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SUBJECT G Communications by issuers whose
\ ‘securities are "In Registration”,
I, Introduction

Section 5 of the Securities Act of 1933, (the "ack")
- in effect divides the registration PEQCESSs into three
” distinct time #eriéds# {1) the prémfiling period, (when
'registration is;conﬁémplated in the near future) (2) the
pre-effective of wéiting period; and (3) the post-effective
',period. Ddring“these three time periods an issuer's securities
" are considered:;o be "in registfation"; The discussion
- below focuses on certain specific restrictions regarding

“the release of information and communications by issuers

3.1

‘Whose securities are in registration. 1/

II. The Pre-Filing.Period: Before the Filing of a Registration
‘ i Statement

Lbsent an éxemption, Section 5(z) of the Act makes it is

unlawful "for ady petson... to offér to sell or offer to buy

1/ The term "issuer" is defined in Section 2(4) of the Act.
Note that this discqssion is limited to issuer activities.
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thréugh the use or medium of any ~rospectus or otherwise

any security, unless a registration statement has been
filed as to such security...". 2/+The term "offer", as
included igithis testriction énd‘és defined by the Act, has
been 1tberélly.¢onstrued by both the Courts and the Commissicon.3/
For examplé; in . addition to the obvious prohibition against
the express oral or written Offer of sale by an issuer,

an issuer is also restricted from contacting any prospective
purchasers; using any type QE prospectus to create public
interest in:its'securities ﬁ/ or froem publicly identifying
underwriéers ass@ciated with the offering which is apt to
prompt “offers’ﬂo buy". These restrictions are reguired in
order to aydid a "priming" of the market in the seéurities ro
be registeteé prior to the ayéilaﬁility of specified

disclosure by the issuer, otherwise known as "gun jumping®. 5/

2/ The interstatercommerce requirement must alsoc be met for

Section ‘5 to apply regardless of the time period. However,
the Courts have consistently held an expansive interpre-
tation of the interstate commerce requirement.,

3/ See, e.g., In the Matter of Loeb, Rhoades & Co., 38 s.E.C.

843 (1959} {term "offer to sell" is defined broadly and
encompasses pre-filing publicity efforts even if not
couched -in terms of an express offer),

4/ SEE SECTVAEVIAS Corporation, 169 F. Supp. 211 (S.D.N.Y.

1958) {written and oral communications to the press by
representatives of the underwriter and the issuer concerning
a forthcoming initial public offering of the issuer's

securities constitutes an “offer to sell"}, But see
Securities Act Release No. 5927, at 3.

5/ Securities Act Release Nos. 3844- (October 8, 1957), 4699

(May 28, 1964), 5009 (nctober 7, 196%), and 5180
{August 1, 1971) (providing examples of what constitutes

“offers to sell” in pre-filing period in contravention
of Section 5(c)). T ' A
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- This need fcr restraint; however, must also beée bhalanced

against an issuer‘s continuing duty to provide necessary,
faétual infotmation to both sharehdlders and employees and

its need tcrprepAre for the fegish%ation process in general. &/
Thus, all co@munications by an issuer durihg this time are not
necessarily "offers" in contravention of Section 5{(c).

The registration process begins once an issuer decides
to proceed with an issuance of its securities. This decision
may be in the fofm of an understanding with an underwriter.
After th%s event, but prior to the £iling of a registration
statementl nérmal communications between an issuer and its
stockholders or the general public are not necessavrily
restricted by thé Act. The Commission fosters & policy of
allowing factual informationlconcegning important business
and financial developments dufing all time periods. 7/ 1In
some instances, certain infcrmétion must be disclosed by
public companies.ié order tofcomply with mandated reporting
requirementé; antimfraud statutes or reqguirements of self-
regulatory Ofgan}zations.ﬁ/ =For example, disclosure required
by the Williams Act to be made by a bidder in a cash tender

offer Concernlng a subsequent statutor; merger is normally not

deemed to const;tute an "offer to sell” the bidder's securities

to be exchanged in such merger but, instead, is viewed as a

6/ Securities Act Release No. 5180,

7/ 1d.

8/ 5See, e.g., New York Stock Exchange Listed Company Manual,
Section 2 Disclosure and Reporting Material Information;
American Stock Exchange Company Gulde,uﬁart 4, Disclosure

Policies (Sections 401-405),
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permitﬁed written communication to existing shareholders
prior:to the filing of a registration statement pursuant

to mandated réporting requirements. 2/ An issuer, however,
musﬁ be careful not to instigate pubTicity for the purpose

of facilitating the sale of securities prior to the post-effective
period through means which are not authorized by the Act,
Rather, any publication of information by the issuer during
the pre—filing period should be limited to factual information
as provided durihg the regular course of business including
such periodic reports as mandated by the Securities Exchange
Act of 1934 and should generally‘be of a factual rather than

a promotioﬁal nature. 10/

In preparation for the registration process, Section 2(3)
of the Act providés that the terms “offer to sell” aﬁé "offer
to buy" do not include preliminary Aegotiations and agreements
between the issuer-and any underwriter or between underwriters
during the pre-filing period 11/. Such communications are
necessary in order for the financing to proceed. On the
other hand, £his section does;inélude within the definitiocn
of “"offer® neéotiations with the selling group. The “offer

to buy" restriction prohibits;sdch communications with dealers

during this time., 12/

9/ Securities Act Release No.'5927.

10/ Securities Act Release No. 5180.
11/ Section 2(3).of the Act provides: "the term 'offer to sell',
‘offer for sale', or 'offer' shall include every attempt
or offer to dispose of, cr solicitation of an offer to
buy, a security or interest in a security, for value".

Iw
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v The ohly communication spacifically authorized during
the prewfiling period is an_énnouncement by an issuer of
cértain proposed public offeringsﬁéé specified by Rule 135. 13/
It is impo;tant; however, to nbte;the limited kinds of offerings
covered by the Rule. Rule 13Stpermitslan'issuer to publish a

notice directed to its existing security holders or its employees

containing no more than the designated, factual information

specified in the Rule, pertaining only to limited types of
offerings and specifying that the offering will be made only
by means of a prospectus. Foriexémple, an issuer may publish
a news rélease directed to its current security holders that
it proposés.to @ake a registered exchange offer of its common
stock only by means of a prospectus, Such a notice would

not be deeméd to offer any securiéies for sale. 14/ An

issuer relying upon. Rule 135, however, must carefully observe
the restricﬁioné prescribed. 15/

II. The Waiting Period: After the Filing and Before the Effective
Date

The waiting pericd, as the term suggests, is that time

period from when the registration statement is filed until

“the wait" is over and the registration statement is declared

. -':".':‘;‘;, S

13/ Rule 135, 17 C.F.R. 230.135.

—
=%
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1d.

|

See Chris - Craft Industries, Inc. v. Bangor Punta Corp.
426 F.2d 569 (2d Cir. 1970) (Rule 135 provides an
exclusive checklist of .features to exempt certain
disclosures of forthcoming issues from the definition

of "offer to sell"),
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.,;effécti&e.l bDuring the waiting period, Section 5(a) of the
‘ Act continues ﬁo prohibit all sales of securities but does permit
oral offers. Furthermore, Sectior 5(ky{l) of the Act permits
ijwritten offers. but only by means of afSection 10 prospectus. 16/
Specifically, é Section 10 prospectus includes both the
:‘preliminary prospectué {("red herring") as provided for'in
f Rule 430 17/ and the preliminary summary prospectus as provided
for in Rule 431 18/. ' More specifically, the prospectus need
~ only meet the iéquirements of Section 10(b), not Section 10(a)
at this time, lg/
Tﬁe tefm "prospectus" is defined by Section 2(10)
of the Act. This Section also idéntifies those written
. offers excludea from the definition of prospectus and
J-therefore perm@ssible during the waiting period pursuant
" to Section'S(bjll),. Rule 134, prémulgated pursuant

to Section 2(10)}, specifically excludes from the term

&

16/ The term “"prospectus" is defined in Section 2(10) of the
: Act. For a discussion on what constitutes an offer of
a security for sale by means of a prospectus, see Diskin
v. Lomasney & Co., 452 F.2d 871 (2d Ccir. 1971).

17/ 17 C.F.R. 230.430,

... Although:the preliminary. summary
: mitted during this time, it is not
used much in practice due to the risks associated
with providing summary material.

19/ Section 10(b) of the Act provides: "In addition to
the prospectus permitted or required in subsection
(a) [of Section 10], the Commission shall by rules
or regulations . . , permit the use of a prospectus
for purposes of Subsection (b)(1) of Section 5 which
omits in part or summarizes information in the prospectus
specified in Subsection (a).

g e
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"prcspectusﬁ written offers limited to designated information
as set forth in the Rule, otherwise known as "Tombstone

Adé". 20/ Although through these aﬁﬁauncements an issuer is
able to ascertain "indications OE-interest“ in its securities
from poésible purchasers which in addition'enables'the issuer
to "price™ the issuance, most "indications of interest"” are
ascertained thrqﬁgh oral solicitations by broker-dealers.
Rule 135 annoﬁncéments by an issuer also continue to be

permissible during the waiting period.

In spmmafy,'during’the waiting period cral offers and
written oéfers made by means of a "red herring" prospectus
or a preliminary‘éummary pros?ectus are permitted. ﬁii
other offers are prohibited. Farthermore, although these
offers are permitted, Section 12{2)‘aad Rule 10b-5 impose
liability for miéleading statements, Sales literature,
known as “free writing", is strictly pyohibitad during this
time.

The following examples deséribe particular problem areas

regarding the distribution ofAihformation by an issuer which

which-elither are required or “are permitted to be included

in the notice. See In re National Association of Securities,
Dealers, Inc., Robert L. Butler (No-~action letter, June

23, 1984) (listing permissible and prohibited activities)

and Securities Act Release No. 5180.

9 g -
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may constitute an "offer" by means of a nonstatutory prospectus

during the waiting period.

: o '
1. An advertising campaign related to an cffering

is a violation. See Competitive Capital Corp.,

Securities Exchange Act Release No. 9184

(May 25, 1971).

An underwriters internal memeo, if distributed,
constitutes an unlawful offer to the recipilent.

See Diskin v. Lomasney & Co., 452 F.2d 871 (24 Cir.

1971).

The distribution at due diligence meetings (sometimes
referred to as "road shows")} of written sales
material even in conijunction with a "red herring"

prospectus is a violation of Section 5.

The distribution of prerecorded video or audio
tapes (i.e,{ except those limited to the information
in a tombstone ad) is probably a violation. See

Transamerica Corp. (No-action letter, May 24, 1978)

But also see Exploration Inc, {No-action letter,

October 9, 1986). 1In Exploration Inc., the Division

stated that it would not recommend enforcement action
to the Commission if Exploration produced and

distributed video cassette tapes describing or

g -
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The requirement that a Section 10(a) prospectus either

precede or.accompany any free writing and the sale of any

' ' : A . . .
security continues until the end of the distribution. 25/

However, the prior or concurrent availability of a Section 10(a)

-

prospectus with all releases of information by an issuer is

not pessible, nor is it required. Sometimes, disclosures

made in a press release, however, may present a tension

between an-issuer's continuing obligation to inform its

investors and the restrictions placed on it by Section 5.

This tensicn, in fact, may be more apparent than real. 26/

The Commission has stated that the "flow of normal

corporate hews, unrelated to a selling effort for an issue

of securities is natural, desirable and entirely consistent

with the objactives of disclosure to the public which underlies

the Federal Securities laws”. 27/ The question is what may be

deemed, to be'relaged to a2 "selling effort"?

Disclosures made during the registration process may relate

to continuous reporting obligations under the Exchange Act

25/

The restrictions placed on the distribution of information
by dealers apply at least from the time an issuer reaches
an understanding with the firm that it 1is to act ds mdanaging

X lw
NN

underwriter until the completion of the coffering and the
period of 40 or 90 days during which dealers must deliver
a prospectus, Release No. 33-5010 (October 7, 1969) at

2 [34 FR 18130] . :

Securities Act Release No. 5009.

In the Matter of Loeb, Rhoades & Co., 38 S.E.C. at 853
(emphasis added). :

#
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requi%ements; prompt disclosure under the anti-fraud provisions,
timely disclosures pursuant to policies of self-regulatory
orgénizationé or routine announcemeﬁﬁé to the press. 28/
All such disclosures are proper. Héwever, it is the manner
in which?Sucﬁ disclosures are made that detérmines whether
or not an issuer is merely complying with disclosure
requirementsfor instigating a selling effort: i.e., the so-called
facts and circumstances test. Normally, all such disclosures
may be effecéed in a manner whiéh will not unduly influence
the propoged'offering,

The'gsejof press releases by an issuer and publicity
relating to én issuer whose secgrities are in registration
are two occufrences which probably raise the "selling
eftort” question most frequentlj. As previously indicated,
such press réleaées and publici;g are @ermissible but an
issuer must be reminded that the information that is
disclosed should be factual and cannot be misleading by
omitting or éxaggerating materiél facts, An important
mitigating factor of any violation which arises from

these disclosures 1s where the final content of the

28/ Securities Act Release No. 5009.

g
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news item, the resulting publicicy and the timing of the
reiease is nbt totally within tﬁe control of the lssuer,.

An all incl@sive list of permig;&ble and prohibited
activities by an issuer whose séCugities are in registration
is not f;asibie because determinations are based upon the
particular facts of each case. . Issuers, however, have been
encouraged by the Commission to establish internal procedures
concerning the release of inforhation to avoid unlawful
communicatidps.l In summary, no.practical sales effort can
be made thrdugh-the media by an issuer whose securities are
in registration because normally the selling communications
céuld not be preceded or accompanied by the required
prospectus. However, éisclosufes of material, factual
information'whiéh do not constitute an ocffer are permitted
at any time;during‘the registration process and may be reguired

under the réporting regquirements of the Exchange Act for

issuers that are reporting companies,

IV. A Case Study

The discussion below provides a factual analysis of

an issuer whose securities were in registration., 1In this
particular instance, the information was released a few days
after the registration statement was declared effective

or during the so-called "quiec perioed®. 29/ The facts of this

29/ The "quiet period” ends upon the completion of the
distribution. See note 25 supra.

B
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case were brodéht to our attention by the Boston Regional
Qffice. ' ' o

Scientific Systems, Inc. {the "Company"} is an engineering
firm located in Cambridge, Massacﬁusetts. The Company filed
a registratioﬁ,statement with the Boston Regional Oﬁfi;e
in contemplation of an offering of its securities. On
October 10, 1986, four days after the effective date of its
registration statement, the Company intended to announced
its offering by means of a Rule 134 announcement which it
submitted fb a local newspaper. ﬁ second release was also
prepared and issuéd by the Companﬁ at that same time disclosing
that it had entered into a distribution agreement with
Allenwﬂradley; an event considered by the Company to be a
material development. AThe text of this second release included
a statement of the Company's sales (in fact, a misstatement
because actual sales were 20% lower), a brief discussion of
the agreementfbetﬁeen the two companies and a descriptive
statement aboﬁt the reputation of Allen—-Bradley. 1In preparation
cf an articleion #he Company, theé staff of the local newspaper

combined the information contained in the Rule 134 announcement

and the press;release into a single news item, disclosiné
both the offeiing and the agreemént between the companies,
The disclosuﬁ? of' the informatioé in this manner complicates
the analyéis-as to whether or not che release was proper.

First, each release will be examined séparately.
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;A tombstone ad or a release containing only such
information as permitted underfRule 134 may be made anytime
after thé filing of the registration statement, Here, the
intended Ruie 134 announcementjwas:not employed until even
later -"after the registration statement had been declared
effective. iThe:efore, if made separately, as anticipated by
the Company, the tombstone disclosure would have been proper.

The publication of the intended independent press release
concerning ﬁhe distribution agreement, however, is subject
to a more critical analysis. Specifically, the timing and
céntent af the release are of ihterest. Although the press
release was also made during tﬁe post-effective period, the
~content of the release is not sbecifically permitted-under
any rule aslwith Rule 135 announcements. Nor did it meet
the requireﬁents of a valid prospectus under Section 10
of the Act ér gqualify as a tOmbStOﬂe ad or release under
Rule 134, both of thch are pepmitted éuring this time,
All written promotional or sales efforts may be made
only when pfeceded or accompaniéd by a Section 10(a)

prospectus. There can be no certainty that everyone reading

such release was also given .a.8ection 10{a). prospectus -

Therefore, because the release was a written disclosure
during the quiet periéd and did not meet any of the
aforementioned qualifications, in order for it to have been

proper, even indepéndent of thé Rule 134 announcement,

e
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the éontent of the release must have been limited to factual,
material information which did not constitute an offer. Such

o
disclosures are always permissible and may be made through

any medihm,r

In'ordér to determine whether or not fhe relea;é Was

such a pérmi£ted disclosure by the Company, first we must
assess the specific facts to determine whether or not the
information éisclésed in the reiease was an express written
offer. If so, regardless of whether or not the disclcsure

was also a factual statement, it would still be a violation
~because é wf&tten offer must be accompanied or preceded by a
qualified prospectus. Even if the words “"offer” or “sale"

are not contained in a cowmunicatiqn, the facts and circumstances
may still establish that an offer has been made. If the
release was:not'ah.express offef but, instead was strictly
factual.inférmation, regardless of the .manner of the disclosure
(i.e., by pﬁgss release or direbt mailings to shareholders),
the release of sucﬁ information- was probably (or presumptively)
permissible. (The staff ordinarily should not second-guess

the issuer as to the importance of the information disclosed.)

—on the orhHer Hard  “disclsaira SE ‘:.Qlﬂﬁtltra fagtﬂmai ﬂf@rmatlon

may be both promotional and misieading and thus inappropriate.
Tﬁg content of the second press release encompasses
several items but no éxpress written offer. The “istribution

agreement was stated by the Company as a material development.

Vg
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Therefore, the disclosure of this event and its effects was

probably a proper factual disclosure. .-
In its description of Allen-Bradley as "a leading

manufacturer® of industrial automation control systems .

and equipment, the company did not necessarily go beyond
the pale of permissible statements inasmuch as this

company at least arguably is a major manufacturer in the

industry in gquestion. In another light, such a statement

would more likely be properly characterized as "puffing".
we do not totally eliminate the possibility that this
kind of statement could be both false and misleading

depending upon the circumstances., Here, however, it did

not appear to be the case.

Of greater concern was the fact that the Company's
total sales were inaccurately reported in the release.
Total sales were reported as $6 million instead of 35

million, an error of 20%. Such misstatements are in

direct conflict with the policies and provisions of the

Act. The combination of inaccurate information with the

is particularly troublesome, regardless of who put the

segments together.

In light of these facts, the Boston Regional Office
met with Counsel for the issuer to express their conéerns.

rrimarily because the offering was not marketed in the
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aréa where the news item was published, no enforcement
action was recommended. Whether such a referral would
have been made if the issue were gg&ng scld in the Boston
area is hard to say. Since a cugrent prospectus was
availégle;-it is possible that some less drastic femedial
measures cbuld have been taken, depending upon an assessment

of the damage, i.e., investor interest resulting from the

‘misstated information.

V. Conclusion

The felease of information by an issuer whose securities
are "in registration" is governed by Section 5 of the aAct.
Prior to filing a registration statement, an issuer is
prohibitedrfrom "offering"” to sell its securities except by
means of a Rule 135 announcement, Once the registration
statement ‘is filed but before it is declared effective,

:oral offers may be made but written offers must be by

means of é’Section 10 "prospectus”. Sales of securities

may only be made once the registration statement is effective.
‘Furthermﬂré, sales may only be made by means of a Section

10(a) prospectus and such a prespectus must accompany or

precede any sales literature which is also permitted at this

time,

g g
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kTwo general theories apply to the release of information
by an issuer anytime during the regiﬁpration process.
First, material, factual information by an issuer who has
a continuing obligation to disclosé to its investors is
always permissable. Secondly, all offers, whether written
or oral, and regardless of the type of prospectus are covered

by the generél anti-fraud provisions of the Securities Act and

the Exchange. Act.

vﬁ‘é...



