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SECURITIES AND EXCHANGE
COMMISSION

17 CFR Parts 211, 231, and 241

{Release No. 33-7049; 34-33741; FR-42;
FILE NO. $7-4-94}

Statement of the Commission
Regarding Disclosure Obligations ot
Municipal Securitles Issuers and
Others

AGENCY: Securities and Exchange
Commission.

ACTION: Interprotation; Solicitation of
commaents.

SUMMARY: The Securities and Exchange
Commission {("Commission™) is
publishing its views with respect to the
disclosure obligations uf participants in
the municipal securities markets under
the antifraud provisions of the federal
securities laws, both in connection with
primary offerings and on a continuing
basis with respect to the secondary
markel. This interpretive guidance is
intended to assist municipal securities
issuers, brokers, dealers and municipal
securities dealers in meeting their
obligations under the antifraud
provisions. The Commission is secking
comment on issues discussed in this
release and possible future agency
action.
DATES: This Interprotation is effective
March 9, 1994,

Cotnments should be received on or
before July 15, 1994,
ADDRESSES: Commuemnds should be
submitted in triplicate to Jonathan G.
Katz, Secretary, Securitios and Exchango
Commission, 450 Fifth Streast, NW., Stop
-4, Washington, DC 20549, Comment
letters should rofer to File No. §7—4-94.
All comments received will be available
for public inspection and copying ot the
Commission's Public Reference Room,
450 Fifth Strect, NW., Washington, DC
20644,
FOR FURTHER INFORMATION CONTACT: Ann
D. Wallace {{202) 272-7282). Amy
Multzer Starr {{202) 272-3654), Vincent
W. Mrthis {(202) 272-3968), Division of
Corporation Finance: Janet W, Russoll-
Hunter {with respect 1o Sections NILC.6.
and V.) {(202) 504-2418), Division of
Market Regulation. U.S. Securities and’
Exchange Commission, 450 Fifth Street,
NW., Washington, DC 20549,
SUPPLEMENTARY INFORMATION- In a
companion release, the Commission is
proposing rule amendimnents that
prohibit & broker, dealer or municipal
securities dealer from underwriting a
municipal issue unless the issuer agrees
tu disseminate information to the
secondary market and from
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recommending the purchase of a
municipal security without reviewing
such information.

I. Executive Summary

The recent high volume of municipal
securities offerings, as well as the
growing ownership of municipal
securities by individual investors, has
highlighted the need for improved
disclosure practices in the municipal
securities market, parlicularly in the
secondary market. To encourage and
expedite the ongoing efforts by market
participants to improve disclosure
practices, and to assist market
participants in meeting their obligations
under the antifraud provisions, the
Commission is publishing its views
with respect to disclosures under the
federal securities laws in the municipal
market.

This interpretive release addresses the
following:

{1) With respect to primary oifering
disclosure, despite the significant
improvement in disclosure practices in
recent years as a result of voluntary
initiatives, increased attention needs to
be directed at

¢ Disclosure of potential conflicts of
interest and material financial relationships
amony issuers, advisers and underwriters,
including those arising from political
contributions:

e Disclosure regarding the terms and risks
of securilies being olfered;

» Disclosure of the issuer's or obligor's
Ninancial condition, results of operations, and
cosh flows, This information should include
audited financial statements (or disclosure
that the {inancial statements were not subject
to audit) and an explunation of the
accounting principles followed in the
preparution of the financial statemonts,
unless the sintements were prepared in
srcordance with generally accepted
accounting principles ("GAAP”) or
accompanied by a quantified explanation of
any deviation from GAAP;

o Disclosuro of the issuer's plans regarding
the provision of information to the secondary
murket; and

* Timely dulivery of preliminary official
statements to undeswriters and potential
investors.

(2) The Commission is renewing ils
recommendation for legislation to repeal the
exemption for corporate obligations
underlying certain conduit securities frem
the registration and reporting requirements of
the foderal securities laws,

{3) Particularly becouse of their public
uature, issuers in the municipal market
routinely meke public statements and issue
reports that can affect the market for their
securities: without a mechanism for
providing ongoing disclosures to investors,
these disclosures may cause the Issuer to
violate the antifraud provisions.

Basic mechanisms to address potential
antifraud liability include:

s Publication of financial information,
including audited financial statements and
other financial and operating information, on
at least an annual basis:

« Timely reporting of material events
reflecting upon the creditworthiness of the
issuer or the obligor and the terms of its
securities, including material defaults, draws
on resérves, adverse rating changes and
receipt of an adverse tax opinion: and

¢ Submission of such information to an
information repository.

{4) Underwriters and municipal securities
dealers are key players in maintaining the
quality of disclosure in the municipal
securities markets. The underwriter has a
duty to review the issuer's disclosure
documents before offering, selling or bidding
for the securities and to have a reasonable
basis for its belief as to the sccuracy and
completeness of the representations in the
documents. Municipal dealers must have a
reasonable basis for recommending the
purchase of securities.

In a companion release.! the Commission
is proposing for comment two related rule
amendments, the first proposing to prohibit
a hroker, dealer or municipal securities
dealer from underwriting a municipal issue
unless the issuer makes a commitment to
provide annual and event-related secondary
market information to a designated
repository: and the second proposing to
prohibit a broker, dealer, or municipal
securities dealer from recommending
purchases of such issues in the secondary
market if it does not review such
information.

IL. Introduction
A. The Municipal Securities Market

As detailed in the recent Staff Report
on the Municipal Securities Market, the
market for municipal securities 1s
characterized by great diversity and
high volume. Issuers, estimated to
number approximately 50,000, include
state governments, cities, towns,
counties, and special subdivisions, such
as special purpose districts and public
authorities. It is estimated that there
currently are 1.3 million municipal
issues outstanding, representing
approximately $1.2 trillion in
securities.2 In 1993, a record level of
over $335 billion in municipal
securities was sold, representing over
17,000 issues. This record financing was
heavily influenced by refundings.
Nevertheless, the leve! of long term new
money financings, representing 49% of
financings for the year, reflected
continued growth. In 1993, there were
$142 billion of new money long term

t Exchange Act Relcase No. 33742 {March 9, 1994)
["Companion Release™).

:See Division of Market Regulation, Securities
and Exchange Commission, Staff Report on the
Municipal Securities Market {*Staff Report™} {Sept.
1993) at 1.
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financings, compared :0 $81 billion in
1988, a 75% increase.®

In recent years, the forms of securities
used to mee! the financing needs of
these issuers have become increasingly
diverse and complex. For example,
conduit bonds, certificates of
participation, and a variety of derivative
produtis have joined traditional general
obligation and revenue bonds as
prevalent forms of municipal financing.4

In addition, there has been a change
in the investor profile in the municipal
securities market. By 1992, individual
investors, including those holding
through mutual funds. held 75% of the
municipal debt outstanding, compared
10 44% in 1983.

Along with the changing investor
profile, there has been a change in
investor strategy. Traditionally,
municipal bondholders have been buy
and hold investors; however, this ’
strategy has changed significantly with
the growth snd development of
municioal bond funds. Many of these
funds actively trade their portfolio
securities to take advantage of marl 1
conditions or to meet redemption nceds.

B. SEC Oversight of the Municipal
Securities Market

As the agency charged with
administering the federal securities laws
and oversesing this nation’s securities
markets, the Commission has an
obligation to protect investors in the
municipal markets from fraud,
including misleading disclosures. As
the New York City report stated nearly
two decades ago:

Ry virtuo of the large dollar vohone of
municipal securitios issued and outstanding
cach year, such socurities are a major factor
in the Nation's economy #* | the national
securitios markets. In ligl: 1 the national
scope of the municipal securities markets,
there is an overriding federsl interest in
assuring that there is adequate disclosure ol
all material information by issuers of
municipal securities.

Although municipalities have certain
unigue attributes by virtue of their political
nature, insofor as they are issuers of
securities, they are subject to the proscription
apains! false and misleading disclosures.s

The burgeoning volume and
complexity of municips! securities
offerings, as well as the retail nature of
the market, heighten the need for market
participants to seek to prevent fraud
through the timely provision of material

v A Decado of Municipal Finance,” The Bond
Buyer (Jan. 6, 1994) at 24,

+5talf Report at 1-2.

~The Bund Heyer 1993 Yearhook {“Bond Buyer
1993 Yearhook ™} ut 6163,

*Staff Report on Transactions in Securities of the
City of N York {"NY City Report™} {Aug. 1977)
Chapter 1L at 1-2,
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information concerning municipal
issuers and securities.

While Congress exempted offerings of
municipal securities from the
registration requirements and civil
liabili.y provisions of the Securities Act
of 1933,7 and a mandated system of
periodic reporting under the Securities
Excnange Act of 1934,% it did not
exempt transactions in municipal
securities from the coverage of the
antifraud provisions of section 17{a) of
the Securities Act,? section 10(b) of the
Exchange Act, and Rule 10b-5
promulgated thereunder.'® These
antifraud provisions prohibit any
person, including municipal issuers and
brokers, dealers and municipal
securities dealers, from making a false
or misleading statement of material fact,
or cmitting any material facts necessary
to niake statements.made by that person
not misleading, in connection with the
offer, purchase or sale of any security.
In addition, brokers, dealers and
municipal securities dealers are subject
to regulations adopted by the
Commission, including those
regulations adopted to define and
prevent fraud.'' Municipal securities
dealers are also subject to rules
promulgated by the Municipal
Securities Rulemaking Board
{“"MSRB").12

C. Disclosure Practices and Culls for
Enhanced Disclosure

In the absence of a statutory scheme
for municipal securities registration and
roporting, disclosure by municipal
issuors has been governed by the
demands of market participants and
antifraud strictures. Spurred by the New
York City fiscal crisis in 1975 and the
Washington Fublic Power Supply
System defaults,* participants in the
municipal securities market have
developed extensive guidance to
improve the level and quality of
disclosure in primary offerings of
municipal securitios, and to a more

7 Soa suction 3{a}{2) of the Socuritios Act {15
1.8, 22cin){2)).

*Seo section 3a)i29) of the Exchange Act {15
HL.8.C. 78clal29)).

~15 1.8 77ga)

15 11.5.C.. 78j{b): i7 CFR 240.105-5,

11 Sections 15{c) {1) and {2) of the Exchanga Act
(15 1LS.C. 780(c} {1) and {2)).

12 S MSAB Manual (CCH).

11 Sep Securities and Exchanga Commission,
Report of the Securities and Exchange Commission
on Regulotion of Municipal Securities (1988);
Securities and Exchange Commission. Staff Report
on the Investigation in the Motter of Tronsactions
in the Washington Public Power Supply System
Srcurities [198B); Securities Act Release No. 6021,
Finul Report in the Multer of Transactions in the
Securities of the City of New York (Feb. 5, 1979);
NY City Report,

limited extent, continuing disclosure in
the secondary market.

In 1989, the Commission adopted
Rule 15¢2-12 under the Exchange Act 14
to enhance the quality and timeliness of
disclosure to investors in municipal
securities.!> The rule requires that
underwriters {both bank and non-bank)
of primary offerings of municipal
securities with an aggregate principal
amount of $1,000,000 or moie obtain
and distribute to their customers the
issuers’ official statements for the
offerings. This mechanism provides
underwriters an opportunity to review
the issuer’s disclosure documents before
commencing sales to investors.16

There is a consensus that, aver the
last two decades, these market and
regulatory efforts have improved
significantly the quality of primary
offering disclosure in the municipal
securities markets.!? Nonetheless, there
continue to be concerns with the
adequacy of municipal offering
disclosure, particularly with respect to
offerings of non-general obligation
bonds and smaller issues.18

Secondary market disclosure practices
present greater concerns. Recent highly
publicized defaults ' and refundings, 20

1417 CFR 240.15c2-12: see Municipal Securitiv,
Disclosure, Securities Exchange Act Release No.
26100 (Sept. 28, 1988), 53 FR 37778 (**Proposing
Release™}): Municipal Securities Disclosura,
Securitios Exchango Act Release No. 26985 (July 10,
1989), 54 FR 28799 {"Adopting Release™).

#* Proposing Release. 53 FR at 37778-37782: Staff
Repori a1 25.

1» Adopting Releaso, 54 FR at 28800.

'?National Federation of Municipal Analysts,
Membership Survey Results Fall 1992 Disclosure
Survey ("NFMA Survey™): Public Securitios
Association, Municipal Securitios Disclosure Task
Force, Report: Initial Analysis of Current Disclosure
Practices in the Municipal Securities Market (June
1088) {'PSA Survey”) (content and comploteness of
primary disclosure documents and sufficiency of
financial information rated satisfactory to excellent
by 94% and 93% of firms responding, respectivaly).

*Seo Letter to Chairman Levitt from Charles
Mires, Allstate Insurance Company [Nov. 4, 1993,
as updated Jan. 18, 1994) {"Allstato Lotter™)
{primary market disclosure by conduits found
inadoquate in 43.8% of rated issues roviewed);
NFMA Survey {local housing. specisl district,
hospitals, long term helthcare and industrial
developmont issues were found to provide the least
disclosure); PSA Survey {small issue-{ndustrial
devolopment bonds received a low rating: issues of
$10 million or less received a low rating).

vExamples include the defaults engenderod by
the failures of Mutual Benefit Life, Executive Life
and Tucson Eloctric Power, and tho bankrupicies
arising out of the Colorado Specis! Districts. Sews,
e.g., Hinden, “Mutual Bonefit Lifo's Collapse Shows
Fragility of Bond G " The Washing!
Post {Jul. 22, 1991} at F 27: Levinson, “Ne Coverage
Against Junk,” Newsweek [Apr. 22, 1991) at 46;
Stamas, “Rep. Dingell Asks SEC to Investigate
Defaulis by Special Asscasment Districts in
Coloredo.” The Bond Buyer {Jan. 25, 1991} at 1.

xSee Gasparino, “Balancing Budgets Through
Lease Doals May Pose Credit Risks, Raling Agency
Warns.” The Bond Buyer {]an. 25, 1993} at 1;

Continuned
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a8 well as the tremendous level of
Issuances during the past two years,
have heightened interest in municipal
seoondaty smarket disclosure. # The PSA
Hias testified that today “secondary
market ittformdtion is difficult to come
by evon Tor professional municipal
credit analysts, 1o say nothing of retail
{hvestors,” 22 Substantfal issuer
inforsaation, i the Torm of official
stalemonts, state-required roports, and
other public documents, is availuble
from1t oapf‘proximmely 20% of
munieipal Tssuers that cotne to market
i‘ret}unnu . accounting for 80% of the
dollar volume of municipal securities
3sued. 23 However, the remaining

T
Herman, "Munigipal-Qand Hulders: Wateh Out for
*Lall’ Shock,” Tho Woll Steer! fournal {Ang. 29,
10024 a1 C1: Humo, “Desler Threatons Sult Over
Propostul Call for Es { onds,” The Bond
Buyeri{Nov, 8, 1003) 51 4; Hume, “lssuet in
Louisiang May Rutt Afoul of Law if Escrowed
Bonds Ave Catled Next Month,” The Bond Uuyet
{Aph 22, 10U3] at 1; Hume, *Rise In Ro-Refundings
of Encrowed Bonds Likely 1o Galn Attention at
Tronsury, SEC,” The Bend Buyer{May 12, 1092}
a1

21 Spe gimerally, Testimony ol loffray S. Groon,

Gonoral Counssl, Port Authority of New York and
Now Jursoy on bohalf of Governsmont Flnaneo
Officors Assoclation, bofore the Subcommitten on
Taleconunications aid Finaneo, House
Corimittoo on Enorgy and Comumeres, Ocl. 7, 1993
(“GFOA Tostimony™) mi 7-0; Romarks by C, Richard
Lohman, Prosident, Bond lnvostors Associntion
Bafors the ULS. Houso of Represantatives
Subcommsition on ‘Falecommunications and Flnance
Concerning the Munlcipal Securitles Market, Oct, 7,
1093 {"*Lobmann Tuatimony®) ot 4=5; Tostlmony of
Andraw R Kintzingor, Prosident-Elect, Natlonn
Assoclation of Bond Lawyars, Dalore the
Subcommitivn on Telocommunications and
Flnance, Houss Comilttae on Enorgy and
Conunorcn, Qate 7, 1003 (*NADL Toatlmony™) at -
2u; Tosthmony of Harvoy Fekort, Chalrtinn of the
Hue Ribbon Committes on Socondary Markal
Disclosurs on Nabalf of tho National Assoiation of
Stato Auditors, Comptrollors and Troasurors Bofory
tho Subcommittos on Tolecommunicationa and
Financo, Houss Commitioo on Ennrgy and
Commeorco, Ock 2, 1903 ("NASACGT Tosthimony™) st
3-0; Teatimony Roelating to the Municlpal Securitios
Markot glvan Ly the Natlona! Foderation of
Municipal Analysts, Kathorine Doteman,
Chaleporson, to tho Subcommitico on
Tolocommunications and Finance, Oct, 7, 1003
{"NFMA Tostimony®) at 1-2; Statemont of Gorald
Mcliride, Chutrinan, Miunicipal Snouritios Diviaton,
fubllo Securitlos Associatlon, Bofore the Housa
Commbtton on Knorgy and Commaran,
Tolocomniunicatlona and Finance Subconimitten,
Oct. 7, 1007 (“1I'SA Tostimony™] at §=7: NASACT,
Stato apd Loval Governinent Sucuritlos Markets amd
Soeondary Market Disclosura (Oct, 1003) at B;
Stmnaa, “Isavers' Intontions on Secondary Markoet
Plsclosure arv Starting to Appoar in Official
Statomenta,” The Jond Buyor (Duc. 14, 1002) s 13

-Simdard & Poar's, “In Support of Suconda

issuers, representing 20% in dollar
volurne but 80% in number, which
tome to the market much less
frequently, provide substantially less
continuing information. Many of these
issues are health care issues, housing
issues, industrial developmont bonds,
and other conduit financings, 24
financing sectors which have had the
greatest incidence of defaults, both
monetary and technical. 25 In addition,
information ofien is unavatlable for
smaller issues of secutities of general
purpose units of government and the
securities of special purpose distriets
and authoritios. 2¢

In response to a request by
Commission Chairman Arthur Levitt for
a recommended “market-participant
sponsored solution” to the disclosure
{ssues in the municipal securities
market, on December 20, 1993, 12
groups and assoclations representing a
broad range of market participants
submitted 1o the Commission a Joint
Statement on Improvemonts in
Mun{cipal Securities Market Disclosure
{the *Joint Staterent”).2? The Joint
Statement sets forth “*a framowork for
improving the availability of
information in the marketplace” that
calls for both continued market
initintives to improve Issuer disclosuro
and “support from the SEC and the
Municipal Socuritios Rulomaking Board
(MSRB)." 28 Among othor things, its
participants rocommand the adoption of
n rulo or intorprotive guidanco
rostricting underwriting of municipal
{ssuos unless continuing information
covonants aro provided by tho issuer,

8 tary Market Discl {Aug. 1963}
{“"NASACT Bluo Ribban Gonunltteo Roport™) ot 1=
2,

#8500 id. at 1, Soo also Allstate Lotlor,

#3800 Bond Buyor 1003 Yoarbook at 3=5;
Municipal Bond Defauits-The 1980's: a Decade in
Reviow (1], Kanny Coy, Ines 1003)(“Konuy Dofault
Ropiopt"}; Public hoeurition Associntion, An
Examination of Non-Nated Munivipal Defaults
10808-1991 (Jan. 8, 1003){"'SA Dofault Roport™);
Staff Report, Appondix D,

8o NASACT Blue Ribbon Committon Report at
-2

N ]ulnt Statoment on huprovamonts in Municipal
Socuritios Market Disclosure {*]oint Statomaont™)
{Doc. 20, 1003} at 1, The Joint Statemont was
sulanitiod by the Amorlcan Bankars Assoclation’s
Trust Committoo, Amarican Publlc Powor

Markat Diacloaurn,” CreditiVeok AMunicipal {Mar,
16, 1002}

APSA Toatlmony at 8. 8on also Lehniaun
“Tostimony at 43 NASAGT Testimony at 3: Nomos,
“Investors® Sorvieo Stops In to Fill Vold In Hoapital
Data Diralosure,” Modem lealtheare {Fob, 3, 1002)
ot 40; Quing, “Crodit Marketa; Aiming for More Data
Abont M\mlcl‘ml Bonds,” The Now York Times

fe!

Assoctation, Associatlon of Local Housing Flnanco
Agoncios, Gouncil of Infrastructure Financlng
Authoritios, Gavornment Finanes Officars
Association, Nattonal Assoclation of Bond Lawyors,
Natlona! Assaclation of Conntlos, National
Associution of Stato Auditors, Comptrollers and
Tronsurors, Natlonal Association of State

{luno 28, 1003) at D§; Schifrin, “Hulla, Suckor,”
Forbns {Foh, 1, 1003) ot 40.

BNASACT, lieport of the Blue Ribban Commilier
on Secondary Morkot Diselosure—Improving

T Natlonal Councl! of Stato Houslng

Agoncles, Natlonal Federation of Municipal

Analysts, and Public Securitios Assaciation,
ad.

111 Prithary Offering Disclosuie
A. Application of the Antifraud
Provisibns

The antifraud provisions of the
federal securities laws prohibit
fraudulem or deceptive practices in the
offer and sale of municipal securities.
Distlosure docurients used by
municipal issuers, such as official
statements, are subject to the
prohibition against false or misleading
statements of material facts, including
the omission of material facts necessary
to make the statements made, in light of
the circumstances in which they are
made, not misleading, The adequacy of
the disclosure provided in municipal
securily offering materials is tested
apainst an objective standard: an
omitted fact is material if there is &
substantia! likelthood that, under all the
circumstances, the omitted fact would
have assumed actual significance in the
deliberations of the reasonable
linvestor]. Put another way, there must
be a substantial likelihood that the
disclosure of the omitted fact would
have been viewed by the reasonable
investor s having significantly altured
the *total mix" of information made
available.®

B. Voluntary Guidelines

In the primary offering of municipal
socuritios, the extensive voluntary
guidelinos issued by the Government
Financoe Officors Association (“GFOA")
have recoived widespread acceptance
and, nmong a number of larger issuers,
have boon viewad as “in ossonce
obligatory rules,” 3t Other groups,
including the National Federation of
Municipal Analysts (*"NFMA™), have
published voluntary disclosure
guidelines covering industry specific
soctors, including among others,
housing, student loans, transportation
and health care.? In connection with
tho offoring of municipal securities, the
GFOA Guidolines call for: 3

800 In ro Washington Public Power Supply
Systom Securitlos Litigation, 823 F. Supp. 1406,
1478 (W.D. Wash. 1085), Seo also Browzt v. City of
Covington, 805 F.2d 1268, 1270 {Gth Cir. 1088),

% TSC Industrivs, Ine. v. Northway, Inc., 426 U.S,
438, 440 (1076).

MLgtter from Hatlan E. Boyles, Treasurer of North
Catolina Lo SEC Ghalrman Lavitt, dated Docombor
7, 1093, Soe Govornmont Financo Officers
Association, Disclosura Guidelines for State and
Local Govornment Securitles {Jan. 1891) ("GFOA
Guldolines™).

2S00 NFMA, Disclosure Handboak for Municipal
Securities 1892 Update (Nov. 1992) {“NFMA
Handbook"). See also Govornment Accounting
Standards Board, Codification of Government
Accounting and Financial Reporting Standards (2d
od, 1087); PSA, Recommendations for a Consistent
Presentation of Basic Bond-Provisions in Official
Statements {Doc. 1989),

MGFOA Guidolines at xv~xix {summary).
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« An introduction to serve as the guide to
theofficial siatement:

» A description of the securities being
offered, including complete information
regarding the purposes of the offéting, the
plan of financing, the security and sources of
repayment. and the priosity of the securities,
ns well ad stractural characteristics, such as
el provisions, tender options, original issue
ot deep discount, varisble sotes, and lease
purchaso agresmonts:

» Information regarding the nature end
extent of any credit enhancement and
financial and business information about the
issuor of the enhancement:

* A duscription of the government issuer
or entorprise, nchuding information about
the lssuer's rango ot fevel of service, copacity
and demographic factors and. in the case of
rovenue supported offerings, information on
the enterprise’s organization, management,
revonue structure, results of oporations and
oporating plan:

» With respect to obligations of private
profit making ond nonprofit conduit {ssuers,
information regording the business or other
activity, includling the entorprise’s forin of
organization and managemont, rate-making
or pricing policies, and historical operations
and plan of opuration:

o A description of tho lssuet’s outstanding
debt, including the authority to incur debt,
}imitations on debt, and the prospective debt
hurdon and rate of Its rotirement:

o A doscription of the hasic
documontation, such as Indentures, trust
agreomonts and rosolutions authorizing the
Jssuanco and vstablshing the rights of the
portios;

 Financlal information, Including
summary information regarding the issuer's
or obligor's financinl proctices and results of
oporations, and financlal statemonts,
prepared iy conformity with gonerally
aceopted nccounting principlos and auditud
in accordance with gonorally accopted
nuditing standards;

» A discussion of lugal mattors, such os
ponding judielnl, administrativo, or
rogulatory procendings that may significantly
affoct the svcuritios offured, logal opintons,
and tax constdorations; and

¢ A discussion of miscollancous mattors,
Including ratings and their description and
meanings, underwriting arrangoments,
arrangemonts with finonclal advisors,
{ntorosts of namod oxports, ponding
logislation, and tho pvatlability of additional
information and documentation,

‘The guidolines propared by the GFOA
and tho NFMA provide a gonerally
comprehensive roadmap for disclosure
in offoring statoments for municipal
socurities olferings, Thero are, however,
aroas that neod furthor improvement {n
both the context of nogotiated and
competitively bid underwritings. In
addition, implementation of these
guidelines nueds to bo oxtended to the
whole markot. For examplo, while large
repoat genoral obligation issuers usually
havo comprohensive disclosure
documents, small issuers and conduit
issuors, particularly in the health care,

housing and industrial development
areas, do not always provide the same
quality of disclosure.m

C. Areas Where Improvement Is Needed

1. Conflicts of Interest and Other
Relationships or Practices

Information concerning financial and
business relationships and arrangements
among the parties involved in the
{ssuance of municipal securities may be
critical to an evaluation of an offering.3s
Reuent revelations ebout practices used
in the municipal securities offering
process have highlighted the potential
materiality of information concerning
financial and business relationships,
arrangements or practices, including
political contributions, that could
influence municipal securities offerings.
For examply, such information could
indicate the existence of actual ot
potential conflicts of interest, breaches
of duty, or less than arm's-length
transactions, Similarly, these matters
may reflect upon the qualifications,
level of diligence, and disinterestodness
of financial advisers, underwriters,
experts and other participants in an
offering. Failure to discloso material
{nformation concorning such
rolationships, arrangements or practices
may render misloading statements made
In connection with the process,
including statements in the official
statemont about the use of proceeds,
undorwritors® compensation and other
oxponsoes of the offering. In addition,
invostors roasonably oxpect participants
in municipal socuritios offorings to
follow standards and procodures
ostablished by such participants, or
othor govorning authorities, to safoguard
the integrity of the offoring process;
accordingly, material deviations from
thoso procedures warrant disclosure.

Existing rules and voluntary
guidolines call for cortain specific
disclosures by offering participants.
GFOA guidelines call for offering
statornont disclosure to investors of
contingoncy fees to nemod experts,
including counsel, and any other
Interest or connection those parties have

4800 NASACT Bluo Ribhon Commitico Roport ot
1-2; Stalf Roport at 26, Industry participants
2 Ay agrood in textimony before the Houso of
Roprasontatives Subconmunlittos on
‘Tolocommunications and Finance on Octobor 7,
1003, that both the groatest disclosure probloms and
the groatest risk of dofault woro with unrated
hospltal, housing, speciat district and industrial
developnient rovonue bonds,

A Sen SEC v, Washington County Utility District,
676 F.2d 218, 222 (6th Cir, 1982} {*Flagrant
violations™ of antifrund provialons arising from
fallure to discloso uso of procoods (o purchaso
options on proparty hold by issuor's manager and
Munnclal arrangemonts botwoen the manager and
the undenwritor),

with other transaction participants.»s
MSRB rules call for dealer disclosure to
issuers and investors of any financial
advisory relationship between an issuer
and a broker, dealer; or municipal
secutities dealer, under certain
circumstances.®” MSRB rules also call
for dealer disclosure 1o investors of,
among other things, certain fees and
exgenses in negotiated transactions.3s

eyond existing specific disclosure
requirements and guidelines, the range
of financial and business relationships,
arrangements end practices that need to
be disclosed depends on the particular
facts and circumstances of each case. If,
for example, the issuer (or any person
acting on its behalf) selects an
underwriter, syndicats or selling group
member, expert, counsel or other party
who has a direct or indirect {for
example, through a consultant) financial
or business relationship or arrangement
with persons connected with the
offering process, that relationship or
arrangement may be material.? Areas of
particular concern are undisclosad
payments to obtain underwriting
assighments ar.d undisclosed
agresments or arrangements, including
fes splitting, between financial advisers
and underwriters.< If the adviser is
hired to assist the issuer, such
relationships, financial or otherwise,
may divido loyalties. Similarly,
affiliations between sellers of property
to be used {n a financed project and
conduit borrowers raise questions
regarding, among other things, the
dotermination of fair market value of the
propeorty and self-dealing.

2, Terms and Risks of Securities

Evolution in the financial markets has
led to increasingly complex and
sophisticated derivative and other
municipal products. While these new

»Soction XILD. of tho GFOA Guidelines.

3MSRB rule G-28.

MMSRY rulo G-32, Soo Soction 15B(c)}{(1) of the
Bxchange Act (15 U.S.C. 780~4{c)(1)) {roquiring
compliance with MSRD rules); MSRB rule G-12,

»Qasparino, “The Trouble with Consultants”,
Tho Bond Buyer {Nov. 18, 1903) at 1, 1n his
tostlmony beforo the Subcommittes on
‘Telocommuntcations and Financa, Andrew
Kintzingor, on behalf of the Natlonal Assoclation of
Bond Lawyers (“NABL"), stated: “{Mlembacs of the
munictpal financo bar should work with issuera to

lovalop p p for stato and local
govornmonta to ensuro that all matorial financlal
arrangomonts betwesn underwritors within the
syndicate and botwoon underwriters and financlal
advisors and possible conflicts of interost between
issuors and membors of the undarwvriting syndicate
or oﬂm:gun\cipanu be accurately documiented and
disclosed or, i appropriate; prohibited.” NABL
Testlimony at 28, See JointStatementat 2.

“Gasparino, “Sevora}{ssudrs-Slart to Scrutinize
Ties Botween Advisers, Bankors;™ The-Bont Buyer
{Doc. 27, 1993} at 1. See:SectinivXILC. of the GFOA
Guidolines: rula G-23 of tlie MSRB.
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products offer investors a wide range of
investment alternatives, in choosing
ariong the alternatives, investors need a
clear understanding of the terms and the
pasticular risks arising from the nature
of the products.®

In particular, investors need to be
informed about the nature and effects of
vach sighificant term of the debt,
including credit enhancerents and risk
modifiers, such as inverso floaters and
detachable call rights. Investors in these
seourities shonld bo aware of thelr
oxposure lo iterest rate volatility,
under all possible scenarios. In
addition, any legal risk concerning the
issuor’s authority to issue securities
with unconventional foatures needs to
bo disclosed. The PSA recontly has
identified disclosure that should be
provided in connection with the offer of
financial instrumeoents that include such
foatures as auction and swap-based
inverse floaters and embedded cap
bonds.42

Crodit enhancemonts are used with
increasing frequency in the municipal
market. According to published
information, oveor 37% of thae dollar
volumo of new long torm issuos carry
somo form of credit enhancoment. 43 The
existonco of bond insurance or othor
crodit enhahcement croates the need for
disclosure concerning tho provider of
the crodit enhancoment and the terms of
tho onhancemont 4 to avoid misloading
invostors concorning tho valuoe of the
onhancements provided and the party's
ability to fund tho onhancement. The
GFOA recommonds that appropriate
financial information about the assots,
rovonuos, reservos and rosults of
oporations of crodit enhancers be
provided in tho official statomont. In
dotermining tho oxient of disclosure,
consideration should bo given to the

41 Aa tho NABL Tostl “Dorlvatt
uru sophiaticated securitios products dosigned for
sophisticated Invastors and should no! bo sold to
rolnll invostors sgno‘m\ly and 'mﬂnlnly‘ not without

cony, vo
umh‘muko the Mnanclal bonefits of those
phisticatod and complicatod t lons, thoy
can assumo the financlol costs of providing * * *
inforination.” NADL Testimony at 22,

4PSA, Recommendation on Dissnmination of
Product—Specific Terms For Municipal Derivalive
Products (1803),

APSA, Municipal Market Developments (Ang.
1903) ot 6.

# Srv Rpvisions to Rulos Rogulating Money
Markot Funds, Socurlifos Act Rol, No, 7038, 58 FR
©u580, 68588 {footnoto omlittod) (“Monoy Market
Fund Roloosn®}; Securitios and Exchango
Cominlssion, flupont by the United States Sccurities
and Exchange C: ission on the Financial
Guarantea Market: The Use of the Exemption in
Section 3{n){2) of tho Sccurities Act of 1933 for
Securitios Guarontend by Banks and the Use of
Insur Policies lo Gu Debt Securiti
{Aug. 28, 1087) {*SEC Financlal Guarantes Report™)
at 82; Adopting Roloaso, 54 FR ot 28812,

amount of the entiancement relative to
the income and cash flows of the issuer
or obligor, conditions precedent to
application of the enhancement,
duration of the enhancement, and other
factors indicating 4 material relationship
between the enhancement and the
investor's anticipated retum.

In a trend that has become
increasingly common, municipal bond
insurers are including in indentures
provisions that appear to delegate to the
bond insurer the ability to modify terms
of the indenture, prior to default,
witliout the consent of, or even prior
notification to, bondholders.4s There
should be clear disclosure of any such
provision that may have a material
impact on the rights of bondholders or
the obligations of the issuer, including
the specific material rights of the
bondholder that could be so altered.

3. Financial Information

a. Financial Accounting, Sound
financial statoments are critical to the
integrity of the primary and secondary
markets for municipal securities, just as
they are for corporate securities.* The
key to tho reliability and rolevancy of
the information contained in the
financial statomonts of a municipal
issuer is tho use of & comprehensive
body of accounting principles
consistontly applied by the issuor.+7

Although there continues to be some
diversity in the financial reporting
practices used in proparing financial
statomonts of governmontal issuers,
practico in tho municipal market is
ovalvln?1 rapidly to reliance on generally
accopted accounting principles
(“GAAP") as determined by the
Governmant Accounting Standards
Board {“GASB"), 4t Only two years after
GASB was founded in 1984, financial
statements prepared in accordance with
GAAP, as promulgated by GASB, were
roquired by 75.2% of cities, 78.3% of
countios and 69% of schoo! districts
rosponding to a research survey,+9 Forty-
six states currently require, or ave in the
process of ostablishing a roquirement,
that state government financial
statements be presented in accordance

500 Allstato Lottor.

#6300 NY City Roport at Ch, 1 p. 92,

41800 GFOA Guidolines at 50,

*The financlal statormonts of corporata obligors
backing condult securitios should follow GAAP for
such ontities, as ostablished by the Financial
Accounting Standards Bonrd and othor bodtes,

+Ingram & Robbins, Financial Reporting
Practices of Local Governnients, Govornment
Accounting Stendards Board (1087)-at 12 (The
suivoy resulls wore based on information rocelved
from 507 raspondents to a survey questionnaire
mailod to 1161 govornmen! units).

with GAAP. 50 In addition, local &s well
as state governments-that receive
significant amounts of federal aid must

* prepare financial statements in

accordance with GAAY or provide
information-concerning variance from
GAAP.SY

The GFOA Guidelines call for
financial statemerits that are either
prepared in-accordance with GAAP or
accompanied:by-a quantified (if
practicable} explanation of the
differences. 52 To avoid
misunderstanding, investors. need to be
informetl of thie-basis for financial
statement presentation. Accordingly.
when a municipal i§suer neither uses
GAAP nor provides a quantified
explanation of inaterial deviations from
GAAP, investors'need a full explanation
of the accounting principles followed.

b. Audits. Investors i the public
securities markets have a reasonable
expectation that annual financial
statements contained in offering
documents or periodic reports are
subject to-auditiss Ini-the case of
municipalissuers, these financial
statement audits are typically conducted
by eitheran indgpencg:mt certified
public accountant or a state auditor.
Although the frequency and timeliness
of audits vary, every state requires some
periodic audit verification of
government financial slatements.s+ A
prudent investor needsto ba-able to
evaluata the extent to which he or she
can rely on the second look an auditor
provides,

Accordingly, the offering statoment
should state whether the financial
statornonts it contains were audited in
accordance with generally accepled
auditing standards (*GAAS"), as
established by the American Institute of
Certified Public-Accountants.

c. Othér Financial dand Operating
Informalion: Financial information
beyond that contained Iin the financial
statements—provided in tabular and

s State Compliollers: Technical Activities and
Functions (I&Zskdmnn).

st Where stglo:and local govornments programs
that aro subjoct to the fadoral “Singlo Audit Act of
1984,” Public Law 98-502 ef seq. propate financial
statomonta on.a basia other than GAAP, “the audit
roport should:state the rinturo-of the variances
thorafrom and foliow professional guldance for
roporiing on fnancial slatemonts which hava not
boon praparod {naccordance with GAAR,” Office of
Management and‘Butgot, “Questions and Answers
on the Single- Audit Procoss of OMB Circalar A-
128, 'Singlo-Audits of State and Local
Governments,' " 52 FR:at 43716 {Nov. 13, 1987),
question 35,

52 GFOAGUldolines at 45,
33 See Gaythifor; An:Electod-Official’s Guide to
Auditing ({ xl

}-Task Force Report
{1990) ("“NASACT'1090.TaskiForce Réport™) at 12
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narrative format, footnotes,
supplemental tables, schedules and
discussions of operations and financial
position—is essential to the fair
presentation of an issuer's financial
performance and position. As reflected
in industry guidelines,ss the type of
information needed (e.g., tax revenue
base, budget, domographics, project
ravenues and agemlions) varies
depending on the type of issuer, the
typo of sccurity sold, and the sources for
ropayment of the bond obligations.

There are a number of areas in which
groater cate needs to be taken to provide
investors with adequate information. In
n pooled financing structure, such as
that used by bond banks, in addition to
providing financial information
concerning the issuing authority or
program In tha aggregato, it may be
necossary to provido Information on
participating obligors, This will depend
on diversification and risk
concentration factors, such as the
sipnificance of any single obligor tu the
ovoral] financing.

Conduil bond issuers noed to provide
oporational information concerning the
activities of the private entorprise that
will provide tho cash flows lo service
the dobt——for oxample, financial
roporting, logal proceedings, changos in
indobtodness, defaults and other
significant dovelopments rolating to the
underlying corporate obligor. Where the
issuing authority in a condult financing
has no romaining obligation for tho
rapoymont of the indablednoss, in
providing financial information abowt
the issuing ontity {as comparod to the
obligor on tho bonds), care must bo
tokon to avold misleading investors
rogarding the sources of repnymont.se

Municipa! ssuers also must consider
disclosure issues arising from their
activitios as end users of derivative
products. For examplo, the use of non-
oxchango traded dorivatives to aller
intorost rate risk exposos the issuor to
countorparty crodit risk, Disclosure
documents need to discuss the markot
risks to which Issuers are uxposod, the
strategios used to aller such risks and
the exposure to both market risk and
crodit risk rosulling from risk alteration
stratogles. Tha NFMA has published
sector specific socondary market
disclosure guidelinos calling fora
discussion of tho issuor's use of
dorivativo products, ospocially interest
rale swaps.s?

38 Sou gonorally, GFOA Guldolinos; NFMA
Handbook, See also infra n. 84,
saSan Lottor of John Murphy, Executive Di

Moteover, in addition to financial and
operating data, the official statement
may need to include a narrative
explanation to avoid misunderstanding
and assist the reader in understanding
the financial presentation. A numerical
presentation alone may not be sufficient
to perinit an investor to judge financial
and operating condition of the issuer or
obligor.s For example, it may ba
necessary to explain the presentation of
budget information and the relationship
of the budget figures to the financial
statements.

In addltion, issuers must assess
whather the future impact of currently
known facts mandate disclosure. The
GFOA Guidelines call for a doscription
of known facts that would significantly
affect the financial information
presented or future financial operation
of the Issuer, as well as a discussion of
its projected operations.s? For example,
in a hospital financing, a steadily
declining population in the surrounding
community that, in the future, would
not support the sizo of facility to be
built would be important to investors,
Disclosure of such currently known
conditions and thoir future impact is
critical to informed decisionmaking,

d. Timeliness of Financial Statements,
Tho timeliness of financial information
is n major factor in its usefulness. To
avoid providing investors with a stale,
and thorofore potentially misleading,
picture of financial condition and
rosults of operations, issuers and
obligors noed Lo rolease thoir annual
financial statomonts as soon as practical.
Aftor oxtonsive discussion with market
participants, it appoars that, for the most
part, audited financial statemonts of
municipal issuers for the most recently
completed fiscal yoar are available
within six months alter fiscal yoar end.
The six month time poriod is consistent
with the recommendations of
NASACT's Blue Ribbon Committes
Report.® Unaudited financial
statoments should be provided whon
nvz(xiilnbln prior to the completion of the
audit.

% Seo Monagemont's Discussion and Analysis of
Flaancint Conditlon and Results of Oporations;
Cortain investimant Company Disclosures,
Socuritios Act Roloase No, 8835 (May 24, 1888), 54
FR 22427; Socurities Act Roloaso No. 6711 {Aprll
24, 1987), 52 FR 10718,

“GFOA Guidelines at 55,

6 Soo0 NASACT Bluo Ribbon Committes Report at
17. Whtlo duo datos for audited financlal statomonts
of governmeut units difTor, a significont majority of

2

of Assoclation of Local Housing Finance Agy
1o Chairman Lavitt (Doc. 20, 1003).
NFMA Handbook,

statos ¢ auditod financlal statoments
for govornment units to e {iled within six months
aftor tho fiscal year end, NASACT 1000 Task Force
Roport al 12-22.

4. Availability of Continuing
Information

An investor's ability to monitor future
developments affecting the issuer, as
well as the likely liquidity of a security,
are important to an investor's evaluation
of an offering. The official statement
should state clearly whether ongoing
disclosure concerning the issuer or
obligor will be provided, including the
type, timing, anid method of providing
such information.st In deciding whether
to purchase the securities or to continue
to hold them, investors need to know
whether the issuer has committed to
provide information on an ongoing
basis.s? The absence of such a
commitment can adversely affect the
secondary market for the securities and
increases the risks of the investment.

As discussed above, the Joint
Statement recommends that the
Commission adopt a rule prohibiting a
municipal securities dealet from
underwriting securities absent a
commitment to provide ongoing
information. In the Companion Release,
the Commission is proposing such a
rule for conment. In order to fully
inform investors, an issuer needs to
include in the official statement a
description of the scope of its
continuing disclosure commitment, the
typs of information that would be
provided, the repositories to which the
information would be sent, when
anuual and other periodic information
would be available, and the
consequences of the issuer’s failure to
abide by the requirements of the
covenant.

8. Clarity and Conciseness

Like other disclosure dosuments,
official statements need to be clesr and
concise to avoid misleading investors
through confusion and obfuscation. The
oxpanded level of disclosure in official
statements and Increased sophistication
of municipal securitles instruments
have, in many casos, resulted {n longer

&1 So0 Fall 1002 NFMA Survoy, Soe also
Amerlcan Bankers Assoclation, Corporate Trust
Committoo, Four Point Public 1991 Disclosure
Guldelinoa for Corporate Trustoos {(*ADA 1601
Gulidelinoa™) at 2; Stamas, “lssuors’ Intentions on
Sccondary Disclosure ato Starting to Appoar in
Official Statoments,” The Bond Buyer {Doc. 14,
1092} at 1.

&3So0 MSRDB, l::.?oﬂ of the Municipal Securities
Rulemaking Board on Regulation of the Municipal
Securities Market {Sopt. 1093) at 6-7 {Board
announced plaa that would includs requiring
underwriters to recommond to issuors that they
provide continuing disclosure to the market and
requiring municipal socutities dealers to disclosato
their customers the negative impact that the lack of
secondafy markot-information may have on the
value and liquidity of the-socurities and whether
the Issuer has agreed:to voluntarily provide such
disclosures).
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and more complex disclosure
documents, with the corresponding
danger of overly detailed, legalistic, and
possibly obtuse disclosure.s3

The focation, emphasis, and context
of the disclosure can affect the ability of
a reasonable investor to understand the
rolationship between, and cumulative
effect of, the disclosuro.s4 As the U.S.
Court of Appenls for the Second Circuit
has stated:

{Dlisclosures in a prospectus must steer a
middlo course, neither submorging a material
fuct in b flood of collateral datn, nor slighting
its importance through seomingly cavaller
troatmont. The import of the Information
conveyed must bo nelther oversubtle nor
ovurplayed, its meaning securale, yot
aceossibloes

Appropriate disclosure “is measurod
not by litoral truth, but by tho ability of
the material to'accuratoly inform rather
than mislead’ investors.oe As the
Commission has indicated in othor
contoxts, legalistic, overly complex
prosontations and inattention to
understondability can rondor the
disclosure incomprehonsible and
consoquontly mislending.6?

6. Delivory of Official Statements

Ono of the concorns loading to the
adoption of Rule 15¢2-12 was that
underwritors wore not recefving official
statements within time periods that
would allow them lo examine the
accuracy of the disclosure. The
Commission noted in proposing tho rule
that a thorough, profossional roview by
undorwrltors of municipal offoring
documonts could encourage appropriato
disclosuro of foresooablo risks and
aceurate doscriptions of complex put
and call foatures, as woll as novel
financing structures now omployed in
many municipal afferings. In addition,
with the incroase in novel or complex
financings, thoro may be groater value in
having invostors rocoive disclosure
documonts doscribing fundnmental
aspects of their investment. Yot,
undorwritors are ungble to perform this
{function offoctively whon offoring

1500 GIFOA Tustimony at 0. Soo alvo Allstate
Laolter,

4 lsquith v, Middle South Utilities, 847 .24 186,
201 (8th Clr), cert, denind, 408 U.S. 020 (1088); Kax
v, Financlal Genorol Bankshares, Inc., et al, 700
.24 508, 510 (D.C. Cir. 1080); Kennedy v. Tallonl,
710 1,2d 711, 720 (1111 Cir, 1083}

o Jsquith, 847 F.2d ot 202,

esMehahan & G . al, v. Whereh

statements are not provided to them on
a timely basis.e?

To address this concern, the rule
requires any underwriter, including lead
underwriters, syndicate members, and
selling group members that receive in
excess of the usual seller's commission,
to obtain and review an official
statement.that is deemed final as of its
date by the issuer, except for the
omission of certain information, before
bidding for, purchasing, offering, or
selling municipal securities in a primary
offering.

Since the adoption of Rule 15¢2-12,
however, thers have been continued
Erobloms with the timeliness of receipt

y underwriters of the “near final”
official statement required by the Rule,70
In addition to compromising the ability
of an underwriter to make a reasunable
investigation of the issuer, this problem
also may limit the ability of potential
customers to make informed investment
decisions. In a rocent NFMA survey,
59% of those responding rated the
dalivery of proliminary official
statements in competitivo snlos as eithor
not vory good or poor, and 50% rated
tho dalivery of preliminary official
statemonts in negotinled sales as either
not vory good or poor.7!

One cause of delay has beon
confusion as to the point at which the
undorwriter must have obtained and
roviowed the near final official
statemont {n a negotiated offering. The
torm “offor” traditionally has been
dofinod broadly under the foderal
socuritios laws and, for ?urposos of Rule
15c2~12, encompasses tho distribution
of a preliminary official statoment by
tho underwriter, as woll as oral

#Propasing Reloase, 53 IR o1 37782,

" As a practical mattor, noar final officinl
statomonts distributod to undorwrllors to satisly
Rule 15c2-12{b}{1) arv often tho suine documant as
the proliminary officinl statomont distributed to
potontlal customers pursuant to Rule 15c2-12{b){2).
Son Mudga Roso Guthrie Alaxandor & Forndon
{April 4, 1980} (“Mudgo Rose™) {rejocting the
argunont {hat in a negotinted offuring, the
{dontifieation of a crocdit onhancoer and rolated
Information about the credit enhancer may bo
omitted on the ption that the Ink i
duponds an pricing), Sve also Fippinger & vlitman,
Dirclosurr Obligations of Undenwritors of Municipal
Securities, 47 Dusinoss Lawyor 127, 140 {Nov,
1001}, in addition, underwrltors aro requirad to

lolivor to potont 8, UpON roquost, caples
of the final offickal statomont for o spocifled timo
purlod. Rule 15c2-12(b){4).

71 NFMA Survoy. Soe also Lotter from Jollroy M.
Enkor. Chalrporson, NFMA Industry Procticos and

el
Enteriainment, Inc., 000 F.2d 570, 570 (2d Cir,
1400,

#1500, 0.g., Limited Partnarship Roorgantzalions
and Public Offorings of Limitod Partnorship
Interests, Sucurities Act Roluase No, 6000 (June 25,
1801) 50 FR 28079, 28080 (“Limitod Partnorship
Roleass™)

« Proposing Relunsa, 53 FR at 37781,
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F lures Committoe and Richard A, Clecarone,
Past Chairy , NFMA Industry Practices and
Prucadures Committeo to Arthur Lovitt, Chalrman,
Sucuritles and Exch C {salon, Christopl

solicitations of indications of interest.
Thus, prior to the time that the
underwriter distributes the preliminary
official statement to potential investors,
or otherwise begins orally soliciting
investors, the rule requires it to have
obtained and reviewed a near final
official statement. If no offers are made,
the underwriter is required to cbtain
and review a near final official
statement by the earlier of the time the
underwriter agrees (whether in .
principle or by signing the bond
purchase agreement) to purchase the
bonds, or the first sale of bonds to
investors.n

The Commission has acknowledged
that the rule would require greater
planning and discipline by some
issuers.?3 The Commission anticipated
that, in order to allow underwriters to
meet their obligation to have a
reasonable basis for recommending any
municipal securities, issuers would
have to begin dralting disclosura
documents earlier, and perhaps with
greater caro than in the past.74 This
result enables underwriters to receive,
and if necessary influence the content
of, the fina! official statement before
commitling themselves to an offering.?s
Moreover, placing an obligation on the
issuer to prepare the official statement
at an oarlier stage is appropriate,
becouse it is the issuer's obligation to
ensure that there is timely
dissemination of disclosure documents
in connection with the offer and sale of
tho issuer's socurities.’s

D. Conduit Financings

When financing involves a third party
as the source of repayment, investors
need information on that underlying
borrower. The GFOA Guidelines call for
description of conduit obligors, which
are defined by the GFOA Guidelines to
include both private profit-making and
nonprofit entities,” The suggosted

22800 Mudge Roso.

2 Adopting Roloase, 54 FR ot 28804, The
Commission also noted thet the requiromants of
Rulo 15c2-12{b){1) could be maot through the use of
multiplo documents. For oxamplo, a froquont issuer
might bu able to supply a recent officlal statomont,
1ogether with supplomentary information
containing the terms of the current offoring, as wall
az any matorial changes from tha provious offering
naterials,

Proposing Reloaso, 53 FR at 37700,

nid.
500 Adopting Roloaso, 54 FRat 28811 N, 84
{officlal stal t is issuor's de t)

7 GFOA Guidolines at 26, In & recant palicy
statoment, the GFOA referrod to “conduit bonds™ s
“municipal sccuritios issued:by a state or local

A. Taylor, Executive Diroctor, MSRD and Josoph R.
Hardiman, President and Chicf Executivo Officor,
Natlonun] Association of Securities Doealors, Inc.
{Oct. 19, 1003 {rogarding the timoliness of mmi‘pl

govornmont for the benefit of a private corporation
or othor entity that is ultimately cbilgated 10 pay
such bonds * * *." GFOA, Coiminittes-on
Gavernmental Debt and Fiscal Policy,

of near final and prolimi yotﬁclul_ tal ¥

Iinpro ts in Munitipal:Socuritios® Markot
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information includes the nature and
development of the business or other
activity to be undertaken by the conduit
obligor (including its form of
organization and management), location
of principal facilities ond service area,
ratomaking or pricing policios and
historical operations and plan of
oporations,

To address disclosuro issues
involving conduit financings in a
compraliensivo fashion, however,
logislation addrossing the exempt status
of conduil securities under the federal
socurities laws {5 necessary. Bonds used
to finance a project to be used In the
trade or business of a private
corporation srg, from an investment
standpoint, equivalont to corporate debt
securities issuod directly by the
underlying corporate vbligor.™
Paymonis on these types of conduil
securities aro derivod sololy from
rovenuos received by the governmental
entity undoer the turms ol a contractual
agreomont, typically a lease or a note,
from a privato entorpriso, rather than
from the genoral cradit and taxing
power of the govornmental issuer. The
tax-oxempt status of intorest puymonts
doos not altor the fundamental analysis
that these oro private obligations, in
which the investor looks, and can look,
only to a private entity for repayment.

Tha private nature of many conduit
ontorprises distinguishos them from
traditional municipal financings. The
incidenco of bond dofeult appoars to be
inversoly rolatad to the degroo a
financod projuct roprosonts an ossontial
public sorvice.™ A study conductod by
tho PSA on non-rated issuos that
defaulied found that 75% wero Issued
by local authoritlos in tho areas of
health caro and industrial related
soclors such as onergy, chomical,
pollution control and industrial
dovolopment,k

Givon the sssontlally private naturo of
non-govornmontal industrial
dovn?opmonl Ananaings, invostors neod
tho samo disclosuro rogarding the
undorlying non-municipal corporate
obligar as they would rocoive rogarding
nny corporate abligor, and tho same
rogulatory and Hability scheme should
apply, Accordingly, the Commission has

consistontly supportod logislative
proposals to amend Section 3{a)(2) of

" Dlacloaure {Fub. 1, 1004} (*GFOA Disclosure Policy

Statomont ).

™Son Mooy Morket Fund Roloase, 68 FR at
04588 (proposal to subject tnx axompt monoy
markot fund Investinonts in condult sucuritios lo
roatrletions shinilar lo those applicible lo securitios
of compurablo obligors offorod 1o taxablo funds).

7 Kenny Default Roport nt 2,

mPSA Defauli Repor of 12

the Securities Act#1 and Sectian
3(a)(29)#2 of the Exchange Act to
reniove the registration exemption for
the corporate credit underlying
municipal conduit securities involving
non-governmental industrial
davelopment (private activity}
financings.s3 The Commission today
ronews that legislative tecommendation.

Pending amendment to the securities
laws to eliminate the registration
exemption, the disclosure provided by
such hon-governmental conduit
borrowers should be substantially the
samo as if such conduit borrower were
subject to the information requirements
of the federal securities laws applicable
to the particular conduit borrower. For
example, financial statements prepared
in accordance with generally accepted
accounting principles prescribed by the
Financial Accounting Standards Board
should be provided.

1V. Disclosure in the Sccondary Market
for Municipal Securities

While significant progress has been
made in primary market disclosure
practices in recent years, the same
dovelopment has not taken place with
respact to secondary market disclosure.
The GFOA issued separato secondary
market disclosure guidelines in 1979,
but thoy have not yet achieved the broad
acceptance accorded its primary offering
guidance. In tho last five years, the
NFMA, the National Council of State
Housing Agencies, and the Association
of Local Housing Authorities have

* 4 USC 77al0)(2)

#15 1.8.C. 7tieln){29),

* Sua Romacka of David 8. Rudor, Chalrum, SEC,
Discloaurn tn tho Munieipal Sscuritios Markots,”
Baolora the Public Securitioa Association (Qct, 23,
10087) al 17-18; Lottar from jolin S.R. Shad,
Chairman, SEG to Raprosontstivo Thnothy B, Wirth,
Chairnun, Houso Subcommiitos en
Tul fentions, G Protoction, and
Finance {March 12, 1085); 124 Cong. Roc, 21, 630
{1078) {lotior from SEC Chairinon Harold M.
Willlaws to Senator Harrlson A, Witllams], Thoro
waro two bllls Introduced, ano In 1975 and one in
1978, that would have repaaloed the exomption from
tho roglatration nx‘;llmmon\s of the Socuritius Act
of 1033, The 1978 bill would have subjected corteln
industrial dovelopmont bonds to tho rogistration
roquironivnts of the Securitios Act of 1033, the
filing and qualification provislens of the Trust
Indonture Act and the porlodic roporiing
roquironconts of tho Socuritios Exchange Act of
1934, Nolther bill was onacled, See also “Munlcipal
Securitios Full Disclosuro Act of 1076, S, 2069,
94th Gong., 2d. Sesa. (Fob, 17, 1976).

Govornmontal industrial davolopment finuncings,
which would have retalned thelr exempt status
undor prior proposais, include those financings in
which ths bonds are repald from the gonoral

of the gover 1 unit or tho projoct or

facllity ts a public facility (or part of & public
facility) and ownod and oporated by or on bahall
of thy governmontal unit, The prior proposals to

plst Tuit i Ings would not havo affectod
tho soparate oxemption for socurities issued by non.
profit charllable organizations in Section 3(a){4) of
tho Sucurlties Act (15 U.S,C, 77¢{e}{4)).

published sector specific guidelines for
secondpry market disclosure; the
National Advisory Cotiricil-of the
National Association of State Auditors,
Compttollers and Treasurers
{(“NASACT") is in the process of
preparing such guidelines for adoption
by the $tates.ss The GFOA's
longstanding Certificate of Achievernent
prograr recognizes issuers that have
prepared comprehensive annual
financial reports meeling its guidelines.
The NFMA’s Award of Recognition
Program likewise recognizes Issuers that
have commiitted to provide continuous
disclosure.

A. Application of Antifraud Provisions

Partitipants in the municipal
securities market do riot dispute the
need for ongoing disclosure following
an offering of securities, but municipal
issuers reportedly resist developing a
routine of ongoing disclosure to the
investing narket because of concerns
about the costs of generating.and
disseminating that information and
about potential liability relating to such
disclosure, These issuers-and obligers
are at times advised by their
professional advisors that there is no
duty under the federal securities laws to
make disclosure following the
completion of the distribution.ss At least
somo municipal issuers thus appear to
believe that silence shields them from
liability for what may later be found to
be false or misleading information. Asa
practical matter, however, municipal
issuers do not have the option of
romaining silent. Given the wide range
of information routinely released ta the
public, formally and inforrially, by
theso issuers in their day-to-day
operations, the stream of information on
which the market relies does not cease
with the close of a municipal offering.
In light of the public nature of thess
issuers and thoir accountability and

*4Sen Association of Loeal Houalng Finance
Agonclos, Guidelines for Information Disclosure to
the Secondary Market (1992){*Liotal Housing
Guldelinus"'); Natioun] Counctl of State Housing
Agoncles, Quarierly Reporting Format for Stale
Housing Finance Agency Single Family Housing
Bonds (1080) and Multi-foiirily Disclosure Format
{1801} colloctively {State Housing Guidelinos™);
NFMA Handbook. See also Healthcare Financlal
Management Association, Stal t of Principles of
Public Discl of Financial and Operating
Information by Healthcare Providers (Exposura
Draft dated Aug. 1, 1093} (*Hoealthcaro Disclosure
Principles®).

5 Soo Stamas, “Issuers’ lritontlons.on Socondary
Markst Disclosura Are Startiiig {o-Appeat in Officlal
Statoments,” The Bond Buypt (Doc. 14; 1892} at 13

Stamas, “Why the lssue of:Sebondary-Markot
Disclosure-Remains on the:B 111 'Can Be
Risky,” The Bond Buyer{, 1):at 13

Stamas. “Analysts Warn lsgia l"Sf;jjnu
Lawyers' Disclosure Advice," The Bond'Buyer (Jan.
15,1991} at 1,
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governmental funclions, a variety of
information about issuers of municipal
securities is collected by state and local
governmental bodies, and routinely
made publicly available.#¢ Municipal
officials also make frequent public
statements and issuo press roleases
concerning the enlity’s fiscal aifairs.

A municipal issuer may not be subject
10 the mandated continuous reporting
requirements of the Exchange Act, but
when it releases information to the
public that is reasonably expected to
roach investors and the trading markets,
those disclosuros are subject to the -
antifroud provisions.»? The fact that
thoy are not published for purposes of
informing the securities markels does
not alter the mandate that they not
violate antifroud proscriptions.*® Those
statements aro a principal source of
significant, current information about
the issuer of the sccurity, and thus
reasonably can be expected to reach
investors and the trading markel. As the
U.S. Court of Appeals for the Second
Circuit has said: “The securities markets
are highly sensitive to press releases and
fo information contained in all sorts of
publicly released . . . documents, and
the investor is foolish who would ignore
such reloases.” # Since investors oblain
information concerning the fiscal health
of a municipal issuer from its public
statements concerning financial and
other matters, "{tihe nature of these
stalemeonts nnd the assumptions upon
which thoy are bused must be carefully
and accurately communicated to the
public, so that polential investors may
bo fully informed of all matorial facts
rolovant to their investment docision." %

o Sun NASACT Bluo Ribbon Conunliioe Roport ot
2, 241 NASACT 1990 Task Force Roport at 21,

#7Soa Public Statoments by Corporate
Ruprosantatives, Securitios At Releasa No. 0504
{Jon. 20, 1984) 40 FR 2468, 2469; In re Ames Depl.
Stores Ine. Stoek Litigation, 491 F.2d 953, 065-67
{2d Cir, 1983) {with ruspoct to corporate
information).

* Sua Flppinger, The Securitles Law of Public
Flanmeo (2d vd, 1003} ot 201 {(*[Plross roloasos,

The current process by which
municipal issuers and their officials
release information to market
participants does not address the risk of
misleading investors, because there is
no mechanism for disseminating
information about the municipal issuer
to the market as a whole. To the
contrary, in the municipal market,
information released publicly frequently
is disseminated only to a natrow
segment of the marketplace. For
example, market participants who
request current information from
indenture {rustees are often turned away

_ on the grounds that they are not current

holders of the securities.»! As a result,
investors purchasing municipal
securities in the secondary market risk
doing so on the basis of incomplete and
outdated information.

Since access by market participants to
current and reliable information is
uneven and inefficient, municipal
issuors presently face a risk of
misleading investors through public
statements that may not be intended to
be the basis of investment decisions, but
nevertheless may reasonably be
expected to reach the securities markets.
As market participants have urged,’? in
ordler to minimize the risk of misleading
investors, municipal issuers should
establish practices and procedures to
identify and timely disclose, in a
manner designed to inform the trading
market, material information reflecting
on the creditworthiness of the issuer
und obligor and the terms of the
socurity.»

stutomont in many casos romains the principel (or
porhaps oven the solo} source of information
concerning an ouistanding socurity, the potential
for an obligation to update is of particular
imporiancy.

4 Undor notice provisions of indenturos, the
issuor and trustoo gonorally are requirod to provide
notico to exlsting bondholdors of ovents of default
and othor significant inatters, such asa draw on
rosarvos, o fatluro to ronow a lottor of credit, ora
substitution of collateral. ADA 1691 Guidelines at
10, Indood, trustoos oflan dony requests by market

convarsntions with analysts, Infor ing
officlal 18 on budgot fatlons, and ovon
angry runciions by public officisls to rating agoncy
downgrades” aro sublect to antifraud provistons).

® Ames, 001 F.2d at 963 (corporate Information),

wNY City Roport at Ch, 111 at 2, The report found
thnt public stotemonts by City officials wore
isloading, sinco thoy were charactorized by
unwarrantod ronssurancos as 1o tho soundnoss and
sttractivonuss of tho City's securitios, including
statomonis that tho Clty's budgot probloms, no
smattor how sorious, had nothing lo do with the
Clty's ability to pay its dobts, Iid. at 110-111.

Municipal lasuors should also bo sensitive o
whathor their officlal statoments contain forward-
looking stalemonts, such as projections of rovenues,
that romaln alive In tho market and may roquire
updating In light of subsoquent events, Guides for
Disclosuro of Projoctions of Futuro B i

sarticipanta for Information out of concern for

hnhllhy arising from oxcooding the suthority set
forth in tho Indonture, Fippingor at 325, This
sltuation lod the Amorican Dankers Assoclation
Corporato Trust G | in coopuration with the
Naotional Assoclation of Bond Lawyors, to dovelop
agrood upon guidelines for indonture provisions
permitting the trusteo to provide public notice of
specified eventa. Seo ABA 1991 Guidelines,

w2 Soa GFOA Guidelines at 91-97: Joint
Statement,

v»Natlonal Assoclation of Bond Lawyors and
Sectlon of Urben, State and Local Gavornment Law,
Ametican Bar Association, Disclosure Roles of
Counsal in Siote and Local Governinent Securitics
Offerings at 135 {forthcoming 1094) (Pre-
publication Dralt) {" ABA Disclosura Roles”} {noting
that many municipal issuors have concluded that

11 tsclosure in accordonco with GFOA

Porformance, Exchangy Ac! Rol. No. 5082 {Nov. 7,
1978), 43 FR 53240, To the oxtont that the official

gui(‘lnlinm can be more ellicient and exposo them
10 less potential Hability than ad hoc disclosures).

B. Secondary Market Disclosure

There is general recognition of the
need for disseminating comprehensive
information on an annual basis and; o}
a more timely basis, information sbou!
matetial events that reflect on the cred
quality of the security.>+

1. Annual Information

Investors need updated
comprehensive information sufficient
enable them to evaluate the financial
condition, results of operations and-ca
flows of the issuer or underlying
borrower. Although the issuance of
comprehensive annual information ha
not yet become prevailing practice, iti
recommended by industry disclosure
guidelines, including those published
by the GFOA in connection with its
Comprehensive Annual Financial
Reports {“CAFRs™) award program,
NFMA, and the other industry specific
guidelines,?s and is an effective means
of providing the market updated
information about the issuer and the
issue. The GFOA Guidelines for
Continuing Disclosurs call for, either ©
an official statement or comprehensive
annual report, a description of:

e The issuer and its structure, management
assets and operations;

» The issuer's debt structure (including
changes in indebtedness);

» The issuer’s finances {including financial
condition and results of operations and
financial practices of the issuer or the
enlerprise);

« Legal matters affec.ing the issuer;
including litigation and legislation;

» Ratings; and

» Interests of certain persons.

The GFOA Guidelines also specify .
additional information 1o be provided
by conduit borrowers. The eligibility
criteria for a Certificate of Achievemen
from GFOA include audited financial
statements prepared in accordance wit
GAAP, reported upon by an
independent public auditor. The
guidelines for CAFRs include both a
financial section and a statistical
section.vs

4 Seo GFOA Tostimony; Mires, “An Investor's
Framewark for Examining Diaclosure Issues and
Possible Sojutions,” The Bond Buyer (Feb, 7, 199
at 24; NASACT Blue Ribbon Commities Report at
7. See also PSA Testimony at 8, supporting annua
financial t filing requir and
submission of information regarding any material
fact for lssusrs who borrow 51 million or more
annyally. ’

s Seo ABA Disclosure Roles al 134-136; ABA
1091 Guidoli A iation of Local Housing
Guidslinos; Healthcaro Disclosure Principles. The
Disclosure Task Force of the National Council of

Stats Housing Agenclos Is developing standsrds
thessiince-olaudited financial and annual
raports.

96S560-GFOA: Cedtificate of Achiovemaent for
Excellénce in Financial Reporting Program: GFOA
Guidelines 5t 64,
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¥or frequent issuers, current
information can be disseminated in
official statements for new offerings,
and thus is readily available without the
preparation of a separate annual
financinl report, Regardless of the form
of document relied upon 1o provide the
marketplaco with information
concerning tha financiul condition of
tha Issuor or ubligor, to minfinize risk of
misloading investors, issuers or obligors
should provide, as discussed above with
rospect to primary offerings:
» Financiol sistoments that are audited in
neeordance with GAAS {or disclosure of
tho absence of such on audit) and that are
eithor preparod In accordance with GAAP,
or accompanlod by a quantified
explanation of muterinl deviations from
GAAP or a full explonation uof the
aceounting principles usods
Other pertinent financial and oporating
information (depunding on the lype of
{ssuor and securily sold), as well as the
sources for repnymeni—of course, u varioty
of information may be approprinte for an
{ssuur with a rabge of outstanding
securitios with differing characteristics,
from goneral obligation to revenue and
conduit bonds: and
A narrative discussion that analyzes the
{ssuer's or obligor’s financial condition,
and rosulls of opurntions, us well as fucts
likely 1o huve o matorial impact on the
Isstior or obligor,

Clarity and conciseness are equally
rolovant concorns with rospoct to
ongoing disclostires, as with official
stalomeonts.

As discussod above with respect to
offoring statoments, as a genoral mattor,
tho annual financial information may
rousonably ba oxpocted to be mado
availablo within six months of the
issuer’s fiscal year end %7 For somoe
conduit entitios, anrmal information
may not be sufficient and Investors may
neod more frequont periodic financial
information. Under guidelines
developed by the National Council of
State Housing Agencios, for oxample,
current information on loan portiolio
status {8 compiled and dissominatod to
information roposttories on a quartorly
basis.us Similar ongoing disclosure on o
poriodic basis appoars nppropriate for
analogous conduit municipal financings
such as structured student loan
programs, housing and hoalth caro
financings.

2. Evont Disclosure

in addition to periodic information, to
assure that participants in the secondary
market base thoir investment decisions
on curront information, commentators
have called for timely disclosure of

LN

#7 Sea Suctlon HLC.A.d, above,
#aState Housing Guidolines.

events that materially teflect on the

creditworthiness of municipal securities

issuers and obligors and the terms of

their securities. There is a general

consensus among parlicipants in the

municipal securities market that

investors need information about the

following events, among others, where

material; 0

a. Principal and interest payment
delinquencies

b, Nonpayment-related dofaults

¢. Unscheduled draws on reserves

d. Unscheduled draws on credit
enhancements

o, Substitution of credit or liquidity
providers, or their failure to perform

f. Adverse tax opinions or events
affecting the tax-oxempt status of the
socurity

g. Modifications to rights of security
holders

h. Bond calls

i. Defeasances

j» Matters affecting collateral

k. Rating changes

3. Dissomination

As discussed above, the municipal
market today lacks an effoctive
mechanism for dissemination of
material information to investors and
the marketplace. To bo effective in
minimizing the issuer's risk under the
antifraud provisions, the annual
financial information and event
disclosure should bo disseminated in a
manner reasonably dosigned to inform
the holders of the issuer's securities and
tho markot for those socurities.

Trustoes can servo as cost offective
dissominators of information to tho
markot duo to tho capacity and dutios of
trusteos under tho terms of the
indentures, which positions thom to
have knowledgo of the ovents requiring
disclosuro, and the ability and authority
wiln 1900, the Amerfcan Dunkors Associntion
Caorporato Trust Commition drafted a proposal
{ddenitying 16 factora thal it bollovad ware
important for issuers to discloss to bondholders and
thn snark Amorlean Bankors Associntl
Corporato Trust Conunittes, Proposed Discl
Guldelines for Corporate Trustess {ABA Draft for
Discusslon Purposos) (June 12, 1890) {“ABA 1080
Guldelinos”), As publishad in final forin in
Saptombur of 1081 (“ABA 1901 Cuidelinos™), the
Guldolinoa contalnod a nonoxclusive list of five
typos of ovonta that could bo disclosed by notice to
a ropository, Numorous markot participants havo
roforonced tho ADA drafl proposal, or variations of
that proposnl, o8 a starting polnt for tdontifying
struightforward, nonjudgmontal, cotegorios of
avonts that call for prompt disclosure, An
addondum to the Joint Statoment providud four
uxamples of “significant Information” that the
participants considorod appropriate for discl

to communicate with-bondholders.:oe
The Cammission encoutages the
inclusion of provisions in trust
indentuies that authorize trustees to
transmit information to the market,
particularly in structired financings
where the issuet’s obligations genetally
arc delegated to various participants.
Trustees also may provide a service to
other small issuers, by enabling them to
notify the market in a timely manner
and at a Jower cost.

The tommon denominator for current
proposals to impruve secondary market
distlosure for municipal securities is
the establishment and designation of
one or more information repositories to
serve as a collection and access point for
annual and current information,101 Such
repositories would serve as
predetermined sources for information
concerning a particular issuer, allowing
participants o verify that they have the
latest available information concerning
the issuer before recommending,
purchasing, or bidding for a security.
The repositories would supplement, not
subslitute for, the existing access
bondholders may have to issuers to
obtain current information. 1z

In the Companion Rélease, the
Commission is proposing an
amendment to Rule 15¢2-12 to prohibit,
as suggested by the Joint Statement,
undorwriting of a municipal securities
issuo unless the issuer of the municipal
securily has covenanted to provide
annual and ongoing disclosure to a
repository.

V. Interpretive Guidance With Respect
to Obligations of Municipal Securities
Dealers

In the Proposing and Adopting
Reloases for Rule 150212, the

1 Sop ADA 1991 Guidelinos at 3,

10t Conslstont with the recent recommondation of
1uo Joint Statewont, the GFOA Giilddlines call for
lodging socondary markot disclosurn with a
ropostiory, ns did the ABA guldelines published in
1901, GFOA Guideli Progedural St t No,
8; ADA 1091 Guidolines at 3.

103Tho Amerivan Bankers Assoclatlon Corporate
Trust Commilivo and the National Assoclation of
Dond Lawyers, as well as tlio Joint Statoment, have
nxpressod concern that securitioa dojiositories and
tholr participants do not retransmit notices thoy
rocoiva from trustoos and {ssuers to the boneficlal
ownurs of the Issuor'’s securitios, The ABA
Corporate Trust C it ght to nddross tho
problem by calling for simult dissorninatic
of tho information to the matketplaco through an
information ropository. Tho Notional Assoclation of
Bond Lawyors has suggestod that the Commission
promulgnte a rule mandating thet ali depositaries
and thelr diroct and Indirect pailicipants promptly

m

Yapriral

d-from thio issuer-ar

PR

The usive les woro (1) nonl

dofaults, (2) drows from a dobt service reserve fund,
(3] fulluro to make a rogularly schodulod paymont,
and (4) any draws on any credit enhancement, Joint
Statoment, Addendum. Thoe list sot forth abova is
drawn from these proposals.

information repositorios ni
to somy extent, the Cominlssioi
work with tho relovant orgatilzations to.é;
staps nro taken to provide forcansistont
retrensmission of the Information.
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ki

Comimission sét forth its interpretation
of the obligation of municipal
underwriters under the antifraud
provisions of the federal securities Jaws.
The interpretation discussed the duty of
underwriters to the investing public to
have a reasonable basis for
recommending sny municipal
socusities, and their responsibility, in
fulfilling that obligation, to review in a
profossional manner the accuracy of
statements made in connection with the
offering. Tho interpretation was set out
in the Proposing Release, and modified
slightly inn tho Adopting Reloase. The
Commission reaffirms {ts Interpretation
with respect to undorwriters’
responsibilities under the antifraud
rovisions of tho federal securilies
nws,"lﬂ °
Furthermore, the Commission
believes that it is also appropriate to
emphasize the responsibilities of
hm’l:ers and doalers in trading
municipal securilies in the secondary
market. The Commission historically
has taken tho position that a broker-
dealor recommonding securities to
investors implies by its
recommendation that it has an adequate
basis for the recommendation.1vs A
dealer, unlike an underwriter, ordinarily
is not obligated to contact the issuer to
vorify information. A dealor must,
howaever, have a rensonable basis for its
rocommendation.105 1f, basod on

waln Jipht of the undorwriter’s obligntion, ns
discussed In the prior roloasos, to revinw the officlal
statomant and to bave o rossonable basls for s
bolief in tho aceuracy and complotonoss of the
olftclal stutomont’s koy roprosontations, disclaimors
by undorwrllors of rtmlumulhll!ly for the
information provided by the ssuor ur othor partles,
whihout further clasification rogarding thu
undonwritor’s boliof as to aceuracy, and the baals
tharofor, nro misloading and should not be included
in officlal ststoments.

Wi Soo Donald T, Sheldon, Securitios Exchinng
Act Roloaso No. 31475 {Nov. 18, 1002); Blizabeth
Buniborg, Securitios Exchiange Act Roloaso No.
27072 {Fob. 8, 1000); Feeney v, SEC, 604 F.2d 260
{fith Cir. 1977); Nussar & Co., Socurities Exchango
Act Rolonse No, 15347 [Nov, 22, 1978). Seealso
Proposing Reluase, 53 FR at 37787, 1.72-73,

w0 [tichard [, Buck & Co., 43 SEC 908 (1008), off'd
suh nom. Hanloy v, SEC, 418 F.2d 880 (2d Clr,
1000), See also The Obligationa of Undorwrilom,
Brokers ond Dealors in Distributing and Trading
Socuritios, Particularly of New High Risk Venturos,
Socuritlos Acl Roloase No, 5275 {Aug. 0, 1072} 37
FR 16011, 16012-13; In Ao Blumenfeld, Socuritios
Exchanigo Act Reloase No, 16437 (Doc., 10, 1070)
{brokor-doaler charged unfnle mark-upa and
rocommondad transactions in municipal securltlos
withoul a rossonable basis); J.A. Winsion & Co.,
Inc., 42 S.EC. 02 (1084) (brokor-dealor

publicly available information, a dealer
discovers any factors that indicate the
disclosure is inaccurate or incomplete,
or signal the need for further inquiry, a
mufiicipal securities dealer may rieed to
obtain additional information; or seek to
verify existing information.io8

One of the rules proposed
simultaneously withi the issuance of this
releaso would require a broket, dealer or
municipal securities dealer to review
current information provided by the
{ssuer prior to recommendinga
transaction in a municipal sscurity. In
the absence of such current information,
the dealer could not recommend a
transaction in the issuer’s securities.
That rule, which would be applicable to
municipal securities issued subsequent
to the offective date of the proposed
rulo, would reinforce the obligations of
dealers under the antifraud provisions
of the federal securities laws to have a
reasonable basis {or recommendations of
outstanding municipal securities.

The Joint Statement also called fora
strengthening of the suitability rules to
require disclosuro of ratings and
whether the issuer has committed to
provide annual financial reports. Today,
tho Commission is proposing
amendments to its confirmation rules to
requiro disclosure of the absonce of a
rating in confirmations. The MSRB has
indicated it has under consideoration a
plan requiring municipal securitios
dealors to disclose o their customers
tho importance of secondary market
information and whether the issuer has
agrood o voluntarily provide such
disclosures.t7 The Commission will
defor to the MSRB's roexamination of its

wn See Merrill, Lynch, Pierce, Fenner & Smith,
Socuritios Exchange Act Rolonsa No. 14148 (Nov. 9,
1077) {*A roconunendation by a broker-doalor is
percoivud by a customer as (and in fct it should
bo) tho product of an objective analysis {which] can
only bo achioved whun tho scopo of an invostigation
{s oxtonded boyond the company's managemont);
John . Brick, Securltios Exchange Act Roloase No.
11763 (Oct. 24, 1075) {"the professional...is not an
tasuor, But he 13 under o duty 1o {nvestigato and seo
that his lations have a abloe
bosls™}; M.C. Davis & Co,, 44 SEC 152, 157-58
{1970) (brokor-cloalor rogistration rovoked becauso
ro) tations and prodictions” mado and market
lottor ralind on by rogistrant “wore without
roogonablo baals,” and “rogistrant could not
roasonably accept all of the stalomenta in the
{markot loltor] without furthor investigation®), aff’'d
sub nom, Levine v, SEC, 438 F.2d 88 (2d Cir. 1071).
Sen also Mereill, Lynch, Piorce, Fenner 8 Smith,
Securities Exchange Act Release No. 14149 {Nov. 9,
1877} {noting that If a broker-doaler lacks sufficlent

rocommended transections withowt a s b
Losls, and made roprosentations that woro falso and
misloading).

infor 1o mako o rec the lack of
information Is material and should be disclosed).
10 See supra n, 62,

stiitability rules in implementing those
aspects of the Joint Statement.

VI. Request-for Comments

The Commission intends to continue
to monitor developments in municipal
securitiés disclosure practices.
Cominent is requested regarding the
disclosure iterns discussed in this
release, and in particular, items
wairanting event disclosure. Commient
also is requested regarding additional
action that should be taken with respect
to disclosure in the municipal securities
market by the Commission, the MSRB,
or Congress.

List of Subjects in 17 CER Parts 211,
231 and-241
Securities,

Amendinent of the Code of Federal
Regulations

For the reasons set out in the
preamble, title 17 chapter II of the Code
of Federal Regulations is amended as set
forth below:

PART 211—INTERPRETATIONS
RELATING' TO FINANCIAL REPORTING
MATTERS

1. Part 211, Subpart A, is amended by
adding Release No, FR-42 and the
relonse date of March 9, 1994, {o the list
of interpretive releases.

PART 231—INTERPRETATIVE
RELEASES'RELATING TOTHE
SECURITIES ACT OF 1933 AND
GENERAL RULES-AND REGULATIONS
THEREUNDER

2. Part 231 is amended by adding
Release No. 33~7049 and the release
date of March 9, 1894, to the list of
interpretive releases.

E

.

AN

AN AL =S-AND
EGULATIONS THEREUNDER
3. Part 241 is amended by adding
Release No. 34-33741 and the release

date of March 9, 1994, to the list of
interpretive releases.

By the Comimission.

Dated: Maich 9, 1894,
Margarei H. McFarland,
Dsputy Secretary.
|FR Doc. 945922 Filed 3-16-94; 8:45 am)
BILLING CODE 8016-01-P
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