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CHAPTER ONE

Introduction

Municipal bonds, notes, certificates of participation and other municipal securities, while
generally exempt from the registration requirements of federal and state securities laws, are
subject to securities law disclosure rules—generally referred to as “antifraud rules.” Municipal
issuers must ensure that, in connection with the issuance and sale of municipal securities
to the public, prospective purchasers are provided the information they need to make an
informed investment decision, and municipal issuers can face suit or even civil or criminal
penalties if the disclosure provided has material misstatements or omissions. In recent
years, the United States Securities and Exchange Commission (the “SEC”), has made
numerous public pronouncements, created an enforcement group targeted specifically at
municipal securities and launched a series of high-profile investigations, all indicating its
increasing interest in perceived shortcomings in municipal disclosure practices.

The benefit of good municipal disclosure has been further enhanced by the recent
decline in the use of bond insurance and in confidence in bond ratings as a complete measure
of credit quality. Investors now, to a greater extent than ever, need and desire to make their
own credit evaluation, and an informed evaluation requires comprehensive and adequate
disclosure. Municipal issuers who tell their story in a clear and complete way and develop a
reputation for good disclosure can derive a financial benefit in the price paid for their bonds.

The purpose of this pamphlet is:

* to provide an overview of municipal issuers disclosure requirements under
federal securities laws and the manner in which municipal issuers can satisfy
these requirements, and

* to help municipal issuers capture the benefits of good disclosure through the
preparation and delivery of Official Statements in connection with the initial
offering of municipal securities and through ongoing disclosure to the market.

Orrick has been ranked first in the country as disclosure counsel and as bond counsel
for most of the last two decades. As disclosure counsel from 2005 to 2010, Orrick closed

over 512 issues aggregating more than $115.5 billion in principal amount.
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CHAPTER TWO

Federal Securities Law

Municipal securities are subject to the federal securities laws administered by the
SEC. Unlike corporate securities, municipal securities generally are exempt from the
registration requirements of the Securities Act of 1933. Although this exemption from
registration creates a key distinction between corporate and municipal offerings, many
principles of law and policy applicable to corporate offerings are relevant, directly or

by analogy, to municipal securities.

Antifraud Rules

Statements by municipal issuers to investors, or potential investors, and even statements
to the public generally, if likely to be heard and relied upon by the securities market,
are subject to regulation by the SEC under two key antifraud provisions of federal
law—Section 17(a) of the Securities Act of 1933 and Rule 10b-5 promulgated by the
SEC pursuant to Section 10 of the Securities Exchange Act of 1934. These laws and
regulations are designed to ensure that parties buying or selling securities have access to
the information necessary to make an informed investment decision. In order to comply
with these laws for a public offering of municipal securities, issuers generally prepare
a document analogous to a corporate prospectus, called an “Official Statement,” that
includes all of the information an investor would need to decide whether to purchase
the offered securities. Various state laws also impose liability for inadequate disclosure,
and securities sales are also subject to general statutory and common law rules such
as those prohibiting fraud. Underwriters of municipal securities typically require
municipal issuers to provide certifications regarding their compliance with securities

laws in connection with the purchase and sale by the underwriters of the securities.
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Key Excerpts from Antifraud Rules

Section 17(a) Rule 10b-5

“It shall be unlawful for any person It is “unlawful for any person, directly or

in the offer or sale of any securities indirectly, by the use of any means . . . of

by the use of any means . .. of . .. interstate commerce, or of the mails . . .

communication in interstate commerce
or by the use of the mail, directly or
indirectly

(1) to employ any device, scheme or
artifice to defraud, or

(2) to obtain money or property by
means of any untrue statement
of a material fact or any
omission to state a material fact
necessary in order to make the
statements made, in light of the
circumstances under which they
were made, not misleading, or

(3) to engage in any transaction,

practice, or course of business

(a) to employ any device, scheme, or
artifice to defraud,

(b) to make any untrue statement of
a material fact or to omit to state
a material fact necessary in order
to make the statements made,
in the light of the circumstances
under which they were made, not
misleading, or

(c) to engage in any act practice or
course of business, act, practice,
which operates or would operate as a
fraud or deceit upon any person, in
connection with the purchase or sale

of any security...”

which operates or would operate
as a fraud or deceit upon the

purchaser.”

Liability for Fraud
Inadequate disclosure practices can lead to such outcomes or consequences as:
* investigation by the SEC,
* investigation by a local district attorney or the U.S. Justice Department,
* imposition of fines or penaldies,
e civil suits for damages,
e substantial out-of-pocket costs to defend against government or private
investigations or suits,
*  harm to an issuer’s reputation and investor confidence,
* inability to obtain timely audit reports and lack of access to public securities
markets and

hd rating agency downgrades.
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Liability for false, misleading, incomplete or fraudulent statements under the antifraud
laws attaches to directors, governing board members, officers and staff of issuers.
Individual officials or members of the staff found to have violated the law may be
subjected to penalties, fines, injunctions or, in extreme cases, incarceration, and there
is no official immunity from these consequences.

To prove a violation of Rule 10b-5, the SEC must prove, among other elements, that
the issuer intended to commit manipulation or deception, or knew it was manipulating
or deceiving, or recklessly disregarded a manipulation or deception, in connection with
the purchase or sale of securities. However, mere negligence, such as a negligent failure
to be informed about the issuer’s financial condition, is sufficient to find a Section
17(a) violation. Either the SEC or private entities can file a claim of violation of
Rule 10b-5, but private entities must show not only that an issuer made a material
mistatement or omission but also that they in fact purchased or sold the securities in
reliance on such statement or omission and suffered a loss and damages as a result of
that reliance. For more information, see the Orrick publication SEC Investigations and
Enforcement Actions: A Practical Handbook for Municipal Securities Issuers.

Issuers and their directors, governing board members, officers and staff may
rely on the advice of professionals, including attorneys, financial advisors, engineers,
feasibility consultants or accountants, in determining what information to disclose, but
reliance on professionals must be reasonable, and issuers and their boards must exercise
independent judgment in approving securities disclosure. Further, while reliance on
advice of professionals can be helpful in defending against certain claims, it will not
help deflect all potential claims. Issuers and their principals are ultimately responsible

for the accuracy of statements of fact about the issuer.

“Public entities that issue securities are primarily liable for the content
of their disclosure documents and are subject to proscriptions under the
federal securities laws against false and misleading information in their
disclosure documents.” —Report of Investigation in the Matter of County of
Orange, California as it Relates to the Conduct of the Members of the Board
of Supervisors, Exchange Act Release No. 36761 (January 24, 1996).

4 Orrick, Herrington & Sutcliffe LLP



Indirect Regulation of Issuers

The SEC directly regulates other participants in municipal financings, including
underwriters, broker-dealers and rating agencies, and the regulatory regime
imposed on these entities can have indirect impacts on issuers. For example, SEC
Rule 15¢2-12 is applicable to underwriters, but requires them to cause issuers to prepare
Official Statements and to undertake in writing to provide post-issuance disclosures
to holders of securities under most circumstances, and thus, by conditioning issuers’
access to public markets, it indirectly imposes an obligation on issuers.

The Municipal Securities Rulemaking Board (the “MSRB”) was created by federal
statute in 1975 and empowered to create rules governing municipal securities dealers.
Certain MSRB rules also have indirect impacts on issuers. For example, MSRB Rule G-34(c)
requires municipal securities dealers to file certain documents, including copies of liquidity
and credit facilities for variable rate securities, with the MSRB Short-Term Obligation Rate
Transparency System, an activity that involves issuer input to the extent redaction of certain

information (like pricing) from the facilities is necessary or desirable.

The SEC’s Evolving Role

In recent years, the SEC has become increasingly vocal about its desire to enhance
municipal disclosure and bring it into closer alignment with the corporate securities law
regime, possibly including a repeal of municipal securities’ exemption from registration
requirements. The primary rationales historically used to justify the generally more relaxed
regulation of municipal securities—namely, that municipal issuers rarely default and that
there is little perceived abuse—are becoming less compelling as cities and counties across
the nation face unprecedented challenges to their fiscal stability, and as multiple examples
of abuse or faulty disclosure are being uncovered by the SEC. SEC Commissioners have
also spoken publicly about the need to increase the timeliness of ongoing disclosure by
municipal issuers and potentially creating national standards, both in terms of the applicable

accounting standards and in terms of topics addressed, for municipal disclosure documents.

“..[M]ore needs to be done to put disclosure about municipal securities on
par with disclosure about corporates. As a result, | also plan on working
with Congress to request enhanced SEC authority with respect to municipal
securities disclosure so that investors in munis have timely access to the
full complement of information they deserve to know about their municipal
securities investments.” -SEC Chairman Mary L. Schapiro, Opening Statement
Before the Commission Open Meeting, Washington, D.C., July 15, 2009.
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The Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010
provides some evidence of a move at the federal level to strengthen SEC oversight
over municipal securities along the lines requested by the SEC. The Dodd-Frank
Act establishes a stand-alone municipal securities office at the SEC (providing the
SEC with the capacity to increase its investigations and prosecutions) and requires
the Government Accounting Office to compare municipal and corporate disclosure
regimes and evaluate the costs and benefits of increasing regulation of municipal
disclosure, including the potential repeal of municipal securities exemption from
registration, with a report due in July of 2012.

The dialogue among the SEC, issuers, investors and broker-dealers regarding the future

of municipal securities disclosure and its regulation by the SEC is expected to continue.

“..[M]unicipalities are populated by taxpayers who also are frequently
investors in our national markets, perhaps even in the securities issued by
those same municipalities. Indeed, the concerns of a citizen qua taxpayer
and the same citizen quainvestor have something veryimportantin common.
Just as an investor wants to understand the true financial health of an entity
whose debtit purchases, ataxpayer has aninterestin understanding the true
fiscal health of the state or local municipality in which he or she lives. So the
call for greater federal regulation of the municipal securities market could
have benefits for both taxpayers and investors alike.” -SEC Commissioner
Elisse B. Walter, Regulation of the Municipal Securities Market: Investors
Are Not Second-Class Citizens, New York, NY, October 28, 2009.
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CHAPTER THREE

The Official Statement

The offering document in a public offering of municipal securities is usually called
the Official Statement. If the securities are being offered on a more limited basis, the
offering document might be called an offering circular, an offering memorandum,
a private placement memorandum or a limited offering memorandum. The Official
Statement in a public offering of municipal securities is analogous to the prospectus in
a registered public offering and typically takes the form of a single soft cover “book” or
electronic file. The Official Statement contains the issuer’s “official” statements; that is,
the statements about itself upon which it intends others to rely, including statements
about its financial condition, the securities, the project or program to be financed
with the securities and the sources of repayment of the securities. Its purpose is to tell
potential investors what they need to know in order to decide whether or not to buy
the securities. The Official Statement can presuppose general knowledge, but, unlike
a private placement memorandum or term sheet provided to a purchaser actively
engaged in the transaction, it must be complete in the sense that the investor should
not be expected to conduct any investigation beyond reading the document and any

publicly available materials incorporated by reference.

The Preliminary Official Statement

The Official Statement must be filed with the MSRB and must be provided to all
purchasers. Because in many transactions the Official Statement cannot describe the
securities completely until after they have been sold, a Preliminary Official Statement is
made available and distributed in advance of the offering. SEC Rule 15¢2-12 requires the
Preliminary Official Statement to be “final” except for pricing and information dependent
upon or determined as part of the pricing. The Preliminary Official Statement is used by
the underwriters to solicit interest in the securities. Depending upon the complexity and
novelty of the transaction, the Preliminary Official Statement is generally distributed, by

electronic posting or by the mailing of printed copies, between a few days and a couple
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of weeks before the expected sale date. The issuer can also voluntarily file the Preliminary
Official Statement on the MSRB’s Electronic Muncipal Market Access (EMMA) website,
which helps to assure that investors in the primary market receive material information
at the time an investment decision is made. If material developments occur or material
information comes to light after the Preliminary Official Statement has been distributed,
the Preliminary Official Statement must be supplemented prior to the sale date. It may
not be enough to correct or update the information in the final Official Statement
post-sale, as the SEC is increasingly focused on the state of disclosure at the time the

purchaser’s investment decision is made.

Purpose of the Official Statement

The Official Statement serves three basic functions: (1) it provides a description of the
securities offered and the transaction, (2) it assists with marketing the securities and
(3) it discloses risks and other material information associated with investment in the
securities. Marketing, an invitation to “invest” in the issuer through the purchase of
the offered securities, is viewed as “positive,” and risk disclosure, including disclosure
of “bad” facts, is often viewed as “negative” — a necessary evil to avoid the serious
adverse consequences of failure to comply with securities laws. To be sure, a properly
prepared Official Statement functions as the issuer’s primary defense against claims
that its securities were sold on the basis of incomplete or misleading information in
violation of the antifraud provisions of federal or state securities laws. Risk disclosure
can, however, also be viewed as a positive because it demonstrates that the issuer
has a full understanding of its business and its financial condition and provides an

opportunity to explain how risks are being addressed.

Contents of the Official Statement

The specific content varies, of course, based on the type of securities offered, but
Official Statements generally follow a simple basic format. The Official Statement
cover identifies information such as the amount, maturities, interest rates and payment
information for the securities being offered, a brief description of their source of

repayment, their tax status, the expected delivery date and ratings.
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Typical Official Statement Cover

NEW ISSUE - BOOK-ENTRY ONLY RATING: S&P: “AAA”
(See “MISCELLANEOUS
it amet, consectetur adipisicing eli, sed do eiusmod tempor incididunt u labore et

—— Rating

um dolor s

jun dolore eu fugiat nulla pariatur. Excepieur sint upidatat non proidens,

Tax Legend ———

ligendi opiio

XXX XXX XXX

UNIFIED BOND DISTRICT
(Anywhere County, State of Bliss) —— Name of
2010 GENERAL OBLIGATION REFUNDING BONDS
Dated Date ———  bated: Datcarbeivery Due: As shown below Bond Issue

Lorem ipsum dolor st amet, conscetetur adipisicing clit, sed do eiusmod tempor incididunt ut labore et dolore magna
aliqua. Ut enim ad minim veniam, quis nostrud exercitation ullameo laboris nisi u ex ca commodo consequ.

P t m\dcm sunt in culpa qui dest mmu
aymen o ey
Terms N Hbero tempore.cu soluts nobis wm optio ummmn ,mpkdwu., hins i quod maxime pliceat fcere pm\m,m
Including pe ; L
nteres g earum rerum hic tenetur a sapite onsequatur aut peferendis
Payment “The Tonds are subjectto redemption, as more flly described berein. See “THE BONDS - Redemption” berein.
Dates MATURITY SCHEDULE
Principal Interest Priccor  CUSIP** Principal Interest Price or cusip*
Maturity Amount Rate Yield® Suffix Maturity Amount Rate Yield®" Suffix
Feb. 1,2012 1200000  0.500% 100% GF6. Feb. 1,2018  $1.425000 4.000% 2.380% GT6 M t .t
Aug.1,2012 1.200.000 4.000 0550 GG4 Aug. 1,2018 1,430,000 5.000 2420 GU3 _— a url
Feb. 1,2013 1,220,000 4.000 0.790 GH2 Feb. 1,2019 1,480,000 4.000 2.590 GV1 y
Aug.1,2013 1225000 4000 0.880 GIs Aug. 1,2019 uxmm 5.000 2630 GW9
Feb U201 28000 2000 1160 GKS  Ren 12020 13 i a0 ow Schedule
Fb12014 100000 4000 Ligd  HES S0 2m0 Gy
A 014 10000 400 120 GLY Soo0 o0 Hae
Feb.1,2015 1,290,000 5.000 1.490 GMI ug. 5.000 3.140¢ HC2
Aug. 1,2015 1.285.000 4.000 1.560 GN9 Aug. 1,2023 5.000 3.300¢ HES
Feb. | ’Ulb 1.335.000 4.000 1.860 GP4. Aug. 1,2024 5.000 3.430¢ HG3
2 1.335.000 5.000 1.940 GQ2 Aug. 1,2025 X 770 000 5.000 3810¢ HH1
Avp 2017 U000 5000 220 S5 Aue i 280000 000 26 HK4
D t f Lorem ipsum dolor sit amet, consectetur adipisic m e uhlv o eiusmod tempor incididunt ut labore et dolore n «(Uwa olwuu Ut enim ad minim
ateo ; oo e oo e et els
Deli el dotore e il pari Ecepiea st occacat cupidta o potdent, sunt e g i deserunt ol
e e e gt el o i Underwriter

on provider
est et expedita distinctio.

The body of the Official Statement generally consists of a brief overview of the
purpose of the financing, a more detailed description of the terms of the securities
(especially any mandatory or optional tender or redemption provisions and, if the
securities are variable rate securities, the manner in which interest rates are determined)
and their security (pledges of revenues, tax receipts or assets, including limitations,
reserve funds and any credit enhancements and their providers) and the sources and
uses of funds for the financing. The body of the Official Statement also describes the
issuer and its financial condition, especially the financial and operating data relevant to
the payment of the securities and any parity, senior or subordinate obligations of the
issuer. If the issuer’s obligation is limited to a particular source, such as the revenues
of a utility enterprise or the proceeds of a special tax, the discussion will focus on
information related to that source. The body of the Official Statement will also provide
information about the tax treatment of interest paid on the securities, the terms of the
underwriting, published ratings of the securities, the presence or absence of litigation,

the issuer’s undertaking to provide continuing disclosure and various other matters.
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The body of the Official Statement may also include a separate “risk factors”
section. This section can be used to highlight special risks or to disclose risks a
description of which cannot easily be worked into the general discussion. It is critical to
be clear, however, that because a “risk factors” section cannot address all risks and even
described risks cannot be fully comprehended apart from context, an investor must
read the entire Official Statement for a full understanding of the risks associated with
the offered security. A thorough discussion of risk factors is not only useful to potential
investors, but can ward off claims by the SEC and private litigants in the event that
disclosed risks materialize.

The Official Statement generally includes, as appendices, various items that, while
part of the Official Statement, would interfere with the flow if included in the body of
the Official Statement. Typical appendices include:

e the issuer’s audited financial statements,

e expert consultant reports or feasibility studies, if any, in whole or in

summary form,

* information of only indirect importance such as general demographic and

economic information,

*  summaries of legal documents (to the extent not described in the body of the

Official Statement),
e adescription of the Depository Trust Company’s book-entry procedures and

e the form of the opinion to be delivered by bond counsel.

The information in an Official Statement should be primarily historical, verifiable
information. Projections of future SRT receipts, operating revenues, expenses or debt
service are, however, often important and included. In such cases, it is essential to
clearly identify the information as projected and state clearly the assumptions on which
the projections are based, that forward-looking statements are about the future and are
based on assumptions and qualified, and that the achievement of expected results is
subject to uncertainties, including the occurrence (or nonoccurrence) of future events.
Likewise, although it is preferable that the historical financial information included be
audited data, unaudited or “stub period” financial data is often included, depending on
timing of the publication of the Official Statement relative to timing of release of the
audited financial statements and the quarter-over-quarter or year-over-year volatility
of the revenues or other financial results being described in the Official Statement. In

such cases, it is important to clearly distinguish between audited and unaudited data.
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Disclosure Guidance

Guidance as to what ought to be contained in an Official Statement is available from
a variety of sources. A review of the Official Statements prepared by the issuer for
other offerings or Official Statements prepared by other issuers for the offering of
similar securities can provide useful templates and can serve as checklists. Further,
investor and analyst groups publish guidelines. The Government Finance Officers
Association has produced comprehensive guidelines for disclosure in municipal
offerings entitled Disclosure Guidelines for State and Local Government Securities (the
“GFOA Guidelines”). The GFOA Guidelines are not legally binding, but do establish
a standard for disclosure that can be referred to by issuers of municipal securities. The
Disclosure Handbook for Municipal Securities published by the National Federation of
Municipal Analysts contains specific disclosure recommendations for various types of
debt financing techniques.

While helpful to provide readers with relevant and customary information in a
format they are familiar with, templates, guidelines and checklists cannot substitute
for judgment. Each municipal offering has its own story and a mere update to a model
disclosure document without careful reflection about the current transaction (What is
new? What is different? What could go wrong? What do purchasers of these particular
securities need to know, and is that being told clearly?) does not suffice. The issuer and
its financing professionals must carefully consider the issuer’s situation and the terms of
the debt and security and source of funds for its repayment and form an independent
judgment as to what information must or should be included to assure that the Official
Statement contains the information needed for a potential investor to make an informed
investment decision and does not contain material misstatements or omissions. A sense
of balance and perspective is also essential. Important information should be presented

clearly and prominently and not be crowded out by less important discussion.

Securities With Credit or Liquidity Support
If credit for the securities is enhanced by a bond insurance policy, a letter of credit
or another credit facility, or if a third party is providing liquidity support, a separate
security is being offered and the description of the terms of such credit or liquidity
support and disclosure regarding the credit or liquidity provider must be included in
the Official Statement. A form of any bond insurance policy or letter of credit securing
the securities is generally included as an appendix to the Official Statement.

For fixed rate municipal securities secured by bond insurance or other credit
support, the financial condition of the issuer is nonetheless material because, no matter

the financial strength of the credit provider, an issuer financial failure could lead to an
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early par redemption when interest rates would otherwise result in the securities being
valued at a premium. The financial condition of the issuer is also material for variable
rate securities with liquidity but not credit support because the issuer’s financial failure
could excuse the liquidity provider from performance. In both of these cases, an
Official Statement with full disclosure of the issuer’s financial position (plus disclosure
concerning the credit or liquidity provider) is necessary.

There is a range of market-accepted approaches to disclosure for variable rate debt
with both credit and liquidity support (e.g., variable rate demand bonds secured by a
letter of credit or by a standby purchase commitment and bond insurance) because, so
long as the credit and liquidity providers are financially sound, the securities, as variable
rate obligations, will never be worth materially more or less than par and the holder can
receive par, upon seven days’ or similar notice, even if the issuer fails. On the one hand,
sometimes full financial disclosure respecting the issuer or other obligor is included in
the Official Statement for such securities, and it should be noted that representatives of
the SEC have expressed a preference for full financial disclosure, regardless of the credit
or liquidity support provided. On the other hand, sometimes virtually no financial
information about the issuer is included, in which case the investor should, and is
explicitly instructed to, make its investment decision on the basis of the credit and

liquidity support and not on the basis of the condition or circumstances of the issuer.

Conduit Obligations

In most conduit offerings of municipal securities, debt service on the securities is payable
solely from amounts received by the governmental conduit issuer from the conduit
borrower. Therefore, in such transactions, information on the financial condition
of the conduit issuer is not necessary (and could be misleading) and should not be
included in the Official Statement. The Official Statement should, moreover, make
clear that the conduit issuer is assuming responsibility only for the limited material
included in the Official Statement that has been provided by the issuer, generally only a
brief description of the issuer and a statement that there is no pending litigation against

the issuer challenging the financing.
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CHAPTER FOUR

Preparing an Official Statement

Under federal and state securities laws, the issuer of municipal securities is responsible
for the completeness and accuracy of the Official Statement used to offer its securities.
Therefore, it is critical that the issuer prepare an Official Statement that tells prospective
investors what a reasonable investor should know in order to make an informed investment
decision, without material misstatements or omissions. Although underwriters and other
parties may have securities law responsibilities of their own, the issuer may not transfer its
primary responsibility (and potential liability) for disclosure to such parties. To protect its
interests and ensure a quality product, the issuer must maintain ownership of the Official
Statement, both of its content and of the process of its preparation, and the issuer should
expect that a commitment of staff time and governing board oversight will be required.
From the standpoint of the issuer of municipal securities, the following are the steps

to be taken in preparing an Official Statement:

Determine the Team and Define Roles and Responsibilities

Early on, the issuer should determine which financing team member will coordinate the
preparation of the Official Statement. Counsel generally takes on this role, although the
document, or pieces of it, can be prepared by the issuer’s financial advisor or issuer staff.
Counsel preparing the Official Statement typically provides the underwriter with a statement
that, based on limited procedures, and subject to a variety of qualifications and exclusions,
nothing came to the attention of such counsel that caused it to believe that the Official
Statement contained any untrue statement of a material fact or omitted any material fact
necessary in order to make the statements in the Official Statement, in the light of the
circumstances under which they were made, not misleading, often referred to as the “10b-5
opinion.” The 10b-5 opinion is not really an opinion, but a statement of what counsel did
not find in the limited procedures it followed and excludes substantial portions of the Official
Statement, like audited financial statements and other financial information. Rendering this

opinion is not the primary value that such counsel brings. Rather, its value is the comfort
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that can be derived from knowing what that counsel must do in order to render that opinion,
provided it is a counsel with knowledge, skill and experience in securities disclosure.
Historically, in a negotiated sale of municipal securities, the firm serving as counsel
to the underwriters prepared the Official Statement, while bond counsel prepared
the Official Statement in a competitive sale. In recent years, however, some issuers
have preferred to engage their own counsel to be responsible for disclosure matters,
including preparation of the issuer’s Official Statements, so that such issuers can have
an attorney-client relationship with such counsel. Such counsel is usually referred to as
disclosure counsel. In some cases, disclosure counsel is the same firm as bond counsel.
If a separate disclosure counsel or underwriters’ counsel takes the lead on disclosure,
bond counsel’s role with respect to the Official Statement is typically limited to ensuring
the accuracy of the descriptions of the securities and the documents relating to their
issuance. In any event, the counsel preparing the Official Statement should have
ample experience and reputation in disclosure matters for similar types of financings
or credits. It is also helpful that such firm have experience with SEC investigations and
securities enforcement actions (in case there are any) and adequate insurance coverage.
In preparing an Official Statement, the issuer can, of course, benefit from the assistance
of underwriters, financial advisors, feasibility consultants, accountants and attorneys so long
as such professionals will be given access to the information necessary to propetly discharge
their responsibilities and the issuer has a reasonable basis to believe that they have experience

and skill relevant to their role in securities disclosure.

Issuers “should insist that any professionals retained to assist in the
preparation of their disclosure documents have a professional understanding of
the disclosure requirements under the federal securities laws.”-Exchange Act
Release No. 26985 (June 28, 1989).

However, involving qualified professionals does not relieve the issuer of its
responsibilities with respect to the Official Statement, which is ultimately the issuer’s
disclosure document. Much of the information in the Official Statement is about, or
obtained from, the issuer. The issuer is therefore in the best position to know if the disclosure
contained in the Official Statement is inaccurate or misleading, and the professionals on
which the issuer is relying are in turn relying on the accuracy and completeness of the
information received from the issuer and the issuer’s review of the information about it in
the Official Statement. Therefore, while issuers may rely on the advice of such professionals

to an important extent, issuers cannot ever completely rely on or delegate to professionals.
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Establish a Process for Ensuring the Accuracy and Completeness of the
Official Statement

The SEC has recommended that issuers establish formal, written procedures to be
followed for the preparation of Official Statements. Such procedures might include
establishment of a disclosure review committee, a detailed process for compiling
information for inclusion in the Official Statement and for issuer staff review and
formal sign-off on disclosure documents, and systematic training of staff and board
members in the discharge of disclosure responsibilities. Although formal procedures
can be useful if followed, they are difficult to develop in the abstract, and an issuer
may be exposed to greater liability if it has express procedures it does not follow fully
and consistently. Of greater importance is to establish, at the commencement of a
financing, a plan for the preparation of the Official Statement and a schedule that
allows sufficient time for the completion of all required work, including appropriate
review and participation by members of the financing team and knowledgeable issuer
staff. A particular officer of the issuer should be responsible for managing the Official
Statement preparation process, and such officer should be empowered to obtain the

assistance of other necessary or appropriate participants within the issuer’s organization.

“Issuers of municipal securities have an obligation to ensure that financial
information contained in their disclosure documents is not materially
misleading. Proper disclosure allows investors to understand and evaluate
the financial health of the state or local municipality in which they
invest. . . The State [of New Jersey] was aware of the under funding of [its
pension systems] and the potential effects of the under funding. However,
due to a lack of disclosure training and inadequate procedures relating
to the drafting and review of bond disclosure documents, the State made
material [mis]representations and failed to disclose material information
regarding [its pension systems]in bond offering documents.”—/n the Matter
of the State of New Jersey, Order Instituting Cease-and-Desist Proceedings
Pursuant to Section 8A of the Securities Act of 1933, Making Findings
and Imposing a Cease-and-Desist Order, Securities Act of 1933 Release
No. 9135 (August 18, 2010).
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Prepare and Review the Official Statement
Preparation of an Official Statement should begin with a thoughtful consideration of
the big picture. For example,

*  What are the important or unusual features of the issue’s structure?

*  What is the credit, the source of payment and the security for the securities?
The issuer’s general fund?
Particular tax revenues?

Revenues of an enterprise?

o O O O

Contractual payments to be received from other governmental entities
or from private parties?

o Assets (property? funds?) of the issuer?
*  What are the limitations, practical as well as legal, on bondholder remedies?
e What is the plan for payment of the principal of and interest on the securities?
*  What could happen that could fundamentally alter the situation?
e What could go wrong in the short, intermediate and long term?

e If the unexpected happens, where would that leave holders of the securities?

The answers to all of these and similar questions will depend, of course, on the terms of the
debt, the issuer’s financial strength, and the security and source of payment for the debt.
The next step is to begin drafting the Official Statement, starting with the selection
of a template or templates to use as a starting point. This will generally be a combination
of a prior Official Statement of the issuer, if any, and Official Statements describing
securities with comparable structures or credit concerns. Although merely updating
or following an example, no matter how similar, will not suffice, a good template or
collection of templates can serve as a checklist to help ensure that important items
are not overlooked. Then follows a combination of information gathering, document
drafting and diligence (to confirm that the information to be presented in the Official
Statement is accurate and that additional disclosure is not required). The drafting process
generally involves several drafts that may be heavily revised (the number depending
upon the complexity of the credit and the relevance of available templates), followed
by revisions for smaller changes or to fill in blanks. Drafting follows information and
the results of diligence, of course, but the drafting process in turn suggests additional
matters that bear consideration and research. The content of the Official Statement may
also be shaped by the type of information that investors are presently focused on in their
own internal review of issuer credits, such as unfunded liability in pension and other
post-employment benefit systems, potential hedge termination payment liability, issuer

investment policies, issuer liquidity and cash position, and bankruptcy risk.
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Due Diligence

Under the Securities Act of 1933, underwriters of municipal securities have an affirmative
responsibility to perform a “reasonable investigation” or take “reasonable care” that the
Official Statement for such securities does not contain any material misstatements
or omissions, and may assert a “due diligence” defense to legal claims that they did
not discharge this responsibility adequately. Thus, the term “due diligence” is used to
describe both the reasonable investigation and care by the underwriters to avoid liability
in connection with municipal disclosures. In addition, although a “due diligence”
defense is not available to the issuer of securities, the issuer may have its own “due
diligence” responsibility in the sense that it must ensure the accuracy and completeness
of the information presented in the Official Statement, as described above.

The due diligence process varies from transaction to transaction depending on the
security and source of payment of the securities, risk factors and the frequency with which
the issuer offers securities in the market and works with a particular underwriting team
or underwriters’ counsel. The issuer’s assembling information for inclusion in the Official
Statement, as described above, and its participation in conference calls and meetings to
review the contents of the Official Statement, as well as providing thorough responses to
questions and requests for further information by members of the working group, are the
key elements of the due diligence process and typically occur in the regular process of
drafting the Official Statement and other financing documents. Due diligence activity may
also involve consultation with, and the review of relevant portions of drafts by, the issuer’s
internal staff, including representatives from finance, public works or engineering, and
general counsel, extracting material from financial, feasibility and other reports, reviewing
material contracts, litigation, permits or licenses, and reading governing board minutes.
General topics of investigation include financial and industry trends and issuer-specific news
and developments. Specific matters can include budget issues, financial results, regulatory
compliance, analysis of pending or threatened litigation, legislation or other developments
that could affect revenues, and approval or construction status or other concerns respecting
the source of revenue or projects to be financed. Sometimes counsel preparing the Official
Statement will conduct a site visit or prepare a formal, written list of questions for the issuer
to answer and a written list of documents for the issuer to produce for review. Key issuer
officials may also be interviewed, sometimes at a formal “due diligence” meeting. Such
interviews are important less to uncover hidden details than to confirm that the financing
team’s understanding of the “big picture” is consistent with management’s and to assure
that the discussions of the issuer and its operations and financial condition, the challenges
it faces and its expectations in the Official Statement are consistent with how the issuer is

articulating such matters for other audiences in other contexts.
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Governing Board Approval

As a general matter, issuers bring a full, near-final draft of the Official Statement to the
governing board for approval prior to publication. The issuer’s governing board has
a legal responsibility to ensure that the issuer complies with all applicable securities
laws, and governing board members may be subject to personal civil and criminal
penalties for failure to discharge such responsibility. As described above, internal
procedures, either formal or informal, can be developed and used by staff to provide
board members with comfort that disclosure has been vetted by the individuals most
knowledgeable about various matters. Governing board members should, in particular,
ensure that in connection with the preparation of the Official Statement that the
professionals (bond counsel, disclosure counsel or underwriters counsel) responsible
for disclosure matters be qualified, that staff has followed reasonable internal review
procedures and that any material concerns they have about the issuer or the securities
have been adequately covered in the Official Statement. Board members should also
consider the “big picture” when reviewing disclosure documents—What are the basic
economic drivers for the issuer or enterprise supporting debt repayment? What are
its biggest challenges? What is it concerned about? What could go wrong or cause
a defaule? To do this effectively, of course, governing board members must have an

adequate understanding of the proposed transaction.

“A public official who approves the issuance of securities and related
disclosure documents may not authorize disclosure that the public official
knows to be materially false or misleading; nor may the public official
authorize disclosure while recklessly disregarding facts that indicate
that there is a risk that the disclosure may be misleading. When, for
example, a public official has knowledge of facts bringing into question
the issuer’s ability to repay the securities, it is reckless for that official to
approve disclosure to investors without taking steps appropriate under
the circumstances to prevent the dissemination of materially false or
misleading information regarding those facts.” —Report of Investigation in
the Matter of County of Orange, California as it Relates to the Conduct of
the Members of the Board of Supervisors, Exchange Act Release No. 36761

(January 24, 1996).
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Publication

Preliminary Official Statements and Official Statements are released to the public
through website posting or delivery of printed “books” to prospective investors (in
the case of the Preliminary Official Statement) or purchasers of the securities (in
the case of the Official Statement). The Preliminary Official Statement and Official
Statement should not be made available to investors until each member of the working
group is satisfied that all significant issues have been vetted and is comfortable that
the information it is responsible for is accurate and complete and that no information

known to be untrue or misleading is included.

Other Marketing Activities and Other Public Statements

In offering its securities, an issuer’s discussion of matters relating to its credit are often
not confined to the Official Statement. Issuers also make formal presentations to
rating agencies or prospective credit enhancers (generally prior to publication of the
Preliminary Official Statement), and often make presentations to groups of prospective
major investors (bond funds or other institutional purchasers) during the period of
time between the publication of the Preliminary Official Statement and the pricing of
the securities, each of which must conform with the antifraud standards discussed in
Chapter 2. These communications, while important to a successful issuance, pose risk
because they can form the basis for securities claims, yet the speakers often approach
them with less formality than statements made in Official Statements. Issuers should
ensure that communications with rating agencies, credit enhancers and potential
investors are carefully prepared and reviewed in advance.

Information provided to rating agencies and credit enhancers can go beyond that
provided to investors by including greater detail, technical analysis and conjectural or
other soft information not appropriate for a disclosure document. In providing such
information, though, the issuer should consider whether such information is consistent
with the Official Statement or should be included in the Official Statement to avoid
misleading investors, and whether such information is accurate and not misleading for
the particular purposes for which presented.

Public information offered by the issuer, including statements by officials and
information posted on the issuer’s website that are intended or can be expected to reach
and affect the market for municipal securities, can also be viewed as statements about
the issuer’s securities. Although the making of such statements cannot and should not
be prevented, it is important that care be taken and that the accuracy and completeness
of such statements be considered, in the light of the circumstances under which they

are being made.
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“A municipal issuer may not be subject to the mandated continuous
reporting requirements ofthe Exchange Act, but whenit releases information
in the public that is reasonably expected to reach investors and the trading
markets, those disclosures are subject to the antifraud provisions. The fact
that they are not published for purposes of informing the securities markets
does not alter the mandate that they not violate antifraud proscriptions.”
—Statement of the Commission Regarding Disclosure Obligations of
Municipal Securities Issuers and Others, Securities Act of 1933 Release
No. 7094 (March 9, 1994).
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CHAPTER FIVE

Post-Issuance Disclosure

Issuers are not obligated to make any disclosures unless required to do so by law or
agreement. Section 17(a) and Rule 10b-5 require full and complete disclosure in
connection with the initial offering of the securities, and Section 14(e) of the Securities
Exchange Act of 1934 requires disclosure in connection with a tender offer to purchase
outstanding securities. Otherwise, there is generally no obligation to provide post-
issuance disclosure except to the extent the issuer has agreed to do so. Of course,
if an issuer is making statements it should expect to reach the securities market, it
has an obligation to make sure those statements are not misleading to investors.

The legal basis for a formal ongoing disclosure obligation is Securities and
Exchange Commission Rule 15¢2-12 (the “Rule”), which requires the underwriter of
an issue of municipal securities to obtain a commitment (also known as an
“undertaking”) by the issuer of the securities to provide this ongoing disclosure.
This undertaking generally takes the form of a Continuing Disclosure Certificate or
Continuing Disclosure Agreement executed by the issuer of the securities, or other
obligor, at closing. In keeping with the Rule, the continuing disclosure undertaking
typically requires issuers or obligated persons to provide two types of ongoing

disclosure—an annual report, and notices of material events, if and when any occur.

Excerpt from Rule 15¢2-12

“A Participating Underwriter shall not purchase or sell municipal securities
in connection with an Offering unless the Participating Underwriter has
reasonably determined that an issuer of municipal securities, oran obligated
person for whom financial or operating data is presented in the final official
statement has undertaken . . . in a written agreement or contract for the
benefit of holders of such securities, to provide [annual reports and material
event notices] . . . either directly or indirectly through an indenture trustee
or a designated agent.”
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Contents of the Annual Report

The annual report is required to contain annual financial information and operating
data for the issuer of the type contained in the final official statement, as specified in
the continuing disclosure undertaking. The annual report is also required to contain
the issuer’s most recent financial statements. Most issuers agree to provide the annual
report for a given fiscal year within six to nine months of the fiscal year close, taking
care to allow sufficient time for preparation and receipt by the governing board of the
audited financial statements.

The issuer should carefully review the section of the Continuing Disclosure
Agreement describing the contents of the annual report. The description of non-audit
information to be provided should be specific (as opposed to a general statement
requiring the issuer to provide information “of the type included in the Official
Statement”), and the issuer may want to limit the requirement to information that the
issuer already updates each year and plans to continue to update. It is also important to
be consistent so that the annual reporting requirements do not vary from one issue of
securities to the next.

Because the audited financial statements are always a component of the annual
report, many issuers find it to be a helpful practice to work with their auditors to
include in the audited financials any updates to tables or other financial and operating
data required to be included in the annual report. This has the dual benefit of obtaining
auditor review of the updated disclosure and simplifying the process of preparing and
submitting the annual report. Issuers should carefully review the continuing disclosure
undertaking’s description of the annual report to be sure that all required updates are

included in each annual report.

Material Event Notices

The continuing disclosure undertaking also requires the issuer to provide notice “in a
timely manner not in excess of ten business days after the occurrence of” certain types
of events that are likely to be material to bondholders or potential investors. The Rule

was amended, effective December 1, 2010, to expand this list of events.
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Material Events

Events that Always
Require Notification

Events that Require
Notification if Material

e Principal and interest payment

delinquencies;

*  Unscheduled draws on debt
service reserves reflecting

financial difficulties;

¢ Unscheduled draws on credit

enhancements reflecting financial

difficulties;

*  Substitution of credit or liquidity
providers, or their failure to

perform;

e Issuance by the Internal Revenue
Service of proposed or final
determination of taxability or of
a Notice of Proposed Issue (IRS
Form 5701 TEB);

¢ Tender offers;
e Defeasances;
e Rating changes; or

e Bankruptcy, insolvency,
receivership or similar event of

the obligated person.

Unless described in the left-hand
column, adverse tax opinions or other
material notices or determinations

by the Internal Revenue Service with
respect to the tax status of the securities
or other material events affecting the

tax status of the securities;

Modifications to rights of holders of

the securities;

Optional, unscheduled or contingent
Bond calls;

Release, substitution or sale of property

securing repayment of the securities;
Non-payment related defaults;

The consummation of a merger,
consolidation or acquisition involving
an obligated person or the sale of

all or substantially all of the assets

of the obligated person, other than

in the ordinary course of business,

the entry into a definitive agreement
to undertake such an action or the
termination of a definitive agreement
relating to any such actions, other than

pursuant to its terms; or

Appointment of a successor or
additional trustee or the change of

name of a trustee.

Disclosure Obligations of Issuers of Municipal Securities
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Filing Post-Issuance Disclosure

Both the annual report and any event notices are required to be filed in searchable
PDF format with the MSRB’s EMMA website. Many issuers’ filings are handled by
finance or other staff, while others engage the trustee, financial advisor or other outside
consultant as a dissemination agent, to remind the issuer of the required filings and

assist with their preparation and submission to EMMA.

Exceptions to Post-Issuance Disclosure Rules

There are some exceptions to the Rule or to the general principles outlined above.
Securities maturing in 270 days or less (typically, commercial paper notes) are exempt
from the ongoing disclosure requirements of the Rule, as are privately placed securities.
Although the Rule was amended effective December 1, 2010 to include new issues of
variable rate demand bonds, such bonds that were outstanding as of November 30,
2010 can be remarketed or reoffered without a continuing disclosure undertaking so
long as the bonds continuously maintain a $100,000 minimum denomination and
tender rights of nine months or less. Certain short-term securities (with maturities of
18 months or less) are subject to lesser ongoing disclosure requirements. Finally, if the
issuer of the securities is a conduit issuer or otherwise is not the only party responsible
for repaying the securities, the ultimate obligor or obligors are required to execute the

undertaking and provide the ongoing disclosure.

Incentives for Compliance

As further incentive to issuers, the Rule requires any instances of material noncompliance
with continuing disclosure undertakings to be disclosed in each of the issuer’s official
statements for a period of five years following the noncompliance, even if the
noncompliance has been cured. Beyond mere legal compliance, careful and diligent
attention to each continuing disclosure undertaking can improve an issuer’s relations
with investors for future financings. Providing updated and accurate information on
a timely basis is of great value to investors and confirms that the issuer is managing
its affairs well. Further, with the increased diligence regarding issuers that investors
are conducting themselves, there has generally been increased attention to continuing
disclosure compliance by investors and a call by investors and the SEC to increase the

frequency, timeliness and scope of municipal continuing disclosure undertakings.
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Informal Statements by Issuers
Informal statements by issuers can also be considered disclosure to the market. Public
statements, press releases, website postings and statements to the press and governing
board proceedings are all widely and publicly available, and are often monitored
by rating agencies, investor analysts and other market participants. Many issuers
deliberately make such informal statements by publishing press releases or voluntary
disclosure statements to EMMA or the issuer’s own investor relations website. Even in
connection with such informal statements, the issuer should always consider whether
other material information also must be disclosed to avoid being misleading.

Care should be taken by officials and officers of issuers not to make unconsidered
public statements that may provide only a partial story or distort investors’ perception

of the issuer’s financial strength.

Questions From Investors

Investors may contact issuers directly from time to time with questions regarding their
finances or operations. Fielding questions from investors is not prohibited, but it is
a best practice for issuers to identify a single point person for responding to such
inquiries to maintain consistency, and to respond to inquiries with information that
is already available to the general public to the extent possible. Circumstances may
arise in which issuers may want to provide an investor with helpful information that
is not yet publicly available; in that case, the issuer may want to consider making that

information more broadly available to the public or to the market.
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CHAPTER SIX

Disclosure in the Information Age

A unique challenge for today’s issuer of municipal securities is taking advantage of
the efficiency, convenience and flexibility of digital media while limiting exposure to
the concomitant risks. Disclosure regarding new offerings and continuing disclosure
are now required to be made in electronic format. Generally, offering documents
for securities are made available in electronic form via weblink to a PDF file. Final
offering documents for municipal securities are also required to be posted on EMMA.
Continuing disclosure has also been required to be made via EMMA since July 1, 20009,
and issuers’ annual reports and material event notices remain available there for viewing
by the general public, with the ultimate goal of increased market transparency. Digital
marketing strategies include “net roadshows” in which issuers pre-record a presentation
about an offering of municipal securities that is made available to investors via weblink

along with a link to the preliminary offering document.

Risks of Electronic Disclosure
While the use of electronic media for disclosure is inevitable, issuers should take care
to reduce associated risk of three types. First, there is the ongoing and continuous
availability of stale or outdated information about the issuer—between the continuous
availability of formal postings via EMMA and caching of websites by search engines, even
information that is no longer “online” may be accessible. Second, there is the potential for
the simultaneous availability of inconsistent information. Third is routine “publication”
of vast amounts of information that is available to the investing public and that has not
been reviewed from the perspective of the issuer’s compliance with securities laws.
Because investors are evaluating municipal securities from their computers, it
becomes much easier for them to take the logical step of visiting an issuer’s website
or other websites referenced in the offering document. Therefore, it is important
to use weblinks very carefully in offering documents. Although citing the issuer’s

public website or links to information about large capital projects being funded
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by the securities offered may be helpful for investors who want to learn more, it is
generally not advisable to incorporate those websites by reference into the offering
document. The risk is threefold. First, the website may change or evolve after the
date of the offering document, and there is no way to clearly define the website that
is incorporated by reference as of the date of the offering document. Second, the
website incorporated may link to other websites, and the issuer should take care not
to inadvertently incorporate extraneous or incorrect information by such a reference.
Third, the information available at a particular weblink is generally not reviewed
with an eye toward compliance with Rule 10b-5 in the same way an issuer’s Official
Statement should be. If it is absolutely necessary to affirmatively incorporate a weblink
by reference, risk can be reduced by the issuer’s creation of a dedicated webpage without
extraneous links, preceded by an acknowledgment and disclaimer by the viewer that

must be accepted before the website can be viewed.

Controlling Investor Access to Electronic Disclosure
One helpful strategy for taking control of investors’ access to digital information about
an issuer is to use EMMA to post voluntary disclosure to the market that does not fit
in one of the “traditional” required disclosure categories of offering document, annual
report or material event notice. Issuers have used this option to disclose of approval
of potential refunding transactions, anticipated tender offers or updates on significant
developments that do not fit one of the listed events from Rule 15¢2-12. Another
is to create and maintain an “investor relations” website, a central repository for the
issuer’s statements to the market and other information investors or potential investors
frequently seek out. The site would be available to members of the general public
who read and accept an appropriate disclosure and disclaimer before accessing the
site, including a statement that no content contained in or accessible by link from
the issuer’s website is intended to be relied upon in connection with the purchase or
sale of the issuer’s securities. The use of such a web portal can be a convenience for
investors that also helps the issuer control and designate its statements to the market,
but the issuer must carefully control, maintain and update the content of the website.
Disclosures to the market should be dated, clearly state that the disclosure speaks only
as of its date, and state that the issuer has not undertaken to update or correct the
information based on events occurring after that date.

Ultimately, each issuer will need to balance the benefits with the costs of these
options and determine what is workable given its information technology and investor

relations management resources.
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