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Chairman
Committee on Banking, Housing
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Wasnington, D.C., 20510

The Honorable John D. Dingell

Chairman

Subcormlttee on Oversight and Investigations

House Committee on Energy and Commerce .
2223 Rayburn House 0Office Bullding i
Washington, D.C. 20515

Re: In the Matter of Transactions in Washingten
Fubklic Fowa Svstem Securitias

Dear Chairmen Proxmire and Dingell:

I am pleased to transmit a report by the

Enmmlsslon & staff In the Matter of Transactions in
shingto uhlic W Svsta WEESS

Secgglties. The Staff Report contains a comprehensive
discussion of the facts and circumstances that led teo
the largest default of publicly issued securities in the
history of ocur capital markets.

With the release of the Staff Report, the
Coemmissjion has determined te close its investigaticn
into transactions in WPPSS securities without initiating
any enforcement actions., 1/ This decision was made
after considering the facts set forth in the Staff
Report in the context of applicable legal standards and
industry practices, the potential gosts and benefits
that would be associated with Commission enforcement

1/ The decision to terminate the investigation without
enforcement action was approved by Commissicner
Cox, acting as duty officer, with my c<oncurrence.
The other members of the Commissicon recused
themselves from participation in this decision.
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gotion, and the extent to which the WPPSS matter
rafiects systematic characteristics of the requlatory
frameworX for municipal securitias that might be
addressed more appropriately by regulatory or
legislative initiatives,

The Staff Report discusses several areas in which
the disclgsures made to investors in WPPS5S securities
ware deficient. As the Staff Report indicates, the
parties involved in the WPPSS project and its financing
included the Washington Public Power Supply Systemn,
financial advisers, engineers, bond counsel, aystem
participants (various participating utilities), the
Bonneville Power Administration, underwriters, various
unit investment trusts, and rating agancies. In
reaching its conclusion to close its investigation, the
Commission considered, among other factors, the
difficulty of assigning responsibility fer diseclesure
deficiencies in a highly complicated factual situation
under the federal securities law antifraud provisions
applicable to exempt offerings. In addition, many of
the disclosure deficiancies do not relate directly to
the precipitating facteor in the default, the Washington
Supreme Court's decisien invalidating contractual
agreements between WPPSS and certain public utilities.

The Commission also notes that the WPPSS matter has
been the subject of extensive private claas action
litigation attempting to establish responsibility in
this matter. Private class actions and a bond trustee
action, which are consclidated in federal multi-district
litigation (MDS-551), have been brought against a2ll the
major participants in the sale of WPPS5 securities.
Tentative settlements have been reached with several
defendants in this case, and a trial involving the
remaining defendants has cemmenced this menth. The
pandency of the private litigation means that the
issues and claims will be exposed in a dudicial forum
even without institution of a Commission action.

The private litigation als¢ provides an indicatien
of cthe extensive resources that might be consumed by a
Commissicn enforcement actien in the WPPSS matter. The
factual record in the MDL litigation may well be the
largest ever compiled in a case brought under the
federal securities laws. It has been reported that the
attorneys for the hbondholders' trustes alone have been
paid $76 millicn, with the trial having commenced just
this month. Without suggesting that the Commission
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would be required to expend anything approaching that
amount, I believe that the Commissien's enforcement
resources would be more effectively devoted to other
matters.

Finally, Commissioner CaoxX and I determined that the
responsikilities of participants in eofferings of
municipal securities might more effectively be
addressed by regulatory measures that would apply to all
participants in the municipal securities markets, and
not just to the participants in offerings of WFPSS
securities. Therefore, I have directed the Commission
staff to review the regulatory framework applicable to
municipal securities transactions and prepare
appropriate recommendations for cnnslderatlun by the
full Commission.

Certzin staff recommendations, including rule
proposals, will be considerad by the full Commission at
‘an open meeting today. Following consideration by the
full Commission, I will forward to you the text of any
Commission acticn taken at that meeting, togethar with a
Commission Report that will place these matters in a
more complete context.

I believe it extremely important that steps be
taken to enhance investor protection in the municipal
securities markets, and T believe the Commission is
pursuing the c¢ourse appropriate to agccomplishing that

goal.
Sincerely yours,
David 5. Rudar
Chairman

Enclosure
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REFORT QOF
THE SECURITIES AND EXCHANGE COMMISSION
BEGULATION OF HUE?CIPAL SECURITIES
Septenber 22, 1983
1. INTRODUCTLION AND EXECUTIVE SUMMARY

The Commission is issuing this Report of the Securities and
Exchange Commission on Regulation of Municipal Securities
(Report) in order te put into perspective certain of its
decisions concerning the municipal securities markets.

The Commission today, September 22, 1988, is transmitting to
Congress its staf{'s report on the findings of the staff's
investigation In the Matter of Washington Public Power Supply
System Securities (the Supply System Staff Report or Staff
Report). The Commission is advising Congress that it has decided
to clese that investigation without autherizing any enforgement
actions. 1/ The letter ;ccnmpanying the Supply System Staff
Report states that the Commission's decision was made after
considering: (1) the facts set forth in the Staff Report in the
context of applicable legal standards and industry practices: (2)

the potential costs and benefits associated with Commission

enforcement acticons in this context; and (3] the extent te which

1/ Commissioners Grundfest and Fleischman did not participate
ir the decisicn teo autherize transmittal of the Supply
System Staff Report to Congress or to terminate the
Ccommission's investigation of the sale of Washington Public
Power Supply System securities without enfercement action.
commissioners Grundfest and Fleischman 4id not participate
because law firms with which they ware previocusly affiliated
represent parties invelved in Supply System-related
litigation. They d4id, however, review the information in
the Staff Report in the process of considering the
regulatory actions discussed in this Report.
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the circumstances involved in the Supply System transactions
reflect systematic characteristics of the requlatory framewocrk
for municipal securities that might more approprlately be
addressed by regulatory or legislative initiatives. 2/
. The Commission has decided to undertake regulatory
initiatives pursuant to its existing authority that are designed
to enhance substantially the protection of investers in the
municipal securities markets. By exercising its existing
authority, the Commission is able to take prompt action within
its broad mandate to protect investors. As a means of improving
the quality and availability of informaticon in the municipal
securities markets, the Commission is publishing for public
comment a preoposed rule that would require underwriters to
abtain disclosure documents and make them available to investors.
The Cocmmission is also publishing an interpretaticn emphasizing
underwriter respensibilities in municipal securities
offering=s, 3/ In addition, the Commission is concurrently
undertaking a special praject to inspect unit investment trusts
{UITs) in order to identify any need for pessible regulatory

changes, as more fully described in the Divis=ion of Investment

r-¥4 Letters to Honorable Willlam Proxmire, Chairman, Committee
on Banking, Housing and Urban aAftfairs, and te Honorable John
D. Dingell, Chairman, Subcommittiee on Oversight and
Investigations, House Comnmittee on Energy and Commerce, from
David S. Ruder, Chairman, Securities and Exchange Commission
{September 22, 1988) (Transmittal Letter) {(Attachment A).

3/ Securities Exchange Act Rel. No. 26100 (Sept. 22, 1988)
{Attachment B).
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Management's Menmorandum on the Regqulation and Cperation of Unit
Investment Trusts (UIT Memorandum). 4/

In reaching the ceonclusions described in this Report, the
Commission examined the information contained in the Staff
Repcrt, as well as the existing regulatory framework applicable
to the issuance and sale of municipal securities and the
rationale for that framework. The Commission also reviewed its
repert and actions relating to the 1975 New York City fiscal
arisis, as well as industry and requlatory developments since
then relating to the issuance and sale of municipal securities.

While there have been important requlatery and structural
developments in the markets for municipal securities since the
Commission last comprehensively considered the applicable
regulatory framework, it now appears appropriate to considar{l
ragulatery changes. In considering measures teo enhance municipal
securities disclnsufe, the Commission has sought t¢ minimize the
c¢osts and burdens imposed, while geeking to provide benefits to
investors and the markets.

II. HASHIHG&GH FPUBLIC POWER SUPPLY SYSTEM QEFAULT
Between 1977 and 1%81, the Supply System 5/ issued tax-

exempt municipal revenue bonds to finance the constructicn of two

4/ Memorandum on the Regulation and Operation of Unit
Investment Trusts (Segptember 22, 1988) ([Attachment C).

5/ The Supply System iz a municipal corperation and joint
operating agency created in 1957 under Washington State Law
for the purpeose of building electric power generating
facilities.
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nuclear power plants, Nuclear Projects Nos. 4 and 5. &/
Construction of Projects 4 and 5 was terminated in June 1882 due
to cost overruns, to the Supply System's inability to continue to
sell bonds to finance construction cests, and to growing
skepticism regqarding the need for the power to ba provided by the
Projects. Although eighty-eight public utilities in the Paclific
Rorthwest (the "participating utilities") had agreed to provide
funds sufficient to pay the konds whether or not the Projects
were ever completed, the Washington Supreme Court invalidated the
obligaticons of the Washington utilities, which accounted for the
majority of the revenues needed to repay the bonds. 7/ Following
that decision, the Idaho Supreme Court invalidated the
ebligations of five Idaho cities, 8/ Subsequently, the
Washington Supreme Court upheld a Washington trial court's
' decision to release all other utilities not covered by the
decision in Chemjcal Bank from any abligation under their

raspective agreements. 9/ Because the utilities wers tha

6/ During the 19708, the Supply System issued bonds to finance
threa other nuclear power projects, Projects Nes. 1, 2, and
3. Unlike the Preject Nos., 4 and 5 konds, payment on the
Project Nos. 1, 2, and 3 bonds was, in effect, guaranteed by
the Bonneville Power Administration,

yr Chemical Bank v. Washingten Public Power Supply System,
668 P.2d 329 {(Wash. 1983), aff'd on_rehearing, 691
P.2d 524 (Wash. 1984), gcert. denied sub nom., Haberman
¥. Chemical Bank, 471 U.S. 1065 (1985), apnd Chemigal
Bank v, Publjc Utility Dist. No. 1, 471 U.8. 1075 (1985).

Asgon v, City of Purley, 670 F.2d 83¢ {Idaho 1983).

chemical Bank v. Washingtop Public¢ Power Supply System, 6591
P.2d 524 {(Wash. 1984}, cert, denjed sub nom,, Haberman v,
{continued...)

SN



5

principal source ef funds to repay the bondhalders, in 1983 the
Supply System defaulted on $2.25 billion in principal.

A. The Investigation and Its Terminaticon

On January 11, 1984, the Commission issued a formal order of
investigation relating t¢ the Supply System default. The purpcse
of the investigation, which covered a'pericﬁ beginning in the
early 1970's to the dafault in 13583, ﬁas to defermine whethar the
Supply System or any of the cther participants in the issuance
and sale of Supply System bonds viclated the federal securities
laws, 10/ In conducting the investigation, the staff reviewed
more than seven million pages of documents and took the testimony
cf approximately 170 witnesses. The stqff al;u reviewed a
substantial amount of testimony and exhibits generated from
private litigaticon. 11/

As indicated above, the Commizssion members participating in

the decision to terminate the investigation 13/ noted the

5/(...continved)

Chemical Bank, 471 U.S. 1085 (1985), and Chemical Bank ¥.
Public Utility Dist. Ne. 1,, 471 U.S5. 1075 (1985). Contra
ic Power Su System, 675 P.2d

T1
1316 (Or. 1%84) (overturning Oregon Court of Appeals
decision declaring the participation of Oregqen public
entlties in the agreements ultra vires, void, and invalid).

Sge Securities Act Rel. No. 6503 (Janunary 11, 1%84).

3

Private c¢lass actions and a bond trustee action, which are
consolidated in Federal Multidistrict Litigation (MDL=-551),
have been brought against all the major participants in the
sale of Supply System 4 and 5 bonds. While the agcticns
against certain parties including the Supply System, one of
its ecnsulting engineers, underwriters, bond and special
counsel, and certain participating utilitiss have been
settled, trial began against the remaining defendants on
September 7, 1588,

12/ See note 1, supra.
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existence of extensive private litigaticn. Thus, the ilzsues and
claims involved will be exposed in a judicial forum even without
a Commission action. They alsc noted the resources that might be
expended should the Commissign institute such an actien, and
decided that other means might more effectively address the
responsibilities of those pafticipating in efferings of municipal
securities, 13/ THerefore, those Commissioners determined to
terninate the Supply System investigation without enforcement
action, and to release a Staff Report that would infaorm Congress,
investors, and cther interested parties Gf the staff's
information cenecerning the circumstances that led to the
default. Chairman Ruder directed the Commission staff to review
the regqulatory framework applicable to municipal securities
transacticns and to prepare appropriate recommendations.

B. Ihﬂ.ﬁiﬂfﬁ;ﬂﬂnﬂxk

The Staff Report makaes available the information develaoped
by the staff during its investigation, and responds to
cengressional inquiries regarding the Supply System
investigation. 14/ The Staff Report raises serious guestions

concerning whether the cfficial statements for Supply System

12/ See Transmittal Letter, gupra n. 2.

14/ See, 8,9., Letter from Senator Alfonse D'Amate to Chairman
Shad (July 28, 1583}; letter from Senator William Proxmire,
Chairman, Senate Committee on Banking, Housing, and Urban
Affairs, to Chairman Ruder {June 28, 1988); and letters from
Congressman John Dingell, Chairman, Subcommittee on
Ovarsight and Investigations of the Committea on Energy and
Commerce, to Chairman Shad (October 195, 1984, February 10,
1287, and July 6, 1987] and to Chairman Ruder (June 2, 1988).




7
bonds adequately discleosed significant facts related to Projecks
Nos. 4 and 5. Among other thinqs, the Staff Report describes
facts that call into question the Supply System's disclosure
regarding the estimated cost to complete the Projects, the
ability of the Supply System to meet its growing financing needs,
the projected demand for power in the Pacific Northwest, and the
extent to which the participating utilities continued to support
the Proiects, The Staff Report also indicates that the official
statements concerning the guarantees of the participating
utilities failed to disclose uncertainties with respect to the
validity and enforceability of many of the agreements between tﬁe
Supply System and the participating utilities. Given the
importance of the participating utilities' commitments, however,
the Report does not contend that disclosure on other subjects
wollld have prevented most of the bond cfferings from going h
forward.

The Staff Report raises guestions about the role played by
repregentatives of the Supply System and others who participated
in the preparation of the official statements, particularly in
the later Supply System offerings. It indicates that
reprasentatives of the participating utilities knew some of the
information that was not disclosed to investors. In addition,
the Staff Report states that upderwriters may have been aware of
some problems with the Projects keing constructed by tha Supply
System, but did not conduct incuiries into the disclosures being

made by the Supply System. The Staff Report states that
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sponsors of unit investment trusts used generally nonspecific
quality evaluation procedures that relied on rating agency
ratings, and contimied to purchase Preoject 4 and 5 bonds at a
time when problems associated with the Projects may have been
knoewn. The Staff Report also states that limitations in the
rating process may have contributed to the continued high ratings
of the Supply System bonds. Finally, the Staff Repurﬁ indicates
that bongd counsel did not take steps similar te these they had
taken in connection with cther projects for the purpose of
determining the validity and enforceability_af the participating
utilities' agreements, and that bond counsel did not disclose
that certain issues had caused them to exclude sixteen
participating utilities' agreements {accounting for 4.06 percent
of project capacitg} from their opinions, including agreements of
ten utllities excluded on authority grounds.

III. HEW YOREK CITY FISCAL CRISIS AND REGULATORY RESPONSES

A, Mew York City Fiscal Crisis.

The Commission's Supply System investigation and the Staff
Report ralise several issues regarding the rcleas of parties
participating in the sale of municipal securities that are
gimilar to those raised as a result of the Commission's
investigation in In the Matter of Transactions in the Securities
of the City of New York. From October 1974 through March 1975,
New York Clty issued approxXimately %4 billion of shcft-t&rm debt
securities. The market fox New York City securities eventually

baegama saturated, and after March 1975 the public ¢apital markets
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refused to purchase debt instruments issued by the City. By
November 1975, the City was unable to meet its fiscal
obligations. As a result of the City's fiscal crisis, prices of
certain short-term notes at one point declined to 55 percent of
their face amount.

New York City's fiscal crisis resulted in large part from
the City's resort to the s5ale of short-term debt securities in an
attempt to finance increasing operating deficits and tc appear to
conply with the legal requirement that it balance its operating
budget. On March 31, 1975, the City had over $14 billion in
outstandiﬁg debt, approximately half of which was short-term debt
that was thecoretically secured by tax receipts or cther city |
revenues. AL least the last §4 billion of that short-term debt
was issued as the City systematically overstated its revenues
through the accrual of prospective federal and state aid, cit}
taxes, and real estﬁte taxes that were in fact not collectible.
The City also systematically understated its expenses and
liabilities by delaying recognition of expenses beyond the period
in which they were incurred, charging expenses te the Clity's
capital budget, and using a 384-day year. These distortions
obscured the City's precariocus financial situatien, and in large
part made possikble the sale of the $4 billion in short-term debt
issues bhetween Cctober 1974 and March 1975.

B. The New York City Final Report.

Following a Commission investigation inte the activities apd

practices of those engaged in the offer and sale of New York
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City securities, the Commission staff prepared a report, which
concluded that New York City had employed budgetary, accounting
and financing practices that distorted its true financial
cunditiun‘ 1S/ The New York City Staff Report also concluded
that, in varying degrees, the participants in the underwriting
process, including the principal underwriters, bond counsel, and
" rating agencies, had failed to meet their responsibilities to
the investing public.

The Commission issued its Final Report in In the Matter of
Transactions in the Securities of the City of New York on
February 5, 1979. 18/ In the New York City Final Report, the
commission toock note of certain voluntary efforts to improve
disclosure. The Commission indicated that, "(t]c the extent that
igsuers comply with the MFOA [Municipal Finance Qfficers
| Associatioen) guidelines, substantial improvements in the gquality
of munlecipal disclosure have been achieved." 17/ However, the
Commission also noted that the ¢uality of disclesure varied

widely and that disclosure of financial information was

15/ e & Commission Sta Re o
= jo it] ;, Subconmm.
on Economic Stabilization of the House Comm. on Banking,
Finance and Urban Affairs, 95th Cong., 1st Sess, (Comm,
Print 1977} (New York City Staff Report).

16/ a (e a Commissicn Final Repn
a ansactjions i 4] anw
York, Committee on Banking, Housing and Urban Affairs, Seéth
Cong., lst Sess. {Comm. Print 1979) (New York City Final
Report).

17/ Id. at 24. See infra p. 16-13 (discussing current Guidelines).
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inconsistent, making it difficult for investors to make
ﬁeaningful comparisons. The Commission therefore indicated that
reliance on purely voluntary efforts was not an adequate
response to the need for increased investor protection.

The New York City Final Report statad that the New York City
matter demeonstrated "the compelling need for a statutory
framework which would provide the basis for a glearer
understanding by issﬁers and other participants in the municipal
securities markets of thelr responsibilities and which would seek
to assure that public disclosures by municipalities are reliakble
and accurata.®™ 18/ In the Commission's view, the most :;itical
need was in the area of disclosure concerning municipal
accounting and financial reporting. The Commission suggested
that legislation designed to standardize the methods used in Fha
preparation of municipal accounts and the form and content of
municipalities'! financial statements sheould be developed. 19/

C. sed ig i lu

The New York City Final Report was prepared against a
background cf legislative efforts pending before Congress. Far
example, the Municipal Securlties Full Disclosure Act
{"MSFDA") 20/ would have reguired that municipal issuers prepare
an offaring documenﬁ to be used in the public sale of municipal

securities. That bill would have authorized the Commissicn tao

13/ HNew York Ccity Final Report at 3.

1%/ Id. at 25.
20/ §.2339, 95th Cong., lst Sess,



12

promulgate discleosure rules within certain parameters and Lo
specify the form and manner in which financial statementé
contained in municipal offering statements would be prepared and
audited. In addition, the Commission had proposed a bill that
would have eliminated most of the registration and reporting
exempticons of the Securities Act and the Exchange Act that are
applicable to industrial development bonds (“"IDBs"). 21/ That
bill would, hDWE?;r, have preserved the existing exXempticns in
the federal securities laws for IDBs issued eszsentially for
government projects.

Additional legislative efforts were made following the New
York City Final Report. The state and Local Government
Accounting and Financial-Repnrtinq Standards Act of 1979 was
introduced seeking to establish a body to set naticnally
| recognized accocunting and financial reporting standards for state
and local governments. 22/ Compliance with the standards set by
this body would have kbeen voluntary. Although the New York City
Final Report contemplated a legislative solution to the municipal
gsecurities disclosure problems it had identified, none of these
legizlative efforts was successful. HNo federal legislation to
enhance issuer disclosure regarding municipal securities was

enacted,

21/ &.3323, 95th Ccong., 24 Sess.

22/ S.1236, 96th Cong., 1lst Sess. A substantially similar bill
was introduced in 1981. S.610, 97th Cong., 1lat Sess.
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IV. THE CURRENT REGULATQRY ENVIROHNMENT

A Mun al Securities Requlato Framawork

While the offer and sale of municipal securities are
subject to the antifraud provisions of both the Securities Act of
1933 (the Securities Act) 231/ and the Securities Exchange act of
1534 (the Exchange Act), 24/ municipal securities are expressly
exenpt from most of the substantive provisions of the Securities
Act. 23/ Municipal securities are not required to be registered
under the Securities Act. Securities Act Sections 11 and 12, 26/
which impose civil liability for false statements made in
raqistratinn statements and for misleading statements in
prospectuses and other communicaticns, do not apply to municipal
securities. 1In additicn, the periodic reporting reguirements
applicable te corporate issuers under Exchange Act Sections 12,
| 13(a), and 15(d) 27/ do not apply tc municipal issuers.

Although municipal securities are exempt from the
registration and reporting previsions, certain important
‘requirements in the Exchange Act apply to persons in the

business of purchasing and selling municipal securities and to

23/ Section 17{(a} of the Securities act, 15 U.S5.¢C. 77q(a).

24/ BSection 10(b) of the ﬁxchange Act, 15 TU.S.C. 78j(b) and Rule
10b=-5 thereunder, 17 C.F.R. 240,10b=5; and Saction 15(c) of
the Exchange Act, 15 U.5.C. 780(c).

Sea Section 3{a){2) of the Securities Act, 15 U.5.C.
77c{a)(2) (defining exempted securities.)

5

15 U.8.C. 77k and 771.

BB

15 U.S.C. 781, 78m(a), and 78g(d).
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the municipal securities markets. 23/ In part as a result of
ccﬁ:erns raised hy a number of actions against municipal
securities brokers and dealers based on fraudulent trading and
selling practices, Congress enacted a system of regulation and
registration for municipal securities brokers and dealers as
part of the Securities Acts Amendments of 1875 ("1975
Amendments™) . 29/ The 1975 Amendments provided for Cummissinn *E
5ﬁf£ééist£;;igﬁ“and regulation of municipal securities hrnkéfs and E
municipal securities dealers (including bank dealers). In
additien, Congress created the Municipal Securities Rulemaking
Board {("MSRB"), a self-regulatory organization designed to
regulate the activities of municipal securities brokers and
dealers.

The MSRB has broad rulemaking authority, and is charged with
proposing and adopting rules relating to, among other things,
standards of professicnal qualifications, rules of fair
practice, recocrdkeeping, the scope and freguency of compliance
inspections, the form and content of gquotations relating to
municipal sacurities, and sales of new issuea. 30/ The MSRB's

rules (excaept for administrative rules) must be approved by tha

Commission prior to becoming effective. 31/ The 1975 Amendments

28/ BRee, e,q., Sections 15(a), (b}, and {c) of the Exchange
Act, 15 U.5.C. 78g(a), (b}, and (c) (kreker-dealer
regulation); and Section 17 of the Exchange Act, 15
U.5.C. 78p (recordkeeping regquirements).

Pub. L. Ho. 94-29, 39 stat. 97 (June 4, 1975).

€&

Section 15B(b) (2} of the Exchange Act, 15 U.S5.C.
78g-4(b) (2).

Sectlien 19(b) of the Exchange Act, 15 U.S.£. 78s(b}.

S
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gave inspection and enforcement authority to the Commission, the
Hational Assocociaticon of Securities De=alers, and (for bank
municipal securities dealers) the three federal bank requlatory
agencias, and not to the MSRB. 32/

While the 1975 Amendments greatly expanded the regulatory
authority available with respect te the municipal securities
markets, those amendments prohibit the Commission and the MSRB
from requiring, dirsctly or indirectly, the filing of any
document with the Commission or the MSRER before the sale of a
municipal security. 33/ The 1975 Amendments also prohibit the
MSRB from directly or indirectly requiring a document or
information to be furnished to prospective purchasers {unless the
document or information is geanerally available from a source
other than the issuer). 34/ The legislative history of the 1975
. Amendments reflects that these provisions "were designed to make
it clear that [the 1975 Amendments] will not be a means of

subjecting states, cities, counties or villages to any

32/ Bee Sections 15A{b)(2), 15 U.S5.C. 780-3(b)(2) (MASD
powers); and 15B(c¢) {3) and (<) (5), 15 U.5.C. 78g-
4{c)(3) and (c}(5) {Commission and bank regulatory
powers, respectively).

23/ Section 15B{d) (1) of the Exchange Act, 15 U.S.C.
7Ba-4{d) {1).
34/ Section 15B(d) (2) of the Exchange Act, 15 U.5.C.

780-4 (d) (2}, 8ee 5. Rep. No. 75, 94th Cong., ist Sess.
44-45 {(1575).



Y -
unnecessary disclosure requirements which could be promulgated by
the [MSRB]." 35/

B. M nce_Officers Associaticon Veolu
ide e

As indicated in the New York City Final Report, the
Municipal Finance QOfficers Assoclation, now known as the
Government Finance Officers hssoﬁiatinn {("GFOA"), approved in
1976 a set of voluntary guidelines for public offerings of l
municipal securities designed to provide greater protection %o
investors through increased disclosure, The Guidelinas, which
were updated in January 1988, recommend that municipal i=ssuers
publish an official statement prior to the issuance of the
sgecurities, as well as such further reports as are hecessary to
provide timely information on a continuing basis. A 1934 survey,
. kased on the then current 1%7% Guidelines, indicates that aince
1975 local government izzuers of tax-exempt general cbligaticn
debt are providing "increased levels of information to

prospective investors." 36/

35/ 121 Cong. Rec. $6189 (daily ed. 2apr. 17, 1975), 94th
cong., 1lst Sess. (Remarks of Senator Tower).

36/ Forbes and McGrath, Disclosure Prac as i - m
General Obligation Ponds: An Update, 7:3 Mun. Fin. J. 207,
220 {(Summer 1%86). For example, almest B30 percent of the
issuesy surveyed provided a current and fermal statement of
operating revenues and expenditures. JId. at 211. 1In
addition, over %4 percent of the survey included audited
financial statements, over B0 percent of the sample
reported detailed balance sheets for the most recent fiscal
year, and 47 percent of the sample included formal '
cperating statements for any prior years. Id.
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While the GFCOA Guidelines suggest that the official
statement should disclose information in certain specifisd areas,
they alsc note that certain types of issuers or circumstances
might require the disclosure of information not suggested in the
Guidelines. O©On the other hand, the Guidelines recognize that
there may also be cases in which some of the information
suggested by the Guidelines is unnecessary or irrelevant,

The Guidelines suggest that the official statement disclose
information describing the securities being offered, as well as
the authorizing and governing documentation. This includes,
among other things: a description of the use of proceeds:
quarantee provisions and other sources of payment for the
securities; any opticnal, mandatory or extracrdinary redemption
or prepayment features: and stata_cnnstitutinns, statutes, or’
| resolutions that autherize or limit the issuance of the ?
securitjies.

The Guidelines suggest disclosure of information regarding
the issuer (which would normally be applicable to offerings of
general cbligation or special tax securities that are payable
from ad valorem taxes or cther taxes) and information regarding
the enterprise (which would normally be appropriate in offerings
of securities whose payment is secured by the revenues of an
enterprise). The Guidelines suggest disclosure of various
factors relatad to the debt structure of the issuer or
enterprise, including its authority to incur debt, limitations on

debt, debt trends, the size of prospective debt burden, and rates
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of retirement. The Guidelines alsc suggest disclosure of
information related to the financial condition and results of
operations of the issuer or enterprise.

In addition, the Guidelines recommend that all financial
statements be prepared in accordance with generally accepted
accounting principles ({"GAAP") as established by the Government
Accounting Standards Board ("GASBY") 37/ and audited in accordance
with generally accepted auditing standards ("GAAS"). Disclosure
documents prepared in accordance with the Guidelines would
include a description of any pending legal proceedings "that may
materially affect the izsuer's or enterprize's ability to perform
its obligatiecns to the helders of the securities being offered,
including the effects of the legal proceedings on the securities
being cffered and on the source of payment therefor." The
Guidelines alsoc suggest the disclosure of all ratings of the
sacurities being offered and the names of the rating agencies, as
well as a desgription of the contractual arrangements between the
issuer and underwriters and financial advisors.

C. Government Accoupnting Standards Board.

In 1984, the Financial Accounting Foundation established the -
GASB in cooperation with the GFOA, the National Asscciaticn of
Stata Auditors, bnmptrnllars and Treasurers, and other
srganizations representing elacted state, local, and county

officials. In 1987, the GASB imsuad a cedification of

37/ See infra (discussing the relationship between GAAP and the
GASB) .
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Governmental Accounting and Financial Reporting Standards which
sets forth the application of GRAP for state and local
governmental entities, 38/ The GASBE codification establishes
standards for comprehensive annual financial reports and general
purpoese financial statements,

Although the GASB has issved its interpretation of the
application of GAAP to statae and local governmental entities, not
all state and local governments regquire that financial statements
be prepared in accordance with GAAP or that an independent
accountant examine those statementé in accordance with GAAS. A
recent GASB study, however, concluded that many current leocal.
government regulations require conformity with GAAP and that a
large number of local governments currently are being audited for .
conformity with GAAP. 313/ Speacifically, app:nximately 70 percent
of the local governmental units responding to the survey

indicated that their regulations require financial statements to

38/ Government Accounting standards Board, Codification of
Governmental Accounting and Financial Reperting Standards
{(2d ed. as of June 15, 1987) (GASB Codification). The GASB
Codificatich is drawn from GASB Statements, Interpretations,
Technical Bulletins, and concept Statements, and Statements
and Interpretations of the Naticnal Council on Government
Accounting ("NCGA") and the American Institute of Certified
Public Accountants ("AICPA") Industry Audit Guide, Audits of
State and Local Government Units (1974}, as amended by

subsequently issued AICPA Statements of Position.

38/ R. Ingram & W. Robbins, Financial Reporting Practices of
Logal Governments 26 (1987)., The data in the study were
obtained from a mail survey which was sent to a sample of
642 cities, 265 counties, and 254 school districts drawn
from U.S. Census Bureau files, The ressarchers received
responses from 352 of the cities (54.8%), 86 of the counties
(32.5%), and 129 of the schocl districts (50.89%).
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he prepared in conformity with GAAP. 40/ Approximately 40
percent of respondents from all types of governments indicated
that accounting practices had changed significantly in the last
five years and of that 40 percent a majority responded that
“"changes were toward increagsed GAAP compliance.™ 41/ With
respect to local government audits, 85 percent of cities, &5
percent of counties, and 7% percent of schocl districts are
audited by an independent certified puklic accountant. 42/
According to the study, nearly all of the remaining governmental
units are audited by a state auditor. A few of the responding
governments are unaudited, althaugﬁ the stndy cencluded that the
percentage of log¢al governments that are unaudlted appears to
have decreased significantly since the mid-1970s. 43/

D. 1 i 2 i a

In October 1978, the Commission approved MSRB Rule G-32,
which sets forth ceftain disclasure-related requirements for new
issues. 44/ ©On August 30, 1985, the Commission approved an
amendment %o that rule which reguires municipal securities
dealers to deliver a copy of any final official statement to the

customer by settlement of the transacticn. 45/ Specifically,

Id. at 13.

Igd.

Id. at 1s.

Id.

Securities Exchange Act Rel. No. 15247 (oct, 1%, 1978).

EEEREE

Securities Exchange Act Rel. No. 22374 (Aug. 30, 1985]).
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Rule G=-32 reqgquires that, if an official statement is prepared by
or on behalf of the issuer, it must be delivered to
investors. 46/ The rule also requires disclosure of an
underwriter's compensaticn in connection with a negotiated sale
of new issue securitiss. On March 9, 1983, Rule G-12 was anmended
to define the "underwriting pericd" in new issue distributions
made by scle underwriters, thus ldentifying the transactions that
are subject toc the provisions of Rule G-32. 47/ ©n october 14,
1987, Rule G-8 was amended to require all wunicipal securities
dealers to maintain records of deliverles to customers cf
disclosure documents under Rule G-32 in order to assist
enforcement of Rule G-32. 48/

E. State Requlatory Efforts.

Certain states have taken steps toward increasing discla;ure
in the municipal finance area. During its 1587 legislative
session, Florida passed legislation denying registration
examptions to sfate and local government bonds where the issuer
¢r guarantor has been in default at any time singce 1975 on any

ckligations, unless extensive disclosure requirements arae

46/ 2s indicated, supra at 14-15, the MSRB's ability to require
informaticn to be furnished to prespective purchasers is
restricted by Exchange Act Section 15B{d) {2).

47/ MSRB Manual (CCH) { 10,522.

48/ MSRP Manual (CCH) {1 10,515. On May 13, 1987, the MSRB
requested comments on a draft rule requiring delivery of
cfficial statements to customersz in secondary market
transacticons upon request. MSRE Manual (CCH)

{ 10,503.
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satisfled. 4%/ New Jersey securlties laws deny an exemption freom
registration te any state oxr local government bond where the
issuer or gquarantor is currently in default. Disclesure does not
cure the loss of the exemption. 50/ Minnesota amended its
definition of exempt security teo exclude from that definition
securities of public bodies. 51/

In addition, a ®ill is pending in the New York General
Assembly 52/ tha; would create ¢ivil liability and a priv&%e
right of actien for injured parties in the purchase and sale of
municipal securities. Liakility would be based on a negligence
standard. The bill alse includes discleosure regquirements for all
municipal securities ¢ther than general obligation bonds.

V. ANALYSIS AND REGULATORY ACTIONS

A. Problenms,

FPerhaps the most disturbing aspect of the Supply System
problems iz that they arose after the New York City Report,
after the subsequent voluntary improvements in municipal
Aisclosura, and after meost of the additional regulateory actions
discussed above. Ewvents such as the Supply System default
inevitably focus attention on the adequacy of the current

regqulation of the municipal securities markets.

49/ Section 517.051 of the Florida Securities and Investor
Protection Act and Fla. Admin. Code Ann., Rule 3E-400.003.

Section 49:3-50 of the New Jersey Uniform Securities Law.

Section 804,15 of the Minnesota Statutes.

EEE

A.8100/5.6091].
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Three factors wera.cited in the legislative history of the
federal securities laws as the basls for the original exemptions
for municipal securities from all but the antifraud provisions of
the federal securities laws: first, the absence of "recurrences
of demonstrated abuses;" 53/ second, the fact that purchasers of
mianicipal securities were generally banks, insurance companies,
and cther instituticnal investors with expertise in financial and
investment matters; 54/ and third, gcvernméntal comity. 5%/

While it may be difficult to demonstrate a widespread
pattern of "demonstrated abuses" jin the minicipal securities
markets, the Supply System and Hew York City Staff Reports and
the actions relating to municipal securities brought by the
Commission demonstrate a potential for abuse in this area.
Mareover, the amounts ¢f money invelved in municipal financings
are enormous. For example, at the time of its 1975 default, New
York City had $14 killion of debt cutstanding. The 1583 Supply
System default exceeded the largest corporate default in

history, 56/ and there have been additional smaller defaults in

53/ H.R. Rep. No. 85, 73rd Cong., 1lat Sess. 7 (1933).

54/ Hearings on S, Res. 84, S. Res. 56, and 5. Res. 97
e enate ¢ uEre '

73rd Cong., 2d Sess. 7443 (1534).

55/ &ee landis, The Legislative History of the Securities
- Aet of 19331, 28 Geo. Wash. L. Rev. 25, 319 {1959).

56/ Gellis, Mandatory Disclosure for Municipal) Securities: A

Reevalyation, 36 Buffale L. Rev. 15, 27 (1287). At the
time of its financial cellapse in April 1975, New York City
had over $14 billion of debt outstanding, of which

approximately one-half was short term debt. JId. at 18.
{continued...)
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municipal securities, 57/ as well as downgrades in ratings that
adversely affect investors. ©On balance, fhis information leads
the Commission to believe that, while the municipal securities
default rate remains lower than the rate for corporate debt, 38/
experience indic¢ates that there remains potential for abuse in
the municipal securities area. Action should he taken to address
that potential ahuse,

’ The Commission alsc observes that there has heen significant
change since 158331 in the nature of investors who purchase
municipal securities, When Congress passed the 1975 Amendments,

it recognized that the municipal securities markets were neo

longer the same kind of institutional markets they were at the

B6/(...continued)
The S5upply System facts involved a default on $2.25 billicn
in principal and approximately $5 billion in interest on
revenue bonds., The largest corporate debt default, that of
Penn Central Cempany in 1970, involved $618.8 million. JI4d.
at 19 n. 15,

57/ 1In the period from 1572 to 1983, there were eleven defaults
involving general okligation instruments, 25 defaults
involving non-conduit revenue bonds, and at least 82 private
purpose (conduit) kbond defaults. Advisory Commission on
Intergovernmental Relations, Ban ie

al Gow . {March 1985)
at 20. Moreover, the Bond Investors Asscciation indicates
that, from 1983 to the first quarter of 1988, over 300
municipal issuers defaulted on their obligations.

58/ See Seligman, The Munjcipal DRisclosure Debate, 9 Del. J.
Corp. L. 647, 651=52 (1984). Figures obtained from the Bond

Investors Association indicate that the current default rate
for municipal debt 1s approximately 0.7 %. The default rate
for corporate issues iz estimated at appruximatsly 1.1 %.
Puklic Securities hssnclatlon, Municipal Securities
ask_Force i Initial Apalvsis of curvent
sure D i he Municipal Sec
{JTune 1988).
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time the securitles laws were initially enacted. 58/ In 1574,
while commercial banks were the largest purchasers of municipal
securities, 60/ the magnitude of individual investor
participation had increased greatly as a result of growth in the
dollar amcunt of municipal securities outstanding. 61/ The
legislative history of the bill that became the 1975 Amendments
indicated that

In 1973 and 1974, households increased their heldings

of municipal konds by $4.3 and $11.8 billien, respectively.

It would thus appear that the "tight money™ situation of

recent years forcing a significant rise in municipal bend

interest rates and yields has resulted in a major surge in

private investor interest in these securities. 82/
This trend toward greater individual investoer participaticn in
the municipal securities market continued after 1975, and banks
and insurance companies ne longer dominate the purchase of
nunicipal securities. 63/ In recent years, househelds

{including unit investment trusts) have on average accounted for

slightly over one-third of holdings of municipal securities.

59/ S, Rep. No. 75, 94th Cong., 1lst Sess. 3 (1975).

60/ In 1974, commercial banks held 5959.8 billion or 48% of
outstanding issues and households held $62.3 billion or 30%.
Id. at 41.

Id.
Id. at 41-42.

EEE

A3 of March 1987, commercial banks held $197.1 billion or
27% of outstanding issues and property casualty insurance
companies held %89 billion or 12.2%.



26
Households alse owh up to an additicnal twenty-cne percent of
municipal holdings in the form of mutual fund shares. 64/

In making its regulatory decisiens, the Commission believes
that governmental cqmity continues te be a very important
consideration. The importance of municipal financing to state
and local governments recquires all reasonakle attempts to avoid
placing costs and burdens on municipal iszuers. Nevertheless,
the importance of investor protection and the federal intsrest
implicated by the current envirenment for the purchase and sale
of municipal securities suggest that the adoption of regulatory
measures that may impose additicnal indirect costs on municipal
securities issuers may be necessary and appropriate, if
commensurate panefits to investors can be expected.

When the securities laws wera first enacted, the market for
| munjicipal sacuritias primarily involved limited geographic
regions, This-arguably enabled local investors to be aware of
factors affecting the issuer and its securities. §5/ Since that
time, however, the markets for primary offerings of municipal
securities have become nationwide in scope, and a naticonal
secondary market for trading of municipal securities now exists. &6/
The national scope of the municipal securities markets implicates

tha federal intarest in full and fair disclosure such that

64/ Source: Flow of Funds Accounts, First Quarter, 1987 gee
also Peterson, Retail Buvers Dominate Tax-Exempts, Credit
Week {June 20, 1983).

65/ Seg New York City Final Report at 6-7.
88/ Id.
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investors in these securities have sufficient informaticn.
Moreover, as Congress has noted, issuers themselves recognize
that protection of investors through regulatory efforts that do
not create impediments to issuers' ability to raise capital will
actnally strengthen and preserve the municipal securities

markets. 67/
B. Requlatorv Actions,

In addressing the current need for reform in the regulation
of the municipal securities markets, the Commission has
considered various steps it gould take in order teo enhance
protecticn of investors in municipal securities. In doing so,
the Commission notes that during the past ten years substantial
improvements have been made in governmental financial accnunting
and that the voluntary afforts of groups such as tha_GFGﬂ and the
GASB to improve disclosures regarding municipal securitiass hava
been valuable. At the same time, the Supply System fagts
indicate that a voluntary system of disclosure can fall short of
providing full investor protection. The Commission believes that
additional regulatory measures as discussed below could improve
disclosure in municipal securities offerings witheout subjecting
municipal issuers to the full range of filing and reporting

reqgquirements that apply to corporate issuers.

67/ &. Rep. No. 75, 94th Cong., 1st Sess. 44 (1975).
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The Commission has decided to exercise its rulemaking
authority 68/ and to publish for comment a rule requlring that
underwriters of issues of municipal securities having an
aggregate offering price in excess of EEE—EEEEEEP dellars QEEE&P

and review a nearly final official statement 69/ before bidding

for or purchasing the securities. The propesed rule would also
require that underwriters of such municipal offerings contract

with the issuer, or its agents, to gbtain final gfficial

i F— -

statements 79/ in sufficient quantities to make them available to

purchasers in accordance with rules established by the HMSERB.

Underwriters would also be required to provide coples of
preliminary and final otficial statements to any person upen

request.

€8/ Pursuvant to the Commission's authority to regulata the
activitiez of municipal brokers and dealers, the Commission
has the authority to promulgate rules "reasonably desighed
to prevent, such acts and practices as are fraudulent,
deceptive, or manipulative."® Saction 15(c¢){2) ¢f the
Exchange Act. The proposed rule alse relies on the
Commission's rulemaking authority in Sections 2, 3, 10, 158,
17, and 23} of the Exchange Act.

£9/ BSpeclfically, the proposed rule would reguire the
underwriter to obtain, prior to the time it bids for or
purchase=s securities of the issuer, an official statement
that is final except for the omission cof information
relating to the offering price, interest rate, selling
compensation, amgunt of proceeds, delivery dates, other
terms of securities depending on such factors, and identity
of the underwriter.

70/ The propesed rule would define "final official statement® as
a document prepared by the issuer or its representatives
setting forth, among other matters, infermation concerning
the issuer and the proposed issue of securitiea that is -
complate as of the date of the final agreement to purchase
or s&ll municipal securities for or on behalf of an issuer
or underwriter.
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The Commission is alse publishing an interpretation {on
which it has requested comment) of the legal standards applicable
to municipal underwriters, based upon judicial decisions and
previcus administrative actions, emphasizing that the
underwriters must, in conjunction with review of offering
documents, have a reasonakle basis for believing the key
representations concerning any municipal securities that they
underwrite. -&his interpretation stresses that municipal
sacurities broker-dealers are subject to high standards of
conduct, and emphasizes the municipal underwriters'
responsibility to have a reasonable basis for belief in the
truthfulness and completeness of the key rgpresentatiuns made in
any diéclnsure documents used in the offering.

By participating in an offering, an underwriter makes an
implied recommendation concerning the securities. Because the
underwritar holds itself out as a securities professional, and
especially in light of its position with respect to the issuer,
this recommendation implies that the underwriter has a reasonable
basis for believing the truthfulness and completeness of the key
representaticns made in disclosure documents used in the
offering. An underwriter's failure to live up to the
responsibility implied by its participation may give riss to
'liability under the antifraund provisions of Securities Act
Section 17¢a} and Exchange Act Sections 10{bk), 15(c)(l), and

15¢c) (2).
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While municipal undaerwriters generally appear to recognize
an obllgatlon to assess the accuracy of disclosure documents used
in negeotiated offerings, the Comkission is not convinced that the
practice iz universally recognized or followed in those
negotiated offerings. Moreover, some underwriters in
competitively bid underwritings apparently consider themselves to
have virtually no responsibility regarding confirmation of the
accuracy of the offering disclosure documents., The Commission's
interpretation, summarized in the three following paragraphs,
articulates basic guidelines as to the efforts required of
municipal securities underwriters in both negotiated and
competitively bid offerings in order to meet their cobligation to
their.custamers.

ﬁhile the reasonableness of an underwriter's belief in the
accuracy and completeness of Key representaticns made in
disclosure documents, as well as the extent of the review
necessary to arrive at this belief, will depend upon all the
circumstancés, underwriters in beth competitively bid and
negotiated municipal underwritings should, at a minimum, review
the jissuer's disclosure documentz in a professional manner for
possible inaccuracles and omissions. A number of factors are
relevant in determining the reascnableness of a municipal
underwriter's assessment of the truthfulness of the key
representations contained in disclosure documents. These factors
include the extent to which the underwriter relied upon municipal

officials, employees, experts, and other persons whose duties
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provide them knowledge of particular facts; the type of
underwriting arrangement (e.g,, firm commitment or best efforts);
the rale of the underwriter (manager, selling group member, or
selected dealer); the type of bonds being offered (general
obligation, revenue, or private activity); the past familiarity
of the underwriter with the issuer: the length of time to
maturity of the bonds; the presence or absence of credit
enhancements; and whether the bonds are competitively hid or are
distributed in a negetiated offering.

As to negotiated municipal offerings, where the underwriter
is involved with the preparation of the official statement, fne
Commission believes that development of a reasonable basis fof
belief in the accuracy and completeness of the statements therein
should involve an assessment of the key representations made in
the official statement, drawing on the underwriter's experienca
with the particular issuer and cther issuers, and knowledge of
the municipal markets. Sole reliance on the representations of
the issuer will not suffice. The role ¢f the underwriter in
assessing the accuracy of the issuer's key disclosures is of .
particular importance where the underwriting invelves an
unseascned issuer. As to competitively bid offerings, the
Commission receognizes that underwriters may have little initial
access to background information concerning the securities., The
fact that the offering was conducted on a c¢ompetitive basis is
thus a factor to ba considersd in determining whether the

underwriter has met its obligations. However, the nominal
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classificaticn of an underwriting as competitive will not be
relevant to the sc¢ope of an underwriter's review where there is
little uncertainty about the choice of underwriters or where
other factors are present that would demand a closer
examination.

In a normal competitively bid offering, the municipal
underwriter would generally meet its cbligation to have a
reasonable basis for bhelief in the accuracy of the key
representations in the official statement by reviewing the
official statement in a professional manner and obtaining from
the issuer a detailed and credible explanation as to any aspect
of the official statement that appears, on its face or on the
basis of information available to the underwriter, to be
inadequate. An pnderwritar in a competitively bid offering may
not, ¢f course, igncre other information available to it
pertaining to the lssuer. If factors suggesting irnaccuracies in
disclosure or suggesting the need for additional investigation
appear, the underwyiter should investigate and pursue the ingquiry
untlil satisfied that correct disclosure has been made. In
asgessing the adequacy of disclosure, an underwriter should use
all information that it has available about the issuer, including
information gained through the underwriter's own research
department.

The Commission believes that the provisions in proposed Rule
15c2-12 are designed to contribute te a municipal underwriter's

ability to meet its "reasonable basis" eobligaticn.
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The Commission requested comment on the interpretation, as
well as on the current practices in both negotiated and
competitively bid underwritings, the extent to which the
underwriters meet the standards articulated in the release,
problems experienced by underwriters in fulfilling their
obligations that could be reseclved through further Commission or
MSRE rulemaking, and whether a clearer articulation of an
underwriter's responsibilities is desirable through additional
Commisgion interpretation or rulemaking, through amendment to
the statutory provisions of the federal securities laws, or
thrauqﬁ MSRE adoption of general guidelines or interpretations to
assist underwriters in determining the scope of their |
responsibilities.

The Commissian is also requesting comment on a preoposal by
the MSRB and members of the industry to establish a central
repository to collect information conrcerning municipal
securities. The MSRB's proposal would call for the mandatory
submission of official statements and certain refunding documents
to a central repository, where information concerning new issues
would be made available, for a fee, to interested parties. 1In
its proposal, the MSRE expressed its belief that the repeository
would alleviate problems in offerings of municipal securities by
allewing dealers executing transactions in new issues of
securities toc gain access to the information contained in
official statements by way of in-house computer s<reens. The

repository would alsc benefit the seccondary market by allowing
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broker—dealers to supply complete information to customers
trading in that markaet.

The Commission has asked for general comment concerning the
need for a repository, as well as comments pertaining to the
following issues: should the repositeory ke c¢reated by the
industry or mandated hy the Commission: should participation in a
repository be voluntary or assisted by rulemaking efforts by the
MSRB or the Commission; should the deposit reguirement be placed
on issuers, underwriters, or dealers; what kind of information
should be submitted to the repository (i.e., officlal statements,
ascrow agreements, annual financial repcorts):; when should the
information be submitted; should there be periodic reporting
requirements to keap the information current; should data be
submitted in summary or complete form, in hard copy or
electronically; and, how should the repository be funded?

The Commission believes that its proposed rule is designed
to prevent fraud and enhance disclosure in municipal securities
offerings by increasing the likelihood that investors will
receive an official statement containing all material infermation
necessary to make an investment decision. 71/ Thus, the rule is

within the Commission's existing regulatory authority over

1)/ A recent industry survey indicates that cfficial statements
are prepared "approximately 84% of the time.” Public

Securitles Assnclatlun, [} acuriti sk
H itial Ana iz t Diac
Pragtices ;n the Municipal Securijties Market (June 1588} at

14.
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nmunicipal securities underwriters to enhance disclesure and to.
reduce the possibility of fraud in this market.

The preopesed rule would indirectly affect municipal
securities issuers because they typically rely on underwriters
to sell their securities. It would have the effect cof requiring
an issuer that wishes to make a securities nfferiﬁq of over 510
million through an underwriter to provide certain disclosures to
the underwriter. Specifically, the issuer would be required to
furnish the underwriter with an official statement prior to the
Time the underwriter kids for or purchases securities from the
issuer, and to furnish a final official statement within two _
business days of any final agreement to purchase or séll
securities.

While compliance with this rule might involve some
increased costs te municipal issuers, the Commissicon beliaves
that those costs may be cutweighed by the benefits to individual
investors acecruing froem the disclosure requirements contained in
the proposed rule. Another, perhaps less obvious, potential
beneflit resulting frem the adoption of the proposed rule was
described in the legislative history accompanying the 1975
Amendments, where Conhygress noted a concern as to the impact of
the anvisioned régulatury structure on municipal issuers. 72/
The legislative history stated that "the regulation of tha
municipal securities industry will inevitably result in greater

industry professionalism and greater investor confidence in the

12/ 5. Rep. No. 75, 94th Cong., 1lst Sess. 44 (1975).
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operations of the industry." 73/ That legislative history goes
en to polnt ¢ut that representatives of municipal issuers have
recognized that failure to provide regulation could result in the
erosien of a system which, for the most part, has functicned very
efficiently, and that state and local governments have
“"racognized the desirability of regulation, which would maintain
and enhance the strong markets which have developed, provided
there is no ad&arsa impact on their capital raising
activitias." 74/

In additien, because the Staff Report raises several issues
:cnncarning tha regulation of UITs, the Commlission's Division of
Investment Management ("Division"} has preparedla Memorandum,
which describes the structure and coperaticns of UITs and analyzes
their current regulatory framework. The Division alsec has
initiated a project to evaluate the UIT industry and to
determine whether any regqulatory changes are needed. That
project involves conducting special inspections by mid-1989 of
ten percent of the 240 UITs registered with the Commission under

the Investment Company Act of 1940 (excluding UITs formed as

separate accounts of insurance companies). 75/ Because the

ix/ 1d.
14/ Id.

75/ At the end of 1987, these registered UITs included
approximately 9,000 individual serias, which are separately
registered under the Securities Act of 1933, with assets of
over $118 billien. In comparison, the 1,781 registered
mutual funds (excluding money market funds) had assets of
2454 billion at the end of 1587.
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Staff Report revealed potential problems in the way securities
are selected by UIT sponsors, the Division's special inspection
project focuses on the following areas:
1. The proceas followed by UIT sponsors in deciding what
securities should be placed in the portfolio of a
particular series of a2 UIT;

2. How and by whom the securities in the portfolioc are
valued on a periodic basis; and

3. Sales practices used by UIT underwriters in
distributing units to investors.

In addition, the inspection pregram will focus on (1) secondary
market cperations by brokers in UIT units, and (2) experience of
investors in the eventual liquidation of UIT portfolio securities
and terminaticn of a series. The project also in&clvas
heightened review of UIT discleosure decuments by the bDivision's
disclosure branches.

The Division also is working on revised Form N=-7 for
registering UITs and their securities, which would integrate the
filing requirements of hoth the Securities Act and the
Investment Company Act of 1940 ("1940 Act"}, Currently, UITs
must file two forms, Form S-6 under the Securities Act and Form
- N-BB-2 under the 1940 Act, neither of which has been
substantially revised in over forty years. In addition, proposed
staff guidelines to accompany the new form would represent a
compilation and adaptation of Commission releases, staff
positions, and interpretatiuné with respect to UITs. Although

staff guidelines for mutual funds and other investment companies
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have existed for years, these guidelines would represent the
Ifirst written guidelines for UITs.

The Divisicn alse is considering UIT advertising practices
and other issues for possible future rulemaking action.
Disclosure issues ralating to problems identified by the Supply
System investigation are being considered in the context of these
projects.

v. CONCLUSION

In taking the actions described in this Report, the
Commission has considered its prior recommendations in the New
York City Final Report and the developments in the municipal
securities area since that time. There have been improvements,
particularly with respect to the develcpment of standards for
financial reporting. At this time, however, the Commission
believes that the regulatory actiens described in this Report are
practically and effectively designed to address current issues

concerning disclesure Iin municipal securities offerings.
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SECURITIES AND EXCHANGE COMMISSION

17 CFR Part 240

[Release No. 34- 26100 ; File No. §7- Z0 -88]
Municipal Securities Disclosure

AGENCY: Securities and Exchange Commission.

ACTION: Proposed Rulemaking.

SUMMARY: The Securities and Exchange Commission is publishing
for comment proposed Rule 15c2~-12, which would require that
muniicipal securities underwriters review and distribute to
investors issuer disclosure documents. The propoesed rule
would require that underwriters obtain an& raview a nearly
final official statement prior to bidding on or purchasing an
offering of municipal securitie= in excess of ten million
dollars. An Pnderwriter participating in an effering of a new
_issue of muniﬁipal securities in excess of ten million dollars
also would have to contract with the issuer or its agents to
obtain final official statements in sufficient quantities to
make them available to purchasers in accordance with rules
established by the Municipal Securities Rulemaking Board. In
additicn, underwriters would have to provide copies of
preliminary and final official statements upon request. The
Commission alsc is publishing its interpretation of the legal
obligations of municipal underwriters. The interpretation, on
which'the Commission has invited comments, generally emphasizes
that in conjunctiocn with their review of offering deocuments,
municipal securities underwriters must have a reasonable basis

for believing in the accuracy of key representations concerning
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any municipal securities that they underwrite. Finally, the
Commission is requesting comment on a recent propesal by the
Municipal Securities Rulemaking Board to establish a central
repasitory te collect infarmatiﬁn concerning municipal
securities.
DATE: Comments should be recelved on or before [ninety days
following publication in the Federal Register].
ADDRESS: Comments should be subnitted in triplicate to
Jonathan G. Katz, Secretary, Securities and Exchange
Cocmmission, 450 Fifth Street, N.W., Mail Stop 6-9%, Washington,
D.C. 20549. Comment letters should refer to File No. 57~ 20~
88. All comment letters received will bg made avalilable for
public inspection and copying in thé Commissicon's Public
Reference Room, 450 Fifth Street, W.W., Washington, D.C. 20549,
FOR FURTHER INFORMATION CONTACT: Catherine McGuire, Esg.,;
Special Assistant tﬁ the Director, (202) 272-2794; Robert L.D.
Colby, Esq., Chief Counsel, (202) 272-2848; Edward L. Pittman,
Esg., Special Counsel, (202) 272-2848; or Beth E. Mastro, Esq.,
Branch Chief (regarding Part IV), {202) 272-2857; Division cf
Market Regulation, Mail Stop 5-1, Securities and Exchange
Commissicon, 450 Fifth Street, N.W., Washington, D.C. 20549.
I. IRTRODUCTION

A, Background

The Securities and Exchange Commission ("Commission") is
proposing for Comment Rule A5¢2-12 under the Securipies

Exchange Act of 1934 [“Exchange Act"), 1/ which is designed to

L’J 15 U-E.c- ?Ea-?gjj L
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prevent fraud by improving the extent and qualitf of disclosure
in the municipal securities markets. Proposed Rule 15c2-12
would require that underwriters of municipal securities
gfferings exceeding %10 million cbtain and review a nearly
final official statement befeore bidding on or purchasing the
offering. The rule also would require underwriters of
municipal offerings exceeding $10 million to contract with the
issuer or its agents to cobtain final cfficial statements in
sufficient guantities to permit delivery to investors in
accerdance with any requirements of the Municipal Securities
Rulemaking Board ("MSRE") and, depending on the time cof the

regquest, to make availahle a single copy of the preliminary and

(4

final efficial statemeant to any person on rpequest. In :
addition, the Commission is publishing an\igterpretive
statement, on which it has invited commentélksmphasizing the
responsibility of municipal underwriters,'5§ger reviewing the
issuer's official statement, to have a reasonable basis for
belief in the substantial accuracy of key representations
contained in the official statement, as well as any other
recommendations that they make regarding the sffering.

The Commissjion recognizes that Rule 15cz=-12, if adopted as
proposed, would impose new requirements on underwriters and
alsoc might have an impact onh issuers. In particular, although
the rule would place the direct burden ¢f cobtaining final

official statements on the underwriter, an obvious consequence

would be that underwriters would require scome issuers to make
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available cfficial statements at a time when, or in guantities
in which, they currently might not be produced. The ruile is
intended to stimulate greater scrutiny by underwriters of the
representations made by issuers and the circumstances
surrounding the c¢ffering. The Commission believes that it is
worthwhile to explore the possibility that the imposition of
these requirements will result in benefits hoth to the
municipal securities markets as a wheole and to individual
investors.

The Commission's decision to proposs Rule 15c¢2-12 at this
time reflacts its concern about the current guality of |
disclosure in certain municipal offerings. At the time the
securities laws Ffirst were snacted, ths market for most
municipal securities largely was confined to limited geographic
reglons, The localized nature of the market arguably allowed
investors to be aware of factors affecting the issuer and its
securities. 2/ Moreover, municipal securities investors were
primarily institutions, which in ether instances have been
accorded less structured protection under the federal
securities laws. Since 1933, however, the municipal markets
have hecome nationwide in scope and now include a broader range

cf investors.

27 ﬁgg ElnaL Regcrt in the Matter of Transactions in
of it aw _York. Submitted to

the 5enate Committee on Banking, Housing and Urban
Affairs, 96th Cong., 1lst Sess. (Comm. Print 1979},
reprinted in (1979 Transfer Binder) Fed. Sec. L. Rep.
(CCH) 481,936 ("Mew York City Final Report" or "Final
Reporth).
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Today, state and local government chligations are a major
factor in the United States credit markets. Currently, over
$720 billion of municipal debt is held by investors. 3/
Moreover, while new offerings of municipal securities declined
in 1%87 compared t¢ previous years, they nevertheless
accounted for $114 billion. 4/ Households now are significant
investors in municipal securities. ©On average, households,
including unit investment trusts, have accounted for slightly
over one-third of the direct heoldings of municipal securities
in recent years. Up to an additional 21% of municipal holdings
are owned indirectly by households, in the form of mutual fund
shares, 5/

At the same times that the investor basze for municipal
securities ha; becoma more diverse, the structure of municipal’
financings has become increasingly complex. In the era
preceding adoption of the Securlties Act of 1933 ("Securities
Act") &/ municipal offerings consisted largely of general

cbligation beonds. Today, however, municipal issues include a

3/ Source:; Flow of Funds Accounts, First Quarter 1987.

4/ Source: Bond Buver Data Base, published in The Bond
Buyer, July 15, 1983, at 3. In 1586, new issues of
municipal securities declined to 3162 billicn from the
1985 record high amount of $223 billion. Id. See also,
Federal Reserve Bulletin = Demestic Financial statistics

for New Security Issues.
5/ Source: Flow of Funds Accounts, First Quarter 1987; zee
also Peterson, Retajl Buvers Dopinate Tay=-Exempts, Credit

Week (June 20, 19%88}.

&/ 15 U.5.£. 77a~-77aa,
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greater proportion of revenue bonds that are not backed by the
full faith and credit of a governmental entity and which, in
many <cases, may pose greater credit risks to investors. In
additicon, more innovative forms of financing have focused
increased attention on call provisions and redemption rights in
welghing the merits of individual municipal bond investment
opportunities.  Among other instruments, municipal issuers have
utilized tax-exempt commercial paﬁer, tender option bonds, and
compound interest bonds in an effort to satisfy the needs of
investors and assure efficient funding of municipal projects.
Hnrénver, muhicipal issuers recently have begun to ifmport
financing technigues developed in the corporate debt markets
to sell asset-backed securities., 7/

In 1975, Congress, recognizing that chahges had occurred
in the municipal securitieé marksts, enacted a self-regqulatory
scheme for these markets. 8/ The Securities Acts Amendments of
1375 3/ created the MSRB and provided a system of regulation
for both municipal securities professionals and the municipal
securities markets. At the same time, however, a financial
crisis experienced by the City of New York revealed serious

disclosure problems in offerings of Hew York City's municipal

1/ Ses generally Amdursky, Creative State and Iocal Financing

Technigues, in State and Local Government Debt Fipnancing
(Gelfand ad. 1987).

S. Rep. No. 75, 94th Cong., 1lst Sess, 2=-4 (1975).

€ g

Pub. L. No. 94=29, 8% Stat. 97 (June 4, 1975} ("1975
Amendmentsh) .
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securities. In 1977, the Commission released a lengthy staff
report presenting the results of an investigation of.the
distribution of debt securities issued by New York City. 10/

The New York City Staff Report revealed that from October
1874 through April 1975, a peried during wnich underwriters
distributed approximataly $4 billion in short-term debt
securities, New York City had seriocus, undisclosed financial
problems. Har;cver, a number of proposals concerning the heed
to modify or increase disclosure about the City's prokhlems were
rejected by the underwriters for fear that accurate disclosure
would render the securities unmarketable. 11/ Even when a
decision was made to disclose potential problems in the face of
the wcréening budget crisis, some underwriters denied that they
had any duty to "rummage arocund” to determine whether, in fact,
there would be revenues available to retire a contemplated
offering of notes. 12/ The underwriters reduced the size of
their own pesitiens in the City's debt and ceased purchasing

the securities for fiduclary accounts, but they continued to

sell them to the puklic.

18/ Securities and Exchange Commission Staff Report on
Transactions in Securities of the City of New York,
Subcommittee on Economic Stabilizatjon of the House
committes on Panking, Finance and Urban Affairs, %5th

Cong., 1lst Sess. (Comm. Prinmt. 1977) (Hereinarter,
"New York City Staff Report™). Ses also New York
City Final Report.

1ll/ Hew York ¢ity staff Report at ch. 5, pp. 39-65.
12/ Hew York city Staff Report at ch. 5, p. Sl.
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The recently released Commission staff report concerning
the Washington Public Power Supply System ("Supply System™) 13/
provides a second illustration of inadequate disclosure in an
extremely large municipal debt offering. As discussed more
fully therein, in 1983 the Supply System defaulted an $2.25
billien in prineipal 14/ on tax-exempt revenue bonds sold to
finance the construction of two nuclear power plants. The’
default on the bonds was the largest payment default in the
history of the municipal bond market. The staff's
investigation of the default disclosed that the underwriters of
the Supply System's offerings did not conduct a clnsa
examination of the issuer's disclosure to determine.the
substantial accuracy of statements made to investors at the
time the bonds were sold. 15/

The Supply System's offerings took place over the course
of four years, from 1977 to 1%81. All but one cof the 14
offerings by the Supply System during this period were

underwritten on a ceompetitive basis. 18§/ Only two selling

13/ Securjties gug Ex ggg g gm;agjgg Btaff Egpnrt on the

Invastiga sactions in Washi

Public SuEglx Ezsgem Secg;;tles (1988) {Hereinafter,
"Supply System Staff Report").

Id. at 1.
Id. at 15, 1s3.

e & &

Sales of municipal bonds by issuers to underwriters can be
on either a competitively bid or a negotiated basis. In a
competitively bid sale, the issuer offers the bonds to
underwriters in a sealed-bid auction, usually after
circulating a preliminary cfficial statement, and
underwriting firms form syndicates to bid on the honds.
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groups, however, successfully bid on the offerings. Despite
the magnitude, frequency, and size of the offeringé, and the
fact that only one or twe syndicates were bidding on the
offerings, the underwriters did not require their public
finance units to conduct an investigation, 17/ or retain
underwriters' counsel to conduct an investigation, as they
would have done customarily in negotiated sales. 18/

The CGﬁmisﬁion recagnizes that the washington Suprenme
Court's decision 19/ invalidating contractual agreements
between the Supply Systen and a number of public utilities in
the Pacific Northwest was the precipitating factor in the
Supply System's default. The most ¢ritical nondisclosures
relating to matters apart from legal wvalidity occurred after

the great majority of the offerings had gone forward.

The syndicate offering the best bid, usually the lowest
interest cost to the issuer, wins the auction and buys
the bonds for resale into the market. In a hegotiated
sale, the issuer selects a lead underwriter, which then
usually helps prepare the official statement and
investigates the adedquacy of disclosure in the official
statement. 7The lead underwriter also advises on timing,
price, and structure for the sale of the bondas. When the
issuer agrees to the offering terms, the lead underwriter,
and the syndicate that it has formed, buy the bonds from
the issuer and sell them into the market. See deperally
Supply System Staff Report at 166-67.

Supply System Staff Report at 171.

Supply System Staff Report at 191-192.

k k&

Chemical Bank v i o ic Power Supply System, 29
Wash. 2d 772, &a668 P.2d 329 (Wash. 1983), aff'd, 102 wash.

2d 874, 691 P.2d s24 {Wash. 1984), cert, depnied sub nom,
Haberman v. Chemical Bank, 471 U.S. 1065 {1985), angd

Chemical Bank v. Public Utjility Djst. No. 1, 471 U.S5. 1075
(1985). -
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Nevertheless, sericus dquestions exist concerning whether the
official statements for the Supply System's bonds adequately
disclosed significant factsa. Among other things, facts axisted
that call intc questicn the adegquacy of disclosures regarding
the estimated cost to complete the Supply System's projects,
the ability of the Supply System to meet its growing financing
needs, the projected demand for power in the Pacific Northwest,
and the extent to which the participating utilities continued
to support the Supply System project, The Commission is
concerned that the underwriters did not investigate cests and
delays in the preoiject in a professional manner. Had they done
g0, it is possible that they would have uncoverad disclosure
deficiencles in the official statements for the later
offerings, and could have brought to the attenticn of the
Public important information regarding delays in completing
the power plants and cest everruns that might have affected
individual investment decisions.

B. Need for Improvements

Notwithstanding the problems illustrated by the Supply
System's disclosure, the Commission recognizes that significant
changes have taken place in the practices associated with the
distribution of municipal securities since the events that led
to the release of the New York City Staff Report. Municipal

issvers have increased sauybstantially the quality of disclosure
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contained in ¢officlal statements. 20/ The voluntary guidelines
for disclosure established in 1976 by the Government Finance
Officers Associlation ("GFCA")}, 21/ which are followed by many
issuers, permit investors to compare securities more readily
and greatly assist issuers in addressing their disclaosure
responsibilities, 22/ Moreover, when an issuer veluntarily
prepares disclosure deocuments, the MSRB's rules now regquire
that the decuments be distributed to investors. 23/

Other means of enhancing the disclosure provided o
investors in the initial distribution of municipal securities
are also under consideration. Two states, for example, have
racently proposed laws requiring that official statements
accompany or precede delivery of a confirmation for the sale of
certain municipal securities, in the same fashion as corporate

securities. 24/ In addition, two other states recently have

20/ The New York City Staff Report revealed that there was
little disclosure in the municipal securities market in
1975 and that investors had to rely primarily on the
rating agencies. See New York City Staff Report at ch. 5,

Pp- 5.

21/ The GF0A was known at the time as the Municipal
Finance officers aAssoclation, In<.

22/ The GFOA's guidelines have been revised since 1%76. The
latest revision was publiched earlier this year. See

ure Guidelines for State and nt

Becurities (January 1988} ("GFOA Guidelines"}.

23/ See dAiscussion infra at notes 51, 52 and accompanying
text, regarding MSREB rule G-32.

24/ See Minn. Code Agengy R. §2875.229%0 and proposed

§2875.0015 (except for general obligaticon bonds),

Sgae also A. 8100/5. 6053, amending N.Y. Gen. Bus. Law
§352 and adding §§357—-a and 3159-ffff (except for
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excluded from the definition of an exempt security, for state
blue sky purpeoses, the securities of municipal issuers that
have been in default. 25/ Members of the municipal securities
industry and the MSRE alsc have racommanded the establishment
of a cenktral repository for cfficial statements that would
provide munigipal securities dealers and others with rapid
access to informaticn, from a single source, concerning the
details of an ¢ffering and the terms of any call
provisions. 26/

Despite these developments, a number of commentators have
recently expressed concern about a reduction of investut
confidence in the municipal securities markets and have urged
that mechanisms be established to improve the timeliness,

disseminaticon, and quality cof disclegsure. 27/ Although the

general cbligation bonds) (still pending in New York
State Assembly). Other states already have laws
that require such discleosure for certain types of
offerings. See, 2.q9., Ariz. Rev. Stat, Ann.
§544-1843.01 and 44-1898 (certain industrial
development bond=a}. The Compission also has learned
that Jdraft rules are being circulated by the State of
Texas that weuld require issuers to conform to the
GFOA Guidelines.

25/ See §517.051, Florida Securities and Investor
Protection Act (unless default disclosed and

described in compliance with Fla. Admin. Ggde, Rule
3E-400.003); New Jersey Unifeorm Securities Law,
§49.3-50.

26/ §See discussicon jnfra at Part IV.

27/ 8ee, 2.9., Ciccarone, Munic dhol ed More
Information, Wall St. J., March 27, 1987, at 22, col.
3; Ciccarone, We Need Petter Munj Disclosyre, 13

Financial World, 156 (June 30, 1987); Ferris, Muni
k 8 Polic d G alinas isalo e,
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recent measures by the MSRB, state regulators, and industry
groups are significant, the Commission believes that further
steps designed to encourage timely dissemination of disclosure
to investors in large offerings of municipal securities, and to
affirm baseline standards of underwriter review of this
disclosure, warrant consideration.

In the absence of specifically mandated disclosure
standards teo which municipal issuvers can adhere, 28/ the
underwriter's review of disclosure concarning the financial and

cperational condition of the issuer can assume added importance

The Bond Buyer, August 31, 1987, at 1l; Disclosure

Takes Place Among Top Municipal Market Issues This
Year, The Bond Buyer, March 7, 19288, at l.

28/ In the past, the Commission has supported the repeal of
the exemption from registration under the Securities Act
for industrial development bonds ("IDBs"). See Letter
frem John 8.R. Shad, Chairman, Securities and Exchange
Comnission, to the Honcrabkle Timothy E. Wirth, Chairman,
House Subcommittee on Telecommunications, Consumer
Protection, and Finance (March 12, 1988); 1978 Industrial
Development Bond Act, S, 3323, 95th Cong., 24 Sess. (1278)
(legislative proposal presented to Congress Ly the
Conmissicon). IDB financing was restricted substantially
by recent amendments t¢ the federal tax laws, which limit
the types of facilities that may be financed, the
percentage of proceeds that may be used for private
purposes, and the amount of debt service that may be
supported by payments from private persons. Ses Tax
Reform Act of 1985, Pub. L. No, 99=514, 100 Stat. 2035
(Oct. 22, 1986). Under Rule 131 of the Securities Act, 17
C.F.R. 230.131, taxable IDBs also must be registered if
they amcunt to purely conduit financing for corporations.
Nevertheless, to the limited extent IDBE financing
continues, the Commission continues that to support
previous recommendations that would require registration
of IDRs that are, in fact, corporate obligations, 3See
Disglosure in Municipal SEcu;i;;gg Markets, Remarks of
David S. Ruder, Chairman, Securities and Exchange
Commission, Before the Public Securities Association {Oect.
23, 1987) at 17-18.
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as a means of guarding the integrity of new offerings. The
Commission understands that many municipal underwriters
currently conduct an investigation of the issuer in negotiated
municipal offerings that, in many respects, might be comparable
to the investigation conducted by underwriters in corporate
offerings. Nevertheless, the practices revealed in the Supply
System Staff Report underscore the need to explore the benefits
that would result from a specific regulatory requirement that
underwriters of municipal securities be uniformly subject to a
requirement to cobtain and review a nearly final disclosure
document and make disclosure documents available to investors
in both negotiated and competitive offerings. THe Commissicon
understands that no amount of increased review of offering
materials by municipal underwriters will prevent municipal

defaults totally, 29/ but the Commission beliaves that

2%/ ©Of the approximataly %720 billion in municipal debt
cutstanding, it is estimated that approximately $5
billion, or roughly 0.7 percent, is currently in
default., Source: Bond Investeors Associaticn. While
the Supply System's $2.25 billien payment default
represants the major portion of this amount, over 300
additienal municipal issuers are also currently in
default on their ckligations. Id. In contrast,
corporate issues are estimated to have roughly a 1.1%
default rate., See Task Force Report, infra note 34,
at 7.

Issuer defaults pose the most serious econcmic threat to
investors., WNevertheless, investors alsc may suffer losses
as a result of downgrades in ratings. In 1937 alone, cne
natienally recognized statistjical rating organization,
Mocdy's, lowered the ratings of 322 municipal bond issues.
See Municipal Bond Rating Revisions - 1%87, Moody's Bond
Survey, Janunary 11, 1988, at 1. Moady's report indicated
that almost half of the issues downgraded were
concentrated in three states closely tied to mineral
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respdnsible review by underwriters of the information provided
by municipal issuers, in both competitive and negotiated
cfferings, could encourage mare accurate disclosure. Investors
plainly depend on acourate disclosure in considering whether to
buy the offered securities. Moreover, it is a common belief,
which the Commissicn shares, that investors in the municipal
markets rely on the reputation of the underwriters
participating in an offering in deciding whether to invest.

An noted earlier, the complexity of municipal bonds
recently offered to the public increases the value of accurate
disclosure of the terﬁs of bend offerings. For example,
inadequate disclesure of call provisions has resnlted in
several recent incidents in which municipal i=zsuers attempted |
te call keonds that had been traded in the secondary markets as

aeacrowed-to=-maturity. 30/ Because these bands had beenh sold to

sectors. During the same pericd, Standard & Poors

reduced ratings of 105 issues, amcounting te $17 billion.
Ccredit Watch (Feb, 1, 1988), at 1. Although there is not
a great deal of empirical data in this area, downgradings
clearly affect the value of bonds. For example, yields to¢
maturity on 30-year AAA general obligation bonds are 7.60%
as compared to 8.30% for the same bonds rated Baa. The
direct impact cof downgrades, however, may depend upon the
amount of other information that is available in the
markets. See generally, e.q., Ederington, Yawitz &
Rokerts, The Inforpation Coptent of Bond Ratings, 10 J.
Fin. Res. 211 (Fall 1%87) (discussing the relationship
between ratings and yields on industrial bonds).

30/ Bonds are considered to be escrowed-to-maturity when the
proceeds of a refunding bond offering are placed in an
irrevocable escrow account, or trust, in an amount that
will generate sufficient income to pay principal and
interest on the bonds in accordance with specified payment
schedules.
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investors in the secondary market on the basis of the yielda.tc
a fixed maturity, the exercisze of sarly call provisions in the
outstanding bonds would have altered significantly the actual
yield received by investors. 31/

Apart from concerns about the dquality of disclesure, it
appears that problems alsc exist with regard to the timely
diggsemination of disclozure documentz. Currently, many issuers
routinely prepare official =statements that conform to the GFOA
Guidelinas for offerings exceeding one million dollars. The
preparation and timely dlssemination of offigial statements, in
conjunction with a careful review of the issuer's disclesure by
the underwriters, are important disciplines that henefit the
participants as well as investors. The Commission is aware,
however, that in some cases underWriters do not recelve
sufficient quantities of cfficial statements, or do not receive
official statements within time periods that would allow tha
underwriter to examine the accuracy of the disclosure and to
disseminate copies to investers in a timely manner. In rule

filings with the Commission, for example, the MSRB has

31/ The issuers ultimately abandoned their attempts to call
the bhonds. The Commission and its staff, along with the
MSRB and other self-regulatory and industry organizations,
have emphasized the need for clear and conspicuous
disclosure of call provisions, particularly in refunding
bond issues. See, e.g., letter from Richard G. EKetchunm.
Director, Division of Market Regulation, Securities and
Exchange Commission, to H. Keith Brunnemer, Jr. Chairman,
MSRB {June 24, 1988); Securities Exchange Act Release No.
23856 (Dec. 3, 1986), 51 FR 44398. Moreover, the
Cowmission understands that similar concerns exist with
respect to disclosure of exercise perieds for municipal
put cption bonds.
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indicated that the completion and delivery of official
statements often is glven a2 low priority by underwriters and
financial advisors. 32/ In addition, it appears that many
public finance persconnel are unfamiliar with the requirements
of the MSRB regarding the delivery of official statements. 33/
These information dissemination problems are evidenced by a
recent report by the Public Securities Asscociation, prepared
after an extensive survey of its members, which concluded:

Based on consistent [. . . responses]. . . there

appearys tg be a tining problem when the availability

of disclosure documents are [sic] considered. The

empirical evidence confirms what hazs been widely
accepted by the marketplace as a problem in

disclosure practices in the municipal securities

market. 34/

The markets for municipal securities are vital to the
financial management of our nation's state and local
governments, and the availability of accurate infermation

concerning municipal offerings is integral to the efficient

32/ BSae generally Securities Exchange Act Releases No, 21457
{(Hov, 2, 1984), 49 FR 44835; No. 21968 {(Apr. 20, 1985), 50
FR 18336; and No. 22374 (Aug. 30, 1983), 50 FR 36505
{concerning zamendments te MSREB rules G=9 and G=-212).

33/ Id4. See also, gensrally, Picker, The Diszclosure Debateg
Gets Masty, Instituticnal Investor (April 1%88) at 169
(discussing, among other things, problems in disseminating

official statements).

34/ hlic Securjities Associatio i acurities
a aporkt: Thiktial Analvsi rrent
igeclaosu Practicas in the Municipal Secupiti a

{June 19838) ("Task Force Report") at 21,
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operaticn of the municipal securities markets. 35/ In the
Commission's view, a thorough, proefessional review by
underwriters of municipal offering documents could encourage
appropriate disclosure of foreseeable risks and accurate
descripticns of complex put and call features, as well as novel
financing structures now employed in many municipal offerings.
In addition, with the increase in novel or complex financings,
there may be greater value in having investors receive
disclesure documents describing fundamental aspects of their
investment. Yet, underwriters are unable to perform this
function effectively when offering staterents are not provided
to them on a timely basis. Moregover, where sufficient
gquantities of offering stgtements are not availlable,
underwriters are hindered in meeting present delivery
" obligations imposed on them by the MSRB's rules.

For these reascns, the Commission has determined te
prepese a limited rule designed to prevent fraud by enhancing
the timely access of underwriters, public investors, and cther
interested persons to municipal official statements. In the

context of the assured access to offering statements provided

A5/ The current problems with disclosure in municipal
securities transactions are illustratad further by
statistics on arbitration that are available from the
KSRB. In 1987, roughly 84% of all customer complaints,
snd 49% of inter-dealer complaints, that were arbitrateqd
"threugh the MSRE alleged that inadequate information was

provided concerning the securities. MS bi tig
5 istics on Alle icda tions and
o Disclo=e ti about jcipal urities: 5—

27 (May 18, 1988) {(unpublished).
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by the propesed rule, the Cemmission alsa is reemphasizing the
existence and nature of an underwriter's obligation to have a
reascnable basis for its implied recommendaticn of any
municipal securities that it underwrites.
II. DISCUSSION OF PROPOSED RULE 1l5¢2-=12

Rule 15c2-12 is designed to prevent fraud by establishing
standards for the procurement and dissemination by underwriters
of disclusu:e documents, thus enhancing the accuracy and
timeliness of disclosure teo investors in large offerings of
municipal securities. The rule's standards for obtaining |
disclosure_dncuments are. intended to assist underwriters in
satisfying their respensibility to have a reasonable basisifur
retcmmending municipal securities that they underwrite. The
rule also is designed to provide underwriters greater
cpportunity te fulfill their reasonable basis obligaticons by
creating an express requirement for review ¢f the mandated
nearly final cofficial statement. |

The Commission beliewes that proposed Rule 15c2-12 may
promote greater industry professionalism and confidence in the
municipal markets. In the past, state and local governments
have regarded regulation to enhance the municipal markets as
beneficial, sc leng as there is no advefsa impact on their
capltal-raising function. 36/ Rule 15¢2-12 is designed to
strengthen the municipal markets and to benefit all

participants, including issuers. The Commission wishes to

36/ See 5. Rep. No. 75, 94th Cong., 1st. Sess. 44 (1975).
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emphasize, however, that the rule is not intended to inhibit
the access of issuers to the municipal markets. For this
reason, the Commissicon is particularly interested in recelving
the views of municipal issuers on the provisions of proposed
Rule 15c2=12,

A. Sco ef Rule 15¢2-12

As proposed, the provisions of Rule 15c¢2-12 would apply
only to underwriters participating inchferings of municipal
securities that exceed $10 millicn in face amount. 37/ Data
supplied by the Public Securities Asscciation and the MSREB
indicate that in 1987, 1,743 long-term municipal debt
offerings, accounting for about 25% of total long-term
municipal dabt offerings, exceeded $10 million, These
cfferings, however, raised over $89 hillion, or approximately
86% of the money bur;cwed annually by municipal issuers. Thus,
the rule weould apply only to the largest issues of municipal
segurities, where there is greatast reason to believe that
additional cests the rule might impose by the establishment of
specific standards would be justified by the potential
protection provided to a large number of investors that

otherwise might purchase gzecurities on the baszis of inacourate

37/ While the Commission has set an objective threshold
for the application of Rule 15c2-12, cfferings under
that amount would continue to be subject to the
general antifraud provisions of the Exchange Act and
the Securities act, e.g., Sections 10(h) and 15(c) of
the Exchange Act, 15 U.S.C. 78j{b} and 78g(c¢c), and
the rules thereunder, and Section 17(a) of the
Securities Act, 15 1.S5.C. 77gfa}.
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or incomplete information. 38/ By conditioning underwriters'

participation in large offerings on the preparation and

dissemination of official statements, the rule would provide

dealers and investors with more timely access to disclosure of

basic informaticn about the issuer. 39/

The Commission requests comment on the proposed 510

million threshold and whether alternative minimum lewvels would

be more appropriate, Specifically, would some other minimum,

such as 51 million, %5 million, $20 million, or $50 million, be

28/

38/

Although Rule 15¢2-12, as proposed, would apply to
¢fferings exceeding $10 million, the Commission is aware
that many defaults are likely to occur in offerings below
the $10 million threshold. Information supplied by the
Bond Investors Association suggests that the average
dollar amount of municipal defaults, by purpoze, iz as set
forth below. The Commission requests commant on the
distribution of defaults, hy purpose, at various
thresholds.

Purpose No. Iss. £ Amt.* varage#
Elec. Utility+#* 20 2,412 120.6
Retirement Housing 56 725 12.9%
Ind. Lease Reavenue &0 520 8.6
Nursing Homes 65 411 6.3
Hospitals 12 94 7.8
Pollution Control

Revenus 5 343 &8.56
Housing and Apt.

Development 22 209 9.5
Other Tvpes 59 523 8.8
All Types*+* 299 5,240 17.5

* in millicns.

** including the Supply System default,

Of course, dealers still would be required to comply with
the provisiona of MSRB rule G-15 conhcerning the disclosure
of ¢all and cther material provisions in confirmations
regardless of offering amount. See algg discussicon infra
at Part IV, reguesting comment on a proposal to create a
central repositeory of official statements.
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warranted for the rule as a whole or for particular provisions?
4s noted earlier, in léBT, 25% of all new issues of long-term
municipal bonds, comprising 38% of all revenue bond issues and
12% of all genaral cobligation bhond issues, exceeded the 510
million threshold.. These ocfferings accounted for 90% and 74%
of the dollar amounts issued in revenue and general obligation
bond offerings, respectively. The figqures for altermative

thresholds, as of 1987, were as follows: 30/

¥ of fofgen. =% of
revenle ablig. total
% of % of gen. % of Bord bond bord
revenmea ablig. total dollar dollar dollar
of fering bord bornd bord amts. amts, amts.
—over issues:  jssuesy — issyes: issued | _issued  issped
5 1 millicn 87% 72% 79% 899% 99% 993
$ 5 million 56% 26% 44% 96% 85% 93%
$10 millicm A8% 12% 25% 30% 74% 86%
%20 milljon 25% 7% 15% 81% 67% 77%
450 million 10% 3% 7% 60% 53% 53%

The Commission reguests comment on the range of costs
under the rule for issuers and underwriters in offerings above
and below the $10 million threshold, and the impact that Rule
15¢2-12 might have on underwriting spreads in the municipal
market. Commentators also are invited to provide thelr views
on the quality and timeliness of disclosure currently provided

-at various offering amounts.

40/ IDD/PSA Municipal Database, including all municipal issues
with a final maturity exceeding 13 months.
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The Commissicon recognizes that there may be a range of
credit risk and disclosure concerns asscciated with municipal
bonds that vary according to the type of bonds and their
maturity. Accordingly, the views of commentators are
requested regarding whether distinctions should be made
according te the type of bonds, e.gq., munigipal revenue,
genaral obligation, or private activity bonds, 41/ the type of
offaring {e.g., competitive or negotiated), or the extent to
which innovative financing techniques, or unusual ¢all
provisions or redemption rights, are employed in the offering.
Similarly, commentators also may address whether distinctions
~should be made thaf would exclude issues with shorter

maturities.

41/ As a general matter, there is less evidence of problems of
default con general cbligaticn bends than municipal revenue
bonds., Similarly, from 1572 to 19283, there were conly 10
reparted note defaults, some of which invelved obligations
owed only to local banks., See generally Advisory

Commission on Intergovernmental Relations, Bankruptcies,
ts, and Othe cal Gov nt Financial Emergencie

(March 1985) at 24-25. Although general aobligation bonds
as a rule have not presented default concerns, some
dlstinction must be made with regard to the general
obligation debt of small, specizl-purpose districts. From
1972-1984, eleven special purpose districts declared
bankruptcy. Id. at 9. Some of these districts ware the
subiect of Commission enforcement actions. See SEC v,
ticn PDistrict . 2090, Case No. C=76-1231 (N.D.
Cal. hug, 27, 1978}, SEC Litigation Releases No. 7551
{Eept: 8, 1876) and No. 7460 (June 22, 197&4); SEC v. San

Aptonioc Municgipal] Utility District Me. 1, Civ. Action Mo.

H-77-1868 (&.D. Tex. 1%77), SEC Litigation Release No.
8195 (Nov. 18, 1977). In any event, the New York City
problems ¢id Iinvolve general obligation bonds in very
large amounts. See supra notes 10 through 12 and
accomnpanying text.
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The primary intent of the rule is to focus on those
offerings that involwve the general public, and which are likely
to be traded in the secondary market. while the Commissicn
recognizes that there may be reason to create an excepfian from
the rule for offerings that are similar to traditional priwvate
placements under Section 4(2) of the Securities Act, 42/
involving a limited number of financial inatitutions, the
proposed rule does hot cnnfain such an exception. 43/ 1In
part, this reflects the Commission's concern that, in the
absence of trading restrictions, the bondzs could be resold
immediately to numerous secondary market purchasers lacking the
sophistication of the initial purchasers of the honds.

In order to consider whether any rule that 1s adopted
should contain some type of "private placement exempticn,™ the
Comnission requests comment on this aspect of the rule. In
particular, the Commission would like specific comments on
whether and in what manner the rule's disclosure dissemination
provisiens should distinguish between offerings made to a
limited number of scphisticated investors and those involving
broader selling efforts. Comment is requested on whether a

specific exemption from the rule should be created for

42/ 15 U.8.C. 77d(2).

43/ In this regard, proposed Rule 15c2-12 is consistent with
the current requirements under MSRE rule G-32.
Specifically, the MSRB has taken the position that G-32
applies to both public and private offerings. Risclosure
Requirements for New Issueg Securjities:  Eule G-32, MSHB

Reports, Sept. 1986, at 17.
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ocfferings to fewer than 10, 2%, 35, or 50 invesfors and
whether an exemption should look to the institutional nature
or sophistication of investors. 1In addition, should the
underwriter be required to assura that initial purchasers
acquire the bonds with investment intent, rather than to resell
the securities into the secondary market, aor should other
restrictions, such as holding periocds or transfer restrictions,
be impased? Finally, the Commission solicits comment on
whether exceptions for limited offerings should be applied to
all provisions of the rule or only to particular parts of the

rule,

B. - i i i tatemants

Paragraph {b}-nf the rules would require that prior to
bidding on or purchasing a municipal eoffering in excess of ten
million dollars, an underwriter, directly or through agents,
obtain and review an official statement that is final, but for
the omission of information relating to cffering price,
interest rate, selling compensation, amount of proceeds,
delivery dates, other terms of the securities depending on such

factors, and the name cof the underwriter. 44/ This provision

44/ Cf. Securities Act Rule 430A, 17 C.F.R. 230.430A
{(form of prospectus filed as part of registraticn
statenment declared effective may ocmit information
with respect teo publi¢ effering price, underwriting
syndicates, underwriting discounts or commissions,
discounts or commissions to dealers, amount of
proceeds, conversicon dates, :23ll prices and other
items dependent on offaring orice, delivery dates,
and texrms of securities dependent on offering price).
Althcough paragraph (b) would require that under-
writers receive official statements that are nearly
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would apply to both competitive and negotiated offerings. It
is designe& to assure that undarwriters raceive and avail
themseaelves of the opportunity to review an cfficial staftement
that contains complete disclosure about the issuer and the
basic structure of the financing, before beceming ckligated to
purchase a large issue of municipal securities for resale to.
the public.

Many issuers currently are required by state and local law
to solicit bids for offerings of municipal deb%. Generally,
announcenente inviting bids are published in newspapers that
are widely followed in the industry. In additien, underwriters
may be contacted directly by issuers and invited to submit
kids, The actual notice of sale itself often will contain
significant information about the issuer and its securities.
Morecver, as part of the bidding process, many issuers
routinely make available more complete disclosure concerning an
offaering in the form of a preliminary official statement, which
generally includes information concerning the issuer and the
cffered securities, but omits term= of the ¢ffering dependent
on the results of the bid. In some caszesz, the issuar,
subseqguent to the bidding process, prepares a final official
statement containing all the terms of the coffering. In other

cases, the issuer releases a preliminary official statement

complete prior to bidding for or purchasing an
offering, this would not prevent an underwriter from
requesting even substantial c¢hanges to the document
where necessary to assure complete and accurate
disclosure.
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prior te the date of sale, which, after pricinﬁ, underwriting,
and other information is attached, is then regarded as the
issuer's final official statement.

The Commlission ls aware, however, that some issuers <o not
provide preliminary nfficial.statements, so that prospective
bidders must rely upon information cnntained solely in the
notice of sale and on their general knowledge of the
issuer. 45/ Based upon this limited information, underwriters
then solicit binding pre-sale orders or indications of interest
from investors, and submit a bid to the issuer. In addition,
although negotiated cfferings provide the underwriter with
grzater oppeortunities to participate in drafting the disclosure
documents, in some instances pressure to meet financing needs,
or to take advantage of changes In tax laws or favorable
interest rate "windows," have caused underwriterzs to agree to
purchase securities in negotiated cfferings at a time when
disclosure documents were not complete.

Paragraph (b) would prevent the underwriter from
submitting a bid in a competitive offering, or from committing
to buy securities in a negotiated offering, until it has
received and reviewed an official statemeﬁt that is deemed
final by the issuer, except for pricing, underwriting, and

certain other specified information. This paragraph is

43/ A rTecent survey indicated that official statements were
preparad for 84% of municipal bond issues, including both
c¢ompeatitive and negotiated offerings. Task Force Report,
supra note 34, at 14.
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designed to prevent fraud by providing the underwriter with
information about the issue sufficient to determine, before
becoming obligated teo purchase the securities, whether changes
to the disclosed information are needed and should be cbtained
hefere the bid is subnitted. 46/

The requirement in paragraph (b) that underwriters chtain

a nearly final official statement before bidding on an offering

could have the consequence of altering the bidding or offering
process employed by some issuers, if the issuer does not
currently make avallable, pricr to the kid or sale, a
preliminary cfficial statement as completa as required-in the
proposed rule. Accordingly, the Commission requests comment
on the extent to which adequate information currently is
available teo underwriters during the negetiation or bidding
process, anhd whether possible improvements in the availability
of information would cutweigh the increased costs that could
result from the rule. The Commission also requests comment
regarding any timing difficulties and consequent economic
burdens that might arise for issuers and underwriters as a
result of the requirement that underwriters review the nearly
final official statement prior to bidding on or purchasing the

municipal securities.

46/ See also discussion jinfra in Part III.
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ation of Prelimirary Qfficia
tatements upon Reguest

Froposed paragraph (o) would require that preliminary
official statements he sent to any person promptly upon
request. 47/ The purpose of paragraph (c) is to provide
potential investors 48/ with access to any preliminary official
statement. prepared by the iﬁsuer for dissemination to potential
bidders or purchasers at a time when it may be of use tao
investors in their investment decision. Because preliminary
official statements frequently are used as selling documents,
large investors often are provided cupies.ﬁhen they are
solicited to purchase securities in a municipal offering.
Indeed, the Commission understands that some institutional
investors will not agree to purchase securities in an offering
without recaiving a preliminarﬁ official statement. Even so,
there dces not appear to be a uniform practice among

underwriters of providing preliminary official statements to

47/ Absent unusual circumstances, this would require that a
preliminary official statement be sent by first class
mail or other equally prompt means, no later than the
glase of the next business day following the receipt of
the request, Reguests could be made crally or in
writing.

48/ Altheough this requirement is intended primarily to benefit
potential investors, the rule requires the preliminary
official statement to be given to any perscn con request,
to eliminate underwriters' discreticon in determining who
in fact is a potential invester. Comment is regquested on
the facility with which analysts and other industry
professionals currently can cbtain copies of preliminary
official statements directly from the issuer; whether the
underwriters! cbhligation to provide these statements
should be limited to potential investors; and how
‘potential investors should be defined.
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all potential investors. Because sales efforts may be
conducted in competitive offerings prior to the time that an
underwriter is awarded a bid, and investors may neot have access
to a final disclosure document for an extended perlcd of time
following their commitment to purchase the securities, the
Commission believes that confusion concerning the offering
terms and the potential for misleading sales representations
would be reduced if investors had the ability to obtain
information contained in the preliminary official
statemant. 4%/ _

| Comments are requested regarding the extent to which
praeliminary afficial statements are disseminated ta investors
presently, the likely demand by investers for these preliminary
official statements under the proposed rule, and the estimated
additional costs to underwritars that compliance with the rule
wonld entall, In addition, the Commission reguests gomment on
whether underwriters that provide preliminary cfficial
statements to investors on request should be excused from the
requirement that final official statements also he provided to
those investors, where the key representations <ontained in the

preliminary official statement continue to be accurate.

49/ 0Of course, where key representations made in the
preliminary official statement are known to the
underwriter to be no longer accurate, the underwriter
would have to notify investors pricr to the time that thay
make an investment decision and would have to provide
coples of the amended final official statement.
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D. Distribution of foicial Statements

Paragraph (d} of proposed Rule 15c2-12 would require that
underwriters contract with the issuer or its agent to obtain
coples of final official statements within two business days
after a final agreement to purchase the offered securities,
That contract must be for sufficient copies to distribute in
accordance with paragraph (e} of the prcoposed rule and any
Yules adopted by the MSRB. The pﬁrpnse of paragraph {(d) is tn}
facilitate the prompt distribution of disclosure documents so
that investors will have a reference document to guard against
misrepresentations that may occur in the selling process. In
additicn, this paragraph would provide investors and dealers in
the secondary market with static infeormaticn concerning the
terms of the issued securities.

Rule G-17 of the MSRE's rules requires municipal
securities brokers and dealers to deal fairly with customers.
The MSRB interprets this rule to require that a dealer
discleose, at or prior to a sale, all material facts concerning
the transaction, including a complete description of the
sacurity. 50/ Moreovaer, MSRE rule G=-32 requires that
underwriters deliver to a customer, no later than settlement, a
copy of any official statement that is prapared by or on bkehalf
of the issuer. If no cfficial statement is prepared by the

issuer, a written notice of that fact must ke provided to the

50/ See, e.q9., MSHB Manual (CCH) 9§ 3581.30,
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customer. The Tower Amendment 51/ limits the authority of the
MSRB, however, directly or indirectly to require municipal
issuers to furnish disclosure documents. Thus, rule G-32
apprlies only where an official statement is prepared and does
not mandate disclosure of any particular information to the
investor in the official statement.

The Commission understands that it is currently the
practice for igsuers to state, in notices of sale, the number
of official statements that will ke provided to a successful
bidder or that a "reasonable" number of official statements
will be provided. If any afficial.statements are prepared by
the issuer, the MSRB has taken the position that.the
underwriter is required to produce sufficient copies to comply
with rule G-32. 52/ In most cases, issuers do prepare official
statements. Both underwriters and investors have complaihed,
however, that even when official statements are prepared by the
issuer, there frequently is not an adequate supply, or
sufficient time, to permit distribution to each investor at

settlament,

E

Exchange Act Sectlion 15B(d){2), 15 U.s.C. 78o~4(d)(2).
See discussion infra at text accompanying notes 64 to 69.

The MSRB has stated that "if an issuer fails to supply a
gufficient number of copies of officlal statements, it i=
incunbent on a dealer to reproduce the cfficial statement
at its own expense. These requirements apply to all
municipal securities brokers and dealers who sell new
izsue securities, not solely te the underwriters af the
issue." Rules G-8, G=-9, apd G=32, MSRB Reports, (Mar.
1984) at 3.

k¥
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Paragraph (d} of Rule 15c2-12 would require that an
underwriter obtain an undertaking from the issuér or its
designated agent to provide, within two business days after any
final agreement to purchase or sell sacurities, final onfficial
statements in sufficisnt quantities to enable the underwriter
to comply with paragraph {(e) of the rule and any MSRB rules
regarding the distribution of officlal statements, Thus, prior
to submiéting a bid for an offering, or ctherwise agreeing to
participate in a distribution, an underwriter, or the syndicate
of which it is a member, would need to ascertain that it wiil
be able to comply with Rule 15¢2-12. If the issuer's notice of
sale, bid form, or undeqwritinq agreement does not provide
specifically for preduction of official statements in
accordance with Rule 15¢2-12, an underwriter would violate the
rule if it participates in the eoffering. 531/ As a practical
matter, therefors, issuers would not be able to go forward with
underwritten offerings exceeding the proposed $10 million
threshold, unless arrangements were made to provide official
statements. As discussed below, hnwavar,.tha Cnmmissinn dces
not belieave that this requirement will affect most issuers.

The proposed rule requires that adequate copies of the
official statements would need to be provided within two
business days after final agreement is reached. Nevertheless,

the issuer's undertaking may call for provisicn of the eofficial

53/ Syndicate members also would need to assure themselves
that their agreement with syndicate managers will provide
for the prompt distributien of official statements.
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statement toe be made by designated agents. Thus, an
undertaking would comply with Rule 15¢2=12 by indicating that
sufficient guantities of official statements will be made
available from a printer designated by the issuer, or will be
reproduced by the syndicate manager from those official
statements that it receives from the issuer. &alseo, the rule
would allow a reascnable fee ta be requested by the printer,
issuer, or syndicate manager for providing copies of official
statements to gsyndicate members or investors.

As emphasized earlier, if the rule is adopted, under-
writers would violate the requirements of Rule 1S5c2-12 if they
proceed with an offering in excess of $10 million without
taking steps to assure the availability of officlial statements.
Many issuers already routinely prepare official statements for
cfferings exceeding one million dollars. 54/ Thus, while the
proposed rule will enhance disclosure to investors, it is not
expected that the rule would inhibit the access of any issuers
Yo the municipal markets. The only effect on most municipal
issvers offering securifies that exceed the propcsed minimum
thresholds in the rule would be that official statements would
be required to be produced in a2 more expeditinus fashicn, and
rerhapse in greater quantities, than currently might ke the

case,

54/ 8Ses, £2.d9., Forbeas & McGrath, Disclesure Eractibes in Tax-

Exempt General Qkligation Bonds: An Update, 7 Mun. Fin.
Jg. 207 {1585).
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The Commission preliminarily believes that the costs
impesed on issuers that are not now producing official
statements for offerings in excess of $10 million will ke
offset hy the benefits that will inure both to the markets as a
whole and teo individual investors. The Commission requests
comment on any practical problems that might be encountared by
underwriters or issuers in attempting to cemply with the
requirements of the rule. In particular, does the two business
day requirement pose a significant burden on issuers or
underwriters? Should the delivery pericd be expanded to three
or four kusiness days, or reduced t¢o a single husinegs day, or
to the time that final agreement ls reached?

The Commission would like to receive comments concerning
the net costs that might be incurred by underwriters or issuers
in reproducing official statements if Rule 15c2-12 is adopted.
In the past, the Camﬁissian has received comments on propcsed
amendments to rule G=22 that estimated the eXpense of producing
an sfficial statement at from three to ten deollars per
copy. S5/ The Coemmission specifically requesta comment on
current procedures used in estimating the number of official
statements to be produced; the estimated marginal coests of

producing official statements in order to comply with proposed

55/ See supra note 32, Specific comment is requested on the
par copy cost of cffigial statements for offerings at the
various suggested thresholds for the rule, f.e., $§1
million, $10 million, $20 millien, and $50 million. See
disguasion supra at text accompanying note 40.
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Rule 15¢2-12; and whether, and at what price, those costs may
effectively be passed on to recipients of official statements.

The Commission believes that paragraph (d) will allow the
MSRB to use its expertise and familiarity with the municipal
markets toe draft regulations more finely tuned to the needs of
the market. The Commission expects that, in the event that
Rule 15¢2-12 is adopted in its proposed form, the MSRB would
amend rule G-32, where appropriate, to modify the standards
governing the timeliness of cfficial statement delivery. In
this regard, the Commissicn also regquests comment on whether it
should requlates directly the timing and manner of disclosure
provided to municipal securities investors.

E. Fublic Diszemipati of Offici Statements upan

Request

Paragraph {e¢} of proposed Rule 15c¢2=12 would require that
underwriters provide a copy of the finﬁl official statement to
any person o¢n reguest. 56/ The purpose of this provision is te
make the underwriter responsible for transmission cof
infermaticn tec analysts, rating agencies, industry news
services, and individuals who wish to analyze particular
municipal securities cfferings. In this regard, the Commission

believes that increased availability of official statements, to

58/ The propased rule reguires that the cffering statement be
provided in a timely manner. For the first menth
following an offering, absent extraordinary circumstances,
this weuld mean that a copy would be mailed within two
business days of the request., Requests could be made
orally or in writing. Later, reascnable time would be
allowed to leocate and duplicate requested documents.
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potential imvestors, analysts, and other persons willing to
pay a reasocnable fea for gccess Lo the Information contained in
the final official statement, will promeote more accurate
pricing in the secondary market and may facilitate the
discovery of potentially fraudulent practices. Thus, in
additicon to making final officlal statements available to
actual investors, paragraph (e) would regquire that other
interested parties be prcﬁided with copies as well.

No specific time limitation currently is specified in
proposed Rule 15c¢2=-12. Comment is solicited on whether and
under what circumstances a time period should be established,
after which the obligation to provide information would no
loenger be applicable. B7/ For examﬁle, if a central repository
is developed, should this obligaticn expire after the
repository receives and is in a position to disseminate the
final official Statémsnt? The Commission also reguests comment
on whether & purchaser's ability under paragraph (e) cf the
rule to cbtain an official statement on request for an

unlimited time period reduces the need for the reguirement

57/ The Commission recognizes that after a periocd of time, the
disclosures contained in the official statement regarding
an issuer no longer may be accurate. Accordingly, where
the underwriter receives unsolicited requests for official
statements, the Commission would not expect the
underwriter to continue to update the disclosure to
reflect inaccuracies that have resulted from intervening
events. In responding to unsolicited requests,
underwriters should indicate that the document ceontains
dated information. The Commission requests comment cn
this aspect of the rule and any concerns that underwriters
may have,
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impesed on the underwriters by MSRE rule G-32 to supply a finzl
official statement to all purchasers. Finally, the Commissicon
would like to receive comments on the potential costs to
underwritars of complying with proposed paragraph (e},
Specifically, what costs would be entailed in maintaining and
disseminating copies of official statements required to be
provided under paragraph (e)l? Alsc, would it be possikile, and
at what price, for costs to be passed through effectively teo
recipients of the official statements?

F. Definitiong

In addition to containing substantive requirements,
proposed Rule 15¢2-12 contains two definitions. Subparagraph
{£3 {1} of Rule 15c2-12 would define the term "final official
statement" to mean a dcc@ment prepared by the issuer or its
representatives setting forth, among other matters,
information cuncerning the issuer and the proposed issue of
securities that is complete as of the final agreement to
purchase or sell municipal securities for or on behalf of an
igsuer or underwriter. A notice of sale would not be deemed a
final official statement for purposes of the rule. The
definition contained in subparagraph (f){l) ls based on the
definition of cfficial statement in MSRB rule G-32. By using a
similar definition, the Commission is seeking to aveid any
conflicts that may occur, because paragraph (d} would require
that underwriters distribute copies of final official

statements in accordance with MSRE regulations. The Commission
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requests comment on the proposed definition ¢f "final official
statement."

The Commission also requests comment on the definition of
an "underwriter" used in subparagraph (f)} (2} of the proposed
rle, Ad proposed, the dafinition of an underwriter parallels
the dafinition in Section 2(11) of the Securities Act. 58/ To
.-ensure dissemination of decuments by all professional
participants in the offering, the definition includes managing
underwriters, syndicate ﬁemhers, and selling group members that
receive in excess of the usual seller's commission. Comment is
requested on the proposed definition of "underwriter" and any
foreseeable problems that dealers may encounter in complying
with the rule. Comment alsc is reguested concerning whether
the definition of underwriter should be limited to the
underwriters participating in the syndicate, as in the
definition of "principal underwriter" in Rule 405 under the

Securitias Act. 59/

58/ 15 U.5.C, T?7b{ll). The definiticn ¢f undexrwriter in
Secticn 2(1ll} of the Securities Act has been meodified in
aone respeaect. Reference to a concession or allowance has
been added to the definition tc reflect the terms used in
the municipal securities industry for a customary
distributecr's or seller's commission. The terns
"oconcession™ and "dealer's allowance," in the context of
the sale of a new issue of municipal securities, refer to
"the amount of reduction from the public offering price a
syndicate grants to a dealer not a member of the
syndicate, expressed as a percentage of par value." See

Glogsary of Municipal Securities Terms (MSRB 1985).
g5/ 17 C.F.R. 230,40%,
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G. legislative Background

In contrast to the registratlion and reporting requirsments
imposed on non-exempt corporate issuers under the federal
securitiaes laws, offerings of municipal securities are not
subject to review by the Cnmmissiﬁn. When Cengress adopted the
federal securities laws, in addition to being influenced by he
local nature ¢f markets, the absence of demonstrated abuses,
and the scphistication of investors in municipal securities, it
was parsuaded that direct regqulaticn of the process by which
minicipal issuers and municipalities raise funds to finance
governmental activities would place the Commission in the
position of a gate-kesper to the financial markets, a position
inconsistent with intergovernmental comity. Navertheless,
Congress clearly made sales of munlcipal securities subject to
the antifraud provisions of the federal securities laws. 50/
Accordingly, broker-dealers misstating or omitting to disclose
material facts abcut.municipal securities or charging excessive
mark-ups have been sancticned for vigclating the antifraud
provisions of the federal securities laws. 51/

The U.S5. Supreme Court's interpretation of the scope of

the Tenth Amendment has evoived significantly since the federal

§0/ See, e.d., r Ww_Yor i urities Liti ion,
507 F. Supp. 169 (S.D.M.¥. 1980); S.E.C. ¥, Chayrles Morris
& Associates, 386 F. Supp. 1327 (S.D. Tenn. 1973); Thiele
¥, Shields, 131 F. Supr. 416 (5.D.N.¥. 1955) (Sections

17(a} of the Securities act and 10(k) of the Exchange act
apply to sales of municipal securitiaes).

81/ See discusszion infra at Part III.
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securities laws were first enacted in the 1930's. Most
racantly, in South Carolinaz . Raker, 62/ the Court affirmad
the principle that the Tenth Amendwment's limites on
Congressional authority to regulate state activities are
structural and not substantive. In doing so, it ruled that a
provision of the Internal Revenue Code that required the
registration of municipal bonds in order to maintain their tax
exempt status was constituticnal, since the municipal issuers
had redress through the political process. Thus, a federal
regulation affecting the manner iﬁ which ‘securities are _
nfféred, adopted pursuant Ec Congressiconally delegated
autheority, would not appear to Viﬁlate the Tenth Amendment. §3/

In 1875, Congress revisited the application of the general
antifraud provisions of the federal securities laws when it
established the MSRB and provided for a system of regulation to
prevent abuses in municipal securitie=. In adopting the 1975
Amendments, &4/ Congress struck a balance betwean the need to
protect investors and concerns ahout intergeovernmental comity.
This concern was reflected in Section 15B(d) (1), which

prohibkits the Commission and the MSRE from requiring "any

62/ _ U.5. _, 56 U.5.L.W, 43211 (April zo, 1%988).

83/ See alsgo Gargja v. tro i
buthority, 469 U.S. 528, 556 (1985) (indicating that the
appropriate ingquiry in determining the boundaries of state
immunity from federal regulaticon is whether "the internal
safaequards of the political process have performed as
intended™).

£4/ Seg supra notes 8,
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issuer of municipal securities, directly or indirectly through
a purchaser or prospective purchaser of securities from the
issuer, to file with the Commission or the Board prior to the
sale of such securities_by the issuer any application, report,
or document in connection with the issuance, sale, or
distribution of such securities." 65/

At the same time, however, Congress more narrowly defined
the authority of the MSRB. The so-¢alled "Tower Amendment,"
which added Section 15B{d) (2) to the Exchange Act, g6/ also
prohibits the MSRE from requiring municipal issuers, directly
or indirectly, through municipal securities broker-dealers or
otherwisa, to furnish the MSRB or prospective investors with
any documents, including official statements. The MSRB
apecifically is permitted, however, to require that official
statements or cother documents that are avallable from sources
other than the issuer, such as the underwriter, be provided to
investors.

While Congress limited the power of the MSRB to require
that disclosure documents be provided to investors, it was
careful to preserve and expand the autheority of the Commission
under Section 15{c) {2} of the Exchange act. §7/ Section
158{d) {2) expressly indicates that "[n]othing in this paragraph

shall be construed te impair or limit the power of the

55/ 15 U.S.C. 78s-4(d)(1).
66/ 15 U.S.C. 78p-4({d)(2).

67/ 15 U.s.C. 78g(c) (2).
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Conmission under any provision of this title." 68/ Thus,
although Section 15B(d) (1) prevents the Commission from
requiring that municipal issuers file reports or documents
prior to the issuance of szecurities in the same fashion as
corporate securities, Congress expanded the Commissien's
authority toc adopt rules reaasenably designed teo prevent fraud,
50 long as the rules did not require documents to be filed with
the Commission. £9/ The Commission believes that Rule 15c2-12

is consistent with its Congressional mandate to adopt rules

15 U.8.¢. 78o~4(d){2).

Section 15(c)(2) of the Exchange Act empowers the
Commission with broad autheority teo adept rules reascnably
desgigned to prevent fraudulent, deceptive, or manipulative
acts or practices. Prior te 1975, the Commissicn's
regulation of municipal securities professionals had been
limited largely to past hoc enforcement actiona against
fraud. The 1575 Amendments expanded the application of
Section 15(c) (2) to subject municipal securities and
municipal securities dealers to the Commission's authority
to adept rules reascnably designed to prevent acts or
practices that are fraudulent, deceptive, or manipulative.

BB

Since Rule 1Sc2-11, 17 C.F.R. 240.15¢2-11, which reduires
brokers and dealers to obtain certain information about an
igsuer before initiating guotations, would have applied to
minicipal securities upon enactment of the 1975
Amendments, Congress indicated that the Commission should
specifically exempt municipal securities from Rule 15c2-11
immediately upon their adoption. It was believed that,
since Rule 15c¢2-11 was drafted with corporate securities
in mind, municipal securities dealers would not have been
able to obtain sufficient information concerning municipal
issuers to satisfy the rule's requirements. See 5. Rep.
Ne, 75, 94th Cong., 1st Sess. 48 (1975). Sea 2150 Rule
15c2-11(f) (4), 17 C.F.R. 15c¢2=11(f)(4) (provisions of rule
do not apply tec publication or submission of a guotation
regarding a nunicipal security).
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reasonably designed to prevent fraud in the federal securities
markets. 70/
IIT. MUNICIPAL UNDERWRITER RESPONSIBILITIES

In connection with Rule 15c2-~12's requirements to obtain
and review a near~final official statement, the Commission
wishes to emphasize the eobligation of a municipal underwriter
t: have a reasonable basis for recemmending any municipal
"securities and its responsibility,iin fulfilling that
chligation, to review in a professicnal manner the accuracy of
the offering statements with which it is associated.

An underwriter, whether of municipal or cther securities,
occupies a vital position in an offering. The underwriter
stands hetweean the issuer and the public purchasers, assisting
the issuer in pricing and, at times, in structuring the
financing and preparing disclosure documents. Most
impnrtﬁntly, its reole is to place the offered securities with
public investers. By participating in an offering, an
underwriter makes an implied recommendation akout the
gecurities. Because the underwriter holds itself out as a
securities professional, and especially in light of its
position vis-a~vis the issuer, this recommendation itself

implies that the underwriter has a reascnable basis for belief

10/ Although dencminated unhder Section 15 of the Exchange act,
Rule 15¢2-12 alse is being adepted pursuant to the
Commission's authority under Sections 2, 3, 10, 158, 17,
and 23 of the Exchange Act, 15 U.S.C. 73b, 78c¢c, 78], V8o~
4, 78q, and 78w.
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in the truthfulnes= and cnmpleténess of the key rapresentations
made in any disclosure documents used in the offerings.

Under the general antifraud provisions found in Section
17{a}) of the S=curities Act and Sectiens 1ld{b) and 15{<){l) and
{2) of the Exchange Act, 71/ the courts and the Commission
long have emphasized that a broker=dealer recommending
securities to investors implies by its recommendation that it
has an adequate basis for the reccmmendation. 72/ For example,
in Hanly v, SFEC, affirming the Commission's sanctions against
securities salesmenh who recommended the stock of a financially
trauhied issuer both by making false and misleading
representations and by failing to disclose known or reascnably
obtainable adverse information, the.court stated:

In summary, the standards by which the actlons of

each [salesman] must ba judged are strict. He c¢annot

recommend a security unless there is an adequate and

reascnable basis for such recommendaticn. He must
disclose facts which he knows and these which are

reascnably ascertajnable. By his recommendation he
implies that a reasonable investigation has been made

71/ 15 U.5.cC. 77qfa) and 15 U.5.C. 78)(b}, 78o(c)(l), arnd
780(¢c) {(2), respectively,
72/ See, e.q., Feeney v, SEC, K64 F.2d 260 (8th Cir. 1977}:

MNanmar & Co., Securities Exchange Act Release No. 15347

(Nov, 22, 1978), 16 SEC Docket 222, reprinted in [1979
Transfer Binder] Fed. Sec¢. L. Rep. (CCH) 981,904, aff'd

without opinion, 600 F.2d 280 (D.C. Cir. 1979}. Cortlandt
Investing Corporation, 44 S.E.C. 45 (1969): Crow, Bourmap
& Chotkin, Ine., 42 S.E.C. 938 (1966); Shearson Hammill &
G9s, 42 5.E.¢. 811 (1965); J.A. Winston & Co.. Ing.,

S8.E.C. 62 {1%64) (concerning transactions by dealers in
the secondary market).
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and that his recommendation rests on the conclusions
based on such investigation. 73/

This cbligation to have a reascnable basis for kelief in

the accuracy of statements directly made concerning the

offering is underscored when a broker=dealer underwrites

securities. 74/ A municipal underwriter's cobligation extends

73/

415 F.24 58%, 597 (22 Cir. 1969}, affirming Richard J.
Bugk & Co., 43 S.E.C. 958 (1968), See also, e.qg., Merrill
Lynch Pierce, Fenner & Smith, Securities Exchange Act
Release No. 14149 (NWov. 9, 1977}, 13 SEC Docket 646, 561
("a recommendation by a broker-dealer iz percelived by a
customer as (ahd in fact it should be) the preduct of an
objectiva analysis [which] can only be achieved when the
scope of investigation is extended beyond the company's
management"); Jchn R, Brick, Securities Exchange Act -
Releass No. 11763 (Oct. 24, 1975), 8 SEC Docket 240, 242
("The professional ... is not an insurer. But he is under
a duty to investigate and to see ta it that his
recommendations have a reasonable basis"); M.G. Davis &
Co., 44 S.E.C. 153, 157-5g2 (1970}, aff'd sub nom. levige
v. SEC, 436 F.2d 288 (24 Cir. 1%71) (broker=-dealer
registration revoked, because "representations and
predictions" made and market letter relied on by
registrant "were without reascnable basis," and
"registrant could not reasonably accept all of the
statements in the [market letter] without further
investigation").

The opportunity for the underwriters to require disclosure
from the issuer, as well as the special selling pressures
invelved in the distribution of securities, generally
have given rise to a heightened obligation on the part of

underwriters. In Sanders v, Johp Nuveen & Co., 524 F.24
1064 (7th Cir. 1075}, te & on cther

nds, 425 U.S. 929 (1976}, ¢n remand, 554 F.2d4 790 (7th
Cir. 1%77), rehearing denied, 61% F.2d 1222 (7th Cir,
1580) cert. denied 450 U.S. 1005 {1981}, for example, the
Seventh Circuit considered a case involving an underwriter
of commercial paper. The underwriter did not have a
fermal underwriting agreement with the iszuer and was not
subiect to liability under Section 11 of the Securities
Act, 15 U.S.C. 77k. HNevertheless, the court noted that:

[aln underwrlter's relationship with the
issuer gives the underwriter access ta
facts that are not equally availakle to
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to having a reasonable kasis for belief in the truth of key
representations in an official statement prepared by the
issuer. An underwriter's failure toc have a reasonable basis
for believing key representations in offering documents has
résulted in private damage actions under the general antifraud
provisions and in enforcement action by the Commission under
Section 17(a) of the Securities Act. For example, in Hamilton
Grant & Co., the Commission fcund_that an underwriter had
violated Sections 17(a)(2) and (3) of the.Securities Act where
the underwriter had "failed to make any substantial effert to
cbtain specifiec verification of management's key
repreaentatinnsﬁ and thus had "nso basis for a reasonable belief
in the truthfulness of the key representations made in the

registration statement and prospectus." 15/

members of the public who must rely on
published information. And the
relationship between the underwriter and
its custemers implicitly involves a
faverable recommendation of the issued
sacurity. Because the public relies on the
integrity, independence and expertise of
the underwriter, the underwriter's
participation significantly enhances the
marketability of the security. and since
the underwriter is unquestionably aware of
the nature of the public's reliance on his
participation in the sale of the issuse, the
mare fact that he has underwritten it is an
implied representation that he has met the
standards of his profession in his
investigation of the issuer. 524 F.24 at
1069=T0.

15/ Securities Exchange Act Release No, 24679 {(July 7, 1987),
38 SEC Docket 1346, 1353. See also the follewing
decisions concerning corpeorate underwriters. Leconard
Lazaroff, 43 S.E.C. 43, 47 {(1966) (underwriter did not
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Although these cases have involved underwriters of

corporate securities, which, unlike municipal securitles, are

subject to a comprehensive disclosure and liability scheme

under the federal securitiez= laws, the Cocmmission has

emphasized through its enforcement program that broker-

dealers selling municipal securities are also subject to high

standards. In particular, the Commissien has stated that

underwriters of municipal securities must have a reascnable

basis for their recommendations concerning cfferings. 76/

carry out its "duty te investigate the issuer diligently
and ascertain the accuracy of the cffering circular™);
Amos Treat & ¢€o,, 42 S.E.C. 99, 103-4 (1964) {underwriter
sancticned for knowingly using registration statement
containing stale financial statements when racommending
securities); Tha Richmond Corporation, 41 S.E.C. 328, 406
{1963) ("It is a well established practice, and a standard
of the business, for underwriters te exercise diligence
and care in examining into an issuer's business and the
accuracy and adequacy of the information contained in the
registraticn statement. By associating himself with a
proposed offering, an underwriter impliedly represents
that he has made such an investigation in accordance with

professional standards" [footnote omitted]): Brown, Partorn
& Engel, 41 S5.E.C. 5%, 64 (1962) {(underwriters "had a

responsibility toc make a reascnable investigation to
assure themselves that there was a basis for the
reprasentaticns they made and that a fair picture,
including adverse as well as favorable facteors, was
prasanted to investors").

Walston & Co., Securities Exchange Act Release No.
B165 (Sept. 22, 1967), geprinted in [1966-&7 Transfer
Binder) Fed. Sec, L. Rep. (CCH) 477,474. This ca=e
involved a special assessment tax district consisting
of one tract of undeveloped land owned by the
promoter of the honds. The manager of the bond
department, but not the firm's salesmen, knew that
the district consisted of one individual's land, but
the firm had not inguired into the financial
condition of the owner and developer. In that
contaxt, the Commission noted:
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Similarly, both the Commission and the courts have indicated

that municipal underwriters must exercise reasonablae care to

evaluate the aceuracy of statements in issuer disclosure

documents. 77/

i1/

It is incumbent on firms participating in
an cffering and on dealers recommending
municipal bonds to their customers as "“good
municipal bonds" to make diligent inemuiry,

“ investigation and disclosure as to material
facts relating to the issuer of the
securities and hkearing upon the ability of
the issuer to service such bonds. It is,
morecver, essential that dealers offering
such bonds to the public make certain that
the offering eircular and other selling
literature are based upon an adeguate
investigation and that they accurately
raflect all paterial facts which a prudent
investor should know in order to evaluate
the effering before reaching an investment
decision.

Bea, 2.g., Walston & Co., supra note 76; Edward J.
Blumenfeld, Securities Exchange Act Release No. 16437

(Dec. 1%, 1979), 1B SEC Docket 1379; Shoreg v. Sklar, 647
F.2d 462 (5th Cir. 1981}, gert. denjed, 455 U.S5., 536

{1982) (underwriter of industrial revetiue bonds could be
liable for recklaessness under "fraud on the market" theory
under Section 10(b} of Exchange Act, 15 U.S5.L. 78j(b),
whare offering circular contained material omissions and
underwriter had been aware of misrepresentations and
omissions and had failed %o look intoe true value of the
isstuer's assets); Shores v. M.E. Ratliff Investment Co.,
No. CA 77-G-0604-5, reprinted in (1981-82 Transfer Binder]
Fed. Sec, L. Rep. {CCH) 128,425 (N.D. Ala. 1982}
{underwriter of industrizl devalcopment bonds liable under
Rule 10b-5%, 17 C.F.R. 240.10b-5, for using offering
tirculars net disclosing material facts and for failing to
conduct reasonable ingquiry): byt see, Ross v. Bank South.
N.A., B37 F.2d 980 (llth ZJir. 1988), vacated and reh'g en
banc granted sub nom., Ross v, Rice, B48 F.2zd 1122 {(June
10, 1988) (granting reheacing to consider a case
involving, amcong other things, application of the fraud on
the market theory to sales of bonds in an undeveloped
market).
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In recognition of their responsibilities under the general
antifraud provisions of the federal securities laws and the
MSRB's general fair dealing rules, 78/ for some time
underwriters generally have undertaken an investigation of the
issuer's disclosure in negotiated offerings of municipal
securities. 73/ Among cther things, depending upon the nature

of the issuer, this has included meetings with municipal

78/ Apart from the general antifraud provisions of the federal
securities laws, municipal securities brokers and dealers
also must comply with the MSRB's rules. Rule G-17 of the
MSRB's rules requires municipal securities brokers and
dealers to deal falrly with investors and prohibits them
from engaging in any deceptive, dishonest, or unfair
practice. The MSRB has interpreted this rule to require
that a dealer disclose all material facts known by the
dealer to a customer at the time of the transaction. See
supra note 50. In addition, rule G=-19 requires that a
municipal securities broker or dealer not recommend a
transaction to a customer unless it has reasonable
grounds, based upon its knowledge of the security, for
believing that the transaction is suitable for that
particular customer,

79/ The recent report by the American Bar Asseaciation and
Naticnal Association of Bond Lawyers on the
disclosure roles of counsel in municipal offerings
acknowladged that:

While igsuer officials and underwriters are
+ + . exempt from civil liabilities under
Section 11 of the 1933 Act, both the SEC
and private litigants have taken the
positicn that a duty exists under the
antifrand provisicns similar to, although
perhapa not sc severe as, the investigating
activities which form the statutery "due
diligence" dafense under Sectien 11.

American Bar Association, Section of Urban, State and
Local Gevernment Law, and National Association of
Bond Lawyers=, Disclgsule Roles of Counse]l in gtate
and [ocal Government Securities Offerings (1987), at
37 ("ABA-NABL Report").
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officials, visits to physical facilities, and an examination of
the issuer's records and current economic trends and forecasts
that bhear upon the ability of the issuer to repay its debt. In
addition, underwriters usually reguire so-called "Rule l0b-5"
letters from their counsel with respect to municipal cfferings. 80/

Although general practice amcng municipal underwriters
appears to recognize a responsibility to assess the accuracy of
disclosure documents used in neqotiated offerings, the
Commission is not convinced that this practice is recognized
universally or followed in all negotiated municipal offerings.
Moreover, with respect to competitively bid municipal
underwritings, some underwriters mistakenly consider themselves
to have virtually ne respnnsibility.regarding the accuracy of
the offering disclesure document. As the Commission noted in
the New York City Final Report, there appears to be na clear
understanding of an underwriter's responsibility to assure the

accuracy of the information disclosed. 81/ The Supply System

89/ Rule 10k-5 letters are oktained by underwriters from
their counsel to provide negative assurance
con¢erning the disclosure document {e.g., "ncthing
has come to our attention that would indicate that
the disclosure document contains any untrue
statement of a material fact or omits to state a
material fact necessary in order to make the
statements made, in the light of the circumstances
under which they are made, not misleading™). Sesa 17
C.F.R, 240.10b-5(k). BSuch letters generally provide
a descripticn ¢f the investigation undertaken by the
counsel on behalf of the underwriter whlch sarves as
a basis for those assurances.

81/ HNew York City Final Report, supra note 2. The
Supplemental Staff Report, which was an appendix %o the
New York City Final Report, stated that:
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Staff Report also suggests that underwriters, even in neminally
competitive bid offerings, view their respensibilities
reqgarding the accuracy of the official statement as extremely
limited. 82/ The underwriters of the Supply System's bonds
acknowledged no legal responsibility to read the gfficial
statements with a view to gauging their accuracy, much less to
conduct a review to establish a basis for a reascnable helief
in the accuracy of tha Xay representations made in the offering

statement. 33/

The underwriters, those discussed in the
Staff Report as well as several cther
naticnal and local underwriting firms
interviewed by the staff, can and do
perform independent eredit analyses of
municipalities whose securities offerings
they underwrite. The underwriters have
generally stated, however, that
circumstances severely restrict their
ability to conduct any "due diligence"
inquiry in any competitive bid offering and
that, in these circumstances, the inquiry
may consist of nothing more than a perusal
of the official statement or other
information provided in connection with the
offering or centained in their files. 1In
contrast, the underwriters generally state
that in any negotiated offering they do
perform a "due diligence" ingquiry in sonme
ways similar to that conducted in under-
writing corporate issues.

a2/ Supply System Staff Report at 163-169. See also
discussion supra at text accompanying notes 13 to 19.
83/ Unlike many competitively bid offerings, only two

syndicates successfully bid on the Supply System's 14
c¢fferings. Morecver, there appeared to be little
uncertainty about which syndicate weould ke awarded a
particular offering.
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In light of the above, the Commission believes that
further articulation of a municipal underwriter's obligations
to the investing public in both negotiated and competitively
bid offering= is appropriate at this time to encourage
meaningful review of issuer disclosure. 84/ In the
Comnission's view, the reasonakleness of a belief in the
accuracy and completeness of the key representations in the
final official statement, and the extent of a review of the
issuer's situation necessary to arrive at this belief, will
depend upon all the circumstances. In both negotiated and
competitively bid municipal efferings, the Commission expects,
at 2 minimum, that underwriterﬁ will review the issuer's
disclosure documents in a prafessiaﬁal manner for possible
inaccuracies and omissions. 85/ Beyond this baseline review,
the Commissian believes that a number of factors generally will
ke relevant in determining the reascnableness of a municipal
underwriter's basis for assessing the truthfulness ef the key

representations in final offiecial statements. These factors

84/ BAs discussed above, these obligatiens arise cut of the
general antifraud provisions cof the federal securities
laws, particularly Section 17 of the Securities Act and
Sections 10(k) and 15({¢) (1) and (2) of the Exchange Act,
and the rules thereunder., The facters set farth below do
not change the applicable legal standards, e.g., scienter
or negligence, and cenduct in a specific case must ba
measured against these standards. Neor do they attempt to
establish obiective standards of recklessness for purposes
of any sclenter regquirement.

85/ Propesed Rule 15c2-12 expressly would require that
municipal underwriters review preliminary ocfficial
statements in offerings of over $1C¢ million.
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would include: the extent to which the underwriter rellied upaon
municipal officials, employees, experts, and other persons
whose duties have given them knowledge of particular facts: 86/
the type of underwriting arrangement (e.g., firm commitment or
best efforts); the role of the underwriter (manager, syndicate
 member, or selected dealer} 87/; the type of bonds being
offered (general obligation, rewvenue, or private activity): the
past familiarity of the underwriter with the issuer: the length

of time to maturity of the bhonds; the presence or absence of

86/ The Commissicon wishes to caution underwriters that this
factor dees not imply that an underwriter may merely rely
uporn formal representations by the issuer, its officials,
or employees regarding the general accuracy of disclosure
contained in the official statement. The underwriter must
review the information submitted to it with a view to
resolving inaccuracies and inconsistencies. Reliance on
pertions of a statement prepared and certified or
authorized by an expert to be included in the document
generally would be reascnable absent actual knowledge, or
a reason Lo Know, of the inaccuracy of those statements.

87/ 1In other contexts, the Commisslon and the courts have
distinguished between the cbligations of managing
underwriters and syndicate members. See gepnerally
Securities Exchange Act Release No, 95671 {July 26, 1972)
{discussing the responsibility of underwriters, brokers,
and dealers trading in securities, particularly of high
risk ventures). Generally, a participating underwriter in
an cffering of municipal =ecurities need not duplicate the
efforts of the managing underwriter, but must =atisfy
itself that the managing underwriter reviewed the accuracy
of the information in the official statement in a
professional manner and therefore had a reascnable basis
for its recommendation. HNeverthelesa, in both competitive
and negctiated offerings, the syndicate members, as part
of forming their own recommendations to inmvestors, nust
at least familiarize themselves with the information in
the official statement and should notify the managing
underwriters of any factors that suggest inaccuracies in
disclosure or signal the need for additional investigation.
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credit enhancements; and whether the bonds are competitively
hid or are distributed in a negotiated cffering.

In negotiated muni¢ipal cofferings, where the underwriter
is involved in the preparation of the official statement, the
Commission believes that development of a reasonable basis for
belief in the accuracy and completeness cf the statements
therein sheould involve an inquiry into the key representations
in the official statement that ls conducted in a professicnél
manner, drawing on the underwriter's experience with the
particular issuer, and other issuers, as well as its knowledge
¢f the municipal markets. Sole reliance cn the representations
of the lssuer would not suffice. g8/ The role of the
underwriter in assessing the accuracy of the issuer's key
disclosures is of particular importance where the underwriting
invelves an unseasoned issusr, 8%/ Bacause ¢f the varying
types of municipal ﬁaht and extent of disclosure practices, the
Commissicn is not attempting to delineate specific
investigative requirements in this release. However, the
Commission notes that commentators already have suggested a

variety of investigative procedures to be follcowed by under=

48/ Sea, gp.a,, Hamilton Grant & Co., supra note 75.
g9/

Charles E, Bailevy & Co., 215 S.E.C. 2323, 42 (1953) ("where,
as here, an issuer seeks funds from the public te finance
a new and speculative venture, the underwriter must be
particularly careful in verifying the issuer's cbviously
gelf-serving statements as to its operations and
prospects™}.
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writers in connection with negotiated municipal securities
offerings. 30/

With respect to competitively bid offerings of municipal
securities, members of the municipal securities industry have
argued that the uncertainty of the bidding process and time
pressures assocliated with these cfferings make it difficult for
underwriters to conduct an investigation of the issuer or its
statements. 91/ The fact that an offering is underwritten on a
competitive basis does not negate the responsibility that the
underwriter perform a reasonable review. - Nevertheless, the
Commission recegnizes that municipal underwriterﬁ may have
little initial access to background information cnn:efning
securities that have been bid on a competitive basis.
Therefore, the fact that offerings are competitively bid,
rather than sold through a negotiated offering, is an element
to be considered in determining the reasonableness of the
underwriters' basis for asseszing the truthfulness of Key
representations in final ocfficial statements., In this regard,
the fact that an underwriting 1s nominally classified as

competitive will not ke relevant to the scope of an

20/ See ABA-NABL Report, supra note 79, at 74-98; Doty, The
osure Proc Securities ws, 5 e and ca

Goverpment Debt Financing (D. Gelfand ed. 1986) ("Doty")
at §§8=-69, B=71.

8l/ See, e.g., cipal Securities Full Disclosure Act

of 1976, Hearing on S, 2969 and 2574 before fhe
Eghggmmltgge on Securitjes, Senate Cogmittes on
Banking, Housing and Urban Affairs, 94th Cong., 24

Sess. 126, 127 (1976) ({statement of Richard Kezer,
President of the Dealer Bank Assaciation).
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underwriter's review where there is little uncertainty about
the cheice of underwriters or where other faétors are present
that would c¢ommand a closer examinaticn.

The Commission believes that in a normal competitively bid
offering, involving an established municipal issuer, a
municipal underwriter generally would meet its obligation teo
have a reasonable basis for belief in the accuracy of the key
_ rEpres;ntaticns in the official statement where it reviewed the
official statement in a professicnal manner, and received from
the issuar a detailed and c¢radihle explanation concerning any
aspect of the official statement that appeared con its face, or
on the basis of Information available €o the underwriter, to be
inadeguate. In reviewing the issuer's disclosure documents,
therefore, underwriters bhidding on competitive cfferings should
stay attuned to factors that suggest inaccuracies in the
disclosure oxr siqnai that additional investigaticn is

necessary. 22/ If these factors appear, the underwriter should

92/ In a competitively bid eoffering, the task of assuring the
accuracy and completeness of disclesure is in the hands of
the issuer, who usually will employ a financial adviser,
which frecuently is a broker-dealer. Ordinarily,
financial advisers in competitively bid offerings
publicly associate themselves with the cffering, and
perform many of the functions normally undertaken by the
underwriters in corporate offerings and in manicipal
cfferings sold on a negotiated basis. Thus, where such
financial advisors have access to issuer data and
participate in drafting the disclosure documents, they
will have a comparable obligation under the antifraund
provisions to inquire into the completeness and accuracy
of disclosure presented during the bidding process. See
generally Doty, supra hote 90, at 58-78. Although the
underwriter may choose to rely upon the fact that a
broker-dealer acting as a financial adviser is assisting



B8
investigate the questionakle disclosure and, if a problem is
uncovered, pursue the inguiry until =satisfisd that correct
disclosure has been made. 83/

While a municipal underwriter in a competitive bid
offering may approach its reascnable basis obligation first
through a professional review of the offering documents, it may
‘not, of ¢ourse, ignore other information regarding the issuer
that it has available. Generally, underwriters receive notices
of competitivaly bid offerings one week pricr to the date bids
must be submitted. Dufinq this peried, they have the

cppertunity to review the issuer's preliminary cfficial

the issuer, such reliance dees not relieve the underwriter
of its duty to investigate questicnable disclasure.

93/ The Commission requests comment on the nature and
extent of any problems experienced by underwriters
and issuers involving underwriting agreements that do
not contenmplate a reasonable investigaticn by the
underwriters, One commentator has suggested that
issuers may attempt to retain geod faith deposits if
underwriters refuse to go forward with an offering
whare sufficient disclosure iz not provided. See
Doety, Municipal Securitiez Disclosure, 13 Rev. of
Sec., Reg. Ho. 1 {(January 1&, 1980). The Commission
helieves that any problems previously experienced in
this area may be avoided by proper drafting of
purchase ¢ontracts or underwriting agreemants.
Moreover, issuers and underwriters should consider
whether agreements that do not allow for a reasonabls
investigation would be wvoidable under Section 29(k)
¢f the Exchange Act, 15 U.S.C. 78cc(d). Compare
Eajser-Frazer Corp, v, Otis & Co. 195 F.2d 838 {2nd
Cir. 1952), cert. denied, 344 U.S. B56 (1952)
{invalidating an underwriting agreement under Section
14 of the Securities Act, 15 U.5.C. 77n, where
inadequate disclesure was provided by the issuer);
sge also, dgenerally, Gruenbaum & Steinberg, Section
25

(b of the Securities Exchange Act af 1534: A
Viable Remedy Awakened, 48 Geo. Wash. L. Rev. 1 (1979).
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statement 24/ and bring te hear any additional information they
have about the issuer.

With respact to bhoth negotiated and competitively bkid
offerings, apart from the information contained in the issuer's
disclosure documents, an underwriter may have had opportunities
to develop an independent reserveoir of knowledge about an
issuer. &as noted akove and in the Supply System Staff Report, 85/
even in competitively bid cfferings, underwriters may have
access to information about the issuer that would allow them to
reach some conclusion about the worth of its bonds and the
validity of representations in the preliminary or f£inal
official statement. In additien, underwritars often engage ih
trading of other bonds of the issuer in the sacondary market
and acgquire information on a continuing basis in their role as
dealers of the bonds, regardless of whether they underwrite a.
particular eoffering., Moreover, many nunicipal issuers return
to the market frequently to meet their financing needs.
Underwriters that participate in multiple cfferings for an
issuer have a continuing cppnrtunity te become familiar with
the issuer's financial and operaticnal condition. From each of

thesa scurces, an underwriter may develop a reservoir of

94/ The Commission expects that the responsibllities of
" municipal underwriters described above would require them,
in most cases, to receive a preliminary offering statement
in this time frame.

55/ Supply System Staff Report at 170-72.
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knowledge akout the issuyer and its securities that should ke
used to assess the adequacy of disclosure,

An additional source of information is the underwriter’s
research department. The research units of municipal
underwriters produce research on bonds sold by both
competitively bid and negotiated offerings, and may assist in
the sales activities of the underwriter. The research units
also draft reports that are sent to potential customers,
including institutional investors, and scmetimes write more
abbreviated infeormation circulars for the direct use of the
firm's salesperscns in ﬁrnmoting the bonds. When an
underwriter participates in an offering, the research unit may
have substantive knowledge about the issuer and should be
consulted by the underwriter in performing its
investigation. 9&/

The Commissian.believes that the provisions in Rule
15c2-12 also ¢ontribute te a municipal underwriter's ability to
meet its "reascnakle basis" obligation. In particular,
paragraph (b} of Rule 15c2-12 would assist underwriters in
complying with their reasonable besis obligation by providing
that an underwriter receive a nearly final official statement
prier to bidding for or purchasing an offering, which it then
must review. In order to allow the underwriter to meet this

. obligation, issuers will have to begin drafting disclosure

96/ The Commission notes, however, that care shonld be taken
to avoid the misuse of any material, non-public
infermation by the firm or its ecliants.
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documents earlier and perhaps with greater care than in the
past. Furthermeore, this requirement should enable
underwriters to receive, and if necessary influence the content
of, the final official statement bhefore compnitting themselves
to an offering.

The Commission believes that the conduct of the
underwriters in the Supply System offerings, and the position
advanced by some members of the industry, with respect to
their responsibilities in competitively bid offerings, raise
serious concerns that warrant additicnal -review. Although the
legal standards stated above reflect the current Commission
views based upon judig¢ial decisions an& previcus
administrative actions, the Commission is concerned that the
standards applicable to municipal underwriters be articulated
correctly, Ac¢cordingly, the Commission would like to receive
views on the interpretation expressed above. In addition, the
Commissicn would like to receive comment from underwriters and
other members of the industry regarding current practices in
both negetiated and competitively bid underwritings, and the
axtent to which they meet the standards articulated in this
release. In this regard, the Commission requests ¢comment on
any problems experienced by underwriters in fulfilling their
responsibilities that could he resoclved through further
Commission or MSRB rulemaking., Commentators alsc are invited
to address whether a clearer articulation of an underwriter's

responsibilities iz desirable, either through additional



a2

Commission intarpretaﬁion or rulemaking, or through amendment
to the statutory provisions of the federal securities laws.
Alternatively, shonld the MSRE adopt general gquidelines or
interpretations to assist underwriters in determining the
scope of thelr responsibilities?
IV. CREATICN OF A CENTRAL REPOSITORY

In addition to scliciting views on proposed Rule 15c2-12,
and the methods used to satisfy an underwriter's responsibility
to haﬁe a reasonable basis for recommending the securities it
underwrites, the Commission requests comment on a propeosal
ﬁdvanced by the MS5RE and members of the industry to create a
rapository of municipal securities disclesure documents. This
. propesal ias intended to inprove the flow of information o the
minicipal marketplace. Information concerning corporata
offerings is available tc the public at a single location,
because most corporﬁte issuers file registration statements
with the Commission. 37/ In addition, many corporate issuers

arse subject to the annual and pericdic reporting requirements

87/ Unless an exemption is available, Section 5 of the
Securities Act, 15 U.S.C. 77e, requires a registration
statement to be on file with the Commission prior to any
effers of corporate securities, and that a registration
statement have been declared effective prior to any sales.
4 statutory prospectus must accompany or precede the sale
or delivery of a security. Registration statements are
public at the time of filing with the Commission. 15
U.5.C. 77£(d). In contrast, municipal securitie=, which
are exempt from Section 5, may be offered and sold witheout
filing with the Commission. Compare MSRB rule G-34
(requiring certain information concerning a new issue to
be provided to the MSRB or its designee in order to cbtain
a CUSIP numbker).
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of the Exchange Act, 28/ which provide a continual source of
disclosure about the issuer to the secondary markets. HNHo
similar registration or reporting requirements axist for
munic¢ipal issuers, however.

Although some repositories do collect information
concerning municipal ecfferings, %9/ there is ne central and
complete scurce of documentary information. Moreover, aven
when official statements are prépared, dealers may not retain
copies following the distribution. Consequently, they may noct
have adequate access to complete descriptive information about
an issuer's securities when tradiﬁq in the secondary market.

As noted éarlier, lack of disclosure about important features
of an issuer's securities has been a frequent complaint in MSREB
arbitration proceedings and has resulted in pricing and trading
inefficiencies. 100/

In an effort to improve the quality of disclosure
available teo both the primary and secendary market, the MSRB

recently has propesed the c¢reation of a central repository of

E.g., Sections 12 and 15(d), 15 U.S.C. 781 and 78o{d).

28/

29/ Repositories for municipal securitiea informaticn are
maintaited by the Bond Buyer in New York, under the name
"Munifiche," and by Securities Data Cempany, Inc. While
submission of decumentary data tc these repositories is
voluntary, it has besn strongly urged by the GFOA. See
Procedural Statement No. 8, Dissemination of Information
and Providing Statements, Reports, and Releases to a
Central Repository, GFOA Guidelines at 91,

100/ Sea supra note 35,
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official statements and certain refunding documents. 101/ As
envisioned by the MSRB, participation in the repository by
municipal issuers would be mandatory, and informaticn
concerning new issues would be made available to interested
perscns, for a fee, shortly after filing with the repository by
the jissuer, Among other things, the MSRE expects that the
repository would alleviate current informational problems in
the offering of municipal securities by allowing dealers
executing transactions in new issues of securities to gain
access to information contained in afficial statements through
in~house computer screens. It is alse expected that benefits
would accrue to tﬁe secondary market. Rapid acgess to
des¢riptive informaticn concerning all issues would facilitate
compliance with the MSRB's rulez and would provide a mere
complete and reliakle source of information than is available
at this time. |

While the concept of a central repository has been
endorsed by elements of the municipal securities industry, the
Proposal has generated a number of issues that deserve careful

study. 102/ The issues range from technical and operatiocnal

10l/ Letter from James B.G. Hearty, Chairman, MSRE, to David S.
Ruder, Chairman, Securities and Exchange Commission
(December 17, 1987).

102/ See Letter from Jeffrey L. Esser, Executive Direactor,
GFOA, to David S§. Ruder, Chairman, Securities and Exchange
Commission (Decembexr 18, 1587): letter from James H.
Cheek, III, Chairman, Committee on Federal Regulation of
Securities, and Rokert 5. amdursky, Chairman, Subcommittee
on Municipal and Geovernmental ¢bligations, American Bar
Aggsociation, to David S, Ruder, Chairman, Securities and
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concerns to more fundamental pelicy considerations regarding
the natura of infcrmaticn to be provided to the repository, and
the role of the Commission, if any, in assisting in the
creatinn of the repository.

The Cemmission requests comments concerning the creation
cf a central repository. In addition to general comments
concerning the need for a repository, commentators should
address the following issues: should the repository be created
by the industry or mandated by the Commission; should
participation in a repository be voluntary or assisted by
rulemaking efforts by the MSRB or the Commissien; should the .
deposit reguirement be placed on issuers, underwriters, or
dealers; what kind of information shnuld be submitted to the
repository (e.dqg., official statements, escrow agreements,
annual financial reports); when should the infermation be
submitted; should there be periodic reporting_requirements to
keep the information currenf; should data be submitted in
summary or c¢omplete form, in hard copy (without restrictions as
to the type font or format, or with restrictions designed to
facilitate use of optical character recognition technology) or

electronically; and, how should the repository be funded?

Exchange Commission (March 30, 1988) (=zuggesting that a
careful study be made of the issues raised by a central
repository before any formal actions are taken).
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V. EFFECTS ON COMPETITICN AND REGULATORY FLEXIBILITY ACT
CONSIDERATIONS

Section 23{a}{2)} of the Exchange A¢t 103/ reguires that
the Commission, in adopting rules under the Act, consider the
anticompetitive effects of such rules, if any, and balance any
anticompetitive impact agailnst the regulatory benef;ts gained
in terms of furthering the purposes of the Exchange Act. The
Commission is preliminarily of the view that proposad Rule
15¢2-12 will not result in any burden on competiticon that is
not necessary or appropriate in fprtherance of the purposes of
the Exchange Act. The Commission requests comment, however, on
any competitive burdens that might result from adoption of the
rule. Althﬂuﬁh the rule applies equally to all underwriters of
municipal securities, the Commission in particular is
interested in receiving comments on the extent té which any of
the preposed dollar thresholds would burden one segment of the
industry more than anhother.

In addition, the Commissjon has prepared an Initial
Requlatory Flexibility Analysis ("IRFA"), pursuant to the
requiremenﬁs of the Regulatory Flexibility aAct, 104/ regarding
the proposed rules. The IRFA indicates that Rule 15c2=12 could
impose some additional costs on sﬁall broker-dealers and
municipal issuers, particularly if a lower dollar thresheld is

adopted., Nevertheless, the Commission kbelieves that many of

103/ 15 U.5.C. 78w(a)(2)}.
104/ 5 U.S.C. 603,
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the substantive requirements of.the rule already are observed
by underwriters and issuers as a matter of business practice,
6z to fulfill their existing obligations under the general
antifraud provisions of thae federal securities laws. The
Commission requests comment on the extent to which current
practice deviates from the raquirements of the proposed rule,
and the exXtent to which additional costs may be imposed on
small municipal issuers and broker-dealers if the rile is
adopted as proposed.

A copy of the IRFA may be obtained from Henry E. Flowers,
Attorney, Office of Legal Policy, Division of Market
Regulation, Securities and Exchange Commission, 450 Fifth
Street, N.W., Mail Steop 5-1, Washington, D.C. 20549, {(202)
272~28B43,

V¥VI. STATUTORY BASIS AND TEXT OF AMENDMENTS

The Cnmmissinn.prcpcses to adopt §240.15¢2-12 in Chapteyx

II of Title 17 of the Code of Federal Requlations as follows:

List of Subjects in 17 CFR Part 240

PART 240 - GENERAL RULES AND ﬁEGULATIDNS, SECURITIES EXCHANGE
ACT OF 1934
1. The authority citation for Part 240 is revised by
adding the following citation:
Autherity: Sec. 23, 48 Stat. 901, as

amended; 15 U.5.C. 78w, * % * § 240,15¢c2-12



&8
alse issued under 15 U.5.C. 78b, 78c, 787,
78p, 780-4 and 7s5g.
By adding §240.15c2=-12 as follows:
Municipal securities disclesure.
{ay As a ﬁéans reasonably designed to prevent
fraudulent, deceptive, or manipulative acts ar
practices, it shall ke unlawful for any broker,
dealer, or municipal securities dealer to act as
underwriter in an offering of munlcipal securities
with an aggregate offering price in excess of
%$10,000,000 unless it complies with the raquirements
of paragraphs (b) through {e} of this section.
(b} The broker, dealer, or munlcipal securities
dealer shall, prior to the time it bids for or
purchases securities aof the issuer, directly or
through ifs dezignated agents, cbtain and review an
official sfatement that is complete, except for the
omission of the follewing information: the offering
price, interest rate, selling compensation, amount of
proceeds, delivery dates, other terms of securities
depending on such factors, and the idsntity of the
underwriter.
(¢) The broker, dealer, or municipal
securities dealer shall send promptly by

first class wail or other equally prompt

means to any perscn, on request, a single
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copy of any preliminary official statement
prepared by the lssuer for dissemination to
potential bidders or purchasers.
{d} The broker, dealer, or municipal securities
dealer shall contract with the issuer or its |
designated agents to obtain, within two business
days after any final agreement tc purchase or sell
the securities, copies of a final cfficial statement
in sufficient quantities to comply with paragraph (e)
of this section and the rules of the Municipal
Securities Rulemaking Board.
(e} The broker, dealer, or municipal securities
dealer, in a timely manner, shall send to any person,
on reqpest, a single copy of the final official
statement.
(£) For fhe purposes of thia section --
{l) The term "final official statement” means a
document prepared by the issuer or its
representatives setting forth, amcong other
matters, information concerning the issuer and
the proposed issue of securities that is final
as of the date 6f the final agreement to
purchase or sell municipal securities for, or on
behalf of, an issuer or underwriter.
{2) The term "underwriter" means any

person who has purchased from an issuer
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with a view to, or cffers or sells for an
issuer in connection with the distribution
of, any security, or participates or has a
direct or indirect participation in any
such undertaking, or participates or has a
participation in the direct or indirect
underwriting of any such undertaking; but
such term shall net include a person whose
interest is limited to a commission,
¢oncession or allowance f£Zom an
underwriter, broker, dealer, or municipal
securities dealer not in excess of the
usual and customary distributers' or
sellers' commission, concessicon or
allowance.

By the Commission.

Jonathan G. Katz
Secretary

Dated:  September 22, 1988
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MEMORANDI M

September 22, 1588

To: The Commissicn Y L
e . . _,l'u{-r
From: Division of Investment Management ” (s ¢
Re: Memorandum on the Regulation and
Cperation of U Investmant Trusts

In letters dated February 10 and April 22, 1987, and October
19, 1984, Chairman Dingell of the House Committes on Energy and
Commerce regquested the Securities and Exchange Commission
{("Commission"} to advise hig Subcommittee on Oversight and
Investigation of the status of the Comnigsicn's investigation
into the default on bends of the Washingten Public Power Supply
Sysﬁem f"Supply Systemﬁ}. The Division of Enforcement has
prapared a Staff Report to be transmitted to members of Congress
who have ingquired about the Supply System default that summarizes
tha facts relating to the default. One aspect of the
Commission's investigation summarized in the S5taff Report, and
referred to by Chairman Dingell in his letters, concerns the
purchase of Supply System bonds by unit investment trusts
[("UIT=") spensored by certain underwriters of the bonds. This
memorandum provides background for the UIT discussion in the
Division of Enfercement's Staff Report by (1) describing the
nature and structure of UITs, which differ in many significant
rEspgcts from the more commen types of investment companies such
as mutual funds, (2} summarizing the current regulatory framewark
under which UITs cperate, and (3) describing the Division's

special inspection project.
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I. Hature and Structure of UITs
A. Introductien

A UIT is an unmanaged Investment vehicle that invests in a

fixed portfolio of securities and sells redeemable "units" of
itself. 1/ Each unit represents an undivided interest in the
aggregate value of the underlying portfelio securitieé. Unlike
the more prevalent type of investment company such as a Tutual
fund, a UIT does not have an investment adviser.that manages its
portfolic. The portfelic is essentially fixed. A UIT organizer
{"sponsor") does nothing more than buy and assemble the portfolio
of securities and deposit it with a trustee., This type of
investment company allows the investor to make the kasic
investment decisicn rather than an investment adviser or manager,
yet permits a small investor to cbtain investment diversification
- without a large outlay of capital. Because a UIT is unmanaged,

it also permits an investor -- unlike a mutual fund =-- to obtain

diversification without paying an annual management fee, Like a

1/ As such, a UIT meets the definition of an “investment
company" found in section 3(a)(l) [i5 U.S5.£. Boa-3({a)(l)] of
the Investment Company Act «f 1940 (15 U.5.¢., 80a-1 et seq.)
(*1940 Act") as an issuer which is "engaged primarily . .
in the business of investing, reinvesting, or trading in
securities."®™ The term "“unit investment trust" is
specifically defined in section 4(2) [15 U.5.8. BOa~4(2)] of
the 1940 Act as:

an investment company which {A) is organized under a
trust indenture, contract of custedianship or agency,
or similar instrument, (B) does not have a board of
directors, and (¢} issues only redeemable securities,
each of which represents an undivided interest in a
.unit of specified securities, but does not include a
voting trust.
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mutual fund, a UIT issues only redeemable securities but, unlike
a mutual fund, UIT shares typically trade in a secondary market.

A UIT sponsor registers the trust with the Commission as an
investment company under the 1540 Act. The trust generally
consists of successive "series" each of which offers securities
separately registered under the Securities Act of 1933 [15 U.s.C.
77a et seq.) ("Securities Act"). 3/ While each sérieg portfelio
consists of a different mix of securities, successive saries
usually are structured and operate almost ldentically. 3/ The
primary difference between a new series and a previously
registered series generally is the specific compeositien of the
portfolio. Each series is, essentially, a separate investment
company, and an investor looks solely to the series in which he ¥
has invested for his investment return.

B. Background

UlTs were popular in the 1930's due, in part, to a reaction
against the excesses of managed investﬁent companies discovered
in the aftermath of the 1229 stock market c¢rash. After
experiencing a decline, UITs have again become a major investment

vehicle for debt securities competing with debt mutual funds for

many consumers' investment dollars.

2/ See infra p. 12 {(discussion of UIT filing requirements under
the federal securities laws).

a/ Each series often is similar to the gther series (g.g9., all
consist of municipal bonds). ©n the other hand, there is no
requirement that series within a trust be identical or even
similar, and sometimes they are rnot.
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By the end of 1987, there were approximately 240 UITs
registered with the Commission with combined assets of over 5113
billicon {compared to $454 billion Welé by non-money market
funds), 4/ The 240 registered UITs had an aggregate of over
9,000 series outstanding. 5/ There has been tremendous growth in
the UIT industry over the last two decades, In 1970, UITs had
assets of less thﬁn half a biilioen dellars (comparad to $52
Billion for mutual funds): in 1980, UIT assets had jumped to $41
billion (compared te $138 billien for mutual funds}. Sipce 14920,
UIT assets have almost tripled. -

Due to the similarities between trust series, and the
numerous documents that wust be filed in nearly identical form
for each series, the Commission has developed special rules to
facilitate the effectiveness of reéistratian statements for
additional series. &/ EBecause the reglstration process has been
streamlined for additiomal series of a UIT, a sponsor can
acssemble a new series and bring it to market very quickly.

UITs are commonly used for selling participatiens in fixed
portfelios of tax-exempt securities such as municipal bonds.
Ninety percent of the 2,000 trust series outstanding at the end

of 1587 were tax-free debt trusts with assets of nearly 5928

4/ Investment Company Institute ("ICIY), Report on Total
Outstanding Unit Investment Trusts for the Year 1987 (1983)
[hereinafter “ICI Report"].

K

Id.

See infra . 15=16 (discussion regarding rule 487 [17 CFR
230.487} under the Securities act).

©
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billion. 2/ Today, many of these trusts are insured or
guaranteed by third parties as to the payment of principal and
interest on the underlying bonds. Over 2,200 tax-free debt trust
series representing approximately $30 billion are insured.

C. Structure of a UIT

A UIT is organized under a trust indenture which governs
many aspects of administering the UIT. Unlike.mutual funds, a
UIT has no board of directors overseeiﬁg its cperations., The
trust indenture contrels the deposit of the underlying securities
into the trust and the issuance of trust-units to the
underwriters for sale to the public. TIn addition, the trust
indenture (1) governs the responsibilities of the trustee and
other parties assoclated with administering the trust, (2)
provides for the evaluation, redemption, purchase, and transfer
of the trust units, and {3) stipulates the terms fﬁr terminating
the trust and distributing its assets.

The trustee, the sponsor {who typically deposits the
sacurities into the trust and is thus also the "depositor" of the
portfolic securities}, and an "evaluator" {wheo wvalues the
portfolio securities) all play integral roles with respect to a

UIT. The trustee collects and distributes to unitholders

7/ See ICI Report., Sponsors alse form UITs consisting of
corporate beonds, mortgage-backed securities, equity
securities and, recently, Zzerc-ceupon bonds. Edquity UITs
make up only a small percentage of the total assets invested
in UITs. There were 179 equity series outstanding at the
end of 1987 with assets of $4,255,112 =- approximately 3% of
total UIT assets. 1Id.
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interest and dividends received on the underlying securities
{which usually are debt cbligations such as municipal bonds but
may be equity instruments such as preferred or common stock).
The trustee also provides an annual report to unitheolders
including, among other things, a pertfolic schedule disclesing
the current value of sach hoend or other security, a schedule of
amounts received by the trust on the underlying securities, a
list of bonds or cther mecurities removed from the portfolio, tha
amounts distributed to unitholders, and a statement of operaticns
cf the serieﬁ.

The trustee thus basically performs ministerial duties with
few if any of the management functions normally associated with
trusteeship. For these services, the trustee receives either an
annual fee based on a percentage of the trust's net assets or a
fixed amount (usually about $1.00 or less) per $1,000 principal
amount of the portfolic securities. A small number cof major
banks serve as trustee tc most UITs, 8/ but scme UITs amploy a

subsidiary of the UIT's sponsor as trustee. 9/

8/ Sectieon 26(a){1) [15 U,5.C. 80a-26(a) (1)) of the 1540 Act
reguires a UIT trustee to he a bank with aggregate capital,
surplus, and undivided profits of %500,000. Major UIT
trustees include U.S5. Trust Company, Bank of Hew York, Bank
of Wew England, and Security Pacific Trust Company.

5/ For example, the Remper Tax-Exempt Insured Trust uses
Investors Fiducilary Trust Company which is jeointly owned by
Kemper Financial Services, Inc,, and DST Systems, Inc.
Under section 2(a)(5) [15 U.S.C. 80a=-2(a)({5)] of the 1940
Act, a "bank" can include certain trust companies.
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The sponseor (or a group of sponscrs) 18/ forms the trust by
depositing a portfolio of securities with the trustee, and
generally bears all the organizational expenses. In return, the
sponsor recelves a set sales charge incorporated inte the
offering price of each unit. The amount of the sales charge
varies but generally 1s in the range of four t¢ six percent of
the offering price per unit. Another major socurce of profit for
the sponsor is the difference between the aggregate price the
sponser pays for the portfolic securities and the aggragate price
the sponsor raceives for depesiting thosé securities in the
trust. 11/ There are about a dozen sponsors and co-sponsers who
dominate the UIT industry, many of which are major securities
firms. 12/

The evaluator values the securities upon deposit in the
trust and determines the redemption value of the units and the
prices at which the units are repurchased and resold in the

secondary market maintained by the sponsor. The evaluator

10/ Sponsors usually are broker-dealers fegistered with the
Commission.

11/ oOf course, if the aggregate price decreases between the time
of purchase and the time of deposit, the sponsor bears the

loss.

12/ UIT sponsers includa: Bear Stearns & Co. Inc., Clayton
Brown & Asscciates, Inc., Dean Witter Reynolds Inc.,
Shearson Lehman Hutton Inc., John Nuveen & Company, Inc.,
Kemper Sales Company, Merrill Lynch, Pierce, Fennar & Smith,
Mosely Securities Corporation, PaineWebber Inccrperated,
Prudential Pache Securities Inc., Salomon Brothers, Smith
Barney, Harris Upshaw & Company, Thempson McKinnon
Securities Inc., and Van Kampen Merritt Inc.
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typically receives either a fixed annuzl fee or a fixed fee per
evaluation. Nothing requires the evaluator to be independent
from the sponsor and, therefore, the sponsor or an affiliate of
the sponsor sometimes serves as the evaluator.

The trust indenture typically does neot govern the
underwriting of the trust, which usually is controllied by a
sapﬁrafe agreement sometimes called a "selling group agreement."
Unlike meost mutual fund underwritings, UIT underwritings
generally are not conducted on a2 "best efforts" basis. Instead,
the underwriters (which invariably includes the SpOonSOor or an
affiliate of the sponsor, usually as the principal underwriter)
become the owners of all of the units on a éertain date and then
resell the units to the general public. For their efforts in
selling the units and for risking their capital, the underwriters
receive a concession that often depends on the number of units
the underwriter has agreed to sell. 13/

Unitse of a UIT are offered to the public at an offering
price based upon the value of the underlying securities plus the
sales charge added by the spensor. Because the UIT portfolio is
relatively fixed, the units of participation in the UIT are
cerrespondingly a fixed number. Thus, a sponsor generally does

not respond to an increasing demand for units by depesiting more

i3/ The concession 1s often three to four percent of the public
offering price but the underwriters can receive up to the
entire sales charge, which usually ranges from four to six
percent of the public offering price (and is part of the
public offering price).
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securitias in an existing series and issuing more units of that
series. 14/ Instead, the sponsor usually assembles a new
pertfolio, constituting a new series of the trust, fer which a
new set of units will be registered and seld. A matual fund, on
the other hand, responds to an increased dewand for its
securities by merely issuing more shares in itself and purchasing
portfolio securities with the proceeds,

Like mutual funds, UITs may conly issue redeemable
securities. A unitheolder whe tenders units for redemption must
receive a proportionate share of the agqfeqata net asset value
of the portfolic securities of the series. If necessary, the
trust is required to meet redemptions by selling fo a portion of
the underlying portfeclio. Although not required by law to do so,
the sponsor of a UIT generally maintains a secondary market in
trust units as an alternative to redemption. The trust indenture
typically permits the sponsor to purchase units from investors at
a price egual to or slightly higher than the redemption price and

to reoffer the units te octher investors. 1S/ Sponsors are

l4/ If a series is oversubscrikad prior to the initial cffering
or cversold gduring the initial cffering periocd, the sponsor
may deposit additional securities in the portfolic subject
to restrictions in the trust indenture and the 1940 Act (see
Guide 10 to proposed Form N=7 on depositing additicnal
securities) and create a corresponding number of new units.

15/ The repurchase price can be highey thap the redemption price
if the sponsor repurchases units from investors based on the
"offering side" evaluation of the portfelic securities
(hased on the prices at which dealers are willing tc sell
the portfcolio securities). The net asset value for purposes
of the redemption price is kaged on the rbid side"
evaluation (based on the prices at which dealers are willing

{continued...)
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willing to make a secondary market in trust units because thay

charge ancther sales charge 16/ on the resale of the units and

because they want to avoid returning investors' principal as a

result of portfolio liguidation. 17/ Unitholders benefit from

the secondary market because it increases liquidity and helps

prevent the untimely liguidaticon of portfelio securities that

could occcur if units were redeemed. 18/

i15/(...continued)

18/

to buy the portfolio securities}, which is generally lower.
Evaluations are done by the evaluator.

Unlike most broker-dealer sales, the sponsor does not
receive the typical dealer's "spread" for secondary market
sales but is compensated solely by the sales charge,

For example, if a unitholder redeemed a unit, the trust may
have to liquidate a portfclio security representing far wmore
principal than would be necessary to meet the redemption.
Because there are limits on adding or substituting portfolic
securities (see infra p. 20-21), the trust may have to
distribute the excess to the unitholders, who would then
have to recognize a capital gain or less on the amount they
recaive.

Substantial redempticns weould make it uneconomical to
continue maintenance of a trust series and could force
premature termination of the series. A standard clause in
mest UIT trust indentures calls for the mandatory
termination of a series when the corpus of the trust saries
has been reduced to 40% of its original wvalue. This is not
a requirement of law but represents the point at which the
industry has determined it is no longer feasible teo maintain
the trust. 1In addition, in order to qualify for the
exemption from section 1l4{a) [15 U.S$.C. 80a-14(a)] of the
1940 Act (prohibhiting public cfferings of investment company
securities unless the company has a net worth of $100,000),
the sponsor must instruct the trustee pursuant te rule 14a-3
[17 CFR 270.14a-3] to terminate the trust, distribute the
trust's assets, and refund on demand all sales charges to
unitholders 1f redemptions by the sponsor (or principal
underwriter) results in the trust having a net worth cof less
than 40% of the principal amount of portfolio securities
initially deposited in the trust.
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A trust series has a fixed termination date according to the

terms of the trust indenture, often twenty years during pericds
cf stable interest rates. This date is determined by reference
to the maturity date of the underlying securities in the series
portfolio. Although meost bonds have relatively long maturities,
some have special call or redemption procedures that can result
in early distributicns of principal to unitholders and a
corresponding shrinkage of trust assets. Upon termination of

the saries, any remaining portfolio securities are sold and the

proceaeds are distributed to unitholders.

IT. ERegulatory Framework of UIlTs
B. Introducktion

Because of the way UITs are structured, they cperate within
a unigue regulatory framework compared with cther types of
investment companies. UITs have no adviser or board of
directors, so certain provisions of the 1940 Act are clearly
irrelevant teo them. A few examples are secticn 15, which governs
an investment company's contract with its adviser, and secticns
10 and 18, which govern an investment company's board of
directors. 19/

Many other provisicns of the 1240 Act only apply to managed
investment companies such as mutual funds. Because a UIT

essentially is a static entity, the 1940 Act provisions governing

15/ 15 U.8.C. 80a=-15, 10, 1lé.
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transactions with affiliates is mostly irrelevant. 20/ 1In
addition, the provisions relating to caﬁital structure only apply
to managed companies. 21/ Finally, UITs do not issue voting
stock. The 1940 Act only requires managed investment companies
to issue voting stock. 22/ Thus, the proxy provisions of the
1940 Act (as well as applicable state proxy reguirements) do not
apply to UITs. |

Due to their static nature, the Commission only requires
that UITs file periedic reporis annually. 23/ Mutual funds must
file pericdic reports semi-annually with-'tha Commission. In
addition, UITs generally are not required toc provide reports to
sharehelders (and file them with the Commission) as cther
investment companies are regquired to de under rule 30d-1 [17 CFR
270.30d-1]). 24/ Thus, the registration process, the annual
reports, and periodic inspections by the Commission staff
comprise most of the.CGmmissicn's regqulatory contact with UITs.

B, R stration Ee [ -]

A trust sponsor registers a frust as an investment company

20/ 15 U.B.C. &80a-17.

21/ 15 U.S8.C., 8o0a-18.

22/ 15 U.5.C. 80a-18(i}, 20.

23/ 17 CFR 270.30a-1, 30bl-l. Ses infra p. 18 (discussion of
Form N-5AR).

24/ Rule 30d4-2 [17 CFR 270.30d-2] cnly raquires a UIT te comply

with rale 304-1 if all of its assets consist of securitles
issued by a managed investment company.
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under-the 1940 Act on Form N-BB-2. 25/ Form N-8B-2 redquires,
amony other things, a general description of the trust, a
description of the units and the rights of unitholders, and
general information about the underlying securities composing the
trust portfolic. In additien, Form N~8E-2 requires the sponsor
to discuss how tpe trust cperates, including (1} sales loads,
fees, charges and expenses, (;] purchase and sale of portfolio
securities, (3) redemption of securities, and (4} indenture
provisions regarding the depositor (sponsor} and the trustee.
Form R=8B-=2 also requires a detailed discussion of the
organization and opératicn of the depcsitor, persons affiliated
with the depesitor, and companies owning securities iﬁ tha
depositor (including controlling perscns of the depositor).

Because each series of a trust offered for sale constitutes
a new public offering of securities, the units cof gach series are
separately registered as securities under the Securities Act on
Form 5-6. 26/ Thus, the trust and the trust units are registered
on two separate forms. The Cummiséiun has proposed {(and
subsequently repreoposed} a new form, Form N-7, that would
consclidate the reéistraticn roquirements of both the 1940 Act

and the Securitjaes Act into one form. 27/

25/ Only the trust itself, and not each individual series, need
register under the 1940 Act.

26/ Te& alleviate the burdens asscciated with separately
registering each series, Form S-& permits certain items to
bea cross-referenced for each series from Form N-8B-2.

27/ BSee ipfra text accompanying notes 58-67,
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The sponsor generally maintains a secondary market in which
units of each series may be repurchased from unitholders angd
resold to other investors. Because of these secondary market
activities, the registration statement of each series must be
kept current. 28/ Amcong other things, this reguireg the sponseor
to maintain a current prospectus with current audited financial
statements for each series for which the sponsor maintains a
secondary market. 2¢/ In addition, a prospectus must be
delivered to the investor in connection with each secondary
market sale.

The staff of the Commission reviews all initial registration
statements filed on Forms N-88-2 and 5-€ and declares the UIT
registration statement effective when it is satisfied that all of
the requirements of the Securities Act and the 1%40 Act have been
met. The process for registering additional series of a UIT,
however, often can be accomplished without affirmative acticn by

the Commissicn. When a sponsor wishes to create a new series of

28/ The sponsor is an "issuer" because it typically is the
depositor, and under section 2(4) of the Securities Act [15
U.8.C., 77b{4)] the term "issuer" iz defined to include the
depositor of a UIT. Although secondary market sales of
registerad securities are usually not subject to the
Securities Act once the cffering has "come to rest," the
¢courts and the Commission have consistently taken the
position that all securities offered or socld by an issuer
{i.,e,, the sponsor), unless otherwise exempt, are subiect to
thae Securities Act notwithstanding the fact that the
securities may have been previously scld pursuant to a
registration statement.

29/ Preposed Form N-7 would eliminate the need for audited
financial statements in secondary market prospectuses under
cartain conditions, See jnfra p. 30 and note &1.
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a UIT, the prospectus of a previously registered series is
circulated as a "red herring." When the spcnsor recelives
sufficient indicaticns of interest in the new series, the sponser
assembles the series portfolio 30/ and files a registration
statement which becomes autematically effective under rule 487
[17 CFR 230.487) of the Securities Act.

Rule 487 permits the registration statement of a subsequent
garies of a trust to begome effective automatically at a date and
time chosen by the sponser, i1f certain conditions are met., 31/

As a result of rule 487, similar registration statements of
subsegquent UIT series are not usually reviewed by the Commission.
Thus, the rule enables certain UIT issuers to go to market
whenever they choose without being constrained by Commission

review. 32/ Rule 487 was adcpted, in part, because subseguent

30/ A sponsor often holds suitable securities in inventory
until 2emand is such that it assembles a hew series
portfolio.

31/ Under rule 4587, a registration statement relating to
securities issued by a unit investment trust may become
effective on a date and at a time designated by the trust
without action by the Commissicn or its staff provided the
registrant identifies at least one previous series of the
trust for which the effective date was determined by the
Commission or its staff, and represents, in part: (a} that
the securities deposited in the series being registered do
not materially differ in type or quality from those
deposited in the previous series; (b) that the registration
statement of the new serias does neot contain disclosures
that differ in any material respect from those of the
previously identified series, except to the extent necessarv
to identify the pertfolio securities deposited in, and
provide eszeantial financial information for, the new series.

312/ UIT issuers thus have the same sort of control over the

registration process that corperate issuers would later gain
{continued...]
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series of a UIT rarely present new substantive issues, However,
a subsequent series cannot be registered under rule 487 unless
the sponsor represents that the new series is not materially
different from a previous idantified series registersd with the
commission that was reviewed by the staff.

Requlatory acticn has alsoc been taken by the Commission
under the 1240 Act tn.stréamline registration procedures for
UITs. Because most investment companies, unlike most industrial
issuers, continucusly issue or sell their shares, Congress added
section 24(f) [15 U.5.8. ada~24(f)] to the 1940 Act in 1570 33/
to give the Cnmmission Tulemaking authority to permit certain
investment companies including UITs to register an indefinite
nunber of securities.

Bection 24(f) is particularly important to UITs, not
krecause UITs continucusly offer new trust units, 34/ but because
UIT sponsors <continucusly repurchase and resell trust units in
the secondary market. Pecause the sponsor is considered an
Hissuer," 315/ units sold by the sponsor in the secondary market

must be registered. However, the sponsor may not be able to

d2/7¢(...continued)
when rule 415 [17 CFR 220.415), the "shelf registration"
rule, was adopted.

33/ Pub. L. No. 91~547 [84 Stat. 1424 (1970)].
34/ Altheugh open-end investment companies, such as mutual
funds, continucusly offer new securities of the same issuer,

UIT=s effer securities in successive series each consisting
cf a relatively set npumber of units of different issuers.

35/ See supra hote 28,
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predict the activity in the secondary market. 16/ Rule 24f-2 [17
CFR 270.24f-2] allows a UIT to register an indefinite number of
securities under the Securities Act and a UIT sponsor to
continuously sell shares in the secondary market. The UIT
completes the registration process by filing an annual notice
setting forth the number of shares sold accompanied ny the fee
gwed (cn & '"net" basis) en the sale of such sacurities. Thus,
registration fees are paid on all secondary market sales at the
end of the year.

A proposed new rule, rule z4f=-3, 277 would permit UITs to
register an indefinite number of trust units sclely for
secondary market sales as long as a registration fee was paid on
each unit when initially scld and the sponscr pays a set fee {at
the time the initial registrahiun statement becomes effective) to
register all secondary market sales. 38/ The proposed rule also
would permit a UIT to partially or totally consolidate its
notice and opinien of counsel filings which are now required to
be filed separately for each series. This rule would adjust the
pattern of regulation to more closely reflect actual UIT

operation=s. UITs require a rule permitting indefinite

36/ Thus, it is possikle that a UIT sponser ceuld eoversell the
number of shares registered by its registration statement.

37/ Investment Company Act Rel, Ne. 15611 {March 9, 1987} [52 FR
8102 {(March 17, 1987)].

38/ Wwhile all eligible investment companies can use rule 24f£f-2,
rule 24f=3 weuld be specifically adopted for use by UITs.
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registration only for its secondary market activities, not for
its initial coffering which typically is fixed.

As earlier noted, UITs must annually file information with
the Commission on Form N=-SAR, the pericdic reporting form for all
investment companies, regarding their current condition. The
filing cof Fn£m N-SAR satisfies the pericdic reporting
regquirements under both the 1940 Act and the Securities Exchange
Act of 1534 [15 U.S.C. 73a et gzeq.] ("1934 Act"}. Neither the
1940 Act nor the 1934 Act require a UIT sponsor to provide
unitholders with an annual report to shéfehmlders, but, as
earlier noted, unithelders receive an annual report on the
condition ﬁf the trust from the trustee.

c. Requlation Under the 1340 2ct

Although mﬁny of the 1940 Act's provisions are irrelevant to
the operation of fixed portfolio companies suech as UITs, 319/
other provisions are particularly relevant te UITs. These
provisions include: (1) section 26 [15 U.S.C. 80a=-261, governing
a variety of integral aspects of a UIT, including who may serve
as frustee and how the assets of the trust must e Xept: (2}
section 17{a)(1){(C) [15 U.s.C. 80a-17(a)(1}{C)], providing an
exception from the general prchibition cn affiliated transactlions
contained in section 17 for the deposit by the sponsor of UIT
portfolio securities with a trustee; {3) sections 11 [15 U.S.C.

80a-11) and 22 [1% U.S.C. B0a=-22), governing the pricing of UIT

39/ See supra text accompanying note 19,
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units: and (4) section 19 [1% U.S.C. §0a-19}, governing the
distribution of dividends.

1. Payments to Affiliates, Orphan Trusts,
and Substitution of Securities

Sacticon 26 of the 1940 Act regulates certain key aspects of
a UIT's operation by requiring that the trust indenture contain a
number of specific provisions. 40/ Section 26fa) (2)(C) regquires
the trust indenture to prohibit underwriters, depositors, and
their affiliates from charging the trust for administrative
expenses unless such expenses are reasonable, of a character
normally performed by the trustee itself, and approved by-the
Commission. 41/ Section 28{a){2}(¢C) attempts to limit the
expenses paid, over and above the sales load, to promoters of
UlTs.

In 1984, the Commission proposed a rule to codify certaiﬁ
relief it had granted tc UIT promoters under section 26{a) (2} (C)
and, in doing so, explained that the purpose of section

26(a) {2) (C) was to prohibit the depgsitor from "'reaping hidden

40/ Section 26 prohibits the principal underwriter or depositor
from using interstate commerce to sell trust units unless
the trust indenture contains these provisions.

41/ As originally drafted by the Commission, section 2&{a)(2)(C)
would have preohibited the principal underwriter or sponsor
from using interstate commerce to sell trust units unless
the trust indenture prohibited the trustee from paying the
underwriter or depositor any expense., §Seg Hearings on
£.31580 Before a Subcommittee of the Senate Committee on
Banking and Currency, 76th Cong., 3d Sess. 18 (1940]
frereinafter "Hearings 3580"],
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profits' through purportsd administrative fees." 42/ Although
rula éﬁa—l [17 CFR 270.26a-1] was primarily targeted at UITs
organized as separate accounts of insurance companies, it
allowed the Commission to codify its interpretation that section
26 permits & payment from trust assets for administrative fees
provided that the fee does not exceed the estimated cost of the
service provided. 43/ That is, the services must bhe provided at
cost. 44/

A seccond provisicon, section 26{a)({1), addresses the problem
of "orphan trusts" and reguires the tru5£ indenture to provide
that the trustee cannct resign until either the trust has been
completely ligquidated and the proceeds distributed to
unitholders, or a successor trustee has been daesignated and has
accepted trusteeship. Section 28(a)({2){D} alse reguiras that the
trustee have physical possession of the trust seguritiaes at all
times.

A third provision, section 26({a){4), contains notice
provisicns that must be followed when the depositor substitutes a

pertfolio security. The 1940 Act itself generally places no

42/ Investment Company Act Rel. No. 13705 {Jan. 6, 1984) [49 FR
1755 (Jan. 13, 1%84;:].

43/ 1d.

44/ The Commissicn reitcrated its insistence on the "at cost"
standard when it adocpted rule 26a-1l, and rejected a
suggestion by one cummenter that the rule be modified to
permit a “"reasonable" profit in any administrative fee.
Investment Company Act Rel. No. 140635 (July 27, 1984) [49 FR
31062 (Aug. 2, 15B4;].



21
specific limits on substitution. However, the staff of the
Commission has taken the positien that, because the definition of
a UIT in section 4(2) of the 1%40 Act reguires that units
represent an undivided interest in gpecified securities,"
substitution of portfolic securities should only ccour under
unusual circumstances, for example, when the creditworthiness or
acononic viabilitﬁ of the issuer of the portfeolic security is
sariously in doubt. The staff's positicn stems from a concern
that a upitholder of a UIT is seldom in a pesiticn to judge the
merits of a substituted security and thaf.fhe only recourse a
unithelder would have to accepting such substitutions would be to
redeem his units. 45/

The notice requirements of section 26(a)(4) reguire that the-
depositeor or its agent keep a record of the names and addresses
of all unitholders of the trust. The trust indenture must
provide that whenever a portfolio security is substituted the
depositor must mail a notice of the substitution to unitholders
within five days after the substitution. Thé notice must

identify the eliminated security and the substituted security.

45/ In itz 1986 report to Congress entitled "Publiec Policy
Implicaticns of Investment Cocmpany Growth" ("PPI"), the
Conmission veiced its concerns about portfolic substitutions
and recommended that substitutions be prohibited unless
approved by the Commission. H.R. Rep. No. 2337, BS%th Cong.,
24 sess. 337 (1966). However, the 1970 Amendments adding
section 26(h) to the 1940 Act only reguires Commission
approval for substitutions in these specialized trusts which
invest in only one issuer, i.e., UITs that serve as a
vehicle for investing in mutual funds. Pub. L. No. %1=547
[B4 Stat. 1424 (1870}).
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2. Affiliated Transactions

Section 17 of the 1940 Act comprehensively regulates the
affiliated transactiens 4&/ of all investment companies
including UITs, but section 17 exempts from its coverage the
particular affiliated transacticen most likely to arise in the
case of a UIT. Specifically, although sections 17(a){l} and
{a) (2) generally prohibit affiliates and other insiders from
knowingly selling any security or other property to, or buying
any security or cther property from, the affiliated investment
company, secticn 17{a){(l1l)(C) exempts a sale to an investment
company solely invelving securities deposited with the trustee of
a UIT by the depositor. Because a UIT's portfeolic is relatively
fixed following the initial deposit of the securities by the
depositor, and because few other affiliated transactions subject
to section 17 are likely to occur with a UIT, the prohibitions on
affiliated transactions contained in section 17 only apply to an
occasional elimination or substitution of a UIT portfolin
security. TFor example, the trust might decide to eliminate a

security from the peortfolic and sell it to the spensor, 47/ thus

46/ Affiliated transacticons of a ViIT would include transactions
with the trust's depositor, promoter, or principal
underwriters.

47/ The Commissien has used its exemptive authority under
section 17 of the 1540 Act to permit certain affiliated
transactions. See Dean Witter Reynelds et al., Investment
Company Act Rel, Nos. 15311 (Sept. 16, 1%86) (notice), 15356
{Oct. 10, 1%86) (order):; PaineWebber et al., Investment
Company Act Rel., Mos. 15399 (Nov., 5, 1%86) (notice), 15451
{(Dec. 3, 1%586) (order).
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creating an affiliated transaction subjesct to section 17.

Because of section 17{a) (1) (C), sponsors of UITs are not
prohibited from purchasing portfolico securities from an
affiliated underwriter and depositing them inte a series of a
UIT. Recently, national attention has been focused on this issue
due to the massive default nﬁ bonds issued by the Washington
Public Power Supply sYstem. 1§fg Lead underwriters of thé supply
Systenm bonds also sponsored UITs and deposited large quantities
of Supply System bends inte those UITs, However, section
17(a){1) (C) does not prohibit such transﬁctinns.

There is very little in the way of legislative history to
explain why the affiliated transaction invelving the deposit of
UIT securities was exempﬁed from the purview of section 17. 4%/
This exempticn may have resulted from a recoghition that because
a UIT is created by an affiliated transaction, requiring
depositors to obtain exemptive reliaf at this inceptive stage

might irreparably detain them from reaching the market. 50/

48/ The Supply System default was the largest nenpayment default
in the history of the municipal bond market, representing
more than $7 billion in principal and interest.

49/ The exemption was contained in the original Commission draft
af the 1940 Act and it was not substantially modified as the
law was enacted. Hsarings 3580 at 12. Pub., L. No. 76-763
[54 Stat. 789 (1940)).

50/ Ancother pessibility is that disclesure of variocus fees paid
to the depositor upon deposit of the underlying securities
into the trust was considered an effective solution to the

problem.
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3. Disqualification

In addition, the principal underwriter and depositor of a
UIT are subject to the disgualification provisions of section %
{15 U.S.C. 80a-9] of the 1940 Act. Section 9 specifies certain
conduct and past events which automatically bar a person or
company from acting as a depositor or underwriter of a UIT.
Genérally, any conviction for a felony or misdemeanhor involving
the purchase or sale of a security within the past ten years, or
any ather judgment or decree for mis:nndgqt in the securities,
commoditias, or financiazl services industry will bar a persoh
from being affiliated with a UIT.

Any person lneligible to serve as a principal underwriter or
depositor of a UIT due to past conduct may file an application
for an exemptive order with the Commission requesting an
axemption from the disqualification provisions. After a review
of all the facts and circumstances, the Commissjion may deny or
grant in full or part the reguested relief uﬁder section 9(c)
from the automatic bar of section 9(a).

4. Fiduciary Standard

A UIT's depositor and principal underwriter are alsc subject
tc the fiducliary standards of section 36 {15 U.5.C. BfDa=-36] of
the 1940 Act. Section 36 establishes a fiduciary duty for the
depositor and principal.undarwritnr with respect to the receipt
of compensation for services or of payments of a material nature.
An action may he hrnught-either by the Commissicn or a unitholder

onn behalf of the UIT. If a breach of fiduciary duty is
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established by the plaintiff, a court may temperarily or
permaﬁently enjoin the person frowm acting in its affiliated
capacity-nr provide other appropriate relief.
5. Pricing and Exchange of Securities
Bacause UITs issue redeemable securities, the pricing
provisions of the 1940 Act are applicabia. 51/ UIT securities
can thus only be sold to investers at net asset value plus any
sales load. When investors liguidate or redeem their units, they
must receive the current net asset value for them. 52/ UITs must
disclese in thelr prospectuses the net asset value of their
units, how net asset value is calculated, and the sales loag as a
percentage of the offering price. Trust units may oenly be sold
at the price described in the prospectus. 53/ Rule 22c-1 permits
UITs to value their portfolic securitias once a week if the
sponscr is maintaining a secondary market in the series hased on

the "oiffer side™ evaluation ¢f the underlfing securitlies and if

51/ Section 22 of the 1940 Act, and rule 22c¢c=1 {17 CFR
270.22c-1] theresunder, requlate the distribution,
redemptien, and repurchase of redeemable securities which
include bkoth the shares of ¢pen-end management companies
and the units of UITs.

52/ Section 2(a)(32) [1§5 U.S.C. 8Ca-2(a)(32}] of the 1940 Act
defines "redeemable security" as "any security, other than
short-term paper, under the terms of which the holder, upon
its presentation to the issuer or t¢ a person designated by
the issuer, is entitled (whether absclutely or ohly out of
surplus} to receive approximately his proportionate share of
the issuer‘s current net assets, or the cash eguivalent
theresf. ¥ '

531/ BSee section 22(d) of the 1940 Act and rule 22d4-1 [17 CFR
270.22d4=1] thereunder.
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certain other conditions are met. 54/ 1In contrast, mutual funds
must value their securities on the basis of the current net asset
value which is naxt computed after receipt of a tender of such
security feor redemption or of an crder to purchase or sell such
security {usually the next business day folleowing a redemption
request). Because most sponsors now base their seénndary markeat
evaluations on the "hid side," few UITs are ﬁble to use this
special provision.

UITs are prohibited under section 1ll(¢) of the 1940 Act from
offering to exchange the units of a unitholder for the
securities of any other investment company without prieor
Coemmission approval., This provision was designed to eliminate
the practice preceding the 1940 Act of switching investors from
UIT #¢ UIT and imposing a sales charge on each transaction. The
Commission is considering a new rule, proposed rule 1lec-1, 35/

which would permit UIT investors to exchange units without prior

24/ The "offer sida" evaluation of the underlying securities is
based on the prices at which dealers are willing to sell the
underlying securities. The "bid side" evaluation of the
underlying securities is based on the prices at which
dealers are willing to buy the underlying securities, which
is generalliy lower, If the sponsor is not maintaining a
secondary market in the unlts or if the secondary market is
based on the "bid side" evaluation of the UIT securities,
portfolio securities must be valued as fregquently as mutual
fund shares, i.e., on the next bhusiness day following a
redemption regquest.

55/ Investment Company Act Rel. No. 15494 (Dec. 23, 1986) [51 FR
47260 (Dec. 31, 19846)}. In reproposing a rule that would
permit mutual funds to make certain exchange offers, the
Comnission sought additional comment on proposed rule 1lc-1.
Investment Company Act Rel. Na., 16504 (July 29, 1988)

[53 FR 30299 (August 11, 1988)].
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Commission approval under certain conditieons. One of those
conditions would prevent the layering ¢f sales charges.
6. Distribution ¢f Dividends

Section 1%(b) of the 1540 Act provides, in part, that a
registered investment company may not maKe distributions of long-
term c¢apital gains more cften than once every twelve months.
This provision was intended to prevent investment companies from
creating an impression of investment success by making frequent
distributions of capital. Although sectien 1%(b) applies teo
UlTs, exXceptions to this provision have Eéen provided in rule
1%b=1 [17 CFR 270.19%b-1] under the 19240 ‘Act te permit UITs to-
make more frequent capital gains distributions provided =such
distributions result from (1) an issuer's calling or redeeming an
"eligikle trust security,” 5§/ (2) the sale of an eligible trust
security in order te maintain the UIT's investment stability, or
{3} from regular distributions of principal and prepayment of
principal on eligibkle trust securities. The Commission recently
amended rule 19k=1 to permit regulated investment companies,
including UITs, to make an additional distribution of capital

gains where the failure to make the distribution would result in

28/ Rule l4a=-3 [17 CFR 270.14a~3] under the 1940 Act
defines "eligible trust securities™ as (1) securities
issued by a corpeoration which have a fixed dividend or
interest rate, (2) interest bearing cbligatiens issued
by a state, or by any agency, instrumentality, authority or
subdivision, (3) govermment securities, and (4) units of
previcusly issued series,
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a special exelise tax under the Tax Reform Act of 1986, 57/
I11I. ERecent Commission Action Reqardi

As earlier noted, the registration ebligations of a UIT have
not been inteqrated. In other words, a single form cannhot hbe
uysed fo register a trust under the 1940 Act and its secgurities
under the Securities Act, although Form S-6 incorperates as a
substantial part of its requirements many of the items required
by Form N-8B-2Z. These two forms were adopted in 1942 and have
not been substantively revised since then. While these forms do
require disclesure of useful information, they nonetheless are
significantly out of date in that many matters that are material

to prospective investors are not regquired to be disclosed.

A. Froposed Form N-=7

The Commissicon propeosed, in May of 1985, a new registration
form and staff guidelines for UITs. 58/ Proposed Form N-7 would
integrate the filing requirements of both the Securitiss Act and
the 1940 Act. The staff gquidelines would represent the first
written guidelines for unit investment trusts. 592/ Like the
revised registration form for mutual funds, Form N-7 as

originally proposed would have had a three-part format: a

57/ Investment Company Act Rel. No. 16094 (O¢t. 2%, 1987) [52
FR 42426 (Nov. 5, 13%87)7].

58/ Rel, Nos, 213-6580, IC-14513 (May 14, 15B5) [50 FR 21282
(May 23, 1585)],

£9/ Staff guidelines are a compilation and adaptation of
applicable Commission releases and staff positions and
interpretations, Staff guidelines for mutual funds and
other investment companies have existed for years.
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prospectus, a statement of additiconal informatieon (“SAI"), and
exhibits. The prospectus would have presented material
information about the UIT and its securities, The SAT would have
been available to investors upon request and weould have discussed
in more detail matters regquired to be in the prospectus as well
as matters not required in the prospectus which might have been
of interest to some investors.,

Form N-7 was widely criticized by the industry for a variety
of reascns. The form would have refuired a brief explanation of
some teopics in the preospectus and greatef elaboration of the same
topics in the SAI. Commenters believed that hecause sponscrs
tend to explain everything thuruughiy to avoid explanaticns that
are mislezding by omission, this format would have created two
lengthy documents instead of the concise two-part document whicﬁ
was the Commission's stated geoal. Because ¢f the many changes
suggested by commenters and because the Investiment Company
Institute, a trade association for investment companies,
subsequently reguested that the Commission grant UITs relief from
the annual auvdited financial statements requirement of Form N-7,
the Division decided to revise Form N-7 substantially and
repropose it and the gquidelines for additional comment.

B. Reproposed Form N=7

on March 9, 1987, the Commissicn reproposed Form N-7 for

public comment. 0/ The form as reprcposed would have a

60/ Rel. Nos. 33-6693, IC-15612 (March 9, 1987) (52 FR 8268
(March 17, 19287)].
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prospectus but would have no statement of additional information.
The prospectus could be prepared intc twe parts. One part would
contain information that 1s specific to each series of a trust,
for example, the portfolin schedule and the other financial
statements. The octher part would contain generic information
applicable to the trust and all of its series and could be the
same document for each series, although both parts would have to
be delivered tec meet the prospectus delivery reguirements of
section 5 of the Securities Act. This specific/generic format
would conform to the practice currently used by @ome UIT sponsors
and could save significant priﬁting costs.
1. Audited Financial Statements
In the reproposzal of Form N-7 the Commission proposed
relieving UITs, under certain circumstances, from the
requirements of annual audited financial statements in secondary
markat pruspecfuses. Under the new form a UIT would be required
to have an initial andit of its pnrtfalio-schedule and a one-time
fellow-up audit with full fipancial statements, twelve to
eighteen months after the initial offering. Thereafter, the UIT
could substitute the unaudited trustee's report for the audited
financial statememts, if certain copditicns are met, &1/ for

&l/ TForm BE-7 has bean revised so0 that a UIT maintaining a
current prospectus could provide unaudited finanecial
statements after its twelve to eighteen month follow-up
angdit if (1) there have been no substitutions or
additions of securities to the pertfolio during the
previous fiscal year; (2) information generally
contained in the trustee's report is annually filed as
part of the registration statement and made part of the

(continued...}
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prospectuses used in the secondary market., The staff believes
that eliminating the audit requirement for secondary market
prospectuses under these circumstances will provide substantial
cost savings to the industry without reducing investor
protection.
r Third-Party Financlal Statements

Since the early 19808, UIT speonsors have created trusts
containing bonds that are whelly cor significantly guaranteed or
insured by wvarious third parties. €2/ Of the aover 9,000 trust
series registered with the Commission, 24.5% contain portfolie
securities that are insured cr guaranfeed.

Under informal practices developed hy the Division in 19280,
registrants have not been reguired to ineclude financial
statements of guarantors or insurers of portfolio securities in
their registration statements. However, the staff has reguired

sponsors of "gquaranteed" (but not insured) trusts to make

guarantor financial statements available on request so that

prospective unitholders can assess the gquality and value cof the
guarantees. The Commission's accounting regqulations (Regulation

5-X) [17 CFR 210.3-10) reguire the financial statcments of each

8l/(...continued)
prospectus; (3) the trustee is audited annually by an
independent public agccountant; and (4) the trustee
receives an ungualified report on the internal
accounting controls of its trust operaticns.

62/ Several sponsers of insured UITs have chtained exemptive
relief from the provisions of secticn 17 of the 1540 Act
which prohibit affiliated transactliens hecause the insurers
are affiliated with the UITs whose portfeliocs they insure.
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guarantor of any class of securities of a registrant to be
included in the registration statement. Because the securities
of a UIT, i.e., the units, are not themselves guaranteed but can
represent an undlvided interest in a portfolie that is wholly or
partially gquaranteed, this provision of Regulation S-X does not
technically apply to UITs with guaranteed portfolioc securities.
Howaver, the effect of the guarantee iz functicnally similar.

Form N-7 as originally propeosed would have required
guaranteor financial statements to be part ¢f the registration
statement bhut would have excepted insured trusts from this
requirement. When Form N-7 was reproposed, the requirement was
extended t$ insurers as well as guarantors because, in the view
of the Commission, they are functionally equivalent. This aspect
of Form N-7 generated significant controversy. Industry
commenters opposed inclusion of any third-party financial
statements in the registration statement, citing ciwvil liability
under the Securities Act 63/ of sponsors for a third party's
financial statements over which they have nc control and cannot
verify. The commenters alsc argued that investors would have
graat difficulty understanding insurance company financial
statements. 1In addition, commenters said that state regulation
ef insurance companies and publicly availakle ratings from

national rating organizations would provide sufficient investor

£3/ Section 11 [15 U.S5.C. 77k] sets forth the civil liakilities
for which any person acquiring a security registered under
the Securities Act may recover with respect t¢ material
misstatements or omissicns in the registration statement.
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safeguards.

Thé staff cf the Commission has not resclved whether these
"safeguards" are acceptable substitutes for disclosure and
liability under the federal securities laws. In the Commission's
Eecently—issued repart to Congress regarding the financial
quarantee market, it was estimated that municipal hond insurers
had a qurrent exposure to losses of approximately 5300
killien. 84/ ©One large insurer, AMBAC, Ing., (YAMBAC™) has paid
at least twenty claims, the largest of which relates to the
Supply System defaunlt, for which its aqﬁfegate exposure is $75.5
millien. 65/ AMBAC has alsc paid claims resulting from four
industrial revenue bond issue defaults with an aggregate par
value of $79 million. 68/ Through this financial adversity
AMBAC's high credit rating has remained intact. The Commission's
Finangeial Guarantee Market Report concluded {1} that the
existence of a guarantor should not be determinative of whether a
security sheould be exempt from registration; (2) that ratings
issued by rating agencies are not adequate substitutes for the
registraticn and reporting regquirements under the securities

laws; and {(3) that the current level of state requlation does

84/ Report by the United States Securities and Exchange
Commission on the Financial Guarantee Market: The Use
of the Exemption in Section 3({a)(2) of the Securities
Act .for Securities Guaranteed by Banks and the Use eof
Insurance Policies to Guarantee Debt Securities (Aug.
28, 1987) ("Financial Guarantee Market Report") at 43.

65/ Id. See supra text accompanying notes 48-50.
68/ Pinancial Guarantee Market Report at 48.
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not provide for the safe and sound operation of financial
guarantee insurers. 87/

C. he ecial In ctioc

As a result of, amcng cther things, the rapid growth in the
UIT industry, the Division has initiated a preject to evaluate
the UIT industry and te determine whether any regulatary changes
are needed. Part of the Division's project is te cenduct speecial
inspections of ten percent (10%) of the 240 unit investment
trusts registered with the Commission under the Investment
Company Act of 1940 (excluding UlTs formed as separate accounts
of insurance companies). Because of the Division's concerns
about potential problems in the way securities are chosen by a
UIT sponsior for inclusion in a UIT, the Division's special
inspection project is focussing on the fellowing areas:

1. The process followed by UIT spoensors in deciding what
gsecurities should be placed in the portfolic of a
particular series of a UIT;

2. How and by whom the securities in the portfolis are
valued con a pericdic basis; and

3. Sales practices used by UIT underwriters in
distributing units to investors.

In addition, the special inspecticn project is focussing on (1)
secondary market operations by brekers in UIT units, and (2)

experience of investors in the eventual ligujdation of UIT

&7/ I4. at 81=85.
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portfclic securities and termipaticn of a series. The proiect
alsao invelves heightened review of UIT disclosure documents by
the Division's disclosure branches. The Division axpects to
complete its special inspection project by September 30, 1989,
and at that time will transmit to the Commission its evaluations
and recommendations for action.
IV. Conclusion

UITs have emerged as a popular consumer investment in the
last twenty years. Like a mutual fund, a UIT cffers liguidity
and diversity at an afferdable price. Uﬁlike a mutual fund,
however, a UIT incurs neo annual advisory fee, few if any
kbrokerage commissions, and offers the certainty of knowing
gxactly what securities the UIT owns (and except in the rare
circumstances ¢f eliminations or substitutions, will always own).
3s long as debt securities are attractive investments, UITs

should remain popular.



