MEMORANDUM

TO: File No. 4-610
FROM: Alicia F. Goldin
Division of Trading and Markets
DATE: June 21, 2011
RE: Telephone Call with Gerard J. Lian

On May 24, 2011, Alicia Goldin spoke with Gerard J. Lian, Senior Analyst at Invesco
Fixed Income. The topic of discussion was the Commission’s review of the municipal securities
market. Mr. Lian expressed his support for the Commission’s initiative, and offered to be a
resource to Commissioner Walter and the Commission staff on issues related to the municipal
securities market. Mr. Lian followed up on the telephone call by sending the attached
documents.



Confidential information redacted. [Author cites ]“Presentation regarding Build
America Bonds by Gerard J. Lian at the NFMA 2010 Annual Conference, May 7,
2010.



MEmerameum

NFMA Disclosure Committee

To: Members of the NFMA Disclosure Committee

From: Gerry Lian

Re: Survey of Rule 15¢2-12 Annual Financial Information Reports
Date: March 26, 2002

Introduction

At the January 16, 2002 meeting of the NFMA Board of Governors, in preliminary
discussion regarding secondary market disclosure for municipal securities, it was suggested
that increased attention should be directed to the quality of financial disclosure being filed in
conjunction with the annual reporting requirements set forth under SEC Rule 15¢2-12 (the
“Rule’). The purpose of this memorandum is twofold: (i) to highlight the importance of
operating data in evaluating credit quality and to discuss the scope of the reporting
requirements prescribed by Rule 15¢2-12; and (ii) to propose that the NFMA Disclosure
Committee identify and evaluate a sample of Rule 15¢2-12 annual financial information
reports to determine the extent to which operating data is being included in conformance
with the letter and spirit of the Rule.

Although Rule 15¢2-12 requires municipal issuers to include operating data within
annual financia information reports, neither regulators nor industry groups have evaluated
the scope and quality of information being filed. The SEC and DPC Data have each recently
performed informal surveys of a select sample of municipal issuers to determine to what
extent, if any, obligated persons are filing reports at all. For those issuers who are routinely
filing Rule 15c2-12 reports, however, little, if any, attempt has yet been made to evaluate:
(a) whether the substantive content of Rule 15¢2-12 reports conform to the reporting
requirements set forth under the Rule; and (b) whether the scope and quality of operating
data contained in these annual reports contains adequate material information to facilitate
rigorous credit surveillance and analysis.

The Importance of Operating Data

Provision of operating datais of profound importance to the credit analysis of all
types of municipal securities. Although financial audits enable analysts to scrutinize balance
sheets, income statements, and statements of cash flow, provision of financial audits alone
restricts the scope of credit surveillance to areview of financia performance.



Municipal analysts recognize that in order to perform a careful, in-depth review of the credit
quality of municipal issuers, it is aso necessary to probe and to evaluate very closely the
operating performance of governmental borrowers. While financial performance bears a
strong correlation to credit rating, operating performance is what shapes and determines
financial results. Operating data measures the efficiency and effectiveness of service
provision, illuminates performance trends over time and facilitates comparative assessment
of the relative performance and competitive position of all types of government
instrumentalities. No matter what credit sector is considered, operating data provides a
crucia tool that enables analysts to analyze operating efficiency and performance, assess
management skill and develop an informed opinion on credit quality. In short, operating
data provides a vital analytical reference point that brings financial results into sharper focus
and amplifies our understanding of overal credit quality.

The Reporting Requirements Under SEC Rule 15¢2-12

SEC Rule 15c2-12 provides that in order for municipal securities to be eligible for
underwriting or trading, each issuer of municipal securities or other obligated persons must
undertake to file an annual information report with designated NRMSIRs. In general, the
Rule does not specify what information per seis required to be included in annual financial
reports but instead enumerates categories of information to be disclosed. These categories of
information include:

Annual financia information

Audited financial statements

Notices of materia events

Notice of failure to make Rule 15¢2-12 filings

In summarizing the substance of the directive governing annua reporting
regquirements, the following discussion will make reference to two sources: (i) specific
provisions contained within the Rule itself; and (ii) the explanative commentary prepared by
the Commission that accompanied original release of the Rule. For ease of reference,
Appendix A provides acopy of Rule 15c2-12 while Appendix B presents important excerpts
from the SEC Commentary that accompanied release of the Rule.

(i) A Look at the Text of Rule 15¢2-12

The text of Rule 15¢2-12 provides limited guidance on what information is to be
included in “annual financial information” reports. Subparagraph (b) of the Rule directs



municipa issuers to file annual financia information with NRMSIRs and state information
depositories, if applicable, but leaves the precise meaning of this term largely undefined.
The term “annual financial information” is later defined in subparagraph (f) (9) to mean
“financial information or operating data, provided at least annually, of the type included in
the final official statement”. Thislanguage is significant in two somewhat incongruous
respects. First, by defining “annual financial information” in the digunctive as financial
information or operating data, the Rule seems to suggest, in direct contradiction to the SEC
Commentary hereafter considered, that annual financial information may include either type
of information and need not include both. Second, by linking the kind of information to be
incorporated within annual financial information reports to the type of information included
in afina officia statement, it implies that a materiality standard governs the scope of
information to be included in secondary market disclosure. This latter observation has given
rise to the so-called mirror concept, a notion further discussed in the SEC Commentary
which posits that in accordance with the structure of Rule 15¢2-12, secondary market
reports are supposed to contain information that mirrors the original information contained
in the official statement.

What is unambiguous, however, is that the Rule contemplates that annual financial
information should include more than audited financial statements. This can be inferred by
reading section (b) (5) (i) (A) of the Rule in conjunction with section (b) (5) (i) (B).
Whereas section (b) (5) (i) (A) posits that municipal issuers must file “annual financial
information” for each obligated person for whom financia information or operating data is
included in the final official statement, section (b) (5) (i) (B) stipulates that “annual financial
information” should include audited financial statements, when and if available, if not
already included as part of section (b) (5) (i) (A) submissions. The same conclusion is
reached by a different route. In prescribing what is to be included within the text of awritten
undertaking, section (d) (ii) (A) of the Rule directs municipal issuersto provide, in
reasonable detail, the type of financia information and operating data to be provided as part
of annual financial information (italics added).

(i) SEC Commentary to Rule 15¢2-12

The best explanation of the reporting requirements is provided in the SEC's
Commentary to Rule 15¢2-12. The Commission directly addresses and further expounds
upon the definition of “annual financial information”, then goes on to clarify what type of
information ought to be included with respect to “operating data’. The SEC’s explanation
of “annual financial information” is easily summarized by reference to a direct quote:

The definitionof annual financial information specifies both the
timing of the information - that is, once ayear - and, by referring to
the final official statement, the type of financial information and



operating data that is to be provided to the repositories. | f
financial information or operating data concerning an obligated
person ... isincluded inthefinal officia statement, then annual
financia information would consist of the same type of financial
informationor operating data. (Italics added).

The significance of the foregoing language is twofold. First, the Commission
reiterates that the definition of the term annual financial information is to be made by
reference to the type of information included in the final official statement. The implication
of this linkage back to the Official Statement is potentially far reaching because it suggests,
rather unmistakably, that ongoing disclosure should include information beyond audited
financial statements. Second, the text uses the word “and” to refer to financial information
and operating data in the conjunctive, again implying that annual financial information
should include both financial audits as well as operating data.

To dispel any doubt as to either the importance of operating data as a distinct
reporting component or the Commission’s expectation that operating data should be
routinely included as a part of annual financia information, the SEC’'s Commentary
includes the following additional discussion about operating data:

Operating data is included as a subset of annua financial
information, and the operating data to be provided annually
also is determined by reference to the type of operating data
presented in the final official statement. Thus, the parties
will determine at the outset, presumably with the assistance of
applicable industry guidelines, what operating data will be
provided, both initially and on an ongoing basis.

To illustrate in greater detail what is meant with respect to operating data, the
Commission cites a concrete example with reference to health care financing. In noting that
under current industry practice, an official statement typically provides information that
includes operating statistics such as bed utilization, admissions and type, patient days, and
payor utilization, the Commission points out that this information is the type operating data
to be provided annually.

(iii) Conclusions

A careful reading of Rule 15c2-12 in conjunction with the SEC's Commentary
yields a number of important conclusions regarding the nature and scope of annual reporting
regquirements. These conclusions may be summarized as follows:



Rule 15c2-12 does not specify the form or content of information that
should be provided either as part of annual financial information reports or
with respect to material event notices;

In refraining from setting forth a specific definition per se of the term
“annual financial information”, the Rule allows the parties to a transaction to
establish the scope of the disclosure undertaking based largely upon self-
defined notions of materiality;

The Rule does not establish a standardized format for presentation of financial
information, or any specification of the content of the information, other than
by reference to the final official statement.

The Rule contemplates that specific categories of information will be included
within secondary market reports. These include: (i) annual financial
information reports; (ii) audited financial statements; (iii) notice of prescribed
material events; and (iv) notice of failure to make Rule 15¢2-12 filings.

A fair reading of the letter and spirit of the Rule strongly suggests that
operating data should be included as a distinct component of the annual
financial information to be reported each year. This conclusion is supported
by several considerations: (a) repeated reference is made to the term operating
data within the actual text of the Rule, with the clear implication that
operating data is expected to be included as a separate and distinct component
to annual financia information; (b) the directive within the Rule for issuers to
define the scope of information to be included in annual financia information
reports in a manner consistent with materiality standards governing the
preparation of final official statements; and (c) assertions set forth in the SEC
Commentary that operating data included in final official statementsis
expected to be routinely included within annual financial information reports
if it is of ongoing material importance to investors.

Actual Reporting Practices Under Rule 15¢2-12

Since operating data is an essential element to rigorous credit analysis, as the
municipal bond industry embarks upon a review of reporting and dissemination practices
under SEC Rule 15¢2-12, it is highly important to determine not only whether municipal
issuers are filing secondary market reports but also to consider the quality of information
being provided. Consistent with the letter and spirit of Rule 15¢2-12, in order to evaluate
actual reporting practices it is necessary to determine two things: (i) the extent to which
operating data is being included as a component of annual financial information; and (ii) the
quality and completeness of operating data being provided.



Since an industry review of Rulel5c2-12 is well underway, in order to facilitate
consideration of the quality of annua disclosure being provided by municipa issuers as a
discrete and important element of the review process, it is important that the NFMA
Disclosure Committee proceed to develop a careful, well-focused review of arepresentative
sample of Rule 15¢2-12 filings and do so in atimely and expeditious manner. The scope of
the survey will be threefold: (i) to develop a reliable sample of municipa issuers that
currently file Rule 15¢2-12 reports with NRMSIRs; (ii) to carefully evaluate the quality of
information being filed both in terms of fulfillment of written undertakings and in terms of
meeting the materiality standard embedded within the Rule; and (iii) to compile and report
results report back to the NFMA Board in time for the May 7, 2002 Board meeting.

Attached please find a final copy of the Rule 15¢2-12 Sample and Survey Form to
be used in performing this study. Note that the sector weightings that have been assigned to
individual credit sectors within the NFMA sample closely approximate overall percentage
distributions within the municipal marketplace at large. The close correlation can be seen by
comparing: (&) NFMA sector weightings with (b) market issuance statistics for each credit
sector compiled by The Bond Buyer. Although the NFMA sector weightings do not mirror
actual market experience with mathematical precision, the weightings provide a very close
proxy ensuring that te sample drawn is extremely well-distributed and diversified. The
integrity of the sample is further protected by the use of randomly generated CUSIP
numbers for nearly all credit sectors. This safeguard ensures that issuers were selected with
no advance knowledge of actual reporting practice.

The sample design calls for surveying the quality of operating data provided in
connection with annual information reports filed by 120 municipal issuers in compliance
with Rule 15¢2-12. The focus of the survey centers exclusively on studying the reporting
practices of issuers found to be actualy filing information mandated by the Rule. Since the
Rule requires municipal issuers or obligated person to file annual financial information with
each designated NRMSIR, in identifying issuers who filed such reports only one NRMSIR
is being used and no attempt will be made to determine if reports filed at one pre-selected
NRMSIR were cross-filed and consistent with reports filed by the same issuer at other
NRMSIRs. While that additional step could conceivably show differences in what was filed,
the likelihood that an issuer would file different reports with different NRMSIRs seems to
be highly remote and statistically insignificant. The results of the survey will be compiled
and reported upon to the entire NFMA Board upon final completion.



Appendix A
Text of SEC Rule 15¢2-12

240.15c2-12 Municipal securities disclosure.

Prelimnary Note: For a discussion of disclosure obligations
relating to municipal securities, issuers, brokers, dealers, and
nmuni ci pal securities dealers should refer to Securities Act
Rel ease No. 7049, Securities Exchange Act Rel ease No. 33741, FR-
42 (March 9, 1994). For a discussion of the obligations of
underwriters to have a reasonable basis for recomendi ng
muni ci pal securities, brokers, dealers, and nunicipal securities
deal ers should refer to Securities Exchange Act Rel ease No. 26100
(Sept. 22, 1988) and Securities Exchange Act Rel ease No. 26985
(June 28, 1989).

(a) General. As a neans reasonably designed to prevent
fraudul ent, deceptive, or manipul ative acts or practices, it
shal | be unlawful for any broker, dealer, or municipal securities
deal er (a "Participating Underwriter" when used in connection
with an Ofering) to act as an underwiter in a primary offering
of rmunicipal securities with an aggregate princi pal anount of
$1, 000,000 or nore (an "Offering") unless the Participating
Underwriter conplies with the requirenents of this section or is
exenpted fromthe provisions of this section.

* k k%

(b) Requirenments. * * *

(5)(i) A Participating Underwiter shall not purchase or
sell municipal securities in connection with an O fering unless
the Participating Underwiter has reasonably determ ned that an
i ssuer of municipal securities, or an obligated person for whom
financial or operating data is presented in the final officia
st at ement has undertaken, either individually or in conbination
with other issuers of such nunicipal securities or obligated
persons, in a witten agreenment or contract for the benefit of
hol ders of such securities, to provide, either directly or
indirectly through an indenture trustee or a designated agent:

(A) To each nationally recognized mnunicipal securities
informati on repository and to the appropriate state i nfornmation
depository, if any, annual financial information [GIL1]for each
obl i gated person for whom financial information or operating data
is presented in the final official statement, or, for each
obl i gated person meeting the objective criteria specified in the
undertaki ng and used to select the obligated persons for whom
financial information or operating data is presented in the fina
official statement, except that, in the case of pool ed
obl i gations, the undertaking shall specify such objective
criteria;



(B) I'f not submitted as part of the annual financi al
i nformati on, then when and if available, to each nationally
recogni zed nuni ci pal securities information repository and to the
appropriate state infornmation depository, audited financia
statement for each obligated person covered by paragraph
(b)(5)(i)(A) of this section;

(C) In atinmely manner, to each nationally recognized
nmuni ci pal securities information repository or to the Minicipa
Securities Rul emaking Board, and to the appropriate state
i nformati on depository, if any, notice of any of the follow ng
events with respect to the securities being offered in the
Offering, if materi al

(1) Principal and interest payment delinquencies;

(2) Non-paynment related defaults;

(3) Unschedul ed draws on debt service reserves reflecting
financial difficulties;

(4) Unschedul ed draws on credit enhancenents reflecting
financial difficulties;

(5) Substitution of credit or liquidity providers, or their

failure to perform

(6) Adverse tax opinions or events affecting the tax-exenpt
status of the security;

(7) Modifications to rights of security hol ders;

(8) Bond calls;

(9) Defeasances;

(10) Rel ease, substitution, or sale of property securing
repaynent of the securities;

(11) Rating changes; and

(D) In atinmely manner, to each nationally recognized
nmuni ci pal securities information repository or to the Minicipa
Securities Rul emaking Board, and to the appropriate state
i nformati on depository, if any, notice of a failure of any person
speci fied in paragraph (b)(5)(i)(A) of this section to provide
requi red annual financial information, on or before the date
specified in the witten agreenent or contract.

(ii) The written agreenent or contract for the benefit of

hol ders of such securities also shall identify each person for
whom annual financial information and notices of material events
wi |l be provided, either by name or by the objective criteria

used to select such persons, and, for each such person shall

(A) Specify, in reasonable detail, the type of financia
i nformati on and operating data to be provided as part of annua
financial information;

(B) Specify, in reasonable detail, the accounting principles
pursuant to which financial statenments will be prepared, and
whet her the financial statenments will be audited; and

(C) Specify the date on which the annual financia
informati on for the preceding fiscal year will be provided, and



to whomit will be provided.

(iii) Such witten agreenent or contract for the benefit of
hol ders of such securities also may provide that the continuing
obligation to provide annual financial information and notices of
events nay be termnated with respect to any obligated person, if
and when such obligated person no | onger renmains an obligated
person with respect to such municipal securities.

(c) Reconmendations. As a neans reasonably designed to
prevent fraudul ent, deceptive, or manipulative acts or practices,
it shall be unlawful for any broker, dealer, or mnunicipa
securities dealer to recormend the purchase or sale of a
nmuni ci pal security unless such broker, dealer, or nunicipa
securities deal er has procedures in place that provide reasonable
assurance that it will receive pronpt notice of any event
di scl osed pursuant to paragraph (b)(5)(i)(C), paragraph
(b)(5)(i)(D), and paragraph (d)(2)(ii)(B) of this section with
respect to that security.

(d) Exenptions. (1) This section shall not apply to a
primary offering of nunicipal securities in authorized
denom nations of $100,000 or nore, if such securities:

(i) Are sold to no nore than thirty-five persons each of
whom the Participating Underwiter reasonably believes:

(A) Has such know edge and experience in financial and
busi ness matters that it is capable of evaluating the nerits and
ri sks of the prospective investnent; and

(B) I's not purchasing for nore than one account or with a
view to distributing the securities; or

(ii) Have a maturity of nine nonths or |ess; or

(iii) At the option of the holder thereof may be tendered to
an issuer of such securities or its designated agent for
redenpti on or purchase at par value or nore at |east as
frequently as every nine nonths until maturity, earlier
redenpti on, or purchase by an issuer or its designated agent.

(2) Paragraph (b)(5) of this section shall not apply to an
O fering of municipal securities if, at such tine as an issuer of
such munici pal securities delivers the securities to the
Participating Underwriters:

(i) No obligated person will be an obligated person with
respect to nore than $10, 000,000 i n aggregate anpunt of
out st andi ng muni ci pal securities, including the offered
securities and excluding municipal securities that were offered
in a transaction exenpt fromthis section pursuant to paragraph
(d) (1) of this section;

(ii) An issuer of nunicipal securities or obligated person
has undertaken, either individually or in conbination with other
i ssuers of nunicipal securities or obligated persons, in a
witten agreenent or contract for the benefit of holders of such
muni ci pal securities, to provide:
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(A) Upon request to any person or at |least annually to the
appropriate state informati on depository, if any, financia
i nformati on or operating data regardi ng each obligated person for
which financial information or operating data is presented in the
final official statenent, as specified in the undertaking, which
financial information and operating data shall include, at a
m ni rum that financial information and operating data which is
customarily prepared by such obligated person and is publicly
avail abl e; and

(B) In atinely manner, to each nationally recognized
muni ci pal securities information repository or to the Muinicipa
Securities Rul emaking Board, and to the appropriate state
i nformati on depository, if any, notice of events specified in
par agraph (b)(5)(i)(C) of this section with respect to the
securities that are the subject of the Ofering, if material; and

(iii) the final official statement identifies by name,
address, and tel ephone nunber the persons from which the
foregoing information, data, and notices can be obtained.

(3) The provisions of paragraph (b)(5) of this section,
ot her than paragraph (b)(5)(i)(C of this section, shall not
apply to an Ofering of nunicipal securities, if such nunicipa
securities have a stated maturity of 18 nonths or |ess.

(4) The provisions of paragraph (c) of this section shal
not apply to nunicipal securities:

(i) Soldin an Ofering to which paragraph (b)(5) of this
section did not apply, other than O ferings exenpt under
paragraph (d)(2)(ii) of this section; or

(ii) Sold in an Ofering exenpt fromthis section under
paragraph (d)(1) of this section.

(e) Exenptive Authority. The Comnmi ssion, upon witten
request, or upon its own notion, may exenpt any broker, deal er
or munici pal securities dealer, whether acting in the capacity of
a Participating Underwiter or otherwi se, that is a participant
in a transaction or class of transactions from any requirenent
of this section, either unconditionally or on specified terns and
conditions, if the Comm ssion determ nes that such an exenption
is consistent with the public interest and the protection of
i nvestors.

(f) Definitions. * * *

(3) The termfinal official statenment means a document or
set of docunents prepared by an issuer of nunicipal securities or
its representatives that is conplete as of the date delivered to
the Participating Underwiter(s) and that sets forth infornmation
concerning the terns of the proposed i ssue of securities;

i nformation, including financial information or operating data,
concerning such issuers of municipal securities and those other
entities, enterprises, funds, accounts, and other persons
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material to an evaluation of the Offering; and a description of

t he undertakings to be provided pursuant to paragraph (b)(5)(i),
paragraph (d)(2)(ii), and paragraph (d)(2)(iii) of this section
if applicable, and of any instances in the previous five years in
whi ch each person specified pursuant to paragraph (b)(5)(ii) of
this section failed to conply, in all material respects, with any
previ ous undertakings in a witten contract or agreenent

speci fied in paragraph (b)(5)(i) of this section. Financia

i nformati on or operating data may be set forth in the docunment or
set of docunents, or may be included by specific reference to
docunents previously provided to each nationally recognized
muni ci pal securities information repository, and to a state

i nformati on depository, if any, or filed with the Conmi ssion. |If
the docunent is a final official statenment, it must be avail able
fromthe Minicipal Securities Rul enmaking Board.

* x * * %

(9) The term annual financial information neans financia
i nformati on or operating data, provided at |east annually, of the
type included in the final official statenment with respect to an
obl i gated person, or in the case where no financial information
or operating data was provided in the final official statenent
with respect to such obligated person, of the type included in
the final official statenent with respect to those obligated
persons that neet the objective criteria applied to select the
persons for which financial information or operating data will be
provi ded on an annual basis. Financial information or operating
data nay be set forth in the docunent or set of docunents, or may
be included by specific reference to docunments previously
provi ded to each nationally recogni zed runici pal securities
information repository, and to a state information depository, if
any, or filed with the Cormission. |If the docunent is a fina
official statenment, it nust be available fromthe Minicipa
Securities Rul emaki ng Board.

(10) The term obligated person nmeans any person, including
an issuer of municipal securities, who is either generally or
t hrough an enterprise, fund, or account of such person comitted
by contract or other arrangenent to support paynent of all, or
part of the obligations on the nunicipal securities to be sold in
the O fering (other than providers of nunicipal bond insurance,
letters of credit, or other liquidity facilities).

* K* *x * %

(g) Transitional Provision. * * * Paragraph (b)(5) of this
section shall not apply to a Participating Underwiter that has
contractually commtted to act as an underwiter in an Ofering
of rmunici pal securities before July 3, 1995; except that
par agraph (b)(5)(i)(A) and paragraph (b)(5)(i)(B) shall not apply
with respect to fiscal years ending prior to January 1, 1996.
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Par agraph (c) shall becone effective on January 1, 1996.

Par agraph (d)(2)(ii) and paragraph (d)(2)(iii) of this section
shall not apply to an O fering of municipal securities comencing
prior to January 1, 1996.

* k% %
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Appendix B

Select SEC Commentary on Rule 15¢2-12 *

c. Scope of Financial Information and Operating Data to be Provi ded
Annual | 'y

(1) Definition of Financial Information

The amendments provide a definition of the term "annua
financial information,"-[91]- a concept that was used, without
definition, in the Proposed Amendnents. The definition of annua
financial information specifies both the tim ng of the
information -- that is, once a year -- and, by referring to the
final official statenent, the type of financial information and
operating data that is to be provided to the repositories. If
financial information or operating data concerning an obligated
person (or category of obligated persons in the case of
financi ngs using the objective criteria approach) is included in
the final official statement, then annual financial information
woul d consi st of the same type of financial information or
operating data. For exanple, if anticipated cash flow
information is provided in the final official statenent for a
revenue bond financing, cash flow data reflecting actua
operations nmust continue to be provided on an annual basis. Only
the annual financial information called for by the undertakings
need be sent to the repositories; other types of financia
i nformati on and reports that may be prepared by the issuer or
obl i gated persons are not subject to the rule's dissem nation
provi si ons.

Many comrent ators addressed the issue of whether the rule
shoul d specify formand content of the information that should be
provi ded on an annual basis, as well as for event specific
information.-[92]- Some commentators argued that the rule should
i nclude specified formats for information to be provided,

i ncluding financial statenments and certain industry reporting
formats,-[93]- while other comentators contended that no form or
content should be specified and that the parties should be
permtted to make determ nati ons based on nmateriality
alone.-[94]- As discussed below, the flexibility afforded by the
concept of annual financial information addresses these concerns
by providing a mninum standard for ongoi ng di sclosure, but
allowing the parties to define that standard with respect to each
O fering of nunicipal securities.

1 Taken from 17 CFR Part 240, Rel ease No. 34-34961
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(2) Financial Information

The proposal to mandate audited financial statenents
produced consi derable comment. As with the proposed definition
of final official statenent, comentators expressed concern with
the availability of audited financial statenments on an annua
basis, as well as the rel evance of financial statenents for
certain types of financings.

Sone commentators indicated that some nunicipalities were not
required by law to have independently audited financia
statenents, and any such requirenent would inpose a significant
new expense.-[95]- A nunmber of commentators al so expressed doubt
as to whether audited financial information could be delivered on
an annual basis, because audits nay not be conpleted for a nunber
of years following the close of the fiscal year.-[96]-
Conment ators noted that in some cases, financial statenents for
certain types of entities were audited every year, and in other
cases every 2-3 years.-[97]- Therefore, sone of these comentators
argued that the requirement for annual audited financia
statenments woul d have an adverse inpact on an issuer's ability to
access the public securities markets or increase its costs of
fi nancing.-[98] -

A nunber of commentators also raised concerns regarding the
availability of full financial statenents for certain issuers,
whet her or not audited.-[99]- As exanples, comentators noted that
some issuing entities do not have their own financial statenments
and may be included in the financial statements of a |arger
i ssuer or entity.-[100]- Conmentators fromtwo states indicated
t hat governnental units of the states nay be enconpassed in the
state's conprehensive annual financial report and that there may
be only suppl enental schedul es that described the governnent al
units.-[101] -

Some conmentators raised the point that financial statenents
of a general governmental unit may not necessarily be relevant in
certain project and structured financings.-[102]- As an exanple,
one comenter noted that in sone asset backed financings,

i nformati on about the governnental issuer may be rel evant only
with respect to its experience in managi ng prograns of | oan
pool s. -[103] -

Comment at ors proposed a nunber of alternatives to the
requi renent to provide annual audited financial statenents.
Anmong the alternatives was a suggestion that financial statenents
be required in the formcustomarily prepared by the issuer
pronptly upon becom ng avail able and that audited financia
statenents be provided to the extent available.-[104]- O her
suggestions included limting the requirenent to those entities
required by state or federal |aw to have audited financia
statenments. -[ 105] -

In view of the comments received, the anendnments do not
adopt the proposal to mandate audited financial statenents on an
annual basis with respect to each issuer and significant obligor
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I nstead, the amendnments continue to require annual financia

i nformati on, which nmay be unaudited, and may, where appropriate
and consistent with the presentation in the final officia
statenment, be other than full financial statenments. VWhile it is
anticipated that full financial statenments will be provided for
entities with ongoing revenues and operating expenses, it is
possible that in the case of dedicated revenue streans and
certain types of structured financings, other types of specia
purpose financial statenments, project operating statenents or
reports may be used to reflect the financial position of the
credit source for the financing. However, if audited financia
statenments are prepared, then when and if available, such audited
financial statenents will be subject to the undertaking and nust
be submitted to the repositories.-[106]- Thus, as suggested by a
nunber of commentators, the undertaking nust include audited
financial statements only in those cases where they otherw se are
prepar ed.

The amendments adopt the proposed requirenent that the
undert aki ng specify the accounting principles pursuant to which
the financial information provided as part of the annua
financial information will be prepared.-[107]- As discussed in
the Proposing Release, it is inportant that financial information
be prepared on a consistent basis to enable market participants
to evaluate results and performyear to year conparisons.-[108]-
The undertaki ng al so nmust specify whether audited financia
statements will be provided as part of the annual financia
i nformation.-[109] -

The amendments do not establish a standardized format for
presentation of financial information, or any specification of
the content of the information, other than by reference to the
final official statenent. The annual financial information may
be presented through any discl osure docunent or set of docunents,
what ever their formor principal purpose, that include the
necessary information. The amendments, as adopted, contenpl ate
that sequential final official statements prepared by frequent
i ssuers may neet the standards of the rule. As in the case of
final official statenments, annual financial information submtted
to a repository also may reference other information already
submtted to repositories or the MSRB, or filed with the
Commi ssi on. -[ 110] -

(2) Operating Data

The Proposed Anendnents [111] woul d have required that the
undertaking call for pertinent operating information, and that
the parties specify the pertinent operating information to be
provi ded on an annual basis. The basic concern of comrentators regarding
this provision, in addition to issues of specification
of form and content discussed above, was that the use of the term
"pertinent" did not provide sufficient guidance as to who woul d
deternm ne what was pertinent and what independent obligations
Participating Underwriters would have with respect to such
eval uation.-[112] -
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The amendments have been nodified to respond to these
comments. The phrase "pertinent" has been deleted fromthe
reference to operating information and the word "data" is used to
enphasi ze the intended quantitative nature of the information.
Operating data is included as a subset of annual financia
i nformati on, and the operating data to be provided annually al so
is determined by reference to the type of operating data
presented in the final official statement. Thus, the parties
will determine at the outset, presumably with the assistance of
appl i cabl e i ndustry guidelines, what operating data will be
provided both initially and on an ongoi ng basis. For exanple, in
a conduit health care financing, under current industry practice,
an official statement typically provides information relating to
the obligated party -- the hospital -- in an appendix. In
addition to a discussion describing the hospital, its
admi ni stration and managenent, econonic base and service area,
and capital plan, operating statistics such as bed utilization,
adm ssions and type, patient days, and payor utilization often is
provi ded. [ GJL3] Under the anendnents, in this type of transaction
parties at the outset of a transaction will determ ne which
operating data will be included in the hospital appendi x; such
information, in turn, will be the type of "operating data" to be
provi ded annual | y.
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Endnotes

See, e.g., Letter of Bond Investors Association; Letter
of PSA; Letter of Texas Public Finance Authority.

See, e.g., Letter of Bank One Corporation; Letter of
Rel i ance Trust Conpany; Letter of State Street Bank and
Trust Conpany.

Rul e 15c2-12(f)(9).

See, e.g., Letter of Dean Wtter Reynolds, Inc. ("Dean
Wtter"); Letter of National League of Cities; Letter
of NFMA; Joint Response; Letter of PSA;, Letter of
Tillinghast, Collins & Graham Letter of the Treasurer
of the State of Connecticut.

See, e.g., Letter of Dain Bosworth, Inc.; Letter of
First Al bany Corporation; Letter of MSRB; Letter of
NFMA; Letter of Standish, Ayer & Wod, Inc.

See, e.g., Letter of CDFA; Letter of Chapman and
Cutler; Letter of CIFA; Joint Response; Letter of HM
Quackenbush; Letter of NABL.

See, e.g. Letter of Texas Water Devel opnent Board,;
Letter of State of Washington, O fice of the Treasurer.

See, e.g., Letter of City of Barling;, Letter of Dain
Bosworth, Inc.; Letter of Friday, Eldridge & C ark.

See, e.g., Letter of AMP -- Chio; Letter of State of
I ndi ana, State Board of Accounts; Letter of State of
Mont ana, Departnent of Natural Resources and
Conservation; Letter of Washington Finance O ficers
Associ ati on.

See, e.g., Letter of AMP -- Chio; Letter of Washington
Fi nance O ficers Associ ation.

See, e.g., Letter of ABA Business Law Section; Letter
of Florida Division of Bond Finance; Letter of Gust &
Rosenfel d; Letter of Office of the State Auditor, Texas
("Texas Office of the State Auditor").

See, e.g., Letter of Treasurer of the State of North
Carolina; Letter of Texas Ofice of the State Auditor.

See, e.g., Letter of the Treasurer of the State of
North Carolina; Letter of Texas Office of the State
Audi t or.

See, e.g., Letter of ABA Urban Law Section; Letter of
APPA; Letter of Goldman Sachs; Letter of Cust &
Rosenfel d; Letter of The Hospital & Hi gher Education
Facilities Authority of Philadel phia; Letter of Morgan
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Stanley; Letter of NABL; Letter of New York State
Housi ng Fi nance Agency.

See Letter of ABA Urban Law Secti on.

See, e.g., Letter of ABA Business Law Section; Letter
of Association of Bay Area CGovernments; Letter of North
East | ndependent School District; Letter of PSA; Letter
of Washi ngton Fi nance O ficers Associ ation.

See, e.g., Letter of the Treasurer of the State of
North Carolina; Letter of WAshington Finance Oficers

Associ ati on.

-[106] -
-[107] -

-[108] -

-[109] -

-[110] -

-[111] -

See Rule 15c2-12(b)(5)(i)(B).
See Rule 15c2-12(b)(5)(ii)(B).

See Proposing Rel ease. A nunber of commentators
responded to the request for comment on specification
of the use of generally accepted accounting principles
("GAAP") and generally accepted auditing standards
("GAAS"). See, e.g., Letter of Conptroller of the
State of California; Letter of Government Accounting
St andards Board ("GASB"); Letter of NAST; Letter of
Nati onal State Auditors Association; Letter of
Prudential Investnent Corp. The anendnents as adopted
do not mandate the use of either GAAP or GAAS.

See Rule 15c¢2-12(b)(5)(ii)(B).

Of course, any required information nust be the subject
of an undertaking, and if the information cross
referenced has not been subnmitted to a repository or
the MSRB, or filed with the Conmi ssion, the undertaking
wi |l not have been conplied with.

Par agraph (b)(5)(i)(A) of the Proposed Anendnents.



NMemoerancum

NFMA Disclosure Committee

To: Board of Governors of the NFMA
From: NFMA Disclosure Committee
Re: Summary of Results of Survey and Evaluation of Reporting Practices

for SEC Rule 15¢2-12

Date: May 7, 2002

Rationale for the Survey

The purpose and rationale for our survey of secondary market disclosure reports is
to closely examine the content of annual information reports filed pursuant to SEC Rule
15¢2-12. Although Rule 15¢2-12 requires municipal issuers to include operating data within
annual financial information reports, neither regulators nor industry groups have evaluated
the scope and quality of information being filed. The SEC and DPC Data have each recently
performed informal surveys of a select sample of municipal issuers to determine to what
extent, if any, obligated persons are filing reports at all. For those issuers who are routinely
filing Rule 15¢2-12 reports, however, little, if any, attempt has yet been made to evaluate:
(a) whether the substantive content of Rule 15¢2-12 reports conform to the reporting
requirements set forth under the Rule; and (b) whether the scope and quality of operating
data contained in these annual reports contains adequate material information to facilitate
rigorous credit surveillance and analysis.

Reporting Practices Under Rule 15¢2-12

Since operating data is an essential element to rigorous credit analysis, as the
municipal bond industry embarks upon a comprehensive review of reporting and
dissemination practices under SEC Rule 15¢2-12, it is highly important to determine not
only whether municipal issuers are filing secondary market reports but also to consider the
quality of information being provided. Consistent with the letter and spirit of Rule 15¢2-12,
in order to evaluate actual reporting practices it is necessary to scrutinize two things: (i) the
extent to which operating data is being included as a component of annual financial
information; and (ii) the quality and completeness of the operating data being provided.



Since an industry review of Rulel5c2-12 is already well underway, to facilitate
consideration of the quality of annual disclosure being provided by municipal issuers as a
discrete and important element of the review process, the NFMA Disclosure Committee
decided it was extremely important to proceed expeditiously to develop a careful, well-
focused review of a representative sample of Rule 15¢2-12 filings. The scope of the survey
was threefold: (i) to develop a reliable sample of municipal issuers that currently file Rule
15¢2-12 reports with NRMSIRs; (ii) to carefully evaluate the quality of information being
filed both in terms of fulfillment of written undertakings and in terms of meeting the
materiality standard embedded within the Rule; and (iii) to compile and report results report
back to the NFMA Board in time for the May 7, 2002 Board meeting. Since the Disclosure
Committee has completed a detailed survey and evaluation of Rule 15¢2-12 reporting
practices, the purpose of this memorandum is to summarize key findings obtained from this
review and to make some basic recommendations derived from this study.

Methodology

Attached please find a copy of detailed results derived from the Survey and
Evaluation of SEC Rule 15¢2-12 Reporting Practices. The underlying design structure
called for surveying and evaluating annual information reports filed by a broad based
sample of municipal issuers which ultimately number slightly in excess of 100. To maintain
objectivity and promote accuracy, certain conventions were observed throughout this
evaluative review: (a) the survey sample was structured to include a diverse mix of many
credit sectors; (b) using a special search function provided by Bloomberg, CUSIP numbers
were randomly selected within individualized credit sectors to insulate the results from
potential bias arising from advance knowledge of issuer reporting practices; and (c) the
number of issuers included within credit sectors were weighted to try to replicate actual
market conditions using statistical data compiled by The Bond Buyer as a comparative
benchmark; (d) to simplify the data retrieval process, only one NRMSIR was used as our
database and no attempt was made to determine if reports filed with Bloomberg were cross-
filed and consistent with reports filed with other NRMSIRs as mandated by the Rule. This
shortcut in no way detracts from the validity and usefulness of the results for these reasons:
(1) under Rule 15c2-12, obligors are obligated to file annual information reports with all
NRMSIRs; (ii) the exclusive purpose of this study is to examine the quality of disclosure
content, not the breadth of reporting compliance; and (iii) as a general rule, issuers were not
included in our survey sample unless at least some information was on file.

Findings

a summary of the findings from the Survey and Evaluation of SEC Rule 15¢2-12
Reporting Practices is presented in the table below. Complete results derived from the
Survey are presented in an accompanying attachment. The results point to three general
conclusions: (i) on a very positive note, it is important to acknowledge that annual
information reports filed by nearly 60% of issuers within the sample were found to contain



information deemed to be either complete or near complete; (ii) the results are positively
skewed such that the highest grade categories\' have received the highest scores; and (iii)
despite these favorable findings, annual information reports filed by nearly 41% of the
sample were found to be either somewhat inadequate or substantially inadequate.

A B C D Total

Total 34 28 27 16 105
Percent (%) 32.4% 26.7% 25.7% 15.2% 100.0 %

The practical significance of the findings is that issuers are generally adhering to
the information reporting requirements mandated by Rule 15¢2-12. Not only are issuers and
obligors filing annual audits, they are also filing some form of operating data as required by
regulation. Operating data is being included by a substantial portion of obligors, although
there is a wide range of information being provided. At one level, there seems to be a
diligent effort being made by a great number of obligors to provide meaningful operating
data pertaining to issuer performance. For issuers found to be providing complete or near
complete Rule 15¢2-12 filings, there tends to be a great deal of commonality regarding the
specific elements of operating data incorporated into reports. While there is room for
improvement even here, it is clear that many municipal issuers are striving to live up to both
the letter and spirit of the law. At another level, however, annual information reports field
by other obligors lack sufficient information and are incomplete. For these issuers,
moreover, there is considerable variation in the types of operating data being included in
reports. These observations are evidenced by examining the kinds of operating data
provided within the sample under the column to the right.

Some important implications emerge from the survey. One is that many issuers are
making a good faith effort to comply with the mandate of Rule 15¢2-12. Although the Rule
15¢2-12 filing and reporting system has several shortcomings, if information can be made to
flow through the system more efficiently, there is reason to believe that the process can be
made to work for the benefit of all market participants. A second is that to facilitate better
priority ordering of data elements included with annual information reports, it would be
extremely useful to identify for the market core operating data on a sector specific basis.
Whether as the result of regulatory mandate or enlightened issuer initiative, many obligors
are becoming conditioned to compiling annual information reports. To facilitate better
secondary market disclosure, it would be of tremendous value to the market for the National

" The definition of the grade categories are as follows: (i) A: annual financial information and operating data
is complete; (ii) B: annual financial information and operating data is near complete; (iii) C: annual financial
information and operating data is somewhat inadequate; and (iv) annual financial information and operating
data is substantially inadequate
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Federation of Municipal Analysts to begin to augment its Best Practices Guidelines with
specific schedules of core operating data.

Recommended Action

There are several action steps that can and should be taken to improve disclosure
of operating data in the secondary market. It is the consensus of the Disclosure Committee
that greater attention should be brought to bear on the importance of operating data as a
crucial component of municipal disclosure. Set forth below is a general outline of specific
recommended actions:

= Prepare a Press Release summarizing the results of the survey

= Draft an NFMA Position Paper highlighting the importance and value of operating
data as a component of Rule 15¢2-12 annual information reports

= Provide copies of each of the foregoing items to Martha Haines, Esq. and the SEC’s
Office of Municipal Regulation

= To facilitate greater voluntary market compliance, develop sector specific schedules
of core operating data for inclusion in the NFMA’s Best Practices Disclosure
Guidelines



Market Factors

Improved disclosure elicits wider bidding which extends liquidity and
reduces borrowing costs, particularly in a rising interest rate environment

Good disclosure facilitates investor relations and improves
market access

Good disclosure is consistent with issuer practices in all capital markets
accurate, timely and complete disclosure greatly lessens the need
for regulation

Good disclosure supports secondary market trading prices of related
securities by broadening the underlying investor base

Financial disclosure serves as a critical internal guide to promote effective
financial management

Reluctance to disclose erodes investor confidence in management

Collectively, improved municipal disclosure strengthens the global competitive
position of municipal bonds as an asset class

Good disclosure serves as an effective compass to guide portfolio management
which leads to improved demand for bonds and better borrowing terms

Good disclosure promotes comparative analysis of governmental issuers
which facilitates creation of peer group medians and benchmarks

If favorable information exists, good disclosure amplifies a positive credit
profile that will improve trading value and overall market access

If unfavorable information exists, good disclosure demonstrates the full extent
of management's grasp of financial problems and its ability to implement
remedial action

Good disclosure is demonstrative of management sophistication and
a pro-active approach to financial administration

Legal Factors

Clear, accurate and timely disclosure promotes the efficient allocation of capital,
a basic objective of our nation's securities markets

Contrary to prior legal myth, issuers are not prevented from providing information
beyond the bare minimum required by SEC Rule 15c2-1

Clear and accurate disclosure promotes compliance with SEC Rule 10(b)(5)

Clear and accurate disclosure promotes compliance with SEC Rule 15¢2-12

Economic Factors




Used in conjunction with a FAQ file 2 written disclosure increases productivity
Good disclosure is wholly consistent with the market’s expectations about

the increased availability of information driven by the growth of the Internet
Good disclosure is wholly consistent with the market’s expectations about

the ongoing evolution of good governance standards.

Administrative Factors

Periodic disclosure is emblematic of responsible financial management
Good disclosure promotes greater accountability and public trust in
government

Written disclosure promotes even-handed provision of information to all
It makes considerable sense to leverage information already on tap
to derive multiple benefits that attend good disclosure practices
Good disclosure promotes a more informed citizenry which is essential
to the effective management of democratic government





