seem to be of special interest to 

investors and analysts. The Committee's case study shows 

that there exists a widespread, informal system for 

communicating information about management p~ojections- 

Although most managements have mixed emotions about 

discussing their p~ojection s, mainly because of credibility 

and liability concerns, some will, at least indirectly, 

convey their expectations to analysts. If the publication 

of projections becomes more widely accepted, communication 

among management, analysts and investors regarding management's 

expectations about the future can be more direct. Furthermore 

when companies formally publish projections they are likely 

to e x e r c i s e  greater rate'in preparing the information, 

and this would be a'benefit to investors. 

Thus, the Committee recommends that the Commission 

develop an experimental program ~'to encourage the disc- 

losure of information concerning future company economic 

"performance. A public statement should be issued encouraging 

public companies to disclose projections in filings with the 

Commission subject only to the conditions that the projections 

be prepared on a reasonable basis, be disclosed in good faith, 

and be accompanied by'an appropriatelcauti~ statement. 

The Committee recommends that the Commission encourage 

but not require, registrants to publish major assumptions 
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underlying projections, comparisons of previous projections 

with actual results, and management anaiysis of the 

variances.' The items o'f:information to ~ forecasted, the 

time period to be' Covered'by the forecast', and~the decision 

to discontinue forecasting would alsohe aisc retionary with 

management. Third p~tg~r~iew would be permitted hjt'~not 

~equired~ TheCommission should, however,, require that 

prevlously issued projections still current-'at the'time a 

regist'ration~6tatement'is f i l e d . b e  in4~u~'ed i n ' t h 4  r e g i s -  

tration statement with appropriate "upd'ating if ne'cessary. 

A voluntaryproj'ecs ..... ~ " ~- h" disclosure program is more 

a p p r o p r i a t e  than a mandatory program fo r  the f o l l o w i n g  
"reasons: ~'~;'~?" -,~., a:u,*...:;.:. : .:. 

I. A mandatory system would (' " :- r, necessitate 
.the formulation of specific disclosure 

'~ulesand'reguiations$ The Committee ' 
IS of the opinion .that the. Commission ... 
does not n0w'h'ave an apprspr'iat'e basis '" 
for formulation, of, such rules.and . .. . 

" " regulations, and that" ~p%riod" of . . . . .  
experlmegtation i s  wgrragted..~. ~ ~- ~.."" L.~ 

2. All public companies should not, be..required 
'" to sustain the expense and other burdens that 
may be associated with-a, pr~ogram for the public 
disclos'ure of projections. In some instances, 
companies might reasonably find that-the burdens 

" of projecti0n disclosure wouid outweigh any 
c~ be.nefits . . . . .  

3~ .,Public companies should not be compelled.to 
expose themselves to the potential risks 
of. liability, and l i t i g a t i o n  for inaccurate 
projections." ' ~ , 

4 .  Many COmpanies would f i n d  i t ' d i f f i c u l t ,  i f  
not i m p o s s i b l e ,  to .  P r e p a r e  r e a s o n a b L e - p r o j e c t i o n s  
due to  a . lack o f  o p e r a t i n g  h i s t o r y ,  g e n e r a l  
economic  f a c t o r s  o r  i n d u s t r y  c o n d i t i o n s .  

If' 

1 
L 

D-17' 

:The Advisory Committee also gave considerable attention 

to management analysis of financial:information. In its 

case study, the Committee found that management analysis 

of'the'summary of earnings~(Guide 22 under the 1933 Act, 

Guide 1 under the 1934 Act)is xegarded by many ,investors 

and analysts~as one of the best disclosure concepts ever 

adopted by the Commission. 'In some cases, however,;the 

resulting discussion has not beencmeaningfd~. In~part this 

may be because the numeric materiality.standards included 

in the guides encourage mechanical compliance. 

The Advisory Committee believes that,'the most ~' 

effectiv e managementanalysis results when'management 

explains the events~behind the financial statements rather 

than complies mechanisticlywith the detai~ed items, included 

in the present guide~:Therefore;'the Committee recommends 

that the guides be modified to, delete the, numeric tests 

and to,emphasize that, broader, latitude will be given to 

registrants inimplementing:.the,,analysis requested. . ~ 

,: An impor~ant.,feature of~,the management analysis, is 

the identification of significant facts which have affected 

reported results and are not expected to have a sign~f$cant 

,impact in the futureand significant, facts which have 

not'affected, resuLts in. the~past and-are expected to have 

a significant impac~ in the:future..' Accordingly, the 

Committee has drafted an 'instruction indicating that~ �9 

the. analysis-should focus Uon facts and contingencies, 
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known to management which would cause reported financial 

statements to be not indicative of future operating results 

or of futur.e financial condition." Inconnection with 

the recommendation to revise Form 10-K discussed below, 

the Committee recommends that the management analysis 

become:Item 9 of Form 10-K. Accordingly, .the revised text 

appears in the new,For m 10-K which is included in the 

recommendation section of the Digest. ... 

. . In.a further~effor, t to improve the quality of~the 

management analysis the.Comm,ittee recommends that the 

guides,:be amended to require the submission of a letter 

signed~by lhe chief financia ! or accounting officer with 

each appropriate filing stating that_due regard was given 

to all ~spects of the requirement. The.~requirement for 

a leAter should:be terminated"three~years.after its 

promulgation unless expressly-extended by the Comm!ssion. 

Other voluntary disclosures recommended, are (1)~:planned 

capital expenditures and financing;~, (.2)management p}ans and 

objectives; (3)'dividend policies; and (4~)'capltal structure 

Policies. > , . , 

Se_~n_~t Reportin~ (Chapter XI)~ ~, 

Statement of Financial Accounting, Standards No. 14 

requires the inclusion of~specified segment information in 

the financial statements,,but:there may exist a continuing 

problem with regard,to these disclosures~. A=posslbly 

significant gap remains between the level of:segmentatlon 

some managements are willing to provide and the information 

~i!i 
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which users assert is needed for investment decision-making. 

�9 After dialogue with both ana'lysts and management the 

Advisory Committee concluded that~in ' some cases past levels 

of~segmentation need improvement. Thus, theCommittee endorses 

SFAS No. 14, With the hope that improvement Will result from 

its application. 

In addition, theCommittee recommends that 

the Commission attempt to develop on an industry by industry 

basis a standardized product line classification for 

presentation of both dollar and, wSere appropriate, unit 

sales of each product line (withih~a ' segmenti" whose total 

sales~qomp<ised a certain percentage of consolidated sales 

in the previous fiscal year. This should be done in the 

process of developing industry guides so that the 

advice of both users and management of registrants can 

be considered. 

The Committee believes this approach is beneficial in 

several respects. First, the problem of standardization 

will be approached on an industry-by-industry basis so that 

Commission action is limited to those industries where 

product line standardization is desirable and possible 

Also, rather than imposing an arbitrary classification 

system, the development of standard product line reporting 

req0irements could be accomplished by analysts and managements 

of registrants familiar with the particular industry. 

Because the evaluation of a company Consists of the 
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analysis~~ eaeh segment and the relationship of those 

segments to the whole, the Committee recommends that the 

narrative discussions in reports and registration statements 

filed with the commissio n he presented on a segment basis, 

thus organizing the information~secording tOthe way it is 
Used. 

Finally, the Committee recommends that the Commission 

require unaudited segmented financial statement disclosure s 

in Form 10T Q quarterlyreports. The Committee believes 

that timely Segment information assists users in evaluating 

earnings statements and forecasts. 

DiSCIOSureT~ ~ Social and Environmen 
~_aa~--~r~i) --.ental Information 

Recently, controversy has arisen' about the extent to 

which the Commission should require disclosure of company 

activities and policies regarding environmental matters 

and other aspects of corporate social "performance. 

A part of that controversy involves the kinds ofinfor- 

mation which are material to investment and-corporate suffrage 

decision-making. Some'argue that investors are primarily 

COncerned with information that will help them evaluate the 

future financial perf�9 of' the.company and that social 

ana environmental performance iS material o"iy when it may 

affect that perfo'rmanee=in a Significant way. Others argue 

that~sharehblders miy Use this information in exercising, 

their corporate suffrage rights even if it does not appear 

that the information reflects on future financial performance, 

i" 
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because it assists in evaluating the performance and 

qualifications of-management and candidates fo~ election 

to the board of directors,:andthe social responsibility 

of the corporate entity..:. . .  

TheCommittee recommends that the Commission 

requirTe disclosure of social~and environmental information 

only when the,information.in question is material to 

informed investment or. corporate'suffrage decision-making 

or required.bylaws other than.the securities laws. 

Generally information is material,to investors only 

when it relates significantly tofuture f~inancial' 

performance orwhen a'corporation's activities ,i'n these 

areas reflects.a management engaged.ina consistent.pattern 

.of violation of law. . ; ,, 

The Advisory Committee also endorses;the Commission's 

conclusion,reached after its:hearings.on,this issue that 

there are no broad categories, o,f social and environmental 

information notnow covered'hy"maddator, y disclosure 

requirements that should be"madethe subject 

of new requirements. �9 "% ~ . ,.. . .r,,~ 

" The:committee believes,.that-the shareholder proposal 

rules provide:an.appropriate means-'for shareholders who 

:are interested'in social and environmental matters:to. 

influence management to disclose i,t. 

Proxy Statement Requirement~ (Cha~ter XIII). 

Deliberations about-the proxy process.brought, out marked 
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differences of opinion among the member s~of the Advisory 

Committee. The ~Commission has broad, author ity:.!n .the proxy 

process,-but this process,isso.interwoven with corporate 

governance procedures -- historically, within .the jurisdiction 

of the. states -- that there~are difficult question s about the 

extent~to which the Commission.should, exercise its authority. 

There also are difficult~questions about.~the purpose of 

�9 :proxy statement disclosures as:they relateto corpqr:ate 

governance. ,On one side are those who,belie~e that "- 

proxy disclosures should focus~on matters directly �9 

to economic performance. Others argue that since board s 

of:directors serve as'monitor,s:of~management,..in:~Q~mation 

should be furnished about the organization and role:of 

the board so that shareholders may evaluate the effective- 

ness'wit~h:which~the board:carries out:this,function. 

~ The Committee recommends,,by..a slim'majority,.that the 

"Commission sh~ ements that, 

taken:as a-whole;wi~l~strengthen~the ability of,-directors 

-- as the rep[esentatives of'shareholders --,:~to serve 

as the independent, effective monitors of,management. 

This focusi'ng~on.the monitoring role ~s not~s to 

�9 imply,that management should..not ser,ve~on~.the~board of 

directors.,~ The minority with respect to:this,proposition 

agree with the desirability.of reform in/th e corporate 

governance p~Oces9 ' but question-~the .ef~eqtiveness of 

disclosure ~as a means of ,achieving.it..., .... 

Because of the substantial differences of opinion 
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~:~ on the,Advisor,y Committee.as. to the need for~new dis- 

closure-requirements, or~,exagtly what~ their substance.should 

~ ,be, only the-two disclosures discussed ,in the paragraph 

-~: -.~below,are specifically~recommended.to, the Commission for 

.?,, ~:,. ~adoption...However, certain, additional proposals, ~,~ 

, A .illustrative of the-general, approacbto the. area that 

o~ ~;. , the~Committee~believes the Commission should consider 

~,,after the qompletion of i-ts proRosed~public hearings~on 

-.~;~ ~ corporate suffrage and 8~oxy disclosure..issues,, are-, 

~ ~,~.., included in. Chapter XIII.. :: , . ~..., 

b~ .... ~. i . z ~e Committee r~commends that shareholders be, 

g i~eno iDfo~mation. 9hOot t~9 ,ominating committe e~ ~! if 

any) of the! b99~d O~ di[~q~9!s, a nd~thot companie@ be 

reguired to file with tho_~gommission ~ director's letter 

, '~>~ , of~resignation.-if the, director so :requests.,~. , 

-. ..... .The. Advisory, Committee 'believes that. the disclosures 

in proxy s~aKem@n99 9~09t maDag~m@nt>proposaOs,.~.c 

~.~, :~...~pa~ticularly. those.~,where management may have a,conflict of 

~,, ,. . interest,~such as~option-and other similar type plans, 

antirtakeover~proposals, and plans~fo~going, private, 

~. are not always~adeguate. The 99mmission.should~closely 

review proxy'materials,on management:proposals and~assure 

, , .~.~ that there,is adeguate discussion of their.~disadvantages .......... ~ ..................... o 

Fioall[, the Advisory. Committ@9,goDc!udes that~the 

current Commission. rules and practices regarding shareholder 

proposals~pro~ide a workable means-for a shareholder'to 

communicate his concerns to management and, to. other shareholders 
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So that fewer shareh~ because of 

procedura~ technicalities, the Committee'recommends that 

registrants be required to-state, in. their,.proxy materials the 

date~'by'which prop~ received'to beeligible for 

inclusion"in the proxy materialsfor, the next annual, meeting. . 

Fu~ther:Inte ration of th~ 1933 andf934 Acts (Cha ter XIV) 

'L~ Criticisms persist about-'the~amoant, of time-required to 

'complete the registration p~ocess and abou:t duplication in 

1933"Act-documents of information aTready~filed in 1934 Act 

documents. In addition, registration~statements,for exchange 

9frets'and mergers are criticized:as extraordinarily long and 

c~ In'recent years the Commission staff has- 

reduced Some o'f-these problems, principally by'more 

cl~ integrati, nq the disclosure requirements,under both�9 

acts. The. Advi'sory Committee believes that "the:Commission,s 

initia~ Steps'have'proved "SUCcessful. and that further 

integrati~ possible~and would be beneficial. 

In o r d e r  to maximize:the integration of the registration 

requirements, of the Securities,Actand the:periodic reporting 

reqUirements of the'Exchange Act, the'Advisory Committee rec- 

Ommends-the development of 2a Single. coordinated disclosure 

form'-- Form CD ("Coordinated Disclosure.). ~ . : 

Thelc~ ~ reglstration statements, periodic reports, 

and. material dist'ributed in. conjunction with'shareholders 

"" .... meetings would be prescribed bytthe~,form ~ assuring that 

d~sclosure requirements are uniform among'filings...,: 

Form CD:would classifyregistrants into"three levels for 

'I 
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1933 Act registration purposes~ With-,respect to offerings 

for cash, ~companies=~which have not,been~1934 Act reporting 

~ ~ companies for three years ,(Level 3):would.be required 

to file.the information currently prescribed by Formi'S-l; 

�9 companies,:meeting~certain.asset size"and~earnings, requirements 

(Lev.el~ I) would ~ be,permi~tted ~to use a shot t �9 ~registration 

~. ~ =statement'simil,ar to, the current~Form S'16, [incorporating 

�9 .,~ certain;1934 Act.,r.eports~by.reference; all other companies 

(~Level.,2b would::file the information currently required 

b y  . F o r m  S ~ 7 .  .,. ,,~ , . . -  : ~ -  : - - - ,  ~ . .  . ,  . 

:, .For exchange:offer;s o'r~,merger, proposals,, "ihformation 

n, ~ regarding,~the~,transact,ion, would be~ included fn,:the prospectus. 

Information furnished,-to.shareho~der.s-regarding th'e parties 

to the transaction would-.va,r.y: according, to each: company's 

:' status :as, a- Leve~l~ ~I~, 2,, or" 3~ company.':".,Level, 3 '  compan.ies 

~, would- be required to*:furnish,in~the prospectus the. infor- 

- . [ : ~  ,~cmation currently,;required, by Forms~.S-l,or S-14. If' any 

party to;~the~,transaction is, a Level 1 or:,2:'company'; 

the re gis,trati, on sjtatement~W0uld :incorporate_by reference that 

" '.c-~176 ihformat~ion;statement and 

: periodic reports.' These documents would,be made available on 

r . . . . .  ;request.for~a~Level... 1 company and'.furnished~with~the- 

::prospectus~for'-a:,Leve! 2~company. �9 .~, : : '  : ~ , , ' ~ ,  

[ ,.,.,.~The-proposed-.availability to�9 companies of the 

.. ~ ~,-~incQrporation by reference option reflects the=Committee,s 

belief that when a,,.company has ,a.public.offering of .its 

~s~ecurities the disclosures involved should recognize the extent 
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~'< �9 Of information about the-compaqy already available.,.�9 

An"effect ~ is the 

subjection ~ to theqiability Standards of 

,the 1933. Act.. Whereas the 1934 Act imposes'liability 

on per.sons responsible for a,.false Or-misleading.fil.ing 

~'= unless:-.they.can prove they acted in,good.faith and:had 

n~ kn~ a misrepresentation., .the 1933'Act'establishes 

.an. obl~igation of.-:inquiry on..:alb par:ticipant~;in;the, Tegis_ 

'~ trati~176 'Representatives Of investment banking 

firms have expressed their COncern about this:matter,. 

'~ The Advisory~ ~ommittee.,-s ~interest.in furthering 

". integration.of the 1933'and'l'934~Acts through incorporation 

by referenee:~eads,~it to r'ecommendthat;the Commission 

,iadopt a'definition of a Standardof reasonable ..... 

investigati~ ~the 1933 Act., taking-into, account the 

''fact of ;incor.Doratio~by reference and. the nature~0f thu 

undezwriting arrangements.,:-Proposed~wording fox, this defini- 

tiop is.'included in the list ~ : ~ .  

R e ~ ~ t s  Onder the-1934 " 
- Act" Cha ter-xv. 

~The Commission.requires COmpanies:to.file annual and 

~guarterl~ reports On Forms. 10_~,and lO_Q~Tespectively" In 

addition~most companies prepare separate~annual and'quarterly 

reports for their shareholders. Although the Commiss~on,s 

Forms 10-K.and 10~Q. are intended'to communicate basically 

the same. information as the company,s reports, to. shareh01ders, 

there Often are Significant differences.between them. In 

general.the writing style in shareholder.reports is more 

j~ i ~ 
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readable than that<in 10-K',s~and 10:Q' s. On.~the other 

hand, the information f~ed. with the Commission frequently 

-, , is. mg/e complete .... 

~',~ ,~.;., The Adyisory Committee believes the Commission can change 

..... its rulesand procedures to improve both filed:and non-filed 

periodic reports without hampering ~the more communicative 

writing style found in. repor~t s to ~shareholders. , Accordingly, 

--~,~; ~ : ~t.rggommend s that~egistrants be encouraged .to use their 

e~ ~,;~:~:annugl @ng~quarterly reports to shar.eholder~s as filing 

#ocum@ntg~!n lieu of preparing, separate 10-K's and~ 

�9 ~ 10iQ's- -~If~th!.9. gption is. widgly ~ used, .the .information content 

=z~ of~corporate reports to shareholder, s would.be upgraded and the 

burdens of compliance with Commission. reguirements.reduce d 

since one report.would, serve two functions. ,~ 

-~ ~.< ~ . x -T~e Adviw believes the Commission's 

forms should be revised to improve~the.quality of thei~ 

content and to p[e@ent th@, information in.a. more useful 

.... f0rmat, T ~ illuw # the suggested revisions the Advisory 

Committee approved a revised Form 10-K. The changes proposed 

for s 10-K couid~also apply toother forms, if Form 

CD were amended to refiect'them. 

The proposed 10-Kw0uld have five sections 

(I) a facs sheet i!-principally capsuie financial data 

and ~a brief description of the'business; 

= �9 " ~ (2) background about special riiks or uncertainties 

and'about dist'inctive features of the registrant's 
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: :' "{3J'managemdnt's.ana~ysis Of the'.f'inancia~ Statements 
and'forward.lOoklng informatibn,; .~ �9 ,.,~, ~ ~.~ ~ ..... 

. (4) information currently found in, Part I~ of 10-K (de- 

,-tails of management~,s security;hol'dings.; options,, remuneration, 

i ~ and similar data):which:may'be~omitted.~if.a,proxy statement 

has,been~:filed,; and ~ -~ 

" In;addilti~176 reorganization o~l;0_K~;;cektai n infor- 

mati~ noted~for,~del, etfon, certain addi~tional~information is 

required, and-the proposed-disclosure-requirements are 

written .to minimizedupl:icatlon, and.boi~erplate., The text 

~ included,in, the digest following the 

list of recommendationsl;. 

Financial Statemen___~t Re uirements-~(Cha ter XVI.) ' �9 ,, 

'-.-" The AdvisoryiCommitteezaddressed. three, toPics, relate d to 
financial statements:;. . ..... . ~ . , . . .~ 

(i) COmmunication of UnCertainties;, 

(2) considerations, for evaluating accounting-standards; 
,and~ 

~3) deletion of rules which cause &nnecessary 

differences'between financial statements prepared in 

accordance with Regulation S-X and those prepared in 

accordance with generally accepted acCOUnting principles 

The communication of uncertainties inherent in nearly 

all accounting measurements is an important disclosure problem. 

The Committee believes the Commission Can contributeto its 

solution if the financial statement disclosures called for 

I; 

i 

,? - 
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by thei.ndustcy'guides-for-companies~with extended operating 

cycles highlight'the economic as'sumpti6ns'underlying~'asset 

valuation and liabi~lities~subject"t6:greatest:uncertainties, 

informas163 of'the impact on 

operations resulting in~changes"in'those"assulptions'and 

amounts'fncluded:in"th'ecu~ren't year.si~c0me"whi~h'~are 

adju~s of'estimates i'ncluded "~ in pri0r'years'~'income 

statements. 

The'second topic~'in'this~c6apter,'c0nsidecation~ ~ 

for evaluating accouns standacds', isa compiex one �9 

which-lthe Financial~Account'ingiStandazds-Board -i~L-addressing 

in fds~C0ncep6ual"Framework Project "'#6 f~rs 

~'~:e'ffoc%s:%~e Advisory'Committed offecs s:omi~obs~c6atio'~s'and 

re%ommendations'bi6ed'upo'n~i;s study"a~d~is~'~on"the 

collec6�9 Of'itsm$~Eers. ~ THe cimmi{tse believes 

thad" fn'.'evaluatlh~ accounting~standards ~onlJd6ra'tion should 

be g'iven"to,,among other"things,'9(l~)~-uncertaintie~inherent 

ins mea{urement"process, (2) 6he. am66nt's'and timing 

of'histor!ical�9 ~and'[~3�9149 T%iqdidityof'the 

.... 'Teporting 66t:is �9 "�9 - !~�9 .... '~'~ 

~ u~ - The t6ird~topic"in this chapter'rela'tes to ~ .... 

Regulation S-X. In some cases finanb~{ai"stat~ments ' prepared 

in''accordance withRegulation'S~'X:'~iffer ~ from t~ose prepared 

~~"'in'accordance wi~hgen%'rail;9"~cbepted; accounting 6?~nciples 

("GAAP"). The'Advisory Committe~ recommehds~'that the Commission 

undertake to'eliminate~l~l'fin~ancia[ "s6atement'd~sclosure 

required by Regulation S-X which duplicate" GAAP, 'cr'itically 
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review all S-X requirements which are Supplementary to 

GAAP, and eliminate those which are not necessary 

. �9 ,t.o investment decision-making . .  

Thzs.:~ec~ r e f l e c t s  the.  Committee,s 

view that although~Regulation S~X must=necessarily 

supplement. ,~- GAAP,. because~ of the:., Commission,s,~.,, ~ _, . ability~ 

to deal quickly with emerging problems�9 some .infor- 

mation currently required may not be Upe[u I to 

investors. This includes a n ~" : ' ' 
"~ ~" i,,~-, ~,~ . ,. ~ �9 umber of the 

Schedules to the financial statements" " - 

�9  ~ Cha ; ...... ~ ~  ( p t e r  XVZI)  

. "-"--~. .Ther~.~,~ampZe e v i d e n c e � 9  i n c l u d i n g  the  r e s u l t  
the question ' ' '" ~ ' 

~.. ~ "~,~ ...... ~ ~. nalre and interview study�9 that the cos~t burden 

of periodic reporting to the Commission is relatively 

greater for.,~, Small.~ companies, .... ~.~. , than for, ,. large companies. 

The Advisory ,Committee strongly supports the idea 

of reducing the reporting burden for ~Small companies 

However,,. ~it recognizes~, ,, , ,that�9 there.~ �9 must�9 ~ ~-:,:be an. evaluation 

of several factors, including whether such a reduction, 

is consistent.with the Commission,s objectives�9 and whether 

analysts.,:~ interest :~in Small. u companies,~; , _ already limited, would 

c:" be further reduced. 

, The Advisory C6mmittee concludes that more study is 

.nee.de d to assess the tcadeof fs  f o r  smal l  companies between 

reducing reporting burdens and the benefits of having�9 a 

reliable public data base. Accordingly, the Commission 

should .initiate- an inquiry,. :. including~ ,public hearings, 

�9 , o 

9 

4 

4 * ,  , 

J :1: 
�9 c .  

4 

i 'i! :" 

L . i 

D.3~ 

to determine if it is desirable and possible to define 

a small company class of registrants, and if'so' how to 

reduce the reporting burdens for such registrants. 

The Advisory Committee believes itimportant for the 

Commission to be more cognizant of the differences among 

registrants. Differentiating registrants by'size, like 

differentiating by, industry as discussed in the industry 

guides recommendation, may improve the corpor, ate disclosure 

system to the benefit of both investors and registrants. 

Dissemination of Information (Chapter XVIII) 

The Advisory Committee believes that the Commission 

has a responsibility to maintain a comprehensive, 

accessible repository of filed information,, but that such 

information should also be reasonably accessible directly 

from registrants. To improve their usefulness,, the 

Commission's public files should be converted 

from a statutory basis to a "company" basis, and a 

"current" company f~ile should contain each company's 

latest Form 10-K and subsequent 1934 Act :(10-QS and 8-Ks) and 

1933 Act filings. The Commission should also require 

registrants to make all 1934 Act filings available to 

shareholders on request and to non-shareholders at a reason- 

able cost. 

Finally�9 the AdvisoryCommittee recommends that the 

Commission be .responsive to the information needs of 

holders of debt securities and warrants. All company 
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_ r e p o r t s  normally made avai labl 'e  to equ i ty  hoiders shou ld  

also be made available to debt'hoiders. These recommenda- - 

tions are based upon the Committee's recognition of growing 

. volume of new corporate bonds and the g~eater interest 

in fixed income securities. 

: . . i ~ ;  " L .  ~ . ' , .  . . ~ .. , . .  

�9 :' \ * . . * ' , : A  . - ... 
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.It. L ~ -/.'~ ~ ~ ,RECOMMENDATIONS ~;~, ~ ~ "~ 

~ T h a t ~ h e  ,remission iado~-,thefollowing-state- 
ment of objectives_:_ 

. . . . .  The C o m m i s s i o n ~ s ~ . f u n c t i o n  iin!~th@ c g ~ p o r a t e  
�9 . d ' i s c l o e u ~ e ~ s y s t e m i S  t 0 1 ~ a k s u r e . s  

.... a 6 a i l a b i l i t y i n : a n ~ f f i ~ e n t ~ a n d  r e a ~ 6 h a b l e  manner 
on a t i m e l y  b a s i s  o f  r e l i a b l e ,  f i r m - o r i e n t e d  i n f o r -  

~ 3  ~mation m a t e r i a l . t o  i n f o r m e d i n v e s t m e n t . a n d  
~ . ~ o r p o ~ t ' ~ . s ~ f f r a ~ e , . d e c i ~ i o n ~ m a k ~ n g ~ ' i ~ T h e . - , C o m m i s s i o n  
"should, not=adopt disclosure~requirementslwhich ~ 
have as their principa'l objectiQe"the'r'egulation of 

< 

corporate conduct-,~.',~" .,-~ .,n: ~;.i,'~ .... *~ 

. r  .~Regard ing,Commiss ion ru le~mak in  ~ a n d . . m e n z t o r i n ~ . p r a c -  
. . . . .  t i res_____!:  ' . . . . . .  . . , ~ . ~ , .  

. ~ . , ~ , . . ~ , ~ h e .  C o m m i @ s i o n . s h g v l d - i n i t i F t e  t h e . r u l e - m a k i n g  p r o c e s s  

..~p~qmptly after identifying s~disclosu~@ issue of gener- 
,-,~.,~.~:al:significaDce ra~her~:~an~p~oceedingLe xclusively 

,r ~:l, .throughadministrati~e~or enforcement procedures. 

Prior to developing the text~of a'ruie involving a 
~'!-..~_~majo'r,conceptual~issge~with-wh~chlthe:,Commission has 

had.limited exp~rience.~and~c~gge~g.whi ch there is 
limited"conceptual literature, the Commission should 

.... ~ /,pub!!sh.~a .Cqpcep t release~ ~identifying,the matter 
_ ~ .  ,:,? ~:~being, considered!, discussing th@ issge@~presented and 

,..~-alternatives available~and~reguesting.p ublic comment 
.... on*the-.concept. ~f-the~prop6sed'new ~equirement. 

Rules proposed for. comment should be deemedwithdrawn 
if not adopted or"reproposed for comment in modified 
form within-.a,specified period,off, time,after the expi- 
ratio~of,-th~;most~'~e~n~:~omment*iperiod~ A release 
should.be promptly~issued tor,e~plain',why no action 

/,was,t~ken.~;Sim!lar!~0nc~t~releases,should be 
witha~awn~if'n6 action~is t&ken'after a;~specified 
period of time and reasons for'the withdrawal should 
be announced. 
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The Commission.should{expand the information 
content of releases announcing the adoption 
of a rule to include certain additional infor- 
mation and undertakings related to monitoring 
of the consequences and costsof new disclo- 
sure requireme,s monitoring undertaken 
may be informal and non-empirical and need 

' :  :no.~!be~'limited<togeconomic..analysis~).~::. 

The Commission should continue" to'be-aware 
of'research>that iS re~evant to its'statutory 
mandate~and, if~.necessary,:active~y, encodrage 

�9 ~. " sdch-research~, ~,.:: . . .  . ~ . ~ !  " :  , :  

, ~'h~:C~ congress should 
'' rerlect:'the~information,developed by-these 

"recommendations.'" ~ ": .: : ~ , ,  ~,~ �9 

Regardin~ industry guidelines-: .. ~ : ~ , -  

The Commission should develop disclosure guides 
foe specific industries to encourage uniform 
textual and financial statement disclosure of 

- . ': '~materisl is 
industry . . . . .  

: , " A-mechanism'should be established~;by the'Commis- 
sion=-to~,assure that~it=~receives,.appropriate 
input from:the"users~sndp~eparers':bf6information 

�9 :'" .in .the specific industry prior~t0 the_articulation 
of guidelines. 

....': ... ~ ,,~ �9 

: .'A few indust6ies should be'selected initially as 
~'an'~experimentUfor these:recommendations 

..... : The'~effectiveness ofthis-experimental, program 
" '  ' "  and the~guidelines should'be'reviewed'by,the Commis- 

'sion within'a-reasonable.time-after::adoption. 

. . . .  ! _Chapter :X ,:o.,~,," " �9 . .  

'Regarding'forward lookin@'information: 

The "Commission should-enceurage issuers to 
�9 publ.lsh~forwardU~ooking:and analytical~informa 

: t i o n . ~ - ' "  " . , ,  ~ ~ . - ~ ~ .  . ~ . : .  . - 

t 

~: ~ .... 

,~i~ ' 
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Experimental programs to:encourage~ertain types 
of information such as projections and future- 

:; .... oriented analysis shQuld~he"in~t~ated �9 

�9 = Monitoring 9f the~e.progEams,i.w encouraged for 
the purpose~of:determining, th@ usefulness of the 
information to investors,~the cos%s .to issuers, 
and the responsiveness of issuers to user .needs. 

TheSEe'?staff ~eeie'4.{rqcess 6houid be coordinated . 
~to assureproper iimplemeneatfen of[demmfssi0n policy 
and uniform~reatment of,issuers.-~ :: .~, 

..... A safe hirborr'ule should 6e'iad0ps t0 pro- 
vide maximum'incentive foe disclosure of 
�9 managemeDt.pr.ojection~ and other~forward-looking 
�9 in'formatien~ Whether~p~-no~filed~eith[~he Com- 
mission. The purpose of the safe harbor rule 

, would be ,to place,.the.burdenof~proof on the 
person seekingS60 ess163 for:the 
disclosur.e Of. a.managem%ns163 e- 
ment,~s anali&is~.of~f~inanciif"infermation , plans 

",'and objectives,.and other items~ef'forward - 
16okingand a'nalys information. iThe safe 
harbor rul'e should be appiiCable s ill[regis- 

- ,: trants andshould provide prqtection from li- 
.> ,~abilit~y unless~%tcis P~qMe.9 that-the.$nfqrmati~ 

was prepared without a reasonable basis or was 
disclosed other than in good faith. 

.Regarding..Pro'ections:- ,~ 

The.Commission-should develop "an.experimental pro- 
gram t0'furs "s of infor- 
matio&.cencerning future'cempany economic perfor- 

A'plblic statement should'be issued to.encourage 
. .public companies tod isclose statements ~Of 

..management projections of future.c~mpany economic 
performance~in-s fii'ingi .with's176 
on a:voluntary.bas is.- These d!sc%qsgres should 
be subject:~only to the conditions that the pro- 
jections be prepared on a reasonable basis, be 
disclosed.in good faith and be accompanied by 
an appropriate cautionary statement regarding 
the inherent uncertainty of the information. 

The Commission's statement encouraging the vol- 
untary disclosure of management projections 

/I 

I 
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should state the following: :.. 

a. Disclosure, of material,underlying assumptions 
and comparisons of projections with actual re- 

~'' -'-Su~ts', inbluding:managementtanalvsis of 
-"- '~ significantvarian~ ......... ~ 'any 

"~ - but--~" �9 q ~ ~'~n~ nu~'requlre~.:~o... ~ . , .... 

b. The items of information to be fore- 
.... . casted:sh~ within ,the~dfscretion 

' "' '<"" ~ those:most~rele_ 
vant in eval'uating : 

the:'company'~s'secur,ities 
and should not be items whose Projection 

.... would=e'reate-materialqy misleading inferences; 

s review of management~,projec - 
6ions"sh0hld be permitted but:no[<reqdtred; 

d. 'Projections previously=i, ssued.by manage- 
"ment-havfng currency:at:the~ime a registra- 

.... 6ioostatement,is~ ~lled.shouldbe required to 
..... i he'included in the registration statement in 

"-thefr original form o~;~'whese necessary, 
" " m~ '~" ~.~':~?i.i : : .,- !~, D in 

ie~" The time period'.to be covered by'the pro- 
.[jeetion should rest within the discretion of 
management;:and-., ,c,. , 

f. Inclusion of projections in one Commission 
filing should not "l~ 
including projections in-future-{ilings; likewise, 

'~ registrants should be permitted" to'resume the 
~ncluslon of pro]eqt~ons in flling s after a prior 

"'' dlscontlnuance. However, companies should be 
encour'aged n~176 Or,resume:.projec_ 
jections in filings without good cause. 

:"The Statement should remind companies i 
projections of their ^~-~ - ssuing 

' ~ " ~gattons under the 
"Federal securities laws s keep"such information 
fr~ ~Or becoming misleadi,nu and 
projections on an equitable basi~. �9 to disclose 
-: �9 j. _ . . '  . �9 

[:~ �9 -. [ 

ii I: . .  !i i il. 
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Re@ardin@ mana@ement analysis of financial informa- 
tion (Guide 22 of the Guides for th e Preparatiqn and 
Fl--~ng of Registration:~Statements under, the Securities 
Act of i933 and'~Guide~l-of the Gd~es"for-Preparation 

~ ,~ .and Filing:of~Repor~ts'and RegistrationL~Statements under 
: , .the,Segurities Exchange Act of 1934).:. ~,,<., 

Theregui[ement for management ana.lysisishould be 
modified to emphasize that registrants will be given 
�9 broad ,l-at~tude:as~,t 9 ,impiementatign[of~the disclosures 

.... It should~also~be modified to explici:tly recog- 
nize.two:separate aspects of'management�9 analysis: 
(.1),quantitative analysis~(e.g.-,; ~ariaoc9 analysis) 

.and+ (2) discussion Of historica~ fgcts[ .... 

The requirement shoulr amendedt to-,call.for a letter, 
signed by the Chief Financial or Accounting officer 
oft:he'r.egistrant,,and submi.tted.~itheach;appropriate 
filing,:stating that. due regard was given to the re- 
quirement and in particular to that:part which calls 
for the disclosure of any facts and contingencies known 
to management which would make the historical record 
not indicative of. the future. This reguirement for a 
letter should termiOas years after its promul- 

mxss~on. . .-, 

~ n g  mana~ement.~s:-~lans and.-ob~ectives: 

The~[.C0mmission should encourage~disclosure-of 
'Pl@nnedcapital_expenditures and method of;financing 
bybusiness segment.:for~the cur, rent fiscal-~year and 
the succeeding;~four~fiseal~yeafs:indicating: (a) a- 

�9 mounts there0f, related~to, environmental ~ontrol 
�9 , ,.faci,lities;, and~ (b) ~the~expected~effects.on. 
~..produOt~on~capacity.:, ~ -,~,, .> ,: ~ : ~,~ 

c " -, [ . 5.<~ . . " . ' . : . t ' . : . , 

The Commission should encourage dSsclosure~of 
management plans and~objectives. 

Re~ardin~ dividend ~olicies: and capital structure 

The Commission shouid-encburage registrants to 
publishT statements~, of :di~vidend. pol icies .>/'~ 

. �9 - �9 V " .. i �9 

The:.Commission should/encourage registrants to 
publish:statements-oficapital;structure policies. 
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. . . .  " . ~ .  ~ : ~  " . C h a p t e r  X I  .' , ~ , 

�9 R e g a r d i n g  s e g m e n t  r e p o r t i n g :  - �9 : "  - 

�9 T h e : ' C o m m i s s i o n ' , s h o u l d  ' i n t e g r a t e .  t e x t u a l  d ' i ' s c l o s u r e s  

r e q u i r e d ,  i n  C o m m i s s i o n ~ f o r m s  w i t h ~ s e g m e n t e d  f i n a n -  . 

cial statement disclosures required by Statement 
of;Financial Accounting Standa~ds~No.~14;, 

In-developing industry guides,-~the Commission 
should consider: (i) requiring, as~necessary, 
disclosure of both dollar and, where appropriate, 

�9 unit sales of each product'.l~ne'wi'thin'a'segment 
�9 ~wbose tota'l~_sal~s comprised, a.certain~percen- 

�9 ." ~ tage~of consolidated'sales.in the previous 
fiscal yeaD; and (2) developing on an industry 
basis the most effective product line break- 
down for:d~splayinglsales information., 

The Commission should require'segment data in 
-;interim reports; (Form 10-Q) filed, with the 
�9 Commission.. , . [ . . ;  . . 

""~ ' ~ . . . .  Ch~ter XIL ' .,, 
", 4 

~ ng disclosure of social and environmental 
ti0n: :~ ., 

:.The Comm. is@ion should~require disclosure .of 
matters of social'ind envir0nmentaf'sig~ificance 

�9 .only when. the. information in question;is'mater- 
,, - ial to-informed investment.or corporate,.suffrage 

, ",~ "decision-making or- required,.by laws other than 
the securities~laws., The Advisory Committee 
endorses the Commission's;conclusion that,-'there 
are no-broad categories of social and environ- 
mental information, not now coveredby mandatory 
disclosure requirements, that should be made the 
subject~,o~new~Dequirements. , <* - .~ 

�9 ~" " ~ Chapter. XIII 

Re.garding prox[ statement requirements: 

The Commission should require each registrant 
to state in its proxy material or in its annual 
report to shareholders, whether there is a nomi- 
nating committee of the.board and,.if, so,..who 
the members of the committee are. 

i' i 

!ii i 
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The Commission should req91re registrants to 
file under cover of Form 8-K a letter of resigna- 

~-.~-' :. tion received~frgm~ a di.reqtQr~.whgD'~thet-director 
requests tha't the registrant file the lett_e.[~ 

' The ~ Commiss.ion'shouldLdirect~the SEC. staff 
. to review- intensive,ly-:-,proxy ~materials;~ " "~,, 

�9 " ~ "which. contain certa'in'management-proposals:,: ~. 
~- , ' with, a v-iew:to requiring:more 'uniform"and!~' 

adequate disclosure of the advantages and ~, 
disadvantages of proposals which may sub- 

�9 .-stantialiy~affect. the~-intezests of,~shareholders, 
n~-:~" ~including~disclosure ' of~est~imated.costs~of any 

~ '.~, : ~)ption.~o~ eimil~a%~type~planY~nd~tbe~ipossibl~e -~ 
impact such plan may have on,-the;~behawior o.f ~' 
management . 

:: ~The: Commission:.sboul'd- ~equi're ~ issuers to .include 
- .... :in ~ thei.f"proxy ~mate~ials~'a~statement ' of the, 

date: by "~wh.ich, shareholder proposalshmust be~' re- 
"-~ ceived~by ~ an 'i'ssuer ~ in'order., to' be eligible.~for 

inclusion in the issuer's prdxy:materials-~fbr its 
next annual meeting. 

The following recommendation passed:,by a slim 
major ity : 

*';The- Commission should;.develop a package' of ~ dis- 
�9 "'~tclosure requirements that,'taken as a whole, will 

~ ~ streng'then- the~'~bil i~ty i of-- boards-" of "~ d-lrector s 
~s as~ ~ndepender, t, effective monltors of 
management, per formance ~ and that will:.provide, in- 

" ~ ~ ~ restore wlthC a-reasonabl~e understan~i.ng . of' the 
;:.' organikatlon "and rol"e'of;the~board,. "~'~'~,~ ~ " 

There are substantial ~i'fferences of ~opin-lon~on 
.the Advisory Committee' as' to exactly what the 
substance~'of ~ the new~disClosure: requirements should 
be'. ':~ For~:that~r'eason ~, 'andtalSo "~ because the Advisory 

~ Commlttee<has not ~ e hgaged~,in any~'extens~'ve~field 
�9 ~ research~ "relat'ing t& these ~-i.ss"ues ,' only: t.he ~ d is- 

:'~- closure requi'rements~desc6ibe~' above, are, ' '-: 
being specif.ica-l~l'y~recommended~ to: the Commission 
for' ~ad()pt-~oh::" Certain. add:it:ional::proposed ~ disclosure 
requ'frements'are ~included'~i:n ?~ theirs t Eeport~ to~q 
illustrate"'~he ~ general approach";t0-"-the area" that 
the Committe'e~.bel~ieves:-'the Comm-issi6n~-~sh0ul'd consider 
after the completion of. its proposed public hearings 

-' ' on c0"fporate "~ su~fffa~ge %ntis'proxy d.i'sclosure issues. 
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: :  ~ ~ C h a p t e r - X I Y .  , 

.Regarding,further integration of the 1933 and 1934 
Acts____/:, ~ . .) . . , 

The:Commission.should adoptla.single integrated 
disclosure: form to be,used for~.compliance with 
the registratlon','~reporting~and pro.xy solicitation 
requirements. Of the~Securities.. ~ Act~and . . . . . . .  thelExchange 
Ac t . : . , ;  . " f ~ ;  . . ' ~  . . T  ~ , ~ ~ ,  _ :  , : :  

:Registrants should be.classified~into'Levels~l,. 
2,, and 3. (propps@d:definitions:are. 6ffere d in the 
te~t~of..the, report:) forgpur'pq.@es~0:f compli&nce With 
the Segur.i.ties Act. : ,  ..;" ~ ,  ~, r.; :~ ..... 

Level 1 registrants should, bet allowed.to"use-a 
., Form S~16 type shor.t form. registration statement 

for, pr:imary offerihgs~ -Levei-2 r%gistrants Should 
be allowed~to 9Se-a short for m reg!stratio n " 

statement-containing:the disclosures requi'red by 
........... L ..... c u r r e n t ; F q r m . : S - 7 . ~ ,  : ~ . . . ,  , _ .  . , . ; ,  

I n  a n y  e x c h a n g e  o f f e r  o r  t r a n s a ~ t i o n ~ s o b j e c t ' s  
Rule !45.(a,.).: : . .  . ,sL, ' ; : . . : . , . . : . .  :~'~L-," . , . ) . , . , .  

(a) Level 1 companies should be. ailowed"t.o 
:u~il~zezshor,t form registration~statements. ..~ ..... cgn- 

, raining the d-isciosure currentl~ required, by Form 
S~16 and,~certain ~ additi0nal~informatioh:'wiEh:re- 
spect to the.~nature of the'.trans&ction, which 
incorpora'tes, b9 reference"the;company!,s~most 

.'~ecent:pro.xy'or~jnfqr~atign~stst~mg~t'and'~riod_ 
~c reports,jand-,which'~undertakes.~to~furnish such 
documents and:the company~s annual.report to" 

" s t g p , k h o l d e ; s  9 n " r e g u e s , t ; ! ~ . : . ~  ~.:. ~ _~ .~  . .  ,, 

'J~ "(hi Level 2.companies~should':be. all0wed. 
',to utilize regist'ration'statem~ts'ic0ntaining 
the. dAsclosu~e currentl~ reqhlred;by FormS~16." 
and.certain add'itional information withrespect.. 
t o "  the:9'&tulr. @ q ~ . t h ~ . ~ t T . a n ~ k C t i o n  and whi'ch incor- 
.Pgr.A)99 )Y re.fere~cg..)h@.9ompaDy,'~'))@t:'~ecent. 

~, - proxy-orninformation statement and periodic ~e- 
"p0rts,.pro~ided'~ such~ repo'rts- a n d  "the~company~ s 
most.recent~annual .repor,t to. stockholders,are 
furn.i@hed: W~th'th9 prgspect'u's; .~n~ ~ -~-'~ ~ . 

(c) Level 3 companies Should~be..required to 
utilize registration statementscontaining the dis- �9 
closures currently required-by, Form .S-1. 

. 
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: The following:.-rule should be enacted .tO. clarify 
the extent of responsibilities.of off.icers, under- 

~ ., wr iters-and ,others for mater ials -incorporated by 
_ :~..', .refe'rence -in~a'1933~Act ~filing: . _~- ~ . 

~,. , . .... -in de.term'1ning what constitutes reason- 
, ,, ~ ~;-.." , '-able investigation or icar.e and reason~ 
..~.. , ,--.,.: ,:able .ground~for belief ,under..the Secur, i- 

a ~ties [Act .of 1933i,,ofcinformatiOn incor.- 
�9 ,.... . porated.,by [eference into-a~registration 

�9 ~,statement or prospectus , .,the standard..of 
reasonableness is that required ,by a, 
prudent man under the ci-rcumstances, in- 
cluding.(1) the type of registrant, (2)- 
the type of~particul-ar person, (3) the 
office held'when-the person is an officer, 

~. ~ . ( 4 )  the~presence O r ,  absence,of=:~ano~ther 
relatfonship to th6~-registrant~when the 

.,::. _.~ per~son is~a d~recto~ or,'proposed director, 
�9 ,: ..~ .(5) reasonable r~eliance on officers~,.. 

-:- ~;<employees,..and o.thers,whose "dutie=s should 
,. ; ,':have.gi~ven them knowledge .of .-the-par~ticular 
�9 ~.u facts (in,the light 0f.~the-f-unqt.iOns and 

...~: ,respoasibilities,o.f the-particular, person 
�9 : .~' with respect to the registrant and the 

.." filing), (6) the type of under,writing 
,~ .:~,;;,.ar arrangement,,~the:role of ~the par.ticu!ar 

-. �9 - .:,%. .:pe!son~as ancunder, writer�9 and -the ?- e~ 
�9 ,:~ ...- accessibi-Lity~to :-i.nformation -with�9 respect 

~ ~ to:the registrant when the person is an 
,,~,?,. : ~: unde/wr iter ,; !~(.7 )~ ' the -type of ,secuI ity,.. 

-. : j-:~: and (8)~[whether. or not,.with respect to 
�9 .. ins Or: a ,document incorporated~ 

by reference, the. pars person had 
~c. ~,, . ~-- �9 any!responsibil~ity~for ~the,information 
....... :~o.r- "document"at ~the" .time-.o fTth'e-~il'~ng: 

~: from which"it WaS:incorporat'ed. " 

, . , Regarding ,re~__rtin~ requirements .under- the 1934 Act: 

, ,  . . . . . .  - , T h e  .Commission ,should encourage companieswhich file 
periodic .reports on Forms 10-K and 10-Q to substi- 

.,-tute,, ..as official. :filing.documents, the:ir,cannual 
-and"quarterly reports tb"sha'reholders~'- :. ' ,~ 

: The Form ~0rK-should~be,.reorganized Land !th~ disclo- 
�9 ,, sure~LKequirements should, b,e wr:itten.in a way that 

�9 ~will, minimize dupl-ication and-bo-ilerplateLlanguage. 
~:, ,Th e.reorganized .10-K should, Lcontain five sections: 

:... (i), a fact.sheet~.~cons!st$ng.principal-ly ~ of capsule 
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�9 financial data~and a, brief description of the reg- 
iStrant'+s'business; '(2)background.information 

''@hout'.speei:al r.isks or uncertainties and special 
or distinctive~ feitures of.the regtstrant,ts opera- 
tions or industry; (3) an analysis of the financial 

-'statements:and forward_looking:.information; (4) in- 
formation.currently found~ in .Part-II+.of 10-K~which 
maybe omitted;~if~a.proxy statement-has been filed 
'(thi's includes'-detailsCabout.management..s 

!~ security--holdings,,options, remdnerat:ion, and 
'+similam-~ata~) ; and ~(:53: the ':audited ~flinancial: 
statements ~ .~+~, , ~ .~ ~. + ~, , ~ . ~.+ _ 

Rega~din~uncertaint~ in financia~l , statemenls 

In draftlng Industry guldes.for companies.with 
extended operating+cyeles,,:the Commission should 

! cal~"fo6~dlsclosuresCwhich,will focus'on the un- 
+! [eertain~ies're~ated-to cer~tain'.finaneial state- 

' ment, Cam6unts. ,:+Financial F statement disclosures 
�9 called+.:for'by:.the i6dustry!gui~es.should high- 
light':~' (~l')'economic:assumptions.underlying asset 
va~uation':and liabilities subject to.greatest un- 
�9 ce'~tainties;-(2) information'.that.will enable in- 
vestors':to eva~uate-the+=potential:~impact upon income 

~from oper+ationK_resulti.ng from changes in those economic 
assumptions!, and.th'e likeli+hood of'~sUch.changes; and 
(3) "amounts:includedin+.the,cu~rent year's income 
-statement which are adjustments~of estimates in- 
cluded'c:in+p ~iOr~ years,'-income statements. 

R - ~ a r d ' i n g + c r i t e r i a  tlo 6e' used'~b~ .the Commission the  
FAS___BB.in, evaluatin~account,ingstandards : 

The Commission (and the FASB) in evaluating accounting 
Standards,.should consider among, other, things: (I) the 
adequacy of disclosures regarding the uncertainties 
inherent in the measurement process; (2) the adequacy of 
informa.t+ion+~conCerning . . . . . . . . . . . . . . . . . . . . . . . .  the amounts~,and.t,iming., of'histor- 
ical cash flows; and (3) the adequacy of information use- 

"+'~+ .... ~ , ,. ful.in.assessing~the, l i g u i d i t y ~ , ,  i--,~ ~ entity 

" "' '::R_e_~ar~in@:-Differences Between B e q u l a t i o n .  S-X 
and G A A p : : + ' , L L ' . " T  , v ~ ? ~ , . ~  . J+:=  

~ continuing goal + of the.Commission should be the 
''elimin+ationjof rules~of genera~ applicability which 

"'+ :~cause~diffe~ences between'financial, statements pre- 
:- pared ~in aceordancewith 'Regulation S-X.and those 
+ ' "  + +  " prepared in+accordance with+generally;accepted 

,/i i! 
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accounting principles (GAAP). When the commission 
requires an extension of disclosures-beyond 6h0"s% 
required by GAAP because of an emerging.problem, 
the reasons for the. extension and'the+underlying 
accounting issues inv01ved: should be stated... The 
Commission should then ~ask+tSe FASB "t~o-c6nsid4r 

.: the.issue. ~+.,,~[,+~ -+ +c: +:,+: , �9 :, +. J: 

�9 .. ~ . ~ .  Special~,Probl 'ems ~ o f .  Smal l  ,+Companies : 

The .Commiw d hold ~publ ic :hear ings ';to ,:de-~ ~+ 
termine: (i) Whether, and to what extent, the Com- 

+ + mission :_should attempt'te~define,a category o f  

"sm@ll c ompan!es~ for the:put:pose of .requir.ing .,, �9 
less burdensome reporting; ~,(2)~ how,such a+classi-~..~ 
fication, if, desirable and possible, should be de- , 
fined; and (3) if definition+is:possible,~:what ,+;, �9 
reductions of reportingre'quirem6n's +a~re p~ossibl6,-+ 

. . . .  �9 consistent.with the~ PUrP_gSes of the ~Federal, '~ 
�9 .~, ~secu~ities~laws-.~++.., . . . . . . . . . . . .  + ~:~,-,~ ~ ..:~ , ~, .~_ + �9 ,+~ . 

', '~C.~+ .Chapter  XVI I I+  �9 -],~ 

. . . . .  +:, :Re~arding'Dissemi'nation of Fiiin@s with +the-Commission: 

The Commission "should conve r t ,  i t s  f i l i n g  sys tem f r o  m 
a s t a t u t o r y  r e p o r t i n g  b a s i s  t o  a , c6mpany ,bas i s+and  
shou ld  m a i n t a i n  a " c u r r e n t  . f i l e "  f o r  each E'x-change 

�9 ~ Act..!eP0.r,ting comp any,,+C0ntaining th.e +company' s fat- 
-.. : + est [Form 10,-.K -annual �9 rep~ort and .a~l .subsequent ~- ' " ~" 

. 2  ~ ', . .~fil ings ,~ exql uding exhibi ts, "under~.{the Securities~ 
:.~. .�9 Aqt a nd;~the,~Exqh.ange Ac+t+.~..+.~:~,;:/~+,~. �9 9 ~i'"+~'~.-i:. ++ 

' '~ ~-' '+ I' ~ +;.~ ~T~e. 5Commission + shouldj ,r~4quir e, 'public companies ,to~ i. 
�9 ,~+-~+ .,c make t heirT-fil!ggs with. the Commission~under ,the : ++ 

Securities Exchange Act available to the 
publ. ic i  upon: .+r eq.uest:.,,..~i~[L_!~ _+tT+r +L},_~ .... -+. +: . . . .  :.~ , 

~.9_~_din~ Disclosure: to Holders, of .Debt Securities: 

++The ,Commission shou ld  be , s e n s i t i v e . + t o ,  t h e .  i n f o r m a -  �9 
tion+.needs of holders-of,debt~,secur.ities~and, "~i~f, . 

...... 4efic~iehcies are,'identif:ied, corrective action~.,, 
should be" undertaken. 

The+ Commission 'should ~assure that ali+ "comPany re- 
ports available tol.equity holders are availabl, e 
to debt and warrant holders if requested. + 
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Revised Form 10-K* ', 

PART~I:; FACT:~SHEET .:~ .... 

ITEMrI.=~=~ ~ -  "CAPS_______ULEFINANCIAL D A T A " .  : ",~ , 

! (a) 'Pre'sent in comparative columnar form the following 
financial data for the'registrant and its subsidiaries r 
any) consolidated for each[.of~the last five fiscal years 
of the registrant (or for~the life of the registrant and 

\ its predecessors if "less):.. Net sales;:income~from'continuing \ operat/0ns;'neeincomei working Capital; cash flow;" total 
assets;.~total indebtedness; ,and:shareholders ~'$'quity. 

(b) Present in'-tabular form for a �9 . 
~recent fisca]'v~r= = . t leastthe two most 

--~ ~ ..... -ny-operatlng statistics called forby ~ ppropriate Industr,y. Guide(!s). ,> , . . . . .  .'.. < 

2.~ .PRODUCTS AND-SERVICES , [:. . 

Present a list of all business segments'identiTyinu 
principal classes of products and services with'in each 
S~gment. For each reportable industry and homogenous aeo- 
graphic segment state for the registrant,s last five fiscal 
yesrs the .approximate amount or-percentage of (i) total 
sa~es and revenuesi (ii). income (�9 loss) before income 

"~ ta~es and extraordinary items"and .(iiig"-identi~iab~e assets 
attii'bus to each business'segment. " 

I N S ~ :  , : , _  . . . ; : : ~  !~- . , .  

.'II: Definitions of "reportable business s~gments", 
"principal classes ofproducts;and.serv'ices ~- �9 . �9 
asse~s9 etc.. wou'id be' included Th x ; ..... f. identi{lable 
in Ap~endixA "Definitions and'Guid~es"~;~~ 
Industry and Homogenous.Geographic.SegmentTReporting Require- 
ments,, to..the Commission s:Release,on Segment. Reporting (1933 
Act R~lease~,No. 5826) woul~provide~.an appropriate.reference. 

ITE____MM.: MARKET FOR THE REGISTRANT'S-SECURITIES 

') ;State the appropriate number of. holders of 
record Is of the end of the period for which the report is 
filed id the number of shares outstanding ofeach,class of 
equity ecuritles, of the~'registrant and the~averagW weekly 
trading vol.ume dur, ing "the-previous f:iscaL, year~.~, -~ 

(hi Furnish the following information, as of the most 
recent practicable date, with respect to any'person' 
(including any :!'group" as that�9 is used in Section 

�9 InstrUctions only appear in this draft where necessar 
explain modification nro~o~; . . . . .  y to 
all inhtructi~-~ i- ~[ ~ ~=u ~.u are not zncluslve of 
�9 ? .... ,, une revlsed form. A number of existing 
Instrugtions will be carried over into the new form. 

i 
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~(~:/13(d)?(~3) o_f the S<c[urit'ies..Exchange Act of 1934.) who ~is known 
to the registrant to be the beneficial owner of more than 

~::fi~/e, ~ percent, of any <class?of ~ 6he~ r-egListrant's vot'i'ng 
securitie's: (i) the titl~e.'of c~'a'ss~of["sec'urities~0wned; = 
(ii) name of, owner, (iif)Sthe-~total:'numb~r of. shares' ~- ' 
beneficially owned, and (iv) the percent:o-f ?:sz ....... : ~- 
class so owned. Of the number of. shares owned, indicate 
by:~footnote :or-:otherwise ,. the: amouh~ known, to be Shares 
with respect to- which such~ l~i'sted ~ benef'ibia:l-' owner c. - :,. 
has the~ r.ight ~ to acgui~r~e/benefiCial['~owhe'rship., !' as '- -'%'~ ~ 

~,specified'- in: Rule~ l-3d-,3(d)~(l~)i under 'the iExc~ange A'ct..' ~:~- . 

ITEM '4~*"" PROPERTIES-~ " '~ ~'-'~:~': "~% ")'~-' "" :" ':% ';:~ 

If applicable, identify by appropriate unit or class 
of units~ manufactured,'the~ regi.strant~'-s product-ire capacity 
by segment;and the'extent of~:uti,lizat;ion thereof. :--~<+' ' ~u - 

�9 INSTRUCTION : 
.The'l()cation and general character of the. prihCipal. 

�9 plants, mines, and other materially important physical 
t~![~[[.prppefties~ of the "_reg'is~tra,t; .Or !~t-s~ " 9.ub~sidia[ :fen shall? ' [ 

be filed as an exhibit to this report. A list of all 
subsidiaries should~'also~,be filed.~ ........ ;~:/': /' 

ITEM 5.[ 'PENDING~'LEGAL PROCEEDINGS .... ;:" '' ' - ..... " :' 

-'. Briefly describe:, any material~ pend:ing legal- proceedings, 
other than ordinary~ routine, litigation incidental to. the 
business, ~to>which~ the registrant~o[ any of [ its sub'sidiaries 
is. a'party, or. of which .any of-, their ~property.is.the-subject. 
Include�9 name oFthe court: or:agency in wh~ich the ~ ':" 
proceedings are. pending, the. date 'inst~ituted.," the ~ principal 
.parties thereto, a description of the factual:basis alleged 
to Underlie' the' prgceedihg~ aDd~.the/relief 'sought. Include 

,/!.. sim/~la~ "~ infor~s .[ah~i~'~qb!prgceedlngsi<known. to be 
contemplated by governmental author ities. 

INSTRUCTION: �9 ~ ~ ~ -~.. '[ ' ' ;" ~. ~- : ; ,. : - ~ �9 " 

.~:~.'.Registrants" are- encouraged[to incorp0rat~'by reference 
. " any discussion of:,legal' proceedin'gs, appearing in. the foot- 

notes to~ the, financial.- statements, however,.that-discuss'ion 
should be supplemented'�9 information!:required by the item 
but not. + appearing in--the, information" incorpora%ed by,reference. 

�9 . �9 .. �9 -' �9 I 
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ITEM 6. EXECUTIVE OFFICERS AND DIRECTORS,OF TEE REGISTRANT 

~ai L#st -the names and ages- of'.ali, executive, officers 
and directors "of-.th'e[ registrant who have not held their 
current'of'fice"wit~h"the registrant, prior, to the beginning 
of the ~ p e ' r ' i o d '  r e p o t - t e d .  ~ �9 ; . : -  ~,~.  ' . . 

(~)" Give'- a. br'ief 'account;of the ' " " " ' '  - business, experience- 
during the~past five years: of: each:executive officer , 
named in (a).including his. principal, occupations "and 
employment:during .the most. recent; five[ year~ period and' the 
name" and p'rinc'ipal bus~ness o'f any" corporation or other 
organization in which Such occupations and employment z~' 
were carried on. �9 ' - . -'- -~. ....... 

"~',' (c) List the names and, posit.ions-.he,ld'.of.'all ~: 
officers and~directpr s who~.terminated their employment i[ 
with the registrant during the previ'ous year. 

P ARTAI .; ;.: - .~ 

I T E M - ; 7 .  ~ INPOP, M A I I ' O N ' : c o N C E R N I N G '  S P E c ' I A L ; '  R I s K S " 0 R  u N C E R T A i N T I E S  

Describe bylhusiness~segment-those, factors,/if any, 
which reuse'investment in the company securities to. be high 
riskor'~highly speculatli~ e iin nature.,LExamples~of . 
appropriate factors whichmight--he d~iscussed include the 

,absence?of an operating, history~of, the,~egistrant, an 
�9 ah@enceof pro~itab!e~gperations' in.-recent, periods, the.. 

f~Dancial cgndition of the. registrant (including recent 
�9 adve~se~changes therein):,-lack of.management experience 
and the spegulative~natur e of the business in which~the . 

~r@gjs~ran~'is. engaged or.~prgposes to~enggge., .. ~. .~. 

ITEM 8:-"i __INFORMATION ICONCERNING SPECIAL,OR DISTINcTIvE'/~ ' 
�9 :~ ":,.. �9 OF'THE~REGISTRANT,~IS OPERAg~~DUSTRY 

(a) Describe by business segment those dlstin6tive 
or special characteristics of the registrant's operations 
or industry which may have a material impact upohthe'-regis - 
trant~s futurei:financ~al pe.rformance;., Examples, of:factors 

�9 which~might be discussed inc!ude dependence on:~one.or a few 
.majgr~customers or~supp!iers (including.suppliers.of. re w 
materials ~ or probable governmental 
regulati99~,expirat~ on ofmateriaLlabor-cons or 
patents, trademarks, licenses, franchises, concessions or 
royalty agreements, unusual COmpetitive conditions in the 
industry, cyclicality of the industry and anticipated raw 
material or energy shortages to the extent management may 
not be able to secure a continuingsource of supply. 

!: 

l !i 
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~Z.i':'h.~. ~ :'This[ paragraph .is intended.; to provide ~ the~investor.. 
..~ with: background: information~ ~about'-the~industry. and" company 
~n : environment~:in,:which he: or she~- has.~'invested ~to~.the. extent 

�9 s information- is-. distinqtive: or~ unique~ to, either, the. ~ 

PART III ,5"~g-" ,~-'> ;~.:. .:~.*~:~!. ~ 

'; 'ITEM..9...'_. MANAGEMENT~ ANALYSIS-OF~ 1 THE FINANCIAL~STATEMENTS 

Provide an.analysis:: f0r':.each b~siness- segment of: the 
r epor:ted., f:ihancial< sta6ements: Which:~:( 1 )~ will.~ enabler investors 
to understands: and..evaluate:material-~ periodic changes-:in~ the 

i: var'ious~.item's~of the reported 'financial.statements~. and..(2) 
,will.. enable investors: to ~ relate~ the; reported- financialL state- 
mentsz, to.'. assessments/of., the:. amounts:, ~-t lining and~ uncertainties 
of future cash flows for the~report!ng entity'~. ['-'-'.:c~ .'." 

INSTRUCTIONS:. . . . , 

I. The analysis of material periodic changes (a} should 
explain material increases 0rcdecreases-~in discretionary- items 
such as research and development costs, advertising, expenses, 
and maintenance and'repair expenses, and (b) should break down 
variances into components, such as the. amounts-by which changes 
in prices and changes in volume resulted in a material change 
in sa.les. . . , 

2. The analysis should focus on facts and contingencies 
known to management which would cause reported financial state- 
ments, to be not indicative of future, operating results or of 
future financial conditio,. This would include description 
Of and amounts of (a) matters which.will have an-impact, 
on futurs operations or financial condition and have not 
had an impact in the past, and (b)�9 which have 
h a d  an_. impactJon~reported.tfinanc,ial statements and" are~ 
not~. expected. ~to: have~ an.: impactu upon4 futureaoper at ions~ - 

The form and content of disclosures pursuant to this item will 
necessarily vary among registrants and will change from period 
to period for the same registrant as circumstances change. In 
general, the disclosures should be similar to that which the 
chief execus officer might, prepar e for the board of 
directors of a company. Both quantitative analysis and 
narrative discussions are important. 
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3. Voluntary disclosures of projections of future eco- 
nomic Performance<and of futufe financial condition, and 
voluntary disclosure of management's plans and':'objectives 
may be included as part of this analysis. Sinc~ management's 
projections,.and plans .and objectives wi~ll, inevitably reflect 
some ~ amount of managements' s biases,;, it. would, be ,desirabl'e to 
disclose the: major,assumptions which Were-made:in developing 
such projections,uand plans and~objectives;:however,.dis_ 
closure of assumptions is not required:in conjunction with 
voluntary disclosures of projections or of management,s 
Plans.and obj:ectives. ~ �9 .~,: ..,. 

�9 ".4,~ -Registrants~lare-encouraged,r,.but~not required, to 
furnish "for'~each-~b'us~ness.;:segm'e~t~ a'~descr, i'pt.[o'n- of planned 
capital expend it u'r-e's-~h'd--'f i~a~c i~#- f6 r--i~i- )-. s h-e- ~ u r ren t 
fiscal year-~and (2')L,the succeeding~ f0ur,:year per'lode. If 

< "., :~this:' information~ is~ furnished ~ ".it would" be.desir able-: to; 
~ndisclose-the amounts~.re.lated:~to environmental~control . . 
', ,! faci'l'~tiest and., the~ expected �9 upon production capacity, 

�9 ,- :and'.to~,furnish~an:analysis'~of differences§ thee_most ,., 
' recent/fiscal year,~between: previously:d;isclosed~budgets ~ 

a n d  actual capital expenditures. ~. ~ a~'::[i .... =~ - : , .  -;. 

PART IV: "Part II of Current Porm 10-K* 

. . . . . .  PART" V~. v-, " ~ F i n a n c i a l  statements*- ~'~.:'~i . . . . . . . .  :~ ' : '  - 

�9 Parts,'IV a n d :  V~,will remain:'substantially.the same . 
�9 as; an theu-current Form 10-k; ~but~ seevrecommendations:..: 
regarding proxy statement disc-~su-~-6. (Chapter.xIIi)~, .,:, 
and. financial statements (Chapter. XVI) -' "- 

i'/ ~ i 
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DISSENTING STATEMENT OF HOMER KRIPKE 

I strongly support the recommendations of the~Advisory - 

Committee with respect to projections and other softinfor- 

mation and with respect to monitoring. 

d i s s e n t  f r o m  t h e  r e m a i n d e r  o f  t h e  R e p o r t .  X h a d  

intended to �9 the Report and express some reservations. 

But after a majority of the Advisory Committee adopted the 

Introduction as its own, as described below, my views must 

be classified as a dissent. 

E@rly in the AdvSsory Committee's history, at the 

October 1976 meeting, the Committee determined that it 

believed that a mandatory system of disclosure run by 

government is necessary. The minutes state that these 

determinations were to be enlarged upon in the Final Report, 

but the manner of enlargement was not indicated. I consider 

these determinations to he trivial, as explained below. 

In a series of memos to Chairman Sommer and to the 

Committee before and after the October meeting, I tried 

t o  i n d i c a t e  t h a t  a b l a c k - o r - w h i t e ,  a l l - o r - n o n e  a p p r o a c h  

to the evaluation of mandated disclosure was inadequate.* 

After its May,.1977 meeting, which was supposed to be its 

last meeting, at which substantive matters were to be 
- .......... L. . "_L". ...... ." 

considered/** the minutes repeated the same ~determinations 

* : S e e  also mgJarticle,/.An'~Opp~Ortunity_ f.o!.!Fundamenta 1 
, : - T h i h k ~ n g - - T h e  SEC's~Adv~sor-y,Committee'-on'~Co~-p~a_te 

"Disc~losur e, ~'N'. Y. L. J. ~Dec ~:~13,- 1976 ,' iepr infed'.in~SEC 
1977~(N2Y. Law'Journal Press,~97q)~ : .~.~, ~ ~ .-. 

** It was eo~ge:foZlowe~ 'o~ly'b'y:.~a - final~'meeting to ~ 
consider the draft of the Committee's Report. .~ 
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plus an approval of the-SEC as the-governmenta.l' ..'. : 

agent, ,in explanation of the Committee's r~efusa~ ~atl ' 

the meeting of my request to discuses: thee subjec~ fuE!ther. '~ ' 

�9 Taking everyone's good faith and good:will" fo~:[granted ', 

I hsve~ tried to understand the contrast between:Sthe'~above 

sparsely expressed attitudes'of" the Comm'ittee" and" its'~udden 

loquaciousness on, the sub'ject in the Introduction t'0.the '~': 

Report. I conjecture that the original a'ttitode was .due ~" " 

tO a confusion of the efficient market'hypothesis r' : and other' 

new i n s i g h t s  o f  economics:.which wou'ld 'leave room;fo:E~'a 
s e n s i t i v e  apprai, sai of t h e  c o s t s  a n d " t h e " b e n e f i t s ' o r  use d 

fulness of'~the Commission's mandat4d disclosure system, ~ 

with the-Stigler'and Benston theses, 'whi'6h a~e ' :~" "" stated on 

an all-or-none basis and require merel'y a corresponding" " " 
7 

response.* Thus the Committee never went beyond �9 'the" t: ~: 
;:'.t C . : " r : 

conclusion that some mandatory disclosure Was'need6d ~' to "~' 

the question "How much?'. 

~he determinations recited in'Octob'e'r, 1976 and ....... " 

repeated " i n  " M a y ~  "i977 ' ' t  " :  . . . . . . . . . .  are in�9 o p i n i o n ' t r i v i a l ,  becau'se ~ 

they merely reject StiglerlBenston~ "~They.do'nos 

tbe real . . . . . . . . . . . . . . . . . . . . . . . .  i s s u e  " o f  ~ a n a l y s i s :  o f " c o s t s ' a n d  b e n e f i t s  " " "-;" " ' ~  
, j  , ; 

* Cha'irman~sommer .... . ~. .: :- , ... , of the Advisory'Committee" ' " 'seemed to' be 
-. particularly concerned about the Stigler and Benston 

wrftings'while-he~was~a~ CommlssionerT- See Sommer; -- 
- ~'Disclosure in the, Stock-Market: The Other 
.Side,~ress befo%e the .COnference Board, New York, 

~Sept..27, 1973,.at~5.~-He,ailuded to;them;again'in 
explaining'the PUrposes,of the Advis0~y Cqmmis163 
Sommer, The Disclosure Stud~: What Is It? Address 
before.t~e Midwest. Securities Administrators, 
February 17~'1976~ ,,: .... . . . .  : 

. i  ~ �9 �9 

i! : . 

�9 

k ' " 
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The Committee's sudden willingness to discuss the 

subject at length in the Introduction has, the.,.,.~ ~, 

~=~CTol~owing background:-~'~.~ ~:!. : .~ i!'~., c~ 

: -~During thee:mummer'of 1972.-I drafted.,, to, accompany 

'- :-"~:~ my signature to~.the~ Report.,' Some. 'reservationsr.whic h- 

�9 ~;:c,..-~:. expressed,~:somet.cost/benefit..hypotheses:.~.~During: the same 

�9 ~'~' period, a member Of 'the:'.Advisory ~Committee' was drafting th�9 

�9 ~Introduction, .which~--developed: tnto~ an- advance~ rebuttal of 
. < - �9 

~: my views. ' His-'firs~t~draf.6~wals~transm~itted,:to. Committee 

i:.,:.~ members on~,August: 31, 1973 ; . At~ the~ final~.:meeting:.of the 

~:. ~ ~Advi!sory: 'Committe[e on .September~ 6 ,['it, was:.understood that 

'~.. -~-~the 'Chapter, would be" ,redrafted�9 I.t �9 .~esubm!�9149 on 
@ 

~i[~u..~October .13:..'-:~It, was made ~the.subjec~t of~ a mail., and' 

zJ~'q ~[-~D telephone~ vote ~,~in .the" l'ast'/two.' weeks~.before ~iling :of the 

~: ~ Committee' s Report ~u "It ~ 'received the 'concur.fence. of a 

~:.ma-jor:ity but- not! a'1.1, of those%voting:..' ~ ~ ' ~ .. 

The'unsoundnessof. this procedur:e~-does not necessarily 

~-~ mean .that~the ~substance. of'~the .intrbductijn~ is; unsound. 

" .~he- ~Zntroduc.tion' is ~ stated~ to= be:a "statement~o~. reasons for 

[propos,itions:,essential;lly 'simila'r :to:.the [de'terminations of 

......... OcA_ob~e[ _1976 " a_n_d M@.y 197!. , b_us ,prefatpxy_:!99a[.k s tJ. the 

,"~ ~ Introductioni state ~ these~ pro'positlons .somewhat~i d iffe[ently, 

-~ : and add. to,:them a:[r~e.jection>'of'.[the ~ rel<iabi,li'ty of market 

forces .'-~. These: r emar ks; were, ad(Ied: ;thi's ~la'st, weekend. 

~. Most�9 readers 'will'+ a cce'pt-the Introduction~s opposition 

to "dismantling" or "elimination of" the disclosure system, 

which is an absolutist rejection of the absolutism of Stigler 
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and Benston.. ,~ . . "~ . ,: .~.. : ~. ~.. ~,:. 

The reader will find cause 'to.marvel.at .the Cgmmittee's 

fervid re~ection of the possibi~ities~of voluntary 

disclosure in, the. issuer's se!~:interest, .in view of the 

�9 opposite~views attributed' .to -the Commission by; Commissioner 

Sommer ~n~ explaining the~purposes of the .creation-of the 

. Committee: ~";We recogn~ze-that~,~even were,~there no~SEC 

requirements,J most~ companies wou;id: find :it desirable to 

disglos.e~,ex~tensiKe~ information to their Jshareholders and 

~the. investing world, in.general."o .S.ommer,, The Disclosure 

,,' Study:'-What �9 Is.lt?, Feb. l:7,,197:6..:The, reader~m&y also 

wonder, why the Committee. rejects the" remarks of itsjstaff, 

~whD conducted~,extensive field interviews, and in:.its. Chapter 

~X uses, language:supportive of the Commission'.s, not. the 

Committee's, views...~.But,:the Committee claims,,that its 

conclusion rests on it@ own research. ~,.~. . ~c 

..-~ On the paramount issue of.;costs and benefits, the 

�9 :Introduction (and,the-remainder of the.Report), remain 

,�9 essentially s.ilent.*- They reject-the, possibility of 

* The Digest of.the Repor~t~ in, draft form supplemented 
its brief discussion by asserting: " . . . subjective 

.... , eonclusions:abo.ut cos~/benefit tradeoffs~,underlie 
the recommendations found in.this report~" The 

�9 ,. �9 ,conclusions,, was. changed to."perceptions~ 
because one member'of the.Committee wrote the. 

.. staff: .~We really didn, t'have-any discussion of 
cost/benefit tradeoffs for most of our recommendatiens." 

L 

r. 
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a useful cost/benefit analysis by this Committee,* 

although the Committee's charter adopted by the Commission " 

(including the Committee's Chairman, Mr. Sommer, who was 

then a Commissioner) includes the following: 

a~'u"'~ "-. " .~ (B)The" Comm'Yh'tee'-s~objeh'ti�9 ~are as. i 
follows : 

2. TO aSSeSS the costs of the present system of 
%s~i~ ,,-,~..,.~.. :c'orp6rate. diselo'sure" and-fo' .weigh thdse.~costs 

against the benefits it produces; . . ." 

-An' under~lying -as163 "l'i~e~.ithi:s~ musts-have been 

-9:~"~r e-sp'0nsihle?'fo r ~the~'frustfating .histor.y~descr-ibed~"above. 

5~-' "'~'" I"r~e~ect' this "defeatism~ "I Cdo,-h~i6', .how6v@r~,i_use~ this 

~a. : forum.~to setffOrt.h.my~bwn v'iews,?'b~ecaus6:they-are still. 

2 ~- ~ind iv.id ual: :hypb~s s e s u n tes ted. ~b~'Cdmm itt4e/:d'isc us~sion. 

-~u~ :iThe~spirgt'of~theltimes':s~ould~ave'pred~udeds kind 
of evasion of this question. See three articles on 
Regulation in the, quarterly,'Th%~PuhUic Ihterest, Fall, 
1977. In one of these, Nichols and Zeckhauser, Govern- 

"~ ~L~' men~-Come~ to t~e'~W6~k~la~c'e ~'-'~An. Assessment 'of OSHA~, d. 
39 at 58, it is said: 

"OSHA has steadfastly refused to subject its 
~:o&c.~,~;;~-~,m-: ,u~ .~.- standards to?aHy kgnd:6f~henefits s, 

repeatedly observing that there is no widely ~ 
"~ ~;~'~" "~-=~ 'ac4epted~meth6d':'fdrha'ssig~ing'dollar~val.ues to 

improvements in health or longevity. While the 
?':~ ' ~" ~C6bserVatfo6~gs'6orrect,'~OSHK's~attempt~to use it 

as a justification for failing to integrate 
~ . -  _-~ ... ~:v c6nsiderati~66st-o.,~-both~costsZand~benefits into 

,its policy decisions, is'not. The rationale for 
n~ ~:~[: ~ v ~,a-.governme~rinte~v~ntion~in.s of. workplace 

safety and..healthis not that costs should be 
.9..~ ..~-~ -: dfv6r-ced from:be6efits,'but rather~that'some costs 

and benefits may be misperceived by, or are not 
~n.? .'~:~=' :~- ~ borne~by, private~decisionCmake~s.~%~- .'u 
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I hope to a d d r e s s  the subject at a future time. / 

As to the remainder of the'Report: : / 

Of Course, I "do nos dissent from s :Chaptefs Written 

by the staff �9 and containinq the 'res&itS of it~/field study. 

I do note , hgweqg<, 5 how littl@:,ithe:[committee,/& conclusions 

rest on the field study. Indeed, examination'of the ,, 

Committee's.. minutes will. show that'all. ,., of -the, Committee's / 

important, conclusions except.the Introducti0n were reached 
, 1 

before the results' o'f s available. 

I-have Iong~Dxpressed my reservations a to the 

~ Commission,s delegation of ~its author,ity ore [. accountin@ 

principles t~ accquntants'.ag9ncies, ,an d ! dissent from the 

".proposed enlargement of this delegation by subordinating 

the CQmmissionts ~requirements~ on accountin~ d~sclosure 

to those.~, of the FASB..,__ Until recently the Commlssion.s 

: s p o k e s m e n  had c~aimed ,that it was~,retaining ~hia juris- 

diction:,fori6s61f. ...... , --'" '"" 'i 

i" _~?c d~s-~s-eDt i_E.rom the ~qrtiqn.s o f  ~he Rel~ont. ldealing 

with new additional disclosuresandwith revision of the 

forms..-,It is ' not-;so much :,the 'detalil:~0f .,these recommendations 

, ,which concerns me. On'~questi~ I am willing .to 

' "~7 ' / 
submerge my.own-~4iews in de'ferencest 9 majority views. Many ~ 

of the~proposalslhf,the committee is dedicatealan a 
............... able staff 

,to whom I am,grateful, are me{itorlous. 'Rather, my objection 
"' ' �9 I 

concerns, the'priorities pursuant t0.which the Committee 

devoted Somuch of"its'time'and'energ'y {0 these matters. 'The 

! 

[ 

2 
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"<-'regular staff:of the Commission~slcapahle and:energetic and 

''- haslbeen engaged in~producing~new,disclosu~e~require_ 

r~'~ '~ments~:and revising~the forms~on a continuous basisrfor 

~ =i'over~'40 yea~s: The~regular staff is presentlyfin'the 

c2".~-.midst of'a'~period ofogreatsproductivity, propos~ng~new 

~ ~eguirements and'~revision~of~the forms at, an astounding 

eci~L~ -~ratejJatsleast supP~ying~a~l';of/the~demands~ofrthe%market. 

What the Commiss~on~did nott'need-~was a second ,shift-of 

~uz~!special�9 andlan~Advisory:.Commltteezof~volunteer 
\ 

�9 ~2 " supervisorw increasing:this,.productive~act• 

:~'-normalSlevels%-~while,~the~Committee~was,fai~tng,~and :; 

refusing to discuss the.fundamental.problems.. ;~,~%,: 

What the Commission did need at this time--and what 

I thoughtwas called foreby the the Advisory Committee's 

charter--was a broad-gauged consideration, with an 

adequate perspective, of the usefulness of continuous 

maintenance andenlargement of the detail of the mandated 

disclosure system, especially for established companies. 

In my opinion.thls would have involved a sensitive 

consideration of (a) the present system of costs of dis- 

closure taxed by the Commission*on issuers for the 

And its delegate, the FASB. The heavy tax on 
issuers for the cost of segmented accounting 
disclosure was levied by the FASB, a private 
agency, and enforced by the Commission without 
any initiative or independent consideration of 
its own. 
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benefit.of secuDity~ana~ysts,and the public (like tr, ans- 

fer pa~ents~taxes to fund~welfare); and (.h) the limited 

apparent benefit.of: the-system in the light of.the fact that 

it is'past-orie,ted and necessaDiiy.firmroriented,.while it 

~becomes~isereasingly apparent that the~macro-economic events 

bombarding:our times overwhelm, the detailed disclosures of 

�9 .~ the indlvldual~company'in;their'impact on[securities selection 

considerations and ontsecur~ties:p~ices; . ~ , 

�9 ~~The~.Report~shows~that the~�9 

or even attempted this task, iand--the..Int~oduction ~hows that 

the Committee remalned, fixated to..the.~end,on~,an all-or~none 

approach tomandated~disclosure. 

i 

.L 

U~. ~ ~ ~ 

H o m e r  Kr Ipke 
November 2, 1977 

. i  _ . .  

r ~ 
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,:..~ ~ ~- SEPARATE STATEMENT OF ROBERT A. MALIN 

~Perh'aps owin'g to' "thee; Compos'i't"ion o'f" ~he; Commfttee' s 

membe'rship, i/President"F6~rd's and SEe Cha~rman Hi:iis "~ "~ " 

i ~hai'lenge%i~o 'seek pract~ic'al method s" t'o:"de'r~gulate have 

gone largeiy'~'nan'swe~ed '. ~ inst~ad/~man~y' on ~he ~' Com~i'ttee 

have prop0sed increa-s~e~d"~reguiati On ,~ notwiths's c~lear 

evidence that the cos't'S' of ~the ~ Curr~nt" m'anda's 

system ohtwe*igh its behefits-~ ~l:'~n ~ ...... < 

:~ : The~:4ar led; economic' "~ '~ ~ 'for'ce's&operating in "the ~ "inve'&tment 

markets act to produce inf~&rma's So broad and ~apid 

s='sys'tem of corporate disclosure is h'ow l'irgely 

s~pplementary (although arguably crucially supportlve). After 

r egu-lator y requlre- 

mens point of diminishing returns in terms of value to 

investors has 'long since been passe~':/~I't is time'~to%altempt 

"~ ;" "modeSt" deregulation'~:' ~A"%ew exfimp'le's~may~'suggest - &ome 

practleal approaches: 

~'~'~'~'~A~tomatic-"sdnseh"'. ~ Most of the SEC's present and future 

:~ "disclosure rules:~couid h~made sub~ec ~t~'s149 aus phase- 

d0wn drT'phas~-'ous process; thus tlme alone c0uld r'id the 

and/or "uipr6dhStive disclosure'requirements 

process w6uld allow for necessary ad3ustment and 

exper imentat ion. 

~ll. i, The"Commlttee has many dlstlngulshed,representatlves o 
...... ~ s ~codntfng-A~d'academi6"pr0fessions; however, 

neither corporations nor investorsaresufficiently 
represented. 
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Filin~:ireviews:':SEC:staff.rev.iews_of:registration 

documentsgenerally add importantly to the cost, but 

contribute very little of investor value. It is clear 

that most ~orporate registrants (including their counsel, 

accountants, investment bankers, etc.) exercise sufficient 

care ,in registration document preparation to justify 
/ 
~nvestor reliance without SEC line-by-line Scrutiny~- 

Economic ~ustification: The SEC could adopt rigorous 

c~ tests to prevent the adoption o r  

continuance of all but the most basic disclosure require- 

ments, unless demonstrable economic value to investors 

exceeded associated costs. This would cause the focus 

of mandatory disclosure to. shift towards clearly evident 

investor needs and help slow apparently irreversible 
regulatory momentum. 

Accounting disclosure: The FASB has already proven it- 

self both capable a n d  willing to deal with accounting 

problems of both principle a n d  disclosure. Furthermore, 

it ~s amply sensitive to investo~ needs. The SEC, without 

ShiEking its statutory obligation, could largely remove 
. . . .  �9 - ,  , r  

itself as an accounting rule-setter and enforcement agent. 

Certain proposals for increased mandator dis ; ~ ,  . . . Y closure 

merit brief dissenting comment: 

, 2/ It iS WOrth noting-thatcourt decisions against 
corporations for mas misstatements 

.... :' 'are~extremeiy~rare. .'~ " .~:,:',-~ . u ~ ,: 

i:i 

j( . . . .  

t 

,{ - 

{; 

. ' } :  
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Segment reporting: To increase the extent and 

complexity of already burdensome and sometimes artificial 

segment repQr~ting cann'ot be ju~stified in: terms iof -investor 

�9 need or use; if investors require .fHr~the~ ~ segment ~ ,:, ~" 

information their market power can produce~ i~t:.~r 

. sell-side analysts~ must continually press~for increased 

SEC requirements, in this area. offers proof that~the �9 

market won't voluntarily pay. for it 

. Industry'guides: The beguiling arguments .for the 

development of specialized industry disclosure guides 

(elimination of irrelevancies, uniformity Of require: 

ments, user participation, etc.)~are, only, a mildly. 

deceiving veil for what are obvious~proposals.for 

increasingly complex�9 and detailed regulation For 

decades, registrants have successfully.applied the. 

SEC's. disclosure rules to the-i~ specific cir'cumstances;. 

an additional overlay of specialized.guidelines will 

only make that task more;difficult.and introduce .super,- 

fir i a l  and ~%is~e~9 ~ , g , ~ t ~ d ~ . ~ d  ~ ~io, . .~: , : . :~  ~ . ,,,... ; ,  

�9 Corporate "suffrage" This concept, however.. 

appealing to those seeking various social objectives, is 

usually meaningless to investors seeking to obtain 

economic return. Some social .issues may involve major - 

economic consequences, but the corporate ballot box. is: 

an awkward and .inefficient means of dealing wit~ them. 

The solid improvement in the performance of corporate 

�9 ; , 9 "  
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directors ~ throughout American i"dustry--is--c'onti~uing; the 

-extent:to. which~proxy:'{tatemen~'disc~osures, prb~bsed:by 

" :the Committee :ean~:~ntr~ib~te-~to s manffest progres~: 

is uncertain'a~�9 ~. ~,: ...... . ~. ...... ~.:, ~ ..... 

.... ~orecas~da~a~ ~i6~-respo:nse t~'inv~'s~br~'demahd, -~" 

cdrpdrations' ~ften" vold, tar'i~y d'i~iose~a~iou~-t~pe's bf 

f~ data~{'tha6managements~'ar:e "presently: Precluded 

from doing so under the'SEC.,:~mandat~{~selosur~s~stem 

works~ai~lear:'~iss6rvice uponinvesto~si~_.But~:~'.permit 

and encburage ~regist~ra&t's :~s provi:d~ ~orecase:h~ta~'~ , 

within'a set'of tightlg"admini's'terld"mand~t'~ry~.&U~ide~, 

lines"4~ das is' "[ 

inherent}yUd~fficUit t~ d'issemilate; maximum 

flexibility Ought t%'b~'ill0wgd'f0r"~4~e�9 �9 

"safe~harbor"~rule'wili offer managei~hts andande[writers 

scant c6ifOrs149 ~the~c~irts~ . "i ? 

"Companies and {nvest~i ge"6raily;agree~thlt 6~e":" 

Phfl~176 fufi disclos~re~have �9 

facil~tated capital raising'and invess 

But th66~h[% PraCtical;:ec:~nomid.-~olsidlr~ions involved 

-in (:a') complying'with~'~ailed'a6d'[compl:e~, requ~reme&is and 

(b) ma6• of:infor~at"fon-Vso r6pof'ted~" The SEC'%'~well - 

e~rned r~put~i0n' foE~prof6s~i0~afigm and ~fairh6ss~i~twith- 

standing, 't~6:man~athry~iscld/h~e s?sh~i~ft~'ad~inisters 

needs'rigorous"pruning,'not n6wgrowth~" ~ :~ ~" ..... ~ ~ " 

~ : ' ~ ' ~ ' '  ' ' ~ . . . .  ' ~ "  " R o b e k i  A . ' M a l i n  ~ ' ' ' "  ' "  '~ 
O c t o b e r  5 ,  1 9 7 7  

-3=c-. ...... 

- , ;  ? . .  

17 :~ �9 

!2 '  " 

) :  
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..................... SEPARATE-STATEMENT OF DAVID 'NORR ..... 

(Ro@er Murray Concurs a s Noted Below) 

, ~ h u ~ u ,  "" , I n  v i e w  o f ~ , t b e ~ " g r e a t ' ~ ' i m p o r , t a n c e , , . o ; f ~  t h e ~  s u b j e c t ,  a n d  " t h e  

l-imited~occasions on', which > Disclosure! is, .given.~ a~ thorough 

~,reviewJ,I~wish',to~'se,t-for.th:cer,taLin o bser.vat~ion~:~.~l .~,~ 

�9 zo~i o i'~.:~ ~ The, SEC '~should r e'quir, e- a~2~compdlsor y~ educational: program 

for all anal~sts~.[z,.. ~. ~:~a ~q~- ,~ :o ,. .~;u ~.~ ~,~ ); 

Jd%~ In- preparing: f inanc ial, statement~ ~ for~ soph istieated 

investors there is an assumption's there' is a=~@~/,.gelclass 

a,of'~ w.ell~informed user~s.i.,.Resppnses.,-from cers " 

i~.and ,r,egi, s~tered~representatives indicated .ahunggr~ fgr "- 

. ~'~;f,~.educat.i~n&~,In~ o rder.~ to~ assur e~ an,., event.handed9 appr 9.ach to' 

.:e~i2udisc%6sur~,e, effhr~ts~, sbould~ be, made~,AO ~ssgr~e COrpprations, 

,ar r~egistered~ represe~tat,ivgs .zand: i nd~iyidual 

y,~investor s ," that. �9 tbe.~,user~.is: well e.quipped to: hence fit ,from 

the intense level of disclosur~e_,beamed~a,t~.,him,~ .,~.-~,, 

There is in existence a volun,tar:y~.tes~ting~andLcertifi- 

:.L~ :~ca,tion~ pr.og~.am, ,Char.ter.ed~ F~inancia'l,~Analysts .~. ~ Response : 

~i J -. ove r-many~ year sl h asu no~t~ been! overwhelm ing:.~ The-, @[ogram 

n.. shg.u:id~ be2 reexg_m:ined ;i,,i.f9 foupd s a:t~igfactg!,y: i~ .shouldabe 

comp~iso~u not sat.isfactory~,,ea, substitute program�9 

?sho.u%d. be~ d.egig[~ed~..for99na:lysts. ...,~,~,,:~,: : �9 ~-:~ : .  , - .  

This~ is des igne~ ~ to 9_ssure~ that th9 s.ophi_s~ti.c.ated: user 

has been exposed to substantial de.tails~of the -latest 

accounting theory, economics and portfolio policy. 
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2. p[oxy Statements should be stapled into annual reportn. 

Proxy statements are all too often ignored by investors. 

One way to put the "disinfectant of sunlight" on proxy state- 

ments-'and give them greater.~,visibility would be ,to include 

them in,the annual report. AS of now too few analysts 

are famillar with,proxy statements of, the companies they 

f~176176176 ~ not, 

it seems, unduly burden reporting companies.. s .. 

3. Information in lO-Ks should also be' found in annual 

" ~ re_~orts. - :,~ �9 .: ,:• . 

There is no excuse for'~excluding, as~i.s the current 

practice~, important~investment information from the annual 

' report. The annual report is the-basic investment, document. 

To;put4added .information in the 10-K serves no purpose other 

than creating a class of proofreaders searching.for new 

tidbits. All the data of concern should;'be in one handy 

place. M~..-Murray~concurs., . ~ : ,  , , 

4. Segment~Reportin@ . . . . .  : 

=No subject is more.'important,to~investors than segment 

reporting.,, Bu,t~lO. years after the SEC first ~ssued "a,,call 

~for,this method,of, disclosure conspicuous gaps~.perslst, in 

the information available'to, investors. The Advisory:, 

Committee recommends that the SEC requ~ire .interim=reports 

to include segment profit data..�9 Th:is would result in 

significant improvement. . , : , =  ~ 

' f .  : 

' i  

c . .  ., 
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~- Several other reforms~are'necessary,~howeve'~. First, 

where significant variations;!{n 'tax'rateS exist-, '~segm4nt 

profit data-on'an ~after tax basis and after-all=allocations 

~should be reported'. This'is the'()nly'melaningful'way to 

~ disdlose::operating results" and- woul:d ~emedy a significant 

~omissi'on 'in ~SFAS No ~" 14. ~" �9 "~' ~ ~ " -~" 

�9 ~ Second, ~SFAS-,No. 14' pr6vides a'n exempt ion ~to fntegrated 

:,companies .% Where there are separas markets and'diff'erent 

rates of profit and risks in these markets, failure tO' 

rTequiTe'segment report in'g~ighores'investmen~t realities. 

Segment disclosure in the-a'nh6a-l'-reports should be monitored 

by:Uthe SEC ". 'I'f SFAS~ZNo. :I~4 fail:s:~to ' result i6' .meaningful 

d fsclosure in :s eh'emical'~i pape'r ~ m'in!i~ng~ to il~'[and ~oth'er 

integrated industries, the :SEe'.shoui.d remove 'the exemption 

granted integrated compaHfes~.iu_It!-sh0uld.tbe no,tedl~,that ~ 

Pres%ideht Car.ter "ha's cal'i'ed" ~for;.si'gni~ficant ~ segment reporting 

�9 �9 ~Final1'y, :it'remains, to" be seen'~how;management and 

accountants' :wil~l ~tnterpfet ;the 'fb~eign'~ segme'~i ~ re'porting re- 

quirements of SFAS No. 14"~. ~" The'ie dfsciosd~e's should b'e 

monitored in :the annb~a:l~'~eports for ~1977~.icIf" foJnd inadequate, 

the S,EC should t st'udy d'i'scloshre'~ t~ alr'ea~dy" m;ade/: a~ywhe~e in the 

�9 world,,'with:a~view .tO,'~incorporatiS'g that~p'rofit data in a 

summary table in ~ the an nua% 'report~, ' on the basis of GAAP. 
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Thus, if a local affiliate has an annual report 

available in German, another has,a..repork~avail'able in 

It~@lian, if-a loss is reported in,Sweden, if there.is a 

filing.with a government agency in Japan, if there .is~a 

.. response to a Fortune 500 International request, if Fr, ench 

bondholders receive a prospectus with French results, if 

. there is .a filing in the UK under the Companies Act, 

. t hen  a l l  t h o s e  i t e m s  s h o u l d  be r , e c a p i t u l a t e d  i n  t h e , a n n u a l  

report. 

No.tg, that this data ks :now publicly available. The 

:. results should be adjusted to .GAAB in prepar-ing the 

c~ U.S. report.~ ~ : ~;-, The .... FASB~ , ....... failed to cons{deE 

this. The SEC should not ignore the.�9 information , 

publicly filed around the world. 

5. ~ Cuttin~ through the detai]. 

�9 . Wallace Olsan of the AICPA raised this point- in a 

Speech a year ago. What can be done to simplify the 

proliferation of footnotes to, tell the essential story? 

F o r e c a s t i n g  is: c e r t a i n l y  a, s t ep : , ! n  t h e r~gh t  d i r e c t i o n .  

.Ace t h e r e  other..., ~ .m~ t h a t - c a n ,  be made? 

The, p r o b l e m  i s  r e a d l l y  e v i d e n t  i f  one  c o n t r a s t s  an 

i n ves tmen t  a n a l y s i s  wi th.  an annual  r e p o r t .  One ' is ,  

histor, ical, ,~and~,, ..... the other analytical and, future oriented. 

Regrettably, the Committee did not address this issue,,~ 

adequately. 

David Norr 
November 3, 1977 

�9 'i ~i ..... ~ 
i- 

k ~ ..... 

t.~ �9 : 

? 

D-65~ 

.~t " ~SEPA}~ATE STATEMENTyOF~ELLIOTT-J~-WEISS ,.i . ~ 

...... t.I express my C o n ~ c # r n ~ a b d d ~ . ' [ h e , , . s e c O n d : s e n t e n c e l .  . . 

of the~Comm,itte~'~s recommendation' pertaining ~to the 

6bj ect~ives :o~.~the,;d'i sclos~{e ~ =sy~.t em ,~ :wh~fc h =states -that ~ ~the 

Commission ~ishould �9 not ir4qu i%'e ~disclosure ~where its " ' 

'-'p~incipal 9 obje'ctive"'is Eo ~nf.luence~-cdrp4rate~conduct~: 

The Committee, in explaining that statement~}.'makes-'clear , that 

its intent is only to bar disclosure where the information 

sought is immatO~ial~ Ho~ev4[, I believe the language 

of the recommendation itself is ambiguous and could be 

misinterprete d assuggesting that the Commission should not 

resuire disclosure of information it believes to be material 

where its principal objective in requiring disclosure is to 

influence corporate conduct. Consequently, the sentence in 

question should have been deleted or changed to conform more- 

closely with the language explaining its purpose. I 

note that the Committee explicitly acknowledged that there have 

been situations where the Commission believed information to 

be material but where it required disclosure primarily to 

influence corporate conduct, and that the Committee decided 

not to question the propriety of those actions'. ASR 165 is 

an example of Such a situation; there the Commission required 

disclosure relating to changes of auditors for the stated 

purpose of strengthening auditors ' independence . 

I also believe that in situations where the 
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Commission's pri,c~pal 9bjective~i s ,to influence corporate 

conduct, the Commission should state both the reasons why 

it wishes to. influence'.cor,porate conduct ,and .the .re.asons 

why it b~elievea the .information St.Lis requiring be . 

disclosed is material ..... By, following: ~that! procedure,,.the 

Commission~would.make ole~ar the purpose of its ,actions. , 

a~nd, .wOU!d facilitate judicial and ~legislat.ive evaluatig~ns 

~  . . . .  . : , . , .  . :  : -  i � 9 1 4 9  � 9  ' ~ : , ~ . .  ' :  

Elliott Weiss " " 
. . . . . .  ~ . . . . . . . .  ; ~ :  : N g ~ e m b e ;  3 i � 9  , . �9 

�9 . . . -  

, : , . , 

,, , , , . p ,- 
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�9 SEPARATE STATEMENT OF FRANK T. WESTON 

�9 (Roger,Murray Co ncurs"As Noted Belowi ~ ' 

. I am disapp0inted.~that the ~Committee has taken 

a narrow view of a portion of its charge-F"to.articulate the 

~, objectives..ofa~system of'corporate~disclosure"~-ahd has 

limited its consideration to 'the~iobJecti~esLo~'the Securities ~ 

and Exchange Commission in its adminiss149 ~resent 

,disclosure ,system" A. br0ader approach would' have �9 developed 

j, information as.to~the~current environment which would have 

.;..been useful in.asses'sing ,the.appropriateness of the Present 

�9 -corporate .disclosure System. :"' 

�9 ~, I believe .that. the recommendation~regarding the voluntary 

disclosure of projections.should provide that. ,when a projection 

,is ,disclosed~ disclosure .of the major assumptions is mandatory 

.In'my view, a.projection which does not d isclose~i'ts major 

.... underlying~assumptions is of very little v, alue.and may, 

be m i s l e a d i n g ,  p a r t i c u l a r l y  i f . .  t h e . ,  . . . . . . . .  a s s u m ~ t i o n s .  : d i f f e r , ~ .  ,~:~ 

significantly from those,anticipated by~the reader. Such 

disclosure also helps_to communicate to users that there 

are significant~uncertainties involved=in.the projection 

.process and thereby cautions 'users.as to the limitations of 

p!ojections.of.operating results.~ Mr. Murray conc.u, rs..;~ 

~r ,I also believe that the report should make,clear.that 

there is, in effect, a mandatory requiriement " ,that a I).ublished 

projection be .revised whenever, it differs significantly from 
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management's,current projection for the specified period and 

thus could be considered currentlymisleading " The treat- 

ment'of's in the repo~t[is~far-~from clear. Mr. 

.... ~ "With%/espect tg"6h e recomi%ndas 

"'analysi's and~the revised Form 101K', i~bel, ieve~thaf: ~:' 

the' / :' " ..... requirement that management disclose "facts~,and contin- 

gencies known to it-whihh would Cause-repor6ed~fina~cial 

"statements-s be not'indicativ~.of~future-operating.results 
::'~dr iof fus financial c6ndikion.,,is,equivalent~s requiring 

a forecast or projection of future operating results~ t I 

'" believe that:this should-be-'made-clear.,in~the report. This 

mandatory forecast'requ~remen t is inconsistentwith s 

,, :c.~ "~Committee's view'e~pre~sed elsewhere'ih theCrep0r-t-_with 

wbich-I agree-s s disclosufe~of pr6ject~ons should 

be on a voluntary basis for the foreseeable future:inorder 

With:fespect'ito social:and environmentalrinformation, 

I believe s163 Committee has faiied s take~a :'<~ 

:sufffcient~y~br~ increasing 

importance of the measurement-and.discl~osure of corpo'rate 

soclagrperformance[ Disolosure~of:the:social:,con~equences 

�9 6f business'acti66s is'becoming-an integral pitt of modern 

"accountabi'lity and the corporate suffrage process.' The 

' Committee has faii~ed to explore this'important-area,and 

to take a responsible position to encourage the expansion 

L~ 

L~ 

�9 #~ . . 

i 

D-69 

of this type of disclosure. Mr. Murray concurs. 

The recommendations as to financial statements include 

a requirement that financial statements for certain industries 

disclose "information that will enable investors to 

evaluate the potential impact upon income from operations 

resulting from changes in those economic assumptions [under- 

lying asset and liability valuations subject to greatest 

uncertainties], and the likelihood of such changes." I 

object to this requirement since it introduces into 

'the historical financial statements forecasts of the impact 

of future events,on future results of operations and also 

requires management to indicate the probability (likelihood 

that such changes will occur. While I favor the 

publication of forecasts of operating results, I believe 

that the results of this process should be displayed 

seRarately from the historical financial statements. The 

introduction of this type of information in financial 

statements--particularly when limited to certain items-- 

is bound to confuse users and reduce the credibility of 

financial statements. 

Frank T. Weston 
October 5, 1977 
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�9 Introduction: ,~.,:,_~ -~. ~, --~ .. 

-The most fundamental questions which the Committee u 

�9 addressed, and the answers to whi.ch are basic to its entire 

including'the- recor~mendations contained in this work~ 

Report, are relative to whether there is under present 

conditions sufficient reason to continue essentially in 

its present s the SEC-administered system of mandatory 

company-originated information. This most fundamental 

question has been raised by economic studies, such as the 

efficient market hypothesis; by eminent scholars, such as 

Professors George J. Stigler and George J. Benston, who 

have questioned the benefits of the system; by renewed 

i n t e r e s t  i n  the  r e d u c t i o n  o f  t he  scope and q u a n t i t y  o f  

regulation; by the dissatisfactions with the present system 
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voiced by many of the participants in the system, especially 

issuers which bear most heavily the costs of the system. 

If the answer to this fundamental question is negative, of 

course, the recommendations contained in this report are 

without logical or practical, foundat,ion'. 

The answer to this question depends upon the validity 

of four basic propositions. These are: 

i. Reliable and timely information sufficient to the 

needs of those .who have the responsibility for the alloca- 

tion of investmens (capital) resources is essential to the 

efficient ail6cation of resources in any economy; 

2. Market forces and self-interest cannot be relied 

upon to assure a sufficient flow of timely and reliabie 

information ; 

3. Such �9 being thecase, there must be present in the 

system an effective mandate to assure that sufficient, 

timely and reliable information is available to investment 

decision-makers; and 

4. In view of its experience, expertise and record, 

the federal government, and more particularly, the Secu'- 

rities and Exchange Commission, is the appropriate agency 

to provide such assurance. 

.All members of the Committee who are signatories to _ 

this Report concur in these statements. Committee member 

�84 
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Beaver"s~*qualifications.are .set forth,,in,:the.Chapter 

written by, hlm. " . . '' ~ ~ . . ~ . : .~ . 

�9 The following'statement~,,~p~epared 'by a~member of,.the~, ~,: , 

Committee~; ~is~:-intended-to provide ~economic.'and non=economic .~ 

justifications for .these:conclusions;>"~hese,are~.not,.: :.~�9 ,:~.:: 

exhaustive-or definztive.~'-'This statement is~.concurred in 

by a majori,ty~of~the members of the:Committee ....... ; ~ 

�9 �9 " �9 �9 L -~ ,, " ~ ~,'_~ ~ ~ ~ ~ L~ ~ ~ ~.~ -:~ ~ . , 

-'-'~.,' ~" '. - ~ "- '?L ~.''.'~.-~ ~ ~ ~'" L ~- ,,~,~! .~ 
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The Disclosut~e Study had i,ts ori~ns~in many,circum- :~- . 

stances and considerations. Among "participants". in the~ ; 

process -- issuers, analysts, auditors and .others -- there 

had developed considerable:criticism.of.the.process.,Some,, 

notab~yissuers~,~complained;.that they were-being~subjec~tedi.~,,~ L 

to increasingly heavy burdens~of disclosurewithoutclear ~ i 

evidence that~,the'.information~was either,~usefu~.or.used_by ~, 

investors. Disclosuredocumentshad-Decome increas~ngly~ . �9 

complex and the recurrent complaint was that few, if any, 

read them.. Even among experienced securities analysts , 'there 

were complaints that, for instance, the footnotes to finan- 

cial statements had expanded to such a point that truly 

useful information was obscured. Many users of documents 

filed with. the Securities and Exchange Commission complained 

that long standing, now antiquated , Commission policy pre- 

vented issuers from including lnsuch dgcumentsinformation 

of types whic~ had been demonstrated to have utilitY , 

particularly so-called "forward-looking information": 

earnings forecasts , estimates, appraisals, management 

projegtions and the.like. Als~ federal agencies increas- 

ingly were urged to concern themselves with cost-benefit 

analyses; critics of the SEC administered disclosure 

syst#m suggeste d that the benefits from expansions of 

disclosure bore little relationship to the costs that were 

i i 
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xmposed upon issuers and others in complying wxth these newr 

_ requirements. 

-~ These sources of the Study are dealt with in other 

parts of this Report. iThis chapter is concerned with a 

more fundamental consideration, namely, whether ~there.are , 

-presently economic and public policy justifications.~for~ the 

existence of a disclosure system.that, at least w.ith.r~espect 

to company-originated information, is e characterized-by a 

strong mandatory dimension regulated by. a, federal, agency, 

The Committee carefully considered, in the course of 

its study and deliberations, the various economic, theories 

which have been propounded in recent zears with respect, to. 

securities and securities markets. The staff as well. as 

Committee members, reviewed extensively~the 'literature which 

�9 has developed concerning these matters in the last two . 

decades. While. recognizing that the w0 k that has. been 

with respect to securities markets, disclosure:and related 

topics is fully deserving of.the-most careful scrutiny and 

: attention by regulatory agencies and others as well,.the 

Committee cannot conclude at this time that. the.research~so 

far. ]ustifies a dismantling of. the present disclosure system . 

or~ a radical.reorganization of its structure - However, the 

:.,Committee _does encourage the. Securities and. Exchange.Commis- 

sion to monitor constantly the development of economic 
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thinking with ~ regard ~0' Securi'ties ma'rkets and the economlcs-" ..... 

of disclosure and as this research continues, to modif~its "~ 

policies when suchU~s'{udies result in' suffi~ien{ly" certain 

conclusions',''including conceivably ~s some poin's ': ~ '" 

future a eonciusi'on~:s at'feast"Width regard"~o~"a~p6~ti'on ' 

of the'hniver'se~Df secu{ities't'raded, forces o'ther's '~ 

dire6t~'~regu~ation of ~i'~closure are" suff~{61enf 's ~afeguard'" "! ' 

the interestsof i~nvehtors, '' ~ ...... :' ~: :'~''~:~ ~' 

The.'Coimlttee~:~elieves th'at~'it" the p~eient time "there ~ ' '" 

continues to~be'~a~need in'thi% ~ society's~d in this economy ~ 

for a d'i~dloiure system Wi:th~'respect c~: .... ,." " ~ ~ .... to company-orlglnated 

information'that is characterlzed by a shbstantiaf'~m~a6das ' 

element admlnlstered by'a ~ fade{el g6venm~6ta~'agencyf the 

Committee fu~:therc0nclud~ed that-, given'~fts exper~s : ....... " 

experienceand/prov'e'n'rec6rd ~f compe~t:ence,'the Secu'r[[tfes ~ .:s. 

and Exchange Commission is"clearY~the'most-'i0gicai<'agency "~- ' 

to administerZthe~system'.""Th~'reasons~=fb~ s ": 

constit'ute 's of ~this chapter~ ~' ' ! " '" 

The Origins hi'Federal "Reg~ula't'iOn %f D'i~sclosure ....... 

The;'adoption's 0f'the Sec~riti~s:Acs 

Securities Exchang'e Act~'o'f i%3'4;'were ptec~ded'-by %ery-'l:ittle 

theoretical~economic'=discussioh before Congresslonal commit- 

tees'or'xn Congress. '~Thi%~is'not'surprlslng. Congress, 

like the rest'of 'the nat~ion,"'ih"1933 and i934r 

i .i i 
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severe.'economic crisis in thecountry and the~wor.ld..:As 

Congressional ~nvestigations'sough.t out,the causes~of the~ .-::; 

nationa~ catastrophe,.it guickly.'appeared:-.that 'there.'had ~. 

existed during the-20"sserious.abuses.in-the public.markets 

for securities."-'There had%been~sordi ~ manipulations..on theL~[ .' 

exchanges~, so~'called ;"bear. [ra idsT ; :grave':misuses of options .~. 

and ~otherPspeculative~'techniques, " andre: host of' other;.abuses.' - 

It appeared that~singular among'-.those;abuses was.'the~failure.' .. 

by ~ssuers and;those'in:'contr91rof=them,'to~prnvide the-" ... ~. 

public w&th xmportant>'.information'~.aboutthe~securities.being.'-- 

sold during'distributions and tra@ed'on.,exchanges~:" ~tTwas-~.: ~,~. 

these shortcomings in the~distribution~process~.'that'~Congress~:. 

first.attacked through~the,Securitie@.Act of',!933.~Later~ .' 

in 1934 itexpanded:.thegdisclosure philosophy to~includer:.~. *~ 

periodic reporting by~l.i'st~ed, comRanies and also attacked':ls 

other.~manipulative~Practices~,a.s~well..~..~/ .~. ,.- ........ 

Itis not~surprising~that'Congress:.gave) l ittletattenv- 

t~on:,to, economics. ~- ~RrioD ~ to~~933[~there; had" ~been :little. ~ 7 , 

�9 research~'done with.respect to'secur:ities~markets:.~ .EurZherr ~ . 

more?-.at [the . time: when. Congress .was .formulating~ these. 6~ ~ �9 ~.:. 

statutes,- economists~:we~e frantically .trying :to;under stand . 

the national~trauma.'w~ich~was, then:cont.inuin q. an~'de~e~op. : 

mechanfsmsandtechinques.wh!ch'.might abate,.or r,everse,..the ~, 

disastrous deflation which.~ad afflicted the country. " 

% 

/ 
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N~ and false statement ~ having bee ~ identin 

fied,as widely present during "the diStributiQn,0f segurities , 

in the 1920[s,:Congrees. attaqked thatevi I in a dir,ec.t and,.,,~ ' 

in the.estimation of:many,..:,relatively unsophist~cate d ,. .~'.. 

fashion. The'acti~ undert~176 SOme:foundation in.. 

the c~ of~deceit, fraud, and .~ 

other~common law,actions,to, securities transactions was.~ 

well:established.,,, H~ imp0sz . .. 

sidle for investors~to~utilizenthe-remedies provided by. . ,  

c~176 of, difficulties.in ~,, 

proving.the necessary elements of the offense, and in 

hounding down. the:miscreantsin.a~country as large.as the 

United>States., ~hus,, an invest0r, defrauded ~n~,.say~ 

California~, might be. con.frontedwith the necessity..of ~ 

bringingsuit in..New York if,he-could find.there the one 

who had harmed ~im. Furthermore.,.,many. who.ostenSibly bore:~.: 

responsibility .to thepublic,were,,~.because o~common .law 
: .,. . . 

doctrins ssuch as,.privity, re~ianceand,the like,,~ableto ;., 
, . , �9 _ . 

escape~liabilityeven.when, they. coul~.be found and, sued 

Thus Congress, perhaps somewhat~simplistically,_ha~ing �9 

evil~doneon "MainStreet-.by. conduct.often &ndistinguishable 

�9 from out~ight ~fraud,. Opted for. a syste~bearing.elements of. 

the common: .law, strongl~ influence d:.by, the British exper-. ,~ 

ience under .the ,Companies Acts, and~plainly: inspired b~ the . 
~.'i" 

i ~, . 
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B r a n d e i s i a n  a x i o m ~ ' c o n c e r n i n g ? t h e ' e f , f i c a c y ,  o f  s u n s h i n e "  and' 

'the electric-light" as policing instruments~ " The, legislative 

histbry~of thetIg33:and~193'4, Acts~conta~ns:l~ttle effort'to. -" 

determine whether bad-there been,~more'~candid disclosure'in" 

the 2O's, the~financia1~catastrophe~might..have,been~avoided" , 

or mitigated;-experience'during~recent~speculat~ve:orgies , ,.. 

casts, doubt'~on the~easy:assumption~that~it,~would~ave~ ~ 

Changes in Securities Markets~. , .... . .-:~ .~.~,~.~ ~,~ : : ~ 

-" :~ Since the'~enactment,of~the~Securities Act of I933",and '~ - ~ 

the Secur,~ties Exchange'-Act~of 1934-~there~have been profound ~.' 

changes~thr~ hOut society|~>indus~ry~and ~s "~ .~ 

markets have,been among<those~most drama~ically-.changed. 

~Increasing~amounts'of.ihvestable',wealth.'have been concen- " -' ~-: 

trated in'the bands'of so-ca~led~'~fnstitut~onal~.investors--; -: .. 

It has been.estimated that~approximas do[lar.:~. " 

volume of:trading'on:the New'York~Stock.Exchange is "inst,- "'~ : 

tutional:.-- Concurrently w~th ths and somewhat anomalously, 

the number :of, indiv+-idua,~-investors has, ;a~ least':unt'i} �9 " . =" 

recently,~stead~ly increased, -reaching -a! Peak. ~i:n: Zg70 of ~ 

over 30 million..~The, causes of-the: decrease-in: 'numbers ~ "'~ 

since, that time are~:uncertain: an apparent decline, in.profit 

opportunities'in, equity securities has~:been suggested~as the ,. 

possible~:reasoni-,-During~this,.perfo~;..a~v~rtually new profes- 

sion emerged, that:of financial:analyst. ~ At. the time �9 



Congress-enacted.the 1933 and, the:1934 Acts~,,:Messrs. Graham:~;:~ 

and Dodd.were in.the final.stages of~preparing~itheir.monu=i~. -~" 

mental~w~176 sec~ity~analysis.',~This enormously influen~,.2 

tial book was in-the'eyes-,of.many,responsible:for:!the.. .~.:, 

development of a~profession~devoted 
'~'~' " ............. : ..... to'the,:collection-'and u~ 

analysissof corporate, industry~and economic~data_and~the,;~, 

drawing of.'cenclu@igns>with~respect,:~to#investmen t decisi~on-.~: 

making~from that analysis. Because~o~:the increasing-~-5~'~/'2__ 

presenc~at~t~e"edges q~-the.~marketplace.;oE,.~skt~led; welk~: ~ 

trai~9~@%y@ts' there-arose~a{=greatem;demand:,for.~larger~%:,;- ,~ 

and larger,amounts,of complicated%~nformat~0n boncer;ntng .~ ..:~. 

issuers, information~o~.a volume.,and'.complexi~ty..lftt~e:~: 

suited to .%he,needs of individual investors2:~ Thas 

disclosure system enacted by Congress mtght.$~yield~an%., ~.~ uz-,. 

information system of,only limited.direct.uti.bity::to/z~,~ :: 

unsophis%ic@ted in~estors~was'not,sur.prising;.~{-;This:~was.~ .. .... -, 

recognized :in ,the ~9~qqs~.~ a'nd.~.'- 

was also diequ@sed2 =by ~r.ofessor: ~([later~iChairman o~ the "SEC,.-~, ~ 

later', Ju@tice~)[ W%lliam O. ,Dquglas.. ~In ~an ar, ticle ,wh.ich r ~ , ~,:. 

appeared in. the. Yale Review (N. S.~)> Pr.ofessor.:Douglas sug- 

gested that the. disclosures mandated~b~[Congress, and.the SEC[. ~ 

were too.complex~ for the understanding ' of .the.ordinary '~ ,, < ~o 

investor and stated'that any~benefit: accruing/to h~m:.would ..:~:- 

De the conseqvence~ofintermediatidn. Dy_~brokers~an d others,.- :.~: 

able to assimilate, condense and communicate the information. 

~J J 
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"':Since1934, there,has, also developed.a sophisticated, 

extensive,, ~ariegated:dissemination. network through~which ~ ~-'" 

information-concerning issuers.,.industr-~es,.and.the domestic :'~ 

and world, economy-.flows in variousVformats [o many audiences 

of di's skills'an~.needs.~ Thus~,:~many brokerage-houses 

supply extensive research,-not~only-to..i.nstftutiona~ , ,... 

Investors,:~but to'individualsaswell: ~.In addftidn', :a " "~ ~- 

multitude-"of~advisor.y: services and 'information~servi.ces have' " 

developed;,'so that it may be fairly said that~ther.e.~s ., .. 

availablePto,investors a vast'~;variety~of~sources-of~informa- 

tion, ad~ice;.%format, condensation.and analysts~sb:that they ." 

are not:dependent for:information on mastering the:SEC-fi.led 

documents...~ The.extent~s these services supplement, 

a9~-depend":~ discussed later 

in this chapter. , ~ ~:,,;w,l:2 :! u... ~ �9 �9 ~L .~ : ~ -_, ~.~ 

�9 : Along with these~forces~Ythere-,has, of-course developed ~- - 

an increased complexity, inindustrial and:commercial.organi-' , 

zation. "Multinationals. and ?cong10merates~:are,essentially: 

terms of-the-current~generation;< While;in the'1930's~::many 

American companies-had, export activity; relatively few had ~ 

extensive overseas2operations.:.',Furthermore;-:while&there .... 

were in the 1930%s some businesses-engaged in. activity-in 

more than one'.isdustre,,-,these.,:were~scarce. During the'- 

1960's'particularly:,"~American companies expanded their" "" 
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activi,t.ies dramatically abroad and diversified them t h r o u g h  

acquisitions as well as by~internal~development.J The com-~~_'... 

municati0n of !nfo~mation about, such .companies~.~n~a.meaning-~ . 

ful 9nd qseful way Decam# - achallenge to.management,-,Dut [ ... [ 

dealing wi.th ~i.t and,.interpreting it~was~al.so a_.challenge to 

analysts who ,were,~increasingly troubled., by ~the absence-of �9 ..;,~ 

segmented data. and. t9 the Segur~ties, and~ Exchange [Commission : 

confronted..with, increasing evidence Qf, serious~defic~encies ~, 

in disclosurepolicy..~ . 

~@u'9~g-t99sz.9~me there d#vgloped~ new legal theorles, : .... . 

whicht 9 a l arg#:gx~tent, had the~ef~fgct,of~res~trictihgthe ,~ , 

oppq~tgn~tz.of "inside!s/'<t Q ,Use information~no,t.pubLic~y. ~.~. 

known in 9@king invgstm@pt deg:igions~, ,These~lega.l~:~theories:.: h 

appeared to navg~as their pr~dicate:the-belief_that~there~ .~ 

should be created inthe mar.ket as large a measure~,of~.. .~..- . 

equality in access~to information~a~::.practicable,/i,e.,~:~:, 

investors.,:large and small should.be brought.to~.as close ,. .~.~: 

a position of parity as ossible "'~ '[',~, ''~" .~'.~.~' ..:'.~2~ 

C999~ with all t.~is~there developed~strong ~ :~,~ 

pressures for change, in the-procedures and institutions of 

the accounting.profession. The~history of~the;1960,s and~..,~ ~ �9 .~ , .. .......... . .... . . 

early 1970,~ 9 w that the.acgounting~rofession,.a s ! 

well as the-business community., experienced tremendous dif, : .  

ficulty inadapting~accounting,-principles~nd, auditing~ . : 

- X I I I -  

standards ~to ~the new necessities of disclosure posed by : , 

multi-national and:~gulti~industry~qompanies" The develop- .,. 

ment of~,new means of conducting business,,.new-kinds.of 

ente.[~ris~s., and[ new .~teqhn!ques fqr %h9 infl@ki0n ~of. pro~i~t~.. 

placed--considerable pressure upon-conventional-standards 

and~-9~en the,inadequaczLof.these.standards become, pain~ . 

fully apparent,when-some companies displayed drastic ~ -;. : 

-Finally, in the early 197~0's there-~developed~a:~consider- 

able.intere@~t;.!n, and con sid@~ab!e~.political pressure to~ 

achieve'" 'dgregglati~ w i~h-a , sgbs~i,tution of .market, forces 

for~direct intervention of- the government. The system, of u. 

securities regulation w~s n0~. immuneLf~om ~hese press ures.z.~_ 

The Problem Of Allocating Resources.~. ~ . ~ . ~ 7  ~ : . .  , ~ .  

�9 AS long.as resources.are less~than demands, for them,,a 

society, whether it be socialistic, cgpi~al&stic, cgmmunis- 

tic or a. mixture-, must allocate its resources:among the-~ .~ 

competing demands..~ In~ an.authoritarian .society,, thi-s~ .,:~ 

functio 9 ~@~,in large ~measu~e per.f0~med:.by centralized, ~ . 

burea~9~@~i9 @uthq~!tY~,i alt~ough;gven i~.such sqciet~es~-.~: . 

there-is:'freq~,t!y present a-limited amount of allocation 

by operation-of market-forces. ~ ~ . . . .  o.! ~ ,  

In the United States the allocation .function,is largely 

P@r~grmed by market ;orqes and~is acqomplishe~.through a 
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multitude of-'individu'al, decisions.'.~ Each:'family, ea'ch per- 

son ,.'is "constantly -making "allocation decisi.ons.~as':betwee-n ~ , i. 

consumption 'and ~saving.4 ;~"~:,With resp'ect ' tO" the ~portion' of ~ " -' 

~esources, a'l.located to saving,, there-,fs'then the-necessi.t'y'- ,- 

of dividing that ':a,llocation.amon~g numero-drs, opportunities-- ".~, 

for investmenf. '~Not-only..'ar.e individuals'-and, families, con- : 

fronted with f'hat, k~ind 'of decision,:'but,~th:is~kind.of .... ~ ~ 

decision is constantly presented for business'enterprises.~ - 

and.,governments..~,.,:~,. ~ ~ ~ ' ",- ~ ,., . ,. : ~. . i' ,~ . . 

It"is~'a'~fundamehtal desideratum of~-all'.per.sons �9 having ~ - <: - 

the responsibili-ty"for the "al,~ocat'i:on of resources that the' 

"allocat.ion.be. made" in 'a manner .~tha'f maximizes benefits.<. . 

flowing f-rom, :the~:a-l'l-ocation;,.in; .the~rca.se: o.f-;hbnsumpti, on > . "  . - ' ~ ' ,  

allocations, these are varied ~ :they .m'ayL be,~'pl~easure,s'.of{~, ~ 

the -senses or the' mi~nd, a ,sense iof :wel~l'-being~,~ and :so 'on." 

When'-th'e. al~locat.ion decision .;relates -to' investm'ent .t'he ~ ' �9 ,~ 

benefit is usua~]:ly.,defined ~ in' ;ter~ms,'.'of r,,return., r.th~at" is ,:-' ~ - 

either income ~ or, 'increases. -i-n ~valhe,.of.~Lthe . amo'u:nt ::al[loc~a'Eed,-,tc,.~ " 

to the investmen:t~.::<Essen[i,a.~l~:to..invest-ment::decisfon.s a're ~:~' .... 

perceptions "with respect~ not, only: t5: ,retd~n '-bu't-~t-o ri'Sk- as 

wel I ;:~investment�9 -por tf-ol:io, th~eory hers mado~ signif-fdan't rcon- 

tributions to the developmen't of ,tbes4~fcbn~pts .and the: - 

nature, of thefrT:relationship:~.~., ~:~ ~.-..5",5" .: -~ ,,= . 

Ideally'.~ resour.ces,:.s'aved .~ :tha~ i's:, - i'nvestment re~our~ces ,, 

would be allocated in the most efficient manner possible so 

•t 
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that the:margina'l res of'each allocas the 

marginal:return o n %very other~alloc'ation With" similar':'ri'sk 

characteristics. '~That~is geherally"ac~eptea'as~the objec ~:'''~r;~ 

tive of~thc)se -having.respOnsib{lity',t0r the'~'~li06aOl~n~'~f .... 

It'woul~t<appear::~t0 be':self_evid~h{'~hat-~'tOe 'qu~lifg"of 

any investment allocation 'de'cis~on', "that is, ~the 'ext~ns ' 

which fE:maximi'~es ~r'etdrn.~i1'l : J . ' n  l'ar%e~l&ashr~ ~be'~deter_ 

mined'Sy" " ' '-" '~'' ": �9 �9 ., ,~,v" :," --,~ the quantity and quality of the information's163 ~ ': 

is avgzlable.,,concernin4ath~ ' pot'ential' ~investments 'which'~ 

b e  m a d ' e {  ~ " ' ~  " '  " ' ~  ~' " : . . . .  �9 ; . . . .  ~ i :  Thus;"i'f"among" the investment'options, available' " ~ " :  

are the' se'cur'{s of~cdrporations, �9 then~-{nfor'matioh don- 

cerning '{hose-~co{porati'on~fs ~' : ~ . . . . .  , ~ . . . ' ~ .  essential in any" allocafion " 

decisio61 <TOid"~{s !noO's ~suggest that' ~6�9 ' on'ly':L~{nf&rmation ~ ~" 

�9 pertineOt:3to: �9 . ~'... ~.~-~ . ~.~ ~-= , . . ,~ �9 ..~, ~, , . an 'Investment decision is i nfofmatfon.'con- 

cerning the issuers whose securi'ts may be under considera- 

given-the nature 'of t~e':investm~n<t ' ~" .o 

ind~st r z'es ,as ~ 

a whole; ~in'formaft0'n 'concerhfn'g corporations other "than�9 the 

one ~nde.r conslderatxon.~ rnformatzon-concerning �9 tO"e economy 

o'f theC'&0"un'tr 9' and "th'~'/~econo~my~>;0'f "s world and m'uch' besides 

may be"importan#~:to an el'location dec~smon~.maker; thi;s':i's 

evident from 'the~SOudy,'s.~anaiy-~'s , of'securi{f anaiys'ts' " " "  

decision-making-pr'ocesses. - : ~ : ' : : " " ~ ' ~ " ~  " ' "  ' "  . . . .  ' - f  , " ~ " 

i~ " �9 

�9 _4__. 
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The~, ~ bes't proof of;,:these rather. ~. elementary propositions 

lies perhaps in trying.~. ~....t~ conceive an economy in.whichno 

information whatsoever was permitted to be disseminated 

c o n c e r n i n g  c o r p o r a t i o n s .  E x c e p t  f o r " b o o t l e g ' g e d -  i n f o r m a -  " 

. t i o n ,  there"would be no way,for an investor to assess risk,: 

and return as between General "Motors :a~d American Motors, 

~s~between General Electric and any .~other .company.' .. .~ 
�9 . �9 . .... , .[ . , 

�9 . ~f, then, information is essential. concert,'n4 inve~t- 
m~rft opp.o~t~nities, it would follow th" ~ " " '~' ' ' : 

.allocation of resources will occur when the "informat~on i:Si~. '.13" r, ~.. '~.., , . . . : ; ,u~ "" . . . .  ;..i, ',, '.,~'~.. ~ = ~ , ~ . , < ~ . : .  . . . . . .  , ~1 .  

. s~f~c~ent - fo~ the purposes of those m~king d e c ~ s ~  ~ i , , '  

:it is reliC'able, and when ' ' ' " ' : 
it is disgemi,nated in a timely " �9 -. " 

man~r., To the extent that any 'o'f these element~" isolacki, n~ 

there is posed 'ehe danger of an Inefficient allocation of. 

resources, that is, an allocatio'n that does not yield the ' "' 

best utilization' of the resources of the society in te~ms 

of marginal returns. If the information is not sufficient, . 

or  i f  i t . i s  n o t  r e ! z a b ! e ,  t h e n . r e s g u s q e s  may " b e . c o m m i t t e d  

to an enterprise having characteristics �9 those" " 

perceived by the decisionmaker, thus .resulting in a .loss of "" 

efficiency; similarly, if information is no~t timely dissem=. 

inated, then at least during the interim until .the.informa- ~' 

tion is disseminated, there is posed .the prospect of an 

ineffici'ent allocation of resources. 

I f 
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"In. our society.~allocation decisions,are made'by,.a§ 

multitude~of people. The~ev~dences.are~that'indreasingly~: 9~ 

these decisionskare~being;.made:, or a'tleast,.strongly:-,', ~., ~c 

influenced.~by.-persons:.who are professiona~ly~trained to%.~ -;. 

make such~decisions and~,have~thezabilityutoassimilate[and~,/ �9 

utilize~alvastfand~.complexbvarfetycof~'information~r~However,~ 

the capaci'ties,~the~abilities~.s e ~.~.~ § 

resources of allocation~decisionmakers~stretch across~a..~ .... ~,~ ~ 

seemihgly • varied.spectrum&c, At onelend areV , ~:.. -.~ 

relatively..:unsgphisticated,/inexperienced~.i6dividuals~. ,.:.~.,in~ 

possessfng investable resources'bu~/havingYlittle~ability~;~%~ 

to utilize fnformation in making dec~sions~forcthe~mgst [ !: L~[ 

part theselpeople<appear to,~re~iuponlothe~s~having~higher 

skills to,,ass{st~ihftheir~decisionmaking. ~At;the.~other~;,~--~ 

end of~the~spectru~arenhighl~.sophisticated~financial. -~ ,.:. 

analysts, portfolio managers~;~esearch;:specialists and:,-' " . ~  

others~,,who do-have significaht skills~�9 

is impossible to~design~agsingle'.set-:of%disc{osures, that" ,~ 

will by~leg{slative~0r~regulatory~fiat serve~directl~ithe.~.~. 
k 

needs of~this~entireaspectrum~ofwusers;tthe reasons for{~'~..~.. ' 

th%s,and~ithe manner.%in~which~the~presenthsys~em serves~ -, ~ . ,  . ~  

this variety:of'investors~:are discussed.~ateru ~ - ;> :....,. ,~,~. 

Indiscussing the:~necessitycof~informa~ion to.]the :. .~, 

operation of~our~resource;a~{ocationzsystem,othe3influence ~ -�9 
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and value.,of judgment should not'be overlooked. "Facts are 

not Pristine.;~clearly defined,~unequivocal,.orqsusceptible: . 

of a Single interpretation:. �9 As the. complexities of: .~ 

industrial~enterprise.~have, gzown the Opportunities for .... _~ 

diverse~judgments~c~ of individual 

facts or.complex configurations of~facts..have~multiplied ' 

with the result, that investors.)frequently,perceive, the 

same new,information in sharply~different~lights: to one,,~ 

it may have a bullish connotation;:.to..another, it.may seem ~ 

equally bearish',x~'Thisis~seen in the Griffin paper which. 

appears as Chapter.XXI,I of,'the. Study. :. ... :_.~ ..... 

Market Forces and Disclosure.. . : .  

If, then"~sufficient,' reliable, timely, information.~is ~ 

essential, to the most efficient.allocation of.resources, .. a 

how can it be:assured that information.havingthoae, charac_ : 

teristics is avaiiable, and~disseminated? ~ . ~ :  ~ ... ,- 

It has been suggested:that this can:'be assured through. 

market forces. Essentially..the argument.is this~ .At the 

present:time, securities markets%are~characterized by.the. 

presence of a-large number:of professionals-.who~arecon_ . ,~ 

stantly seeking out information-from corporations; especially. , 

large ones (the researches;ofo~the Committee-'indicated. that 

less than 1,000 corporations, out of the more than lO,O00 

which f~le periodic repDrts with.the. SEC are~followed by One 

ii! 

:ii ' 
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or more analysts,at~rany~time,)i. These analysts=have' an': -.;- . 

interest in~securi%g<r.eliable informationoW a::t:imelu basi.s-'3 "''-: 

and, it is -agreed,.:~itis often' :in ':theL~nteresf~of ~issueEsZtO. -:~,~ ]~" 

provide ~that information .to. theme.: = The .l'atter's, interest ~. ~-- c.,-,.: 

derives, it is: Fsai-'d~, .frdm ~a desire tol have~a ~gdod mar ket" fo'r'. - ~-:~;' 

the company' s secur,fties.,.,~the,:nec'ess~ities ~Off~tapp'i,ng:~tbe .' ~ . , �9 , 

.public market'fbr ~-f:inan'cing~;; ~the%ber~Of4~ts:of~Ca~cOr~orate: ,y :~..~ ..! 

image that.~ref%ects int'egoity;.,a'nd;~hoh~eOty, in- deal:ing "with"- ~" 

the public, and the ~aware,ess .that.~a~failu're of disclo~sure �9 ~ 

or misrepresentations, wou,ld ~have',~an:;adve{se , affect ~upon' a~'l ": 

of these desi-red:;benefit's. " I-t-iis suggested, then-,' th:at at'- ~ ~'-' 

least with respeht~'~to,~large :comp'ani.'es'.fol~owe'd by ana,lysts/-~- ~.~ ~ 

�9 sufficient timely information would be available even -' 

�9 without any gove~nmen~a:l mand'ate:.~' :I-t ~s'. su'g~qested : that as "~'~ 

analysts procure thfs. -i:n~formati{on ;th'e-y~, "or;" thei'r- c'l:ient's ,~ ~ :" �9 " ~' :- 'q 

make buy orc~ sell judgment~s ~ ba'sed ~ upon :it:/Lth'us,'causing new" ' :' ~ L: 

information, discover'ed::to.!be qu:i"Ok'ly roflect~d :in '*the'prices ! ~.:- '- 

of securities.~'~.it is- th.i-s cohsequence ~ of the effic[ent -:" .... ~: 

operation~ of: the: market tha.t as'sures 'investors fn-general ~:.t 2"~ \~ 

that they are pay'ing~ an~ essenti.al~l~y, ""approprgate"' price~..(~the -~ . 

word is that,'of Professor;g!-*Lorie ~and M.' Hamilton-/ a~u'thors ~ '. 

of The StockMarket: -, Theories ~and~..-Ev~ <(~197%:) ) ,- one ~ ".' ~ :~'- ' 

which reflects ~'all ~ in'formation ~avirflabl~e -tS- the market", :thus '~ ~';-~ : 

putting them on an~4qual~:footing~wi.th all.~otheo~inves'tors,'..:- " '~.~ 

including professionals. 
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A further extensio n of this argument iS,that,.:wit h 

respect to 9fferings,. the potential ~liabilitiesaof under: 

wr'iters.and others associated.with theunderwriting.,Dro_ .. 

cess -- attorneys, aod~tQ[s, directors andso on -, wil~ ,be e. -. 

a sufficient.assurance that there-wil~ be.full,disclosure :.~ -y ..... : . .. 

in the Offering ~iteraturewithout the necessity of. 

preparing the~ cumbersome document s .filed, w~th, the ,SEC and. ~ . : 

the review Pr0cesgl,tha t 9ttends public O~fer'ings.,.Essen_, , ~.~. 

tially, the @elf~interest of underwriters, and,other~parti_ % 

cipants in the.proces s and their desire to avoid legal . ~: ~ . 

liabilities will. b? sufficien.t to assure that sufficient�9 ~ ~, 

information will be disseminated in-connection with. the . : , 

offering. 

These arguments were. not unappealing; it would be, 

Preferable if. ma.rket f0;ce s could be subst!tuted for :reg~.~ : : .  - ~  

ulatory forces Whenever the'benefits of~the latter can be ., 

adequatel~ secured through the former.. Hqwgver,: man~ mem- 

bers of the.Committee be!i@v e that~the researches conducted 

by it and by, others Preyiously and :th. ei r own experiences as . ~ . , 

participants in or"students,of, the disclosure:process and 

securities markets indicate, that, at least,at.the present 

time, market, forces, may not Safely be. relied Upon. to.secure 

for investors the. benefits presently.flowing to them from - .. 

�9 the regulatory mechanism that.has been established, 

->b 
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In the ~course ~of:�9 with theme, many ana'lysts 

indicated to staff members3-,that,; in. the: absence of-,,the~ " 

requirements,-imposed-by~ federal law, they beli'eved that they- 

wou~d be~serious~y handfcapped~'in~securing information 

that was, suff~cientj ~reliable~ and~ timely.- They -frequently: ,, "' 

cited as ,an exampl'e thei'r difficulti'es -,prior to t 1969," when: ' 

the Commission',fi.rst. mandated segmented disclosure,: in�9 securihg 

useful~ information wi:th respect to the'various~constituent ;~ ,- 

parts, of aconglomerate'business. They state that'even since:,S 

the inception of such requirements they.!,have st~ill-been.unable- 

in many'instances, to,, secure', more: than-the~ bare. minimum �9 

reguired; even though thereJappears to, beta widespread.-',~" 

belief among~ ana'lysts, that'i such is insufficiens ad-= :. *J,* 

equate analysis.~ They:, c i.te., too:. the. difficul.ties that: they ~ ,'3u, 

have experienced, in many cases:in, securing from:managements" , �9 

estimates with~ respect., to. earnings',: information concern,ing:~ ' . 

management'.s-plans (especial~ly: capita'l spending plans)-and---, 

objectives ~," andS: similar/types" of- informat'ion~ which: are'~r egU: 

arded by virtually all classes of investors as useful~to~ �9 : 

their decisionmaking ..... . . , -~ . . . . .  �9 �9 ~.-~ 

Furthermore', even if it.-were~true that~over:.thelong- ..... 

run the:~market would:penalize_ issuers which withheld useful .: ~ 

information �9 or.engaged,~in~misrespresentations, frequently ~" 
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the "run." is.indeed a~long'one. ,.In.the meantime, many 

investors~'wou~d make impro,v~dent investments and .there�9 would. 

thusbe ineff-iqient all.ocat~ons of resources.~.,There have; .... 

been many, instances, known :to:'members.of~Ithe Committee which .,,,. 

demonstrate-that falsifie d financia%i,statement.s:and;othe r . . 

abuses!.of ,the d:isc.losure process have endured[ for~ a ,~ong : . 

time without mar, ket-,forces in any way.,br~inging~ about~ suf, 

~icient,.reliable~or~timely disclosure;,in:these cases,~the a. 

remedy~usually'lay-,not .in~[the market but in intervention~by: .. 

the'.Sgcurities, and Exchange. Commission., .. 

A r@cent.demonstration ,that market:for,ces, ar, e,,insuf~ ... ,: 

ficient tg,,pr~duce, adeguate, disclgsure~is .in the area of~.~ 

municipal financing.. Until. the New Yor,k'Ci,ty crisis ,_ .= -~ 

focused attention, upon disclosure practices:with, r, espect to,,,. 

those securities.,~notwiths~anding:.the perception bymany.. ~,~ 

analy's~sthatthe"inf~176 was~'incomplete and .~ 

unreliable, very-few municipalitiesor.;other governmental::/ .i .... 

units'h0d @dopted~disclosure policiesLthat-wou.ldbsatisfy: ~, -. 

the analysts.,~ , ~ ; 

Even, if the assertions ofthose who would'substitute ~ 

market,,for regulatory, forces-are correct with respect to ' 

securities followed by;analysts,, the:fact-is.t, hat man~,mil~ . 

lions 9f~dollars are::invested, in-companies which are'not,' , .  

followed, by analysts; analysts have virtually.no interest 

in a company with a market capitalization of less than 

$50 million and less than one in ten reporting companies are 

/ .  
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monitored by one or more analysts. Thus, with respect.to 

the overwhelming number of publicly-held companies there 

would be no analysts having a sufficient interest to 

systematically seek out and utilize in investment decision- 

making information secured from issuers. Among the 

thousand-odd companies followed by~ analysts, many of them 

are followed only sporadically by analysts and often at 

most by a single individual. 

Analysts typically seek information for proprietary " 

purposes, that is, for the purpose of realizing some 

private gain, either by selling the information to clients 

who are willing to pay whatever their, fees may be, 

communicating it to the investment decision-makers who 

employ them, or by investing themselves on th~ basis oflzthe 

information secured. They do not regard themselves as sur- 

rogates for the universe of investors and hence do not feel 

under obligation to disseminate widely information which 

they secure (the present s ta te  of  the law, o f  course, undrer 

Rule 10b-5 does oblige them to refrain from trading on the 

basis of, or communicating, material information received 

from a corporate source which has not been publicly dis- 

c losed) .  Thus in  a system where re l i ance  was placed upon 

analysts to secure information (obviously reliance upon 

the analysts to procure information and cause it by their 

buying and se l l i ng  a c t i v i t y  to  be r e f l e c t e d  in  market p r ice  
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would require that therebe no restraints'on the use of 

material'"inside- information), couldresult ih both a "~ 

substantial.-dela'y'in the dissemination, of "inforiation and " '~- 

s unfair,use o~ inside information by some Professi0nal " ":' 

group. Another potential problem could result if the 

~nformation were avaiiable, initiaily to" inves's wi'thout 

sufficient''resources t~'fu'i~ly ' ~" ~' ~::~ .: 
�9 translate it into market ' ' 
�9 ,. . �9 . .f �9 

~r~ce. As~ an~example, ~f an anal~ ~anaging a ~ortfo~1o ~ ~ �9 ~! 

"" j~/with:an aggregate value of $10,000 and no CaP@city'to'borrow " 

,~:learne~ that-General Motor s ' h a d "  deveioped and'Placed i ~  "-~ . 

: p'rodu~:s a.~evice tha't wou'Id double 'the. mileag 9 of ~ts :: ;~"~ 

au~o&o~i'f~s','~i~ information wourd bbviously" no%" be~die~: 

fu'lly.expre~ in..the market'prices~f Gener.al"Motols Stock."'�9 

if',the anal~st~usedhis t:0tal reso,r'ces to'~buy General .... " "~} 

Motors s~oc~,[t- t nameiy, ,$I'0,000. AI far large.r 'amount of ~ i , "i 

~money would"be necessary to translate this information into' 

a fullyadjuste~ market '" ~' unti'l" that was done the price pr~ce~ ' ; .-" 

would not.be."appr6priate- and the market would not ~be "" 

efficient.'" In ~'~e'meantime, those who came into possession 

of the information~before is fully reflected in the. ' 

ortunity" - -' market price woul~dhave theopp to realize what 

economists Call ",abnormal profit'S" at:the.e'xpense~of'those 

denied the information.. .~ "'~,~ ~ a 

Of course, the foregoing discussion ~ is confined to 

essentially~economic" considerations." in discussing disclo- " 

Sure, its Uses, the~effect~of disclosure upon markets, and 

ii 
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s~m~lar subjects~it is not:sufficient,to~conf~ne~the,dis- ,., 

cussion'to.ma~ket-eff/ci~encies.:~Ther6~is,~a~notion.o~1~ .~ 

fairness and:eqdity:which:~has become~so�9 in �9 

theCexpectations~0f'Am4rican~invess163 " 

of'is sysfem:ofbdi~scl6su~e that appeared to'~jeopardize ~ ,t, 

f~rhess to,'the,extenf it now.exists.in-the market.:would~'be ~ 

~-~'po[~ical~-unrealistic and~pub~icly~6nacceptab~e~ ' ~,." ~ .~'C 

.~Reli~nce,up0n�9 f6rces~ the~energ~es of.analysts ~. 

and the:sel.f interest'of-'issuers.a-.to~bring~forth-,into-~the 

marketplace sufficient.rel~able~timely tnformation'~to serve 

the purposes~of investors<woulderesult in',a~highl, deg'ree of:=: 

likeli~o6d'~that2unacceptable'!i, nequities.~.wouldibe~created :L,.i 

among,invest0rs-~ ~ As menti0ned,:~above,%analysts~regard~infor-~ 

mation'that{'they~produrefotherwise2than, through~public ,'~, 

sources as proprietary~ -~ information:'whi6h~they~,can~(.to~the,'. 

extentepermitted~.under Rule:10bL5,)Uand ~o..dse~for~the'~ .~ ,=. 

private benefit~of their c'lients,~theiremployers ok~s 

s'elves. Under a system which principally relied.~onf'the ~'~% 

activity~of:analysts'to~'secure new~material~informati~n ~ 

~;and.-cau~se ,itDto'be-impactedaln theSpr'ices.:of securities; " "" 

e~ther ~th&yZwouldube allowed~ tb~'continue~,in-that~p6sture,. ~ 

or:! theaawould be required[to!~become ~the~ instrumentality~'for 

accomp~&shing-publfo.di.sc'losure,~'in~wh~ichtcase>there.would 

be.~'no'economic~incent.ive,~for.them,to,'.per'form:the~function,~.~. 

since:~they Would~not be abl'e"to'purvey to any~l�9 universe 
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of clients anything of.value,.inasmuch as they would be under 

an obligation.to make the same information publicly avail, 

able. Assuming. the latter role of the analystwould be~ 

economically untenable,.i.e, that is there would be-noone,to 

pay them , then they would be l@ft in, the same~Position they 

are at ~resent -- namely,.purveyors of a proprietary product, 

but in the hypothesisdiscussedthis "product, would'bematerial 

undisclosed information., Obvious!y theirreli@ntsw0Uld~be 

the beneficiaries of'information, that would permit them to 

realize profits not realizableby.others.who were not; 

clients of.the analyst in possessionof_the.information. ' 

Thus, at least for some period of time, and conceivably 

f~ substantial, period of time, other s in the market - 

would be severely disadvantaged, at. leas t until the infor- 

mation had been sufficiently widely disseminatedthat 

enough rew would be committed on the basis.of the- 

information to cau@e the ~nformation to be t0ta%ly~ 

reflected.in the prize. 

A'marketrmotivated system would significantly undermine 

well-develoPed and historically established notions of.,fairness 

in the marketplace~and more-importantly, would likelyjresult 

in benefits being realized by some.investors at the expense. 

of others. ~The opportunities for.abuse,by insiders and , 

for, collusion.between~analysts and insiders, the temptation ~ 

to chicanery, are all too reminiscent of the e~98ts of the 

1920's which resulted in passage of the 19"33 and 1934 Acts. 

It appears beyond reasonable doubt at the present time that 

r~ 
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the disaantling~gf the disc19sure2system , even with :.: ~., ~. 

respect .to a,.relatively~narrow spectrum of larg@~companies,~ 

might very well result in a.serious.and, lasting, impairment.~_ ,, 

of public confidence in the fairness~of the securi-tiesh~..~ .. t~.~ 

markets, a confidence that is.already seriously lacking.~-~. ~;, 

If this were to ~occur,gthe present difficulties~of~cor:u~ ~ I,~ 

pqratlons:{n securin, g:equ!ty~financing~wQu%d und~ubtedl.y be.. . . 

further exacerbated, ~resulting ~conceivably .in'the necessityc ,o 

of public intervention in the-capital~allocation ~process, ~ '~ 

a result, totally~ at var lance ewit~.I~the ..hopes of - those 'who 

urge the substitut.ion~of,market .forces :f-or %r,egglatoxy~ ~- ~,~ I, 

forces in effecting disclosure. .: ~t.> .~; . "~ :~. 

The. ar.guments of .~those ~who woul.d rely ~ upon mar, ket,}L ~' A 

forces to perform the ~ro~le:of .a regulator~y agenc Z i.n _~the .. 

dissemination~of company-originated, information ~are based .~ 

upgn~the assumption that tbose..responsible fo~..diselosure }: -~ 

policies of Issuers would ,recogn.ize ~the :perils in: thel-, .~. ~ .= 

marketplace of misrepresentation,~ undue ~ delays and other~ ,., 

distortions in the dissemination prioress, and, adopt ~policies . 

that would ~cause dissemination to be:made fully, accurately, :. 

and promptly.. :i Again, digcussions . with an aly~st9 in ~the �9 . .... 

course of the-Committee~'s, xesearch indicated~that good news- �9 [ 

concerning a oorporation is .generally much-more.gui~ckly 

and wlllinsly s than bad, news.. ,The~.experience �9 �9 ' 
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of some COmmittee members cohfirms:this. Very often ...v~ ,. 

there are significant motives'for at least• : .. 

concealment of.advers@.informatlon.on the part of'corporate 

executives...-Often.a sizable'part of management,s total comp- 

ensation,,such as benefits from stock options or'stock bonus~. ' ' 

plans, depends.upon~the.price leyel of the'company'ssecu- 

rities. ,Freguently,..thei~r direct Compensation --.sal~ry:'~'-.~ 

and bonuse s -_ will dependup6n the earnings of the c'ompany, 

thereby providing strong'motivation to enlarge 'artificia'lly : 

the Company's earnings. In addition, there is..often:.simply 

the hope that bad news will be temporary and'thus need ; " 

not be disclosed. .. 

The Securities and Exchange Commission's enforcement 

cases demonstDate.that even-ln a regulatory:environment"' 

such as exists and even. with the Pos �9 '~ 

penalties,that,:attend misrepresenta6~o n and. non_disclosur~e, . . , :  

S~176176 ate executives take't'h4'~isk o'f"suppressing -'-' .' "' 

adverse informatio n or tiltfng, disclosure.t,9!a.~favorable. 

bias.. A revfew o~ the quality~,of~.d!sclosure contained in ' "  

Form 10-Ks filed with the Commissio n ws 

annual reports,to shareholders shows'that, even wfth'~he ~ . �9 - 

discipline,of required filing of theFor~'-.10_K,.annual ~ -.. ,. . 

reports habitually presenta more favorabl e picture than" 

the Form 10-Ks. Whi'le there ~ is~some.evidence that such �9 '.. "" 

'i 
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disparity'.isless'noticable with'regard'to'large publicly--- 

held companies,'nonetheless.,~even'amdng~them it'fs-suf-- "" 

ficiently frequent t~ give pause-before-assuming that market 

forces would:be a suffic~en~ substitute.for .regulatory" - , 

The same conclusi6n~mustbe:-~rawn'with.~egar d -toJdis- '~ 

closure kn the'-~ourse~of underwritten public'off6rings. 

Again, th~'evide6ce suggests--.that~even the heavy, burdens .. ~ 

undertaken by underwrfs in the course of-a public ~:-~': -,z~:% 

�9 offering-=have,not always'been "su~frcrent'~eterrents,.'as 

evidended~by experience.-~nthe n~ew issu4-market during the .- 

periods when new~ssueswere'common~-Notwithstanding the .'- 

<vigilance'and'dibigen6eof~the~Secu~itfes and Exchange Com-~ ,a,. 

~mlssion?some underwr~s in questionable-. - ' .- 

practices,~have':been~indifferent to.65e~demands.of due "*~ 

diligence,-preferred,to'-t'ake the:~isk~.of,~iabi~ity, rather "- - 

than incur the. expenses of~pr0per-diligence2 if-these ,: r - 

deficiencies occur in a closely regulated securities dis- 

tribution process% is he-safely assumed:thatlthey 

would'bemultiplied if-the regulatory mechanism'were.~ess',- 

pervasive or vigi--lant. ~It'may be stated almost~as a prin-" ,~, :' 

cipl4.'of'human nature tHat-s~ort-te~mtconsfderatfons~ ~ ' "~ 

particularly when s profits, are " 

often able to override'judgments%with regard to long-term ~. �9 - 

negative consequences,and dangers�9 
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The foregoing discussion of the need.for a mandatory 

element'withr@spec~'tq'c~ information is 

not to deny the faqt that much of. the~ d.!ssemi.nation.of .. . 

such lnformation is. accom~l.ished.as a result of market ,. 

forces. As is noted later, information filed with the 

SEC is often~ina format and~etail and of such limited 

accessibility thatis is oftenunus@bl e directly, by..most 

investor~v :Their.needs are satisifed.by_various kinds~of 

disseminators,.who~, responding..to ~heir~,~er.ceptiens or the.. .~, 

market for information.presented in,different ways, take~. 

the information filed.with the SEC, as well asother infor~ 

�9 mation, a.nd semm@.rize,.~eform@t, conden@e ' simplify and. .u-, ". 

analyze i.t in,ways they think will a~peal to,the markets 

they pursue and try to.serve. The integrity and competence = 

of these disseminators~:zm@t, te[s nQt~conw s ~ .... ... 

report--are of course of-considerable.importance to.the , . 

quality of investment:decisions and the.efficient alloca- 

tion of resourcew ~ 

These coqclusion s about the desirability of a disclo-. 

sure system including mandatory requirements for,company,. ..- 

originated information, of course,.make~no statement with 

respect to the optimum amount of information.that a mandated,.:[. 

system should require; the.determination~of that. involves 

ca.reful .examinati0n 'of~the investment.~rocess,.the needs . 

il 
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of investors, the~fashioning~of concepts~of'."mater.iaI~ty" , 

all:ef, which, are.elsewhere aiscussed.in'this'~report. :: 

Fundamental Research and the Efficient Market Hypothesis 

::. Fundamental to.~consider, ation~of 'the corporate di.sclosure 

system-is the question,whether .:fundamental research V-hthat-~..~ 

�9 is,-the.-study'of.~company=originated,,and , other financial'and ~;~ 

other information,- can yield~for~nvestors super.ior ~ . ~. 

investment results. This question has.been the-focus~of ..: 

ex%@nsive academic discuss~onfor manYYear~s, .with,,.asm~ght 

be expected, ~those, pngaged, in.:secur~ty:and~f:inanci,a~l:analy .... 

"sis-asser.tzng that,'indeed',..super~or.result's',:can'beobta~ned, 

with others,~predominantly.economists, assert.ing that .... ., 

.empi.rical.evidencesuggests;~that,ever the long term, what-- 

ever..that span may be, results:average..out..-~,- .... , . ,~ 

One,:qf. the ear~l~ theeries:was..the "random-walk:.theory.,'! . 

�9 .While, asi-Professors ~James~H. '5or,ie ~and MaDy T.:~ ~Hamilton : 

.have ~ointed out~; the �9 .walk .,'t had ,beenof .~nterest 

to s:tat!st.idians since the early,,:part-of.:the~century, ~it'. ',' 

was not until. 19~9 that it .attnacted }the:'attention.of '" =~.-9~' .. .. , ..... . .�9 

scholars concerned,wi.th the'functionfng.of'the=securities, 

=markets. Professbr Burton-G~Maik~el has.stated the theory. : 

in this fashiQn':. .~.,"~ - -= ~, -,'~ ...... ~ " 2... ~! 

,.~ The-.history-of,-stock price move ~ .. 
ments contains no useful information 

.~ . . .that-will enable an.investor con- . ~.' �9 I- .-. 
sistently to outperform a buy-and-hold 
strategy in managing a portfolio. 
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In effect,.this says that the ':~technicians.'~, the.;�9 

"chartists"and~similar.marketwatchers;cannot~outperform,. 

the market t "~[: ~ ~ ~ ~ ; - ~. ~ . 

." A direct outgrowth :of ~thrs ~wor.k~:has ~been the ~":effi-- 

" cient.market~hypothesis.,.~,, Sinoe.the.~950,s.the[e has~ :~ .... . 

emergeda~consider~ab~e ec~ 

functioning.~of,.securities.markets.and theor-ies.based upon =~... 

these analyses .... . , . , % ~ " .-' .. ~h ~. . ~ 

' The-availability.of information is.L.of.course;-intrin~..~ 

sic-andessential.to~the efficient!ma~ket,.-hypothesis, since 

the~heart.of..the~hypothesis is:that.the.ma~ket price.is .an . 

accurate reflector of-information that~is~available..:~One; �9 

writer has.said,."Black.,~ Fama, Francis:,Lorie,-and~others. 

'have set forth variousrequirements.~om an':eff~cient, market. 

They.incl-ude:'~l.~, Effective Information EiQw. -This means 

that news ~s~disseminated guicklyanL~freely.across ~the I 

entire~spect~um of.ac,tua~ and'potential investors ...,, ~ .. 

(Kuehner, ':Efflcient.Markets.gqd Random Walk,!"in-Financi.al 

Analsy~s-i' Ha-~n@b~176 P. ~1227).;. This hypothesis,- �9 _. 

which was~extens~ely:consideredbY~the~Committee.an d by 

the staff,has been~stated in ~various~ways[.tcEssenti.ally . .... 

it appears to. say two things: one, at any given,,moment_~-. 

the price of a secur;.it~ in, themarket ref.lectsall of the 

information which~is~6ublicly,:avai.~able aboutthe company 

r 
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and the security, (this.is, the\so-oalled;-semi-strong- 

version of the hypothesis); and two, any new. information .' �9 

which becomes publicly.available is~quickly,.almost 

immediately, assimilated into the price~'[..One member-of". ~, 

the Committee, a noted aoademician~and-portfolio.manager, . . 

has suggested this~articulation of'the~efficientmarket. .., 

hypothesis:-."Market.~prices~.so/quickly reflect.thepre- , 

vailing interpretation of widely available information that \ 

superior returns cannot.beearned .from analytica~,effort~ 

unless~,it.produces a more accurate interpretati.on of.the 

information.." This, statement,takes~the..efficient.~.market. .~ 

hypothesis beyond.~simple factual'assimilation.:and~intro- . 

duces'an element-~of::judgment,and suggests.that'superior. : 

judgment" may, notwithstanding~the efficient market. '.: ~,,- 

hypothesis, yiel~ "abnormal" profits, that..is, profits.in . 

excess"of'th0se~realizable by :investing in th'e market as 

: Theefficient market hypothesisL~as commonly artiou-.. 

fated, is~indifferent" touthe quantity-and quality of .~ - 

information ,that.is.a~ailable'to-investors~,, The~market.- 

price of a security reflects-true information and-false 

ihformation with equal.efficiency, as'long "as the quality. 

of the.information~is:not.aitself a part of:the.information 

in the market place. Thus, a.fraudulent,income-..statement, - 
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not known,to be. falser.will be. ref~ecfed~in~the market .~: -. 

price of the~security~to the same extent~as~.a true one..r z" ~, . 

Furthermore, themarket is efficient in. terms~of'what-, . �9 ~ 

ever information,~s available:~: if'there is one "bit" of - �9 ... 

informationavailable~bthe market-price~willureflect that,,-~. ~ .. 

theoretically,~and,be-.efficient;.~if there'area million:...>~.~.~: ,, 

"bits" of information, available-,.the:mar.ket%will.reflect: :_~-.~/ 

those andbe.'ef~cient.~.'~ ~- '~.. .. 

ThusTthe:efficientmarket:hypothesis, as,is readily ~:.~ .~ 

admitted by~i'ts proponents,:makes'no~statement with'respect '~, 

to the ~ . .. 

available or 'the~desirable!accuracyto~ ~t.~.Thus.:concl.u_~ . V' 

sions conc.ern~ng the desirable quality-or.~guantfty of. ~ - .,. 

information must have theft:foundation[elsewhere.than.in ..... .. 

the efficient:market,hypothesis.-..~ 'f~'~',, ,:I,." hi~ " ~.[c-. :..~: 

Some:scholass, notabl.y-Professors George'[J~;Stigler :, .:~ ..- 

and George J. Benston, assert that their empirical research 

has established that there=~is no evidence whatsoever...that.~, 

the disclosures mandated.under the"1933~and the1934 Acts- �9 '~3. 

have providedprotections'to.in~estors or-been:the+occasion':.~:- 

for the introduct.ion.ofJnew, useful'information.in:the e ~:, .... 

marketplace;..Their conclusions, which.ha~e[been sharply" .:.~. 

disputed.by.equally:eminent:scholars, such;as:IrwinFriend, 

would a~pear:to he,consistent.with the efficient.,:market . 
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hypothgsis,~.althouqh ,there does not appear~,tq be.:any ~, 

necesgar'y~.conqe~tual link~ between~their studies and the 

hypothesis. ~ :_ :...~,~., ..... ./~ . .=. . 

Thedisputes concerning ~the. meaning~of t~eefficient 

market hygQthgsis,,the, researche s of Messrs. Stigler and 

Benston, portfolio theory and the beta coefficient, continu e 

vig~176 , " "~:. ~ : ~-,u_. : ~,~. ~ ~ ~,: .,~ 

In considering the.efficient market-hypothesis and .... 

fundamegtal, research,, it should ,be ;recognized that!-few, i~f 
�9 / 

any, believe that sati.sfac~tory investment decisions, [.. .. 

assuming~tbe validity, of, fundamental'research, can be made 

solely-Qn, thgbasis of information, that is contained in ". 

d~ with~the SEC, or~fnr'that~-.matter, 

can be~ made on.the basis;only~ofcompany~origi~ated infor- 

mati~ ~xpgrienced .analysts~uni~er~sally.eguip themselves ~. 

not only with. company-originated s but with. - 

extensive information-as weli concerning other~component s ..... 

of the. industry,.the state:gf the:United-States, and world . 

economy, trends in. the economy,~expectations_with respect . 

to interest rates~.and a, host~of:other, data..-To the.extent -,~. 

that the criticism of the Commission~is~justifle~ that it ~ ~ 

has administered.the securities laws.,as~if~filed, informa- 

tion were @ufficient. for investment, decision=making} the. 

committee Str0ngly urges, the. Commission:to take steps~;to 
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clarify .the~l,~mitations~o:f information.filed~with~,it. One: , c ,  

member os tbe,  Commi.t tee h a s � 9  t h a t  pe~haPs.Commis, - . ~-", 

sion filed andrequired documents should bear a legend ~ .~. 

informing users, of the. needle, or seeking.:out~and using data 

in additionto that contained~in.the.:document .in makings ~ ; ~  

investment.dec~sions..~- ..-. .... ~. ~,.. .. .~ 

Those who assert that fundamental research cannot yield.:. 

"abnormal: results support, thei:r~.contentions.wi.th signifi- 

cant empir.ical~ data., A~;number ofstudies havei'been, publi:shed,.; 

indicating that-,, for. instance,.investmen~t, companfes over.." .~.- 

specified~periods of t:ime, ha~e~,under:performed,popular stock.~: 

averagesby~amounts~at, least equal-totransaction:andman_ 

agement, costs; similar studies'!wifh.~respect to, bank, por.t~ ...... 

folios and Other=managed, assets appear~to confirm these { ..... 

indicati~176 for'this, i:'h -c'. 

that the marketoper~tes, with a high'degree:.of"efficiency.. ,<-" 

in assimi:lat.ing~.new~.information,.so_that:there~i.s~hirtua,l~y ~ .~. 

no oppor.tunity fore any~ investor- to gain: advantage~" fr'om$ the .. 

utilizations, of .information before, it '.is~ impacted in the , :~". . t :~ : 

securlty:.pr-ice~. 'Recent studies by~ef'ficien~:ma.rket: :'~:..~ .... 

dev~ suggested[t'hat":there may he a very.,,short: ,i ~ 

period during which+the market'-is-assimilating:information'. :~ 

and that~duripg'this'~relatively:,short,periodJthere~may be~ 

an opportuni.ty.s s to. regliz e ~abnormal','.prof~ts~ 

- .i 
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_ .al~though,it'.must~be. emphasized that the. per, iod .suggested 

before assimilat~ion is:quite brief. 

If these~content~ons ar 9 cgrrgct, then we cogfront a 

�9 ~-!~ confusing-anomaly�9 which.~Professors - Lot]re and I Hamilton. 

have:described:.:. .~ . .... j%.~ . , . .. 

~.- In-order' fgr 'the. hypothesi.s to.'be true., it .is: . 
necessary for many investors"to disbelieve it. 

.-5",--Tha%',is, market prices~will promptly'~and, ful'ly. 
.... reflect what~i~s knowable about the companies / 'j 

�9 ~'c~ who.se~shares are traded, only if. investor~s~k 
~ " "~. " to earn superior r%turn,~make~consciehtfo~'~n~ - " 

"" ' ~ comp4tent_'efforts..to learn about,the co~panie's. "" " '"- ' 
" whose'secur'ities are traded,-and " " -:--" "- - analyze . "~ . 
.~ relevant information promptly: and perceptively, [ ~ . :.~ 

..~ If'.that effort were abandoned, the efficiency "' '~.'. 
. . -LO-f.':the mar.ket~would diminish .rapidly.".. (Th@~ 

':Sto~k Market': ~ Theories and Evidence, p~ ~8-~ " r '~i"~/'\~'ii 

:, If a~alysts cannot over,t~.Iong-~un r.ealize "abhors '~" "" .[". 

profits,'for:,thei.r~clients,,, or:t~eir-.pors "'% 

is no economic bgnefit:.tg~be, derived .fr.omgmplgxing~them; C 

on the. other-hand:~hpweyer,.if their-employer s all. acted �9 

~ then a. ma~or~factor-,in~the 

~grmatiqn-qf secur-ities pr~ges woul d be, removed from~the " " 

[marketplace:'~and prices. Mould. presumably no longer be 

eff.icientlyestablished,. -It is,suggested that the :,, 

.!~.'j~stification-for the. activity,-of-analystsis the per- 

fg~mance by~them.~of:~what is.@ss@ntial!y~ a-.public good 

,~y being.the mechanism~throughwhich the efficient 

market operates. -~tjmay be suggested tha.t,.such would be 
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scant consol'ation-to, those bear<ing the;costs ofl:f-i:nancial 

analysis and it would"not be inappropr:iate:..for them-to 

s'uggest that the c-o's't':Of perform.fng~a'~publi,c:gobd should 

be' �9 by the' publ;fc ". " It has:been sug'g'ested ~ byT~ne'.member 

of the Committee that as soon as departures'oT aha'lysts 

from '% th'e ~ ma'rket ~reach4d "prbpo-r:t~ions: that impair;ed the 

efficfency, of- the'~market ,~-then i ana.l~y:sts..wou.ld:iperceive 

opportunities-'for "abhorma'l"':pr'ofits %nd'~would~return to 

activit'y-',.i;n-" the, market until sucb~'time as 'the.mar ket �9 

reached" a,. l'eg~'l Of; ef.ficiency.~'aga.in-;,,:~Obvious:ly: there 

m ighb, ~9: signif~icant 'time~;lags~whi.le,"analysts moved 

in and out of'~t6e~r~professional"'endeavorsf ~'~ : ' T "  

" : , t  ",,.,~ a~' The eommi:tte~ believes'~that: notwithstanding, the 

~'~:'intefeshing~an~'b~early;Sign&�9 ..~ 

~%conomists and other's~in:degeloping~:the eff.ic~ent ~ 

,market hypot.hesis,:ithe, evidences~that~.fundame~tal.Z .~ 

~research-%{essentially:useless are:noh~yet~, an~:may,,;, 

:. never~be,vsufficiently,tell4ng to, justify the~elimination 

Of a disclosuresystemUpremised onhthe~proposition that�9 

such~research is:useful'and necessary.~ -~ ~.:~:i:.~ 

~';'q Many'of~the~Committee~members:.hage~known.6f>extremely 

successf6~b~nvestors~whbahave re~'iedeupoh~fundamens �9 

research;:and for that~matter, thereLare~members.of the 

Committee,.who Have:'themselves achieved.significant:-.- 

success in this manner. Furthermore, there are other studies 

1 :  

):}, 
. I! 
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:;:that%:appear:'to~contradfct~'the-statistic'a'l - researches and 

o:~'~.seem'to ~nd~cate that some por~t-folios.,organized'on the 

..... 1 ~.basis of fundamental, resear'ch have!:exceeded,i sometimes in 

:'~ significant, degree,.the " index "~ portfol-los.- -It should 

also be remarked that virtually all of the ~res~earch . 

done~ w,ith',respect:,to:,th'e effic-i, ent?market ~ thus- far has 

been focussedl upon" New: Yor,k" StOck' Exchange-I isted 

companies, which, as a, g:~oup,, are, confessedly'.the most 

liquid and"which hawe the. highest, measuretof analyst 

andkpr~176 f.ollo-Mi..ngAZ"! . ! . : ~ ~.: .'h 

:~_ :'It is difficult to ,reject the evidence afforded 

simply, by. the existence of .a subst_anti@l analyst . 

profession.for whose, services literally millions of 

investors are willing, to pay. often substantial fees 

ford-thee:benefits,of-information and:advice~based,-upon 

fundamental.~.research ;, ~ This:does...not deny.:-that.:~ 

frequently s i~. the yict{m~-of--widespread myths 

~[:~and commits;substantial:resources.i.n pufsuil_tZof them. 

, a;,o:g~Howe~.er,~ given ~the facil'ity of communication, economic 

studies, and .per so_na:l :exper.ience of Li:nves.tor:s :it .~fs'i 

,:.'. c.difficult "oto bel-ieve .that. ~thi's,'elaborate"-i:ndustry and . 

[_ pr.ofession would.be pe~petuated.<and -fin'anced -by" :-~ , , 

ojsophisticated., knowl'edgabl-e'; ;exper.t investors when there is 

"~.,, - nO. value whatsoever to be ~ secured from it:-., "- ' �9 .t" 
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.~'~,, ~ven those whq~have,.been~clea~ly~.identif~e d with 

~esppusal of ~the~f'ficien~t mar<ket,hypgthesis are,reluctant 

.tg~,geny.totally~th9 possibilities, of. superior profits from 

,analysis. .For instgnce,~Professors, Lorie and:Hamilton~ 

..... ~ A belief in. an e~ficient,marekt is:not exactly 
equivalent to a disbelief in the possibility 
,of supe[,ior.w There can~be>-. 
indivfduals in the world who have a quicker or 

,;,~.,more p;ofou.n ~ understanding of the. economic. ,~. 
consequences for individual firms of changes 

�9 i.n the:economic environment or changes-within:/ 
the firm itself. "iLorie and Hamilton, The 
Stock Market: Theoriesand Evidence,~p.--[04:- 
[1973]). 

Again, Professor Burton G. Mal'kiei has said, 

after discussing favorably the random walk theory 

(progenitor'of the efficient market hypothesis), 

"I walk'a middle road. While I believe that 
:,~ , ,~in~estors must rec0nsider the.Jr..faith, in..- ~ , 

Super Analyst, I am not as ready as many of 
my academic~colleagues to damn the.entire. ,~. 
field. = (A Random Walk Down Wall Street, 

- : . .  ~ . . 1 7 0 . [ 1 9 ~ 3 ] i ) . ~  , . . . . . . .  .. ~ . : : ~ - . !  . . . .  - 

.,. And.he then~lays.down some investment rules clearly 

- i~cqnsis~ntwith, r~andom walk and efficient market.notions. 

Portfolio Management Theor Z and.Disclosure i,: 

�9 ,Alsq emerging durin,g this.time,were various theories 

with regard to port~olio~organizationandthe so-called 

"capital asset-pricing~model'~.:.Increasing}y~portfolio 

managers were attentivg~t o the so-called -":beta, coefficient" 

which was a measure of risk. Emerging portfolio theory 

/ 
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"'suggested that sensible investment policy entailed a 

judgment with respect'to the degree of risk desired in 
r . - , i -. _L, 

the portfolio and the investment Of the portfolio resources 

in securities having beta coefficients which would average 

.... out to the desired degree'of risk. These theories do not 

militat4~against a mandatory disclosure-system. If any- 

~'~thing 'they suggest a maximization 6f the quantity and 

~'" "qlality~f disclosure "s a mandatory component 

:w~'L~-in"order that the beta of-securities may more accurately 

~":~:" reflect the degree of risk. 

un~ "'~'The'Means '0f Achieving A Mandated Disclosure~S~stem 

Havlng reached the concluslon that a corporate disclosure 
�9 . :c,= -; . . . . .  ' 

~&'~ ["system needs, at'least in part, especially with respect 

to company-or'iginated ~nf0rmation, tohave a mandatory 

z2 -,gtdime.nss the question of the means by which mandates 

-should be established' and enforce'd must be addressed. 

..... :'Th%re ar'ea Aumber~:of approaches available; thesemay 

z. be'~roughly broken down between non-governmental and 

=~' ~'~:gov'ernmental~ 

" �9 It is theoretically conceivable that there might be 

u2. ~ . . - ... 
"'- ~'" developed"some sort of a compact between issuers and analysts 

.... and other users of company-originated information with respect 

~to" thec0ntents, timeliness and other characteristics of 
�9 . . : , �9 ,_ 

disclosure by corporations. Apart frompossible problems 

under the antitrust laws, such an approachappears at a 
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m~nimum to be impractical in an economy as large as the 

United States' because of the very substantial number of 

issuers which are publicly-held and the very substantial 

number of analysts and others who use information. Further- 

more, it would seem difficult to develop a system of enforce- 

ment and penalties which would be satisfactory. 

A second non-governmental approach might be to rely, 

either in part or in whole, upon the exchanges. Prior to 

the enactment of the Securities Act of 1933 and the Securities 

Exchang e Act of 1934, the New York Stock Exchange, at" least, 

had been moving in the direction of, and for that matter, had 

been the princ'ip'al force in developing, mandates and standards 

for disclosure by listed companies. Thus, the Exchange had 

required that a l'l listed companies publish audited financial 

statements and certain other information. This continues to 

be the pattern in the United Kingdom and in his study 

comparing American and United Kingdom financial disclosure 

Professor Benston has concluded that the British system is 

functioning satisfactorily. There is some reason to believe 

that a large part of the success of the British system 

derives from the unique nature of the financial community in 

Great Britain where it would appear that peer pressures, the 

geographical concentration of the financial community in 

London, the influence of the Bank of England, the merchant 

banks and the London Stock Exchange, together With a long 

history, have been significantly effective in enforcing 

integrity among various elements of the financial community. 

~j-- 

-XLIII- 

Notwithstanding.this, there have been a number of financial 

scandalsjin Great~B~i~gin which.have led~to strong pressures 

for the supplementation of the present system by . . . . . . .  j . . . . . . . . .  .. . 

governmentally imposed requirements. _ 

.:: !: .... A ~Qvgrnmentally qr@aing# and operated.mandatory .. 

:,~; .:~.~diw w ~ sever@l forms~ On 9 form would 

~coq~is~.simply of antifraud rules that might be enforced by 

orimingl prosecution and-civil litigation by injured.parties. 

~:QbM~~ effectiven@~s'of, suc h, a system woul ~ i D this 

..country be substantially greater than, for~instance, in 

~9[~@t.~Britgin,-because of the rel@tively permissiM e attitude 

-:0f.fe@e[al courts wit h rew to class actions. As a 

~ariation of this system conceivably a governmental agency 

might be empowered to seek civil remedies; this mode of 

enforcement of antifraud prohibition Ss, of course,, a 

Slgn~icant part of the ~ederal securities~regulatgry scheme 

9t.t~9~p[esent tim e and appears to work satisfactorily.. The 

- agency. ~..- eould~ like the Cgmmodities . . . . . .  Futures Trading Commission, 

,provide investors a forum for seeking r.eparations for 

rules'r violations. Another va!iiation of an essentially 

antifraud approach wouldenta~l the-establishment of detailed 

~:rules.by_~...~ ~, the_.governmenta! i n s t r u m e n t a ! . i t y  with regard to 

dis9%psure, much :like the content~f,.the.~arious :forms adopted 

by-the Commission, with departgrgs from those rules enforced 

through civil or criminal proceedings,.but without require- 

ments of filing and review. 
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.... Whether-any configuratioh consisting essentially of 

antifraud'rules,r'either stated generaliy:or'w.ith .... ~. 

particularity, would provide-satisfacto~Sprotection to 

investors is uncertain.' In general,~tt appears.that the 

experience"in os w~th other"modes of regulation 

has not'-proved safisfact6ry-since:therehas'.been asignificant 

�9 ' increase in the'number of countries:6pting forwhat~may be 

called,essentially~the SEC approach.':F~rthermore, the' 

-interaction,~;between issuers,'users and-the'-SEC'.through the 

f.iling:.and review process is helpful to'the-Commission in 

~. 'developing meaningful disclosure standards;.without those 

elements Of the'system it would~notbe expected fhat stan- 

dards would::be as responsive to s as'they 

Members of the investment community.who had"- 

experience with',disc~osure prior to;the [933 and 1934:" 

enactments'are-o'ftenstrong~'f~h.'their a'verment tHat~the 

..--securities acts'have been extremely effective in rai'sing the 

levels of disclosure,, and ce~ta~nl.y in signff'icant~measure 

this is.attDibutable to'the systemof fi:l~ng~and review 

,..{ mandated under.them and ex.s bg~the.Comm~ssion t'hrough 

it rulemaki'~g authori, ty.'-~It seems doubtfu~ that any 'other 

.. available system-woul'd~ be-as' effective in ~6veloping " - 

.the.sensitivlties.of issuers.and those who control them 

to the needs of .the financial market. '~' 

i: 
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The Committee believes that .an essential component 

of a satisfactory system of corporate disclosure is the. 

.signif icant involvement ,of. the .federal. government in 

-" ~ establishing the rules of disclosure.and in the enforce- 

~ ment of them. .The functionin s of.the securities'mar,keti is 

'' heavilyfreighted with considerati6ns of public good; the 

. ','confidence of the Public in the integ~i.ty of those mark~.ts 

~i. i... ".~~s essent.ial if private qa~ital is to be cgmmit~gd to 

~L " C ~rlvate" corporations, and particularly to the e~q~itz~se~uri~ 

�9 .'s of.those corporations. Notwithstanding the'st[~ng 

"" .;be~'ief~o~ members o~ the Committee .:fha t in many.~reas..~o~" '. .... 

;"- " 3~L, g~ M@rnm~nt it is~desirable that there be a-neduction in the 

- scope and extent of .regulations most".of the.Committee 

."" members belie)e that"a significant r~treat of the .federal 

govegnment~ from r e g u l a t i o n  of '~the d i s c l o s u r e  p r o c e s s  a s .  

: presently constituted would have unfortunate. ~mpact upon'. 

' - ~ -  ,:~,securities markets and ~the ability of private~ corporations 

�9 to raise qapit@l in them. In addition, they believe that 

" there are lstro.ngarggments..to b e .  made for the belief, that 

- the most efficient method of regulat,ing the. securities 

" markets is through, a system of f.iling, review., rulemaking , 

and, governmenta l  e n f o r c e m e n t ,  coup led  wi th  e x t e n s i v e  

,-~ opportunities for private:enforcement. 

The Committee a l s ~  a d d r e s s e d  the  q u e s t i o n  whether  

./ 

I 



-XLVI- 

, f {f['ngs:'ma'd~" with" ~the Commissi~on add <to "the i~nforma't ion that 

is availabl.e~t6~-s Many have ~ugges~ed~.th.as {6e 

filings a're"red'undant ~ ' '," 
"Or-a~ most.,only confirmas of' 

in~fbrmat'i6n 'that"had be'e'h'la6sorbed "and us'e'd in ~the market- 

place" long 'before ~it appeared "in ?a "Commis'sion~-fil ing.' The 

"Comm'i'ttee 6elieves thas lirg% measure t'h'i"s "is true.-" 

a'H6we'ver,'it ' believ~i~'also that :.ther6,ar, e other~.6,ehefi.ts..that 

accrh'e ~a's' ;'a' 6~nsequehce of :therZfil'i~n-g ' P'#~ocess with the '~SEC. 

Fgrss i~ssuer 'knowiedge.'Ehat ~:i:nf6r-mat~ibn ~ot~herw{.s~ mi'de 

publicly ~a'vail,able JW{il'~ When i't~f~ {.n,6orb~orated in a ~'f{ling 

wi th'~'t he W Commiss ion ,: "become ' Potent ia91u :'t'he L'S ubj~e'c t :o f '~'~ 
'~se~fi~ ~l'i'aSiiitie:s hn~e:r 't~e se'c'driEei~es ~ac6s will ~: cahs~; the 

inf~ iniE'i:a'lly r'eleas'ed" "t0 ~he 'more' or'edible ind 

'rel;i:a:6'le'~ Thus'th%"sub'seq'ue'nt fil~ng:~s what' iigh~'be 

regarde'd' as, a disciplini~n~ effect fn'assur'i.ng that"the '~-' 

earl'~ie'E~re'l'ease 'is "accurat'e,. ~ ,F'urtherm~0.~e, the~ info~{~atTio n 

-rc~ the' f~il:i~gs :i,s:~usual~ly~.'~,uc h, &or'~' extensivethan 

thai' r'el~ased eariier. ~ T hu's, it~'PrOvides ~ %0"a~aiysts and 

%thers a 'means by;whic h the mbre.'a'56rev~iated ~ fnformat'i'on 

rele'ased 'may be' guali-tative-l~>revfewed ,"~arsed', and assessed. 

, [To soie extent, the det~aii ~i:{s~l~f~ m~y, cohstitute add~{t{onal 

necessary ~ information-which woh'l.d~.no.~ ~e 'a'va'-i'lable"but ~f6r 

the r equ irements conta in6d ~ in TM the~ Sv'ar i0us" f i~l ing" "for'ms. ~' 

�9 Th'e Committee recognizes~th-at the'port{on of the 

corporate disclosure system administered by. the Securities 
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and Exchange Commission satisfies directly the needs of 

only a small proportion of the users of company-originated 

information in investment decision-making. Most investors, 

particularly those customarily referred to as individual . 

investors, secure their information from a host of sources 

that present, format, summarize and simplify.in varying 

degrees and ways in an effort to secure the favor and 

patronage of various classes of users. These privately 

operated sources of info~mati'on are extremely important 

parts of the total disclosure system, for they provide 

accessability, both from the dissemination standpointand 

the understandabilitystandpoint. 

These sources of information are the beneficiaries 

of the Commission disclosure system and without that system 

their activities would be severely hampered. Much of the 

information that they disseminate they secure from Commission 

filings. Further, the mandatory disclosure system, with 

its possible penalties not only for misstatements and 

omissions in filed material but in other corporate disclosure 

as well, provides a high degree of assurance that all 

information furnished by corporations, privately and publicly 

outside filings as well as in them, will be responsible and 

,~accurate. 

The important role of the private disseminators of 

information is enhanced significantly by the presence of a' 

mandatory dimension to the system. 

o 
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Summar Z ...... 

:~ ""The'C~ has-concluded-that,.notwithstanding,the 

arguments of economists and:others.~that~.the efficient market 

hypothesis; the random;walk theory and-.the.-,strength, of 

market forces-~ have rendered~ohsolete or unnecessary~much~or 

all'of'the mandatory disclosure system~administered by.~,;. 

the Securities and ExchangeCommission,.these arguments-are 

not sufficiently compelling s justify~dismantl~ngthe~. 

existing,system, at this time. ~ Some'of these-theories,-while 

having'gained'widespread'academic.~acceptance, appear to be 

contradicted by some'evi.dence and have not been fully explored 

in their application to all. markets, for publicly-held securities. 

Others, while:useful to professional portfolio'managers, do 

not reflect'the.actual manner ~n~which.innumerable.investment 

decisions are being!made. .. ~ .. 

Beyond. these considerations,, s has 

worked well during the four-p~us:decad4s of its existence.' 

American securities, markets /re recognized wori~d~wide'for 

their integrity a~nd~the quality and quantity of information 

available about Amepican corporations. Anomalously, it has 

been'~suggested.that the ease.and sma.ll expense with~which 

money 'can.Se raised in the Eurobond.market, where no formal 

disclosure requirements exist, is because the companiess'eeking 

funds there have been compelled to make full disclosure in 

the United States, thus permitting underwriters'and'purchasers 

!i i : 
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in that market to invest with assurance concerning the 

quality of their investments. 

In concluding that radical change is not now 

desirable, the Committee would reiterate its belief that the 

Commission should observe closely developments in economic 

theory and should modify its policies toreflect such 

developments when they have achieved a tenability sufficient 

to sustainpolicy.. 

To conclude the foundations of a 'struc.ture are sound 

is not to conclude that refurbishing, repairs and 

remodeling are not desirable. The recommendations of the 

Committee which follow are intended to be of that nature.. 


