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37778 Federal Register / Vol. 53, No. 188 / Wednesday, September 28, 1988 / Proposed RulesList of Subjects in 9 CFR Part 78Animal diseases, Brucellosis, Cattle,Hogs, Quarantine, Transportation.
PART 78 BRUCELLOSISAccordingly, we propose to amend 9CFR Part 78 as follows:1. The authority citation for Part 78would continue to read as follows:

Authority: 21 U.S.C. lll 114a l, 114g, 115,
117,120,121,123-126,134b, 134f; 7 CFR 2.17,
2,51, and 371.2(d).

§ 78.8 [Amended]2. In the introductory text of§ 78.8(c)(1), the phrase “ , other thanfemale cattle which originate in Class BStates or areas or Class C States orareas,” would be added immediately before the word “may.”3. In § 78.8(c)(2) “78.9(d)(3)(iv), or78.9(d)(3)(v)” would be removed and “or78.9(d)(3) of this part” would be addedin their place.4. In § 78.9, the first sentence of theintroductory paragraph would berevised to read as follows:
§ 78.9 Cattle from herds not known to be
affected.Male cattle which are not test eligible and are from herds not known to beaffected may be moved interstate without futher restrictions. Female cattle which are not test eligible and are fromherds not known to be affected may bemoved interstate only in accordancewith § 78.10 of this part and thissection. * * ** * * * *5. In § 78.9 the introductory text ofparagraph (d) and paragraph (d)(3)would be revised to read as follows:
§ 78.9 Cattle from herds not known to be
affected.* * * * *(d) Class C States/areas. All femalecattle and test-eligible male cattle, which originate in Class C States orareas, are not brucellosis exposed, and are from a herd not known to beaffected may be moved interstate fromClass C States or areas only under theconditions specified below:★ * * * *(3) Movement other than in
accordance with paragraphs (d)(1) or (2)
o f this section. Such cattle may bemoved interstate other than inaccordance with paragraphs (d)(1) or (2)of this section only if such cattle originate in a certified brucellosis-free and are accompanied, interstate by acertificate which states, in addition tothe items specified in § 78.1 of this part,that the cattle originated in a certified brucellosis-free herd.

6. In § 78.10, the heading and paragraph (b) would be revised and anew paragraph (c) would be added toread as follows:
§ 78.10 Official vaccination of cattle
moving into and out of Class B and Class C
states or areas.* * * * *(b) Female cattle bom after January 1,1984, which are 4months of age or over must be official vaccinates to move intoa Class C State or area 4 unless they aremoved interstate directly to arecognized slaughtering establishmentor quarantined feedlot or directly to an approved intermediate handling facilityand then directly to a recognized slaughtering establishiment. Female cattle eligible for official calfhoodvaccination and required by thisparagraph to be officially vaccinatedmay be moved interstate from a farm oforigin directly to a speifically approvedstockyard and be officially vaccinatedupon arrival at the specifically approvedstockyard.(c) Female cattle born after January 1,1984, which are 4 months of age or over must be official vaccinates to move interstate out of Class C State or area 4under § 78.9(d)(3) of this part. Femalecattle from a certified brucellosis-freeherd that are eligible for officialcalfhood vaccination and required bythis paragraph to be officiallyvaccinated may be moved interstate from a farm of origin directly to aspecifically approved stockyard and beofficially vaccinated upon arrival at thespecifically approved stockyard.

Done in Washington, DC, this 23rd day of
September 1988.
James W. Glosser,
Administrator, AnimalandPlantHealth
Inspection Service.
[FR Doc. 88 22218 Filed 9 27-88; 8:45 am]
BILUNG CODE 3410 34 M

SECURITIES AND EXCHANGE
COMMISSION

17 CFR Part 240

[Docket No. 34-26100; File No. S7 20 88]

Municipal Securities Disclosure

A G EN CY : Securities and Exchange
Commission.
a c t i o n : Proposed rulemaking.

4 F e m a le ca t t le im po rted in to the U n ite d S ta te s
m a y b e e x e m p te d from the v a c c in a t io n
requ irem en ts o f th is p a rag rap h w ith the con cu rre n ce
o f the S ta t e an im a l h ea lth o f fic ia l o f the S ta t e o f
d e s tin a tio n . T h is con cu rren ce is requ ired prior to
im po rta tion o f the ca t t le in to th e U n ite d S ta te s .

s u m m a r y : The Securities and ExchangeCommission is publishing for commentproposed Rule 15c2 12, which wouldrequire that municipal securities underwriters review and distribute toinvestors issuer disclosure documents. The proposed rule would require thatunderwriters obtain and review a nearlyfinal official statement prior to biddingon or purchasing an offering ofmunicipal securities in excess of tenmillion dollars. An underwriterparticipating in an offering of a newissue of municipal securities in excess often million dollars also would have tocontract with the issuer or its agents toobtain final official statements insufficient quantities to make themavailable to purchasers in accordance with rules established by the MunicipalSecurities Rulemaking Board. Inaddition, underwriters would have toprovide copies of preliminary and finalofficial statements upon request. TheCommission also is publishing itsinterpretation of the legal obligations ofmunicipal underwriters. The interpretation, on which the Commissionhas invited comments, generallyemphasizes that in conjunction withtheir review of offering documents, municipal securities underwriters musthave a reasonable basis for believing inthe accuracy of key representationsconcerning any municipal securities thatthey underwrite. Finally, theCommission is requesting comment on arecent proposal by the Municipal Securities Rulemaking Board toestablish a central repository to collectinformation concerning municipalsecurities.
DATE: Comments should be received onor before December 27,1988.
A D D R ESS : Comments should besubmitted in triplicate to Jonathan G. Katz, Secretary, Securities and Exchange Commission, 450 Fifth Street,NW., Mail Stop 6-9, Washington, DC20549. Comment letters should refer toFile No. S7-20-88. All comment lettersreceived will be made available forpublic inspection and copying in theCommission’s Public Reference Room,450 Fifth Street, NW., Washington, DC20549.
FOR FURTHER INFORMATION CONTACT:Catherine McGuire, Esq., Special Assistant to the Director, (202) 2722790;Robert L.D. Colby, Esq., Chief Counsel,(202) 272 2848; Edward L. Pittman, Esq.,Special Counsel, (202) 272 2848; or BethE. Mastro, Esq., Branch Chief (regardingPart IV), (202) 272 2857; Division ofMarket Regulation, Mail Stop 5 1,Securities and Exchange Commission,

- -

- -
- -

- -

-
— 

-- -- -



             

     
                                                                                                                                                                                                                     

 

                                                                                                                                           
       
         
        

        
         

         
  

       
       

          
        
         

     
    

       
       

    
  

                                                                                                                                                     
       
       

     

         

          
 

     
         

    
       

        
       

        

           
          

Federal Register / Vol. 53, No. 188 / Wednesday, September 28, 1988 / Proposed Rules 37779

450Fifth Street, NW., Washington, DC
20549.I. Introduction
A. BackgroundThe Securities and ExchangeCommission (“Commission”) isproposing for comment Rule 15c2 12under the Securities Exchange Act of1934(“Exchange Act”),1which isdesigned to prevent fraud by improving the extent and quality of disclosure inthemunicipal securities markets. Proposed Rule 15c2 12 would requirethat underwriters of municipal securities offerings exceeding $10million obtain and review a nearly final officialstatement before bidding on orpurchasing the offering. The rule alsowould require underwriters of municipal offerings exceeding $10million tocontract with the issuer or its agents toobtain final official statements insufficient quantities to permit delivery toinvestors in accordance with anyrequirements of the Municipal Securities Rulemaking Board (“MSRB”) and, depending on the time of the request, tomake available a single copy of thepreliminary and final official statement to any person on request. In addition, the Commission is publishing aninterpretive statement, on which it has invited comments, emphasizing theresponsibility of municipal underwriters, after reviewing the issuer’s officialstatement, to have a reasonable basisfor belief in the substantial accuracy ofkey representations contained in theofficial statement, as well as any otherrecommendations that they make regarding the offering.The Commission recognizes that Rule15c2 12, if adopted as proposed, wouldimpose new requirements onunderwriters and also might have an impact on issuers. In particular, although the rule would place the direct burden ofobtaining final official statements on theunderwriter, an obvious consequence would be that underwriters wouldrequire some issuers to make availableofficial statements at a time when, or inquantities in which, they currently might not be produced. The rule is intended tostimulate greater scrutiny byunderwriters of the representations made by issuers and the circumstances surrounding the offering. TheCommission believes that it isworthwhile to explore the possibilitythat the imposition of these requirements will result in benefits bothto themunicipal securities markets as a whole and to individual investors.

115 U .S .C . 78a 78 jj.

The Commission’s decision to propose Rule 15c2 12 at this time reflects itsconcern about the current quality ofdisclosure in certain municipal offerings. At the time the securities laws first wereenacted, the market for most municipal securities largely was confined tolimited geographic regions. Thelocalized nature of the market arguablyallowed investors to be aware of factorsaffecting the issuer and its securities.2Moreover, municipal securities investors were primarily institutions, which inother instances have been accorded less structured protection under the federalsecurities laws. Since 1933, however, themunicipal markets have become nationwide in scope and now include abroader range of investors.Today, state and local government obligations are a major factor in theUnited States credit markets. Currently, over $720 billion of municipal debt isheld by investors.3Moreover, while newofferings of municipal securities declined in 1987 compared to previous years, they nevertheless accounted for $114 billion.4Households now are significant investors in municipal securities. On average, households, including unit investment trusts, haveaccounted for slightly over one-third ofthe direct holdings of municipal securities in recent years. Up to anadditional 21%of municipal holdings are owned indirectly by households, in theform of mutal fund shares.5At the same time that the investor base for municipal securities has become more diverse, the structure ofmunicipal financings has become increasingly complex. In the era preceding adoption of the Securities Actof 1933 (“Securities Act”) 6municipal offerings consisted largely of generalobligation bonds. Today, however, municipal issues include a greaterproportion of revenue bonds that are not backed by the full faith and credit of agovernmental entity and which, in manycases, may pose greater credit risks toinvestors. In addition, more innovative
* See Final Report in the Matter o f Transactions

in the Securities o f the C ity  o f N ew York. S u b m itte d
to the S e n a te C o m m itte e o n B an k in g , H o u s in g a n d
U rb a n A f fa ir s , 96th C o n g . , 1 s t S e s s . (C o m m . P rin t
1979) reprinted in (1979 T ra n s fe r B inder] F e d . S e c . L
R ep . ( C C H ) U 81,936 ( N e w Y o rk C i t y F in a l R ep o r t
o r F in a l R ep o r t ) .

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

4 S o u r ce : B o n d B u y e r D a ta B a se , published in T h e
B o n d B uyer , Ju ly 15 ,1988 , a t 3. In 1986, n e w issu e s
o f m u n ic ip a l se cu r it ie s d e c lin e d to $162 b illio n from
the 1985 reco rd h igh am ou n t o f  $223 b illio n . Id. See
also. F ed e ra l R e se rv e B u lle tin D o m e s t ic F in a n c ia l
S t a t is t ic s fo r N e w S e cu r ity is su e s .

8Source: Flow of Funds Accounts, First Quarter
1987; see also Peterson, Reta il Buyers Dominate
Tax Exempts, Credit Week (June 20 ,1988).

6 15 U .S .C . 7 7 a 7 7 aa .

forms of financing have focusedincreased attention on call provisions and redemption rights in weighing themerits of individual municipal bond investment opportunities. Among otherinstruments, municipal issuers haveutilized tax exempt commercial paper, tender option bonds, and compound interest bonds in an effort to satisfy theneeds of investors and assure efficientfunding of municipal projects. Moreover, municipal issuers recently have begun toimport financing techniques developed in the corporate debt markets to sellasset backed securities.7In 1975, Congress, recognizing thatchanges had occurred in the municipal securities markets, enacted a self- regulatory scheme for these markets.8The Securities Acts Amendments of1975 9created the MSRB and provided asystem of regulation for both municipal securities professionals and themunicipal securities markets. At thesame time, however, a financial crisis experienced by the City of New York revealed serious disclosure problems inofferings of New York City’s municipal 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.10The New York City Staff Report revealed that from October 1974 throughApril 1975, a period during which underwriters distributed approximately$4 billion in short term debt securities, New York City had serious, undisclosedfinancial problems. Moreover, a number of proposals concerning the need tomodify or increase disclosure about theCity’s problems were rejected by theunderwriters for fear that accuratedisclosure would render the securities unmarketable.11 Even when a decision was made to disclose potential problems in the face of the worsening budget crisis, some underwriters denied that they had any duty to “rummage around" to determine whether, in fact, therewould be revenues available to retire a contemplated offering of notes.12The
7 See generally A m d u r sk y , Creative State and

Loca l Financing Techniques, in State and Loca l
Government Debt Financing (G e l fa n d ed . 1987).

8 S . R e p . N o . 75, 94th C o n g . , 1 st S e s s . 3 4 (1975).

• P ub . L . N o . 94 29 , 89 S ta t . 97 (June 4 ,1975) (
1975 A m e n d m e n ts ).

10 Securities and Exchange Commission S ta ff
Report on Transactions in Securities o f the C ity o f
N ew York, Subcommittee on Econom ic
Stabilization o f the House Committee on Banking,
Finance and Urban Affairs, 95th C o n g . , 1 st S e s s .
(C o m m . P rin t. 1977) (H e re in a fte r , N e w Y o rk C i t y
S t a f f R ep o r t ). See also N e w Y o rk C i t y F in a l R eport.

11 N e w Y o rk C i t y S t a f f R ep o r t a t c h . 5, p p . 39 65 .

13 N e w Y o rk C i t y S t a f f R ep ort a t ch . 5, p . 51.
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37780 Federal Register / Vol, 53, No. 188 / Wednesday, September 28, 1988 / Proposed Rulesunderwriters reduced the size of theirown positions in the City’s debt and ceased purchasing the securities for fiduciary accounts, but they continued to sell them to the public.The recently released Commission staff report concerning the WashingtonPublic Power Supply System (“SupplySystem”) 13 provides a secondillustration of inadequate disclosure inan extremely large municipal debtoffering. As discussed more fullytherein, in 1983 the Supply Systemdefaulted on $2.25 billion in principal14on tax-exempt revenue bonds sold tofinance the construction of two nuclear power plants. The default on the bonds was the largest payment default in thehistory of the municipal bond market. The staff s investigation of the default disclosed that the underwriters of theSupply System’s offerings did not conduct a close examination of theissuer’s disclosure to determine thesubstantial accuracy of statements made to investors at the time the bonds were sold.18The Supply System’s offerings tookplace over the course of four years, from1977 to 1981. All but one of the 14offerings by the Supply System during this period were underwritten on a competitive basis.16Only two sellinggroups, however, successfully bid on theofferings. Despite the magnitude, frequency, and size of the offerings, and the fact that only one or two syndicateswere bidding on the offerings, theunderwriters did not require their public finance units to conduct an investigation,17 or retain underwriters’
13 Securities and Exchange Commission S ta ff

Report on the Investigation in the Matter o f
Transactions in Washington Public Supply System
Securities (1988} (H e re in a fte r , S u p p ly S y s te m S t a f f
R ep o r t ) .

14 Id. a t 1 .

16 Id. a t 15 ,1 6 8 .

16 S a le s o f m u n ic ip a l b o n d s b y issu e rs to
u nderw rite rs c an b e o n e ith er a co m p e tit iv e ly b id or
a n e go tia te d b a s is . In a co m p e tit iv e ly b id sa le , the
issu e r o ffe r s the b o n d s to u nd erw rite rs in a se a le d
b id au c t io n , u su a lly a fte r c ir cu la t in g a p re lim in a ry
o f fic ia l s ta tem en t, a n d und erw ritin g firm s fo rm
sy n d ic a te s to b id on th e b o n d s . T h e sy n d ic a te
o ffe r in g the b e s t b id , u su a lly the lo w e s t in te re st co s t
to the issue r , w in s the au c t io n a n d b u y s the b o n d s
fo r re sa le in to the m arke t. In a n e go tia te d sa le , the
issu e r se le c ts a le a d u nderw rite r , w h ic h then
u su a lly h e lp s p repare th e o ffic ia l s ta tem en t a n d
in v e s t ig a te s the a d e q u a cy o f d is c lo su re in the
o ffic ia l s ta tem en t. T h e le a d u nderw rite r a lso
a d v is e s on tim in g , p r ice , a n d stru c tu re fo r the sa le o f
the b o n d s . W h e n the issu e r a g re e s to the o ffe r in g
term s , the le a d u nd erw rite r , a n d the sy n d ic a te th a t
it h a s fo rm ed , b u y the b o n d s from the issu e r a n d se ll
them in to the m arke t. See  generally Su p p ly S y s te m
S t a f f R ep ort a t 166 87 .

17 S u p p ly S y s te m S t a f f R ep ort a t 171.

counsel to conduct an investigation, as they would have done customarily innegotiated sales.18The Commission recognizes that theWashington Supreme Court’sdecision 19 invalidating contractualagreements between the Supply Systemand a number of public utilities in the Pacific Northwest was the precipitating factor in the Supply System’s default.The most critical nondisclosures relating to matters apart from legal validityoccurred after the great majority of theofferings had gone forward. Nevertheless, serious questions existconcerning whether the officialstatements for the Supply System’sbonds adequately disclosed significantfacts. Among other things, facts existedthat call into question the adequacy ofdisclosures regarding the estimated costto complete the Supply System’sprojects, the ability of the SupplySystem to meet its growing financingneeds, the projected demand for power in the Pacific Northwest, and the extentto which the participating utilities continued to support the Supply Systemproject. The Commission is concernedthat the underwriters did not investigatecosts and delays in the project in a professional manner. Had they done so, it is possible that they would haveuncovered disclosure deficiencies in the official statements for the later offerings, and could have brought to the attention of the public important information regarding delays in completing thepower plants and cost overruns that might have affected individual investment decisions.
B. Need for ImprovementsNotwithstanding 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 releaseof the New York City Staff Report. Municipal issuers have increasedsubstantially the quality of disclosure contained in official statements.20The

, s S u p p ly S y s te m S t a f f R ep o r t a t 191 192 .

19 Chem ical Bank v. Washington Public Power
Supply System . 99 W a s h . 2d 772, 666 P .2d 329
(W a sh . 1983), aff d, 102 W a s h . 2d 874, 691 P .2d 524
(W a sh . 1984), cert denied sub nom. Haberman v.
Chem ical Bank, 471 U .S . 1065 (1985), and Chem ical
Bank v. Public Utility  D is t No . U 471 U .S . 1075
(1985).

80 T h e N e w Y o r k C i t y S t a f f R ep o r t r e v e a le d th a t
there w a s lit t le d is c lo u sre in th e m u n ic ip a l
se cu r it ie s m ark e t in 1975 a n d th a t in v e s to rs h ad to
re ly p rim ar ily o n the ra tin g a g e n c ie s . See N e w Y o rk
C i t y S t a f f R ep o r t a t ch . 5, p . 5.

voluntary guidelines for disclosure established in 1976 by the Government Finance Officers Association("GFOA”),21 which are followed bymany issuers, permit investors tocompare securities more readily andgreatly assist issuers in addressing theirdisclosure responsibilities.22Moreover, when an issuer voluntarily preparesdisclosure documents, the MSRB’s rulesnow require that the documents bedistributed to investors.23Other means of enhancing thedisclosure provided to investors in theinitial distribution of municipal securities are also under consideration. Two states, for example, have recentlyproposed laws requiring that official statements accompany or precede delivery of a confirmation for the sale ofcertain municipal securities, in the samefashion as corporate securities.24 Inaddition, two other states recently haveexcluded from the definition of anexempt security, for state blue sky purposes, the securities of municipalissuers that have been in default.25Members of the municipal securitiesindustry and the MSRB also have recommended the establishment of acentral repository for official statementsthat would provide municipal securitiesdealers and others with rapid access toinformation, from a single source, concerning the details of an offering andthe terms of any call provisions.28Despite these developments, a numberof commentators have recently expressed concern about a reduction ofinvestor confidence in the municipal securities markets and have urged thatmechanisms be established to improvethe timeliness, dissemination, and
21 T h e G F O A w a s k n o w n a t the tim e as the

M u n ic ip a l F in a n c e O f f i c e r s A s s o c ia t io n , In c .

22 T h e G F O A s g u id e lin e s h a v e been revised
s in c e 1976. T h e la te s t rev is io n w a s pub lished earlier
th is y e a r . See Disclousre Guidelines for State and
Local Government Securities ( Jan uary 1988)
( G F O A G u id e l in e s ) .

23 See d is cu s s io n infra a t n o te s 5 1 ,52 and
a c c o m p a n y in g te x t , regard in g M S R B rule G 32.

24 See Minn. Code Agency R . § 2875.2390 and
p ro p o sed § 2875.0015 (e x cep t fo r genera l obligation
b o nd s) . See also A . 8100/S . 0093, am end ing N. Y.
Gen. Bus. Law § 352 a n d a d d in g § § 357 a and 359
f f f f (e x cep t fo r ge n e ra l o b lig a tio n bonds) (still
p end in g in N e w Y o rk S ta te A s s e m b ly ) . O the r states
a lr e a d y h a v e la w s th a t requ ire su ch disclosure for
c e r ta in ty p e s o f o ffe r in g s . See, e.g., Ariz. Rev. Slot.
Ann. §§ 44 1843.01 a n d 44 1898 (certa in industrial
d e v e lop m en t b o n d s) . T h e C o m m is s io n also has
lea rn ed th a t d ra ft ru les are b e in g circu la ted by the
S ta t e o f T e x a s th a t w o u ld requ ire issuers to
con fo rm to the G F O A G u id e lin e s .

24 See S 517.051, F lo r id a S e cu r it ie s a nd Investor
P ro te c tion A c t (un less d e fa u lt d is c lo se d and
d e s cr ib e d in co m p lia n ce w ith Fla. Admin. Code,
R u le 3E 400 .003); N e w Je rse y U n ifo rm Securities
L a w , § 49 .3 50 .

26 See d is cu s s io n infra a t P art IV .

- -

- -

“ ’ 
" 

“ " 

-

-

-

' 

-
- -



                                                                                                                               
      
        

         
       

       
        

      
        

 

         
        

     
         

      
      

    
      

      
      

       
      

         
        

          
         

     
           
         
         

         
       
       
       

      
        

    
   

      
    

                                                                    
       

       
         

      
       

        
       

        
        

         
  

       
       
          

      
       

       
     
        

       
        

        
        

        
           
       

        
       

         
       

         
       

      
         

      
    

       
        

       
         
        

       

                                                                                                                                       
              

     
         

        
      
        

      
        

      
       
     
        

      
       

       
 

     
         

         
      

      

        
      

       
    

Federal Register / Vol. 53, No. 188 / Wednesday, September 28, 1988 / Proposed Rules 37781quality of disclosure.27 Although therecent measures by the MSRB, state regulators, and industry groups are significant, the Commission believes that further steps designed to encourage timely dissemination of disclosure toinvestors in large offerings of municipal securities, and to affirm baselinestandards of underwriter review of thisdisclosure, warrant consideration.In the absence of specificallymandated disclosure standard^ to whichmunicipal issuers can adhere,28 theunderwriter’s review of disclosureconcerning the financial and operationalcondition of the issuer can assume added importance as a means ofguarding the integrity of new offerings. The Commission understands that manymunicipal underwriters currently conduct an investigation of the issuer innegotiated municipal offerings that, inmany respects, might be comparable tothe investigation conducted byunderwriters in corporate offerings. Nevertheless, the practices revealed inthe Supply System Staff Report underscore the need to explore thebenefits that would result from a specific regulatory requirement thatunderwriters of municipal securities beuniformly subject to a requirement toobtain and review a nearly finaldislosure document and make disclosure documents available to investors in both negotiated and competitive offerings.
27 See, e.g., C ic c a ro n e , Municipal Bondholders

NeedMore Information, W a l l S t . J . , M a r c h 27 ,1987 ,
at 22, col. 3; C ic c a ro n e , We N eed Better M un i
Disclosure, 13 F in an c ia l W o r ld , 156 (June 30,1987);
Ferris, Muni Market Needs Policing and Guidelines
forDisclosure, T h e B on d B uyer , A u g u s t 31 ,1987 , a t
1; Disclosure Takes Place Among Top Municipal
Market Issues This Year, T h e B on d B uyer , M a r c h 7,
1988, at 1.

28 In the past, the C o m m is s io n h a s su p p o r ted the
repeal o f the exem p tion from reg istra tio n u nd er the
Securities A c t fo r industr ia l d e v e lo p m en t b o n d s
( IDBs ). See Letter from Jo h n S .R . S h a d , C h a irm a n ,
Securities and E x ch an g e C o m m is s io n , to the
Honorable T im o th y E . W ir th , C h a irm a n , H o u se
Subcommittee on T e le co m m u n ica t io n s , C o n su m e r
Protection, and F in an ce (M a rch 12 ,1988); 1978
Industrial D eve lop m en t B on d A c t , S . 3 3 2 3 ,95th
Cong., 2d S e ss . (1978) ( le g is la tiv e p ro p o sa l
presented to C o n g re ss b y the C o m m is s io n ) . ID B
financing w a s restr ic ted su b s ta n tia lly b y re cen t
amendments to the fed era l ta x la w s , w h ic h lim it the
types o f fa c ilit ie s tha t m a y b e f in a n c e d , th e

i percentage o f p ro ceed s th a t m a y b e u se d fo r p r iva te
purposes, and the am oun t o f d eb t s e rv ice th a t m a y
be supported b y p aym en ts from p riva te p erso n s .

! ¿ee T ax Reform A c t o f 1986, P ub . L . N o . 99 5 1 4 ,1 0 0
| Stat. 2085 (O c t . 22 ,1986). U n d e r R u le 131 o f the
I Secunhes A c t . 17 C F R 230.131, ta x a b le ID B s a lso

must be registered i f th ey am ou n t to p u re ly con d u it
; mancing for co rpora tion s . N e v e r th e le s s , to the
; limited ex ten t ID B fin an c in g c o n tin u e s , the
j ommission con tin ues th a t to su p p ort p re v iou s

recom m endations tha t w o u ld requ ire reg is tra tio n o f
lUBs that are , in fa c t , co rp ora te o b lig a t io n s . See
disclosure in Municipal Securities Markets,

D a v id S .R u d e r , C h a irm a n , Se cu r it ie s
and Exchan ge C o m m iss ion , B e fo re the P ub lic
securities A ss o c ia t io n (O c t . 2 3 ,1987) a t 17 18 .

The Commission understands that no amount of increased review of offering materials by municipal underwriters willprevent municipal defaults totally,29 but the Commission believes that responsible review by underwriters ofthe information provided by municipal issuers, in both competitive and negotiated offerings, could encourage more accurate disclosure. Investors plainly depend on accurate disclosure inconsidering whether to buy the offered securities. Moreover, it is a commonbelief, which the Commission shares, that investors in the municipal markets rely on the reputation of theunderwriters participating in an offering in deciding whether to invest.As noted earlier, the complexity ofmunicipal bonds recently offered to thepublic increases the value of accuratedisclosure of the terms of bond offerings. For example, inadequate disclosure ofcall provisions has resulted in several recent incidents in which municipal issuers attempted to call bonds that hadbeen traded in the secondary markets as escrowed-to-maturity.30Because these
29 O f th e a p p ro x im a te ly $720 b illio n in m u n ic ip a l

d e b t o u ts ta n d in g , it is e s t im a ted th a t a p p ro x im a te ly
$5 b illio n , o r rou gh ly 0 .7 p e rce n t , is cu rren tly in

d e fa u lt . S o u r ce ; B o n d In ve s to r s A s s o c ia t io n . W h i le

the S u p p ly S y s te m s $2.25 b illio n p a y m e n t d e fa u lt
rep re sen ts the m a jo r p or tion o f th is am ou n t , o v e r
300 a d d it io n a l m u n ic ip a l is su e rs a re a ls o cu rren tly

in d e fa u lt o n th e ir o b lig a t io n s . Id. In c on tra s t ,
c o rp o ra te is su e s a re e s t im a ted to h a v e rou gh ly a

1.1% d e fa u lt ra te . See T a s k F o r c e R ep o r t , infra no te
34, a t 7.

Is su e r d e fa u lts p o se the m o s t se r iou s e co n o m ic
th rea t to in v e s to r s . N e v e r th e le s s , in v e s to r s a ls o m a y
su ffe r lo s s e s a s a re su lt o f d o w n g ra d e s in ra tin g s . In
1987 a lo n e , o n e n a t io n a lly r e co g n ize d s ta t is t ic a l
ra tin g o rg an iz a t io n , M o o d y s , lo w e re d the ra tin g s o f
322 m u n ic ip a l b o n d is s u e s . See Municipal Bond
Rating Revisions 1987, M o o d y s B o n d S u r v e y ,
Ja n u a r y 11 ,1988 , a t 1. M o o d y s report in d ic a te d th a t
a lm o s t h a l f o f th e is su e s d o w n g ra d e d w ere
co n ce n tra ted in th ree s ta te s c lo s e ly tied to m in era l
se c to r s . D u r in g the sam e per io d , S ta n d a r d & P oo rs
red u ced ra tin g s o f 105 is s u e s , am ou n tin g to $17
b illio n . Credit Watch (F eb . 1 ,1988 ), a t 1 . A lth o u g h
th ere is n o t a g re a t d e a l o f e m p ir ica l d a ta in th is
a re a , d o w n g ra d in g s c le a r ly a f fe c t the v a lu e o f
b o n d s . F o r e x a m p le , y ie ld s to m a tu r ity o n 30 year
A A A ge n era l o b lig a t io n b o n d s a re 7.60% a s
co m p a re d to 8.30% fo r th e sa m e b o n d s ra ted B a a .
T h e d ire c t im p a c t o f d o w n g ra d e s , h o w e v e r , m a y
d ep en d upon the am o u n t o f o th e r in fo rm a tion th a t is
a v a i la b le in th e m ark e ts . See generally, e.g.,
E d e r in g to n , Y a w i t z & R o b e r ts , The Information
Content o fBond Ratings. 10 J . F in . R e s . 211 (F a ll
1987) (d is cu ss in g the re la tio n sh ip b e tw e e n ra tin g s
a n d y ie ld s o n ind u s tr ia l b o nd s) .

30 B o n d s a re co n s id e re d to b e e s cro w e d to
m a tu r ity w h e n the p ro ce ed s o f a re fu nd in g b o n d
o ffe r in g are p la c e d in a n ir r e v o ca b le e s c ro w
a c c o u n t , o r tru st, in a n am ou n t th a t w ill g e n era te
su f f ic ie n t in com e to p a y p r in c ip a l a n d in te re st o n
the b o n d s in a c c o rd a n c e w ith sp e c if ie d p a ym en t
sch ed u le s .

bonds had been sold to investors in thesecondary market on the basis of theyields to a fixed maturity, the exerciseof early call provisions in theoutstanding bonds would have altered significantly the actual yield received by investors.81Apart from concerns about the quality of disclosure, it appears that problemsalso exist with regard to the timely dissemination of disclosure documents. Currently, many issuers routinely prepare official statements that conform to the GFOA Guidelines for offerings exceeding one million dollars. The preparation and timely dissemination ofofficial statements, in conjunction with acareful review of the issuer’s disclosure by the underwriters, are important disciplines that benefit the participantsas well as investors. The Commission isaware, however, that in some casesunderwriters do not receive sufficientquantities of official statements, or donot receive official statements within time periods that would allow theunderwriter to examine the accuracy ofthe disclosure and to disseminate copies to investors in a timely manner. In rulefilings with the Commission, forexample, the MSRB has indicated that the completion and delivery of officialstatements often is given a low priority by underwriters and financialadvisors.32 In addition, it appears that many public finance personnel are unfamiliar with the requirements of theMSRB regarding the delivery of officialstatements.33 These information dissemination problems are evidencedby a recent report by the Public Securities Association, prepared after an extensive survey of its members, which concluded:Based on consistent {* * responses]
* * * there appears to be a timing problemwhen the availability of disclosure

31 T h e issu e rs u ltim a te ly a b a n d o n e d their
a tte m p ts to c a l l th e b o n d s . T h e C o m m is s io n a n d its
s ta ff , a lo n g w ith th e M S R B a n d o th e r se lf re gu la to ry
a n d ind u s try o rg an iz a t io n s , h a v e e m p h a s ize d the
n e e d fo r c le a r a n d co n sp ic u o u s d is c lo su re o f c a l l
p ro v is io n s , p a r ticu la r ly in re fu nd in g b o n d is su e s .
See , e.g., le tte r from R ich a rd G . K e tch u m , D ire c to r ,
D iv is io n o f M a rk e t R egu la t io n , S e cu r it ie s a n d
E x c h a n g e C o m m is s io n , to H . K e ith B runnem er, Jr .
C h a ir m a n M S R B (June 24 ,1988); Se cu r it ie s
E x c h a n g e A c t R e le a s e N o . 23856 (D e c . 3 ,1986 ) , 51
F R 44398. M o re o v e r , th e C o m m is s io n u n d e rs tan d s
th a t s im ila r co n ce rn s e x is t w ith re sp e c t to
d is c lo su re o f e x e r c is e p er io d s fo r m u n ic ip a l pu t
o p tio n b o n d s .

33 See generally S e cu r it ie s E x c h a n g e A c t
R e le a s e s N o . 21457 (N o v . 2 ,1984 ), 49 F R 44835; N o .
21968 (A p r . 30 ,1985), 50 F R 18336; a n d N o . 22374
(A u g . 30 ,1985), 50 F R 36505 (con ce rn in g
am en d m e n ts to M S R B ru le s G 9 an d G 3 2 ) .

33 Id. See also, generally. P icker , The Disclosure
Debate Gets Nasty, In s t itu tio n a l In v e s to r (A p r il
1988) a t 169 (d is cu ss in g , a m o n g o th e r th in gs ,
p ro b lem s in d is se m in a t in g o ff ic ia l s ta tem en ts) .
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37782 Federal Register / Vol. 53, No. 188 / Wednesday, September 28, 1988 / Proposed Rulesdocuments are [sic} considered. Theempirical evidence confirms what has beenwidely accepted by themarketplace as aproblem in disclosure practices in themunicipal securities market.34The markets for municipal securities are vital to the financial management ofour nation’s state and localgovernments, and the availability ofaccurate information concerning municipal offerings is integral to theefficient operation of the municipal securities markets.38 In the Commission’s view, a thorough, professional review by underwriters ofmunicipal offering documents could encourage appropriate disclosure offoreseeable risks and accuratedescriptions of complex put and callfeatures, as well as novel financingstructures now employed in many municipal offerings. In addition, with theincrease in novel or complex financings, there may be greater value in havinginvestors receive disclosure documents describing fundamental aspects of theirinvestment Yet, underwriters areunable to perform this function effectively when offering statements are not provided to them on a timely basis.Moreover, where sufficient quantities ofoffering statements are not available,underwriters are hindered in meeting present delivery obligations imposed onthem by the MSRB’s rules.For these reasons, the Commission has determined to propose a limited ruledesigned to prevent fraud by enhancing the timely access of underwriters, publicinvestors, and other interested persons to municipal official statements. In thecontext of the assured access to offering statements provided by the proposed rule, the Commission also is reemphasizing the existence and nature of an underwriter’s obligation to have areasonable basis for its implied recommendation of any municipal securities that it underwrites.
34 Public Securities Association Municipal

Securities D isclosure Task Force Report Initial
Ana lysis o f Current Disclosure Practices in the
Municipal Securities Market (June 7988) ( T a sk
F o r c e R ep o r t ) a t 21.

35 T h e curren t p ro b lem s w ith d is c lo su re in
m u n ic ip a l se cu r it ie s tr a n sa c t io n s are illu s tra ted
further b y s ta t is t ic s on a rb itra tion th a t are a v a i la b le
from the M S R B . In 1987, rou gh ly 84% o f a ll cu s to m er
co m p la in ts , a n d 49% o f in te r d ea le r co m p la in ts , th a t
w e re arb itra ted th rough the M S R B a lle g e d tha t
in ad eq u a te in fo rm a tion w a s p ro v id ed co n ce rn in g
the se cu r it ie s . M SR B  Arbitration Statistics on
Allegations o f Misdescriptions and Failures to
D isclose Information about Municipal Securities;
1985-87 M a y 18, 1988) (unpub lish ed ) .

II. Discussion of Proposed Rule 15c2 12Rule 15c2 12 is designed to prevent fraud by establishing standards for theprocurement and dissemination byunderwriters of disclosure documents, thus enhancing the accuracy andtimeliness of disclosure to investors inlarge offerings of municipal securities.The rule’s standards for obtaining disclosure documents are intended toassist underwriters in satisfying theirresponsibility to have a reasonablebasis for recommending municipal securities that they underwrite. The rulealso is designed to provide underwriters greater opportunity to fulfill theirreasonable basis obligations by creating an express requirement for review of themandated nearly final official statement.The Committion believes thatproposed Rule 15c2-12 may promotegreater industry professionalism and confidence in the municipal markets. Inthe past, state and local governments have regarded regulation to enhance the municipal markets as beneficial, so longas there is no adverse impact on theircapital-raising function.36 Rule 15c2-12is designed to strengthen the municipal markets and to benefit all participants,including issuers. The Commission wishes to emphasize, however, that therule is not intended to inhibit the accessof issuers to the municipal markets. For this reason, the Commission isparticularly interested in receiving the views of municipal issuers on theprovisions of proposed Rule 15c2 12.
A . Scope o fRule 15c2 12As proposed, the provisions of Rule15c2 12 would apply only tounderwriters participating in offerings ofmunicipal securities that exceed $10million in face amount.37 Data supplied by the Public Securities Association and the MSRB indicate that in 1987,1,743long-term municipal debt offerings, accounting for about 25%of total longterm municipal debt offerings, exceeded$10 million. These offerings, however, raised over $89 billion, or approximately

38 See S . R e p . N o . 7 5 ,94th C o n g . , 1st S e s s . 44
(1975).

31 W h ile the C o m m is s io n h a s se t a n o b je c t iv e
th re sh o ld fo r the a p p lic a t io n o f R u le 15c2 J2,
o ffe r in g s u nd er tha t am ou n t w o u ld con tin u e to b e
su b je c t to the g e n e ra l an tifra u d p ro v is io n s o f the
E x c h a n g e A c t a nd th e Se cu r it ie s A c t , e.g., se c t io n s
10(b) and 15(c) o f the E x c h a n g e A c t , 15 U .S .C . 78j(b)
a n d 78o(c). a n d the ru les th ereunder , a n d se c t io n
17(a) o f th e S e cu r it ie s A c t , 15 U & C 77q(a).

38 A lth o u g h R u le 15C2 12, a s p ro p osed , would
ap p ly to o ffe r in g s e x c e e d in g $10 m illio n , th e
C o m m is s io n is a w a re th a t m a n y d e fa u lts a re lik e ly
to o ccu r in o ffe r in g s b e lo w the $10 m illio n th re sh o ld .
In fo rm a tion su p p lie d b y the B o n d In ve s to r s
A s s o c ia t io n su gg e s ts tha t the a v e ra g e d o lla r am ou n t

86%of the money borrowed annually bymunicipal issuers. Thus, the rule wouldapply only to the largest issues of municipal securities, where there isgreatest reason to believe that additional costs the rule might imposeby the establishment of specificstandards would be justified by thepotential protection provided to a largenumber of investors that otherwise might purchase securities on the basis ofinaccurate or incomplete information.38By conditioning underwriters’participation in large offerings on thepreparation and dissemination of official statements, the rule would provide dealers and investors with moretimely access to disclosure of basicinformation about the issuer.39
Purpose No. iss. $ am t

S
aver
age »

Elec. Utility 2 20 2,412 120.6
Retirement Housing 56 725 12.9Ind. Lease Revenue.............. 60 520 86
Nursing Homes 65 411 6.3
Hospitals............................... \2 94 78
Pollution Control Revenue....
Housing and Apt. Develop

5 343 686
ment.................................. 22 209 95

Other Types 59 523 86
Alt Types*. 299 5,240 17.5

1In millions.
2 Including the Supply System default.The Commission requests comment onthe proposed $10 million threshold andwhether alternative minimum levelswould be more appropriate. Specifically, would some other minimum, such as $1million, $5 million, $20million, or $50million, be warranted for the rule as awhole or for particular provisions? Asnoted earlier, in 1987, 25%of all newissues of long-term municipal bonds, comprising 38%of all revenue bondissues and 12%of all general obligationbond issues, exceeded the $10millionthreshold. These offerings accounted for90%and 74%of the dollar amountsissued in revenue and general obligationbound offerings, respectively. Thefigures for alternative thresholds, as of1987, were as follows:40

o f m u n ic ip a l d e fa u lts , b y p urpose , is a s set forth
b e lo w . T h e C o m m is s io n reques ts com m ent on the
d is tr ib u tion o f d e fa u lt s , b y p urpose , a t various
th re sh o ld s .

39 O f cou rse , d e a le r s still w ou ld be required to
co m p ly w ith the p ro v is io n s o f M S R B ru le G 1 5
co n ce rn in g the d is c lo su re o f c a ll and other material
p ro v is io n s in co n firm a tio n s regard less of offering
am ou n t . See also d is cu s s io n infra at Part TV,
req u es tin g com m en t on a p roposa l to create a
cen tra l rep os ito ry o f o f fic ia l s ta tem en ts .

40 ID D / P S A M u n ic ip a l D a ta b a s e , including all
m u n ic ip a l is su e s w ith a f in a l m a tu rity exceeding 13
m on th s .

____________ 
___ ___ 

_________ _ 

_____________ 

~ -

' 

-

-_______ 

-
--

" -
" 

-

-

-



              

      
 

 
 

 
    

  
       

   

                                                                                                                     
       
   

    
       

     
      

 
     

      
        

      
       
      

    
       

     
        

     
       

      
     

      
         
       

       
 

                               
     
      
    

     
      

    
      

    
   

      
   

     
      

      
       

        
      

     
    

      
      
     

       
     
     

   
   

     
       

      
   

      
 

     
       

    

  

        
      

        
         

      
      
  

    
     

      
       

     
    
    

     
      

    
     

      
     

    
     

     
       

    
      
    

     
       
    

    
      

      
     

      
      

    
      

      
     

    
      

    
    

      
      

      
     

    
     

         
       

      
       

     
       
       

       
        

      
      

        
        

       
       

 

Federal Register / VoL 53, No. 188 / Wednesday, September 28, 1988 / Proposed Rules 37783

Offering over
Percent of

revenue bond
issues

Percent of gen.
oblig. bond issues

Percent of total
bond issues

$1 million 87 72 79
5 million.................... ........................................ 56 26 44
10 million............................................................. 38 12 25
20 million 25 7 16
50 million „ „ 10 3 7

Percent of
revenue bond
dollar amts,

issued

Percent of gea
oblig. bond dollar

amts, issued

Percent of total
bond dollar amts,

issued

99 99 99
96 85 93
90 74 86
81 67 77
60 53 58

The Commission requests comment onthe range of costs under the rule forissuers and underwriters in offerings above and below the $10 million threshold, and the impact that Rule15c2 12might have on underwriting spreads in the municipal market. Commentators also are invited toprovide their views on the quality andtimeliness of discolosure currently provided at various offering amounts.The Commission recognizes that theremay be a range of credit risk anddisclosure concerns associated with municipal bonds that vary according tothe type of bonds and their maturity. Accordingly, the views of commentators are requested regarding whether distinctions should be made accordingto the type of bonds, e.g., municipal revenue, general obligation, or private activity bonds,41 the type of offering 
[e.g., competitive or Negotiated), or theextent to which innovative financingtechniques, or unusual call provisions orredemption rights, are employed in the offering. Similarly, commentators alsomay address whether distinctions should be made that would excludeissues with shorter maturities.The primary intent of the rule is tofocus on those offerings that involve thegeneral public, and which are likely tobe traded in the secondary market.While the Commission recognizes that there may be reason to create an

As a general matter, there is less evidence of
problems of default on general obligation bonds
thanmunicipal revenue bonds. Similarly, from 1972
to1983, there were only 10reported note defaults,
someof which involved obligations owed only to
local banks. See generally Advisory Commission on
intergovernmental Relations, Bankruptcies,
Defaults, and Other Loca l Government Financial
Emergencies (March 1985)at 24 25. Although
general obligation bonds as a rulehave not
presenteddefault concerns, some distinction must
oemade with regard to the general obligation debt
otsmall, special purpose districts. From19721984,
eleven special purpose districts declared
ankruptcy. Id. at 9. Some of these districts were

55«**®* Commission enforcement actions. See
irrr v Reclamation District No. 2090, Case No. C
701231(N D. Cal. Aug. 27,1978), SEC Litigation
2Z197BVS « * * 8 1976) and No 74608«ne
¿A 1978), SEC v. San Antonio Municipal Utility
3 ' * ’; 1 Civ-Action No. H771868 (SJD. Tex.
1 0 7 7 , Llt,8ation Release No. 8195(Nov. 18,
Z t any event the New York City problems did

0ve general obligation bonds invery large
amounts. See supra notes 10through 12 and
accompanying text

exception from the rule for offerings that are similar to traditional privateplacements under section 4(2) of the Securities Act,42 involving a limited number of financial institutions, the proposed rule does not contain such anexception.48 In part, this reflect the Commission’s concern that, in the absence of trading restrictions, thebonds could be resold immediately tonumerous secondary market purchasers lacking the sophistication of die intitial purchasers of the bonds.
In order to consider whether any rule

that is adopted should contain some
type of “private placement exemption,”
the Commission requests comment on
this acpect of the rule. In particular, the
Commission would like specific
comments on whether and in what
manner the rule’s disclosure
dissemination provisions should
distinguish between offerings made to a
limited number of sophisticated
investors and those involving broader
selling efforts. Comment is requested on
whether a specific exemption from the
rule should be created for offerings to
fewer tham 10, 25, 35, or 50 investors
and whether an exemption should look
to the institutional nature or
sophistication of investors. In addition,
should the underwriter be required to
assure that initial purchasers acquire the
bonds with investment intent, rather
than to resell the securities into the
secondary market, or should other
restrictions, such as holding periods or
transfer restrictions, be imposed?
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. Receipt and Review o fPreliminary
O fficia l Statements

Paragraph (b) of the rule would
require that prior to bidding on or
purchasing a municipal offering in

4 2 15 U .S .C . 77d(2).

43 In th is rega rd , p ro p o sed R u le 15c2 12 is
co n s is te n t w ith the curren t requ irem en ts u nd er
M S R B ru le G 32. S p e c i f ic a lly , th e M S R B h a s taken
the p o s it io n th a t G 3 2 ap p lie s to bo th p u b lic a n d
p r iva te o ffe r in g s . Disclosure Requirements for New
Issue Securities: Rule G 32, M S R B R ep o r ts , S e p t .
1986, a t 17.

excess of ten million dollars, an
underwriter, directly or through agents,
obtain and rview an official statement
that is final, but for the omission of
information relating to offering price,
interest rate, selling compensation,
amount of proceeds, delivery dates,
other terms of the securities depending
on such factors, and the name of the
underwriter.44This provision would
apply to both competitive and
negotiated offerings. It is designed to
assure that underwriters receive and
avail themselves of the opportunity to
review an official statement that
contains complete disclosure about the
issuer and the basic structure of the
financing, before becoming obligated 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 muncipal debt. Generally,
announcements inviting bids are
published in newspapers that are widely
followed in the industry. In addition,
underwriters may be contacted directly
by issuers are invited to submit bids.
The actual notice of sale itself often will
contain signfiicant information about
the issuer and its securities. Moreover,
as part of the bidding process, many
issuers routinely make available more
complete disclosure concerning an
offering in the form of a preliminary
official statement, which generally
includes information concerning the
issuer and the offered securities, but
omits terms of the offering dependent on
the results of the bid. In some cases, the
issuer, subsequent to the bidding
process, prepares a final official
statement containing all the terms of the

44 C f. S e cu r it ie s A c t R u le 4 3 0 A , 17 C F R 230 .430A
(form o f p ro sp e c tu s B le d a s p a rt o f  re g is tra tio n
s ta tem en t d e c la re d e f fe c t iv e m a y o m it in fo rm a tion
w ith re sp e c t to p u b lic o ffe r in g p r ic e , u nd erw ritin g
sy n d ic a te s , u n d erw ritin g d is co u n ts o r c o m m iss io n s ,
d is co u n ts o r co m m iss io n s to d e a le r s , am ou n t o f
p ro ce ed s , c o v e r s io n d a te s , c a l l p r ic e s a n d o th e r
item s d ep en d e n t o n o ffe r in g p rice , d e liv e ry d a te s ,
a n d term s o f se cu r it ie s d ep en d e n t o n o ffe r in g p rice) .
A lth o u g h p a rag rap h (b) w o u ld requ ire th a t
u nd erw rite rs r e c e iv e o f f ic a l s ta te m e n ts th a t a re
n e a r ly co m p le te p rio r to b id d in g fo r o r p u r ch a s in g
an o ffe r in g , th is w o u ld n o t p re ven t a n u nd erw rite r
from req u es tin g e v e n su b s ta n tia l c h a n g e s to th e
d o cu m e n t w h e re n e ce s s a ry to a ssu re co m p le te a n d
a c cu ra te d is c lo su re .

____ ___________________________________ 
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37784 Federal Register / Vol. 53, No. 188 / Wednesday, September 28, 1988 / Proposed Rulesoffering. In other cases, the issuerreleases a preliminary official statement prior ot the date of sale, which , after pricing, underwriting, and otherinformation is attached, is then regarded as the issuer’s final official statement.The Commission is aware, however, that some issuers do not providepreliminary official statements, so thatprospective bidders must rely uponinformation contained solely in thenotice of sale and on their general knowledge of the issuer.45 Based uponthis limited information, underwriters then solicit binding pre-sale orders orindications of interest from investors, and submit a bid to the issuer. Inaddition, although negotiated offeringsprovide the underwriter with greateropportunities to participate in draftingthe disclosure documents, in some instances pressure to meet financingneeds, or to take advantage of changes in tax laws or favorable interest rate “windows,” have caused underwriters to agree to purchase securities innegotiated offerings at a time when disclosure documents were not complete.Paragraph (b) would prevent theunderwriter from submitting a bid in acompetitive offering, or from committingto buy securities in a negotiated offering, until it has received and reviewed an official statement that is deemed final by the issuer, except for pricing, underwriting, and certain other specifiedinformation. This paragraph is designed to prevent fraud by providing theunderwriter with information about theissue sufficient to determine, before becoming obligated to purchase thesecurities, whether changes to thedisclosed information are needed and should be obtained before the bid issubmitted.46The requirement in paragraph (b) that underwriters obtain a nearly final official statement before bidding on an offering could have the consequence ofaltering the bidding or offering process employed by some issuers, if the issuer does not currently make available, priorto the bid or sale, a preliminary officialstatement as complete as required in theproposed rule. Accordingly, theCommission requests comment on theextent to which adequate information currently is available to underwriters during the negotiation or bidding process, and whether possible improvements in the availability of
45 A recent survey indicated that official

statements were prepared for 84%of municipal
bond issues, including both competitive and
negotiated offerings. Task Force Report, supra note
34. at 14.

46See also discussion infra in Part III.

information would outweigh theincreased costs that could result formthe rule. The Commission also requestscomment regarding any timingdifficulties and consequent economic burdens that might arise for issuers and underwriters as a result of therequirement that underwriters review the nearly final official statement priorto bidding on or purchasing themunicipal securities.
C. Public Dissemination o f Preliminary
Official Statements upon RequestProposed paragraph (c) would requirethat preliminary official statements besent to any person promptly uponrequest.47 The purpose of paragraph (c)is to provide potential investors 48 with access to any preliminary officialstatement prepared by the issuer for dissemination to potential bidders orpurchasers at a time when it may be ofuse to investors in thier investment decision. Because preliminary officialstatements frequently are used as selling documents, large investors often areprovided copies when they are solicitedto purchase securities in a municipal offering. Indeed, the Commissionunderstands that some institutional investors will not agree to purchase securities in an offering without receiving a preliminary officialstatement. Even so, there does notappear to be a uniform practice among underwriters of providing preliminary official statements to all potential investors. Because sales efforts may beconducted in competitive offerings priorto the time that an underwriter isawarded a bid, and investors may not have access to a final disclosure document for an extended period of timefollowing 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

47 A b s e n t u n u su a l c ir cu m s ta n ce s , th is w o u ld
requ ire th a t a p re lim in a ry o f fic ia l s ta tem en t b e sen t
b y firs t c la s s m a il or o the r e q u a lly p rom p t m ean s ,
n o la te r th an the c lo s e o f the n e x t b u s in e ss d a y
fo llo w in g th e re ce ip t o f the reques t. R e q u e s ts co u ld
b e m a d e o ra l ly o r in w ritin g .

48 A lth o u g h th is requ irem en t is in tend ed
p rim ar ily to b en e fit p o te n tia l in v e s to rs , th e rule
requ ire s the p re lim in a ry o f fic ia l s ta tem en t to be
g iv e n to a n y p erson on request to e lim in a te
u nd erw rite rs d is cre t io n in de te rm in in g w h o in fa c t
is a p o te n tia l in ve s to r . C o m m e n t is r eq u es ted on the
fa c i l i t y w ith w h ic h a n a ly s ts a n d o the r ind u s try
p ro fe s s io n a ls cu rren tly c a n o b ta in c o p ie s o f
p re lim in a ry o ffic ia l s ta tem en ts d ir e c t ly from the
issue r ; w h e th e r the u nd erw rite rs o b lig a t io n to
p ro v id e th e se s ta tem en ts sh o u ld b e lim ited to
p o te n tia l in ve sto rs ; a n d h o w p o te n tia l in ve s to rs
sh o u ld b e d e fin ed .

information contained in the preliminaryofficial statement.49Comments are requested regarding theextent to which preliminary officialstatements are disseminated toinvestors presently, the likely demandby investors for these preliminaryofficial statements under the proposedrule, and the estimated additional coststo underwriters that compliance withthe rule would entail. In addition, theCommission requests comment onwhether underwriters that provide preliminary official statements toinvestors on request should be excusedfrom the requirement that final officialstatements also be provided to thoseinvestors, where the key representationscontained in the preliminary official statement continue to be accurate.
D. Distribution o f Official StatementsParagraph (d) of proposed Rule 15c212 would require that underwriterscontract with the issuer or its agent toobtain copies of final official statementswithin two business days after a finalagreement to purchase the offeredsecurities. That contract must be forsufficient copies to distribute inaccordance with paragraph (e) of theproposed rule and any rules adopted bythe MSRB. The purpose of paragraph (d)is to facilitate the prompt distribution ofdisclosure documents so that investorswill have a reference document to guardagainst misrepresentations that mayoccur in the selling process. In addition, this paragrpah would provide investorsand dealers in the secondary marketwith static information concerning theterms of the issued securities.Rule G—17 of the MSRB’s rulesrequires municipal securities brokersand delers to deal fairly with customers.The MSRB interprets this rule to requirethat a dealer disclose, at or prior to asale, all material facts concerning thetransaction, including a completedescripton of the security.50Moreover, MSRB rule G 32 requires that underwriters deliver to a customer, nolater than settlement, a copy of anyofficial statement that is prepared by oron behalf of the issuer. If no official statement is prepared by the issuer, awritten notice of that fact must beprovided to the customer. The Tower

49 O f cou rse , w h e re k ey rep resen ta tion s made in
the p re lim in a ry o ffic ia l s ta tem en t are know n to the
u nderw rite r to b e no longer a ccu ra te , the
u nderw rite r w ou ld h a v e to n o tify in ve sto rs prior to
the tim e that th e y m ak e an in ve stm en t decision and 
w o u ld h a v e to p ro v id e co p ie s o f the am ended final
o ffic ia l s ta tem en t.

50See, e.g., MSRB Manual (CCH) f 3581.30.
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Federal Register / Vol. 53, No. 188 / Wednesday, September 28, 1988 / Proposed Rules 37785Amendment 51 limits the authority ofthe MSRB, however, directly orindirectly to require municipal issuers tofurnish disclosure documents. Thus, ruleG-32 applies only where an officialstatement is prepared and does not mandate disclosure of any particular information to the investor in the officialstatement.The Commission understands that it iscurrently the practice for issuers tostate, in notices of sale, the number ofofficial statements that will be provided to a successful bidder or that a"reasonable” number of officialstatements will be provided. If anyofficial statements are prepared by theissuer, the MSRB has taken the position that the underwriter is required toproduce sufficient copies to comply with rule G 32.52 In most cases, issuers do prepare official statements. Bothunderwriters and investors havecomplained, however, that even when official statements are prepared by theissuer, there frequently is not an adequate supply, or sufficient time, topermit distribution to each investor at settlement.Paragraph (d) of Rule 15c2 12 wouldrequire that an underwriter obtain an undertaking from the issuer or itsdesignated agent to provide, within two business days after any final agreement to purchase or sell securities, finalofficial statements in sufficientquantities to enable the underwriter tocomply with paragraph (e) of the ruleand any MSRB rules regarding the distribution of official statements. Thus, prior to submitting a bid for an offering, or otherwise agreeing to participate in adistribution, an underwriter, or the syndicate of which it is a member, would need to ascertain that it will beable to comply with Rule 15c2 12. If theissuer’s notice of sale, bid form, orunderwriting agreement does not provide specifically for production ofofficial statements in accordance with Rule 15c2 12, an underwriter wouldviolate the rule if it participates in theoffering.63As a practical matter,
* * E x ch an ge A c t S e c t io n 15B(d), 15 U .S .C . 7 8 o4(d)(2). See d is cu s s io n infra at te x t a c c o m p a n y in g

notes 64 to 69.

2The MSRB has stated that if an issuer fails tosupply a sufficient number of copies of official
** *8 *n cu m b cn t o n a d ea le r to rep rod u ce

he o ffic ia l sta tm en t a t its o w n e x p e n se . T h e s e
requirem ents a p p ly to a ll m u n ic ip a l se cu r it ie s

rokers and d ea lers w h o se ll n e w is su e se cu r it ie s ,
not s o ld y to the u nderw rite rs o f the is s u e . Rules
S3 G 9' ?n<* ^ 32> M S R B R ep o r ts , (M a r . 1984) a t 3.
S S y,nd ica te m em bers a ls o w o u ld n e ed to a ssu re

them selves that their agreem en t w ith sy n d ic a te
m anagers w ill p ro v id e fo r the p rom pt d is tr ib u tion o f
o ffical sta tem en ts .

therefore, issuers would not be able to
go forward with underwritten offerings
exceeding the proposed $10million
threshold, unless arrangements were
made to provide official statements. As
discussed below, however, the
Commission does not believe that this
requirement will affect most issuers.The proposed rule requires that adequate copies of the officialstatements would need to be provided within two business days after finalagreement is reached. Nevertheless, the issuer’s undertaking may call for provision of the official statement to be made by designated agents. Thus, anundertaking would comply with Rule 15c2 12 by indicating that sufficientquantities of official statements will bemade available from a printerdesignated by the issuer, or will bereproduced by the syndicate manager from those offical statements that itreceives from the issuer. Also, the rulewould allow a reasonable fee to berequested by the printer, issuer, orsyndicate members or investors.As emphasized earlier, if the rule is adopted, underwriters would violate therequirements of Rule 15c2 12 if they proceed with an offering in excess of $10million without taking steps to assure the availability of official statements. Many issuers already routinely prepareofficial statements for offerings exceeding one billion dollars.64 Thus,while the proposed rule will enhancedisclosure to investors, it is not expected that the rule would inhibit theaccess of any issuers to the municipal markets. The only effect on most municipal issuers offering securities that exceed the proposed minimumthresholds in the rule would be that official statements would be required tobe produced in a more expeditiousfashion, and perhaps in greater quantities, than currently might be thecase.
The Commission preliminarily

believes that the costs imposed on
issuers that are not now producing
official statements for offerings in
excess of $10 million will be offset by
the benefits that will inure both to the
markets as a whole and to individual
investors. The Commission requests
comment On any practical problems that
might be encountered by underwriters
or issuers in attempting to comply 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 period be expanded to three or

64 See , e.g, Forbes & McGrath, Disclosure
Practices in Tax Exempt General Obligation Bonds:
An Update, 7 M u n . F in . J . 207 (1986).

four business days, or reduced to a
single business day, or to the time that
final agreement is 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 Commission has received
comments on proposed amendments to
rule G 32 that estimated the expense of
producing an official statement at from
three to ten dollars per copy.66The
Commission specifically requests
comment on current procedures used in
estimating the number of official
statements to be produced; the
estimated marginal costs of producing
official statements in order to comply
with proposed Rule 15c2 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 touse its expertise and familiarity with themunicipal markets to draft regulations more finely tuned to the needs of themarket. The Commission expects that, inthe event that Rule 15c2 12 is adopted inits proposed form, the MSRB wouldamend rule G 32, where appropriate, tomodify the standards governing the timeliness of official statement delivery.In this regard, the Commission alsorequests comment on whether it should regulate directly the timing and manner of disclosure provided to municipal securities investors.
E. Public Dissemination o f O fficial
Statements upon RequestParagraph (e) of proposed Rule 15c2- 12 would require that underwriters provide a copy of the final officialstatement to any person on request.66The purpose of this provision is to makethe underwriter responsible for transmission of information to analysts,rating agencies, industry news services, and individuals who wish to analyzeparticular municipal securities offerings. In this regard, the Commission believesthat increased availability of officialstatements, to potential investors,

** . See supra no te ,32. S p e c i f ic com m en t is
req u es ted o n the p er c o p y co s t o f o f f i c ia l s ta tem en ts
fo r o ffe r in g s a t the v a r io u s su g g e s ted th re sh o ld s fo r
the ru le , i.e., $1 m illio n , $10 m illio n , $20 m illio n , a n d
$50 m illio n . See d is cu s s io n supra a t te x t
a c c o m p a n y in g n o te 40.

66 T h e p ro p o sed ru le requ ire s th a t th e o ffe r in g
s ta tem en t b e p ro v id ed in a tim e ly m an n er . F o r the
firs t m o n th fo llo w in g a n o ffe r in g , a b se n t
e x tr a o rd in a ry c ir cu m s ta n c e s , th is w o u ld m ean th a t
a c o p y w o u ld b e m a ile d w ith in tw o b u s in e ss d a y s o f
t i le r eq u e s t R e q u e s ts co u ld b e m a d e o ra lly or in
w r itin g . L a te r , re a so n ab le tim e w o u ld b e a llo w e d to
lo ca te a n d d u p lica te req u es ted d o cu m e n ts .
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37788 Federal Register / Vol. 53, No. 188 / Wednesday, September 28, 1988 / Proposed Rulesanalysts, and other persons willing topay a reasonable fee for access to theinformation contained in the final official statement, will promote moreaccurate pricing in the secondarymarket and may facilitate the discoveryof potentially fraudulent practices. Thus, in addition to making final officialstatements available to actual investors, paragraph (e) would require that otherinterested parties be provided with copies as well.No specific time limitation currently isspecified in proposed Rule 15c2 12. Comment is solicited on whether andunder what circumstances a time period should be established, after which theobligation to provide information wouldno longer be applicable.57 For example, if a central repository is developed, should this obligation expire after therepository receives and is in a position to disseminate the final officialstatement? The Commission alsorequests comment on whether apurchaser’s ability under paragraph (e)of the rule to obtain an officialstatement on request for an unlimitedtime period reduces the need for therequirement imposed on theunderwriters by MSRB rule G 32 tosupply a final official statement to allpurchasers. Finally, the Commission would like to receive comments on thepotential costs to underwriters ofcomplying with proposed paragraph (e).Specifically, what costs would beentailed in maintaining and disseminating copies of officialstatements required to be provided under paragraph (e)? Also, would it bepossible, and at what price, for costs tobe passed through effectively torecipients of the official statements?
F. DefinitionsIn addition to containing substantive requirements, proposed Rule 15c2 12contains two defintions. Subparagraph(f)(1) of Rule 15c2 12 would define theterm “final official statement” to mean adocument prepared by the issuer or itsrepresentatives setting forth, among other matters, information concerning the issuer and the proposed issue of securities that is complete as of the final agreement to purchase or sell municipal

57 The Commission recognizes that after a period
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
contains dated information. The Commission
requests comment on this aspect of the rule and any
concerns that underwriters may have.

securities for or on behalf of an issuer orunderwriter. A notice of sale would not be deemed a final official statement for purposes of the rule. The definition contained in subparagraph (f)(1) isbased on the definition of officialstatement in MSRB rule G 32. By using asimilar definition, the Commission isseeking to avoid any conflicts that mayoccur, because paragraph (d) wouldrequire that underwriters distribute copies of final official statements inaccordance with MSRB regulations. The Commission requests comment on theproposed definition of "final officialstatement.”The Commission also requests comment on the definition of an “underwriter” used in subparagraph(f)(2) of the proposed rule. As proposed, the definition of an underwriter parallelsthe definition in section 2(11) of theSecurities Act.58 To ensure dissemination of documents by all professional participants in the offering, the definition includes managingunderwriters, syndicate members, and selling group members that receive inexcess of the usual seller’s commission. Comment is requested on the proposed definition of “underwriter” and anyforeseeable problems that dealers mayencounter in complying with the rule.Comment also is requested concerning whether the definition of underwritershould be limited to the underwriters participating in the syndicate, as in thedefinition of “principal underwriter” inRule 405 under the Securities Act.59
G. Legislative BackgroundIn contrast to the registration and reporting requirements imposed on nonexempt corporate issuers under thefederal securities laws, offerings ofmunicipal securities are not subject toreview by the Commission. WhenCongress adopted the federal securities laws, in addition to being influenced by the local nature of markets, the absenceof demonstrated abuses, and thesophistication of investors in municipal securities, it was persuaded that direct regulation of the process by which municipal issuers and municipalities

58 15 U.S.C. 77b(ll). The definition of underwriter
in section 2(11) of the Securities Act has been
modified in one respect. Reference to a concession
or allowance has been added to the definition to
reflect the terms used in the municipal securities
industry for a customary distributor's or seller’s
commission. The terms concession 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
Glossary o f Municipal Securities Terms (MSRB
1985).

59 17 CFR 230.405.

raise funds to finance governmental activities wmuld place the Commission in the position of a gate-keeper to thefinancial markets, a position inconsistent with intergovernmental comity. Nevertheless, Congress clearly made sales of municipal securities subject to the antifraud provisions of thefederal securities laws.60 Accordingly, broker-dealers misstating or omitting todisclose material facts about municipalsecurities or charging excessive markups have been sanctioned for violatingthe antifraud provisions of the federal securities laws.61The U.S. Supreme Court’sinterpretation of the scope of the TenthAmendment has evolved significantly since the federal securities laws werefirst enacted in the 1930’s. Most recently, in South Carolina v. Baker,*2 the Courtaffirmed the principle that the TenthAmendment’s limits on Congressional authority to regulate state activities arestructural and not substantive. In doingso, it ruled that a provision of theInternal Revenue Code that required theregistration of municipal bonds in orderto maintain their tax exempt status wasconstitutional, since the municipal issuers had redress through the politicalprocess. Thus, a federal regulationaffecting the manner in which securitiesare offered, adopted pursuant toCongressionally delegated authority, would not appear to violate the TenthAmendment.63In 1975, Congress revisited theapplication of the general antifraudprovisions of the federal securities lawswhen it established the MSRB and provided for a system of regulation toprevent abuses in municipal securities. In adopting the 1975 Amendments,64Congress struck a balance between theneed to protect investors and concernsabout intergovernmental comity. Thisconcern was reflected in section 15B(d)(l), which prohibits theCommission and the MSRB fromrequiring “any issuer of municipal securities, directly or indirectly through60See, e.g.. In re New  york Municipal Securities
Litigation, 507 F. Supp. 169 (S.D.N.Y. 1980); S.E.C. v.
Charles Morris & Associates. 386 F. Supp. 1327 (S.D.
Tenn. 1973); Thiele v. Shields. 131 F. Supp. 416
(S.D.N.Y. 1955) (Sections 17(a) of the Securities Act
and 10(b) of the Exchange Act apply to sales of
municipal securities).

61 S e e d is cu s s io n infra a t Part III.
62 u.S. . 56 U.S.L.W. 4311 (April 20,1988).63See also Garcia v. San Antonio Metropolitan

Transit Authority. 469 U.S. 528, 556 (1985)
( in d ica tin g that the appropr ite inqu iry in
d e te rm in in g the b o un da r ie s o f s ta te im m unity from 
fed e ra l regu la tion is w h e th e r the in ternal
s a fe gu a rd s o f the p o lit ica l p ro ce s s h a ve performed
a s in te n d ed ) .64See supra note 8.
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Federal Register / Vol. 53, No. 188 / Wednesday, September 28, 1988 / Proposed Rules 37787a purchaser or prospective purchaser ofsecurities from the issuer, to file with theCommission or the Board prior to thesale of such securities by the issuer anyapplication, report, or document inconnection with the issuance, sale, ordistribution of such securities.” 65At the same time, however, Congressmore narrowly defined the authority ofthe MSRB. The so called "TowerAmendment,” which added section15B(d}(2) to the Exchange Act,66 alsoprohibits the MSRB from requiring municipal issuers, directly or indirectly, through municipal securities brokerdealers or otherwise, to furnish theMSRB or prospective investors with anydocuments, including officialstatements. The MSRB specifically ispermitted, however, to require that official statements or other documentsthat are available from sources otherthan the issuer, such as the underwriter, be provided to investors.While Congress limited the power ofthe MSRB to require that disclosure documents be provided to investors, itwas careful to preserve and expand theauthority of the Commission undersection 15(c)(2) of the Exchange Act.67Section 15B(d)(2) expressly indicates that “ (njothing in this paragraph shall be construed to impair or limit the power ofthe Commission under any provision ofthis title.” 68Thus, although section15B(d)(l) prevents the Commission fromrequiring that municipal issuers file reports or documents prior to theissuance of securities in the same fashion as corporate securities,Congress expanded the Commission’sauthority to adopt rules reasonablydesigned to prevent fraud, so long as therules did not require documents to befiled with the Commission.69 The
8515 U.S.C. 78o 4 (d )(l) .

9815 U.S.C. 78o 4(d)(2).
87 15 U .S .C . 78o(c)(2).

88 15 U .S .C . 78o 4(d)(2).

89 Se c t io n 15(c)(2) o f the E x c h a n g e A c t em p o w e rs
the C o m m iss ion w ith b ro ad au tho r ity to ad o p t ru le s
reasonab ly d es ign ed to p re ven t fraud u lan t ,
decep tive , or m an ip u la tiv e a c t s o r p ra c t ice s . P rior to
1975, the C o m m is s io n s regu la tion o f m u n ic ip a l
securities p ro fe s s io n a ls h a d b een lim ited la r g e ly to
post hoc en fo rcem en t a c t io n s a g a in s t fr a u d . T h e
1978 A m en d m n ts e x p a n d e d th e ap p lica t io n o f
section 15(c)(2) to su b je c t m u n ic ip a l se cu r it ie s a n d
m unicipal se cu r it ie s d ea le rs to th e C o m m is s io n s
authority to ad op t ru les r e a so n ab ly d e s ign ed to
prevent a c ts or p ra c tice s th a t a re fraud u len t ,
decep tive , or m an ip u la tiv e .

S in ce R u le 1 5 c 2 l l . 17 C F R 2 4 0 .1 5 c 2 l l , w h ich
requires brokers a n d d ea le rs to o b ta in ce r ta in
inform ation ab o u t an issu e r b e fo re in itia tin g
quotations, w ou ld h a v e ap p lie d to m u n ic ip a l
securities upon en a ctm en t o f the .1975 A m e n d m e n ts ,
Congress in d ica ted tha t the C o m m is s io n sh o u ld
sp ecifica lly exem p t m u n ic ip a l se cu r it ie s from R u le
5 c 2 l l im m ed ia te ly upon the ir ad o p tio n . It w a s

believed that, s in ce R u le 1 5 c 2 l l w a s d ra fte d w ith
corporate se cu r itie s in m ind , m u n ic ip a l se cu r it ie s

Commission believes that Rule 15c2 12is consistent with its Congressional mandate to adopt rules reasonablydesigned to prevent fraud in the federalsecurities markets.70III. Municipal Underwriter ResponsibilitiesIn connection with Rule 15c2 12’srequirements to obtain and review anear-final official statement, theCommission wishes to emphasize theobligation of a municipal underwriter tohave a reasonable basis for recommending any municipal securities and its responsibility, in fulfilling that obligation, to review in a professional manner the accuracy of the offering statements with which it is associated.An underwriter, whether of municipal or other securities, occupies a vital position in an offering. The underwriterstands between the issuer and thepublic purchasers, assisting the issuer inpricing and, at times, in structuring thefinancing and preparing disclosuredocuments. Most importantly, its role is to place the offered securities with public investors. By participating in anoffering, an underwriter makes animplied recommendation about thesecurities. Because the underwriter holds itself out as a securities professional, and especially in light ofits position vis a-vis the issuer, this recommendation itself implies that theunderwriter has a reasonable basis for belief in the truthfulness and completeness of the key representations made in any disclosure documents usedin the offerings.Under the general antifraudprovisions found in section 17(a) of theSecurities Act and sections 10(b) and 15(c) (1) and (2) of the Exchange Act,71the courts and the Commission long have emphasized that a broker-dealer recommending securities to investorsimplies by its recommendation that ithas an adequate basis for therecommendation.72 For example, in
d ea le r s w o u ld no t h a v e b ee n ab le to o b ta in
su ffic ie n t in fo rm a tion co n ce rn in g m u n ic ip a l issue rs
to s a t is fy the ru le s requ irem en ts . See S . R e p . N o . 75,
94th C o n g . , 1 st S e s s . 48 (1975). See also R u le 1 5 c2
11(f)(4), 17 C F R 1 5 c l 11(f)(4) (p ro v is io n s o f ru le d o
no t a p p ly to p u b lica t io n o f su b m iss io n o f a
q u o ta t io n rega rd in g a m u n ic ip a l se cu r ity ) ,

70 A lth o u g h d en o m in a ted u n d e r se c t io n 15 o f the
E x c h a n g e A c t , R u le 15c2 12 a lso is b e in g ad o p ted
pu rsu an t to the C o m m is s io n s au tho r ity u nd er
se c t io n s 2 ,3 ,1 0 ,15B , 17, a n d 23 o f the E x c h a n g e
A c t , 15 U .S .C . 78b , 78c, 78j, 7 8o 4 , 78q, a n d 78w .

7 1 15 U .S .C . 77q(a) a n d 15 U .S .C . 78j(b), 78o(c)(l) ,
a n d 78o(c)(2), re sp e c t iv e ly .

72See, e.q., Feeney v. SEC , 564 F.2d 260 (8th Cir.
1977); Nassar & Co., Securities Exchange Act
Release No. 15347 (Nov. 22 ,1978), 16 SEC Docket
222', reprinted in (1979 Transfer Binder] Fed. Sec. L .
Rep. (CCH) (]81,904, aff d without opinion, 600 F ,2d
280 (D.C. Cir. 1979); Cortlandt Investing

Hanly v. SEC, affirming theCommission’s sanctions against securities salesmen who recommended the stock of a financially troubled issuer both by making false and misleading representations and by failing todisclose know or reasonably obtainableadverse information, the court stated:
In summary, the standards by which the

actions of each [salesman] must be judged
are strict. He cannot recommend a security
unless there is an adequate and reasonable
basis for such recommendation. He must
disclose facts which he knows and those
which are reasonably ascertainable. By his
recommendation he implies that a reasonable
investigation has been made and that his
recommendation rests on the conclusions
based on such investigation.73This obligation to have a reasonablebasis for belief in the accuracy ofstatements directly made concerning the offering is underscored when a brokerdealer underwrites securities.74 A
Corporation, 44 S .E .C , 45 (1969); Crow, Bourman &■
Chotkin, Inc., 42 S .E .C . 938 (1966); Shearson
Hammill & Co., 42 S .E .C . 811 (1965); J.A . Winston &
Co., Inc., 42 S .E .C . 62 (1964) (co n ce rn in g tr a n sa c tio n s
b y d ea le r s in the se co n d a ry m arket) .

73 415 F .2 d 589, 597 (2d C ir . 1969), affirming
RichardJ. Buck & Co., 43 S .E .C . 998 (1968). S e e also,
e.g., Merrill Lynch Pierce, Fenner fr Smith,
S e cu r it ie s E x c h a n g e A c t R e le a s e N o . 14149 (N o v . 9,
1977), 13 S E C D o ck e t 646, 561 ( A re com m en d a tio n
b y a b rok er d ea le r is p e r ce iv ed b y a cu s to m er a s
(and in fa c t it sh o u ld be) the p ro d u c t o f a n o b je c t iv e
a n a ly s is [w h ich ] c a n o n ly b e a ch ie v e d w h e n the
s c o p e o f in ve s t ig a t io n is e x te n d e d b e y o n d the
c o m p a n y s m an a ge m en t ); John R. Brick, S e cu r it ie s
E x c h a n g e A c t R e le a s e N o . 11763 (O c t . 24 ,1975), 8
S E C D o ck e t 240, 242 ( T h e p ro fe s io n a l * * * is no t
a n insu rer . B u t h e is und er a d u ty to in v e s t ig a te a n d
to se e to it th a t h is r e co m m e n d a t io n s h a v e a
re a so n ab le b a s is ); M .G . Davis S' Co., 44 S .E .C . 153,
157 58 (1970), aff d sub nom. Levine v. SEC , 436 F .2d
88 (2d C ir . 1971) (b roker dea le r reg is tra tio n rev ok e d ,
b e c a u se rep re sen ta tio n s a n d p red ic t io n s m ad e
a n d m ark e t le tte r re lied on b y reg is tran t w ere
w ith o u t re a so n ab le b a s is , a n d reg is tran t cou ld no t
r e a so n ab ly a c c e p t a ll o f th e s ta tem en ts in the
[m ark e t le tter] w ith o u t fu rther in v e s t ig a t io n ).

78 T h è o p p o rtu n ity fo r the u nd erw rite rs to requ ire
d is c lo su re from the issu e r , a s w e ll a s th e sp e c ia l
se llin g p re ssu re s in v o lv e d in the d is tr ib u tion o f
se cu r it ie s , g e n e ra lly h a v e g iv e n r ise to a h e igh ten ed
o b lig a t io n on the part o f u nd erw rite rs . In Sanders v,
John Nuveen & Co., 524 F .2 d 1064 (7th C ir . 1075),
vacated and remanded on othergrounds, 425 U .S .
929 (1976), on remand, 554 F .2 d 790 (7th C ir . 1977),
rehearing denied, 619 F .2 d 1222 (7th C ir . 1980) cert,
denied 450 U .S . 1005 (1981), fo r e x a m p le , the
S e v e n th C ir c u it co n s id e re d a c a s e in v o lv in g an
und erw rite r o f co m m erc ia l p ape r . T h e underw rite r
d id no t h a v e a fo rm a l u n d erw r it in g agreem en t w ith
the issu e r an d w a s no t su b je c t to lia b il ity under
se c t io n 11 o f th e S e cu r it ie s A c t , 15 U .S .C . 77k.
N e v e r th e le s s , th e cou rt n o te d tha t:

[a]n underwriters relationship with the issuer
gives the underwriter access to facts that are not
equally available to members of the public who
must rely on published information. And the
relationship between the underwriter and its
custodiers implicitly involves a favorable
recommendation of the issued security. Bëcausé the
public relies on the integrity, independence and
expertise of thé underwriter, the underwriter’s
participation significantly enhances the Continued
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37788 Federal Register / Vol. 53, No. 188 / Wednesday, September 28, 1988 / Proposed Rulesmunicipal underwriter’s obligation extends to having a reasonable basis for belief in the truth of key representations in an offical statement prepared by theissuer. An underwriter’s failure to havea reasonable basis for believing key representations in offering documentshas resulted in private damage actions under the general antifraud provisions and in enforcement action by theCommission under section 17(a) of theSecurities Act. For example, in Hamilton
Grant & Co., the Commission found that an underwriter had violated sections 17(a)(2) and (3) of the Securities Actwhere the underwriter had “failed tomake any substantial effort to obtain specific verification of management’skey representations” and thus had “nobasis for a reasonable belief in thetruthfulness of the key representations made in the registration statement and prospectus.” 75Although these cases have involvedunderwriters of corporate securities, which, unlike municipal securities, aresubject to a comprehensive disclosure and liability scheme under the federalsecurities laws, the Commission hasemphasized through its enforcement program that broker-dealers selling municipal securities are also subject tohigh standards. In particular, theCommission has stated that underwriters of municipal securities must have a reasonable basis for theirrecommendations concerning offerings.76
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 issue, the mere 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.2d at 1069 70.

75 Securities Exchange Act Release No. 24679
(July 7,1987), 38 SEC Docket 1346,1353. See also the
following decisions concerning corporate
underwriters. Leonard Lazaroff, 43 S.E.C. 43 (1966)
(underwriter did not carry out its duty to
investigate the issuer diligently and ascertain the
accuracy of the offering circular”); Amos Treat &
Co., 42 S.E.C. 99,103-4 (1964) (underwriter
sanctioned for knowingly using registration
statement containing stale financial statements
when recommending securities); The Richmond
Corporation, 41 S.E.C. 398, 406 (1963) ( It is a well
established practice, and a standard of the business,
for underwriters to exercise diligence and care in
examining into an issuer’s business and the
accuracy and adequacy of the information
contained in the registration 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,
Barton & Engel, 41 S.E.C. 59, 64 (1962) (underwriters
had a responsibility to make a reasonable

investigation to assure themselves that there was a
basis for the representations they made and that a
fair picture including adverse as well as favorable
factors, was presented to investors ).

76 Walston & Co., S e cu r it ie s E x c h a n g e A c t
Release No. 8165 (Sept. 22,1967), reprinted in [1966

Similarly, both the Commission and the courts have indicated that municipal underwriters must exercise reasonablecare to evaluate the accuracy of statements in issuer disclosuredocuments.77In recognition of their responsibilities under the general antifraud provisions of the federal securities laws and theMSRB’s general fair dealing rules,78 for
67 Transfer Binder] Fed. Sec. L. Rep. (CCH) 77,474.
This case involved a special assessment tax district
consisting of one tract of undeveloped land owned
by the promoter of the bonds. 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 inquired into the financial
condition of the owner and developer. In that
context, the Commission noted:

It is in cu m b e n t on firm s p a rtic ip a tin g in an
o ffe r in g a n d o n d ea le rs re com m en d in g m u n ic ip a l
b o n d s to their cu s to m e rs a s g o o d m u n ic ip a l b o n d s
to m ak e d ilig en t in qu iry , in v e s t ig a t io n a n d
d is c lo su re a s to m a te r ia l fa c t s r e la tin g to the issu e r
o f the se cu r it ie s a n d b ea r in g u p o n th e a b i li ty o f the
issu e r to se rv ice su ch b o n d s . I t is , m o reover ,
e s se n tia l th a t d e a le rs o ffe r in g su ch b o n d s to the
p u b lic m ak e ce r ta in th a t the o ffe r in g c ir cu la r and
o the r se llin g lite ra tu re are b a se d upon an ad eq u a te
in v e s t ig a t io n a n d th a t th e y a c c u ra te ly re fle c t a ll
m a te r ia l fa c t s w h ic h a p ru d en t in v e s to r sh o u ld
k n o w in ord er to e v a lu a te th e o ffe r in g b e fo re
re a ch in g an in v e s tm e n t d e c is io n .

77 See, e.g., Walston & Co., supra note 76; Edward
J. Blumenfeld, Securities Exchange Act Release No.
16437 (Dec. 19,1979), 18 SEC Docket 1379; Shores v.
Sklar, 647 F.2d 462 (5th Cir. 1981), cert, denied, 455
U.S. 936 (1982) (underwriter of industrial revenue
bonds could be liable for recklessness under "fraud
on the market” theory under section 10(b) of
Exchange Act, 15 U.S.C. 78j(b), where offering
circular contained material omissions and
underwriter had been aware of misrepresentations
and omissions and had failed to look into true value
of the issuer’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)

98,425 (N.D. Ala. 1982) (underwriter of industrial
development bonds liable under Rule 10b 5,17 CFR
240.10b-5, for using offering circulars not disclosing
material facts and for failing to conduct reasonable
inquiry); but see, Ross v. Bank South, N .A., 837 F.2d
980 (11th Cir. 1988), vacated and rehg en banc
granted sub nom. ross v. Rice, 848 F.2d 1132 (June
10,1988) (granting rehearing to consider a case
involving, among other things, application of the
fraud on the market theory to sales of bonds in an
undeveloped market).

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 fairly 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.

some time underwriters generally have undertaken an investigation of theissuer’s disclosure in negotiatedofferings of municipal securities.79Among other things, depending upon thenature of the issuer, this has included meetings with municipal officials, visitsto physical facilities, and an examination of the issuer’s records andcurrent economic trends and forecaststhat bear upon the ability of the issuer torepay its debt. In addition, underwritersusually require so called “Rule 10b-5”letters from their counsel with respect tomunicipal offerings.80Although general practice amongmunicipal underwriters appears torecognize a responsibility to assess theaccuracy of disclosure documents usedin negotiated offerings, the Commissionis not convinced that this practice isrecognized universally or followed in allnegotiated municipal offerings. Moreover, with respect to competitivelybid municipal underwritings, someunderwriters mistakenly consider themselves to have virtually noresponsibility regarding the accuracy ofthe offering disclosure document. As theCommission noted in the NewrYork City Final Report, there appears to be noclear understanding of an underwriter’sresponsibility to assure the accuracy ofthe information disclosed.81 The Supply
79 The recent report by the American Bar

Association and National Association of Bond
Lawyers on the disclosure roles of counsel in
municipal offerings acknowledged that:

While issuer officials and underwriters are * * *
exempt from civil liabilities under section 11 of the
1933 Act, both the SEC and private litigants have
taken the position that a duty exists under the
antifraud provisions similar to, although perhaps
not so severe as, the investigating activities which
form the statutory due diligence defense under
Section 11.

American Bar Association, Section of Urban,
State and Local Government Law, and National
Association of Bond Lawyers, Disclosure Roles of
Counsel in State and Local Government Securities
Offerings (1987), at 37 ( ABA NABL Report").

80 Rule 10b-5 letters are obtained by underwriters
from their counsel to provide negative assurance
concerning the disclosure document [e.g., nothing
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”). See
17 CFR 240.10b-5(b). Such letters generally provide
a description of the investigation undertaken by the
counsel on behalf of the underwriter which serves
as a basis for those assurances.

81 New York City Final Report, supra note 2. The
Supplemental Staff Report, which was an appendix
to the New York City Final Report, stated that:

The underwriters, those discussed in the Staff
Report as well as several other national and local
underwriting firms interviewed by the staff, can and
do perform independent credit analyses of
municipalities whose securities offerings they
underwrite. The underwriters have generaly stated,Continued
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Federal Register / Vol. 53, No. 188 / Wednesday, September 28, 1988 / Proposed Rules 37789System Staff Report also suggests thatunderwriters, even in nominallycompetitive bid offerings, view theirresponsibilities regarding the accuracyof the official statement as extremely limited.82 The underwriters of theSupply System’s bonds acknowledgedno legal responsibility to read theofficial statements with a view togauging their accuracy, much less toconduct a review to establish a basis fora reasonable belief in the accuracy ofthe key representations made in theoffering statement.83In light of the above, the Commission believes that further articulation of amunicipal underwriter’s obligations tothe investing public in both negotiated and competitively bid offerings isappropriate at this time to encourage meaningful review of issue disclosure.84In the Commission’s view, thereasonableness of a belief in theaccuracy and completeness of the key representations in the final officialstatement, and the extent of a review ofthe issuer’s situation necessary to arrive at this belief, will depend upon all thecircumstances. In both negotiated and competitively bid municipal offerings, the Commission expects, at a minimum, that underwriters will review theissuer’s diclosure documents in a professional manner for possible inaccuracies and omissions.85Beyond
how ever, th a t c ir cu m s ta n ce s se v e re ly re s tr ic t their

ab ility to con du c t a n y d u e d ilig e n ce in q u iry in a n y
com petitive b id o ffe r in g an d th a t, in th ese

c ircum stances , th e inqu iry m a y co n s is t o f n o th in g
more than a p eru sa l o f the o f fic ia l s ta tem en t or

other in form ation p ro v id ed in co n n e c t io n w ith the
offering or c on ta in ed in the ir f ile s . In c o n tra s t , the

underw riters g e n e ra lly s ta te th a t in a n y n e go tia te d
offering th ey do perform a d u e d ilig e n ce in q u iry in
som e w a y s s im ila r to th a t c o n d u c te d in under
writing corpora te issu e s .

82 Su p p ly S y s te m S t a f f R ep o r t a t 168 169. See
also d is cu ss ion supra a t te x t a c c o m p a n y in g n o te s 13
to 19.

83 U n lik e m an y co m p e tit iv e ly b id o ffe r in g s , o n ly
two syn d ica te s su c ce s s fu lly b id on the S u p p ly

Systems 14 o ffe r in g s . M o re o v e r , th ere ap p e a re d to
be little u n cer ta in ty ab o u t w h ich sy n d ic a te w ou ld
be aw arded a pa rticu la r o ffe r in g .

** A s d is cu ssed a b o v e , th e se o b lig a t io n s a r is e ou t
o f thegenera l an tifraud p ro v is io n s o f the fed e ra l

securities la w s , p a r ticu la r ly se c t io n 17 o f the

Securities A c t a n d se c t io n s 10(b) a n d 15(c)(1) an d
(2) o f the E x ch a n g e A c t , a n d th e ru le s thereunder .
The facto rs se t fo rth b e lo w d o no t ch a n g e the

applicab le lega l s ta n d a rd s , e.g., s c ien te r o r

negligence , and con d u c t in a sp e c i f ic c a s e m ust be
m easured a ga in s t th ese s ta n d a rd s . N o r d o th ey
attem pt to e s ta b lish o b je c t iv e s ta n d a rd s o f

reck lessness fo r p urp oses o f a n y sc ien te r
requirem ent.

Proposed R ue l 15c2 12 ex p r e ss ly w o u ld requ ire
that m unicpa l underw rite rs re v ie w p re lim in a ry
o ffic ia l s ta tem en ts in o ffe r in g s o f o v e r $10 m illio n .

this baseline review, the Commission believes that a number of factors generally will be relevant in determining the reasonableness of a municipal underwriter’s basis for assessing thetruthfulness of the key representations in final official statements. These factors would include: The extent to which theunderwriter relied upon municipal officials, employees, experts, and otherpersons whose duties have given themknowledge of particular facts;86 the type of underwriting arrangement [e.g., firmcommitment or best efforts); the role ofthe underwriter (manager, syndicatemember, or selected dealer)87; the type of bonds being offered (generalobligation, revenue, or private activity); the past familiarity of the underwriter with the issuer; the length of time tomaturity of the bonds; the presence orabsence of credit enhancements; and whether the bonds are competitively bid or are distributed in a negotiatedoffering.In negotiated municipal offerings, where the underwriter is involved in thepreparation of the official statement, the Commission believes that development of a reasonable basis for belief in theaccuracy and completeness of thestatements therein should involve an inquiry into the key representations inthe official statement that is conducted in a professional manner, drawing onthe underwriter’s experience with theparticular issuer, and other issuers, as well as its knowledge of the municipal markets. Sole reliance on the
The Commission wishes to caution

underwriters that this factor does not imply that an
underwriter may merely rely upon 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 portions of a statement
prepared and certified or authorized by an expert to
be included in the document generally would be
reasonable absent actual knowledge, or a reason to
know, of the inaccuracy of those staments.

87In other contexts, the Commission and the
courts have distinguished between the obligations
of managing underwriters and syndicate members.
See  generally Securities Exchange Act Release No.
9671 (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 offering
of municpal securities need not duplicate the efforts
of the manging underwriter, but must satisfy itself
that the managing underwriter reviewed the
accuracy of the information in the official statement
in a professional manner and therefore had a
reasonable basis for its recommendation.
Nevertheless, in both competitive and negotiated
offerings, the syndicate members, as part of forming
their own recommendations to investors, must 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.

representations of the issuer would notsuffice.88The role of the underwriter inassessing the accuracy of the issuer’skey disclosures is of particular importance where the underwriting involves an unreasoned issuer.89Because of the varying types ofmunicipal debt and extent of disclosure practices, the Commission is not attempting to delineate specific investigative requirements in thisrelease. However, the Commission notesthat commentators already havesuggested a variety of investigativeprocedures to be followed by underwriters in connection withnegotiated municpal securities offerings.90With respect to competitively bidofferings of municipal securities, members of the municipal securities industry have argued that theuncertainty of the bidding process and .time pressures associated with these offerings make it difficult for underwriters to conduct an investigation of the issuer or its statements.91The factthat an offering is underwritten on acompetitive basis does not negate theresponsibility that the underwriterperform a reasonable review. Nevertheless, the Commission recognizes that municipal underwriters may have little initial access tobackground information concerning securities that have been bid on acompetitive basis. Therefore, the factthat offerings are competitively bid, rather than sold through a negotiatedoffering, is an element to be consideredin determining the reasonableness of theunderwriters’ basis for assessing thetruthfulness of key representations infinal official statements. In this regard, the fact that an underwriting isnominally classifed as competitive will not be relevant to the scope of anunderwriter’s review where there islittle uncertainty about the choice of underwriters or where other factors are present that would command a closer examination.
88S e e , e.g., Hamilton Grant & Co., supra no te 75.

89Charles E . Bailey & Co., 35 S .E .C . 33, 42 (1953)
( w h e re , a s here , a n issu e r se ek s fu n d s from the
p u b lic to f in a n c e a n e w a n d sp e cu la t iv e ven tu re , the
u nderw rite r m u st b e p a rticu la r ly c a re fu l in v e r ify in g
the issu e r s o b v io u s ly se lf se rv in g s ta tem en ts a s to
its op e ra tio n s a n d p ro sp e c ts ).

S e e A B A N A B L Report, supra no te 79, a t 74 98;
D o ty , The Disclosure Process and Securities Laws,
State and Loca l Government Debt Financing (D .
G e l fa n d ed , 1986) ( D o ty ) at § § 8 6 9 , 8 71 .

91 S e e . e.g., Municipal Securities Fu ll Disclosure
A c t o f 1976, Hearing on S . 2969 and 2574 before the
Subcommittee on Securities, Senate Committee on
Banking, Housing and Urban Affairs, 94th C o n g . , 2d
S e s s . 126 ,127 (1976) (sta tem en t o f R ich a rd K eze r ,
P re s id en t o f the D e a le r B ank A s s o c ia t io n ) .
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37790 Federal Register / Vol. 53, No. 188 / Wednesday, September 28, 1988 / Proposed RulesThe Commission believes that in anormal competitive bid offering, involving an established municipal issuer, a municipal underwritergenerally would meet its obligation tohave a reasonable basis for belief in theaccuracy of the key representations inthe official statement where it reviewedthe official statement in a professionalmanner, and received from the issuer adetailed and credible explanationconcerning any aspect of the officialstatement that appeared on its face, oron the basis of information available tothe underwriter, to be inadequate. Inreviewing the issuer’s disclosure documents, therefore, underwriters bidding on competitive offerings should stay attuned to factors that suggestinaccuracies in the disclosure or signal that additional investigation isnecessary.92 If these factors appear, theunderwriter should investigate thequestionable disclosure and, if aproblem is uncovered, pursue theinquiry until satisfied that correct disclosure has been made.93
92 In a competitively bid offering, the task of

assuring the accuracy and completeness of
disclosure is in the hands of the issuer, who usually
will employ a financial adviser, which frequently is
a broker-dealer. Ordinarily, financial advisers in
competitively bid offerings publicly associate
themselves with the offering, and perform many of
the functions normally undertaken by the
underwriters in corporate offerings and in municipal
offerings sold on a negotiated basis. Thus, where
such financial advisers have access to issuer data
and participate in drafting the disclosure
documents, they will have a comparable obligation
under the antifraud provisions to inquire into the
completeness and accuracy of disclosure presented
during the bidding process. See generally Doty,
supra note 90, at § 8-78. Although the underwriter
may choose to rely upon the fact that a broker-
dealer acting as a financial adviser is assisting the
issuer, such reliance does not relieve the
underwriter of its duty to investigate questionable
disclosure.

93 The Commission requests comment on the
nature and extent of any problems experienced by
underwriters and issuers involving underwriting
agreements that do not contemplate a reasonable
investigation by the underwriters. One commentator
has suggested that issuers may attempt to retain
good faith deposits if underwriters refuse to go
forward with an offering where sufficient disclosure
is not provided. See Doty, Municipal Securities
Disclosure, 13 Rev. of Sec. Reg. No. 1 (January 16,
1980). The Commission believes that any problems
previously experienced in this area may be avoided
by proper drafting of purchase contracts or
underwriting agreements. Moreover, issuers and
underwriters should consider whether agreements
that do not allow for a reasonable investigation
would be voidable under Section 29(b) of the
Exchange Act, 15 U .S .C . 78cc(b). Compare Kaiser
Frazer Corp. v. Otis & Co. 195 F.2d 838 (2nd Cir.
1952), cert, denied, 344 U .S . 856 (1952) (invalidating
an underwriting agreement under Section 14 of the
Securities Act, 15 U .S .C . 77n, where inadequate
disclosure w as provided by the issuer); see also,
generally, Gruenbaum & Steinberg, Section 29(b) of
the Securities Exchange Act o f 1934: A Viable
Remedy Awakened, 48 Geo. Wash. L. Rev. 1 (1979).

While a municipal underwriter in acompetitive bid offering may approach its reasonable basis obligation first through a professional review of theoffering documents, it may not, ofcourse, ignore other information regarding the issuer that it has available.Generally, underwriters receive notices of competitively bid offerings one week prior to the date bids must be submitted.During this period, they have theopportunity to review the issuer’spreliminary official statement 94 and bring to bear any additional information they have about the issuer.With respect to both negotiated and competitively bid offerings, apart fromthe information contained in the issuer’sdisclosure documents, an underwritermay have had opportunities to develop an independent reservoir of knowledgeabout an issuer. As noted above and inthe Supply System Staff Report,95 evenin competitively bid offerings, underwriters may have access toinformation about the issuer that wouldallow them to reach some conclusion about the worth of its bonds and thevalidity of representations in thepreliminary or final official statement. Inaddition, underwriters often engage intrading of other bonds of the issuer inthe secondary market and acquire information on a continuing basis intheir role as dealers of the bonds, regardless of whether they underwrite aparticular offering. Moreover, manymunicipal issuers return to the market frequently to meet their financing needs. Underwriters that participate in multiple offerings for an issuer have a continuing opportunity to become familiar with the issuer’s financial and operationalcondition. From each of these sources, an underwriter may develop a reservoir of knowledge about the issuer and itssecurities that should be used to assess the adequacy of disclosure.An additional source of information isthe 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 inthe sales activities of the underwriter. The research units also draft reportsthat are sent to potential customers, including institutional investors, and sometimes write more abbreviatedinformation circulars for the direct useof the firm’s salespersons in promoting the bonds. When an underwriterparticipates in an offering, the research
94The Commission expects that the

responsibilities of municipal underwriters described
above would require them, in most cases, to receive
a preliminary offering statement in this time frame.

95 Supply System Staff Report at 170 72.

unit may have substantive knowledge about the issuer and should beconsulted by the underwriter inperforming its investigation.96The Commission believes that theprovisions in Rule 15c2 12 alsocontribute to a municipal underwriter’sability to meet its “reasonable basis” obligation. In particular, paragraph (b)of Rule 15c2 12 would assistunderwriters in complying with theirreasonable basis obligation by providingthat an underv/riter receive a nearly final official statement prior to bidding for or purchasing an offering, which itthen must review. In order to allow theunderwriter to meet this obligation, issuers will have to begin drafting disclosure documents earlier and perhaps with greater care than in thepast. Furthermore, this requirement should enable underwriters to receive, and if necessary influence the content of, the final official statement beforecommitting themselves to an offering.The Commission believes that theconduct of the underwriters in theSupply System offerings, and theposition advanced by some members ofthe industry, with respect to theirresponsibilities in competitively bidofferings, raise serious concerns thatwarrant additional review. Although thelegal standards stated above reflect thecurrent Commission views based uponjudicial decisions and previousadministrative actions, the Commissionis concerned that the standards applicable to municipal underwriters bearticulated correctly. Accordingly, theCommission would like to receive viewson the interpretation expressed above.In addition, the Commission would liketo receive comment from underwritersand other members of the industryregarding current practices in bothnegotiated and competitively bid underwritings, and the extent to whichthey meet the standards articulated inthis release. In this regard, theCommission requests comment on anyproblems experienced by underwritersin fulfilling their responsibilities thatcould be resolved through furtherCommission or MSRB rulemaking. Commentators also are invited toaddress whether a clearer articulation ofan underwriter’s responsibilities isdesirable, either through additional Commission interpretation orrulemaking, or through amendment tothe statutory provisions of the federal securities laws. Alternatively, shouldthe MSRB adopt general guidelines or
96 The Commission notes, however, that care

should be taken to avoid the misuse of any material,
non-public information by the firm or its clients.
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interpretations to assist underwriters in
determining die scope of their
responsibilities?
IV. Creadon of a Central Repository

Inaddition to soliciting views on
proposedRule 15c2 12, and the methods
used to satisfy an underwriter’s
responsibility tohave a reasonable
basis for recommending the securities it
underwrites, the Commission requests
comment on a proposal advancedby the
MSRB and members of the industry to
create a repository ofmunicipal
securities disclosure documents. This
proposal is intended to imporve the flow
of information to the municipal
marketplace. Information concerning
corporate offerings is available to the
publicat a single location, becausemost
corporate issuers file registration
statements with the Commission.97In
addition, many corporate issuers are
subject to the annual andperiodic
reportingrequirements of theExchange
Act,®8which provide a continual source
ofdisclousre about the issuer to the
secondary markets. No similar
registration or reporting requirements
exist for municipal issuers, however.

Althoughsome repositories do collect
informationconcerning municipal
offerings," there is no central and
complete source of documentaiy
information. Moreover, even when
official statements are prepared, dealers
maynot retain copies following the
distribution. Consequently, they may not
have adequate access to complete
descriptiveinformation about an
issuer’s securities when trading in the
secondary market. As noted Barber, lade
of disclosure about important features of
an issuer's securities has been a
frequent complaint in MSRB arbitration

97 IM e s s a n exem p tio n is a v a i la b le .  S e c t io n 5 o f
the Se cu ritie s  A c t , 15 L L S .C . 77e , requ ire s a
registration sta tem en t to b e o n file w ith th e
Com m ission p rio r to a n y o ffe r s o f co ip o r a te
securities, a n d th a t a reg is tra tio n s ta te m e n t  h a v e
been declared e ffe c t iv e  p r io r to a n y sa fe s . A
statutory p ro spectu s  m u s t a c c o m p a n y or p re ce d e
the sa le o r d e liv e ry o f a se cu r ity . R e g is tra t io n
statem ents a re pefb fie a t th e tim e o f f i l in g w ith th e
Com m ission . 15 U .S .C . TT ffd J . In  c o n tr a s t , m u n ic ip a l
securities, w h ich  a r e e x e m p t fr o m se c t io n 5^ u » y b e
offered and so ld w ith o u t fi l in g w ith th e
Com m ission . Compare MSRB ru le  G 3 4 {requ iring
certain in fa rn ia tion c o n ce rn in g a n e w is s u e t o b e
provided to th e M S R B  o r i t s  d e s ig n e e in  ■ order to
obtain a CUSIP num ber}.

J * ® * S e c t io n s 12 a n d 15{d), 15 U .S .C . 781 a n d

*® R epositor ies  fo r  m u n ic ip a l se cu r it ie s
information a re m a in ta in ed fey th e B o n d B u y e r in
New York , under ih e n a m e M u m ik h e , a n d b y
Securities D a ta C o m p a n y , In c . W h i le su b m is s io n o f

1 ™ en ,* ry  ^ *1 * to th e s e rep os ito r ie s i s v o lu n t ary ,
n t a * been stro n g ly u rged b y «he C F O A . Se e

cedural S ta tem en t N o .  a , D is se n u n a iio n of
information a n d P rov id in g S ta te m e n ts , R ep o r ts , a n d
K e to s e s to a C e n tr a l R e p o s ito r y , G P O A G u id e l in e s

proceedings andhas resulted mpricing
and trading inefficiencies.100

In aneffort to improve the quality of
disclousre available to both die primary
and secondarymarket, theMSRB
recently has proposed the creationof a
central repository of official statements
andcertain refundingdocuments.101As
envisionedby the MSRB, participation
in the repository by municipal issuers
would be mandatory, and information
concerning new issues would be made
available to interested persons, for a fee,
shortlyafter filingwith the repository by
the issuer. Among other things, the
MSRB expects that the repository would
alleviate current informational problems
in the offering of municipal securitiesby
allowing dealers executing transactions
innew issues of securities togain access
to informationcontained in official
statements throughin house computer
screens. It is also expected that benefits
would accrue to the secondary market.
Rapid access to descriptive information
concerning all issues would facilitate
compliance with the MSRB’s roles and
would provide a more complete and
reliable 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
numberof issues that deserve careful
study.108The issues range from
technical and operational concerns to
more fundamental policy considerations
regarding the natureof information tohe
provided to the repository, and the role
of the Commission, if any, in assisting in
the creation of the repositoiy.

The Commission requests comments
concerning the creationof a central
repository. In addition togeneral
comments concerning the need for a
repository, commentators should
address the following issues: Should the
repositorybe 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 Commission;
should the deposit requirementbe

100Seesppra n o te 35.

i Le tte r fr o m lames B.G. H e a r ty , C h a ir m a n ,
MSRB, to D a v id Su R u d e r , C h a irm a n , Se cu r it ie s
E x c h a n g e C o m m is s io n {D e c e m b e r 17 ,1987) .

102 JSiee ¿Letter ¡from Je f fr e y L. E s s e r , E x e cu t iv e
D ire c to r , G F O A , to D a v id S . R ud e r , Chairmen,
S e cu r it ie s e n d E x c h a n g e  ■ Com m ission {D ec e m b er 16,
1987); le tte r faun fa m e s H . C h e e k , fit, Chairman.
C o m m itte e o n F ed era l R e gu la t io n o f S e o u r i tie s , a n d
R ob e r t S . A m d u r sk y , C h a irm a n , S u b co m m itte e chi

M u n ic ip a l a n d  G c rv e m m e n ta l O b fig a tr o n s ,
A m e r ic a n  B a r A s s o c ia t io n , to D a v id  S . R ud er ,
Chairman, Securities and Exchange Commission
(M a rch 30 ,1988 } {su g g e s t in g th a t a c a r e fu l s tu d y fee
m ad e o f th e is s u e s ra ised b y a c e n tr a l rep os ito ry
b e fo re a n y fo rm a l a c t io n s are ta k e n } .

placed on issuers, underwriters, or
dealers; what kind of information should
be submitted to the repository {e.g.,
official statements, escrow agreements,
annual financial reports]; when should
the informatitm be submitted; should
therebe periodic reporting requirements
to keep the information current; should
data be submitted in summary or
complete 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?V . Effects on Competition andRegulatory Flexibility ActConsiderations

Section 23(a)(2) of the Exchange
A c t103requires that die Commission, in
adopting rules under the Act, consider
the anticompetitive effects of such roles,
if any, and balance any anticompetitive
impact against the regulatory benefits
gained in terms of farthering the
purposes of the Exchange A ct The
Commission is preliminarily of the view
that proposed Rule 15c2 12 will not
result in any burden on competition that
is not necessary or appropriate in
furtherance of the purposes of the
Exchange Act. The Commission requests
comment, however, on any competitive
burdens that might result from adoption
of the rule. Although the rule applies
equally toall underwriters ofmunicipal
securities, the Commission in particular
is interested in receiving comments on
theextent to which any of the proposed
dollar thresholds would burden one
segment of die industrymore than
another.

In addition, the Commission has
prepared an Initial Regulatory
Flexibility Analysis (“ IRFA”), pursuant
to the requirements of the Regulatory
Flexibility Act,104regarding the
proposed roles. The IRFA indicates that
Rule 15c2 12could impose some
additional costs on small broker dealers
and municipal issuers, particularly if a
lower dollar threshold is adopted.
Nevertheless, the Commission believes
that many of the substantive
requirements of the role already are
observed by underwriters and issuers as
a matterof business practice, or to fulfill
theirexisting obligations under the
general antifraud provisions of the
federal securities laws. The Commission
requests comment on the extent to
which current practice deviates from the
requirements of the proposed rule, and
the extent to which additional costs may

™ 15 U . S .C . 78w ja}(2 ).

* 5 U .S . C . 603 .
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37792 Federal Register / Vol. 53, No. 188 / Wednesday, September 28, 1988 / Proposed Rulesbe imposed on small municipal issuers and broker-dealers if the rule is adopted as proposed.A copy of the IRFA may be obtainedfrom Henry E. Flowers, Attorney, Officeof Legal Policy, Division of MarketRegulation, Securities and ExchangeCommission, 450 Fifth Street NW., MailStop 5 1, Washington, DC 20549, (202)272 2848.
VI. Statutory Basis and Text of
AmendmentsThe Commission proposes to adopt § 240.15c2 12 in Chapter II of Title 17 ofthe Code of Federal Regulations asfollows:
List of Subjects in 17 CFR Part 240Securities.
PART 240 GENERAL RULES AND
REGULATIONS, SECURITIES
EXCHANGE ACT OF 19341. The authority citation for Part 240 isrevised by adding the following citation:

Authority: Sec . 23, 48 Stat. 901, as
amended; 15 U .S .C . 78w. * * * § 240.15c2 12
also issued under 15 U .S .C . 78b, 78c, 78j, 78o,
78o 4 and 78q.2. By adding § 240.15c2 12 as follows:
§ 240.15c2 12 Municipal securities
d isclosure .(a) As a means reasonably designed to prevent fraudulent, deceptive, ormanipulative acts or practices, it shall be unlawful for any broker, dealer, ormunicipal securities dealer to act asunderwriter in an offering of municipal securities with an aggregate offering price in excess of $10,000,000 unless itcomplies with the requirements of paragraphs (b) through (e) of thissection.(b) The broker, dealer, or municipal securities dealer shall, prior to the timeit bids for or purchases securities of theissuer, directly or through its designatedagents, obtain and review an officialstatement that is complete, except for the omission of the followinginformation: The offering price, interest rate, selling compensation, amount of proceeds, delivery dates, other terms ofsecurities depending on such factors, and the identity of the underwriter.(c) The broker, dealer, or municipal securities dealer shall send promptly by first class mail or other equally prompt means to any person, on request, asingle copy of any preliminary officialstatement prepared by the issuer fordissemination to potential bidders orpurchasers.(d) The broker, dealer, or municipal securities dealer shall contract with theissuer or its designated agents to obtain,

within two business days after any finalagreement to purchase or sell thesecurities, copies of a final officialstatement in sufficient quantities tocomply with paragraph (e) of thissection and the rules of the MunicipalSecurities Rulemaking Board.(e) The broker, dealer, or municipal securities dealer, in a timely manner, shall send to any person, on request, asingle copy of the final officialstatement.(f) For the purposes of this section(1) The term “final official statement” means a document prepared by theissuer or its representatives setting forth, among other matters, information concerning the issuer and the proposed issue of securities that is final as of thedate of the final agreement to purchase or sell municipal securities for, or onbehalf of, an issuer or underwriter.(2) The term “underwriter” means anyperson who has purchased from an issuer with a view to, or offers or sells for an issuer in connection with thedistribution of, any security, orparticipates or has a direct or indirect participation in any such undertaking, orparticipates or has a participation in thedirect or indirect underwriting of anysuch undertaking; but such term shall not include a person whose interest islimited to a commission, concession orallowance from an underwriter, broker, dealer, or municipal securities dealer not in excess of the usual and customarydistributors’ or sellers’ commission, concession or allowance.
By the Commission.
Dated: September 22,1988.Shirley E. Hollis,

Assistant Secretary.
[FR Doc. 88 22228 Filed 9-27-88; 8:45 am]
BILUNG CODE 8010 01 M

DEPARTMENT OF TRANSPORTATION

Coast Guard

33 CFR Parts 126 and 127
[CGD 88 049]

RIN 2115 AD06

Liquefied Hazardous Gas Facilities
a g e n c y : Coast Guard, DOT.
ACTION: Advance notice of proposed rulemaking.
s u m m a r y : The Coast Guard invites interested persons at the earliest possible time to participate in thedevelopment of regulations to provide standards for waterfront facilities that transfer bulk liquefied hazardous gases (other than liquefied natural gas (LNG))

to or from marine vessels. Thisrulemaking is a part of a Coast Guard effort to update the waterfront facilityregulations. With early participation bythe public, the Coast Guard expects topublish cost effective rules that protectthe navigable waters and the resourcestherein from harm resulting from vessel or structure damage, destruction, or loss.
DATES: Comments must be received onor before November 28,1988.
ADDRESSES: 1. Comments must besubmitted to the Commandant (G LRA2/21), U.S. Coast Guard, 2100 Second Street SW., Washington, DC 20593 0001.Comments may be delivered to and willbe available for inspection and copyingat the Executive Secretary, Marine Safety Council (G LRA 2), Room 2110,U.S. Coast Guard Headquarters, 2100Second Street, SW., Washington, DC20593 0001, (202) 267 1477. Normal office hours are between 8:00 a.m. and3:00 p.m. Monday through Friday, exceptFederal holidays.2. Persons desiring to receive a copyof the LNG regulations as published inthe February 5,1988 issue of the Federal
Register (53 FR 23884) may obtain oneby contacting the persons listed belowin FOR FURTHER INFORMATION CONTACT.

FOR FURTHER INFORMATION CONTACT:Mr. Kenneth J. Szigety, Office of MarineSafety, Security and Environmental Protection, (G MPS 3), Room 1108, (202)267 0491, between 7:00 a.m. and 3:30p.m., Monday through Friday, except Federal holidays.
SUPPLEMENTARY INFORMATION:Interested persons are invited toparticipate in this early stage of rulemaking by submitting written views,data or arguments. Comments shouldinclude the name and address of theperson making them, identify this notice(CGD 88 049) and the specific section ofthe proposal to which each commentapplies, and give the reasons for thecomments. If an acknowledgment isdesired, a stamped, self-addressed postcard should be enclosed.All comments received before theexpiration of the comment period will beconsidered before proposed rules aredrafted. No public hearing is planned, but one may be held at a time and placeto be set in a subsequent notice in the
Federal Register if written requests for apublic hearing are received frominterested persons raising genuineissues and desiring to comment orally ata public hearing, and if it is determinedthat the opportunity to make oralpresentation will be beneficial to therulemaking process.
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