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The National Association of Securities Dealers,
Inc. (""NASD'' or ''Association’’) sponsored a series olf
sominars during June and July 1980 relating to the re-
sponsibilities of broker/dealers in performing due dili-
gonce investigations of new issues of securities, The
Aasociation presented the seminars as a service 10
mombers in response to frequent questions on due
diligoence. Over 400 persons altended the seminars,
which were held in New York, Chicago, L.os Angeles
and Denver. Leading figures from the securities in-
cuatry and the securities bar made presentations in
each city on legal questions relating to due diligence,
practical procedures for underwriters, and special
conslderations relating to partnerships and privale of-
farings. The remarks of those speakers are presented
in this book, along with selected questions and an-
swars, These remarks are being published in the hope
of the Associalion that they may provide valuable
guldnnce to members.

It is important for the reader to bear in mind
that the views presented here are those of the
sernlnar speakers and do not necessarily reflect
the policy of the Association. The Association does
not currently have any rule which affirmatively re-
(uires particular steps 1o be taken in the course of a
duo diligence invesligation. In the linal analysis, what
constitutes an adequate due diligence investigation is
a matter of opinion and varies with each offering.

This book is not intended to contain a definitive
statoment as to the requirements for a due diligence
invastigation for any particular type of offering. By its
vory nature, the type of investigation which a member
patforms for any offering will vary with the lype and
siz0 of the offering and the circumstances surround
ing the issuer, the underwriter or other broker/dealers,
anct the offering. Members are strongly urged to con

tact their own experienced securities counsel in de-
lermining the nature of the due diligence investigation
which is appropriate for any parlicular offering, Mem-
bers and their associated persons are particularly
cautioned not to rely exclusively upon investigations
performed by issuers or issuers’ counsel or affiliates
as alleviating the need for an investigation by the
member. This is especially true in offerings of limited
partnership interests, offerings made pursuant to a
private offering exemption, and offerings which claim
not to involve the sale of a security.

This book is divided into four sections corre-
sponding to the four major presentations made at
each of the seminars. Since several speakers ad
dressed each of the topics in various cities resulting in
some inevilable repelition, the remarks of all speakers
on each lopic have been combined. A particular effort
has been made, however, to assure that all major
poinis made by each of the speakers are incorporated
in this Report. Each speaker has reviewed and ap
proved the compilation of his or her remarks. A sam
pling of questions and answers appears at the end of
each seclion.

The Board of Governors of the Association is pub-
lishing this Special Report as a service 10 members,
particularly those firms whose business aclivities in-
clude the underwriting of new issues of securilies.
Through the publication of this report, the NASD's
Board hopes to promote an improved understanding
of the elements of due diligence and the steps in-
volved in the due diligence process. Copies of this
Special Report are being sent 1o all members. Other
interested parties may obtain a copy of the Special
Report by writing the NASD, Corporate Financing De-
partment, 1735 K Street, N.W., Washington, D.C.
20006, or by calling (202) 833-7240.
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PART ONE

Gordon S. Macklin Dennis C. Hensiey

President Vico Prasidenl, Corporale Financing
National Associalion of Nalionai Association of
Socurities Dealers, Inc Securities Dealers, inc

As an introduction 1o the subject of due
dillgence, and before getling into the substantive
discussions, let us review some of the background
behind these seminars as well as the purpose for which
the Association sponsored them. The Association has
long sought a way to be of service and assistance o
ity rnembers in the area of due diligence, but whal
inltlalty appeared to be a relatively easy problem
which could be addressed through normal rulemaking
procedures has led to eight years of efforl in search
ol the ultimate answer

Going back a few years, some regulatory con
coins arose about due diligence as a result of the new
isauo market in the late 1960's. The Securities and Fx-
change Commission conducled a set of hearings on
hot new issues and determined that they should ad-
dross, among other things, the adequacy of due dili-
gonce investigations performed by broker/dealers

In mid-1972, the Association received a letier
from then SEC Chairman William J. Casey, selling
lorth the Commission’s concern. Thal letter stated in
part as follows:

There is diversity in due diligence prac-
tices among underwriters and some disa-
greement as to which stalements in a reg
istration statement must be verified, the
extent to which they should be verified and
how much verification should be made

The other problem is that in a minonly
of cases the due diligence praclices ol
underwriters apparently are inadequale to

satisfy the reasonable investigation require-
ment of Section 11 of the Securities Acl

The Commission believes that these
problems make it both necessary and ap-
propriate to establish standards to guide
underwriters in making a due diligence in-
vesligation

The Association’s initial response to this request
was positive. It was thought that it might be possiblo
to provide valuable assistance to NASD members
through the deveiopment of specific standards for due
diligence. The Association proceeded to develop a sot
ol minimum procedures which would have requirac
members to perform at least 15 specific steps in any
due diligence investigation. A proposed rule incorpo
raling this requirement was published for industry
comment in March of 1973

The March 1973 proposal generated many com
ments, most of which raised serious concerns. Com
mentalors noted thal a strict inlerpretation of tho
Securities Act of 1933 holds that due diligence is only
a defense, and not an affirmative obligation. They
maintained that minimum standards for due diligenco
investigations had been established by the courts anc
that any NASD rule would lead to increased litigation
and grealer potential liability for underwriters.

Commentators also argued that any specillc
checklist for due diligence investigations could con
stitute a trap for underwriters because each offering
is different and there can always be one offering
which does not require every step 1o be taken. Thoy
argued that an underwriter could be potentially liablo,
however, for not performing each step. A number of
persons suggested that if the Association took any ac
tion in the area of due diligence, it should adop!
general guidelines, not specific rules

As a resull of these commenls, the Association
reviewed its proposal, and, in April 1975, produced a
new sel of proposals.” Instead of a rule with speciic
steps 1o be followed, the new proposal constituted n
guideline which was intended to alert members to
their potential liability and highlight certain factors
which they might wish to consider in conducting cluo
diligence investigations. The proposed guidelino

A« opy of thiat proposal appears as Exhibit Ao 1his book
“A copy ol the 1975 proposal appears as Exhibit B to his book



stated, however, that adequate due cfiligence was a
mandatory obligation of underwriters

Alter the guideline was filed with the SEC, addi-
tional comments were received raising many of the
concerns which had been expressed about the earlier
rule proposal. Baecause of the nature ol these com-
ments, the Association withdrew the guideline from
the SEC.,

Itis imporlani to bear in mind, therelore, that the
NASD does not now have in elfect any rule which spe-
cifically requires members lo conduct a due diligence
investigation. There is a rule proposal relating only to
direct participatlon programs which contains some
general due diligence standards for those programs.
The possible need for more guidance with respect to
members' potential liability in selling private offerings
is also under study. There Is no present or proposed
NASD rule, however, which would alfirmatively re-
quire that any specific steps be taken In the conduct
ol a due diligence investigation for publicly sold cor-
potate offerings

All during the time that the Assocliation has been
soeking a means of providing assistance to members

in conducting due diligence investigations, a number
ol requests have been received from members,
mostly small lo medium-sized firms, asking for guic
ance as 10 whalt conslilules adequate due diligence
for particular types of offerings. Without specific
rules, the Association has not been in a position 1o
give the type of guidance which might be benelficlal
Aller considerable discussion al the committee ancl
Board of Governors levels, it was declded that the
best way for the Assoclation to provide guidance on
due diligence was to sponsor a series of seminars,

Thus the purpose of the seminars was to bring
nationally-recognized altorneys and industry experts
together with NASD members o discuss the legal
aspects and practical procedures relevant to the con
duct of due diligence investigations. The views pre
sented are those of the seminar speakers and do not
necessarily reflect any Association position or policy
The Association is hopeful, however, that this sharing
of opinions and information will prove to be of benefit
1o our members, their attorneys, and all other Intar
estod persons,
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Mi Sommor is prosently a partner ol Moigan,
Lowio & Nockius, Washington, D.C. From 1973 1o 19/ he
wiin o Commissioner of tho Socurities and xchange Com
mingion anct, prior to that time, practiced in Clovoland, Ohio
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Harvaict Law School
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ters

Arthur Fleischer, Jr.

Mt Floischer, a member ol the Now York firm of
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waoil ns boing tho co-oditor ol tha Annual Instite On
Socurlios Ragulation
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The discusstons ol requiraments lor due diligence
aro divided into consideration ol legal aspects and
practical aspects, with special attention given 1o part
nerships and private offerings. In considering tha legal
aspects ol due diligence, we will study the statutory
provisions under which due diligence is conducled and
the standards establishad by such provisions. The
"landmark' cases on due dlligence will also be ana-
lyzad. Practices which many follow to assure compli
ance with the statutory provisions will be considered
Finally, specific tems which one should consider In
conducling a due diligence Investigation will be outlined

Belore considering the statules and case law on
due dliligence, let us clefine the type of oltering to which
those criteria generally apply. Unless otherwise
specilically stated, you may assume that the discus
sion here relates to o public ollering of securitios
registered under the Securities Act ol 1933. Although
the discussion here will deal 10 some extent with all
patties invoived in a public ollering, the piimary locus
will be upon the underwriter

Lot us first examineg the legal tramoework ol dug
cliligence and the sections ol the 1933 Act from which
the concept is derivect. There are two lypes of provi-
sions in the federal securities laws uncler which viola-
lions or liability may be lound. First, hoth the 1933 Acl
and the Securilies kxchange Act ol 1934 contaln anti
fraud provislons. These are found in Section 17(a) ol
the 1933 Act and Seclion 10(b) of the 1934 Act

The anti-fraud provisions do not contain any ox-
press concept ol due diligence. Under the anti-fraud
provisions one genarally is not going 1o be held liable
tor damages unfess he Is lound to have actec with
“scienter.” Cases ranging trom tha Hochleldor
caso' through the Aaron case,” decided by the
Suprame Court, supporlt this conclusion. The same Is
true of Injunclive proceedings sought by the SEEC un
deir Rule 10b-5, bul not under some parts ol Section
17, The requirement for a finding ol scienter certainly
goos beyond the need 1o prove ordinary negligonce
The courls have not specifically passed upon whethet
the criterion is gross negligence or wanton disregarcl,
but one is probably playing with words when he gels
clown 1o tho level ol precision

Goenerally speaking, then, under the anti-iaud
rules, it a court is convinced that the deiendant has

ol & Ernot v Hochloldor, 425 U S 185 (1074)
“Anton v SEG, 440U S 6NO (10B0)
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only been negligent, or jusl incompelent, or not lived
up to the highest standards, the court probably will not
hold him financially hable. It the court is convinced
thal he should have done a lot more or that he con
sciously closed his eyes to what was lhere 10 se@, the
courl is likely to finc scienter and therefore lability

The second category ol statulory provisions with
which we are concerned, those which contain cluo
diligence requirements, are lound in Seclions 11 and
12 of the 1933 Act." In contrast 10 the antl-lrauct pro-
vislons, It Is less difficult for a plainlifl to prove liability
under Seclions 11 and 12. There is no requireamaent
lor a finding of scienter under these sections.

|

Saection 11 ol the 1933 Act imposes liabllity upon
various classes ol persons for any rataiinl
misrepresentation or omission in a registration stnto-
menl (which includes the prospectus). Any puichnsor
or the registered shares, whether in the offering or In
the aftermarkel, may recover. If a registration atato-
ment has become ellective and contains an untrue
slatement ol a material lacl or fails to state a materinl
facl necessary to make the stalement not misioncling,
any person acquirlng a security registerec unclor the
registration statement may sue the issuer, Its dhoc-
lors, its principal execulive and financial ollicors, cor-
lain experts who participale In the preparation ol the
reaistration statement, and each underwrilor

Section 1t makes it easier lor a purchaser 1o
sue than do some other sactions. A plaintilf coos not
have to prove reliance upon the registration stiato
ment or prospectus, he does not have to prove that he
even saw il All that he must prove is that he bought
the security that was registerec, thal the statuto of
limitations has not run out, and thal there was a mator
lal misstatemen! or omission in the registration slate
ment or prospectus. There is no requirement of show
ing "privity'" botween the purchaser and detenciant or
scienter on the part of defendants.

More specifically, Section 11(a) creates llabliity
tor the varlous categorles of persons noled abovo, but
provides cilterent clefenses for the dillorant
calegories. Section 11 provides the issuer only vory
limited delenses. An issuer can avoid liabllity 1t tho
purchaser knew of the untruth or omission. Tho plain
titt must prove reliance on the registration statomaont
only il he bought the security after the issuor maclo
certain information generally available more than a
year aller the ellectiveness ol the registration alalo
ment. The issuer can also show thal the roducod
value ol the security claimed by the purchaser was
nol due to tha misstatad or omitted lact. Howavar, tho
issuer Is hable for any material misstatement o1 omia
sion uncler Section 11(a) without regard to what It clicl
to avoid the malerial misstatement or omisalon In

e toxt of Sectlonn 11 an 12 o taproducad ag Exhibit C 1o 1hin hook



other words, the issuer has no due diligence defense

The practical problem for others, of course, is
that when problems arise with respect to the registra-
tlon statement, the issuer may be bankrupt. Plainlifls’
attorneys then begin looking to the second line ol per-
sons liable, the ollicers and directors ol the Issuer, the
axpents, and the undeiwiiters

While those persons are subject 1o hiability uncler
section tt(a), they are proviclec varying degrees ol
protection in Section 11(b) of the 1933 Act Uncler that
section, underwriters and persons other than the
issuer have an alliimative delense il they can prove
that they made a reasonable nvestigation and
therealter had a reasonable basis lor believing, anc
did believe at the time the registration statement
bocame eliective, that there were no maltenal mis-
statements or omissions

Section 11(b) contains loir defenses which turn
upon the distinction between “expert’” and ‘non-
axpert' statements in the registration statement. "'fx
pertised™ portions ol a registration statement include
financial staternents reporlec upon by independent
accounltants and geological repoits anc oil and gas
reserve reports prepared by an inclepenclent engineer

For "non-expertisec portions ol a registration
statement, a defendant must establish that, alter a
reasonable investigation, he had reasonable grounds
to believe and dict believe at the time the registration
statement becamo  ellaclive that the slaternents
therein were true and that there was no om 5s10n ol a
material lact required to be stated or necessary o
moke the statements in the registration statement not
misleacting. That is the essence ol due diigence a
reasonable investigation resulting in reasonable
(qrounds to believe anct an actual state ol mincl in
which the underwriter cloes believe that the registra
lion stalement was cornect

With 1espect to the “expettised” portions ol the
rogistration statement, the burcen on the undeiwriter
(and dlirectors and ollicers) is fess than with iespect to
non-expertised”  portions. With iespect 1o the
loxpertised” portions, to escape habiiity, o defencant
(other than the export in reliance upon whom the ex
pottisad portion is included) is not requied to have
made an investigation it must establish that he had
no reasonable grounds to helieve and dict not helieve
that there was a malterial misrepresentation or omis
sion in those porlions. 11 an unclerwritar believes that
there Is something wiong with tho auditact linancial
atatements, lor example, he cannot sinply reman
sllent and let the registiation statement become eHa
tive without incurring potential liability. it he has rea
ion 1o think that thare Is somathing wiong, he should
makao his concern known

Experts have no liability on any portion ol the reg
istratlon statement other than thosa which they have
“oxpetisac and have a delonse as to portions which
thoy have “expertisec’” similar to thal available 1o ol

ficers and direclors with respect to "'non-expertisec"
portions ol the registration statement. They must
prove that, aller reasonable investigation, they had
reasonable grounds to believe and did believe that the
statements in the “expertisecl” portion were true anc
that there was no malerial omission Experts may also
escape liability il the portion ol the registration stalo
ment was not a lair copy of their report.  Simila
delenses are provided with iespect o statements
made by an “'olicial person’ or statements lrom ol
licial documents

The notion ol ""underwriter" under the 1933 Act
1s broad Il includes any person who has purchasecl
securities trom an issuer intending to distribute them
or who aclually otfers or sells them for an issuer in
connection with a distribution, and includes everyono
who participates in, or lacilitates a distribution ol se
curities. It is not restricted Just 1o members of the (o1
mal underwriting syndicate, but may include seliing
shareholders to the exient they appear 1o have ac
quired the securities from the issuer with a view 1o i
distribution

The calegory ol persons who may be subject 1o
hability under Section 11 is rather broad. Seclion 1 1(0)
ol the 1933 Act, however, places a limilation on such
lability Lach underwriter's exposure to damages is
himited to the aggiegale amount of the securities, at
the public olfering price, which it actually underwritos
and distributes, unless the underwnter recelvos
special henefits Irom the issuer Furthermore, tho
total amount recoverable from all defendants in n
Section 11 action is limited 1o the aggregale public ol
lering price ol the entire issuc By the terms of Sec
tion 11(1), the tliability of certain persons, inclucling
underwriters, is joint and several and such persons
are spocilically entitlect to contribution tfrom other pai
lies

Standard of Reasonableness

What standard is applied to determine whetho)
an underwriter made a reasonable investigation ancl
had reasonable grounds lor his action? Seclion 11 al
the 1933 Act states in Subseclion (c) that

In determining what conslitutes reason-
able investigation anc reasonable ground
lor belief, the standard of reasonableness
shall be that required of a prudent man in
the management of his own properly

Fhis language is rather abstract and there is no
“magic formula’ 1o delermine reasonableness in a
patlicudar case. It is Interesting to note, however, that
the slandard here is not as onerous as, for examplo,
the stanckud applicable to a fiduciary managing tho
property of another. It is not the "widow and orphan
hrustee™ standard which is much higher and is tanta
rmount to stict liabilty for loss in many cases.

the standard ol reasonableness under Seclion
LU s inir sense, a “standard of the sireet " In con

5



r———

sidering whether an underwiliter has concductad a 1ea
sonable invastigation, therelore, one must realizo that
the stanclarc ol reasonableness is not an absoluto
standlard that never changes. Rather, "due diligence”
may be construed as a standard that depencs 1o some
extent on what constitutes cormmonly acceptect com
meicial practice. It you can establish that the steps
taken moet the standard of the tracle as it presently
oxists, a court should not, in applying the Section
t1(c) stanctarcl, hold you liable lor not being duly dhill
gent despite the fact that you nussed something and
there was a material omission in the registration
statement. What other unclerwriters are doing and the
due diigence standarcs that are tollowec on the
street are highly relevant in establishing one's de-
lense

Since tho prudent man stanclard may be con
stivech as a “'stanclard ol the street,” one is very 1o
luctant 1o clo anything that varies from streel practice
because that may weight heavily in establishing lia-
Dility. It evory othor underwriter uses a particular pro
cedure, anyone who varies lrom that procechire is
inviting trouble

It is important, then, 10 be aware ol whal other
people are doing i similar transactions. This does not
mean thal that is as tar as one should go, but il one
does not go as lar as the standard ol the stieet, he
may be exposing himsell to potential liability

There is another critical tactor which mus! be
dealt with in tully understancling an underwriter's
polential liability, and that is the concept of maleriali-
ty. Section 11 ol the 1933 Ac! provicles that a mis-
statement or omission will resull in liabitity to the
underwriter  (and other clefendants) only if the
misstatement or omission is of a material fact. What
18 matenal clepends on the facts and circumstances in
cach case. While the issuer and its management are
olten in the bes! posilion 10 determine whal is
material, underwriters must test their juclgement in-
clepenclently

The concept of materiality has been undergoing
change in recent years. Several years ago, most se-
curitics allorneys believed thal materiality related
strictly to financial malters, balance sheet o1 income
statemenl items, contingent liabiities that would al-
fect the assats or carnings ol the corporation. In the
post-Walergate cra, however, the SIEC expanded the
concepl of materialty beyond linancial maleriality
and included with it matters related 1o the integrity of
management and linancial records. That expandec
concept of maleriality has perhaps particular rele
vance to proxy slalement disclosure in connection
with the election of directors, and tender olfers,
although in some cases il would have relevance in
public offerings.

6

What are some guides 1o determine the matoii-
ality ol particular items of inlormation? in a sensa, the
SIEC forms and guidelines set lorth the basic stan-
dards. Prospectuses ol similar companies may con-
tain helplul suggestions as 1o what others in the Inchus-
try 1egarct as important. A review ol securities Hims'
research reports or industry and trade periodicals
may also be helpful 1t is important to remembar, how
ever, that cach case is dilierent and thal malornality
depends upon a whole host ol circumstances that
vary from company lo company. There is no “Hright
line™ lor determining materiality questions

Let us now consicer the question ol timing, /.0,
the point in time at which one's lability is determinad
with respect to the contents of a registration stato-
ment. By the lerms ol Section 11, liability attachos at
the time when the part of the registration statamant in
question becomes elfective. Due diligence rmust con.
linue up 1o that moment

In the past, there have been instances in which
persons perlormed due diligence up until the point
when the registration statement was liled anct than clid
not bother to bring their due diligence down 10 the
date ol elflecliveness. It is possible lor signiticant
events to occir hetween liling and ellectivenous and
itis important to be aware ol them. Liability doos not
altach as ol the signing ol the letier of intent, it doos
not attach al signing of the underwriting agroomon,
and it does not attach at the tiling of the registiation
statement, liabitity altaches at the moment whon tho
registration statement becomes ellective.

In bringing due diligence down to the chactive
date ol the registration statement, it is particularly ln
portant to assure thal representations receivocd liom
thircl parties are still valicl. You shoulct not assinmae that
a thircdt party is going 1o core lorward and aloit you to
an evenl which occurs alter you have receivec) vorili
cation trom the third party but prior to eftectivenoss ol
the registration statement.

Recent innovations by the SEC, in adopting
Forms §-16 and S-15, have crealed a problem 1alating
to the time at which liability attaches. Thoso lonm:
and other proposed lorms, permit registration ol ol
ferings with abbrevialed disclosure. These lonms nic
predicated upon the assumption that there s aulll
cient inlormation available in the marketplace on o
company as a result ol continuous reporting uncar tho
1934 Act so that a lenglhy prospectus is not nocos
sary. The lorms permit use of a prospectus which sl
ply describes the ollering itsell and incorporntos hy
relerence into the prospectus the last annunl 10pO1t
(Form 10-K) and intervening quarterly reports (Form
10-Q) as well as any Form 8-K that has been llod It 5
not considered necessary that a person puichaulng
the securities have available in the prospectus tho In



tormation lled with the Commisslon since (1) it Is as-
sumed that the marke! price lor the securities rellects
the information in the documents, and (2) it an olleree
doos wan! to 1ead such Klings, they are reacily avall
able

Ihere Is likely 1o continue to be a movemaont by
tha SEC toward greater use ol incorporation by rol
arance lor shott-lorm registrations and simplitiec pro
spocluses

the problem with incorparation by relerence re-
sults rom the fact that the material is not containect in
tho 1egistration statement ancl prospoctus over which
an underwriter and his counsel exeicise some con
trol, bul is contained in cdocuments that have boon
prapared by the issuer and in some cases lilec many
months prior 1o the ottering

In perlorming due chligence in such a situation,
you should look 1o incorporated documents, not in
light ol the facts as they existed at tho time ol theii
propacation, but as they exist today. I theie ara any
misstatements or omissions in those documents
which are malterial in the light of the lacls as they ox
ist when the registration statement becomes elfec-
tiva, the prospectus should rellect the curren! tacts,

One lurther point on timing should be noted lor
an underwriler who becomes such alter the registra
tlon statement becomes ellective. In that case, the
accuracy ol the registration statement at the time the
uncerwriter becomes such is determinative

A tinal subject tor consideration as part ol this
analysis ol Section 11 i1s the ditlerent treatment ac-
corcled portions ol registration statemenis which are
axpertised. Although this question was ciscussed
brioly above, it is worth noting which portions of the
roglstration statement may be considered to be exper
tisock. As noted eatlier, the standard ol care required
of nn underwnter with respect to statements con-
tainec in expertised portions of a registration state-
maont s lower than in the case ol other portions

The lesser standard applies 1o any portion of a
rogistration statement which is included on the au-
thotlty of an "expert.”" Accountanls are generally con
siclored to be experts although it is important to nole
that their expertise tor purposes ol Section tt may not
inclucte all of the items which you would expect In
particular, courts have heid that unaudited hnancial
statements are nol expertised lor purposes of Scction
I U llability. The accountant's cerlificale states exaclly
what it is that is experlised. A “'comiort letter'" at clos
ing may help establish a due diligence cetense with
raspect 1o non-expertised linancial information, but o
coos not make intenm unaudited hnancial slale-
ments into expertised portions of the registration
alataiment

Il Is important to bear in mind that lawyers are
gonerally not to be considered experis. In some nai
1ow areas, such as palent or tax mallers, you may
have protectlion as 10 a specific opinion, but the fact

that a lawyer has prepared the registration statemaent
does not mean thal the entire statement is experlised

Having stuclied Section 11 of the 1933 Act, let us
now consicler the provisions of its companion section,
Seclion 12 Section 12 establishes liability lor a per
son who sells a sccurily through a prospectus “‘or
otherwise' by means ol an untrue stalement ol a
material fact or a faiuwre 1o stale a material lacl
necessary 1o make the slalements made not
misleading. Liability uncler Section 12 exiends to both
registerec and unregistered ollerings and applies 1o
representations made in a prospectus or oral com
munication. Section 12 permils the purchaser 1o
recover whether or nol he relied upon the misstato
ment, although a pwchaser may not recover it he
knew of the untruth or omission

Liability under Section 12 has certain limitations
The seller can avoid hability, under the terms of the
statute, it he can

sustain the burclen ol prool that he did
not know, and in the exercise of reasonable
care could not have known, of such untruth
Or OIMISSIoN

This seclion also restricts a purchaser in his suit to
the seller from whom he purchased, i.e., Section 17
requires privity between the parties

The amount ol recovery to which a plaintith is en
litled under Section 12 is also limited. It a plaintitl still
owns the security in question, he is entitled to rescis
sion ol the transaction (that is, he can get his money
back with interest, but less any income received) bul
nol damages. It the plaintifl no longer owns the so
curily, he is enlitied 1o money damages

The due diligence standards under Sections 11
and 12 arc arguably al variance in that Seclion 1|
contains a specilic relerence to a reasonable invest|
gation. In practice, however, the standards may be in
distinguishable, and at least one court has so indi
caled.

An important clistinclion belween Section 11 anc
Section 12 relates to the time at which lability al
taches. As discussed above, liability under Section 1|
altaches at the time the registration statement bo
comes cllective. Section 12 liability occurs on thoe
hasis ol the prospeclus dehvered or oral statemants
matcle at the time ol sale, hence liability is delerminod
as ol that time. If events occur alter ellectiveness ol
the registration statement and prior 10 sale which
make the prospectus deficient in its disclosure, Sac
tion 12 hability may occur. It is for that reason that
prospectuses are  ‘'stickered’’ ancl post-eflective
amendments 1o the registration stalements are filect
(0 correct misstatements or omissions

In the past, many securities lawyers maintainacl
thal it was necessary 1o both lile a post-elfective
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amendment and sticker the prospectus in order 1o
properly disclose a matenal development occuriing
alter the registration statement became cllective. Re-
cently, however, the SEC has laken the position,
which has been endorsed by a lederal distiict count,
that a posl-clfective amendment neecl not be hied un-
less the issuer has hiled an unclertaking with the SI-C
that all changes in the prospectus will be mace by
post-ellective amencdment. For purposes ol avoiding
liability, more securities lawyers have laken the posi-
tion that all that is requirec is that a sticker be tiled
with the SEC correcting the prospectus ancl that theire
IS no greater protection achieved it a post-cliective
amendment is tilec

The substantial liability to which underwriters are
subjected uncler the 1933 Act has been discussed
Why dict Congress impose these rather heavy binicdens
onuncerwriters?

First, in the view ol Congress, the underwritel
was uniguely able 1o adopt an objective or even ad
verse postie toward the issuer regarcing the accu
racy ol the registration statement. The unclorwriter
was i a good position to investigate the truth ol mant
lers about the company and hacl the expertise anc re
sowces to do so

Second, Congress believed that the public relied
upon unclerwriters anct that, when a reputable uncler-
wriler's name appeared on a prospeclus, the public
would think more highly of the 1ssue anc have con
ticlence in it Congress was ol the view that, since
inderwiiters were going to be relied upon by the pub
lic, the unclarwriters ought 1o assume a cornmenstr-
rate responsibility

Belween 1933 and 1968, there was rclatively it
tle private lingation involving registration statements
under the 1933 Act. In 1968, however, a cour! opinion
was issued in whal has become the "lancmark' case
on due chligence . that case merits ouwr close consid
eration

the case was Lscott v. BarChrs Construction
Corparation (283 F Supp. 643 (SH NY 1968)) which
i5 parhaps tho most impontant docision yet rendered
uncler the Secunltios Act ob 1933 BarChris held that a
prospectus lar publicly cistributed convartible cdeben
Lines containad mislaacling statements and omissions
obmatarial acts, and imposaocl labllity upon tho cirec
tors, the olficars who signed the registiation state-
ment, uncdorwriters ot tho issue, anc the accountants
who certitiad the linancial stalements. This case is
the "bible" on the subjoct ol due diligence

tho pilmary business of BarCluis, tho lissuer,
was constiucting bowling alleys During tho 1950's,
public enthusiasm for bowiing hoomed, resulting in
axlonslve construction ol bowling alleys, tlsing sales
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andt earnings in the inclustry, and great interes! in the
secunties ol bowling-related enterprises. The ollicars
ol BarChnis, the lounders ol the company, were mon
ol relatively himited education and limited linancial
sophistication. With the boom in the bowling inclushy,
BarChris expenenced cdramatic growth in salos
Needing additional working capital in late 1960 and
catly 1961, BarChris liled a registralion statemonl
with the SEC covering a $3 5 million issue ol suboicll
natech convertible, 15 year, tive and one-hall paicon!
debentures. The cllective date ol the ollering was
1961, The ollering was made through a well-known
unclerwriting group

Beginning at least in carly 1961, public enthusi
asm for bowling alleys hac hegun to lag, Ihe incustry
had been overbuill, and bowling alley operators bagan
to fail. BarChris tself starting in 1960 was in conslanl
need ol cash 1o hinance its operations. Al the time of
the closing in May 1961, BarChris was experiencing
severe chthculties. On October 29, 1962, il filed a petl
tion lor a Chapter Xl arrangement and on Novembar
I, 1972, delaullect on interest payable on the clobon
tures.

Purchasers ol certain ol the debentures biought
a class aclion under Seclion 11 ol the 1933 Act al
leging misrepresentations anc material ornissions In
the registration statement lor the debenture ollering
The delendants included eight underwriting Hiims ns
well as a chrector ol BarChris who was also a momhaor
ol the lrm that managed the debenture ollering

ihe chistrict courl loundt various misstatemonts In
the registration statement relating to the company's
carmings, contingent habilities, backlog ol oidors,
customer cdelingquencics, intended use ol procoaocts,
ancl other iters. As one i1eads the courl's oplnion,
there is i1eally no cdoubt that there were incleect ma
lerial omissions and misslalements. There was o
statlement, for instance, that a $6.9 million backlog ol
orders existed. That ligure had been correct boloro
canceltations which biought it down o $2.4 miliion
Some ol the purchase contracts included in the salos
hgures hac never bheen signed There werae obvios
criors in the linancial statements. Working capital
was overstated through the use ol a conditional linns
action which the coutt described as bordering on tho
Irauchulent

There was a misstatement in regarc 1o the use ol
proceecs. Many ol the proceeds were in tact to be
used lo pay indebtedness rather 1han lor expansion
statect. The description ol BarChris' business wae
deemed to be incorrect because it stated that the
company was in the bhusiness ol construcling bowllng
alleys, whereas a substantial part ol the company
business consisted ol operating bowling alleys which
it had taken over from customers who were unablo 10
meet thelr obligations. There was a failure to cliscloao
certain loans to the company lrom olhicers, a tallwie 10



accurately describe customer delinquencies, and a
whole hosl of other deliciencies.

The BarChris olfering was unclerwritten by a
group ol eight underwriters. The leacd underwrite
handled the cletails of the registration statement on
behall of the participating underwriters They lollowed
the industry practice ol not assisting in the prepara-
tion; they relied entirely upon the leac underwriter.

'he lead underwriter clid concluct an investiga-
tion. Several months belore the offering, a partner of
the leact underwriter was introduced to the company
and began tamiliarizing himsell with general condi-
tions in the industry, reading, among other things,
reports and prospectuses of the two teading firms in
the indusiry. To obtain intormation on BarChris, he
read an earlier prospectus, annual reports lor prior
years, and a recent unaudiled linancial statement. Fe
inquired of certain banks, All of this preliminary in-
vagligation was apparently conducted lo determine
whether the lead underwriter would undertake the
contemplated linancing

Aboul the time the lead underwriler had decicec
1o proceed with the linancing (some lour months
belore the oltering became ellective), his partner at-
lendad a series of meetings with representatives ol
the company. He continued his general investigation
and met with company counsel and representatives 10
go over early prools ol the prospectus. The partner in-
quired as to particular aspacts ol the prospectus and
tho proposaed linancing and obtained answers be-
lieved 1o be salislactory Irom representalives ol
BarChris. The management ol BarChris gave gen-
erally inaccurate information to the underwriters al
thesa meaetings,

Approximalely one month belore the ellective
date ol the registration statement, the lead uncler-
writer's partner was olected a director ol BarChris,
Altar that time, the partner macle no further inclepen-
dont investigation as 1o the accuracy ol the prospec-
tus, but Instead ielied upon his atlorney, acting on
behall of the lead underwriter and the participating
unclorwritors,

Counsol lor the uncerwriters conchiclacd an ox-
amination of the company. Much ol the work, how-
evar, wag asgsignect 10 a junior associate who, In the
count’s judgement, handied the investigation in an in-
adoquate faghion

In conducting the investigation, the altoiney ex-
aminod minutes of the board ol cirectars anc tha ex-
eculive commitoe. $ome of those mimies hac not
been typed, however, anct the altorney ncecopted as-
surancas by ollicers ol the company that they pai-
tainod only 10 rouwline mallors. Unlortunmely, I} those
minutes had been examined, thay would have re-
vealod some ol the dillicullies which the company
was oxporloncing, Including customer doelincpienclos
and the clowntrend in the backlog of orcders.

The investigation dict not include a delailed re-
view of relevant conlracts, Even a cursory examina-
tion of major contracts would have shown thal some
of them were nol even signed and thal in many in-
stances there were conditions 1o the obligations of the
customers thal were not being fullilled. The number of
contracts was relatively limited, and in the court's
opinion, the delenclants should have been able 10 look
at them carelully.

Counsel to the underwriters macie briel inquiries
of the company's altorney concerning certain mat-
lers, considered minor by underwriters' counsel, Iden-
titied in the invesligation. General assurances relating
lo these were oblained Irom BarChris's management
and underwriters' counsel did not pursue the matter
urther

A large part ol the linancing of BarChris' activ-
ities came lrom one faclor. Thero had been a gooc!
deal ol correspondence belween BarChris and thal
faclor concerning various adverse developments, In
conclucting the clue diligence investigation, however,
counsel 1o the underwriters clid nol make inquiry ol
the lactor or examine the linancing agreements be
tween BarChris and the laclor.

Underwriters' counsel did not look inlo the com
position ol BarChris' claimed backlog of contracis, Ho
clid not inquire adequately about loans by officers, al-
though there was a patlern of such loans. He was nol
aware ol lhe seriousness of the company's cash posi
tion nor the intended use of a large part ol the pro
ceeds. He did not know that BarChris was operating
as well as construcling bowling alieys.

In general, the court concluded thal there was a
lailure of the lead underwriter to verily data submitted
to it by the issuer,

The court in BarChris summarized what the ob
ligation ol an underwriter is uncer the 1933 Acl. The
court statec as lollows:

The purpose of Section tt is lo protect in-
vestors, To that end the underwrilters are
made responsible for the truth of the pro-
spectus. Il they may escape that responsi-
bility by taking at lace value ropresentations
made 1o them by the company's manage-
mant, then tho Inciusion ol underwriters
arnong thosa llable under Section 11 affords
the Investors no additlonal protection. To al-
lecluate the statute's purpose, the phrase
‘raagsonabio investigation” must be con-
strued to requlie more ellort on the part of
the unclerwrlters than the mere accurate ro-
porting in the prospeclus ol ''date |sic] pre-
sentod’ 1o them by the company. It should
maka no clitferonce that this data Is elicited
by questions addressed (o the company of-
ticers by tho undarwriters, or that the under-
writers at the time belleve that the com-



pany's ollicers are truthful and reliable. In
oider to make the underwriters’ participa-
tion in this enterprise ol any value 1o the in-
vestors, the underwriters must make some
reasonable attempt to verily the cdala sub-
mitted to them. They may not rely solely on
the company’s ollicers or on the company’s
counsel. A prudent man in the management
ol lis own property would not rely on tham
It is iImpossible 1o lay clown a rigid rule suit-
ahie lor every case delining the extent to
which such verlfication must go. it is a ques
tion ol degree, a matter ol judgmenlt in each
case. In the present case, the underwriters’
counsel made almost no attempt to verily
managoment's representations. | hold thal
that was Insuflicient (283 F . Supp. at 697)

In this case, a good deal ol due cliigence was
conclucted by underwriters’ counsel, In some cases, il
Is al least a mitigating tactor it a detendant relied in
goad faith upon the advice ol counsel, This is a very
dangerous concept and a very limitect one, but it can
ba usclul in some circumstancos. In this case, how
over, that notion was totally rejecled by the courl be-
canse the court held that, in eHect, counsel to the
unclerwriters was an agent ot the underwriters and, as
its principal, the underwriters were responsible lor
whatever insullicioncies occurred

What wote the faulls of the undeiwriters in
BarChris? Tha courl indicated that they reliect upon
tha company without invesligating as much as they
reasonably could the truth of stalements macie. Man-
agement's statements should have been examined
critically and verified through oulside sources

As notad oarlier, ollicers of BarChris signing the
registration statement and the directors were held
liable. The accountanls also lailed 1o sustain their
burden of prool with respecl 1o that part ol the regls-
tration stalement macde upon their authority. Ol par-
ticular relevance, the court noled that the accoun
tants lailed 1o acthere complelely to their own check
list lor investigalions ol registration statements

In contiast to the BarChris case, one should
consider feit v. lLeasco Data Processing Fquip
mant  Corporation (332 FSupp. 544 (F.D. NY
1971). In thal case, the courtl lound a registration
statement 1o be incomplete anc in violation ol the
1933 Act but hold that the dealer-managers (under-
writers under Saction 11 of the 1933 Acl) hach mat
tholr due diligenco buiden

|.easco olfered its shares in exchange lor those
ol an insurance company, but the rogistration state-
maent falled to reveal that tha acquired company hadl
nvailablo soma $100 miliion Vsurplus surplus' which
teasco could utilize after gaining conlrol. A lormer
sharcholdar of the acquired company who exchanged
his sharas liled a class action alleging matorial omis-

to

sions in the registration statement and secking monaoy
damages

In Leasco, the court lound that counsel for the
dealer-managers had conducled a thorough review ol
all available financial clata, independently examined fi-
nancial statements and actuarial reporls, made In-
quirigs of Leasco's major bank, and studied corporate
minutes and major agreements. The dealer-manngers
were lond to have baan “particularly carelul’ In in-
quiring about "'surplus surplus,” utihzing one of tholr
associatas with extensive experience in dealing with
this concept A series of meetings was held whaie
represenlatives of the company and the clonlor-
managers wenl over prools ol the registration stato-
ment in detail

tven with this lype ol investigation, the coimt
held that the dealer-managers “just barely' ostab-
lished that they had conducied a reasonable invest-
gation and had reasonable ground to believe that the
omission ol a specilic ligure for *'surplus surplus”
was justilied

Considering BarChris and Leasco, ong can ap-
pieciate the high slandards to which the couts hold
underwritars under the 1933 Act and the impaortance
ol conducting a thorough due diligence investigation.

The seclions of the 1933 Acl relating to duo dili-
gence and the principal cases interpreling those soc-
tions have been examined Now some principles
which can be derived Irom the statutory languagae and
courl opinions will be studied. While this group ol prin-
ciples is not all-inclusive, il includes some ol those
basic principles which are usually foliowed by undor-
wriler's counsel in advising clients

The first is perhaps the most basic principlo. por-
torm appropriate due diligence lor every oflaring re-
gardiess of whelher it is registered or not. A dua diii-
gence investigation may not hiterally be a stahntory re-
quirement in some cases, but an underwriter s aub-
tocting himsell 1o serious potential hability it ho doos
not make some reasonablo attempt 1o verily cnta gub-
mitted to him. The underwriter may not blincly 10ly on
the truthfulness ol inlormation supplicd by tho Issuor.

Sacondly, it i1s necessary 1o custom tailor tho clue
diligence investigation performed for each oloring.
The nature and exient of varification of data which is
required will vary with tho circumstances ol ench ol
tering

In tailoring the scope and content ol the duo dil-
gencae invesligation, considoration should bo glivon 1o
the nature of the ollering, thae SEC form with which the
securities are being registered, the size ol the lasuo,
the availability of public information about tho con-
pany, the issuer's operaling and business hiatory, the



nature ol the legal structure of the issuer (a corpora-
tion or limited partnership), the nature of the offering
(whether, lor instance, il is a "'sheif' registration), and
the type of security being offered (debl or equity). The
underwriter should also consider whether the offering
is the issuer’s initial public offering. He must analyze
potential problems relaling to the particular issuer
and its indusiry. The underwriter should determine the
competence of the company's inside counsel and the
extent 1o which one can rely on the company's pre-
vious filings at the SEC

The underwriter should exercise great caution in
utitizing checkiists or guidelines which specily steps
1o be taken in performing due diligence. There is sim-
ply no way to develop a checklist which is appropriate
lor every ofiering

The dilliculty which the NASD encountered in
trying to develop specific guidelines has been alluded
10 in the lirst section ol this book. Similar problems ex
Ist for individual firms. Checklists are often so general
08 to be useless or so specilic as to be a trap for the
imwary which may lead to additional liability

Nolwithstanding their fimitations, a checkiist can
be helpiul in preparing lor a due diligence review by
reminding the underwriter ol areas lor exploration
Checklists can be helplul training tools and can be
structured in a *'building block' manner so as 1o be
aclaptable to particular lact situations,

Requiring strict adherence to any kind ol check
list can produce problems. Perhaps the most serious
ol these results trom a lailure to follow the checklist
strictly. This translales into evidence that the whole
Investigation was inaclequate. Other problems occur
when adherence to the checklist causes the under
writer to ignore importan! areas. Al the other extreme,
a checklist can lead to inquiries which are lotally ir-
relevant tor the particular situation.

If a checklist is used, it must be borne in minct
that it provides no subslitute for good judgement. Il
must be clearly explained that the checklist is illustra-
tive only and that it is nol necessary 1o take all steps in
any given case,

The hasic SEC registration lorms used lor oller
Ings can be viewed as checklisls, logether wilh
relatect guides and releases. The uncerwriter shonlcl
ngsure that each item In the torm is answered.

The nex! principle is to obtain competent anc ex-
parianced counsel who is tamiliar with the concapt ol
cdua dillgence. Underwrilers have expetiencec prob-
lems in the past because the attorneys on whom thay
rgliect either expressly or impliecly representecd thal
thay had competence, ability and experience hayond
that which thay actually possessed. Also, since
issuet's counsel typically turnishes a varialy ol opin-
lons, It Is important for the undaerwriter 10 devalop con-
lidoncao in the prolessional skills ol the issuer's coun-
ii{c]

While il is important to work closely with com
petent counsel, an underwriter must recognize his 1e
sponsibilily for carrying out his due diligence and
shouid not delegate the entire investigation to coun
sel. In any case, many atlorneys believe that they
should not underlake this function. This was one ol
the reasons for the court's finding fault in the Bar
Chris case. As a praclical matter, there are siluatlons
in which a lawyer will not receive the same coopera-
tion, Irom cuslomers or suppliers for example, which
would be accorded to an underwriter. Most important-
ly, lawyers are not well-suited for making practical
business decisions as to likely performance on con-
tracts or probable reaclion of cuslomers in pressing
economic siluations. Indeed, it is the underwriter's
business to know the companies which il underwriles.

The underwriter should also have confidence in
the audilors tor the company. It is nol necessary lor
the issuer's auditors to be one of the “'big eight”
lirms. Many smailer firms have subsiantial experi-
ence in handling SEC malters. It is important, how-
ever, for the underwriler 10 leel comlortable that the
auditor is familiar with SEC requirements and that the
people working on the account are competent, have a
good reputation and have experience in working on
regisiration slatements.

The underwriter should work closely with the
company's audilors and interrogate them as lo thelr
work product. The auditor shouid be viewed as tho
principal window through which the underwriter can
oblain insight into the company. Auditors are typically
candid and lorthcoming if asked lor information. tho
underwriter willprobably want (o lollow what has now
become a relatively common praclice of securing two
"comlort’ letters lrom the auditors, one at the timo
the registration statement becomes elleclive and the
other al the time ol ciosing.

In raviewing he linancial stalements, it is impor
tant ltor the underwriter to be very carelul of interim
ligures not covered by the accountanlt's opinion. tha
accountants will give '‘comlort’ letlers on Intarim
slatements but their responsibilily as lo those
numbers is highly attenuated. As to those unauditocl
numbers, the underwriter has an obligation ol reason
able invastigation anct cannot rely upon those liguros
1o the same extent as audited ligures.

The next principle 1o bear in mind is basic anc
one which may seem readily obvious. To emphasizo
its imporlance, however, we restale it here: the un
derwiiter should have full conlidence in the integrity
ol the mapagement of the company. I the underwrlitor
does not have such confidence, he probably shoull
not even bhe participaling in the transaction. As wag
mace painfully clear in the BarChris case, an unclor
wriler who cannot rely on the inlegrity of the issuer's
managemenlt may be laced wilh substantial liabllity

Fven il the underwriter has conlidence in man
agement, he should not take the word ol managemont



at lace value, no matter how honest the source seems
1o be. By then nature, businessmen lend 1o be opti-
mists and in many cases they are the last ones o sce
the darkening clouds on the horizon. Management
with the best ol intentions will somelimes be guilty of
optimistic exaggeration. Sometlimes issuer's manage-
ment aclopts its own delinition of "'malenality’ so that
anything which relflects aclversely on the company's
prospects is automatically cdeemed to be immaterial
For that reason, an underwriter should be sure 1o ver-
ity the worc ol company management

As part ol the process ol verilication, another
principle comes into play. be sure that questions
clirected to ollicers, directors and other representa-
tives ol the issuer aie clearly understood. Question
naires given to officers and direclors should be
tantorect 1o the particular company anc situation. In
RarChiis, ollicers and direclors were asked 1o com
plete a guetionnaire which was apparently intended lo
determine whether there had been any recent loans
between the olficers ancl the company. The question
naire was written in such a manner, however, that the
olheers and clirectors apparently did not understand
the type of information being sought

In perlorming a clue cliligence investigation, an
unclerwriter should make nse ol whatever expert o
technological assistance is available. Many com-
panies going public are high technology companics
and a lugh degree ol sophistication 1s required it an
underwiiter i1s to uncerstancd the business ol the
issuer and the potential cdangers which the company
may lace, both lrom competition and lrom acdvances
in lechnology. Lxpert assistance may be necessary in
stich olerings

the unclerwriter should identily the *‘high-risk’"
arcas ol the company. The icdea here is 1o identlly the
aspecls ol the company's business thal are critical,
the arcas in which clithculty could have a serious im-
pact upon the issuer's overall business. Although the
underwriter should not ignore other areas of the is-
suer's  business, by thoroughly investigating the
“high-risk" arcas, he 1s providing grealer assurance
agamst future problems,

the nex! guichng principle in the concduct o clue
cliligence investigations is one on which there oxist di
raclly opposing viows among membars ol the socurl
tios bar. One school of thought holds that it is critical
1o maintain detailed documentation on the dovelop
ment of the rogistration staterment anct tho chea il
gance Investigation. Some atlorneys beliove that,
since dua diigence must be allirmatively pioved, ovi-
cdonce should he maintained to demonstrale the
natume ol Investigation conducted. Such a rocord
wotld consist ol cdocuments showing what meetings
ware conducled in the course ol the investigation anc
who participatec, what tasks were pertormad, who
was interrogated, what information was sacured
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In support of this approach, it is noled thal law
suits occur and testimony is laken several years after
the relevant events, making il dilficull o establish
without documentation whal transpired. There 1s turn
over in the investment banking business and incli
vicluals who perlorm an investigation may not be avail
able later as witnesses or, it available, may not be par
ticularly interestec in the litigation because ol othar
commitments

The opposite school of thought maintains that
any permanent records beyond the registration state
ment as it became chective (and the usual closing
documents) are extrancous and can be misleacling
and misunderstood in the context ol later litigation
The concern here is thal notes of various changes In
the registration statement and ol discussions at moo!
ings will invariably contain questions which remained
unanswered or which were answered but nevor
noted. Such documentary evidence may be harmiul to
an underwriter in litigation. Although some propon
ents of this theory adlvise clienls to maintain only a
statement that die diligence was conductect In tho
normal manner, others suggest maintaining a record
ol the time spent in conducting a due diligence in
vestigation, the number of meetings held, the numbar
of people participating in the process, and the numbaor
ol dralts ol the registration statement. These ntiol
neys would also retain a series ol prools of tho eg
iIstration stalement as it evolved, without any nota
hions

In view ol the division of opinion among sacuri
ties atlorneys on this point, an underwriter will want 1o
consult his counsel tor guidance

The last principle which underwriters shourc note
relates o time: be sure to bring the due diligenco In
vestigation down 1o the point in time at which the 1og
istration statement becomes ellective or the prospoc
s 1s used. As chiscussed above, liability attachaos at
those points in time and it is important o assuro thal
no cvenls have transpired up to those points which
should be rellected in the statement or prospechis

Having stuclied some guiding principles for duo
dihgence investigations, let us now look at somo spo
cllic items which may merit scrutiny in conclucting a
due diligence investigation. As noled earlier, onch
investigation must be tailorod 1o the particular com
pany and oflering. These items should not, tharatoro,
be viewed as all-inclusive anct all ol these items nood
not necessailily be reviewed loi every ollering

FFirst, an underwriler should learn about tho com
pany anchits inclustry. There are a number of sourcon
for this intormation, including journals, compotitors,



liles which the underwriting firm or counsel may have
accumulaled, banks, and credil agencies.

For detailed information on the company itself,
there should be a review of the issuer's corporale
charter, noting particularly the amount of its autho-
rized slock and any restriclions on ils activities, It
ghould be determined whether the corporation has
perpelual exisltence. An analysis should be conducled
ol the slock transfer records. The company's by-laws
and corporate minutes, including executive commit-
tee minutes, for an appropriale period of time should
he reviewed. Similar minutes of any parent or im-
portant subsidiary should be reviewed,

A basic examinalion ol the issuer's business
should be conducled. This will include a review of the
issuer’s principal lines of business, its manner of dis-
tribution, its sources ol supply, ils compelitive posi-
tion, its dependence on particular products, cus-
tomers or suppliers, and ils parents and lrademarks.
In general, such an examination should determine
whal makes the issuer *‘tick."

It is critical to lormulale an opinion on the com-
pany's management. This process should include
meelings by the underwriter with key management of-
licials, as well as appropriate markeling and operating
personnel. The extent and natlure of these meeltings
will depend upon various tactors, including the com-
plexity ol the business and the underwriter's past and
continuing familiarity with the business. The under-
wriler may also wish 1o meet with senlor ollicers’
peers in the same industry. The background ol each
paerson in management should be considered and the
underwriter should reach a determination as 1o
whether each member ol management appears 1o
have the qualilications and education to properly paer-
form the job that he or she holds.

A third item lor carelul review Is the company's
Hnancial statements, The linancials are key; the reg-
latration statement is basically an explanation ol the
financials. The underwriter shouldl carelully review
the financial statements to determine the trends incl-
catod. The review should Include the audited annual
and unauchitec quarterly financial statements, Inchid-
ing footnotes, lor five yoars commoncing with the
most recent statement, Underwriters should not it
thomsaelves 1o these documents, however, but shonlcl
algo look at the lasuer's budgels and lorecasts and
moel with the auclitors to discuss the linancial state-
monts anct o 1oview intarnal accounting controls. The
undorwiitor should aigo investigate any change ol
aucltors duing the pas! live years.

The undorwritor or his representative shoulc
conlor with the company's outside coungel nnct obtain
any oplnions which may he necessary. An unclorwrita
should examine any opinions carefully 10 celermine
axnctly tho oxtent of "'comiort” which thay provide.
Pencling litigntion should ho reviewed; again, In the

case of important litigation, counsel handling the pro
ceedings could be conlacted.

Important company documents, including con-
lracts, leases, mortgages, financing arrangements,
conlractual arrangements between the company and
its management, employment agreements, and stock
oplion plans should all be reviewed. In reviewing con
tracts, an underwriter may wish 1o have counsel ro
view lhe terms of the conltract lo delermine thelr
meaning. The underwriler is better suiled to deter
mine the practical impact of the contracl, and the like
lihood of compliance through conversations with cus-
tomers, suppliers, and olher industry participants.

The relationship of the company 10 its banks,
cuslomers’ suppliers, and creditors should be ex
plored. This investigation should locus upon both cur
rent and past relationships and usually should include
discussions with the parlies.

The underwriler should lamiliarize himself with
the company's physical properties. There should be a
physical inspection ol those major properties or facil
ities which are important 10 an Investor's understanc
ing ol the issuer's business. Il you are underwriting
General Motors, you probably do nol go out and look
al every General Motors plant. It you are underwriting
a company which has only one plant, however, it
would be advisable to visit the plant, to ascertain that
it in fact exists, and that the representations macle
about the aclequacy ol the equipment are accuralo

In one SLC proceeding, an underwriter was
found 1o have performed inadequate due diligenca
because, when visiling a plant, he accopled assui-
ances that the non-lunclioning production line was
only temporarily out of order and normally operatecl
elficienlly. As a maller ol fact, the breakdown was a
routine occurrence,

Another important item relales to the proposed
use of proceeds, The unclerwriter shoulct be Very care
lul in determining what is going to happen to the in
vestors' money. Is it really going to be used lor the
purposes stated? The SEC is very meticulous in re
quiring an explanation ol what Is going to happen o in
vestors' money. This question Is ol course compli
cated by the lact that dollars are tungible anc any pai
ticular clollar may be drawn out of the internal work
ings ol a company and not out ol the proceeds ol an
underwriting, bul this Is nonetheless an impartant
area which deserves caretul scrutiny

In conducting a thorough due diligence investi
gation, the underwritor shouild also review an array ol
other documents, These Include all lilings with tho
SIEC lor the prior five-year period, inclucling all annual
anch quartarly reports, any parloclic reports on Form
8-K, and provious registintion statements. Any flilingy
with stock exchanges or tha NASDAQ System shoulct
also be raviewod. All axhibits to the registiation state
rent should he scrutinized carolully



Fhe underwriter should review any marketing,
engingering, or similar studies conducted for or by the
cempany. The underwriter should also review, directly
or through counsel, applicable government regula-
tions

Prior 1o completing a due diligence invesligation
ol o technological company, an underwriter may want
1o consult with experts in any relevant scientiflc ol
tachnological tields il the underwriter believes that Il
lncks sulficient capabilities 1o concluct a proper in-
Quiry of its own

As noled at the oulset, each of these specific
sleps may have grealer or lesser importance depend-
ing on the particular situation, There may be other
steps called for in certain types of offerings. As a
practlcal matter, in the case ol a lirst time 1o market,
promotional company, the elfort expended in the due
dillgonce inquirles shoutd be greater than otherwise
All ol these sleps should be viewed as suggesled
itorns for consideration and not as delinite require-
monts with respect 1o eveiy offering, and the inclusion
of an itlem here would not be seen as constiuting an
NASD requirement or NASD approval of any parlic-
ular due diligence procedure

L) * * L] L]

fhis concludes the review of legal aspects of due
dilgence. The underwriter's polentlal llability in con-
naction with a public offering is clearly established
The standard of reasonableness by which an under-
willor’s activitles will be judged is also generally
acknowledged. Each ollering is, however, unique and
roqulres the exercise of the underwrller's judgment,
particularly in determining whal constilutes a reason-
ablo Investigation in a given sel ol circumstances

QUESTION: Much of the discussion of legal as-
pecls presumed thal the issuer and issuer's counsel
would draft the registration statement. Often, how-
ovor, the issuer and its counsel are inexperienced in
such malters and it may be easler for the underwriter
to chaft the registration statement. Should the under-
wrilor avoid assuming such a role?

ANSWER: As a practical matter, the registration
stntoment is a description of the issuer's business
and linancial condition. As a legatl matter, the 1933
Acl places almost absolute responsibllity on 1he
Issuor for the truthfulness of the reglstration state-
mont. The underwriter's obligatlon is In a sense de-
rivallve and contemplates a verification process. Il is
highty deslrable, from both a practical and a legal
polnt of vlew, that the Issuer and its counsel prepare
the roglstration statement. This may require, on occa-
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sion, thal the issuer retain special counsel wilh par-
licular expertise in the registration process. It is also
desirable that the issuer's regutar counsel be involved
as anamportant part ol the process. That counsel is
lypically mos! famihar with the legal affairs of lhe is-
suer and usually has the confidence of the issuer's
managemenl. Bringing in of special counsel must be
handled with sensitivity. Some firms handle this situa
tion by suggesling that issuer's counsel select the
special counsel

QUESTION: How much reliance can another
underwriter place on the due diligence of the man-
aging underwriter?

ANSWER: Members of the underwriting syndi-
cate should be entitled 10 rely on the due diligence ef-
forts of the managing underwriter. Accordingly, if the
manager has met s stalulory responsibilities, the
parlicipating underwrlters will be immune from lia-
bility. Similarly, it the managing underwriter has not
salisfactorily effected its inquiry, the other underwrit-
ers are likely 10 be liable

QUESTION: Should a participaling underwriter
be hesilant to rely on due diligence performed by a
managing underwriter affilialed with the issuer?

ANSWER: If the managing underwriter is affill-
ated with the issuer, the participaling underwriter's
concern might well be heightened. There is not neces
sarily any impropriely in such an arrangement, but the
nature of the relationship and the close identity of in-
lerest belween the issuer and the underwriter should
stimulale inquiry by any polential participaling under
writer

QUESTION: The Securities and xchange Com-
mission has taken aclions inlended lo facilitale
smaltler offerings through the use of simplified regis
tration statements on Form S-18 or under Regutation
A. Frequenlly, however, the “'standard of the sireel’
and years of evolving praclice lead allorneys to re-
quire the inclusion ol extensive disclosure even in
simplified registration forms. How does one prepare a
truly simplified registration document?

ANSWER: There are conllicling regutatory con-
cerns involved in seeking to facilitate capital raising
by small business through simplifled registration while
meeling stalulory requirements lor investor prolec
tion. This conllict mus! be addressed by both securi
lies atlorneys and underwriters. White it is the al
torney’s job 1o help the underwriter avoid liability and
be aware of risk, in the final analysis, it is the under-
writer's decision whether or not 1o bear those risks.
One way of avoiding a Regulation A or S-18 regis
tratlon document that contalns everything that would
have been in a Form S-1 is for the underwriter to have
an understanding with Its attornoy that the goal is nol
necessarily the absolute maximum dltigence possible,
but a reasonable tevot of dlligence
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The preceding presentation by securitles
lawyars has deall with the legal aspects ,of due
diligence, giving consideration 1o statutory provisions
anct some general principles which altorneys sce as
guldeolines lor underwriters. The next perspective on
due dillgence wlill be provided by underwriters
thomselves, discussing practical steps taken in con-
ducting due dlligence investigations

Ihis discussion will be divided into three parts
First, consideration will be given to some general prin-
clplos and speclfic procedures, items, and sources of
informatlon which many underwrilers believe should
be utllized in the conducl of a typical due ditigence ex-
amtnation, Thls discussion Is ol general applicabilily
The socond and third parts deal with more specllic
concorns. speclal considerations for participaling
doalers and smaller underwriters and special prob
tems relaling lo short-form registrations

This discussion is a composile of views of rep-
resonlatives of different underwriting lirms of varying
siza, type, and locatlon. Thaese views are those of cer
taln Indlviduals and do not represent the unanimous
views of all underwriters. The opinions expressed
hero also in no respect reflect any officlal position of
tho Natlonal Assoclation of Securilles Dealers, Inc
Tha Inclusion of any particular views or suggestions
should not be seen as indlcating the Association's ap-
proval of such suggestions or views nor to constitule
any requlrements by the NASD to adhere to the
recommended procedures. As of the time of this
wrlting, the Association does not have any rules in el-
fect which affirmatively require underwrlters to take
any partlcular steps in conducting due diligence in-
vostigatlons. It is very Important to keep this fact in
mind throughoul the following discussion

A primary purpose of due diligence, of course, is
the lagal protlection which it provides to the under-
wriler against polentiat liabllity. This purpose of due
dillgance should be borne in mind at all times. From
an underwriter's point of view, however, due diligence
is also a good buslness praclice. Many underwrllers
bellove that they are In a much betler position to de-
cido whether to proceed with an underwriting from a
businoss point of view after performing a thorough in-
vastigation of the polential issuer. They also belleve

that thorough due diligence enables an underwriter 1o
do a better job of markeling the securities. Effeclive
markeling is the product of a thorough understanding
of the company’s business, its strengths and weak-
nesses

From another viewpoint, the essence of due dili
gence can be seen as a combination of iwo basic prin-
ciples which govern the securities indusiry: the re-
quirement 1o be fully familiar with one's ctient and the
requirement (or full disclosure. If an underwriter thor-
oughly knows his investiment banking client and
makes full disclosure of the information known, he will
have exercised due ditigence In the besl sense of the
word.

In performing due ditigence, most underwriters
feel that it is necessary to thoroughly know the com-
pany, to verify all material facts and, more imporiantly
perhaps, to understand the significance of those
facts. You have to know the dynamics of the business
which you are financing. An underwriter should know
enough about the issuer's business 1o be able to con
vince cuslomers that the issuer is worthy of the fi-
nancing.

Underwriters have a responsibility 10 raise capi
lal in the markeiplace for issuers. This does nol
mean, however, that every entrepreneur has ar, abso-
Iute right to demand that an underwriter handle his of-
lering. An underwriler's principal responsibility is to
protect his cuslomers who purchase the issues which
he brings to market. In other words, the underwriter
should betleve that the offerings which he underwrites
are an appropriate investment for his clients

In conducling due diligence investigations, the
underwriter should be comfortable with all of the as-
pecls of the offering, and be prepared to live with the
prospectus as a disclosure document, recognizing
that potential liability may continue after the offering
is compleled. The underwriter should also recognize
thal even with thorough due diligence, it is virtually im-
possible 1o creale a regislration statement which will
provide absolute cerlalnty agalnst litigation and
polential liability

The nature of the due diligence investigation will
vary conslderably from one issuer to another because
of the nalure of the company, the underwriter’s In-
volvement over time, and the kind of security to be Is
sued. One extreme migh! involve a highly rated debt
offering by an issuer with which the underwrlter has
worked frequently on a number of offerings and which
has a stable financial record. In such a situation, tho
lime spent on due diligence is going to be con-
siderably less than otherwise. In this situation, the
underwrller would ordinarily maintain familiarity with
the issuer’s business and be In contact throughout the
year. In this instance, the most effective due diligence
is a conlinulng invesiment banking relationship.

17



Al the opposite extreme is an Inltial public offer-
ing by a company with a very volatile earnings record
In an industry where advances in technology can
quickly outdale the issuer's products and where the
issuar was unknown 10 the underwriter prior to begin-
ning work on the otlering. Hare most underwrilers feel
they have an obligation 1o check a number of areas in
graater cletail

A third situation occurs in a public offering for
which there may be excesslve demand which can
leact 1o a grealer polential for customer disappoint-
men

In conducling cue diligence invesligations, many
unclorwriters believe they should exercise simpie
common sense. The stalutlory lest of reasonableness
is the standard of a prudent man in the management
ol his own alfalrs, Il adverse Information surfaces dur-
ing an investigation which brings the viability of the ol-
terlng into question, the unclerwriter must decide
whather to proceed. If he has misgivings, he should
hack out of the offering or delermine the source ol
thosa misgivings and correct the situation.

in some cases, by lhe time the due dillgence in-
vastigation reaches the point where the underwriler is
ablo to determine whether to proceed with the oller-
ing, lorces are at work which make it difficult not to
proceed. Various parties representing the issuer have
commitied time in preparing for the offering and may
ba wrging that the firnm procoed. Unclerwriters shouicl
ho particularly cautious in such siluatlons,

In unclertaking a due cliligence investigation,
soma suggeslt thal tho unclerwrller ask himsell, **“Whal
do | need lo lind out? Whal are the key areas of in-
quiry?'’ Then he should ask himsell, "'How do | go
about gelling the answers 1o those questions?”

Although each ollering 15 unique and requires
spocial altention, some underwrilers rely on inter-
nal checklists 1o assure that important issues are no!
ovarlooked in the conduc! ol due cliligence Invesliga-
tionsg. Underwriters must realize thal the use ol a
chocklist does nol provice an absolule defense and,
soma argue, may increase potential liahility. Those
using checklists maintain that the existence of the lisl
incicates that the firm is altempling 1o elicit the proper
typa of information as part of its investigation

Othar underwritors argue that the use ol
chockllsls discourages a full understanding ol the
dynamics of the issuer's business. They are also con-
carnad that falllme to perform a step on the lst,
though not nocassary for a particular ollering, might
he the basis tor a tinding ol habllity. If lists are used, il
should be clearly understood that their applicability to
any parlicular lact sltuation may vary.'

Tho undarwritar should look upon due diligence
primarily as an atlempt to find ''red flags' which indi

Wor o morg complola discuglon ol chackllats, sag the procoding secllon
of thin hook
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cale polential danger. To assisl in his search, he
shoutd nol hesilate 1o ulilize experts whenever he
feels that neither the corporale linance department
nor the tirm at large has the experlise necessary 10
analyze a lundamentally important aspect of a com
pany's business. The underwriter should be prepared
lo pay whatever is reasonably necessary for such ex-
pert advice, recognizing that in the tinal analysis it
may well save money.

Many underwrlters believe thatl, il a lew prob-
lems are found in the course of a due diligence in-
vesligation, the underwriler should not necessarily
abandon the oliering. Successiul businesses are not
necessarily withoul some problems and being a suc
cesslul manager is in many ways the resull of being
good al solving problems. The underwriter should try
lo understand weaknesses in the company, however,
as well as strengths. In the final analysis, the weak
nesses may prove 1o be more important,

The underwriter's internal procedures used 1o
dacide on new financings should be well thought oul
Many underwrilers ulilize a commitiee of senior offi
cers who make the final decision as to whether the
firm will underwrite a proposed transaction. Many
firms also have internal guidelines as 1o the size and
type ol olferings which they will handle. Some lirms
also have speciiic requirements which an issuer must
meel hefore the underwriter will undertake the of-
fering.

As part ol the process ol due diligence, il is
critical for the underwriter 10 be thoughtful in his
choice ol underwriler's counsel, It is imporiant thal
the underwriter retain counsel that is experienced in
performing due diligence invesligalions and preparing
registration statements, Some underwrilers work ex
clusively with one or two law lirms white others utilize
a variely of firms.

Underwrilers vary in the inlernal recordkeeping
procedures ulilized for due diligence investigations. In
the earlier discussion on legal aspecis ol due dili
gence, il was noted that there is a divergence of opln
ion among securilies lawyers as 1o the advisability ol
malntaining detailed records of all steps taken in the
course ol the investigation. There is a similar diller
ence ol opinion among unclerwriters. An underwriter
wlll probably want to consult with counsel before ce
ciding upon recordkeeping procedures.

Specliic Steps

With this background, let us now consider soma
specilic steps some underwriters follow in conduclting
a cdue diligence investigation. It should bo
remembered ihal the NASD does not currently ¢
quire any particulin steps to be followed and that the
conchusion of any patticular procedures or views in
this cliscussion does not necessarily reflect NASD ap
proval. For purposes of this cliscussion, we will begin



al the time al which the potential underwriter first
learns of the possibility of a public offering of
securllles.

In those instances in which the underwriter and
polential issuer do nol have an exisling relationship,
the underwriter is likely 1o begin the due diligence in-
vesligation by conducling a general background
check inlo the reputation of the issuer and itls man-
agemenlt. If checks with others in the industry, with
compelitors (if possible), and with experls on the'in-
dustry as to the business ethics of the issuer, key
sharaholders, and senior management cause ihe
undarwriler lo have concern, it may be advisable 1o
procead no further with the transaction,

Many believe thal the earlier the underwriler
gels 10 know his client, 1o see how management re-
aclg under pressure, to gel a reading of the depth of
manngement, and a reacling as lo where responsibili-
ties lle, the better It is for the underwriter. This will nor-
mally enlail meeling with management 10 become
famillar  with the individuals involved, their
capabllities, their business judgement, and their ex-
petlence 1o carry lhe proposed financing, and
whalever project may lie behind it, into completion.,

It Initial inquiries into the reputation and ethical
stancling of the issuer and its management are posi-
live, the underwriter will then proceed with the due
dillgonce investigation. The invesligation itsell is
usually divided Into two parts: fIrst, an Investigalion of
the Inclustry in which the issuer operates and, second,
a detailed investigation ol the issuer itself.

Investigating the Issuer’s Industry — In con-
ducling a review ol the industry in which the issuer
hinctlons, the unclerwriler should seek 1o oblaln an
unclorstanding ol that industry which puts the issuer
inte perspeclive vis-a-vis its competition ancl the over-
all Inctustry structure. He should look at the industry
cvar 0 reasonable period of time, five years or more,
so that trends can be celecled and judgemonts macie
as 1o the general directlion of the industry, Where the
issuar is involved in mulliple lines ol businoss, ap-
proprlate attention should be paid to each material
component anct each respective Inchistry should be
conaiclarac,

Fhe examination of the industry should provicde
an uncerstancling ot the Incdustiy's potentlal and the
kay problems facing the Indusiry. Many undorwrliers
bagin with a consicteration of the general economic
factorg. IFor exnmplo, what s the impact upon this in
dustry ol the slgnificant increases in interest rates
which have beon socen lately? If the issuer and Its
inctustry raly on borrowing, overall enrmings wlll prot
ably ho afloctact by 1lsing interest rates. Other ox
amplas of genaral economic lactors 1o be considered
inchiclo tho avallabllity of energy ie o hlgh onergy
consuming Inclustiy, anc tho impact of inflation or
receasion on thls particular inclustry

The underwriler will want 10 examine industry
characleristics relaling to markels (bolh domeslic
and foreign), principal competitors, and the nature of
compelition (such as pricing, brand identification, or
superior service). In other words, the underwriler
should understand the markels and the ways in which
the various industry participants compete in those
markets.

Most underwriters believe that attention should
also be given to the financial results for companies in
the industry. Underwriters review such financial mea-
sures as the revenue growth of the proposed issuer
compared 1o its competilors for a live-year period, re-
turn on revenue, pre-lax margins, and return on
capilal. Focusing on measures ol financial efficiency
and growlh should provide an overview of how well
the Industry is doing compared (0 how well the issuer
is doing within a relevan! universe.

Underwriters performing due diligence on a pri-
vale company seeking a public markelplace, usually
altempl to identily comparable companies that are al-
ready public, looking al those companies’ financial
ratios, growth palterns, research reporlts, recent
public pronouncements and other relevant informa-
tion.

The importance of technology, palents, licenses,
tracdemarks and trade names 10 companies in the in-
dusltry should be determined. The underwriter should
also locus upon the Impaclt on the industry of laxation
and govarnmental regulation, nol only exisling policy
but pending or likely changes.

The underwriter should focus on the principal
raw malerials for the industry and determine their
availability. In recenl years, we have been through
perlods whereo there has been a variely ol broadly-
based shorlages ol raw materlals, Without critical raw
materials, the issuer may be forced oul of business.

Labor relations in the industry should be exam-
ined. Are slrikes expected? Can the industry expect,
because of union pressure, subsiantial increases in

ay in an incdustry that is labor intensive?

The principal accounting conventions in the in
dustry should be examined. s this an induslry where
there are cholces as 10 accounting principles which
may make it ditficull to compare companies and may
requlre adjustments to make the proper comparison?
“LIFQ" versus “FIFQ' inventory accounling is a
good example.

In conducling thls examination, the underwriter
oflen ulillzes a varlely ol sources ol information.
lhese include prospecluses of companies in the
induslry, trade association malerials, reports from in-
vestmenl aclvisory services, govornmental statlstics,
trade journals, anc arlicles in goneral businoss
publicatlions. These malerials, and others, will provide
Information about the incdustry and provoke additional
relevant cuestions which the underwriter will want to
pursie,
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Investigating the Issuer — The underwriler
woulld now undertake the most substantive part of the
due dlligence investigation, the investigation ol
tho issuer lisell, Dillerent underwriters naturally ad-
drass this problem differently and, as discussed be-
fore, each investigation must be tailored 1o the par-
tlcular situation of each issuer and ollering. Following
tho procedure used by some underwrilers, we will
divide our consideration of the invesligation ol the
issuer into three components: first, an examination ol
the company generally and of ils management; sec-
onct, an analysis of the company’s husiness; and third,
an analysis ol the company's financlals, Bear in minc
thal thesa thoughts on the scope of a due diligence in-
vastigatlon represent the views of some underwriters
and do not reflect any specific NASD requirements,

The Company and Its Managemen! — Many
unclerwrilers believe thatl their initial investigation
should focus on the reputatlon of the issuer and lts
principals. While some general inquiry will have al-
rencly been mace belore the underwriler reaches
aven this point, the examination should now be much
more cdetailled.  The investment banker shoulcl
thoroughly know his investment banking client.

The uncerwriter should consider making credi!
checks on the company and checks on the reputation
nnck experionce of its ollicers. He should contact the
lssuer's principal banks and review Dun & Bradstreet
roports,

The underwriter Is presumably beyond the point
where he i1s concerned about the ethics of manage-
mant and their general ability 1o manage the business.
tHlo should now r1eviow their experience level, their
tachnical expertise, ancl their ages. The underwriter
should inquire as 1o the rate of turnover in manage-
ment. IFigh turnover in management or labor may be
an inclicator ol problems, particularly it you can gel
comparahle measwes rom other companies in the
inclustry

When considering management, the underwriler
shoulct also include directors. Direclors have become
Increasingly important 10 publicly-held companies. In
assessing management, many helieve that the under-
wirllar can ciraw comiort from a strong outside hoard
that is cloarly oxercising its responsibility of oversee-
Ing the ciroctlon of the company,

Mosl underwriters agree thal an underwriter
should meot with management ol the issuer, and he
shoulct not limlt his meeting to the chairman of the
boarch or the president. Some underwrlters liko 1o
have senior management from the issuer make a
prasentation, with the respoeclive altorneys present,
prior 1o baeginning 10 write the prospectus. This
onables the underwriter o jucdge management and
maans that evaryone involved in the process ol writ
Ing the reglstration statement has a slmilar frame ol
refarenca and is able to ask questions and approach
tho task trom a consistent point ol view,

20

In evaluating management, the underwriter
should look not only at management skills, qualifica-
tions, and experience. He should also be sure thal the
experience and abilities of management are relevanl
to the jobs which they hold. The fact that someone
has bean in the oil business does nol mean thal he is
necessarily going 10 be a good manager of a drilling
program or thal he can select properties thal are good
prospocls.

Some underwriters, parlicularly in starting ouw!
with a new client, get a grasp of the overall company
by reviewing annual reporls, proxy stalements, any
previous offerings, and annual reports filed with the
SEC on Form 10-K, The underwriter's counsel also re-
views the issuer's charter and by-laws and corporate
minutes. Then, a representallve of the underwriter sils
cdown with a principal ollicer ol the issuer to learn how
the company was slarted, who started i, where,
when, and what kind of business the company was in
The unclerwriter inquires as 1o how the company has
changed over the years. The underwriter then pro
ceeds with the interview inlo the delails of the
business as it presently exislts.

In invesligaling the company and ils manage
ment, underwriters oflen contact third parties to verily
information. For example, the underwriter may check
principal suppliers and customers, banks, research
reports from ils own research department or ftrom
other broker/dealers, filings made by the issuer with
the SEC, stock exchanges or the NASDAQ System,
previous regislration stalements, proxy slalements,
Form 10-K's, annual and quarlerly reports 1o stock
holders, company histories, and engineering reporls.

An example of the need to conlact outside pai
ties may be found in the experience ol one major
underwriter several years ago. The underwriler under
ook a lirst public offering for a company in a con
sumer field and very carefully conducted a due dili
gence invesligalion according 1o ils usual proceciuie
On the day the registration stalement was filed, how
ever, a senior officer ol the firm received a lelephono
cali trom a relative who worked in a business relalad
to that of the issuer expressing dismay thal the un
derwriter would actually proceed with the oflering. Ite
informed the underwriler's olficer that a lew tele
phone calls 1o the right customers would have shown
that their loyally lo the product was very weak. Tha ol
faring proceeded. A year or so later, the issuer mig
fuclged its product line and was in serious financinl
trouble. The underwriter bad performed due diligenco
bul had mtssed an important aspecl of the issuer's
business.

In invesligaling the overall stalus of the com
pany, most underwrilers believe it is important 10 glvo
parlicular atteniion 1o those items emphasized in tho
carlier discussion on legal aspects of due diligenco
The underwriler shoulct be certain that the organlza
tional docuiments of the issuer are reviewed for com



pleteness and correctness and that all minutes ol
stockholder meellngs, directors’ meellngs, and ex-
ecullve committee meetings lor a reasonable perlod
of tima (commonly, the preceding flve years) are read.
The importance of this aspect ol due dlligence was
emphaslzed in the BarChris case. Minutes ol malterial
subsldiarles should also be reviewed

Some underwriters consider the area ol insider
transactions 1o be an Important area lor scrutiny. In-
slder transaclions anct other intra-company relation-
ships and activities can be very enlightoning and
shoulct be pursued as a means of evalualing manage-
ment, Some underwriters deal with the problem of in-
sider transactions by requiring that any such relatlon-
ship bhe eliminaled prlor 10 the underwriter's par-
ticlpation of the offering.

The Company's Businass The next general
aspoct of the issuer 1o bo consldered is an analysis of
the Issuer's business

Some underwriters slart this process with a con-
sidaralion ot the issuer's compelilive position. How
does the company measure up against s compeli-
lors? What are the methods of competition? The un-
derwrlier should determine whether the issuer is com-
peting Increasingly on price, while others are enjoying
a higher margin because of superior lechnology or
better markeling. The underwrller should incuire
aboul pricing, adverlising, and customer linancing, all
with the intent of seeklng oul hislorical or polential
probloms in any of these areas. The unclerwriter
shoulct delermine the size of the markel for the
issuar's products and services, This may be defined in
many dilferent ways cepending on the kinc of busi-
ness the company is in. Whalt the underwriter shoulc
be seeking here is lo determine if the company's
growth is going lo be alfeciec by the size ol the mar-
ket and an Inablilly 1o progress withoul a clrastic
change in its business.

Many underwriters believe that relative financial
perlormance should be considered. KHow do the
results of the issuer compare with those of its com-
petltiors? Are there any financial ratios that indicale
problems? The underwriter should then follow up on
problems identifiect with respect to financial per-
formance and reline his investigation.

The uncerwrlter should seek information on the
clistribution system used by the issuer for ils products
or s services, Does the issuer use independent rep-
resontatives over which it has no control or with
whom It has no contractual arrangements? An in-
dependoent representative may be markeling similar
ot clirectly compelilive prochicts, Is the issuer
distributing over a very long pipeline where the pro-
ducls ay be obsolete by the time they gel lo the
buyoi”?

Most underwriters consider production facilities.
Procluction lacliities are pariicularly important 10 a
manufacturing company. FHere the underwriler can

adcress concerns about the Issuer's capacity. Is it go-
ing to take a signiflcant increase in capltal expendi-
lures lo continue sales growth? Have company
lacilities kept up with the times? The underwriler
should visit the principal plants, delermine the per-
cent of ulillzation, the number of shills, the production
problems, and understand the manufacluring pro-
cesses. He should look at additions 1o, and relire-
ments ol, plants over a period of time and consider
the adequacy ol equipment. Some underwrilers have
found situations in which warehouses or inventory
claimed by the issuer in fact did not exist,

Visiting the issuer on its ""home turf’' can have a
number of advantages. Underwrilers should nol re-
strict their Investigation 1o simply determining
whather the production lines are operaling, bul should
use the occasion 1o gel a sense ol the operation and
learn about the general allitude ol management. I
much of the tiilding is poorly mainlained or not kepl!
clean, an underwriler can gain a sense of the way in
which the company is run. Such a sense may prove 10
be relevant in an overall understanding ol the com
pany and, more important perhaps, in laler delibera-
tions.

The underwriter should give consideration 1o tho
issuer's source of raw malerials. Il the issuer is de-
pendent on parlicular materials and particular sup
pliers, the underwriter should determine the nature ol
those relationships and investigale allernalives avail
able 1o the issuer if those supplies are cul off. Is the
issuer locked into a long-lerm relationship with a par-
ticular supplier? If so, the underwriter should talk with
that supplier,

What aboul the company's iabor lorce? The
underwriter should find out whether there has been a
particutar problem with strikes and whether there are
any major contracts coming up thal should be dis
closed n the prospectus. Employee pensions and
other benelit plans should be considered.

Another area ol inquiry is research and develop
menlt. Are expendilures by the issuer lor this aclivity in
line with industry trends? Is the company devoling
sufficient portion of ils revenues 10 research and cle
velopment?

The underwriter may want lo research the scopo
anct cosl of new prochicts thal the company is working
on, and determine how those producls are accounted
lor. Patenls and patent licenses, both granted by ancl
o the issuer, should be investigated. In important
cases, the underwriter shoulct check with the issuer's
patent counsel. Where trademarks are important 1o
the issuer, inquiry may be appropriale.

A more general area of questioning which many
underwriters pursue relates 1o recent and prospectivo
evenls. They delermine whether there are any pend-
ing mergers, plant closings, plant openings, acquisl-
tions, new procluct lines, discontinuance ol servicas,
or other matters thal could have a malterial eliect on
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the business. The investigation here should be dI-
rocled to identily those events which, at the worst, the
company would be unable 1o survive, and, al a mini-
mum, should be considered for disclosure.

Inquiry should be made about managemenl com-
ponsallon policy, the existence of loans 1o or from of-
licars and directors, stock optlon programs, rellre-
mont plans, and miscelianeous perquisites provided 10
management, The underwrlter should nole employ-
mant contracts, He should also give partlcular atlen-
tion 1o securltles holdings and transactions which
may have required reporling to the SEC. The under-
writer may also wish 10 incuiire about general remun-
aration policies lor offlcers and direclors and com-
ponsation policles for younger people in the company.
Some lind it beneficial to ask for a list of any salary
increases in the past year amounting lo more than
lon percent.

A turther item ol inguiry is one of the most impor-
tant of all; verily the intencled use of proceeds. This is
an area on which the SEC has been focusing lalely
nnct one which most underwrilers believe should be
an area of careful questioning, It is otten clifficult 10
got the issuer's management 10 pin down whal they
wlll use the proceeds lor. Many preler 1o say, ““We will
uae the money for general corporate purposes.’ The
underwriter should verily intended uses carelully, the
expenditures intended, cash or capital requirements,
shori-term borrowing, and sources anc amounts of
funds needact and availablo,

Many believe that, 1o the exlent possible, the un-
darwriter should obtain the cash requirements anct
cash llow projections, The underwriter should know
exaclly how much money the company needs belore
underwriting the offering. This bears on delermining
the accuracy ol the proposect use of proceeds. The
underwriter should determine not only how the money
15 going to be spent, bul he should also delermine
whether enough is being raisec!

Part of this process calls for the unclerwriter 1o
Iclemtity cost. It is necessary to icdentily cost in line
wlth the company's operatlons or projecled opera-
tions and be certain thal enough money is being
inlsed 10 gel the job done, Many well thought out pros-
pects relying upon publicly-raised funcs have failed,
not hecauso they were poorly designed, but becauso
thay were under-caplializod

tn conducting the analysis of the issuer's busi-
nass, underwriterg frequently interview lop ollicers
ancl operatlng olflcers and employees of the com-
pany, giving consicleration to the clifferent lines of
husiness, The underwrlier must exarcise his dliscre-
lion as 10 how lar down the organizatlional chart he
should go.

The underwriter should analyze the business and
ita problems by malterial linos of business over a rea-
sonabla period of time, commonly five years., He
ghould include such items as producls, percentage in
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dollar breakdown of sales and profits, brand names,
markel and distribution, dealer agreements, and
typical sales agreements.

The underwrlter should investigate the patiern ol
sales and delermine whether sales are ''spot’’ sales
or under contract. The pricing of products, pricing
tirends, and the cost of products should also be ex-
amined

The company's production cycles should be in-
vestigated, anct it should be determined whelher prod-
ucls are produced lor invenlory or agains! specillc
orders. Any backlogs ol orders should be investi-
gated. In view of the BarChris case, underwriters
shoutd be particularly aware of the need 1o verify the
accuracy of a backlog

Underwriters often inquire as to the composition
and the age of inventory and the rale al which new
orders are received. Many underwriters believe thal
one should determine whelher the issuer does
business with the governmenl, and, i so, the
significance of that business and any renegolialion ex
perience in that area. Similarly, the underwriter should
oxplore the nalure and extent ol any loreign business
anct related currency problems and political risks.

Natural resource companies present special
cases. The underwriter should be aware of possible
problems in accounting for reserves and should de
termine the scope of natural resource regulation ap
plicable in the most significant pirisdiction,

Most underwriters review the slalus of pending
and threalened litigation. The underwriler should con
sult with his counsel 10 determine how 1o proceed in
this area, The unclerwriter should also delermine any
patlern of past litigation and past complaints against
the company,

fhe underwriler or his counsel should normally
investigate all debl instruments, major teases, all
bank credit agreemenls, and principal contracls. The
lerms should be analyzed, with particular atlention
being given 1o restriclive covenants. Again, the under
writer should consull with counsel in determining how
to proceed In reviewing these items.

The underwriter should invesligate the overall
regulatory climate allecling the issuer's operations,
particularly relating to environmental considerations.

Mosl underwriters take the position that, in con
clucting the investigation of the issuer, the underwriter
should seek to become inlimalely familiar with the
workings of the company. Some lead underwrilers cle
velop speciallzed questionnaires lor various indus
tries. In interviewing a relailer, lor example, ono
unclerwriter inquires about a breakdown of sales ancl
prolils as belween principal products for the past len
years, a breakdown of sales by stores, by regions, by
tiscal units; a breakdown as belween high and low
margin ilerns, and an explanation as 1o why each of
these is handlecl, They inquire as 1o the price range ol
the merchanclise, its quality, the breadth of the ling,



and the slyle. The underwriter then cross checks this
information with suppliers.

Such an inquiry also goos into such delail as the
amount ol retall store space which the company
leases to others on concession and the percentage of
sales whlich that amounts 1o. They Inquire aboul the
breakcdown of sales between privale brands and na-
tional brands, the types of stores ulillzed, and the
typas of promotlons which the company sponsors.
They ask about installment sales, what percentage of
lotal sales they are, whether the company finances
tham, who does the company banking. They inqulre
about policymaking, asking who decldes when prod-
ucls are added or dropped and who controls pricing.
Thay ask what the company’s pollcy Is with regard to
slow lines, mark-downs, returns, and damages. They
incpilre as 1o what “'side Iines' the company handles.
Thls underwriter also asks for information on controls
ol marchandlse passing In and out of warehouses.
Agaln, the underwrlter cross checks with suppliers.

This underwriter uses a similarly delailed serles
ol ¢uiestions for other issuers in other lypes ol busi-
nesa.

As an olfering nears effecliveness, the under-
wilter should be certain that all information on the
company's business remains accurate. Things can
change very rapldly and it is important 1o have infor-
matlon on the current operations ol the company. The
undorwriter should be careful lo bring all of his due
dillgence activities down 1o the time al which the
ragistration slatement becomes efiective,

The Company's Financials The last com-
ponant of the underwriter's investigation of the issuer
relatos to the analysis of the issuer's linancial stale-
ments, As emphaslzed earlior, it is critical lor the
uncorwriter to fully analyze the issuer's financial
statoments and the linancial condition of the com-
pany. In analyzing that condition, the underwriter will
want 10 work closely with the company's auditors.

In conducling thls phase ol the due diligence in-
vaatlgatlon, mosl underwriters stale that one should
took at linancial statemenlts and other financial data
1o datermine, among other things, prolit margins and
trencls, and should obtain from management working
capltal requliements, cash flow, and sales and earn-
inga projectlons. e should develop the appropriate
ratios for analytlcal purposes and sludy Inlerim
oparating reports as well as comparisons wilh prior
porlods, He should nole any seasonal perlocs from a
financlal standpoint,

The underwrlter should analyze accounling prin-
ciples ulilized by the company, giving separatle con-
sidaratlon 1o separate lines, subsidiaries, or divislons
whearo approprlate,

The wunderwriter should review recent direclors’
financlal reports, il possible, and, of course, look o
the report of the accountants, ke should focus par-

ticularly on any applicable elffect ol audiled versus
unaudited financlals,

It acquistions have been made or are contem-
plated, the underwriter should consider the methods
of accounting for such acquisitions (whether *“'pur-
chase' or "'pooling"’).

Also, It relevant, the underwriler should review
the lax status of the company, particularly with
respect 1o any open tax years.

The underwriter should evaluale the level ol in-
ventories, including inventory turnover and possible
obsolescence. He should review invenlories of af-
filiales, especially il sales to or from aililiales are nol
consolidated.

The underwriter should give consideration to the
company's pattern ol turnover in its accounts receiv-
able as well as ils bad debt experience.

Part of the underwriler's investigalion ol the
company's financial standing should include an
analysis of the company's budget, the preparation of
the budge! (by whom and when), and future plans to
raise capllal. If the company has cash projections,
those should be obtalned. Commitments 10 issue new
securities should also be considered

Olten the underwriter will review the audited ii-
nancials with the company's audilors. There then en
sues discussions on the nature of "‘comlorl’ which
the auditor is going 10 provide 1o the underwriter on
the items which are notl auditled. The underwriter may
seek assurances from the audilor on every possible
figure, bul in the linal analysis, there are usually com-
promises. In the process of the discussion, however,
the underwrlter often gains valuable information re-
garding the issuer.

As with other aspecis of the due diligence inves
tigation, the exact exienl of the analysis ol the
issuer's financial status will vary depending on the
particular circumstances,

Sources of Informatlon — Having considered
the types of information which underwrilers believe
should be oblained in the conduct of a due ditigence
invesligation, we will now review sources and proce
dures underwrilers ulilize in obtaining such informa-
tion. The sources of information may be divided inlo
those within the proposed issuer and those oulside
the issuer.

Sources Within the Issuer — With respect to
informaltion received from the issuer, some underwril
ers organize their inquiries with legal counsel prior to
approaching the company. With counsel, the under
writer draws up a list of questions for the company 1o
answer before the underwriler meels with the com
pany lo initiale the due diligence exercise. The list
asks lor basic corporate documents that are generally
reviewed by underwriter's counsel. These include artl-
cles of incorporation, by-laws, major contracls, loans
10 or from ollicers and direclors, and similar doc
uments. In addition, the underwriter requests lists ol
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producls or services, principal compelitors, principal
suppliers, principal customers, and copies of catalogs
and other cuslomer markeling literature, business
plan documents, and olher relevani documents which
will permil the underwriter 10 thoroughly understand
tho business of the issuer

Included in the underwriler's list could also be
other source documenls such as annual and quarterly
roports 10 slockholders, reports 1o the SEC on Form
10-K, proxy stalements, previous registration state-
ments, company hislories, relevanl engineering re-
poils, reporls to any regulatory agencies, speeches to
sacurities analysis by officers, maierial prepared for
raling agencies, answers 10 anli-lrust questionnaires,
and any documents or SEC lilings relaling 1o insider
transaclions or olher problems caused by sales of se-
curities

By requesling this documentalion prior to the
first due diligence meeling with the issuer, the under-
writer has the opportunily 1o review thoroughly the
material so as lo make proper preparation for a series
ol interviews with management.

Much of the information oblained from the issuer
is obtained in the course ol inlerviews wilh manage-
meant and key personnel, These interviews should gen-
arally be conducled on a one-on-one basis. One does
nol want the chiel execulive ollicer around, for exam-
plo, while taking 1o the markeling manager. Thal
couid seriously dilute the value of talking 1o the mar-
koting manager, who is likely 1o be more guardect in
his comments if his boss is moniloring his remarks.

Some underwrilers supplement interviews by
asklng each functlonal olficer to review the portion of
the prospectus thal covers his or her area ol opera-
tion. Such persons have a belter insight inlo their area
anct often can correct small factual errors.

Some underwriters requesl the parlicipation of
the company's audilors al meetings 1o review lhe pro-
spoctus. Auditors should be expecled 1o explain and
cdetond, il necessary, various aspecls of the audiled
stataments

While it is helpiul to have the audilors present or
avoliable al some meelings between the underwriler
ancd the management, the underwriter should con-
sictor having at least one meeling wilth the auditors
wlthout management present. The underwriter should
inculre as to any reporls which the auditors have
macle to management or lhe direclors, such as inter-
nal raports ahout potential problems they have found.
It i3 rather common now lor auditors to write special
mnnagement letters. The underwriler should make
sur@ that the auditors are salisfied with their relation-
ship with management ancl with the cooperalion
which thay receive fiom managemen!. The uncler-
wrilar's inquiry of the audilors will probably also in-
ciude questions concerning the adequacy ol internal
accounting controls,
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Inlerviews wilh the audilors are importanl not
only 1o understand fully the financial statements and
to gel comforl thal they have been prepared properly,
bul because underslanding the financial statemenls
provides real help in underslanding the company's
business. The foolnotes, for example, will provide a
wealth of information and clues to areas which he
underwriter may want 10 pursue.

Sources Quitside the Issuer The underwriler
wilt also ulilize sources outside lhe company in ob-
laining information as part of ils due diligence inquiry
Documents which are oblainable from oulside
sources which should be considered include research
reports from the underwriler's firm and olher
broker/dealers, Dun & Bradslreel reporls, Moody's
and olher services, reporls of investment advisory
services, malerial from raling agencies such as Stan
dard & Poor’s, Moody's, and Dull & Phelps, trade jour-
nals and general business publicalions.

The olher source of oulside information is inter
views with third parlies. Afler obtaining informalion
from the company, most underwriters go 10 third par-
ties 10 verify thal information.

The underwriler should seek people who know
lhe principals of the company and somelhing about
lhe business. Many underwriters insist on inlerviews
with the suppliers, cuslomers, and compelilors, if pos-
sible. Interviews wilth compelitors may be more dif
ficull 1o arrange, bul the compelitors are oflen the
mos! candid about the issuer. Cuslomers and sup
pliers may be biased because they wani 1o continue
doing business wilh lhe company. Compelilors,
however, may be willing 1o make unflaliering remarks.
Inlerviews wilth compelilors can somelimes come
aboul Ihrough pre-exisling relalionships ol persons
associated with the underwriter or the underwriler's
counsel, Caulion should be laken, however, not 1o
give the impression thal the issuer's confidential infor
malion will be made available to the compelitor.

Commercial banks should also be utilized as a
source of information about the company, parlicularly
il there are oulslanding lending relationships. Many
underwriters tind principal long-lerm lenders 1o bo
particularly good sources ol inlormalion.

Laslly, underwriters should consider ulilizing ex
perts 1o verily specialized information. Some leact un
derwriters have relained oulside consultanis as ex
perls in conneciion with particular high technology ol
ferings, maintaining the relationship for two or throo
years as the issuer matures alter the public offering
While the *value ol experls may vary from case 10
case, some underwrilers have found thal going lho
extra mile to obtain an ouiside study of the issuer by,
for example, an engineering lirm, can prove 10 be vory
valuable it problems surlace aller the lact and the
adequacy ol the unclerwriter's due diligence is callocl
into cueslion,



Having considered general guidelines ancl proce-
dures ulilized by many underwriters in a typical due
diligance invesligation, the remainder of this seclion
will be devoled to two specilic areas ol concern,
thoso affecling the smaller underwriter and those al
fecting the underwriter performing due diligence on
shorl-lorm registration stalements. In each instance,
you ara reminded thal the views sel torth are those of
some underwriters bul do nol necessarlly rellect any
official policy of the NASD and do nol constilule tor
mal 1ogulatory requirements of the Association. The
reviow of special considerations for smaller un-
derwiiters will be divided inlo two aspecls: the role of
the participating underwriler anct the role of the
smallor lirm originaling oHerings

Hioker/dealers participaling in an underwriling
syndicate generally do not perform exlensive due
diigonce direclly with the issuer, but rely upon the
managing unclerwriter 1o perform such investigations
on behall of the syndicate members

fhe crucial thing for participaling underwrilers,
therotore, 1s a determination of the reliability of the
managing underwriler and its counsel

Many emphasize thal the parlicipaling under-
wiitar should be very cautious of those with whom he
is doing business, anc should bear in minc that in
agroaing to become an underwriler, one assumes his
proportionale share ol the liability for the offering. The
paiticipating unclerwriter should therefore have conli-
denco in the managing underwriter and in those per-
sons charged with the preparation of the registration
statement. He mustl be able 1o reliably assume that
thay are performing a proper due diligence investiga-
lion. Many participating underwriters rely heavily
upon the repwtation of the allorneys and accounlants
involvact in the registration stalemenls

It a participaling underwriler has queslions con-
ceming the issuar, the prospeclus, or the adequacy ol
due diligence, he may raise them direcily with the cor-
porato finance department of the managing under-
wrltor Opinions as 1o the value of due diligence
moalings vary widely. Some participating underwril
ers viow the meetings as valuable and some manag-
ing unclerwriters believe the meelings perform a
signiflcant lunction in permilling an explanation of the
detall ol the ollering. Other unclerwriters serlously
quastion the value of the meelings

Lot us now look al some of the special aspocls of
duo diligence from the viewpoinl of the smaller of
reglonal firm which is acting as managing under
writor - Many aspecls of due diligence are not
significantly different for these lirms from those

discussed generally above. Some distinctions may be
drawn belween larger, nalional underwrilers and
regional lrms. Whereas national firms generally focus
most ol their altention on larger, more malure issuers,
regional firms are more iikely 10 be involved with
younger, less seasonect companies which are coming
lo market for perhaps the first lime and have nol en-
foyed a greal deai of public exposure. This tends 1o in-
crease the due diligence responsibility ol the smaller
uncterwriter

In recent years, many larger underwrilers have
devaloped specialized corporate finance tunclions o
the degree thal one group in a deparlment may be re-
sponsible for procuring and mainlaining business re-
lationships while another group is involved wilh pro-
cessing transaclions. This resulls in a grealer degree
ol specialization than is usually found in smaller lirms
Larger firms may also have incustry experts within the
firm, in the research departiment perhaps, which are
nol likely to be available in regional hirms

While personnel of larger lirms may handle only
specific parts ot an overall linancing, corporale fi-
nance personnel of smaller firms will handle the entire
Iransaction from beginning lo end and will be involved
n a wide spectrum of activilies. This may make their
fob more chfficull, because they must exercise more
discipline in performing due diiigence

The smaller underwriler may have an advantage,
howevar, in that it may be more familiar with the prln-
cipals of the issuer because ol ils geographic prox
imity.

The last topic which will be considered involves
special concerns of lirms underwriling offerings on
Form S-16 and other shorl-form registration
statements

Beginning in the 1970's, the SEC began to imple
ment a change in the disclosure process wilh grealer
emphasis on continuous disclosure of material infor
malion and evenls and the 1934 Act filing require
menls. With emphasis being placed upon improvecl
accounting disclosure and periodic reporting, Issuers
have become much more alluned 1o providing the in-
vestment community and the investing public with
current and meaningful information relating 1o the
concluct of their businesses

The process toclay is quite different from a dec
ade ago. Ten years ago, the disclosure of information
1o the investing public generally focused on the event
of a public financing and the preparation of a Form
S-t or S-7. The preparation ol the registration slate
ment was surrounded by an inlenseiy delailed dis-
cussion atl dratling sessions among the issuer's man-
agement, 11s counsel and audilors as well as lhe
underwriter and ils counsel. In many cases, the
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parlodic disclosures were not adequale for invest-
ment decisionmaking and the registralion process
provicled the fulcrum for placing current information
about the company in the marketplace The enlire reg-
istration process ook place over a period of three to
four weeks or longer and involved a mutual attempl to
piapare a registration statement which would adle-
cprately describe the financial anct business condition
ol the issuer

Beginning in 1974 with the use of Form S-16 for
"shell” registrations by selling sharehoiders, the ex
panclect use of the S-16 for debt and equily ofierings of
issuers meeting certain requirements has resulled in
an explosion of its use by most major corporale is-
suUQrs

Because the Form S-16 incorporates by
iolorence all 1934 Aci lilings and because an S16
can be declared elleclive on extremely short nolice,
tho breadth ol its appeal as a registration document is
understandable On the other hancl, however, one can
argue with the point that the S-16 and documents in-
coiporaled by reterence provice the same qualily of
discloswe asthe Foim St or S-7. Because of the tele-
scoped timelable and the telative ease of registration
tacday, underwriters must ask themselves how to per
toct their cue diligence detense under Section 11 ol
tho 1933 Act. At the time the SEC proposect 1o expanct
tho use of Form S-16 1o primary offerings, a number of
undarwiiting lirms expressed a growing concern with
tho oxtension of S-16 without a clear fimitation on the
gscope of uncerwriters’ hability, Notwithstanding the
urging ob a more realistic standard, the SEC has boen
roluctant to adopt such a stanclarct

Although the SEC has not aclopled the suggested
standard, many bolieve that a court should consicler
whaother an uncerwniter had an opportunity 1o perform
a rgasonable investigation. Because businesses can
not be run on assumptlions of what courts might holcl,
howevor, uncerwillers have been taced with the
clilemma ol how 1o perform a level of ctue diligence
which will provicle protection lor the invesling public
as woll as thamselves

In spite of the compressec timetable thal form
SA6 allords, an unclerwiiter shoulcl make every al
lompt to pertorm the same cuality ol investigation as
bolore. The chango in emphasis in the disclosure pro
coas raquires undarwriters to use their e maore offl
ciontly and to anticipate tholr clients' necds

A couple of things have happened over the pasl
soveral yenrs thnl incilitato this process. One Is tho
cdovelopment of guldellnes for tinancial cisclosuie lor
spocific industrics nnd to moal spocilic accounting
neogds, By issuing quides lor cdisclosure, the SIEC elim
inntect somae ot the aftort in cloaling with the disclosuie
ol cartain issuos In a rogistratlon statement. Thno
spont In the preparcdion of an 16 can now locus
morg on mattors such as spacitic tancts within tha in
custry o tho incflvichial issuer
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In equity offerings, the *'road show,” involving
presentalions in severai cilies 10 prospeclive inslitu
tional buyers, provides the occasion lo work closely
with the management of the client 1o focus on the ma
jor issues facing the company

As mentioned earler, underwriters should c¢n
deavor to pertorm the same qually of due diligence
for an S-16 although within a shorter time frame. Nal
wially, this places a premium on the use of highly-qual
ihed people who keep in close louch with clients clur
ing the course ol the year so that they are able lo usc
their time effectively when a financing occurs

Performing due diligence should, where possi
bie, mirror the disclosure process ilseil. Just as the
1934 Act documents have become the primary focus
in the disclosure process, so 100 should underwrilers
maintain close contact with their clients during tho
course of the year When a clienl would like 1o financae
rapidly, the underwriter should be up 1o dale becausc
he does not have the luxury ol spending three to touw
weeks as he did some years ago. Being up 1o dale can
be accomplished by participating where possible with
the client in the preparation of the Form t0-K

In the case of clients who come 1o market (re
quently as a matler of course, the invesiment bankai
becomes more involved in the disclosure process. For
example, in the case ol public ulility clients, somao
underwrilers maintain very close involvement with the
client's contacts in the investmenl communily and
olten assist in the preparation ol the korm 10-K

Specilic steps which an uncerwriter shouid tako
in perlorming due ciligence inveshgations have been
reviewed ancl it has been noted that these vary ac
corcing 1o the facts ot any siluation. In the tinal
analysis, the unclerwriter and his counsel rust exei
cise juclgment in determining the nalure of inquiry
called for In a particuiar nstance. Underwniers
agree, however, that the cue diligence investigation
should lead an vncerwriter 1o know thoroughly his in
vestment banking ciient so that he can assure that all
matenal intormation about the client and the offering
is chsclosecl to the investing public

QUESTION: the impoitance of doing thorough
dua diligence prior 1o tling an oftering has been em
phasized. How shouldh an underwrniter proceed whan
negatlive intormation is uncoverec prior to liling and,
porhaps more clifticult, what action does an unclet
writer take whon negative information is discoverod
altar filing ol the olfering imnt before the etfoctivo
date?



ANSWER: If he deliciencles discovered are
such that the underwriter is uncomioriable with the of-
fering, he should withdraw from the oflering. The un-
derwriter should cover all points ol ils due dlligence
prior 1o filing. If negative information is found, a deter-
minalion should be made as 1o appropriale aclion,
which may involve requesting thal the issuer make
certain changes. If the issuer declines 1o make
changes, the underwriler may find that it is necessary
lo decline to underwrile the ollering. Il problems sur-
face alter filing and belore the ellective dale, the
uncderwriter will want 10 ulilize common sense in
deciding an appropriale course of aclion, If the prob-
lem is malerial, however, the underwriter should nol
hesltale to withdraw.

QUESTION: Corporate planning has become
much more widespread over \he pasl several years.
How can an underwrlter ulilize the planning process
and planning documents in conducting due diligence?

ANSWER: Il is imporlant lor the underwriler 1o
know its client, the issuer. An effeclive and efficient

way 1o oblain a good insight into the issuer and the in-
lerrelationship of all parts of Ils business is to sludy
the issuer's planning documenis. On the other hand,
lhe absence of any planning process should be seen
as a significant indication which may lead the under-
writer 1o probe further inlo the capabilities of manage-
ment.

QUESTION: In sludying the type of due dili-
gence which conslitutes good business praclice, il
becomes obvious Ihat the process can be costly. How
can a small underwriter handling a small issue per-
form adequale due diligence within reasonable fimila-
lions of cost?

ANSWER: This silualion presents a very difficull
dilemma, one which has led numerous underwrilers
10 rule oul smaller offerings. In the final analysis, the
underwriler must make cerlain cost-benefit analyses
and delermine the exlenl 10 which il wishes 1o bear
certain risks
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PART FOUR

Ronald L. Fein

Mr. Fein is a member of the law firm of Jones, Day,
Hoavis & Pogue. From 1975 to 1978, Mr. Fein was Chiel
Doputy Commissioner of the Stale of California Department
ol Corporations. He was admitted to the Caliloirnia State Bar
in 1970

Presently, Mr. Fein serves as Chairman of the Sub-
commitiee on Private Ofiering Exemption and Simplification
ol Capilal Formation o! the Stale Regulation of Securities
Committee of the American Bar Association and as a mem-
bot of the Invesiment Advisers Liaison Committee of the
North American Securities Administralors Associalion

Mr. Fein served as Chairman of the Code of Conduct
Committee and as a member of the Condominiums Commil-
too and the SEC Liaison Commiliee of the Midwest Securi-
llos Commissioners Association, and as Chairman of the In-
vostment Advisers Committee and as a member of the Pub-
lic Investor Protection Committee, Securities and Banking
Convmittee and the Uniform Securities Act Revision Com-
miitee of the North American Securities Administrators
Association. He also served as Chairman of the North Amer-
lcan Securities Administrators Association Liaison Com-
mittae to the SEC Advisory Committee on Corporate Dis-
ciosure. In addition, Mr. Fein has served as a member and
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Vice-Chairman ol the Corporations and Partnership and Un
incorporated Business Association Commillees of the Cali
fornia State Bar, as a member of the Corporale Securitios
Law Advisory Commillee to the Calilornia Commissioner of
Corporations and as a member of the Subcommitlee on In
demnification of the National Associalion of Securitios
Dealers, Inc

Mr. Fein is an adjunct prolessor at Loyola Universily
School of Law and has co-presenled a Loyola University
School of Law Program of Continuing Legal Education ol
“The New Calilornia General Corporation Law: A Trans
actional Analysis." Mr. Fein also is a frequent panelist on
programs presented by the University ol California Con
tinuing Educalion of the Bar. Mr. Fein is the co-authoi of
"“The Single-State Condominium Olfering," 4 Real Estato
Review (Spring 1974)

Mr. Fein received his B.A. from the Universily of Cal
llornia al Los Angeles in 1966. He was gradualed Irom tho
Universily of San Diego School of Law in 1969, where ho
served as Articles Editor ol the San Diego Law Review. I'lo I
a member ol the American Bar Association, the Financial
Lawyers Conference and the Slale Bar of California



James H. Levi

Mr. Levi Is President ol Oppenheimer Properties,
Inc. and of & number ol related corporations. e is a Partner
ol Oppanheimer & Company, and a Vice President-Real Es-
tala of Opponhelmer & Company, Inc, since Augusl 1971,
He ia also Chairman of the Board ol Oppenheimer Hotels,
Inc. which, in turn, controls a major portion ol Omni tnter-
national Hotels, Limited. From 1968 10 1971 he was a Vice
Praslclont of Simith, Bainey & Company, Inc., an investment
banking firm, responsible for ils real estate activities and, in
connuction therewith, was lixecutive Vice Presicdent ol
Smith, Barney Real kstate Corporation. Prior thereto, he
was i Assistant in Research at Harvard University Grad-
uate School of Business Administration and engaged in pri-
vate rgal eslate invostmaont and development activities.

Mr. LLevi has lormedl, sold, managed, and/or financed
a largo number of roal estate ventures including private and
public aynclications, real estate invastmont trusts, real os-
tale corporations and has been involved wilh many dilierent
kinds of properties including major hotels, ollice buildings,
shopping centers, and other incustrial and commercial
buildings. Ho has acled as a tinancial consultant with re-
spact 1o real estate opportunities or problems foi & number
ol major corporations

Mr., Levi is s lormer member ol the National Asso-
ciation of Securitios Dealers Committee on Diract Participa-
tion Programs. He is also a member of The Urban Land In-
stituto, the Real k:state Securities Syndication Institute of the
Nationnl Association ol Roaltors, Society of Architectural
Historlans and a number of other organizalions.

Mr. lovi is a Registored Representative 1or the Now
Yoik ancl Amarican Stock Exchanges and a Registerect Prin-
cipal lor the Natlonal Assoclatlon ol Securltias Dealers, anc
is a Liconsed Real Lstato Broker. I'te has been a director ot
a numbor ol public and private companies,

Mr. Loviis a graduate ol Harvard College and of Iar-
vard Unlversily Gracuate School of Business Administration
and hng served ns a commissionad olticer in the U S Navy

Linda A. Wertheimer

Linda A, Werlheimer is a partner of the Dallas law firm
ol Jackson, Walker, Winstead, Canlwell & Miller. She has
also served as outside consullant to the Securitles and Ex-
change Commission, Washington, 1D.C., in the areas of cap-
ital formation ancf continuing compliance problems of small
business and as Visiting Professor at Stanford Law School,
Stanlord, California, while continuing her legal practice, spe-
cializing in corporate and securilies law, in Dallas, Texas.
She is a graduate of the University of Piltsburgh (13.S. cum
laude 1962) and Southern Methodist University Law School
(1. L.B. 1966).

Ms. Wertheimer has authored severai articles anc
lectured Iraciuaently on corporate and securities law subjects
and on tax sheltered investrnents., Among her other proles-
sional aclivities, she is a member ol the Advisory Board ol
the BNA's Securities Regulation & Law Report, the Ex-
ocutive Committee ol the University of California Securities
Regulation Inslitule, several commillees and subcom-
mittees ol the National Association o! Securilies Deal-
ers, Inc, (including the Direct Participation Programs
Committee) and the American Bar Association [ederal
Regulation of Securitles Committee (including the Com-
mitlce on Partnerships). Ms. Wertheimer is also pres-
ently a member of the American Bar Associalion Sec-
tion ol Real Property Probate and Trust Law, ol which
she Is Vice Chairman of the Real Estate Finance Com-
mittee and Chairman of lhe Subcommitiee on Syndica-
tions anc Joint Ventures, and scrves on the Advisory
Council of The University of Texas and Dallas School ol
Managomanl ancd Administration,
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Mr. Landau is a Senlor Vice Fresident of E. I, Hutton
& Company, inc, Since his association with IHullon in Jan-
unry 1977, Mr, Landau has been principally engaged in the
otigination anc roviow ol Mutton's tax sheltered and direct
partlcipation investmen! programs. Mr. Landau is Chairman
ol the tdonrd of soveral Hutton real eslate subsidiaries, and
& Director ol Caroy Corporate Property Managemenl, Inc,
anc Franchise Iinance Corporation of America. Prior 1o his
ompioyment by Hutton, Mr. Landau was associatac lor
soven years with n Now York City law firm where he was pri-
marily involvecl in the practice of corporate and securitios
lnw. Mt. Landau is a graduate of Corneli University anc New
Yoik Univergity taw School and a member of the New York
Stnle Bar. He Is o member ot the Real kstate Commiliee of
he Nalional Association of Securitles Dealers, Inc. and o
mamboer ol Ihe Rogulatory and |egislative Committee of the

Roal Estate Securities and Syndication Inslitute, a clivision of
tho Natlonal Association of Roaltors
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Richard E. Landau

J. Stephen Putnam

Mr. Putnam is tho Mesident anc Diractor of I | PPut-
nnm & Company, Inc.; Treastrer of Planned Investmeni
Fund, Inc.; Direclor and txocutivo Vice residont ol Tor
Bush & Pulnam, Inc.; past Chairman ol the Board of Govar
nora, National Associallon ol Securltios Dealars, inc.; Chair
man of the Boord of Governors, Now tngland Secuilios
Dopositary Trust Company, Chairman of Ihe Board of
Ovoisaears, St. Josaph's Coliogae.

Fle received o BA  from Bowdoin Colloge,
Biunswick, Mainoe in 1965
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Robert A. Shivo

For the past eight yoars, Robert A Shive has bean
Manager ol the Tax Incenlive Investment Department ol
A G Ldwards anc Sons, Inc., a brokerage firm located in St
Louis, Missouri. The malor portlon ol Mi. Shive's time Is clo
voted to Ihe screening, structuring and markeling of oll anc
gas limited partnerships.

His prolessional affiliations include membership in
the Missouri Bar Association, the St. Louis Metropolitan 3ar
Associalion and the American Juclicalure Society. Mr. Shivg
is a lormer member ol the Direcl Participation Programa
Cominitteo ol the National Associallon ol Securitiog
Dealors.

M. Shive received a B.A. in English from Dickinson
College in Carlisle, Pennsylvania, an M.B.A from the Unl
verslty ol Danver and a J.1D. lrom St. L.ouis Universily,



Larher sections have deall with legal and prac-
lical aspecls ol a due diligence invesligatlon in the
ovorall sense. Those cliscussions were presentect in
lerms  applicable to corporale oflerings, allhough
mos! of the principles discussed could equally apply
to o public offering by either a corporation or a limiled
patinarship. While those overall principles are impor-
tant ns a framework for any due diligence investiga-
lion, other more specllic principles come into play in
the case of a public offering by a limited partnership
or any other non-corporale issuer or a privale oflering
by any type ol issuer

Fhis section can be divided inlo two subsections
Tho first subsection deals with special considerations
applicable to due diligence investigations of limitad
partnarship offerings which are unique 10 such oller-
ings because ol the partnership structure anct which
apply 1o both public and privale offenngs of iimitec
paitneiships. Tho second subseclion (which consti-
lutes the bulk ol this section) deals with special lac
lois to he considered in invesligaling a private otler
ing of securities, i.o., an offering made pursuant to a
clalmod exemption lrom the securities registration ro-
qulirements of the Securlties Act of 1933 (1933 Act'')
Most ol the discussion in the second subsection re
lalos to private ofierings of partnership securitios

Ottier concarns rolate 1o the nature ol the part
norship vehicle itsell. Securilies attorneys emphasizo
thatl, whan cloaling with a non-corporale vehicle, one
musl bear in minct thal such a securlly differs in im-
pottant respecls from corporale securilies. A parlner-
ship I croated solely by contract among the partners
(which Inclucles tha limited partners) and the stale is
nol i party 1o that contracl. Tho contract may be oral
for some purposaes including lax purposes and neccl
be wiltien only if a limited pairtnership Is creatod, anc
then only to a limited oxtent. Altorngys urgo that thoe
contract creating a partnership be roviewod carefully
1o nastne that a limlted partnarship has in facl bhoen
crantact which asaures tho investors ol limitac lia
bility. Documents should be 1oviowad and slale laws
resanichad to detarmine whothor the partnorship will
be tronted as a limllod partnership in all states where
the pnitngrahlp may bo organized, seliing interasts,
or othaiwlse "dolng business' and whether It is
nacassary 1o lorm  anothor partnershlp 1o other

slates
Partnoiships do not have peipelual existenco

and the partnership agreement should be sludied 1o
assure thatl the partnership will not dissolve prior 10
the proper point in lime, especially if adverse lax con-
sequence would resull

I1is also important 10 determine the nature of the
general partners. In some cases, general parlners
may lheimselves be general or timiled partnerships
One should assure thal such general partnerships are
createdt properly ancl that all relationships and poten-
tial for hability are ascertained

The creation ol a general parinership is one of
the lew areas of the law where it is possible 10 have a
lunctioning legal entily withoul any evidence of its ex-
istence in wriling. Although wrillen agreemenlts may
nol be required by law, they should be wrillen for the
protection of investors. It one of the proposed general
parlners is an oral partinership, lor example, it may be
necessary 10 execule a wrillen partnership document
lo clarily responsibiliies and proporlionale liabilily
among the vatrious pariners

Certain considerations of a legal and practical
nalure come into play whenever limiled parinership
interests are sold in either a public or privale offering
FFirsl, there are dilferences helween partnership in
lerests andl corporate securities which should not he
overlooked. Chiet among these is the facl that there is
nol now an aclive secondary market for partnership
interests. This means there is virlually no liquidity for
inveslors who purchase such Interests and they may
not be able lo sell their holdings It it becomes obvious
that the invesiment is not succeeding. The facl thal
there is no secondary trading markel in partnership in
leresls also means that there is no group of broker/
clealers aclively lollowing the securily for purposes of
salislying 1heir obligations in conneclion wilh sec
ondary lrades anc thus no conlinuing disclosure
mechanism provided by the markelplace

BBy the vary dofinition of a "limited partnership,”
the limited pariners are resltricled in their conlrol ol
the business. The general partner is given vory broad
discretion, making It that much more important that
the brokeridealor selling interests in the partnership
be thoroughly familiar with the general partner

Othar prahblems are piesented in dealing with a
non-corporale entity. It is reasonably simple 1o clo
lermine whether arlicles ol incorporation have been
filed with the slale and to read and understand cor
porate by-laws. Most allornays beliove, however, that
a sophisticatod attorney or ropresentative of a broker/
dealer is raquired 1o thoroughly understand the organ
izalional documents involved in the creation ol a parl
nership. I is important that a broker/dealer understanc
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how the tarms ot a partnership agreemant relates 1o
the description of a program proviclect by the sponsor

Many believe that the natwo ol the partnership
structure calls for a cifferent emphasis in the due dili-
gaence invesligation. In a partnership oflering, lor ex-
ample an examination of legal opinions Is lrequently
important and should be performec by professionals
who aro oxperl in unclerstancling all ol the implications
of such an opinion. In corporate ollerings, legal opin-
lons may be more pertunctory anc conlain boiles
plate’" language which may be familiar In partnership
ollerings, legal opinions may more often than not af-
focl the whole essence ot the transaction

Another clitference between corporate and part-
noiship ollerings relates to the rights of limitec pan
nois. In corporale offerings, the process ol sharcholcl-
o1 voling i1s well aeslablishect ancl does not require a
gieal deal ol special attention. In a limited partnership
ottering, wide cliscretion may be left 1o the general
pariner and decisions must be made in each instance
a5 1o those types ol approval which should be re
sarved 1o the limited pariners

Another distinction belween the two types of of
icrings relates 1o the way in which management is
juclgect. In a coiporate offering, the primary concern
ol invostors and broker/dealers acting on their behall
is the ability ot management 10 operate the business
in a profitable manner. In a partnership offering, many
broker/dealers believe that importance should be
placed on tha compelency anct reliability ol the gen-
oral partner 10 function as a liduciary in hancling in
veslors' oney because of the lack of controi by in
vestors over the operalion of the partnership

One difference which some broker/clealers per-
ceive belween corporate and partnership oflerings re
Intes 1o the nature ol some persons who become
involved in the creation and sponsorship of partner-
ships. Some persons tunclioning as general partners
ancl counsal to general partners may be less experi-
onced than is typical in corporale offerings. Such per
tons may demonslrate less understancling of the neec
for proper clue diligence and ol the securities laws
fhis prablem is complicatec by a pattern wheieby
broker/clealars are presenled with completect offaring
documents nstead ol being afforded an opportunity to
nogotiate over the content ol such documents

This listing of speclal considerations for pariner
ship offerings is not inlended 1o be all-inclusive nor 1o
present any “oflicial™ NASD list ol concerns. This
discussion does demonsirale, however, thal there are
unique considerations present whenever a pariner:
uhip offering is being sold 1o investors whether as a
public distribution or a privale placement and a
unigue and more exlensive due diligence elfort may
bo appropriale.
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As discussed In earlier sections of this book, cluo
cdiigence investigations for publicly registered offo
ings are, in the narrowest sense, undertaken 1o
assure an adequale defense uncler Section 11 ot tho
1933 Acl

While the praclices which have evolved uncter
Section 11 provide some guidance lor public olferings,
birokerklealers frequently express concern regarding
thei responsibiities in private placements. Theso
concerns clo not relate to due diligence in the strict
trachtional sense of those words since Section 11 ol
the 1933 Act s not applicable 10 privale offerings. On
the other hand, persons making privale offerings must
assure themselves that the claimed exemption tiom
registration is valict. While large doliar amounts of cor
porale offerings are sold through private placements,
Ihe concern of most brokeridealers involves privato
placements ol limited partnerships. It is on thal basis,
tharetore, that most ol the cliscussion here will focis
As wilh the earlier discussions, both legal and prac
tical aspects of issues will be considered

Letl us first analyze those legal concerns which
come into piay whenever securities of corporations ot
parlnerships are sold in a private offering. While thaso
iegal concerns generaily apply equally lo corporato
and partnership private offerings, the focus here will
be more on partnership ollerings. This analysis will
deal first with the statutory and regulatory framework
within which private offerings are made and seconclly
with ways 1o belter assure the validity of a claimacl
privale olfering exemption

Earlier discussions have deait with the statutory
and reguiatory provisions applicable to public offor
ings ol secunties. It may be helplul to review here tho
overall structure ol the federal and state securities
laws and the status ol private offerings in that slruc
lure

Basically, the 1933 Act ancl the Securilies I x
change Act of 1934 ("'1934 Act"') are struclured in tho
following manner. the core provision ol the 1933 Act
is Section 5 which provicles that all securities must bo
regisiered uniess there exists an exemplion either tor
the securities to be issued or lor the transaclion in
which the securities are to be sold. If no such exemp
lion 1g availabie, 1he 1933 Acl provides thal securitlos
may nol be olferod unless a registration statemeint is



flied and may nol be sold unless a regisiration state-
menl is ellective. The 1934 Acl goes on 10 provide
that, if there is no available exemplion for the person
selling the securities, those persons musl register as
broker/dealers under the 1934 Acl

In order lo avoid regislralion of securities under
the 1933 Act, reliance must be placed upon one of the
available exempltions from registration. With regard 1o
promolers or sellers of limiled partnership inlerests,
reliance musl be placed upon eilher the private place-
men! oxemplion provided by Seclion 4(2) of the 1933
Act and Rule 146 thereunder, the intraslate offering
exarnplion provided by Section 3(a)11) and Rule 147
thereunder, Seclion 4(6) ol the 1933 Act or Rule 240
adopted under Seclion 3(b) of the 1933 Act, or Regu-
lation A, also adopled under Seclion 3(b).

l-ven though securities are sold pursuant 1o a pri-
vale olfering exemplion, the federal securllies laws
still apply. Assuming there exisls a securily, various
anti-traud and civil liability provisions of the 1933 Act
and the 1934 Acl apply, whether or not the securilies
or tho persons selling those securilies are exempl
from ragistration, .

I-arlier discussions described Section 11 ol the
1933 Act (which concerns misslalemenls or omis-
sions In a registration stalement and which only ap-
plies with respecl 1o public offerings) and Seclion
12(2) of the 1933 Act (which is the general anli-fraud
provision), Those ciscussions also included slale-
menta 1o the effect that due diligence is, in effect, an
afliimative defense available to underwriters' with
respoact 1o litigatlon under Section t1 (ancl, to a certain
extent, uncer Section 12(2) ol the 1933 Act).

With respoct to violations ol the registralion re-
quitaments of the 1933 Aclt, anolher provision is ol
paramount Import. Thal provision, Section 12(1) of the
1933 Act, relales 1o aclions by purchasers of unreg-
isleracl securilies and provides absolule clvil liability
for violations ol the registration requirements ol the
1933 Act. “Absolule liability"' means thal due dili-
genco o1 tha exarcise of reasonable care is nol a legal
delense to violations ol the 1933 Acl registralion re-
quiraments

Much of the activity ol a broker/clealer in the na-
ture of due diligence Investigations with respect to
private oflerings is taken lo insure compliance wilh
the cinimed exemption and much ol the later discus-
sion wiil doal wilh procedures to secure those exemmp
liong. There also exists, however, the ¢uestion of the
naluro of the more tractitlonal cue cllligence investiga-
tion which the broker/deaier should aclopt. Many se-
curllios atlorngys believe that thero is an obligation

TEom o 1nchnical logal viowpoint, thete may ba gome quoestion ag 1o
whothor o broketidontor panticipsting In o privite offering 1n o atetutory
“undarweitor' an dofinad In tho 1033 Act

for some kind of an investigalion, that once a broker/
dealer is involved in an offering, as a professional in
lhe securilies business he has some degree of re-
sponsibility. Many atlorneys believe that it is uniikely
that a broker/dealer would be found totally free of lia
bilily where he has nol performed some lype of inves-
ligation.

With thal as a general background, whal about
due diligence in private olferings? In the case of pub-
lic offerings, concerns over compliance wilth the se-
curilies laws is generally limiled 1o assuring thal there
are no malerial misrepresentalions or omissions in
the registration document. When dealing with an ex
emplion Irom registralion, the broker/dealer has an
obligalion to assure the availability of the claimed ex-
emptions

There is also a concern aboul compliance wilh
the anti-fraud provisions. In the opinion of many, there
is al least an implicit duly of the broker/dealer lo in-
vestigale the proposed transaclion, even if the oniy
concern is polential liability pursuan!t 1o Rule 10b-5
under the 1934 Acl and slale law,

In the case of a private offering, lhere is also
concern for compllance with Seclion 12(2) ol the 1933
Acl, which provides thal one cannol make malerial
misslalemenis or omissions of malerial facls in con-
naclion with the sale of securilies, whelher or nol
such sale is pursuant 1o a registralion stalement.

In summary, the due diligence lo be performod
by a broker/dealer participating in a private offering
may be seen as a combinalion ol the type of due dill-
gence parformed lor a public ollering, addilional duo
diligence performed 10 assure salislaction of claimed
exemplions from registration, and special due dili
gence required in those Inslances where the issuer is
nol a corporalion, '

Rule 146 — Rule 146 under the 1933 Acl is ofien
relied upon by persons making privale offerings. Rulo
146 is a "'sale harbor" lor complying wilh the provi-
sions of Seclion 4(2) of the 1933 Acl, the federal
privale placement exemption. The SEC has re-
pealedly slated thal an issuer may proceed in re
liance upon the crileria set lorth in relevant judicial
and administrative inlerpretations ol Seclion 4(?) in ef
lect at the time ol the transaction in making a privale
olfering without reliance upon Rule 146. The SEC has
stated that atlempled compliance with Rule 146 does
nol serve as an election of thal rule as the exclusive
exemplion Irom registration nor a walver of the slalu
lory privale placement exemplion. The Commission
has further staled that lailure 10 comply with one o1
more lechnicalilies of Rule 146 does nol necessarily
iesult in a violation of the registration requiremenis of
Ihe 1933 Acl.

All ot these assurances aside, however, because
some allorneys believe that Rule 146 generally lib
oralizes the prlvate placement slandards set forth in
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ralevant case law, especiaily wilh regard 1o the qual-
itication and number of offerees, losing the benefit of
Rule 146 through non-compliance with its terms may
mean losing the benefit of the private placement ex-
emption which would otherwise be available outside
ol the rule. For this reason, persons making private
offerings pursuant to Rule 146 frequently take ex-
treme care lo assure compliance with the rule's
tarms. (Procedures which may be followed to better
agsure compliance with the rule are discussed
helow.)

Other rules under the 1933 Act (e.g. Rules 240
and 242) also provide exemptions for privale offer-
Ings, but these are not generally utilized for partner-
ship offerings at the present time due to restrictions
on their availabiiity

State Law — It is important to also focus on the
status ol private offerings at the state level. Compli-
ance with Section 4(2) of the 1933 Act or Rule 146
under that Act may provide an exemption from the
laderal securilies registration requirements, but such
compliance in no way assures that state securities
rogistration requirements are met. In the view ol
many, the difficulty in satisfying state requirements
tor private offerings is much greater than that of sat-
Islying federal requirements, and the obligation for
thorough investigation is therefore that much greater

State regulatory frameworks generally corre-
spond 1o the tramework ol lederal regulation, Most
states require the registration ol securities unless a
gpecific exemption is available. Virtually all states re-
(uire the registration of brokers or dealers, absent a
gpecific exemption, All jurisdictions proscribe fraud in
the sale of securities, and most state securities laws
authorize a private right of action by a defrauded pur-
chaser of securitios.

Although it dilfers trom the federal exemptive
pattern, there is also a discernible patlern 1o state ex-
amptions from securlities registration. Most states, for
example, have some variation of the federal private
placement exemption, although individual provisions
chitfer wideiy. In some states, the exemplions pertain
only to oflerings within the state to no more than a
specified number of oflerees (usually ten to twenty-
five) within a twelve-month period, if purchasers take
tor investment. In some ¢l those states, Ilke Massa-
chusells or Pennsylvania, a claim of exemption must
ha macde by tiling with the appropriate authorilies a
apeciliect number ol days prior to the lime any offer
inay be made. In othor states, like texas, the limita-
tion, rather than being expressed in terms of the num-
hor of olferees, is expressed in terms of the number ol
pmirchasers or security holders, With respect 1o some
atatesa, an affirmative claim of exemption must bhe
madae prior to the thime reliance may be placed upon it.
Stit other states have no private placement exemp-
tion, Finally, most states' statutes contain a provision
tor the state socuritles commissloners to withdraw or
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further condition exemptions afforded by their state
statutes and waive any conditions contained therein

In essence, this means that it is critical for a
broker/dealer to verify the taw of each and every stale
in which any offer of a security is to be made prior to
making such offer in or from that state or to any resi-
dents of that state. The slates’ private offering exemp-
tions are not uniform, and the statutes of most states
provide for absolute civil liability for sales of securitios
in violation of the stales' registration requirements. If
a private exemption is not available in a particular
slate, the offering must be registered in that state just
like a public offering. tn many states, the administra-
lor will have the power 1o determine whether the ol-
fering is ''fair, just, and equitable.”

Whether or not the offering is filed, or required 10
be filed, slate statutes contain civil liability provisions
and provisions which parallel the federal anti-fraud
statules. The courts have in some instances adoplec
aiding and abelting and conspiracy theories similar to
those under the federal securities acts at the slate
tevel as well. State statutes often by their terms apply
to any ‘‘broker/dealer” instead of ‘‘underwritor,”
thereby making their application much more expan
sive than the federal statutes.

in sum, slale requirements may be even moig
ditficult and restriclive than federal requirements ancl
should be given close allention by any person secking
1o offer securities pursuant to a private exemption

Case Law — The availability of the federal pri
vate placement exemption depends in large part upon
the administrative and judicial law derived from ovoi
46 years of interpretalion and there are a number ol
vary important lessons to be derived from case law
and administrative law.

Perhaps the most significant lesson is that vir
tually all of the cases turned on a simple procechiral
malter, the failure of the issuer and any party acting
on its behaif to introduce sufficient evidence o prove
the availabliity of the exemption. In short, the cases
are illustrative of the consequences of a failure to
maintain an adequate burden of proof fiie. In this arca,
many believe thal leaving a paper trail is critical,

A few other pertinent lessons derived from tho
case law deserve mentioning. First, it is clear that the
issuar claiming the benefit of an exemption from tho
registration requirements of the 1933 Act, and anyong
acting on hehall of the issuer, has the burden of prov
ing entitliement 1o the claimed exemption

Anothor losson is that, according 1o the case law,
the nature ol ollerees is absolutely critical, and tho
focus is upon thelr number, whether they all had ac
cess 1o the kind ol information which a registration
statoment would provide, and whether they were all
sophisticated investors, Lastly, it is important 1o noto
that the mmmber ol offerees, in and of itself, is not con
chusive, nor is the number of purchasers, in determin
ing the availablity of the private offerlng exemption,



Potential Liability for Loss of Exemption
Having studied the federal and state provisions tor pri-
vato ollering exemptions, and the case law derived
thorofrom, let us consider the consequences of failing
o satisly requirements for such an exemption. Il an
unragistered oller or sale ol a security is not exemp!
from registration, the consequences may be drastic
Thoso consequences involve lability to any suing pur-
chasor for the full amount paid for the securities, plus
ntorost. Most altorneys agree that, in selling a part-
norship intarest pursuant 1o the private placement ex
emplion, a chief objective ol the broker/dealer should
bo to stiucture the sales elffort, and indecd the entire
lransaction, so as to make the exemption, generally
Rula 146, available

1o reiterate, among the severe disadvantages ol
any violation ot Rule 146, apart from whatever action
the SEC might take, is the right which all purchasers
in such a transaction would have to rescind and re
covai their purchase price, even though such pur-
chasers may have received complete and accurate in-
formation and the sale may have been in all other
rospoects proper. This is so, even though the suing pui-
chasars may be undisputably sophisticated and rich
Ono "had' ollering under Section 4(2) or one *'bad”
salo under Rule 146 can result in rescission rights for
all purchasers. Accordingly, the issuer and broker/
doalor may, at the option ol purchasers, be required
to 1ohurn all of the funds received in a privale place
mont, with interest. Since exarcise ol rescission rights
along would resull in severe financial consequences,
tho Importance of complying with all of the technicali
tios of Rule 146 or other claimec exemptions, cannot
ba overemphasized

While the results in any fact situation will, of
cowmse, vary, failure to comply with the technical re
auiraments of Rule 146 may result in the unavailability
ol the exemption provided by that sale harbor. The
uostion then becomes whether the ollering satislios
tho 1equirements ol Section 4(2) of the 1933 Act. The
danger is always present that the offering will be
found to be not in compliance with Section 4(2). The
olforing may be found to constitute a “distribution. "
Any bioker/dealer engaged in a distnbution 1o tho
publlc is potentially an “underwrnier” as defined in
Soction 2(11) of the 1933 Act subject to underwritet's
llablilty as provided in the 1933 Act

As noled earlier, the regulatory provisions relat-
ing to private offerings discussed here are equally
applicablo 1o offerings by corporations or partngr
ships. Most of the questions which arise in this aroa,
howaovaor, rclate to the sale ol imited partnership in
torouts, Such interests are more frequently markotod

to indiviclual investors than privalely placed corporale
ofterings. Because ol the apparent grealer concern
over the status of partnership olferings under private
ollering exemptions, the discussion here will presume
a private ollering of a linited partnership

Most partnership olferings made pursuant 1o pri-
vate exemptions today appear to be made on the
basis ol Rule 146. Il 1s impossible to comply nack
vertently with Rule 146, very specific steps are neces
sary to assure compliance with the rule’s numerous
specific requirements

The requirements of Rule 146 are detailed and
most broker/dealers are probably familiar with a
listing ol those requirements ” I-or those who are nol
familiar with the specific requirements ol the rule,
there are some excellent articles and books available
on the subject. Any broker/dealer who intends 1o sell
securities in reliance upon Rule 146 should become
familian with all of its conditions anct provisions

Rather than review specilic requirements ol
Rule 146, this analysis will approach the rule from an
other angie. Assume thal a broker/dealer sold millions
of dollars of partnership interests in an oil and gas ol
fering and that now, almost a year later, when no oil
was lound, he is crawn into litigation by one of tho
“sophisticated’’ investors Iin that program and
charged with, among other things, selling securities in
violation ol the registration requirements ot the 1933
Act Not so bad, he conclucles, scanning the list ol in
vaslors. All of them are quahlified, all of them are rich,
all ol them are sophisticated and the broker/dealci
has ofteree questionnaires delivered with the private
placement memorandum and execuled by each of tho
purchasers which substantiate all ol these tactors
Can the broker/dealer breathe a sigh of reliel? Many
securities attorneys would say 'absolutely not'" They
would state that, if that is the extent ol what will be in
troduced into evidence, the firm cannot possibly sus
tain the burden of proving the availability ol the ¢x
emptions, whether within or outside of Rule 146

What would one have to show, assuming that tho
ollering was made in reliance upon Rule 1467 Tho
NASD does not, of course, issue legal advice on such
subjocts. Securities attorneys state, however, that tho
critical requirements would be the following

1. One would have to prove that all oflerees, na
well as all purchasers, were qualified. In order 1o do
that, first he would have to introduce evidence show
ing that, prior 1o the time he made each and every of
fer, the Issuer or, In mosl cases, the broker/dealer,
since this will be his area of responsibility, believed
with reasonable grounds cither that the offereo
had (a) investment sophistication (meaning such
knowledge and experience in financial and businass
matters that he is capable of evaluating the meaiits

“For ratronce purposas, o copy ol the text of Aule 146 is Includedl au
Exhibin 1 1o this book
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anc risks of the proposed investment) or (1b) risk-bear-
ing ability (meaning the ability to bear the economic
tisk ol the investment)

Adcdfitionally, the detendant brokei/dealer would
have to Introduce proof showing that, immechately
prior 1o making any sale, the issuer anc the broker/
cdonler helieved — with reasonablo grounds, atter 1oa
sonable invesltigation that each purchaser1o-be
olther had Investiment sophistication or had risk-boa
ing ability ancl an advisor (known as an otlerce repre-
sontative) who had such investmaent sophlstication

2. Ona would have to prove that ho had reason-
able grounds to believe that the number of purchasers
foll within the numerlcal limit ot Rule 146

3. One would have lo intioduce prool showing
that the olfering was made in such a manner as not 1o
involve general acvertising or general solicitation |
there were any seminars, he would be raquired to
prove that only qualified offerees (o1 the hroker/deal
@1's own sales ropiesentatives) were in altendance

4. With lew exceptions, one would have 1o prove
that he furnishec to every olferee the information that
would be recuriect 1o be harishec if tho ollering were
rogistered

Now, ol cowse, theie are other arcas as 1o
which evidence must be inlroducad, such as proot ot
lillng Form 146G, which are the responsibility of the
lssuer. At the state level, one might also be required to
prove such things as the fact that an axemplion was
obtamed prior to any olters being mace or that aovary
puichaser In that state was apprised of certaln limitac
roscission rights

Is it now bacoming obvious thal, if the only things
one could introduce inlo evidence in the earlier hypo-
thetical example were a list of qualified investors, with
oxecuted invastor cuestionnaires tor each one, he
woulct have satisfiad only one ol the requirements se-
cutitles attorneys enumerate? He would simply have
shown that there was reasonable inquiry between tho
timae of offor and the time of sale to substantiato his
roasonable basis lor believing that purchasers-o-be
wore qualified. Important, certainly, but not even a ro
motely adequate buirclen ol prool tile

Soevaral times, tho term “burden ol prool filg"
has beon used haro. This is a lile which, at the conclu
slon ol an oltaring, contains all written material
relating 1o the olfering, especially compllance
material. Attoinays suggaest that it should show the ol
lars mada, the basis ol reasonable beliel, all acllons
taken by the Issuer and anyone acling on its behalf
and all other facts neaded to establish availability of
nn axemption. It is this packago of information which
shouict bo packoct away at the ond ol an offering,
1oady lo he chagged out and presented into evidence
should avallability of the exemption at any tima bo
challengod. The oessential quostion |s whother the
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issuer and anyone acling on its behall, at the comple
tion of the offering, will have a sufficient record of the
offers made and facts used to make various deter-
minations so as to suslain the exemption

As staled above, almost all of the court casos
defencling claimed exemptions were lost because ol
the inability ol the issuer or the underwriter to prove
compliance with the requirements of the privato
placement oxemption. Some sophisticated securities
attornays urge that any broker/dealer involved in soll
ng partnership offerings through private placements
have a unitied cornpliance system in place, and that
this system be faithiully followed. Forms should be
dasigned for utilization in connection with all possiblo
olferings under the provisions of Rule 146 and should
proviclo for compliance with the rule from inception to
completion ol every olfering

Let us consicler one attorney's views about put
ting a unified compliance system into place and what
such a system should contain

It has been ohserved thal many departments of
large broker/dealors which originate partnership olfer
ings operate somewhal independently of the firm's
corporate compliance olficers. Whero this situation
exists, a compliance oflicer shoulct be appointacl
within that departmont or the firm's regular compli
ance officer should supervise Rule 146 complianco
procedures. In any event, there should be a spocific
compliance ollicer within the lirm who should havo
direct participation program compliance responsi
bllllies

Ita tirm cloes nol have specitic Rule 146 ollaring
procedures in place, then the firm should have such a
system prepared, tailored lor its needs and installod
as quickly as possible, The cos! of creation of such a
system is not too great and could il necessary ho
amortized over several placements. Once the ovorali
system s approvact, than some efior! should be macle
to train branch managers and individual sales repio
sentatives in the new olfering procedures. In any
avent, once thae system is in place, the firm should in
sist on internal contoriity

One altornoy cascribes the maechanics of a
minimal, integrated Muile 146 compliance system as
tollows

t. Master Schodule: There should be somo
kind ol master schaclule or overall flow chart. Thls
1ecord serves as tho contral coordination point for tho
entire private placement process. Provision should ho
made on it for tha notation of all significant events that
mist oceur throughout the offering period in lerms ol



each offeree and/or offeree representative in order to
satialy the many constraints of the rule. On i, for ex-
ample, should be noted such things as the name ol all
offerpes, their states of residence, the basis upon
which they were evaluated and qualified as offerees,
trangmittal of memoranda to them, their olieree rep-
resentatives’ names, questionnaires and other docu-
ments, final evaluation, receipt of offeree question-
nairos, and so forth, Both during and at the end of an
ollering, the broker/dealer should be in a position to
track every olier made, either to termination or to pur-
chase, as the case may be. The larger the oifering,
the longer the flow chart, but the process remains the
samo. It is important to note, however, that this and all
other records in the system cannot be partially com-
pletoct but must be completed in total. The more de-
tailod the records system, however, the greater the
danger that the information obtained may be incom-
plete and therefore potentially used against the
broker/dealer to prove a lack of reasonable grounds
or Invastigation on which to conclude that the private
offoring exemption was sustained.

2. Private Placement Memoranda Distribu-
tion Hecord: A second important record is a private
placament memoranda distribution record. This
racord form should be designed to allow maintenance
of a continuous check on the location and status of all
private placement memoranda, whether such memo-
rancla are being used Internally or have been distrib-
uted to ollerees. Careful control of and accounting
for private placement memoranda is a necessary re-
qulroment of nonpublic distributions under both fed-
aral nnd stale securities laws.,

3. Forms: As for forms, there are several which
attorneys consider. There are a number of additional
forms which some attorneys think ought 1o be placed
into the compliance system, but which are not neces-
satlly used with regarct to every offering. As for the
basic forms, one altorney believes they should con-
sist generally of the lollowing:

a. Potential Offeree Identilication Form.
Thig form, which is completed internally, serves as a
preliminary mechanism to target and gather infor-
mation on individuais who may qualily as potential of-
feroces. The form can be partly keyed to previously
completad offeree questionnaires if an offeree has in-
vaeslad in a previous deal, or can be ulilized where
denling with a new offeree. This form should not give
the appearance of being part of the selling mecha-
nism, however, so as to avold the possibility of a sub
sequent claim that all individuals were the subject of
a gonarat solicitation.

b. Potential Offeree Evaluation Form. This
servas as a fundamental evaluation document, again
completed by Internal managerial personnel. It was
mentioned earlier that the broker/dealer will be re-
quired to prove that the issuer and any person acting
on ltg behall believed, with reasonable grounds, im-

mediately prior to making each offer that every poten
lial olferee met one of the standards of an offeree sel
forth in the rule. The potential offeree evaluation form
triggers the analysis process and provides evidence
that, prior 1o an offer having been made 1o an indl
vidual, the required reasonable grounds to believe
and beliel were present. Taken together with the po-
tential offeree identification form (or a recently com-
pleted olferee questionnaire form from a prior trans
action), the broker/dealer should have sufficient proof
regarding qualification of offerees.

c. Offeree Questionnaire. Another basic
form which should comprise part of the compliance
system is the offeree questionnaire. It is this question-
naire that is often included as part of the subscription
package in the private placement memorandum and is
the questionnaire which is to be completed by the po
tential investor himself. It is designed to elicit infor
mation, provide the broker/dealer with reasonable
grounds lo believe that a potential investor qualifies
for inclusion in the offering and satisfy in large part his
duty ol reasonable investigation between offer and
sale.

d. Offeree Representative Documents. Where
an offeree representative is utilized, there are a num-
ber of additional forms and steps which are required to
be taken by Rule 146, and atlorneys advise that these
basic lorms also be included in the compliance sys
tem. For example, since the broker/dealer will have 1o
make a determination as to the olferee representa-
live's invesiment sophislication, it will be necessary
to obtain an offeree representative questionnaire from
that representative. This form should elicit sufficien!
information to enable the broker/dealer 1o establish
such person's qualification as an offeree representa
tive and lo reveal certain material relationships be-
Iween the offeree representative and the issuer, as ro
quired by Rule 146. As also required by Rule 146, prior
to purchase, the offeree must acknowledge receipt of
the material relationship disclosure and must ac
knowledge with respect to each particular investment
that the oiferee representative is acting in that ca
pacity for him. In addition, since it Is necessary for the
issuer and anyone acting on its behalf, prior to sale,
also to disciose to the individual offeree any material
relationship between them and thal individual's ol
feree representative, il is also necessary to include a
form for that purpose.

o. Final Evaluation Form. The fast basic
form in this atiorney's system is a final evaluation
form. This Is the concluding evaluation document and
is completed Intarnally prior to sale. The form is de
signed to provide for roview of the documents pre
viously collected as to each offeree and offeree rep
resentative in order 1o provide evidence that reason
abie grounds exist as to each offeree’s qualification to
purchase the security.
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4. Additional Forms: So much for the basic
system. There are additional documents and samples
which some attorneys believe might also be included
in an integraled compliance system. A lew of those
arg as lollows

a. Additional  Olfferee Questionnaires. The
ollaree questionnaire usually included in the private
placemenl memorandum is a questionnaire designed
for use by inctividuals. Often, the purchasers of direct
participation program inlerests are either partner
ships, corporations, or trusts, and one should have
altlornate forms of otferee questionnaires to be uli-
lizoct as needed by each of such entities

b. Meeling Records. Additionally, since there
ara olten inlormational meetings for individuals in-
volved in an offering and since Rule t46 is very clear
on precisely who may and, by negative inference, who
may nol, altend such meelings, forms of notification
lolters lor meetings, as well as a record form for the
moating itselt should be included. Remember, the
broker/clealer woulch be required to prove who was
thare and what was said

c lorms of Transmittal Letters. The third
calegory ol additional forms suggested for this at-
tomey's system consists ol various transmittal letters
Althiough the broker/dealer may wish to vary these let-
tors from time to time, samples of accompanying let-
tors tor the various material being transmitted to of
loroes should be included in the compliance program

Fhis particular system may appear 10 involve a
lot of paperwork, especially the first time through an
ollaring. After that, the procedure should become
simpler, provided that it is done continuously and con-
gistontly, providect that the flow charts are kept from
tho inception of the offering, and provided thal the
gaps in paperwork are noted and corrected through-
out the olfering

In most olferings, al least where sophisticated
lsouers and equally sophisticated counsel are in-
volved, the broker/dealer will be undertaking in the
salling agreement the responsibility of maintaining
adaguate recorcls evidencing his compliance with the
many requirements ol Rule 146 Having undertaken
thu responsibility ol maintaining the burden of prool
lilo to preserve the exemption, it is incumbent upon
tho brokeridealer to do so, especially since he has
probably indemnified the issucr against liability aris-
ing out of his failure 1o do so. Remember again whal
wns said about how all the court cases were lost?

Bofore turning to the selling agreement which
some altorneys believe is critical to the due diligence
1ogponsibilities of the broker/dealer, let us look at a
fow spocial areas. The first concerns multiple firms in
tho same ollering. Many securities atlorneys maintain
thal nowhere is there a greater need for control than
in thls kind of situation. These atlorneys believe that,
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Just as in a corporate olffering, it is critical that one
firm be designated as principal selling agent. It is then
the responsibility of that principal selling agent,
among other things, o approve or control the com
pliance procedures to be utilized by the entire selling
group. I another member of the selling group does
not have adequate Rule 146 procedures in place,
then, for purposes of that offcring, the principal selling
agent should take the responsibility of designating the
procedures to be used and should control distributing
ol memoranda

The second special problem, although one wel
comed by broker/dealers, has to do wilh repeat ol
ferees and investors. Al least some attorneys take the
position that offeree questionnaires and evaluations
completed within a relatively recent time period
should be sufficient for repeat offers. For this reason,
it may be uselul to have a master lile of all investors
with, in each lile, a copy of ofleree questionnaires ex
ecuted by such investor, olferee representative infor
mation and questionnaires, and notations ol all invest
ments. Il possible, it is useful to computerize the infor
mation generated by these documents, especially tho
net worth information, state of residence and previous
investment details. In this regard, the broker/dealos
should determine, for internatl purposes, a reasonablo
period, absent additional information on an offerce,
for which an offeree’s previous questionnaire should
be good, at least for purposes ol qualifying offerces
Where there is a previous questionnaire filled out by
an offeree in the liles, there should not be any need to
justify an offer based upon internally generated infor
mation from a sales representative. One mus! make
sure, however, that the information maintained does
not constitute a "‘credit report’” within the scope ol
regulations applicable to such reports

The other main vehicle ulilized for due diligenco
with respect to partnership ollerings in preserving the
exempl slatus of a-private placement is the same doc
ument utihzed lor such purposes in corporate offoi
ings the selling agreement. Knowledgeablo
securities altorneys point out that one of the most
cntical funclions of the selling agreement is to focus
attention on the various areas of responsibility, liahili
ty, and undertakings of the parties 1o that agreement

Some attorneys are surprised by the number of
broker/dealers who enter into selling agreements
which carefully delineate their responsibility for com
plying with various aspects of Rule 146 and which
then give the broker/dealer some modicum of indem
nilication against omissions and material misrepio
sentations in the oifering documents, but which givo
them nothing more than that. Let us consider some of
the basic provisions of selling agreements refating 1o
direct parlicipation program offerings which atlorneys



believe can assist broker/dealers in carrying out their
due diligence obligations

Representations and Warrantles — Altorneys
maintain that the general pariner, issuer and/or spon-
sor, among other things, should be willing 1o represent
and warrant, /.e., 10 assure the broker/dealer of, the
following that;

1. they have prepared and furnished to the
brokar/dealer a private placement memorandum
which furnishes the information essentially required
1o be furnished under Rule 146 and thal that docu-
men! does not include any untrue statements, omis-
sions, or misrepresentations (except, of course, lor
information concerning the broker/dealer);

2. assuming the offering and sale of units is
made In compliance with the terms of the memoran-
dum and the selling agreement, that they have com-
pliac with the private placement exemption of the
1933 Act, with all of the provisions of Rule 146 appli-
cable 1o them, and with all other securities laws and
regulations applicable to them;

3. the partnership in fact has been duly or-
ganized and is validly existing as a limited partnership
and that it is qualifiect 1o do business in the various jur-
isdictions where it may be required to be so qualified
in orcder to protect the limited liability of the limited
partners; and

4. as in a corporate offering, the general part-
ner, if it is a corporation, is duly organized and ex-
isting, the securities conform to the stalements relat-
ing to them contained In the memorandum, there are
no violations of certificates of incorporation or by-
laws, no breaches of contracts, no material litigation,
no delaulls in material obligations, and so forth,

All the represontations and warranties given 10
the principal selling agent should expressly run 1o all
members of the selling group.

Covanants Among the covenants which at-
lorneys believe the partnership, the general partners,
and promoters should give the broker/dealer are
those expressly dealing with such things as filing
Forrn 146 with the Commission and necessary stale
securities administrators, and causing the general
partner, il it Is a sole corporate general partner, to
maal whalevaer net worth or other requirements for tax
purposes that have been agreec upon,

Opinions Attorneys advise broker/dealers
that they should also receive opinions of counsel to
the partnership, the general partner, and the promoter
with respect to such things as the organization of the
paitnership, its quaiification in foreign jurisdictions,
and various aspects of compliance with the private
placoment exemplion. The precise nature of those
opinions may be loft to negotiation betwean the varl-
ous counsel involvad. The broker/dealer should be
assured, howevor, thal such counsel has expressly
focused upon these matters.

Many securities attorneys and broker/dealers be-
lieve that it is advisable to seek the opinion of counsel
on the slatus of a particular offering under the
claimed privale offering exemption. There is general
agreement among securilies attorneys that, provided
with the necessary factual information, as well as his
own investigation and perhaps some reasonable as-
sumplions, a competent attorney should be able to
render an opinion as to the availability of a claimed ex-
emption under Section 4(2) of the 1933 Act.

When an offering is made upon the basis of Rule
146, however, the question of the availability of an
opinion will become more controversial. Many attor
neys will not render an opinion that a given ollering is
in compliance with Rule 146 because of the technical
complications and conditions involving subjective
determinations that are involved in the rule. An al-
lorney may simply enumerate the documents exe-
cuted in an attempt to comply with Rule 146 and state
that these are the documents normally prepared for
such an offering

Some broker/dealers maintain that much is
gained by requesting an attorney to render an opinion
on the validity of the private offering exemption, and
some require such an opinion of counsel, 10 the effect
that a valid private placement under either Section
4(2) or Rule 146 Is available. Some broker/dealars be-
lieve that this exercise resulls in a more thorough
analysis of the claimed exemption and the disclosure
in the private offering circular.

Another very important area to be focused upon
concerns integration of the partnership ollering with
other offerings and sales ol securities by the general
partner or any ol its afflliales so as to render the ex-
emption provided by Rule 146 unavailable. if thore are
problems with other offerings which make renclering
this opinion difficult, the broker/dealer might agree
that specific other offerings may be exclucied from
any opinion he may be receiving. Some attornays sug-
gesl, however, that unless language is inclucled In the
selling agreement concerning this opinion require-
ment, counset méy not focus upon the impact of other
partnership offerings by the same promoters,

Closing Certlificates Prior to closing, lhe
brokar/dealer should be receiving cerlificalog which
bring down the representations, warrantles, cove-
nants, and agreements to that point in time

Indemnification Finally, the selling agreo-
ment should contain comprehensive indamnification
and contribution provisions.

There are, of course, other provisions ol the sefl-
ing agreement which have not been revlewad here,
simply because they do not pertain to due dlligonco
To reiterate, those stated here do not neceasarily con
stlitute a complete listing and do not constitute an of-
flicial statement of NASD position on this Issuo. They
are, Iinstead, a compllation of the views ol gome
knowledgeable securities attorneys.
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Just as there are unique legal concerns which
come into play whenever one attempts to sell securi-
tles, particularly limited partnership interests, via a
private ollering exemption, so there are unique prac-
tical concerns, The remainder of this discussion will
deal with the unique aspects ol partnership olferings,
particularly private partnership offerings, which dic-
tato special praclical considerations. Practical steps
ay followed by some broker/dealers wiil be reviewed
lastly, certain areas which are the subject of frequent
(uestions wilt be studied

Before considering specific practical procedures
which are followed in conducting a due diligence in-
vastigation of a limited partnership offering, let us
consider a lew guiding principles which some
broker/dealers follow in the conduct of such an in
voutigation. As in other areas, it should be borne in
mind that these principles are not necessarily sanc-
tioned by the NASD and represent instead the views
of certain members of the brokerage community. It
should also be noted that many ol the principles of
cue diligence which have been discussed in the con-
toxt of corporalo offerings are equally applicable to
Iimlted partnership offerings, including privately ol
fored partnerships. Due diligence is always important,
but many broker/ dealers believe it is more important
in-Initial offerings or “‘promotional” type of offerings,
aspecially those with a tax orientation

Some broker/dealers reduce due diligence prin-
ciples to two primary considerations: first, whether
tho investment should be sold to clients at all, and, if
30, socond, how tha broker/dealer will prove the steps
ho took in analyzing the offering several years alter
tho fact when he is called o lask

These broker/dealers see the (Irst part of this for
muln as simply one of fulfilling a fiduciary responsi-
bllity placed on the broker/dealer by a customer o se-
loct investments. These broker/dealers believe that,
aapocially in private placements and partnership of-
torings, customoais rely upon thelr broker/dealer to ox-
arclso tis expertise and judgment in determining the
kind of offering that will be made 1o the customer

The second guiding principle here is simply one
ot avoiding potential liabitity. This concern in turn may
ho soon as composod ol two factors, one for the
potontial legal liability itself and, the second for the
brokei/dealer's potential loss of reputation

With respect to legal liability, some programs
i, ol course, moro difficull to delend than others
Prograuns which are structured with heavy emphasis
on tnx benefits, and with more marginal economic
tnorit, are viewed by many broker/dealers as very dif-
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ficult to defend. The cost of defending even the best of
programs, however, is a factor which should be borne
in mind. The cost of any litigation can quickly con-
sume all of the profits which a broker/dealer realized
from the offering

Periorming proper due diligence on partnership
oflerings helps the broker/dealers belter understand
the important aspects of such programs. The informa
tion obtained in the review process can be helpful In
the sales process and help to justify the confidence
that clients place in their broker/dealer. If the broker/
dealer does not understand the projects he is selling,
he cannot sell them well and, many believe, he should
not attempt to do so

There is no one way to perform due diligence
and, in many ways, the due diligence process is really
the application of common sense. One good ap
proach, according to many broker/dealers is simply
to do "'good’ deals. If the economics of the offering
appear 1o be good, the problems which will arise bo
cause of shortcomings in the due diligence or disclo
sure process are likely 1o be reduced. Common sensa
shotild also be brought to bear, according to many
broker/dealers, when pressure mounts to abbreviale
the due diligence process and get on with completing
an offering. Under those circumstances, there is a
tendency to minimize any reservations which appear
aboul the offering

Another principle followed by many, aithough not
all, broker/dealers distributing partnership offerings Is
1o maintain an extensive written record of the duc
diligence Investigation performed Virtually — all
broker/dealers engaged in this process agree that tho
intent behind the 1933 Act is that a reasonable in
vesligation be conducted and that all material facis
be disclosed in the olfering memorandum, and that it
is important to maintain a written record indicalting
what steps toward fulfilment of that intent were taken

In performing due diligence, some broker/deal
ers begin with an overview of the oflering, applying
the "'big fact'" approach They ask themselves "“what
are the big facts which | shoulc know about this offar
ing? What is going to go wrong with this program
which will subject me to liability?"* While most view al
lention to detail as important, a broker/dealer shoi it
not ignore the blg factors while concentraling on do
tails

Many smaller broker/dealers are cognizant of the
need lo undertake only programs of a size commen
surate with the firm's capabilities and programs |o
cated in the lirm's region Dealing with programs
sponsored by general partners which are located rol
atively nearby makes initial due diligence investiga
tions easier and permits the broker/dealer lo monitot
the ongoing activities of the program after the distri
bution

any broker/dealers believe that there is much

more to conducting a due diligence investigation for a



privale offering than for a registered offering. In cleal-
ing with private offerings, most broker/dealers follow
the general principle of due diligence for public offer-
ings, and then seek 1o assure themselves of the va-
iidity of the claimed exemption Irom registration. The
validity of such claim is often not easily determinod
and compliance with some of the requirements, espe-
cially Hule 146, is often difficult. Smaller firms often
find the requirements particularly difficult. For all of
theso reasons, many smaller brokeridealers rely
heavlly upon their own experienced securilies coun-
sel to cletermina the availability of the claimed exemp-
tions. Il any reasonable doubt exists as to the validity
of an exemption, however, a broker/dealer should not
participate In the offering

Lastly, it should be notect thal broker/dealers
vary in their use of outside consultants. Some have
suggosted that it is ironic for firms which would rou-
tinoly retain outslde consultants when underwriting a
corporate olfering In a widely understood industry to
attempt a partnership offering in a highly technical in-
dustiy without any consultants. Some broker/dealers,
howovar, spend signiticant amounts of funds on oul
side consultants. These firms may maintain smaller
internal stalls and readily acknowledge their need for
outside expertise in particular types ol direct partic-
ipation program offerings. Besides the limitations ol
stall size, some firms find natural limitations of their
locatlon. Firms located In major northeastern cities,
for oxample, may retain outside consultants o pro
vide oxpertise in agriculture. Many brokeridealers
beliova that it is actvisable 1o fully utilize consultants in
any due diligonce investigation

From earlior discussions of transactions in
paitnorships and private offerings, it is obvious that
most bioket/dealers believe it is prudent to perlorm
an investigation in the tractitional due diligence sense
as woll as, in the case of privale olferings, an Inves-
tigation 1o assure that the privale ollering exemption
is available and prolacted. Most broker/dealers agreo
that there Is no one specific way to perform such an
invastigation, and that, in many respects, ong's com
mon gonse must be usad for guidanco

This discussion will set out the practical ap
proach to tho due diligenco investigation followed by
varions broker/dealers. Ganerally speaking, the sug
gaslod approach ol theso broker/dealers is to look al
the ovarall transaction, then at the persons involved In
managing tho prospoctive genaral partner, and at the
propeitles, and othar paiticular aspocts

It Is important to note that the procedures dls
cussad horo arg not intanded to be all-inchisive or o
prosont spocific roquiremaonts for any particular offer
ing. As notod throughout this book, these procedures

are not intended to reflect any policy or specific re-
quirements ol the NASD or any other regulatory body
but rather, are presenled as practices which are view-
ed by varous broker/dealers as appropriate in perfor-
ming due diligence investigations. The requirements
for adequate due diligence in any particular olfering
will vary, and each broker/dealer should consult with
his own counsel in determining the nature of in-
vastigation which 1s called for in that particular
transaction

Many broker/dealers begin the investigation with
a thorough review ol all of the offering materials. This
review will vary, of course, depending upon the parlic-
tlar olfering and the point in time at which the broker/
dealer becomes involved. Unlike traditional corporate
offerings where tho prospeclive underwriter is in-
volved in the preparation of all of the offering docu-
ments, parinership oflerings are often presented to a
broker/dealer with much of the documentation in linal,
or virtually final, form. The status of the offering doc-
uments should not, ol course, deter a broker/dealer
from conducling a thorough investigation and re-
quesling that changes be made or, in the aiternative,
deciding not to participate in the offering. tf the
broker/dealer does not participate in the preparation
ol the oflering matarials but intends to sell a signifi-
cant portion ol tho olfering, he should closely review
the documents and interview those persons responsl-
ble lor dralting them

In considering the offering materials, many brok-
eridoalers first roviow the overail structure of the
transaction. One of the most important questions to
be acdrassed at this point 1s whethar the transaction
as structured has economic merlt, The broker/dealer
must determine whether there is a real likellhood that
tho resulls as described will actually be achieved. This
is one of the most important determinations which will
be made in tho course ol the investigation

In analyzing tho transaction, the broker/dealer
should seeck to dotermine whether Investors will
benelit from their participation in the program. In
many “oxotic’" partnerships, broker/dealers may find
that it is highly problemalical thal investors will evor
realiza any profil. Certain other areas, such as sub-
sidizad housing, may appear questionable in terms of
aconomic maerit but present other considerations, In
the lattor case, Internal Revenue Service policies, il
salisfiod, may provide a favorablo rasull 1o investors
In any event, the economic losses of the program
should be readily apparent. Some atlorneys advise
their clients 1o beware of any oxplanations cloakad in
tarms of complax or intortwinad relationships.

Broker/dealeis seek to determine whether there
Is any rationale to the sponsor's claims and projec
lions whan avaluating the overall transaction. In addi-
tion, thare are many other factors, some of which are

41



dealt with in greater detall below, ralaling both to
business judgment and the legal considerations of
due diligence investigations, which must be con-
sidered. These include arrangements for compensa-
tion, offering expenses and sales incentives, as-
sossments and other staged payments, and the over-
all mechanics of the offering.

In the course of reviewing the transaction, brok-
oriclealers usually give careful consideration to the
underlying documents. Partnership agreements
should be reviewed 10 determine if they are in proper
florm and it should be ascertained that titles and
lenses are property execuled and in fact have been or
will be transferred to the partnership. Broker/dealers’
own counsel are often ulilized in assuring that these
documents are sufficient.

The next area for investigation is the proposed
sponsor and its management. This step involves a
congideration of the quality of the character and ex-
perience of the people who will serve as general part-
ners or management of the sponsor. Many broker/
dealers consider this to be the most important aspect
ol the due diligence investigation. Many believe that
the quality ol individuals is more important in partner-
ship offerings than in corporate offerings in view of
the limited control which may be exercised over their
activities in the management of the business once the
ollering Is completed.

Most broker/dealers beileve it is important to
moel with and interview management for the purpose
of forming an opinion as to each person's knowledge,
abllity, and forthrightness. Broker/dealers seek to de-
termine the management team's overall deplh of ex-
parience and the ability 1o manage the proposed
project. Consideration of each person's forthrightness
and credibility are important not only for decisions
with respect 1o the offering Initially, but also to dem-
onglrate a reasonable basis for accepling their state-
ments of intent with respect to actions 1o be per-
formed after completion of the offering.

As part of this process, broker/dealers give par-
ticuiar attention to the experience of management to
assure that they have experlise in areas relevant to
the proposed program. It is important in this regard to
assure that the management has expertise for each of
the areas necessary to successfully operate the pro-
gram. Some broker/dealers follow a policy of requiring
a minimum of five years' experience. if the manage-
ment does not possess the requisite experience, the
broker/dealer should determine whether such experi-
ence is avaitable to management on a contractual
bagis. {n the latter instance, many believe it is belter if
there has been a history of a retationship with the '‘ex-
pert’' retained by management untess the '‘expert”
hag a widespread reputalion.

As a further step in evaiuating the management,
mosl broker/dealers review programs which the par-
lies have managed in the past. While management's
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track record should not be seen as controlling, ox
perience in the specific area of projected activity Is
important. Many programs are *'blind pools and in
those offerings the investor is purchasing exclusively
management expertise, withoul any specific proper
lies or prospects designated.

In reviewing past programs, broker/dealers often
talk to investors in those programs to determine the
manner in which they have been managed.

One issue 1o be addressed in reviewing past pro
grams is the ability of the prospeclive sponsor to han
dle investors' funds. While a particular person may be
a very capable geologist who finds abundant quan-
lities of oil, if he cannot account for investors' money,
investors will lose out, Some broker/ dealers hire ac
countants to investigate the sponsor's handling of
funds in past offerings, the allocation between limitecl
partners and the general partner, and the overall of-
fecliveness of the sponsor's accounting systems and
general business practices. While such a review may
cost from $2,000 to $12,000, some broker/dealers
believe the investment is worthwhile.

In the case of oil and gas offerings, some broker/
dealers retain petroleum engineers to analyze the
track record and the inventory of prospects of the pro
posed general pariner. In analyzing such a track rec-
ord, however, it is important to study the success of
the generat partner in the geographic area where the
proposed program will operate.

One aspect of reviewing past programs 1o deter
mine the overall ability of management is simply to re-
view problems which the general partner has faced to
determine how those problems were solved.

Another aspect of brokeridealers’ investigation
of management is a determination of the depth of tha
organization, Broker/dealers seek 1o determine
whether the success of the proposed program s
dependent on a single person. H so, broker/dealers
may seek “‘key man'' life insurance policies payablo
to the partnership.

In evaluating management, some broker/dealers
focus particularly on the amount of turnover in man
agement, particularly among persons charged with
supervision of the program's day-lo-day operations.

An item often considered in the course of in
terviews with management is their overall attitude to
ward their responsibilities to investors and thelr re
sponsibilities under the securities laws,

Many broker/dealers take steps 1o investigato
the background and business reputation of individual
general partners and officers and directors of cor
porate sponsors. Several broker/dealers obtain a
background check on each such person with whom
they are doing business for the first time. Such inves
ligations are not credit checks but investigate each
person's prior employment, reputation, and involve
ment in iitigation. The cost for such investigations
ranges from $400 to $600 but some broker/dealers



believo that the expendilure is worthwhile. Broker/
dealers have lound relevant information, including
data on felony convictions and bankruplcies, in the
couise of such investigations.

If the overall impression of the general partner as
well as any background invesligation prove satisfac-
lory, these broker/dealers proceed to check other
sources. Banks used by prospeclive sponsors may be
a good source of Information, although some broker/
dealars have found that it is important to determine
the stancling of any bank providing data

Broker/dealers sometimes contact suppliers 1o
the proposed sponsor to determine whether the spon-
sor is In good standing and apparent sound financial
condition. In the real estate industry, such a check
may inclucle contractors and property managers to
determine the reputation ot the general partner and
opinions as o his performance in other partnerships

Broker/dealers aiso find that a sponsor's com-
potitors and trade associations are useful in providing
inforination as to overall reputation and standing
within the sponsor's industry

One aspect of any investigation inlo a sponsor's
staturo ts a thorough investigation of net worth. Brok-
erldonlers often obtain ““‘comfort’ letters lrom a spon-
soi's accounlants for this purpose. However, the
reliability of the accountants should be assured

While state securities authorities and the Internal
Rovonue Services may impose certain minimum nel
wotth criteria on sponsors, many believe that the real
question with respect to any partnership is whether
tha sponsor’s net worth is adecuate to pertorm its
functlons for the offaring proposed

The next step in conducting a due diligence
invastlgation is the inspection of properties. While the
valuo of an inspection may vary from program 1o pro-
gram, many broker/dealers believe it is important to
visit physical properties to gain an understanding ol
tholi quality, location, general markel environment,
compotition, and special risks.

A visit 1o relevant properties is especially im-
portant in real estate offerings in the view ol many
brokor/dealers. In specified property ollerings, broker/
doalors wiil inspect the properly 1o be acquired. In
“blind pools,"” hroker/dealers visit properlles ol parl
nerships which the genaral partner has managed in
tho past. Soma broker/dealers lavor making such
vislita on an unannouncod hasis

In addition to the general procedures for due dili-
genco investigations discussed ahove, broker/doalars
will glve spocial attention 1o other faclors as dictated
by tha particular facls of an ofiering. The remainder of
tha discussion in this section will be devoted to those
factors

Conflicts of interest present in the proposed pro-
gram struclure is one of the factors given particular
attention by many broker/dealers. By the nature of
general partners’ typical business activities, many
partnerships conltain conlflicts of interest in varying
degiees. Some broker/dealers believe that the pres-
ence of some conllict of interest is not necessarily
bad. A general partner who has no conflicts of interes!
may be a general partner who has no experience in
the business of the parinership. Given the choice be-
lween an inexperienced general partner with abso-
lutely no conflicts of interest and a well-experienced
one with some potential conllicts, many broker/deal-
crs argue that it is in the better interest of investors to
elect 1o do business with the experienced general
partner, laking steps to avoid potential abuse of any
conflicts

itis important, however, lo determine the extent
of any conliicts of interest. Broker/dealers take steps
to determine exactly the relationships between the
proposed sponsor and its affiiates. Broker/dealers
should beware of transactions among affiliates and
delermine whether assets in such transaclions are
translerred at cost or at markel price, and, if the lat-
ter, who determines market price. Similarly, they
should determine when it is possible for assels lo be
transferred back

The same concerns should be present with re-
spect to services provided by alfliliates of the sponsor
Broker/dealers may obtain a commitment from the
sponsor as to the amount which wili be charged for
services. This permits the broker/dealer 1o determine
whether the proposed charges are comparable 1o
those for similar services

Lastly, in investigaling conlilicts of interest,
broker/dealers shouid be cognizant of any affiliation
or polential conflict between the sponsor and at-
torneys or accountants who are performing services
In connection with the offering

Spacial tax considerations are a second faclor
which many brbker/dealers see as important in in
vestlgaling partnership oflerings, both private and
public. They see tax considerations as having greater
import in partnership olierings than in corporate offer
ings. Assumptions underlying projected tax results
should be reviewed. Broker/dealers typically deter-
mine whether claimed tax results are based upon IRS
rulings or on an opinion of counsel

If the projected tax results rely on an opinion of
counsel, most broker/dealers believe it is important to
carelully review that opinion 1o determine whether it
adequately addresses all relevant faclors and
reaches a firm conclusion. Broker/dealers shoulc
determine whether the purported opinion in fact
opines upon questions of tax law or merely presents a
discussion with no conclusion. Many securities al
torneys and broker/dealers believe thatl attorneys
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should be willing to express an opinion with respect 10
the treatment of the proposed entily as a partnership
for tax purposes. Opinions which purport to opine on
the deductibllity of specific expenses, however, are
questioned by some. Broker/dealers should determine
whether the oplnion considers important negative
aspects such as possible recapture.

Broker/dealers are also typically concerned
about the adequacy of disclosure regarding tax
aspects and may request additional disclosure. Some
broker/dealers require a restructuring of the overall
transaction utilizing more conservative tax assump-
tlons as a condition to their participation in the pro-
posed oflering.

Compensation arrangements for the proposed
partnership are viewed as a third important factor by
most broker/dealers. Broker/dealers often analyze the
transaction to determine the relative flow of compen-
salion to the various parties. Many broker/dealers
look for a “mutualily of interest” between the sponsor
ancl the investors in the structure of the offering which
assures that the sponsor oblains compensation only
when investors are also realizing a return.,

A consideration of risk faclors involved in the
proposed ollering is another element of many
broker/dealers’ due diligence. Their concern is
whether such faclors are properly disclosed,
eapacially the risk of failure. Broker/dealers must alse
delermine whether the risks involved are reasonable
for investors 1o undertake. The analysis of risk factors
for partnership offerings, in the view of many, must be
more extensive than for corporate oflerings.

The maechanics of the proposed olfering itself are
ofton the subject of review by broker/dealers. As
noled earlier, brokeridealers typically review partner-
ship and other documents, utilizing their own attor-
neys to determine the propriety of those documents
Other agreements, however, come into play in looking
al the mechanlcs of the offering. For example, if the
ollering provides for an escrow of proceeds, the es-
crow agreement should be carelully studied 1o assure
that of investors' funds are being protected in an ac-
count held by an independant financial institution,

The means proposed to assure complignce with
regulatory requirements should be included in this re
viow as well. Included here are concerns over the
mechanics of assuring that private offering exemp-
tions are net violated or that iniproper sales literature
dooas not lall into the hands of public customers,

Most broker/dealers give particular attention to
projections which are ulilized in the sale of partner-
shlp interests. Bioker/dealers review such projectiens
anct the underlying assumplions 10 delermine their
ronsonableness. Some broker/dealers retain  in-
dopendant accounting firms to review projections
while other broker/dealers rely upon their own re-
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search departments or other analytical personnaol
Whichever approach s followed, a careful investiga-
tion should be conducted of any projections o1
assumplions which claim that the sponsor is better o1
more efficient in performing its activities than others
in the industry,

In addition to the above factors, many broker/
dealers believe it is important to give attention 10 the
proposed use of proceeds, the rights of limited part-
ners to remove the general partner, and any guaran-
lees made by the general partner. As noted earlier,
the emphasis to be placed upon any ol the factors dls-
Cussed here wili vary depending upon the nature of
the particular offering.

As a summary of the procedures ulilized in con
ducting due diligence investigations of partnership ol
lerings, some broker/dealers ulilize checklists. While
most securilies attorneys and broker/dealers agiee
that checklists should never be ulilized as the sola
basis for a due diligence investigation because each
offering is unique, some belleve that checklists may
be beneficial if used as general guidelines. In sum
marizing its procedures in conducling due diligence
Invesligations, one broker/dealer has devised a list
of sleps which it often takes. This list is presented
here solely for purposes of illustration and not as an
indication of any minimum or maximum amount of ef
fort which may be called for in any particular otfering
and not as any statement of NASD requirements, Tho
sleps are as follows:

1. Investigate whether the basic economic merits of
the proposed undertaking and the results of prior
aclivity have been adequately and meaninglully
disclosed.

2. Review applicable partnership agreemenls foi
legal adequacy and tax consequences,

3. Perform a physical inspection of properties, plant
and equipment of the sponsor.

4. Review the financial stability, reputation within the
industry, and other available information on tho
sponsor's background, qualifications, and experi
ence.

5. Examine the program for conlflicts, risk faclors,
proposed aclivities, and linancial stalus,

6 Examine the malterial records submilled by ap
praisers, engineers, and linancial consuliants

7. Examine the items of compensalion, with an em
phasis on disclosure of all forms of compensation

8. Conduct a study by qualified legal counsel of all 1ax
aspecls of the program 1o delermine whelho
there is a reasonable basis for assuming the benao
fits are likely to occur,

9. Examine the experience of management and tech
nical staff in operations and in the handling of
funds, as well as the management of projects ot
services offered to the program.



Many of the due diligence considerations dis-
cussacl thus far are equally applicable 1o large and
small, public and private partnership offerings. Certain
practical considerations of the due diligence Investiga-
tion rnay vary, however, depending on the size of the
offering and the nature of each broker/dealer's partici-
pation. Different considerations come into play, for ex-
ample, where one broker/dealer is offering and selling
an antire large issue and where several broker/dealers
are onch handling small participations in a smaller of-
fenng. The special considerations inherent in the sec-
onct situation are discussed here

tarher discussions have repeatedly noted that,
although the NASD does not currenlly have an al-
firmative requirement in this area, most broker/deal-
eis pertorm some form of due cliligence investigation
prior 1o participating in either a public or privale parl-
neiship offering. The earlier discussions have also re-
iterated that broket/dealers cannot rely solely on the
sponsor or its afhliates 1o conduct such an investiga-
tion

In seeking to achieve the ideal of an effective
duo diligence investigation in each olfering, however,
probloms arise. The cost ol conducting a due dili-
genco Investigation becomes a real faclor and may
havo a slgnificant Impact on the approach many brok-
er/doalers take to such an investigalion. Cost be-
comas a particularly troublesome problem for the
smaller brokeridealer. Often, the participation of such
alirm in offerings is too small 1o juslify the cost of per-
forming a due diligence investigation ol the nature
which appears warranted. Such firms also often lack
the tachnical expertise which may be called lor by the
olfaring

ihe situation of the smaller firm secking to bal-
anco consicerations of costs and elfective due dili-
gence is a very difficult one. A number of praclices
have evolved, however, which are often of interest (o
smallar brokei/dealers

Smaller firms handling small participations in
public or private partnership olferings often find it ad
vantageous o pool their resources for the perfor-
mance of due diligence investigalions. This "'joint due
diligence' is particulatly common on large olferings
Such a pooling may be achieved informally or through
a lormal agreement

OMNten, five or six brokei/dealers may informally
conlact cach other on the basis of knowledge thal
they aie ecach participating in a particular ollering
Each brokaridealer agreas lo contribute toward a due

e considurations of o ligar nokerfduiter handling o small participation
In o ottardng may b slimilar to ose ol o smallor broker/doator In that gitun
tion. hot it le e amatier leme which more iequontly appenis in need of
guidnnen Moot ol the discugsion hoeto will thorelore tocus on the smaller
brokut/donlon

diligence budget. Initial contacts may arise when one
o1 moie ol the broker/dealers becomes uncomiorta-
ble with the quality of due clligence which the firm is
able 1o perform within the cost constraints of his par-
ticular participation

Under an informal pooling, the broker/dealers
may decide 1o pool their resources and retain an oul-
sicle consullant to investigate the sponsor. The brok-
eridealers come to an agreement as 1o the particular
consultant, the consultant performs an investigation
and prepares a repoil. The broker/dealers may then
meel with the consultant to review the report and ask
questions concerning its findings. H additional areas
appear relevant to one or mere of the broker/dealers,
these may he pursued by the consultant

Broker/dealers under an intormal arrangement
do not typically pool their internal employees, al-
though there is frequently an informal sharing of in-
formation among the participating broker/dealers.

A much more formal arrangement has been uti-
lized by some groups ol brokeridealers to help
achieve cost-ellective due diligence investigations
Some groups of regional broker/dealers have created
formal organizations for the putpose of conducling
due diligence investigations. These groups usually re
tain an altorney or employ other stafi experts to con
duct the investigation along lines direcled by the
member broker/dealers. Such invesligations usually
entail a wisit to the sponsor and may involve inter
views in a group session by representatives from
each broker/dealer. Such formal arrangements nor-
mally call for the sponsor to pay a fee in order 10 have
the group conduct an investigation * The resulling re
ports are available to all members ol the group, but
cach member makes ils own decision as to parlicipa-
tion in the offering. Such groups may vary in their ex-
partise as 1o the types of offerings which they handle,
but some broker/dealers which are members of such
groups maintain that the group parlticipation not only
enables them to benelit Irom a more thorough inves-
tigation but makes them aware of more programs
which are being offered

Questions arise as to whether participation in a
pooled due diligence efforl is adequate o salisly a
broker/dealer's full responsibilities. Many broker/deal
ers believe thal participation in the process goes a
long way toward fulfilling those obligations, but that di
rect interviews with general partners or management
of the sponsor may be called for in some circum
stances

A second procedure ulilized by some
broker/dealers 1o overcome the cosl ol due diigence
Is akin to a procedure which is common in corporate
underwrilings. Some broker/dealers request and ob

*he nmount ol any tuch loo nonmnlly woulkd bo viewad by 1he NASD an
undorwriling compensation subject 1o ihe tequiramant thinl lotnl compaonsi
tion lor an olioiing ho 1l and tomsonabilo
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iain an expense allowance from the sponsor for the
conduct of the investigation® While the sponsor's
willingness to provide such an allowance will vary
depending upon the amount of participation, some
broker/dealers have found sponsors receptive 1o the
concept. Broker/dealers have also found that, if the
sponsor is not willing to provide an allowance for a
single broker/dealer, an allowance may be forthcom-
ing for a group of broker/dealers who pool their due
diligence elforts.

Some firms rely on research services or consul-
tants 1o reduce the cost of due diligence. In some
casas, research service firms are paid by sponsors to
prepare a due diligence report on the sponsor. The
report Is therefore not prepared by the sponsor per se
although there may be a question of control by the
sponsor. In other Instances, subscription services
paid by broker/dealers produce periodic reports on
particular sponsors.

In each of these instances, most broker/dealers
view the resulling reports as good starting points for
the conduct by the broker/dealer of its own due
diligonce investigatlon. Some broker/dealers believe
that consultants or research service lirms also pro-
vicle & good way of screening questionable offerings.
These firms follow a procedure of requiring thatl any
sponsor submit its product to such a process before
the lirm will consider participaling in the distribution.

A fourth means utilized by some broker/dealers

allg for placing limited reliance upon alffitiates of the
sponsor, including the captive broker/dealer.
Brokaridealers and securitics attorneys agree,
howeaver, thal a broker/dealter should not rely upon an
alfllate of the sponsor 1o satisly the broker/ dealer's
complete due diligence responsibilities. Reports
prepared by alfliates are nol prepared on an
arm's-length basis and therefore are'of only ques-
tionable objectivity, Some broker/dealers believe,
hewaver, that the reports prepared by affiliates of the
sponsor provide a good starting point 1o begin their
own Investigation, By having such a document 1o work
from, these firms find that they realize some cosl sav-
ings.

A filth practice which is utilized by some broker/
dealers Is somelimes relerred to as '‘coattalling.” I
the amount of a firm's participation in an offering is
particularly low, @.g., $10,000 or $25,000, some firms
may choose to rely primarily upon the due diligence
invagtigation conducted by other broker/dealers whe
arg handling a larger participation in the offering if the
firm has great confidence in the broker/dealer which
conclucted the investigatlon. This reflects the fact that
somo broker/dealers may find it unrealistic to perform
perform extensive due diligence from a cost/beneit

SAu In 1ha cnge of tnag pald 1o groups ol Hrokat/dosloms, axpenso nllow
ancog llowlng from apongots to Droker/deals org aubject 1o NASD gulde
linug on undorwililng compenantion
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exlensive due diiigence from a costibenefit stand-
point. Some lirms simply make the business decision
10 take the businss risk to the extent of their partcipa-
tion and rely on due diligence performed by others,

Some broker/dealers limit their use of '‘coattail-
ing"" to those situations in which the customer trans-
action is a bona fide unsolicited trade. Perhaps the
most troublesome situation occurs when a customer
approaches his broker/dealer with a request to pur-
chase one unit in a partnership which the customer
has learned about from other sources. While many
broker/dealers are reluctant to refuse such a request,
the cost of performing a full due diligence investiga-
tion under such circumstances may be difficult for the
firm to justily. Some firms request that the customer
attest in writing that the transaction was initiated by
the customer and was not solicited by the broker/deal-
er before the flrm will handle the transaction in reli-
ance upon a due diligence investigation conducted by
others. Some broker/dealers also limit this procedure
o public offerings, on the theory that it is unwise 10
participale in a private offering in which the firm has
not conducted thorough due diligence in view of the
potential for full rescission of the transaction if the
claimed private offering exemption is found to be un-
available,

The last allernative procedure for dealing with of-
terings in which a firm's participation does not justify
coslly due diligence is simply not to handle the offer
ing. While such a decision usually involves business
as well as regulatory and legal considerations, the
potentially adverse consequences of handling a trans-
action without an adequate investigation may be so
grave as lo be controlling.

The dilemma faced by a firm handling a small
participation is a serious one and realistic solutions
are needed. Most allorneys agree, however, that
broker/dealers should be extremely cautious in par-
licipaling in any offering for which no adequate in-
vestigation has been conducted. In seeking to utilize
any of the procedures discussed here, broker/ dealers
should work closely with their own knowledgeable
securities counsel.

It can be seen, therefore, that most securities at
torneys and broker/dealers agree that general prin-
ciples ol due diligence apply to limited partnership of-
farings and to private placements. They also agree,
howavar, that other, more exiensive requirements
may apply to those ollerings. Broker/dealers are cau-
tioned to enter into such transactions only after
thoroughly familiarizing themselves with these re-
quirements with the assistance of compelent counsel



QUESTION: A few years ago the SEC proposec!
to amonct Rule 146 so as lo prohubit rogisterect rep-
resentatives lrom acling as ollerec representatives
That proposal was never acdoptec because of a storm
of protost, bul the role of a reglistered representative
acting as an offerec representative continues to raise
questions in some people's minds. What types of po-
tential problems may a firm encounter in permitting a
registored representalive to act as an offerce repre-
sentative?

ANSWER: The duly of an offeree representative
is not set forth in Rule 146, His duty is presumably to
analyzo the offering on behall of the olferee, 1o inform
the olfaree of the good and bad aspects of the offer-
ing, anct generally to sophisticate him by proxy. There
is no raquirement in the rule itself that the olferee rep-
resantative recommend one way or the other that the
offerao purchase

Soveral securities attorneys believe that those
brokar/deaters which prohibit their registered repre-
sentatives from acting as offeree representatives are
taking the preferable approach simply because of the
obvlous conflict. They believe it is unrealistic to think
that a registered representative may not be alfected
by tho possibility of recewving a commission on the
potential sale. The same atlorneys note, however,
that nothing legally prohibits a firm from utilizing of-
ferco representatives and they note that there are a
numbaor ol broker/dealers which do so

QUESTION: Most of the discussion of the bur-
den of proof hile tocused on the obligation of the brok-
erl/dealer engaged in the sales effort. What role does
the issucr bave in maintaining the file?

ANSWER: Most sccurities altorneys find that,
when an issuer is relying upon a broker/dealer to do
ihe selling etlort, the issuer does not maintain a sep-
arate buiden of proof file. They note that maintaining
tho burden of proof lile in that situation is the responsi
bity of the broker/dealer except for certain things
specifiect in Rule 146 as being the obligation of the
Issuel

QUESTION: Is it ever appropriate to prepare a
summary of an offering of a private placement and
distribute the summary with the offering memoran-
dum or even without the offering memorandum?

ANSWER: Most broker/dealers and securilies
attorneys would be very reluctant to use such a sum-
mary primarily because of the potential liability from
persons who may have received only the summary
and not the complete private placement memoran-
dum, Securities attorneys caution that the use of such
a summary could lead to a finding that the securities
were being offered and sold on the basis of a doc-
ument which has material omissions. Hf a summary
were 1o be used, attorneys stress that it should very
prominently state that the entire summary is qualified
by reference o the private placement memorandum
of which it 15 deemed to be a part and that records
should be maintained to assure that everyone who re-
ceives the summary also receives lhe aclual private
pltacement memorandum prior to the time of pur-
chase.
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Exhibit A

March 14, 1973

TO' Al NASD Members and Interestec Persons
RE 1. Proposed New Article 111, Section 35 of the
Rules of Fair Praclice Concerning Unclerwrit
er tnquiry Standards Respecting Distributions
of Issues of Securilies to the Public:
2. Proposed Amendment 1o Article 111, Section 2
ol the Rules of Fair Practice Concerning Suil
ability of Recommendations to Custormers;
and
3. Proposect Amendment 1o Schedule "C' of Ar
ticle I, Section 2(d) of the By-Laws Lmbodying
the Concept of and Requirements for a Quali-
hed Underwriter Principal
the Boarct ol Governors of the Association has
proposed a new Rule of fFair Praclice, an amendmen
o an existing Rule of Fair Practice and an amendment
to the Association’s By-Ldws which have as their pur-
pose the establishment of a system of regulation in
the areas of underwriter inquiry and investigation re
spocting distributions of issues of securities to the
public, customer suitability standards for certain new
Issues, and the creation of a new category of registra-
tion, “qualiied undarwriter principal,’” with specitied
requlrements 1o qualily for such These proposals are
belng published by the Board at this time to enable all
intarested persons an opportunity to comment there
on Other proposals bearing on the hona fides of cer
tain public offerings of securities are part of an overall
package and shall be published for comment in the
noar future. Comments on the proposals submitted
horewlth must be submitted in writing and be receivect
by the Association by April 13, 1973, in order to ro
colve consideration. After the comment perioct has ex-
plract, the proposals must again be reviewed by tho
Board. Thereafter, the proposed rule and rule amen
mont must be submittect to the membership for a vote
H approved, they and the proposed By-Law amend
mont must be submitted to and not disapproved by the
Socurities and Exchange Commission prior to becom-
ing offective

fhese proposals have resulted from the Securi
tios and Exchange Comimission's request of July 26,
1972, 10 the Association that it consider the establish
mont of appropriate standards in the aroas ol under
writer inquiry standards and customer suitability rules
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respecting first-time  public offerings, among othar
things

As a result of its Public Investigation in the Mal
ter of the Hot Issues Securities Markets, the Commis
sion determined that two significant problems retating
to due diligence procedures of managing underwrit
ers existed. First, the Commission noted that there
was a diversity in due diligence praclices among un
derwriters. Further, there appeared 1o be some dlis
agreement among unclerwriters as 1o which slalo
ments in a registration statement must be verified, the
extent to which such verification should be carried,
and the methods and means by which such verifica
tion should be conducled Secondly, the Commission
also found that in some cases lhe due diligence prac
lices of underwriters were inadequate to satisty the
reasonable investigation requirement of Section 11 of
the Securities Act of 1933. That section is the basis ol
underwriters' so-called due cliligence obligation in
connection with its investigation of a company lor
which It is offering to the public an issue of securitios
In light of the Comimission's lindings, it requested tho
Association to consider formulating minimum stan
dards lor underwriters to follow in conneclion with
their due diligence investigations

The Association's Boaic of Governors estab
lished an Ad Hoc Commitlee to Study New lssuo
Rules to review the Commission's requests. After sov
erat meetings, that Committee made certain recom
mendations to the Board which are the basis for the
proposals here being made. In respect to underwiit
ers’ inquiry standards, the Board determined that the
best approach would be to require that underwriters
establish their own inquiry or “due diligence stan
dards™ for the investigation of an issuer prior to a pubh
lic offering of securities and that they be required 1o
follow the procedures they have thus establishacl
These requirements are contained in a proposed Rule
of Fair Practice, Arlicle Ill, Sectlon 35, altched hero
to. The details of that proposed rule are delineated be
low. This approach lollows the concept adopted in the
past by the Association ol requiring members te o5
tablish writlen supervisory procedures and to follow
the procedures established, i.¢., Article 111, Section 27
ol the Rules of Fair Practice

the Board also concluded that important to a
consideration of underwriter inquiry standards are the
qualification of persons engaged in underwriting
achvilies. thus, it has proposed a new category of
registration, "“qualified underwriter principal,” and e



quirements for qualifying as such, lor those individuals
engagod in the distribution of securities offerings to
the public

Ixperience in investment banking aclivilies
would be required to qualify as would successful
passage of a qualification examination measuring
compelance in at teast the three following areas,
among others: (1) accounting and financial analysis;
(2) rogulations of the SEC and NASD pertaining to
securities distributions; and (3) preparation of registra-
lion statements. These concepts are embodied in a
proposed amendment to Schedule "'C' 1o Arlicle |,
Section 2(d) of the Association's By-Laws.

In its Public Investigation, the Commission noled
that the enormous demand for securities in a hot is-
sug market might create pressures upon broker/deal-
ers 1o hastily sell securities to their customers regard-
less ol the investment merits of the securities or the
customar's individual circumstances. Within that
framowork, the Commission requested the Associa
lion consider the development ol suitability standards
to gulcle its membership in selling securities issued by
companies engaged in an initial distribution of securi
lies 10 public investors. In this area, the Board upon
recommendalion ol the Ad Hoc Commitlee, deter-
minact that higher than normal suitability standards
shoulkl be required in connection with the distribution
ol socurities of companies in the promolional, explor-
atery o1 development stage with no history of earn-
ings. these new requirements would not apply to an
established private company distributing its securities
1o tho public for the first time. The proposed new suit-
ability requirements are contained in a proposed
amonciment 1o Section 2 of the Association's Rules of
Falr Practice. The amendment would require a mem
ber to maintain in ils flles the basis for and reasons
upon which it made its determination ol sultability as
to a particular customer's purchase of securities of a
promotional-type company in an initial public distri-
butlon

A section-by-section analysis of the three pro
posals foilows

Paragraph (a) ol proposed Seclion 35 would re
quiro every member engaged in investment banking
aclivitios, as dofined, as a managing undewriter, as de-
finad, to establish and maintain wrliten procedures
which It would be required to follow in its inquiry and
mvostlgation of an issuer for whom it is acting in the
plannod distribution of an issue of securities to the
public. Sixteen areas of inquiry which would be re
quirad to be Included in a membei's procedures are
statad In the rule. Thoy are not intended to be exclu
siva of others which would be recpiired depending
upon the nature of a particular membetr's investment

banking activities; rather, they are intended 1o repre
sent minimum standards of inquiry. Subparagraphs
(a)(1) through (15) have particular reference to manag-
ing underwriters engaged in the distribution of cor
porate securities to the public. Subparagraphs (a)(16)-
(i) through (iv) require certain additional standards in
connection with the distribution of tax-sheltered pro-
grams to the public.

The definition of ""managing underwriter'" in rela-
lion to paragraph (a) is important and it should be
sludied by all members. That term is defined for pur
pases of the rule in a manner different from the com
monly understood meaning of the term so as to insure
(when combined with paragraph (b)) that proper in
quiry and investigation has been made by a member
of the Association ol all issues of securities distri
buted by members regardless of whether there is a
managing underwriter in the context of the commonly
understood meaning of that term. The term “manag
ing underwriter is defined for purposes of the rule as
the:

member originating the distribution and/or
the primary distributor of the issue in ques-
tion, or the member who made the required
filing with the Association pursuant lo the
provisions of the Interpretation of the Board
of Governors Concerning the Review of Cor-
porate Financing

Thus, all members who underwrile, act as the
primary distributor or file an issue of securities with
the Association for review pursuant to the Corporate
Financing Interpretation are subject to the obligations
of paragraph (a).

Paragraph (b) would cover situations where a
corporate issue is ‘‘self-underwritten’" by the issuer it
self or a tax-sheltered program is distributed 1o the
public by the “‘program issuer' or its alfiliate utilizing
NASD members. Many limes these offerings are filed
for review with the Association by the issuer itsell
which intends, if the review is favorable, 1o subse-
quently solicit NASD members for purposes of distri
bution. This has been permissible conduct bul the
Association’s Board is concerned aboul the adequacy
of disclosure in such situalions because of the ab-
sence of an independent inquiry and investigation
Henceforth, therefore, pursuant to paragraph (b),
members participating in such distributions would be
subjected to the same paragraph (a) obligations of
proper inquiry and investigation as members falling
within the definition of "managing underwriters ' If
one ol several distiibutors has assumed and metl
paragraph (a) obligations, the requirements of para-
graphs (a) and (b) will he considered to have been met
in connection with that offering. While paragraph (b)
would appear to impose new requirements upon
NASD members paitticipating in the distribution of
such corporate setlunderwritten or tax-sheltered is-
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sues, it should be noted that such standards are ap-
plicable to such members since they could possibly
alheady be considered underwriters under the Securi-
ties Act of 1933

Paragraph (c) of Section 35 would require a man-
aging underwriter prior to the effective dale of a
socurilies distribution to certify in the agreement
among underwriters that it had both established ade-
quate inquiry and invesligation procedures as detailed
in paragraph (a) of the proposed rule, and had fol-
lowect such procedures with respect to the underwrit
ing in question. Paragraph (c) would also require the
managing underwriter to make such a certification to
all selling group members prior 1o the offering date of
a securities distribution in those cases where an
agreement among underwriters does not exist. In
those cases where neither an agreement among
unclerwriters exists nor a selling group has been es-
tnblished, nor where the required inquiry and investi
gation is performed by a member subject to the pro-
visions ol paragraph (b), the certification must be con-
taect in the prospectus

Paragraph (d) would require cach managing
underwriter 1o maintain, keep and preserve writlen
docimentation evidencing compliance with the provi
slons of proposed Seclion 35. These records would be
rocuired to be maintained for a period of five years,
the first two years in an easily accessible place. This
rolention recpirement is similar in scope to the re-
qulrement of Securities and Exchange Commission
Rule 17a-4 respecting records lo be preserved by
broker/dealers. This documentation will be reviewed
by the Association in the course of its inspection pro-
grnm of membors' offices

Paragraph (e) defines the words “‘investment
banking," “managing underwriter,” ‘‘prospectus,”
and "tax-shellered program,' used in Section 35. The
torm “'managing underwriter’’ has been discussed
nbove. The other definitions are self-explanatory.

Paragraph (a) of Section 2 would be changed only
by a technical amendment made necessary by pro-
posed new paragraph (b). Thus, the Association's
axlsting suitability standards would continue to apply
In respect to all transactions (except those regulated
by Schedule ‘E” 1o Article IV, Section 2(c) of the By-
I.aws) not covered by paragraph (b)

Paragraph (b) would impose more stringent suit-
abllity requirements in connection with recommenda-
tions 1o customers by members of certain unsea-
soned securities. That paragraph would require a
mombor who recommends to customers the pur-
chnse ol a security which is part of initial public offer-
ing of a company in the promotional, exploratory or
dovelopmental stage, as defined, to maintain written
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documentation detailing the basis for and the reasons
upon which such determination was established. The
suitability of the recommendation would be required
to be judged by the member based on informalion fur
nished by the customer concerning his investment ob
jeclives, financial needs and situation, and other perli
nent information known to the member.

Paragraph (c) would define the phrase, '‘promo
tional, exploratory or developmental stage,”” as usad
in paragraph (b) as being a company incorporated or
organized within one year prior to the date of the filing
ol tihe registration statement for the issue to be dis
tributed and which has not had net income resulting
from operations of the character for which the com
pany was formed, or a company incorporated or or-
ganized more than one year prior to the date of the |l
ing of the registration statement for the issue to bo
distributed and has not had net income resulting from
operalions of the character for which the company
was formed in at least one of the two fiscal years im
medialely preceding the filing of the registration state
ment or in at least one fiscal year if the company wa:
organized less than Iwo years prior 1o the filing of thc
registration statement. These criteria are similar
those contained in Rule 253 under the Securities Ac
of 1933 dealing with Regulation A offerings

Subparagraph (aX1) of proposed Section (4) of
Schedule "'C' 10 Article 1, Section 2(d) of the Assocla
tion's By-Laws applies 1o new members and would in
subparagraph (a)i) require each firm whose membaoi
ship becomes eflective after the adoption of the pio
posed amendment, and who intends to engage in
investment banking aclivilies, 1o designate with the
Association at least one person as a '‘Qualified Un
derwriler Principal.’’ The duties of such individual
would include the organization andlor supervision ol
any participation in the origination or distribution of
offerings of securities by a member whether as an
underwriter or selling group member.

Subparagraph (a)(ii) would require, prior to tho
lime the new member could engage in investmaent
banking activilies, as delined, the individual desig
nated by the firm as a ''Qualified Underwriter Prin
cipal" to pass both a Qualification Examination o1
Principats and the new Qualification Examination 1o
Qualified Underwriter Principals. If such individual |4
nol required to pass the Qualification Examination for
Principals as per the provisions of subparagraph 1(c)
ol Schedule "'C," because he had previously passod
that examination or was '‘grandfathered,” he wouil!
be required nonetheless 1o pass the examination 101
Qualified Underwriter Principal.



Subparagraph (a)(iii) would establish an experi
ence racguirement which would have 1o be mel belore
a person could be designaled by a member as a Qual
ified Underwriter Principal. Thus, the person so desig-
natect would have lo have heen associated with a
member actively engaged in the distribution of olfer-
ings ol securities for a period ol at least three years
prior to such designation and he musl demonstrate
that his duties during such employment entailect in-
volvement by him with the member's investiment
banking activities. Subparagraph (aiii) also provides
for o waiver of the experience recuirement in excep-
tional cases upon written application to the President
ol tho Association. The burden of jusification ot all
walivers would be upon the applicant,

Paragraph (b) to proposed Sectlion (4) applies 1o
exlsting members of the Assoclation. Subparagraph
(b)) thereof would require each such member en-
gaged in investment banking activllies whose mem-
bership became elflective prior to the adoption of the
proposect amendment to designate with the Associa-
tion al least one Qualifiect Underwriter Principal, Such
member would not be permitled to engage in invesl-
ment banking unless such designation had been
mado anc approved by the Association. Subpara-
graph (b)Y(1) woulcl also require, with certain exemp-
liong contained in subparagraph (b)iv), such desig-
natad person o pass both a Qualification Examination
for Principals (unless such were previously taken) and
a Qualification Examination for Qualified Unclerwriter
Principals,

Subparagraph (h)(il} would require every person
becoming registered as a principal ol a member after
tha olleclive date of the rule whose duties do or will in-
volve the organization anclfor supervision of any par-
ticipatlon in the origination or clistribution of offerings
ol securities by the member whether as an under-
wrilor or selling group member to be designaled as a
Qualitiect Underwriter Principal. These individuals
wourlch be required to pass both the Qualification Ex-
amination lor Principals (it it had not already been
passacl) and the Qualification f-xamination for Qual-
ifiect Underwriter Principals. It should be noted that a
selllng group membor is defined as a member en-
gagoct in a distribution whose participation exceeds
10% or more ol the entire securlitles offering.

Subparagraph () wouldt require any regis-
terod principal whose cfulies are changed after the
adoptlon of this proposed amendment to Schedule
“C" to Involve tha organization and/or supervislon of
any participation In the orlglnation or clistribution ol of-
ferings of securities by the member whether as an
unclerwriter or selling group member to pass the As-
sociation's Qualification fxamination for Qualified
Underwriter Princlpals

Subparagraph (b)(iv) would permit those princi-
pals who were aclively engaged in the distribution or
undorwriting of issues of securities and had been em-

ployed by a member or a series of members for a
perioct of at least three years prior to the effective
dale ol the proposed amendment 1o be qualified with
the Association as a ""Qualified Underwriter Princi-
pal” without taking the Qualilication Examination for
Underwriter Principals. Principals unable 1o qualify
under this exemplive provision would be required to
pass the Qualified Underwriter Principals examination
testing a person's investment banking knowledge.

Subparagraph (b)v) would require any individual
whose stalus as a registered principal with the Asso-
ciation has been terminated for a period ol at leasl
lwo years immediately preceding his application as a
"Qualilied Underwriter Principal’” to pass the Quali-
fication Examination for Underwriter Principals prior
1o his assumption of duties relaling to the organization
andlor supervision of any member's investment bank-
ing activities notwithstanding the length of his pre-
vious experience in investment banking.

Paragraph (c) would prohibit any officer, director,
general partner, owner of ten percentum or more of
the voling securities or a controlling person of any
Association member for whom a trustee has been or
is subsequently appointed pursuant to the Securities
Investor Protection Acl from engaging in any phase ol
investmenl! banking activities until such individual has
passed the Qualilication Examination for Principals
and the Qualification Examination for Underwriter
Principals. Therefore, after the adoption of this pro-
posed amendment to Schedule ''C'" ol the Associa-
tion's By-Laws, no person previously or subsequently
associated in the enumeraled capacities with an As-
socialion member which had been or subsequently is
placed in a SIPC trusteeship will be permitied to be
responsible for the organization and/or supervision ol
any member's investment banking activities until
such individual has qualified for such responsibility
through the Association's experience and examina
tion process.

Subparagraph (d) defines the "‘investment bank
ing"' and "selling group member" for purposes ol
Schedule “C."" Those delinitions are self-explanatory

All comments should bhe addressed to M
Donald H. Burns, Secretary, National Assoclation of
Securities Dealors, Inc, 1735 K Street, NW.,
Washington, D.C. 200006, on or before April 13, 1973
All communication will he considered available for

Inspection
(q‘

i
Gordon S. Macklin
President
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(a) Every member engaged in investment bank-
ing activity as a managing underwriter shall establish
and maintain written procedures which shall be fol-
lowed by it in its inquiry and investigation of any issuer
for whom it is acling in connection with the distribu-
tlon of an issue of securities 1o the public. Such proce-
dures shall include, but not necessarily be limited to,
the following

(1)

)

(10)

(rn)
(12)

Review by underwriters' counsel of the is-
suer's corporate charter, by-laws, and cor-
porate minutes,

Examination of the audited and unaudited
hnancial statements of the issuer, including
lootnoles, for the preceding ten year period
or for the entire period of the issuer's ex-
istence if less than ten years,

Review of all changes in auditors by the is-
suer within the preceding ten year period if
applicable and the reasons therefor,;
Review, with the issuer's auditors, of the fi
nancial statements which wilt appear in the
prospectus or offering circular,

Review ol the issuer's budgets, budgeting
proceduras, and order/backlog ligures,
Review ol internal projects of the issuer, in-
cluding the intended use of the proceedings
ol the offering

Review ol all pertinent marketing, scientific
andlor engineering stuclies or reporls con-
cerning the issuer or its products during the
previous ten year period or for the term of
the issuer’s oxistence if less than ten years;
Consideration as to the nacessity ol third
party review ol appropriate portions of the
inqulry il the Issuer is a promotional organi-
zalion or engaged In marketing high tech
nology or praviously unmarketed products,
Investigation of the Issuer's current and pasl
relationships  with  banks, creditors, sup
pllers, competitors and trade associalions;
Communlcation with key company oflicials
ancl appropriate marketing and operating
personnel regarding the nature of the is
suer's business and the role of each of the
abova individuals in the business operatlon;
Inspectlon ol the Issuer's property, plant and
equipment,

Examination of busingss protection devices
and related data such as trademarks, pal-

ents, copyrights and production obsolos
cence, among others,

Review of available information with respect
to the issuer's position within its industry;

Review of pertinent management tech-
niques, organization ol management and
the background of the management person
nel of the issuer,

Preparalion and maintenance of memoran
da pertaining to all meetings and/or conver
sations regarding the issuer held during tho
member's performance by it of its obligation
ol adequale inquiry;

Tax-Sheltered Program tn addition to
the above, when considered appropriate,
writlen procedures relating to inquiry and in
vestigation of tax-sheltered programs shall
include but not necessarily be limited to, tho
following

() Investigation to determine that the man
agement ol a tax-sheltered investment
program has experience and a working
knowledge of tax-shellered investments
sullicient for the proper handling of in
vestiment monies and the maintenanco
ol the lax-shellered program

(i) Physical inspection of all propertles clo
scribed in the prospeclus as being ac
quired by the tax-sheltered program, o
review of all documents pertaining to
such acquisitions and an examination ol
the facilities of any servicing function
performed by the tax-sheltered manago
ment, if any

(i) xamination of applicable partnership
agreements.

(iv) Review of available information with 1o
spect to the 1ssuer's position within It
incustry inclucfing
(i) Examination for proper disclosure of
all conflicts ol interest of the spon
sor of the tax-sheltered program,
and

(i) Examination ol all records submit
ted by appraisers, engineers, flnan
cial consultants, and other indopon
dent consultants with emphasis 10
specting the procedures utilizec In
the formulation of their analysls ol
the tax-sheltered investment, and
study ol all tax aspecls of the tax
shellered program 1o insure that tho
clescribed or anticipated tax bono
fits wlll, in fact, accrue to the in
vaslor



(b) At leasl one member participating in the dis
tribution to the public of an issue ol securities for
which there is no managing unclerwriter must assume
the obligation ol establishing, maintaining and [ol-
lowing wrilten procedures concerning inquiry anc in-
vestigation of the issuer as delineated in paragraph (a)
heraol and thosa obligations of certification and rec-
erd koeping contained in paragraphs (c) and (d)
herool

(c) On or prior to the effective date of the distri-
bution of an issue of securities 1o the public, the man-
aging underwriter shall cerlily in the agreement
among underwniters that it had established adequate
inquiry proceciures in accorclance with the provisions
of subsection (a) hereof, and thal in respect to the
unclorwriting which is the subject of the agreement, it
hact followect procedures thus established. In the
event there is no agreement among underwiiters, the
said certification shall be made 1o all selling group
mombers. If there is no selling group, or if the required
incprry and invesligation is performed by a mernber
subtuct 1o the provisions of paragraph (b), the certi
fication shall be made in the piospectus

(ch Every member subject to the provisions ol
paragraph (a) or (b) hercof shall keep and preserve ap
propriate written documentation demonstrating com-
pliance with paragraphs (a) and (c) hercof. These rec-
orcls shall be preserved for a period ol not less than
live yoais, the first two years in an casily accessible
place

(i) “Investment Banking Activity' shall mean
the business carried on by a member of underwriting
or distributing 1ssues ol securities for which docu
ments anc other inlormation are required to be filed
with the Association pursuant o the provisions of the
Intorpretation of the Board ol Governors Concerning
the Roview of Corporate FFinancing

(i) "Managing Underwriter" for purposes ol
this Section 35 shall, where necessary in view ol the
contaxt within which it is usect, moan that the member
originating the distribution and/or the primaiy distii
butor ot the issue in question, or the member who
maca the recnred filing with the Association pursuant
lo tho provisions of the Interprelation of the Roarcl of
Govarnors Concerning the Review of Corporate Fi
nancing

(i) ""Prospectus" shall have the meaning
given 1o that term by Section 2(10) of the Securilies

Acl ol 1933, provided, however, that such term as
used heren shall also include an offering circular filed
with the Sccurilies and Exchange Commission pur-
suant to Rule 256 of the General Rules and Regula-
tions under the Securities Act of 1933 and, in the case
ol an intrastate offering, any document, by whatever
name known, liled and/or distributed as part ol the
registiation o1 similar process by whatever name
known for an issue of securities pursuan! to the laws
or regulations of any slate

(v) “Tax Sheltered Program’ a program
which provides for flow-through tax benelits regard-
less of the structure ol the legal enlity or vehicle lor
distribution including, but not limited to, oil and gas
programs, real estate syndications (except real eslate
nvestment irusts), citrus grove developments, catlle
programs and all other programs ol a similar nature,
regardless of the industry represented by the pro-
gram, or any combination thereol

(New Material ltalicized)

Section 2

(a) Except as provided in paragraph (b) hereof, in
recommending to a customer the purchase, sale ol
exchange of any securily, a member shall have rea
sonable grounds for believing that the recommenda-
tion 1s suitable for such customer upon the basis ol
the lacts, il any, disclosed by such customer as 10 his
other security holdings and lo his linancial situation
ancl needs

(b) Int recommenchng to a customer the pur
chase, sale or exchange of any security which is part
of the initial public offering of a company m the pro
motional, exploratory or developmental stage, a mem
ber shall have reasonable grounds for believing that
the recommendation is suitable for such customer
tipon the basis of information furnished by the cus
tomer concerning the customer's investment objec
tives, financial situation and needs, and any other in-
formation known by the member. In connection with
all such determinations, the member must maintain in
s files the basis for and the reasons upon which it
roached its detormination

(¢) Delinitions

(i) Promotional, Cxploratory, Developmental
Stage shall mean a company incorporated or or
ganized within one year prior (o the filing of the reg
istration statement for the offering to be distributoc
and which has not hacl a net mcome from operations
of the character lor which the company was formed;
or & company which was mcorporated or organizec
more than one year prior to the liling of the registra
tion statement lor the issue to be distributed and has
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not had a net income from operations of the character
for which the company was formed for at least one of
the two fiscal years immediately preceding the filing
of the registration statement.

(1) Registration of Qualified Underwriter Principal

(a) New Members

(1) Effective every applicant
for membership who intends to engage in investment
banking activity shall designate with the corporation
at least one person as a Qualified Underwriter Prin
cipal, the duties of whom shall include, but not neces-
sarily be hmited to, the organization andfor super
vision of any participation in the organization or dis-
lribution of offerings of securities by a member
whether as an underwriter or selling group member

() Belore a member may engage in invest
ment banking activity, the designated Qualified Un-
derwater Principal shall successiully complete Parts |
anck U ol a three-part Qualification Examination for
Principals. If a person is qualified to be registered as a
principal pursuant to Part | hereof, such individual
shalt be required to pass only Part HI of the Qualili

1ion Examination for Principals.

(i) Only those persons who have thiee
years of experience with a member actively engaged
in the onigination of the underwriting of offerings of se
curities and who can demonstrate that a sigmfican
part ol their incividual business experience with the
member entailed involvement with investment bank
ing actvities may be designated and qualified as a
Qualilied Underwriter Principal. In an exceptional
case, when the business background and experience
of the designated individual justifies siich, the experi-
once requirement imposed herein may be waived by
the President of the corporation upon written request
of the designated Qualified Underwriter Principal, In
all such cases the burden ol justification for such
waivar shall be upon the applicant

(b) Lxisting Members

(i) Fvery member of the corporation engaged
fivinvestment banking activity shail as of
dasignate at least one person as a Qualltiod Under
writor Principal whose ditios shall include, but not
nacassarily be limitac to, tha organization anc/or s
poarvision of any participation in the origiation anc
distribution ol ollerings of secwiities by a momber
whethar as an underwrltor or solling group member
Ixcopt as otharwlso proviclod In subparagraph (iv)
haroln, such person shall bo roquirad to tako and suc
casslully pass Parts | and lt ol the thiee part Quall
fication Fxamination lor Pirincipals

() Evory porson hocoming roglstarod as a
principal altor . whoso dutios do or will in

ha

volve the organization and/or supervision of any par
ticipation in the origination or distribution of offerings
of securities by a member whether as an underwrilo:
or selling group member shall be designated a Qul
ified Underwriter Principal. All persons so designatocl
shall be required to pass Parts | and it of the threo
part Qualification Examination for Principals.

(i) Any registered principal whose dutios
with a member are changed alter oin
volve the organization and/or supervision of any pai
ticipation in the origination or distribution of offerings
of securities by a member whether as an underwiitor
or selling group member, shall be designated a Qu:tl
ified Underwriter Principal and shall be requirec to
pass Part Il of a three-part Qualification Examination
lor Principals unless such individual is exempt from
such requirement in accordance with the provision ol
subsection (iv) herein.

(iv) Any person designated as a Qualillad
Underwriter Principal who has been registered will
member or members as a principal for a period ol at
least three years prior to and who was
actively engaged in the origination of underwriting
Issues of securities shall not be required to take Part
I of the three-part Qualification Examination for Prin
cipals. A registered principal who does no! meet tho
stated experience requirement may be registeroc
with the corporation as a Qualilied Underwriter Prin
cipal upon passing Part Il of the Qualification Fxan
ination for Principals

(v) A principal whose registration has hean
terminated lor a period of two years or more immc/
ately preceding the filing of an application for Qual
ified Underwriter Principal may not engage in the or
ganization and/or supervision of any participation In
the origination or distribution of an offering of secti/
ties until he has passed Part H! of the Qualification I x
amination for Principals notwithstanding the length of
his previous experience in investment banking uc
livity

(c) Prohibition
(i) Notwithstanding the provisions of para
graphs (a) and (b) hereo!, any officer, director, gencral
partner, owner ol 10 percentum or more of the voting
securities, or controling person of any broker or
dealer lor whom a trustee has been or is hereaftar ap
pointed pursuant to the provisions of the Securities In
vestor Protection Act of 1970 may not engage in tho
organization anclior supervision of any participation n
the otigination or distribution of an offering of secu!
ties after unless such individual stbso
quent to tho appointment of the trustee takes and suc
cossfully completes Part 1l of the Qualification I"xam
ination lor Principals
(ch)y Definitions for the purpose of Section 4,
the following worcds shall have the stated meanings
() “Investment Banking Activity'' shall
moan the business carried on by a member of unclor



writing or distributing issues ol securities for which
documents and other information are required (o be
filec! with the Association pursuant to the provisions of
the Interpretation of the Board of Governors Concern-
ing the Review of Corporate Financing.

ing

(i) "Selling Group Member"

- shall mean a
mermber ol the Association engaged in a distribution
of an ollering of securities which distribution amounts
o 10 percentunt or more of the enlire securities offer

o

(2]



Exhibit B

April 25, 1975

10 Al NASD Members and interested Persons

Rt (1) Proposed Statement of Policy of the Board
o! Governors Concerning Due Diligence Re-
quirements For Public Offarings of Securi-
lies

(?) Proposed Amendment to the Statement ol
iPolicy of the Board of Governors Concerning
Fair Dealing With Customers

(3) Pioposed Amencdment 1o Article [Il, Section
th of the Hules of lFair Practice Concerning
Discretionary Accounts

(1) Proposcd Amendment to 'Review of Corpo-
rate Financing'' interpretation ol the Board
ol Governors Concerning Issuer Reserved or
Directed Socurities

(5) Proposed New Article lil, Section 34 ol the
Ruies of Falr Practice Concerning Best -1
forts Ofterings of Securities

The Board of Governors of the Associalion has
macde caortain regulatory proposais which have as
thair purpose the recommendation of procedures for
the establishment of a system ol regulation in the
areas of underwriter inquiry and investigation (clue
diligence) respecting distributions ol new issues of
gocurities to the public, recommendations o cus
tomers regarding the purchase of securities in a pub-
lic offering of a now issug, the purchase or resaie ol
socuriies which are or were part of a public offering
ol & new issue by means ol discretionary power, the
1oserving or diracling by an issuer ol shares in a pub-
Hie offering of securities and the distribution of “'hesl
ollorts offerings'' to the public

These proposals are being published by the
Hoard at this ime to enabie ail members and other in-
tarastect persons an opportunity to comment thereon
Comments on the proposals contained herein must be
in writing and received by the Association by May 26,
1975 in order to roceive considaration. After the com
mont period has expired the proposals must again be
ioviewed by the Board taking into consideration the
commenis received. If the proposais, or an amended
rovision thereof, are at that time approved by the
Board, the Statements of Policy must be submitied to
tho Securities and Exchange Commission for nondis
npproval whiie the new and amended rules must be
submitied to the membership for vole and subsc

H6

quently filed with the Securities and Exchange Com
mission lor nondisapproval

Ail comments should be directed to Mr. Donaicl
H. Burns, Secretary, Nationai Association of Securl
ties Dealers, Inc., 1735 K Street, N W, Washington,
D.C. 20006. All communications will be considerod
available for inspection. Any questions concerning
this notice shouid be directed to George £ Warner o1
S. William Broka at (202) 833-7240.

Sincerely,

Frank J. Wilson
Senior Vice Presidont
Regulation

These proposals resuited largely from the Securi
ties and Exchange Commission's written requests on
July 26, 1972 ol the Association that it consider the os
tablishment ol underwriter inquiry standards ancf cus
tomer suitabiiity ruies respecting first time public of
ferings and examine the question of what constifutes
a bona fide public distribution in such offerings. Sub
sequent to those requests, the Association’'s Board ol
Governors established the Ad Hoc Commitiee 1o
Study New issue Rules. The Commiltee made several
recommendalions to the Board some of which waro
formalized into proposed rules and submitted to tho
membership and other interested persons for com
ment on March 14, 1973 (1973 proposals). That 10
lease, Notice to Members 73-17, presented proposals
dealing with due diligence, suitability and the concopt
ol a qualified underwriter principai. The proposals
regarding due diligence and suitability received extan
sive adverse comment and were subsequently 1o
turned 1o the Committee which made major modifica
tions. Thay were thereafter resubmitted 1o the Boaid
ol Governors and approved by it in the form here sub
mitted, The proposals contained herein represent o
major departure from the 1973 proposals and also
present some new proposals not included in any prior
relecase. The originally proposed section dealing with
the establishment of a qualified underwriter principai
inclucdect in the 1973 proposais received no advorso
comment and was subsequently approved by tho
IBoard. it therelore wiil not be reconsidered for furthot
comment here although some reference is macdo
thereto throughout these proposais. This special cate



gory is not yet efiective, however, since the provisions
therco! will become, with cerlain amendments, part of
Schedule C which is currently in the process of being
completely rewritten. Amendments in respect thereto
are currently before the membership for comment
(see Notice to Members 75-25). The appropriate qual-
ifications examinalion is also being developed for
“unclerwriter principails."”

in response to the commenlts received on the
due ciligence proposal, the Committee recommend-
ed, ancl the Board concurred, that in lieu of requiring
by rulo that underwriters establish their own inquiry or
“due diligence standards'' as envisioned in the 1973
proposals, the Board of Governors should promulgate
a Statement of Policy concerning the subject. This ap-
proach is rellected in the proposed Statement of Poi-
icy Concerning Due Diiigence Requirements For
Public Offerings of Securities. The proposed State-
ment of Policy stresses an underwriter's responsibil-
ities and liabiiities for compliance with the anti-fraud
provisions of the federal securities acts and empha-
sizes the need for each member firm to insure that an
adequate due diligence investigation has been per-
formed prior 1o paricipaling in the distribution of an
issue of securities to the pubiic. In addition, the pro-
posal cites specific examples of generally acceptable
induslry practice in the Investigation of direct par-
ticipation programs which in some respects go be-
yond the traditionai concept of due diligence in cor
porate offerings. Delineation of these exampies re-
sultect Irom comments received from the membership
on the 1973 proposals as weli as from the recommen-
dationg of a Subcommittee of the Commitliee on Di-
rect Participation Programs which is composed of ex-
perts in that area of securities industry activity.

The amendment to Arlicle lii, Section 2 of the
Rules of Fair Practice concerning Suitabiiity of Rec-
ommendalions to Customers as proposed in the 1973
propognis has, consistent with the comments re-
ceivedl, been significantly modified and is now in the
form ¢! an addition to the Statement of Policy of the
Board of Governors Concerning Fair Deaiing With
Customers. The addition describes guidelines for
membors to use in conneclion with their recommen-
dationg to customers of purchases of securities which
are pairt of the public distribution of new issues. The
guidelines woulid be especially appiicable if the secur-
ities wore being Issued by a company going public for
the firat time. Adoplion of a statement of policy ap-
proach in this area rather than an amendment to an
existing rule as proposed In 1973 ieaves the judgment
of determining the sultabllity of a given offering for a
particuinr investor in the hands of the brokerfdeaier,
as in tho case of any security, but emphasizes his re-
sponsibility to see that an investment is indeed suit-
abio lor each customer making a purchase. in short,
the Board believes the existing suitability ruie is ade-
quate for impiementation in respect 10 new issues and

that a new r1ule, embodying the new suitability con-
cepls specitied in the 1973 proposals, is not neces-
sary.

After presenting the 1973 proposals to the mem-
bership, the Board of Governors and the Ad Hoc Com-
mitlee continued their efforts in pursuit of a response
lo the Commission on the question of estabiishing
standards for new issues regarding the components
ol a bona lide public distribution. No suggestions in
this respect were made in the 1973 proposals. The
Commission initially asked that the Association
"establish guidelines particuiarizing what constitutes
a bona fide public offering' and recommended that
such guidelines take into consideration the total num-
ber of securities 1o be offered, the price of the secur-
ities to be offered, the number of persons to whom the
securitles would be distributed and the "‘fioal' in the
hands of the public as opposed to that in the hands of
afflliates of the Issuer, among other things. The Ad
Hoc Committee rejected recommending to the Board
requirements along those lines believing that such
wouid infringe on the management prerogatives of the
issuer. As an alternative, however, it recommended 10
the Board, which agreed, a proposed amendment 1o
Article lii, Section 15 of the Rules of Fair Praclice, an
amendment to the interpretation of the Board of Gov-
ernors With Respect to '‘Review of Corporate Financ-
ing’* and an expanded version of a ruie pertaining 1o
best efforts offerings proposed in 1971 but which was
subsequently set aside. The Board beiieves that the
combination of these proposals and other changes in
the Association's reguiations reialing 1o new issues
would heip 1o combal abuses evident in some areas
dealing with new issues as revealed by the Securities
and Exchange Commission's special study covering
hot issues and by the Assoclation’s own investiga
tions. Each of these proposais is designed 1o atiack
elements which have been identified as being com
ponents of market manipulation schemes. It is hoped
that in the aggregate they will make manipulation in
connectlion with Initial distributions more difficult 1o
perpetrate.

The proposed amendment to Article Ili, Section
15 would prohibit the use of discretionary power In ef-
fecting for any customer's account the purchase or
resale of a securily which Is or was part of the initial
public distribution of an issuer's securities. Discre-
tionary power has been improperly used by manipu
iators by allocating shares to accounts to decrease
public fioat, thereby crealing faise demand and estab
iishing artificial markels to aid in the perpetration of
their schemes.

The amendment to the "‘Review of Corporate Fi
nancing’' Interpretation of the Board of Governors
would prohibit a member from soliciting or accepting
instructions from an issuer 10 reserve or direct secur
ities to a specified person or class of persons, Includ-
ing persons related lo the issuer's business. The
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Board believes such an amendment is necessary 1o
assist in preventing artificial stimuiation of the price of
an initial ollering, so-called "iree ndes,'" by some
company related investors, and 1o insure that there
will be more shares of an initial public offering of
socurilies available for purchase by the public rather
than a compressed and potentially small percentage
ot the amount stated in the prospectus as comprising
tho oftering

The proposed iuie concerning best efforts offer-
Ings Is embodicd in proposed new Rule of Fair Prac-
tico, Article Ill, Section 34. The Board proposed a sim
ilar rule in 1971 as a result of a study made by the As-
soclation of what appeared to be improper aclivity in
connection with the distribution of certain best efforts
inderwritings and secondary market trading in them
tho proposed rule was submitted to the membership
for comment in February 1972 In March t972, follow-
g a review of the comments received, a mail vote on
tho proposed tule was requested. The proposal was
approved by the membership but nondisapproval by
tho Commission was never received due o technical
opposiion to certain provisions thereol.

Fhe best eltorts proposal being made here repre-
sents arevision of the earlier rule. Reconsideration of
the rule was prompted by the Commission's July 1972
roquest ol the Associalion to examine the com-
ponents of the bona fide public distribution of an issue
ol saecuwiitios, partially as a resuit of some of the lla-
grant practices evidenced in certain offerings that
surfaced as a result of the Commission's hearings,
andt by practices the Association has seen in ils own
Invostigations. Indications were that in certain situa-
tions, primarily involving smail, low-priced, specula
tivo best elforts distributions, some underwriters
malntained strict control over the supply of shares in
tho market by retusing to deliver 1o purchasers in the
offoring or by discouraging or refusing to accept sell
ordors entered by their own customers. Thus, the un-
dorwritar was able to have an allermarket price estab-
ilshed and maintained at a predelermined or continu-
ously increasing level. This type of activity whiie the
digtribution was sliil in process assisied the under-
wiiter in disposing of unsold securities of the offering
in somo cases, the infiated price of the securities of
tho olfaring was used by the underwriter as evidence
ol a "track record” for inducing sales in future offer-
ings. Essential to the successiul consummation of
this: scheme was the unavaiiability of certificales of
tho securities sold In the oflering. in many cases certi-
licates were not made available for several months
altor tha offering had been completed. By not making
thom avaiiable, the securities could not be disposed
ol by the purchasers through other broker/dealers due
o cortain rogulatory restrictions previously imposed
upon the membership but which have since been
modlified. The purchasers were, therefore, effeclively
proventad from taking advantage of the aftermarkel
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prices thereby enabling those prices o remain or in
Creasc to artihically infiated ievels. The new proposed
rule is laken largely from the eariier proposal but does
contain some new and broadened definitions which
will be discussed below. The new proposal would also
require the establishment ol an escrow account into
which a member or issuer would be required to place
all funds received in connection with a best elforls
distribution untii the distribution of the issue had been
legally terminated

A seclion-by-section analysis of each of the pro
posals follows

This proposed poiicy stalement is self
explanatory and no elaboration is needed here. |l
should be noted, however, that adequate due
diligence in respect o a particular offering can be
delermined oniy by reference 1o the pecutiar facls
relative thereto and the issue involved. Thus, grealer
or lesser emphasis could and should be placed upon
the various factors discussed in the Statement of
Policy, or other areas of inquiry, depending upon tho
facts surrounding the issue and the issuer itself. The
determination of adequacy ol the inquiry is, in the (st
Instance, always a subjective judgment on the part ol
the underwriter. This determination should always be
made with {uil recognition of the legal requirements
and polentiai fiabilities in mind. The Board hopes that
the proposed policy statement will assist in causing
members to focus more cleariy on such.

A technical amendment would be made to the
ianguage in the last senlence of the introduclory paia
graph of the existing Statement of Policy deleting the
word ""and" and inserling the word "or" in ils piace

A new paragraph 6 would be added 1o existing
paragraphs 1-5 to serve as a guide for members 10
garding fair dealing with their customers when rec
ommending the purchase of securities which are parl
of a distribution of an initial issue to the public. This
paragraph wouid remind members of their responsi
bility lo insure that any such purchase recommenda
tions are nol violative of the Association’s suitability
rute

This existing rule under Section 15 would bo
amended by redesignaling exisling paragraphs (b), (c)



and (d) as (c), (d) and (e) and by adding a new para
graph (b) thereto. The new paragraph (b) would pro
hibit the use of discretionary accounts for purposes ol
purchasing or reselling shares in initial issues of
securities. Under this prohibition no member would be
abie 1o effect for any customer's account in which it
or its agenlts had been vested with discretionary
power any ltransaction of purchase or resale ol a
secuiity which is part ol the initial distribution. The
Board! believes that the use of chscretionary accounts
in the distribution of new issues of securities can, and

in a number ol instances has, contributed to the ar-

tificial inflation of market prices by limiting the
numbar of securities availabie. it further believes be-
cause of the very specuiative nature of many initial
distributions  discretionary power should not be
avaiinble to the member or its agent but the decision
of whather to buy or seli in these situations should rest
entiraly with the customer

Ihe present paragraph of the Interpretation ol
the Board of Governors With Respect to "'Raview of
Corporate Financing'' entitled "issuer Reserved or
Directed Securities,” contained in Paragraph 2151,
pagos 2030 and 2031 of the NASD Manual, would be
deleted and the new proposal inserted in lieu thereof
The axisting Inlerpretation ailows a reasonable num-
ber ol securitios (interpreted as being no greater than
10%) of a public offering to be reserved or directed by
an issuer to persons who are directly related 1o the
conduct of the issuer’'s business provided that con
tractunl purchase commitments are made by such
reciplonts by the close of business on the businoss
day following the efieclive date of the offering and
provided further that payment for such securities is
mado In accordance with aestablished roquirements
The proposaec Interpretation would prohibit a mem-
ber, In an initial public offering, Irom soliciting or ac
cepting any instructions from an issuer to reserve or
diroct securities to any specified person or class ol
persons, Inciuding persons related to the issuer's
busingsas. Such persons would not be prohibitect from
purchasing socurnities in the pubiic offering, but thay
woullct have 1o do so through the normal channels
availabie 10 the invasting public at iarge and in accor-
danco with all appliicabie 1uies and regulations
respacting the purchaso of securitios. The Boaid doaes
not bhelieve the use of this procedure, which rac-
ognizes thal other means are avaliabie by which em
pioyoaa can acculre securities of its emplioyer, such
as an empioyea stock option plan, will inhibit tho fiow

of socunities to employees. It does believe, however,
that it will contiibute to a more orderly after-market
since it appears that rocipients of directed shares
ollen immediately resell them in the after-market if
there 1s anincrease in price rather than hold them for
long-lerm mvestment

Subparagraph (a)(1) would define the term *'besl
cllorts offering” for purposes of the Rule as being any
public distribution ol an initiai issue ol securities
wherein any portion of such, excluding overallotment
options of no more than ten parcent of the distribu-
tion, is not the subject of a firm commitment by a
member or nonmember underwriter. Excluded from
the definition would be any public distribution of an in-
vestment company registared pursuant to the provi-
sions of the Investment Company Act of 1940, as
amendiod, unlts of a separate account as delined In
Section 2(a)37) of the investment Company Act of
1940, as amended, a Direct Participation Program, an
oxchange offar by a nontraded company for the out
standing socuritios of a publicly traded company, or
any offering of which there is not inlended 1o be free
transforability ol the securities which are the subject
thereof. Tho latier category would lor example include
ollerings of limited partnarship interests, joint ven-
tures, and other investment contracts for which there
would commonly not be a public trading market

Subparagraphs (a)(2) and (a)3) define the terms
“prospocius’ and dhect participation program'’
consistent with the manner in which those terms ap
pear in othor rules or proposed rules of the Associa-
tion

Paragraph (b) would prohibit a membar o1 parson
assoclatad with a member rom engaging In the distri
bution of a hast allorls offering as an underwriler, a
selling group patticipant or othorwise, unless the pro
spectus claaily slates that tho terms ol the offering ro
quire that the funds recoived from the distiibution he
placad in an ascrow account until the issue has beon
iegaily terminatod and other provisions of the Rule
have baeen compliod with. This would insuro protec
tion of investor lunds, and the return of such to them,
it 1he terms ol the oltaring had nol beon achiaved anc
it hact to bo canceliod

Paragraph (c) would require the managing undao:
wrlter 1o lile a "'Notice ol tenmination and Reicaso ol
issug lor racding' (Notice) with the Distiict Commilt
o in tho Distilct whare its maln offlce is located with
a copy to the Corporate Financing Department in the
Assoclation's Fxocilive Offico, pirior to tiading In the
sacondary markel seciritios of any offering subjoct 1o
tho provisions ol tho Hule andior prior to publishing
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any quotation or bicl for any security which is or has
baon part of such an offering. The notice would be re-
quired 1o specify the foliowing: (1) that the offering has
been terminated as of the time of the filing of the
notice; (2) the date and time of release of the issue for
trading, and (3) the total number of shares, units or
other appropriate designation of certificates repre-
sonting the compieled offering. Such notification
would also be accompaniced by a copy ol the prospec-
us relating to the offering. This paragraph also pro
vides that the size of the offering would be limited to
and fixed at no mora than the number of shares spec
ified in the notification lo the Associalion, regardless
ol the number of shares registered as part of the offer-
ing. Aftermarket tracling would be prohibitect until the
notice had been filed. Additional sales of sharos from
tho issue would be prohibited alter it has been fiiod. A
copy ol the proposed Notice form is attached o the
proposed Rule

Paragraph (d) outlines conditions for effecting
seltlement and delivering certilicales 1o original pur
chasers ol the issue, requiring that settlement be cf
feeted and certificates placed in the malis or other
wise delivered in nagotiabie form at the public offering
price within seven business days following the date of
the filing of the Notice described In paragraph (c)
above. Such delivery would be required 1o take place
unless: (1) the purchaser directed otherwise as pro
vided under paragraph (¢) ol the Rule or (?) upon writ
ton application made to the Association by the uncler
writer, or by the issuer In the case ol a non-underwrit-
lon issue, an extension of time for delivery had bean
granted. Such extension would not be granted unless
the apphcant was able to clearly demonstrate that de
livery within the seven-day period wouid not be pos
sible because of, for example, the size of the issue,
the number of purchasers or some othar simiiar rea
son. Extensions wouid not automaticaily be granted
and each requast and the 1reasons theialor would bo
closely studied belore any action would be taken on
the request

Paragraph (e) would require that a member who
participates in an offaiing subject to the provisions of
the Rule deliver 10 each purchaser with each contii
mation of sale at tho public oflering price a nolice
which advises the purchaser of the number of sharos
of the offering soid as ol that dale anct inciudo thero-
with a statement that cortificates wiil bo deiivered to
tho purchasoer as piovidod In poragraph (cf) abovo,
inlass the purchaser, aftar 1ecaipt of such notico,
originates written instructions to tha contiary icontity
ing the issue and spacifying the alternative cisposition
ol the cortificates

Paragraph (f) acchosaos situationg in which tho
distribution of an issuc of socurities subjoct to tho pro
visions of the Rule Ia boing made by a nonmombor
jlgsuer without tho sorvicos of an undorwriter, o
wharo the underwritar is a nonmoembor of the Assocla
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tion. In such instances, no member would be por
mitted to trade such securities in the secondary mai
ket andfor publish any quotation or bid for any such
security during the life of the prospectus, uniess the
issuer andfor the nonmember underwriter has under
taken in the prospectus to comply and has complied
with ali provisions of this Section to the same extent
as though he were a member of the Association

The final paragraph establishes the of
fectiveness of the provisions anc makes the Rule not
applicable 1o ollerings which commence distribution
prior 1o (date to be determined) nor to the trading
of any new issue which commenced distribution prior
to the effective date of the Rule

The Securities and Exchange Commission's fub
lic Investigation in the Matter of the Hol Issues Secuni
lies Markets reveaied that some underwriters may not
be conducling reasonable due diligence investigalions
so as lo enable them 1o determine whether the disclo
sures conlalned in registration statements and offol
ing circulars describe accuralely and completely all
material facts relating 1o the business of new high risk
venturas. Proper and adequate due diligence inguiry
is & mandatory obligation of ali underwriter members
The purpose of this Policy, therefore, is to review tho
responsibiiities of mambers for the investigation of an
Issuer prior 1o a public offering of securities,

The Securities Act of 1933 grants cerlain righls
to purchasers of securities. Section 11(a) of that Act
provides that il the rogistration statement of an issuar,
when such becomes elieclive, contains an unirue
statemaont of material fact or fails lo state a material
facl r1oquired 1o bo stated therein or necessary 1o
make tho statemonts therein not misleading, any par
son acqulring a security issued pursuant thereto, may
sue, among othors, every underwriier with respect 1o
such socurity. Soction ti(b) of the Securities Act,
howavar, provides sholter from liability for any mis
statomont or omission of materiai fact if an unclorwilt
or macle a reasonable investigation of the Issuor's
businggs activitlies and therealter had reasonabio
grounds to bolieve, and did believe, at the time of el
loctivenoss of tho rogistration slatement that tho
statomants containact therein were true and that thoro
was no omission of a material fact required to bo
stalod tharein or necessary to make the statements
theroin not misloading. All underwriters are urged 10
tamilindzo themsolvos with ail of the provisions of
Sactlon t1, which is complex In nature, and the vari
ous judicinl dotorminations macde thereunder. Those
provisions ancl docisions, as well as ail other provi
sions ol tho Socuritios Act of 1933, shouid be closoly



reviowed with knowledgeabie securities counsel by
uncierwriters prior to undertaking an underwriting
commitiment

Further, the anti-fraud provisions of the federal
secuwrities acls make it uniawful, among other things,
for any parson to employ any device, scheme or arti-
fice 1o defraud, to obtain money or properly by faise or
misicading statements of material facls or lo engage
in any transaction, praclice or course ol business
which would operate as a fraud or deceit upon pur-
chasers. Those provisions, therefore, impose liability
in instances of misrepresentations or where opinions
are unfounded and unsubstantialed. The anti-fraud
provisions impose similar responsibilities upon under-
wrilors participating in the distribution of olferings ex-
empl from registration and not subject 1o Section 11,
such as Reguiation A offerings and intrastate olfer-
ings. The Association bolieves, therelore, that failure
to fuifill the obligation of due diligence described
under the Securities Act of 1933, or in a manner in-
congistent with the anti-fraud provisions, constitules
conduct inconsistent with high standards of commer-
cial honor and just and equitable principles of frade.

While adequate and reasonable inquiry ol an is-
suer is required prior 1o the offering of any securily of
any company to the public, hearings conducted by the
Saecurities and Exchange Commission have demon-
stratod that an underwriter's due diligence responsi-
bility is most important in initial ollerings ol specuia-
tivo or promotlional issuers. Thus, a particularly
thorough and inlensive due diligence investigation is
necegsary in connection with an offering of a com-
pany either in the developmental slage or a promo-
tional company engaged in marketing highly technicai
proclucts particularly when such dislribution is a firsl
time offering.

in an eflort to ald members, the Associalion has
reviowed arcas of acceptabie slandards of inquiry
performed during the course ol due diligence investi-
gations. it is reaiized thal the scope and content of
each due diligence investigalion must be tailored 1o
such determinants as the nature of the ollering, the
siza ol the issuing company, the avallabliity of infor-
mation, the issuer's operaling history, the legai entity
unclor which it is offered, the SEC form under which il
is 1egistered, and the speculative nature of the public
digtribution, among many other things

Areas which appear 10 be covered at minimum in
most due dliigonce Iinvestigations performed in con-
nection with corporate offerings, however, inciude a
reviow of the issuer's corporate charter, by-laws and
corporate minutes including executive commitiee
minutes for at least the previous live (5) years (or for
the entire iife of the Issuer If It has been in existence a
shorler period; or for even a longer period than five
yoars if circumstances dictale such) and a review of
the issuer's audited and unaudited financlal state-
monts, Including fooinoles, for al least the same five

(5) year o1 shorter or longer period commencing with
the most 1ecent statement as weil as an investigation
ol any changes in auditors within that lime period and
the reasons therefor. Also, investigations involve a
sampling and examination of the issuer's chiel pro-
ducts, major customers and suppliers and an exami-
nation of any trademarks, palents, copyrights and
sirmilar devices where such are material and utilizec
1o protect the issuer's business. To the extent neces-
sary lor the underwriter to verify material information
lurnished by the issuer andfor 1o arrive at an under-
standing of the issuer's business, invesligations in-
clude a review of the issuer's current and past rela-
tionships with banks, creditors, suppiiers and trade
associations. Most due diligence investigations also
inciude communication by the underwriter with key
company officials and appropriale marketing and
operating personnel regarding the nalure of the is-
suer's business and the role of each of the above indi-
viduals as well as an on site inspection, al least on a
random sampiing basis, by the underwriter of the is-
suer's material or properly, piant and equipment
Prior 1o compieling most due diligence investigations
ol promolional companies, underwriters may want 1o
consult with experts in the scientific and technologi-
cal lields il the underwriter feels it iacks sufficient
capabilities to conduct a proper investigation on its
own,

Regarding the above, underwriters muslt con-
sider that the intent of the Securities Act of 1933 is to
insure that all material information concerning an is
suer and ils major customers is included in the regis-
tration statement and hence, made available 10 inves-
tors. The attention of an underwriter shouid be di-
recled to a reasonable investigation of each material
fact disclosed by the registrant in the registration
statement. Disclosure shouid be based on the various
requirements, lypes and formals appropriale 1o the
different Securities and Exchange Commission forms
used, as well as the guides 1o these forms, such as
S-1, 8-7 and S-11, among olhers. For these purposes,
many investiment banking firms require that under
writer personnel develop a writlen record of regis-
tration work for each situation in which the member
assumes underwriting liability. Such documenitation
could nol oniy assist in defending a lawsuit brought
pursuant to Section 11 challenging the adequacy of
an underwriler's due diligence investigation but could
also serve as a guide for the performance of fulure
underwriling ventures on behall of the same or other
issuers,

In each situation the member assuming the un-
derwriting hiability shouid, for its own protection, main-
tain a written record of the investigation and where re-
liance is upon the invesligative actions of another per
son or member, the name of such person or member
and an indication of the review which was made o!

61



that person's or member's records, Il any, shouid be
kept

As noted previously, every underwriter in a
socurities distribution is potentiaily ilable under Sec-
tion 11 of the Securities Act of 1933 for misieading
stalements and omissions in a registration statement.
This shouid be ol major concern to members acting
as underwriters in a distribution ol securities to the
public. As a standard industry praclice, participating
underwriters deler ail or a major portion of due dili-
gence Investigalion to the managing underwriter. In
this regard, it should be noted that court decisions,
a.g., Escott vs. BarChris Construction Company,
283 F. Supp 697 (S.D., N.Y. 1968), heid that partic-
ipating underwriters who make no independent inves-
ligation of their own were bound by the managing
unclerwriter's faliure to carry out his investigatory
functions. Participaling underwrliters shouid therefore
be mindiul that the deiegation of the function does not
nocessarily obviate the responsibility therefor or po-
tential liability attached thereto. The Association does
not desire lo suggest any alternative to the apparently
satistactory industry practice ol deiegation of due
diligence performance to the managing underwriter,
Novertheless, it does beiieve some machinery should
ho availabie 1o participaling underwriters 10 enable
thom to have ample opportunity for consullation with
the managing underwriter. Therefore, the Assoclation
boileves It appropriate to request that any managing
uncferwriter who ultiiizes the services of participating
underwriters furnish them with the identity of the
Unclerwriter Principal of the manager whose responsi-
billty is the organization and supervision of the due
diligence Investigation of the subject distribution. This
pracedure wouid insure that participating underwriter
members have at hand the identity of a person 1o
whom inquiries can be directed regarding the scope
ol the managing underwriter's due diligence investi-
gations. (NOTE: This presumes the subsequent effec-
tivaness of the proposed requirement thal members
engaged in underwritings have an underwriter princi-
pai. Thal proposal is in the advanced slages of devel-
opment and shouid become elfective in the not too
distant future.)

Further, in those cases wherein a corporate se-
curity is ‘'self-underwritten' by the issuer itsell or
through an affiliate, ail participating dealers, to the ex
lenl they are deemed underwrilers pursuant to the
provisions of Section 2(11) of the Securlties Act of
1933, must assure themselves as to the adequacy of
digciosure in such situations due 1o the absence of an
inclependent due diligence Investigation. It is, there
fore, incumbent upon such dealers 1o maintain ciose
contact with the distributor 1o ascertain that proper
and adequate due diligence Investigations have in
fact been conducled. Absent such verification, the
participating dealer may lind it beneficial and, in facl,
nacessary lo perform part or ail of the due diiigence
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investigation itself or aiternalively, to not participato
in the distribution.

In addition to communication with the managing
underwriter afforded by conlact with the manager's
Underwriter Principal, as discussed above, participat
ing underwriters shouid utilize the due diligence meetl
ing to interview and discuss with management ques
tions they have relating to malerial registration state
ment disciosures of the issuer, among other things.

While the foregoing is representative of the basic
investigative actions necessary in most underwrit-
ings, there are certain types of offerings which require
more than the conventional investigation. Thus, the
scope and conlent of the due diligence investigation
must be taiiored to the issuer Itseif. The Associalion
belleves, for instance, that due diligence investi
gations shouid go beyond the traditional concept of
such in many instances in the case of direct partic
ipation programs. in view of the emphasis on man
agement, a due diligence Investigation requires look-
ing beyond the prospectus in a direct participation
program to assess adequale disclosure of the eco
nomic reaiities of the olfering itself. This is especiaily
true because these offerings generally invoive high
risk new ventures whare little prior information Is
available to the public,

The Association believes the following can be
used as examples ol what may be acceplable industry
practice in direct participation oflerings. They shouid,
ol course, be pursued in conjunction with the more fa-
miliar due diligence approaches discussed above bul
they shouid not be considered all inclusive:

(1) Investigation of whether the basic economic
merit of the proposed undertaking and the ro
sults of prior aclivities have been adequatety
and meaningfully disciosed:;

(2) Review of appiicable partnership agroo
menlis for basics of legal adequacy and tax
advantages;

(8) Random physical inspections of propertias,
piant and equipment of the sponsor and any
affiliates offering services to the program;

(4) Review of the financial stability, reputation
within the industry and other avaiiabie inlor
mation on the sponsor's background, quali-
lications and experience;

(5) Examination of the program for conflicts, risk
laclors, proposed activities and linancial
status;

(6) Examination of records submitted by apprais-
sers, engineers, and financiai consuitants;

(/) Examination of items of compensalion, hav-
ing an understanding of true compensatlon,
with emphasis on disciosure of all forms of
compensation;



(8) Study of ali tax aspects of the program to de-
lermine whether there is a reasonable basis
for assuming the benefits are likely 10 occur,;
and

(9) Examination of experience of management
and technical staff in operations and handi-
ing of funds. Likewise, examination should
be made of the management of projects or
services offered 1o the program

I'utther, the Association beiieves, in view of the
lack of traditional underwriting methods used in the
distribution of these securities and the need for tech-
nical knowledge in the specific areas of business ac-
livity which the program reiates to, some additional
sieps may be necessary. in the absence of a manag-
ing underwriter or dealer manager, participating
members for various reasons such as economics,
lack ol experience and the time required 1o fulfiii the
responsibility may desire to pool their resources. if
such Is the case, they shouid not hesitate 1o do so.
Likewisio, the lack of expertise in certain areas may
requiro contracting the services of outside consul-
lanls o1 engineers

fhe Securities Act makes it clear that reliance on
the issuer, its affiiates or its agenls for verification of
statoments or opinions does not conslitule a dis-
chaigo of the underwriter's responsibility to conduct a
reasonable due diligence investigation. The Associa-
tion Is of the opinion that reiiance on the sponsor of a
direct participation program for due diligence aiso
docs nol satisty compliance with that obligation

For purposes of this Statement of Policy, the term
“direct participation program’* shall have the follow-
ing moaning which is consistent with the definition of
the loim as contained in other rules, or proposed
rules, ol the Association:

Direct participation program — a program
which provides for fiow-through tax consequences re-
gardioss of the structure of the legal entity or vehicie
for distribution including, bul not iimited to, oil and gas
programs, real estale programs, agricuiturai pro-
grams, callle programs, condominium securities,
Subchapter S corporate offerings and all other pro-
grams of a similar nature, regardless of the industry
reprosented by the program, or any combination
therool. Excluded from this definition are real estate
investment trusts, tax quaiified pension and profit
sharing plans pursuant to Sections 401 and 403(a) of
the intornal Revenue Code and individual retirement
pians under Section 408 of that Code, tax sheltered
annuities pursuant to the provisions of Section 403(b)
of the internai Revenue Code, and any company, in-
ciuding separate accounts, registered pursuant to the
Investmant Company Act of 1940.

(New material italicized)
(Deieted material indicated by brackets)

Sec. 2. (of Rules of Fair Practice) in recommend-
ing to a customer the purchase, sale or exchange of
any securily, a member shall have reasonable
grounds for believing that the recommendation is
suitable for such customer upon the basis of the facts,
if any, disclosed by such customer as to his other
security hoidings and as to his financiai situation and
needs

(Introductory paragraphs omitted)
(Numbers 1-5 indicate existing paragraphs)

Some practices that have resulted in disciplinary
action [and] or that clearly violate this responsibility
for fair deaiing are set forth below as a guide to mem-
bers:

1. Recommending Specuiatlive Low-Priced Se-
curities
2. Excessive Trading Activity

* * w * *

3. Trading in Mutual Fund Shares

* * * * ]

4. Fraudulent Activity

* L * w* *

5. Recommending Purchases Beyond Customer
Capability
6. Improper Recommending to Customers Pur-
chases of Speculative New Issues of Secur
ities
Recommending to customers the purchase of
securities regardless of the investment merit of such
securities, the financial ability of a customer to com-
plete the transaction, or by improper sales practices.
Since each customer, regardless of his financial or
market sophistication, is entitled to rely on the implied
representation made by a member or a person asso-
ciated therewith that he will be treated fairly, par-
ticular care must be taken in recommending to cus-
tomers the purchase of new issues, especially those
securities issued by companies going public for the
first time in a speculative market, to insure that such
recommendations are not violative of the Associa-
tion’s suitability rule.
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Sectlion 1H would be amended by redesignating
existing paragraphs (b), (¢) and (d) as (¢), (d) and ()
and by adding a new paragraph (b) thereto as follows

Prohibition in New Issues

(b) No member shall ellect with or for any cus
tomor’'s account in respect to which such member oi
his agent or employea is vested with discretionary
powar any transaction of purchase or resale of a se
curity if such security is or was part of the initlal dis
tribition of an issuer's securities to the public

The Interpretation of the Board of Governors
Wilh Hespect to Review of Corporale Financing shall
bo amended by deleting that section commencing on
pago 2030 and ending on page 2031 of the Associa
ton's manual entitled Issuer Reserved or Direcled Se-
curtihes. The lollowing shall be inserted in lieu thereo!

e fallure to make a bona fide distribution of an
olloring of securities to the public can be a factor in
artificlally stimulating the price of such an olfering
Thorofore, in order to insure that there will be an ade
quate number of shares of an initial public offering of
sacurities for purchase by the public customers of a
momber, the member shall not solicit or accept any
instructions from an issuer 10 reserve or direct secur
itios to any specified person or class of persons, in
clucling persons relatod to the issuer’s business. Such
persons are not prohibited Irom purchasing the se-
cutities ol the registrant, but such must be through
the normal channels available to the investing public
at large and then only when in accordance with all ap
plicable rules and regulations respecting the pur-
chase ol securities in the consummation of securities
transactions

(a) Definitions.

I-or purposes of this section, the following words
shall have the staled meanings

(1) Best Efforts Offering — Shall mean any dis-
tribution of an initial issue of securities 1o the
public wherein any portion of such, excluding
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overallotiment options which shall be limited
o ten percent of the distribution, is not the
subject of a lirm commitment by a member or
nonmember unclerwriter, provided, however,
such shall not include any distribution of an in-
vestment company registered with the Securi
lies and kExchange Commission pursuant to
the provisions ol the Investment Company Act
ol 1940, as amended, units ol a separate ac
count as delined in Section 2(a)37) of the In
vestment Company Act of 1940, as amended,
a Direct Participation Program, an exchange
offer for the outstanding securities of a pub
licly traded company, or any offering of which
there i1s not intended to be Iree transferability
of the securities which are the subject there
ol

(?) Prospectus — Shall have the meaning given
lo thal term by Section 2(10) of the Securities
Act of 1933, provided, however, such term as
used herein shall also include an offering cii
cular as required by Rule 256 of the General
Rules and Regulations under the Securities
Act of 1933 and in the case ol an inlrastate o1
loreign oflering, any document, by whalevel
name known, which is required by any stale
or foreign country in connection with the of-
lering of securities which is being made to the
public or which Is used in connection with tho
distribution thereol

(3) Direct Participation Program —— A program
which provides for liow-through tax conse
quences regardless ol the structure of the
legal entity or vehicle tor distribution includ
ing, but not limited to, oil and gas programs,
real estate programs, agricultural programs,
caltle programs, condominium securities,
Subchapter S corporate oflerings and all
other programs of a similar nalure, regardless
of the industry represented by the program, o1
any combination thereol. Excluded from this
definitiorr are real estale investment trusis,
tax quallied pension and prolit sharing plans
pursuant 1o Sections 401 and 403(a) of the In
ternal Revenue Code anct individual retire
ment plans under Section 408 of that Code,
tax shellered annuitics pursuant 1o the provi
sions ol Section 403(b) of the Internal Rev
enue Code, and any company, including sepa
rale accounts, regislered pursuant o the In
vestiment Company Act of 1940

(b) No member or person associaled with a member

shall engage in the distribution of a best efforts ol

fering as an underwriter, a selling group partic

ipant, or otherwise, uniess the terms of the offet

ing, clearly stated in the prospeclus, require thal

lunds received from the distribution be placed in

an escrow account where they shall remain until



(c)

the issue has been legally terminated and tho pro
visions of this rule have been complied with
Belore the securities of an offering subject to the
provisions hereof may be traded by a member in
the secondary market, or before a member may
publish any quotation or bid for any security which
is or has been part of such an offering, a *'Nolice
ol Termination and Release of Issue lor Trading"
shalii be filed by the managing underwriter with
the District Committee in the District where ils
main office is located with a copy o the Corporate
Financing Department in the Association's
Executive Office. Such notice shall specify that
the offering has been terminated as of the time of
the filing of the notice, the dale and time of re
iease ol the issue for trading, and the total num-
bor of shares, units or other appropriate desigra-
tion of certificates representing the completed of-
loring. Such notice shall also be accompanied by
a copy of the prospectus relating to the offering.
Notwithstanding the number of shares registered
as part of the offering, the size of the offering shall
he timited to and fixed at no more than the number
ol shares specified in the notification filed with the
Associatlon,
Within seven business days following the date of
the filing ol the "'Notice ol Termination and Re-
lcase of Issue for Trading'* seltiement shall be ef-
locted and cerlificates shalt be placed in the
mails or oltherwise delivered in negotiable form to
all original purchasers of the issue al the public
ollering price unless:
(1) the purchaser has directed otherwise as pro-
vided In paragraph (e) of this section, or
(?) upon written application made to the Associa-
tion by the underwriter, or by the issuer in the
case ol a non-underwritten issue, an exten-

slon of time for delivery has been granted. Ex-
tensions shall not be granted uniess the appli-
cant is able to clearly demonstrate that deliv-
ary within the staled seven-day period will not
be possible because, for example, of the size
ol the issue, the number of purchasers or
some other similar reason. Extensions will not
automatically be granted.

(¢) A member who parlicipates in an offering subject

10 the provisions of this section shall deliver to the
purchaser with each confirmation of sale at the
public olfering price a notice which advises the
purchaser of the number of shares of the offering
sold to date and includes a statement that cerlifl-
cales will be delivered as provided in paragraph
(d) hereof unless the customer originates, after re-
ceipt of such notice, wrilten instructions to the
contrary idenlifying the issue and specifying the
allernative disposition of the certificales.

in those cases where a nonmember issuer is mak-
ing a distribution of an issue of securities subject
10 the provisions hereof without the services of an
underwriter, or where the underwriler is a non-
member of the Association, no member shall
trade such securities in the secondary market
during the life of the prospeclus, nor shall a mem-
ber publish any quotation or bid for any such se-
curily, unless the issuer and/or the nonmember
underwriter has undertaken in the prospecltus 1o
comply and has complied with all provisions of
this section to the same exlent as though he were
a member of the Assoclation.

This Rule shall not apply to offerings in which dis-

tribution commenced prior to (date to be determined)
nor o the trading ol any new issue which has com-
menced distribution prior to the effective date of this
Rule.



Exhibit C

Sec. 11(a) In case any part of the registration provided therein who shall sustain the burden of
statemaont, when such part became effective, contain prool-

ed an untrue statement of a material fact or omitted o
stale a1 malterial fact required to be stated therein or
necossary to make the statements therein not mislead-
ing, any person acquiring such security (unless it is
proved that at the time of such acquisition he knew ol
such untruth or omission) may, either at law or in
equity, in any court of competent {urisdiction, sue-

(t) every person who signed the registration
statement,

(?) every person who was a director of (or per-
son performing similar functions) or partner in,
the issuer at the time of the filing ol the part of
the registration statement with respect to which
his hability is asserted;

(3) every person who, with his consent, is named
in the registration statement as being or about to
hocome a director, person performing similar
lunctions, or partner,

(4) every accountant, engineer, or appraiser, or
any person whose profession gives authorily to a
stntement made by him, who has with his con-
sent been named as having prepared or certified
any part of the registration statement, or as hav-
ing prepared or cerlified any report or valuation
which is used in connection with the registration
statement, with respect 1o the stalement in such
1agistration  statement, report, or valuation,
which purports to have been prepared or cerli-
llod by him,

(H) every underwriter with respect to such se-
curity.

If such person acquired the security after
tho issuer has made generally available to ils
socurity holders an earning statement covering a
pariod of at least twelve months beginning after
the effective date ol the registration statement,
then the right of recovery under this subsection
ghall be condltioned on proof that such person
ncquired the securlty relylng upon such untrue
statement in the registration statement or relying
upon the registration statement and not knowing
of such omission, but such reliance may be
catablished without proof of the reading ol the
ragistration stalement by such person.

(b) Notwithstanding the provisions of subsection
(a) no poerson, other than the issuer, shall be liable as
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(1) that before the effective dale of the part of
the registration statement with respect to which
his liability is asserted (A) he had resigned Irom
or had taken such steps as are permilted by law
1o resign from, or ceased or refused 1o act in,
every office, capacity, or relationship in which he
was described in the registration statement as
acling or agreeing to act, and (B) he had advised
the Commission and the issuer in writing that he
had taken such action and that he would not be
responsible for such part ol the regisiration
statement, or

(2) that if such part of the registration statement
became elfeclive without his knowledge, upon
becoming aware of such fact he forthwith acted
and advised the Commission, in accordance with
paragraph (1), and, in addition, gave reasonable
public notice thal such part ol the registration
statement had become ellective without his
knowledge, or

(3) that (A) as regards any part ol the registration
statemenlt not purporting to be made on the au-
thority ol an expert, and not purporting to be a
copy of or extract from a repor! or vaiuation of an
expert, and not purporting 1o be made on the au-
thority ol a public olficial document or statement,
he had, alter reasonable investigation, rea-
sonable ground o believe and did believe, al the
lime such part of the registration stalement be-
came effective, that the statements therein were
true and that there was no omission o stale a
material fact required to be stated therein or
necessary 1o make the statements therein not
misleading, and (B) as regards any part of the
registration statement purporting to be a copy of
or extract from a report or valuation of himself as
an expert, (i) he had, after reasonabie investiga-
tion, reasonable ground 1o believe and did be-
lieve, at the time such part of the registration
stalement became effective, that the statements
therein were true and that there was no omission
lo stale a maleriat fact required 1o be slated
thereln or necessary to make the stalements
therein not misteading, or (ii) such part of the reg-
istration statement did not fairly represent his
statement as an expert or was not a falr copy of
or extract from his report or valuation as an ex



pert, and (C) as regards any part of the registra-
tion statement purporting 1o be made on the
authority of an expert (other than himself) or pur-
porting to be a copy of or extract from a report or
valuation of an expert (other than himself), he
had no reasonable ground to believe, and did not
believe, at the time such part of the registration
statement became effective, that the statements
therein were untrue or that there was an omis-
sion to state a material fact required 10 be stated
thorein or necessary to make the stalements
thorgin not misleading, or that such part of the
registration statement did not fairly represent the
statement of the expert or was not a fair copy of
o1 oxtract from the report or valuatlon of the ex-
pert; and (D) as regards any part of the reglstra-
tion statement purporting to be a statement
macte by an official person or purporting to be a
copy of or extract from a public officlal docu-
ment, he had no reasonable ground to believe
and did not believe, at the time such part of the
ragistration statement became effective, that the
statoments therein were untrue, or that there
was an omission to state a material fact required
lo be stated therein or necessary o make the
statements therein not misleading, or that such
part of the registration statement did not fairly
represent the statement made by the official per-
50N or was not a lair copy of or extract from the
public official document

(c) In determining, for the purpose of paragraph
(3) of subsection (b) of this section, what constitutes
reasonable investigation and reasonable ground for
belief, the standard of reasonableness shatl be that
requiract of a prudent man in the management of his
own pioparly.

() It any person becomes an underwrlier with
respect 10 the securily after the part of the registration
statement with respect to which his liability Is as-
serted has become effeclive, then for the purposes of
paragraph (3) of subsection (b) ol this section such
part of the registration statement shall be considered
as having become elfeclive with respect lo such per-
son as of the time when he became an underwriter,

(@) The suit authorized under subsectlion (a) may
be to recover such damages as shall represent the
difference between the amount paid for the security
(not exceading the price al which the security was of-
ferred 1o the public) and (1) the value thereof as of the
time such suit was brought, or (2) the price at which
such sacurity shall have been disposed of in the
market hefore suit, or (3) the price at which such se-
curity shalt have been disposed of after suit but before
judgment if such damages shall be less than the dam-
ages representing the difference between the amount
paid for the securily (not exceeding the price at which
the security was olfered to the public) and the value

thergol as of the timo such suit was brought: Pro-
vidod, Thal if the defendant proves that any portion or
all of such damages represents other than the depre-
ciation in value of such security resulting from such
part ol the registration statement, with respect to
which his liability is asserted, not being true or omit-
ling to stale a material fact required to be stated
therein or necessary 1o make the stalements therein
nol misleading, such portion of or all such damages
shall not be recoverable. In no event shall any under-
writer (unless such underwriter shall have knowingly
received from the issuer for acting as an underwriter
some benefit, directly or indirectly, in which all other
underwriters similarly situated did not share in propor-
lion to their respective interests in the underwriting)
be liable in any suit or as a consequence of suils au-
thorized under subsection (a) for damages in excess
of the total price al which the securities underwritten
by him and distributed to the public were offered o
the public. In any suit under this or any other section
of this litle the court may, in its discretion, require an
undertaking for the payment of the cosls of such suit,
including reasonable attorney's fees, and if judgment
shall be rendered against a parly litigant, upon the
motion of the other party litigant, such costs may be
assessed in favor of such party litigant (whether or not
such undertaking has been required) if the court
believes the suit or the defense to have been without
merit, in an amount sufficient to reimburse him for the
reasonable expenses incurred by him, in connection
with such suit, such costs to be taxed in the manner
usually provided for taxing of costs in the court in
which the suit was heard.

() Al or any one or more of the persons speci-
lied in subsection (a) shali be jointly and severally
liable, and every person who becomes liable 1o make
any payment under this section may recover contri-
bution as in cases of contract from any person who, if
sued separately, would have been liable 1o make the
same payment, unless the person who has become
liable was, and the other was not, guilty of fraudulent
misrepresentation.

(@) In no case shall the amount recoverable
under this section exceed the price at which the se-
curilty was ollered to the pubtic.

Sec. 12, Any person who—

(1) offers or sells a security in violation of sec-
tion 5, or

(2) offers or sells a security (whether or not ex-
empled by the provisions ol section 3, other than
paragraph (2) of subsection (a) thereof), by the
use of any means or instruments of transporia-
tion or communication in interstate commerce or
of the mails, by means of a prospectus or oral
communication, which includes an untrue slate-
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ment of a material fact or omits lo state a ma-
terial lact necessary in order 1o make the state-
ments in the light of the circumstances under
which they were made, not misleading (the pur-
chaser not knowing of such untruth or omission),
and who shall not sustain the burden of proof that
he did not know, and in the exercise of reason-
able care could not have known, of such untruth

or omission, shall be liable to the person pur-
chasing such security from him, who may sue
either at law or in equity in any court of com
pelent jurisdiction, 1o recover the consideration
paid for such security with interest thereon, less
the amount of any income received thereon,
upon the tender of such security, or for damages
if he no longer owns the security



Exhibit D

§230.146 Transactions by an issuer deemed not to
involve any public offering.

. The Commission recognizes thal no one rule
can adequately cover all logitimate private oflers and
salos of securities. Transactions by an issuer which
do not satisfy all ol the conditions of this rule shall not
raise any presumption that the exemption provided by
section 4(2) of the Act is nol available for such trans-
aclions. Issuers wanting to rely on that exemption
may co so by complying with administrative and ju
diclal Interpretations in effect at the time of the trans-
actions. Attempted compliance with this rule does not
act as an election, the issuer can also claim the avail-
abllity of saction 4(?) outside the rule

2. Nothing in this rule obviates the need for com-
pliance with any applicable slate law relating to the ol-

for and sale of socurities

3. Soction 5 ol the Aclt requires that all securities
offarod by the use ol mails or other channels of inter
stitlo commerce be raegistered with the Commission
Congress, however, provided certain exemptions in
the Act from such registration provisions where there
wasg no practical need lor registration or where the
public benelits of ragistration were too remole
Among these exemptions is that provided by section
4(?) of the Act for transactions by an issuer not in
volving any public ollering. The courts and the Com
misgion have interpreted the seclion 4(2) exemption
1o bo avalilable lor ollerings to persons who have ac
cess to the same kind of information that registration
would provido anct who are able to tend for them
selvos. The inclelinitenass of such terms as “'public of
foring,” "access' anct “lend for themselves'' has lod
to uncertainties with 1espect to the avallability of the
soction 4(2) exemption. Rule 146 Is cleslgned to pro
viclo, to the extent feasible, objective standards upon
which rospongibia businessmen may toly in raising
capitnt undar clalm of the seclion 4(2) exemption anc
also to cleter reliance on that exemption lor olfotings
ol securilies to persons who need the protections al
lorclocl by tho registiation process

In order to obtain the protaction of the rule, ali lts
conclittons must be satlsfied and the issuer claiming
tha availability of the ule has the burclon of ostablish
ing, In an appropilate torm, that It has satistied thom
The burden ol piool applias with respect to each ol

feree as well as each purchaser. See Lively v
Hirschfield, 440 F. 2d 631 (10th Cir. 1971). Broadly
speaking, the conditions of the rule relate 1o limita-
tions on the manner of the offering, the nature of the
offerees, access to or furnishing of information, the
number of purchasers, and limitations on disposition

The term "offering’" is not defined in the rule
The determination as to whether offers, offers to sell,
offers for sale, or sales ol securities are part of an
offering (i.e., are deemed to be *'integrated’’) depends
on the particular facts and circumstances. See Secur-
ities Act Release No. 4552 (November 6, 1962) (27 FR
11316). All offers, offers to sell, offers for sale, or
sales which are part of an oflering must meet all of the
conditions of Rule 146 for the rule to be available Re-
lease 33-4552 indicates that in determining whether
offers and sales should be regarded as a part of a
targer offering and thus should be integrated, the fol-
lowing factors should be considered

(@) Whether the offerings are part of a single
plan of financing;,

(b) Whether the offerings involve issuance of the
same class ol security,

(c) Whether the offerings are made at or about
the same time;

(d) Whether the same type of consideration is to
be recelved; and

(e) Whethor the ollerings are made for the same
genecial purpose

4. Rule 146 relates to transactions exempled
Irom section 5 by Section 4(2) of the Acl. It does not
provide an exemption from the anti-fraud provisions ol
the securities laws or the civil liability provisions of
saction 12(?) of tho Act or other provisions ol tho
securitles laws, including the Investment Company
Acl ol 1940

5 Clients ol an investment adviser, customers
ol & broker or dealor, trusts acdministeract by a bank
trust depnitment or persons with similar relationships
shall bo consiclered 1o be the “offerees’ or “put
chasers' lor purposes of the rule regardless of the
amount of disciation given 1o the Investment advisor,
bioker or doalor, bank trust department or other por
son 1o act on hahall of the client, customer or trust

G Tha rule is availablo only 1o the issuer of tho
securitios ancl is not available to atiliates or other por
sons for salos ol the issuer's securitios
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/. Finally, in view of the objectives of the ruie and
the purposes and policles underlying the Act, the rule
is not avallable to any Issuer with respect lo any trans-
actions which, although in technical compliance with
the rule, are part of a plan or scheme to evade the reg-
istration provisions of the Act. in such cases registra-
lion pursuant to the Act Is requlred.

(a) Definitions. The following definitions shall
apply for purposes of this rule.

(1) Offeree representative. The term '‘offeree
representative’” shall mean any person or persons,
each of whom the issuer and any person acling on Its
behall, after making reasonable inquiry, have reason-
able grounds o believe and believe satisfies all of the
following conditions

(i) ts not an afliliale, direclor, officer or other em-
ployoe of the issuer, or beneficial owner of 10 percent
or more of any class of the equity securities or 10 per-
cent or more ol the equily interest in the issuer, ex-
cept where the offeree is:

(1) Related to such person by blood, marrlage or
acloption, no more remolely than as first cousin;

() Any trust or estate in which such person or
any persons related to him as specified in paragraph
(a)tXiXa) or (c) of this sectlion collectively have 100
percant ol the beneficial interest (excluding con-
tingent interests) or of which any such person serves
as trustee, executor, or in any similar capacilty; or

(¢) Any corporation or other organization in
which such person or any persons related to him as
spacilied in paragraph (a)1Xi)a) or (b) of this section
collectively are the beneflciai owners of 100 percenl
ot the equily securities (excluding directors' qualifying
shares) or equily interest:

(i) Has such knowledge and experience in finan-
cial and business matters that he, elther alone, or to-
gether with other offeree representalives or the of-
feroe, is capable of evaluating the merits and risks ol
the prospective investment,

(ili) s acknowledged by the offeree, in writing,
during the course of the transaction, 1o be his offeree
repregentalive in connection with evalualing the
maritg and risks of the prospective investiment; and

(Iv) discloses 1o the offeree, in writing, prior 1o
the ncknowledgement specified in paragraph (a)(1)(iii)
ol this section, any malerial relationship between
such person or its alfillates and the issuer or ils af-
filiates, which then exists or is mutually understood to
be contemplated or which has existed at any time dur-
ing tha prevlous two years, and any compensation re-
celved or to be received as a result of such rela-
tionshlp.

Note 1: Persons actling as offeroe representa-
livag should consider the applicability of the registra
lion and anti-fraud provisions relating 1o brokers and
deaiors under the Securities Exchange Act of 1934
and ratating 1o investment advisers under the Invest
ment Advisers Act of 1940
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Note 2: The acknowiedgement required by para-
graph (a)1)(iii) of this section and the disciosure re-
quired by paragraph (a)(1)(lv) of this section must be
made with specific reference to each prospective in-
vesimenl. Advance blanket acknowledgment, such as
for "'ali securities transaclions’ or "all privale place-
ments,” is not sufficient

Note 3: Disclosure of any material relationships
between the offeree representative or its affiliates and
the Issuer or its alffiliates does not relieve the offeree
representative of its obligation 1o act in the interest of
the offeree

(2) Issuer. The definition of the term "‘issuer’ in
Sectlon 2(4) of the Act shall apply, provided that not-
withstanding that definition, in the case of a proceed-
ing under the Bankruplcy Act, the trustee, receiver, or
debtor in possession shall be deemed to be the issuer
In an offering for purposes of a plan of reorganization
or arrangement, if the securities offered are to be is-
sued pursuant 1o the plan, whether or not other like
securities are offered under the plan in exchange for
securities of, or clalms against, the debtor

(3) Affillate. The term ‘‘affiliate’’ of a person
means a person that directly or indirectly through one
or more Intermediaries, controis, or is controlled by,
or is under common control with such person

(4) Material. The term "'material’’ when used to
modify “‘relationship’ means any relationship that a
reasonable investor might consider important in the
making of the declsion whether to acknowledge a per-
son as his offeree representative

(b) Conditions to be met. Transactions by an
issuer involving the offer, offer 1o sell, offer for sale or
sale of securities of the issuer that are part of an of
fering that is made in accordance with all the condi-
tions of this rule shall be deemed to be transactions
not involving any public offering within the meaning of
Section 4(2) of the Act.

(1) For purposes of this rule only, an offering
shall be deemed not 1o inciude offers, offers to sell, of-
fers lor sale or sales of securities of the issuer pur-
suant 1o the exemptions provided by Section 3 or Sec-
tion 4(2) of the Act or pursuant o a registration state
ment filed under the Act, that take place prior to the
six month period immediately preceding or after the
six month period immediately following any offers, of-
fers for saie or sales pursuant to this rule, Provided,
That there are during neither of said six month periods
any offdrs, offers for sale or sales of securities by or
for the issuer of the same or similar class as those of-
fered, offered for sale or sold pursuant to the rule.

(2) Transactions by an issuer which do nol
salisfy all of the conditions of this rule shall not raise
any presumptlion that the exemption provided by Sec-
lion 4(2) of the Act is not available for such trans
actlions.



Note: In the event that securities of the same or
simllar class as those offered pursuant to the rule are
offered, offered for sale or sold iess than six months
prior 1o or subsequent to any offer, offer for sale or
sale pursuant to the rule, see Preliminary Note 3 here-
of as to which offers, offers to sell, offers for sale or
sales may be deemed to be part of the offering.

(c) Limitation of manner of offering. Neither
the issuer nor any person acting on its behalf shall of-
fer, ofter 1o seli, offer for sale, or seli the securities by
means of any form of general solicitation or general
adverlising, including but not limited to, the following:

(1) Any advertisement, article, notice or other
communication published in any newspaper, maga-
zine or simitar medium or broadcast over television or
radio,

(?) Any seminar or meeting, except that if para-
graph (d)1) of this section is satisfied as to each per-
son invited to or attending such seminar or meeting
and, as to persons qualifying only under paragraph
(d)1Xil) of this section, such persons are accom-
paniact by their offeree representative(s), then such
seminar or meeting shall be deemed not to be a form
of general solicitation or general advertising:
and

(3) Any letter, circular, notice or other written
communication, except that if paragraph (d)(1) of this
section Is satisfied as to each person to whom the
communication shall be deemed not to be a form of
geneial solicitation or generat advertising.

() Nature of offerees. The issuer and any per-
son acling on its behaif who offer, offer to sell, offer
for sale or sell the securities shall have reasonable
grounds to believe and shall believe:

(1) tmmediately prior to making any offer, either

() That the offeree has such knowiedge and ex-
perience in financial and business malters that he is
capablo of evalualing the merits and risks of the pro-
speclivo invesiment, or

(i) That the offeree is a person who is able to
bear the economic risk of the investment: and

(?) tmmediately prior to making any sale, alter
making reasonable inquiry, either;

() That the offeree has such knowledge and ex-
perienco in financial and business matters that he is
capablo of evalualing the merits and risks of the pro-
speclivo investment, or

() That the offeree and his offeree representa
live(s) logether have such knowledge and experience
in financial and business matters that they are capable
of evalualing the merits and risks of the prospective
investment and that the offeree is able lo bear the
economic risk of the invesiment

(e) Access to or furnishing of information.

Note: Access can only exist by reason of the of-
feree’s position with respect 1o the issuer. Position
means nn employment or family relationship or eco-

nomic bargaining power that enables the offeree to
oblain information from the issuer in order to evaluate
the merits and risks of the prospective investment.

(1) Either:

(i) Each offeree shall have access during the
course of the transaction and prior to the sale to the
same kind of information that is specified in Schedule
A of the Act, to the extent that the issuer possesses
such information or can acquire it without unreason-
able effort or expense: or

(ii) Each offeree or his offeree representative(s),
or both, shali have been furnished during the course
of the transaction and prior to sale, by the issuer or
any person acting on its behaif, the same kind of infor-
mation that is specified in Schedute A of the Act, to
the extent that the issuer possesses such information
or can acquire it without unreasonabie effort or ex-
pense. This condition shall be deemed to be satisfied
as to an offeree if the offeree or his offeree repre-
sentative is furnished with information, either in the
form of documents actually filed with the Commission
or otherwise, as foilows:

(@) In the case of an issuer that is subject to the
reporting requirements of Section 13 or 15(d) of the
Securities Exchange Act of 1934;

(1) The information contained in the annual re-
port required to be filed under the Exchange Act or a
registration statement on Form S-1 under the Act or
on Form 10 under the Exchange Act, whichever filing
is the most recent required to be filed, and the infor-
mation contained in any definitive proxy statement re-
quired 1o be filed pursuant to Section 14 of the Ex-
change Act and in any reporls or documents required
to be filed by the issuer pursuant to Section 13(a) or
15(d) of the Exchange Act, since the filing of such an-
nual report or registration stalement, and

(2) A brief description of the securities being of-
fered, the use of the proceeds from the offering, and
any material changes in the issuer's affairs which are
not disclosed in the documents furnished:

(b) In the case of all other issuers, the in-
formation that would be required to be inciuded in a
registration statement filed under the Act on the form
which the issuer would be entitled to use: Provided,
however, That

(7) The issuer may omit details or employ con-
densation of information if, under the circumstances,
the omitted information is not material or the conden-
sation of information does not render the statements
made misleading.

Note: The issuer would have the burden of proof
to show that, under the clrcumstances, the omitled in-
formation is not material and that any condensation
does not render the statements made misleading.

(2) If the issuer does not have the audited finan-
cial statements required by such form and cannot ob-
tain them without unreasonablte effort or expense,
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such financial statement may be furnished on an un-
audited basis, provided that if such unaudited finan-
cial statements are not available and cannot be ob-
tained without unreasonable effort or expense, the fi-
nancial statements required by Regulation A under
the Act may be furnished.

(3) If the financial schedules required by Part Il
ol the registration statement have nol been prepared,
thay need not be furnished,

(c) Notwithstanding paragraphs (e)(1 Xii¥a) and (b)
ol this section, exhibits required to be filed with the
Commission as part of a registration statement or
report need nol be furnished to each offeree or of-
feree representative if the contents of the exhibits are
identified and such exhibits are available pursuant to
paragraph (eX2) of this section:

(d) If the aggregate saies price of all securities
olfered in reliance upon this rule does not exceed
$1,500,000, the information requirements of para-
graph (e)1)ii) may be satisfied by furnishing the dis-
closure required by Schedule I of Regulation A un.
car Section 3(b) of the Act: and

(2) The issuer shall make available, during the
course ol the transaction and prior 1o sate, 10 each of-
laree or his ofleree representative(s) or both, the op-
portunily 1o ask questions of, and receive answers
hrom the issuer or any person acting on its behalf con-
cerning the terms and conditions of the offering and to
obtain any additionai information, 1o the extent the is-
suer possesses such Inlormation or can acquire it
without unreasonable effort or expense, necessary (o
verify the accuracy of the information obtained pur-
auant to paragraph (e)1) of thls section: and

(3) The issuer or any person acting on its behalf
shall disclose o each offeree, in wriling, prior 1o sale

(i) Any material relationship between his offeree
representalive(s) or its affiliates and the issuer or lis
allitiales, which then exists or mutually is understood
o be contemplated or which has existed al any time
curing the previous two years, and any compensation
received or o be received as a result of such relation-
ship;

(i) That a purchaser of the securities must bear
tho economic risk of the investment for an indefinite
period of time because the securities have not been
registered under the Act and, therefore, cannot be
sold uniess they are subsequently registered under
the Acl or an exemption from such registration is
avaiiable; and

(ill) The limitations on disposttion of the securi-
llos set forth in paragraph (h)X2), (3), and (4) of this sec-
tion

Note: Information need not be provided and op-
portunity to obtain additional information need not be
continued to be provided lo any offeree or offeree rep-
rosentative who, during the course of the transaction,
indicates that he is not interested in purchasing the

2

securities offered, or 1o whom the issuer or any per
son acting on its behalf has determined not 1o sell the
securities.

(1) Business combinations. (1) The term *‘bus-
iness combination” shall mean any transaction of the
type specified in Paragraph (a) of Rule 145 under the
Act and any transaction involving the acquisition by
one issuer, in exchange solely for all or a part ol its
own or its parent's voting stock, of stock of another
issuer if, immediately after the acquisition, the acquir
ing issuer has control of the other issuer (whether or
not it had control before the acquisition).

(2) All the conditions of this rule except para
graph (d) and paragraph (h)(4) of this section shall ap
ply to business combinations.

Note: Notwithstanding the absence of a written
agreement pursuant to paragraph (h)4), any securi
lies acquired in an offering pursuant to paragraph (f)
are restricted and may not be resold without registra
tion under the Act or an exemplion therefrom.

(3) For purposes of paragraph (f) only, the issuer
and any person acting on its behalf, after making rea
sonable inquiry shall have reasonable grounds 1o
believe, and shall believe, at the time that any plan loi
a business combination is submitled to security hold
ers for their approval, or in the case of an exchange,
immediately prior to the sale, that each offeree eithor
alone or with his offeree representative(s) has such
knowledge and experience in financial and business
matlers that he is or they are capable of evaluating
the merils and risks of the prospective investment.

(4) In addition to information required by para
graphs (e) and (f{2) of this section, the issuer shall
provide, in writing, to each offeree al the time the plan
is submitted to security holders, or in the case of an
exchange, during the course of the transaction anct
prior to the sate, information about any terms or ar
rangements of the proposed transaction relating to
any security holder that are not identical to those ro
laling 1o ali other security holders.

(9) Number of purchasers. (1) The issuer shall
have reasonabie grounds to believe, and after making
reasonable inquiry, shall believe, that there are no
more than thirty-five purchasers of the securities ol
the issuer from the issuer in any offering pursuant to
the Rule,

Note: See paragraph (b)1) of this section, tho
nole thereto and the Preliminary Notes as lo what
may or may not constitute an offering pursuant to the
rule.

(2) For purposes of compuling the number of
purchasers for paragraph (g)X1) of this section only

(1) The following purchasers shall be excluded

(@) Any relative or spouse of a purchaser and
any relative of such spouse, who has the same home
as such purchaser; and



(b) Any trust or estate in which a purchaser or
any of the persons related to him as specified in para-
graph (gX2)()a) or (c) of this section collectively have
100 percent ol the benelicial interest {excluding con-
lingont interests),

{¢) Any corporation or other organization of
which a purchaser or any of the persons related to
him as specified in paragraph (g)X2)XiXa) or (b) of this
section coliectively are the beneficial owners of all
the equity securities (excluding directors' qualilying
shares) or equily interest; and

(cy Any person who purchases or agrees in writ-
ing 10 purchase for cash in a single payment or install-
ments, securities of the issuer in the aggregate
amount of $150,000 or more.

Note: The issuer has to salisfy all the provisions
ol the rule with respect to all purchasers whether or
not they are included in computing the number of pur-
chasers under paragraph (g)2Xi).

(i) There shall be counted as one purchaser any
corporation, partnership, association, joint stock com-
pany, trust or unincorporated organization, except
that It such entity was organized for the specific pur-
pose of acquiring the securities offered, each bene-
ficlal owner of equity interests or equily securities in
such entity shall count as a separate purchaser.

Note: See Preliminary Note 5 as to other per-
song who are considered 1o be purchasers.

(h) Limitations on disposition. The issuer and
any person acling on its behalf shait exercise reason-
able care to assure that the purchasers of the secur-
ities In the offering are not underwriters within the
meaning of Section 2(11) of the Act. Such reasonable
cara shall include, but not necessarily be limited 1o,
the lollowing:

(1) Making reasonable inquiry to determine if the
purchaser is acquiring the securities for his own ac-
count or on behalf of other persons:

(?) Placing a legend on the certificate or other
document evidencing the securities stating that the
securities have not been registered under the Act and

selting forth or referring to the restriclions on trans.
ferability and sale of the securities:

(3) Issuing slop transfer instructions to the is-
suer's lransfer agent, if any, with respect to the se-
curilies, or, if the issuer transfers its own securities,
making a notation in the appropriate records of the
issuer, and

(4) Obtaining from the purchaser a signed writ
ten agreement that the securities will not be sold with
oul registration under the Act or exemption therefrom

Note: Paragraph (h)(4) of this seclion does not
apply lo business combinations as described in para
graph (f) of this section. Notwithstanding the absence
of a wrilten agreement, the securities are restricted
and may not be resolved without registration under
the Act or an exemption therefrom. The issuer for its
own protection should consider, however, obtaining
such writlen agreement even in business combina:
tions

(i) Report of offering. Al the time of the firsl
sale of securities in any offering effected in reliance on
this rule, the issuer shall file three copies of a report on
Form 146 with the Commission at the Commission’s
Regional Office for the region in which the issuer's
physical business operalions are conducled or pro
posed 1o be conducted in the United Stales. The
copies of such report with respect to an issuer having
or proposing to have its principal business operations
outside the United States shall be filed with the Re
gional Office for the region in which the offering is
primarily conducted or proposed to be conducted. No
report need be filed for any offering or offerings in re
liance on Rule 146 the proceeds of which lotal, cumu
latively, less than $50,000 during any twelve-month
period. If any material change occurs in the facts sol
forth on the report on Form 146 filed with the Commis
sion, the person who fited the statement shall prompt
ly file with the Commission, al the Regional Office ol
the Commission in which the original report on Form
146 was filed, three copies of an amended Form 146
disclosing such change.

73



TASIDONASIDONA SIDO NASID NLA ST
LASID NASIDONASIDNASIDNASIDD
FTASIDO NASIDONASIDNASIDNASI
TASIDONASIDNASIDNNA ST NNA ST
FTASID NASIDO NASITDO NASIONASIDD
FTASID NASDODONASDNASIDNASIT
LASIDONASIDNASDNASIDNASID
FLASIDO NASID  NASIDO  NASIDNASD
FTASID NASIDNASID NNASITONA ST |
ASIDO NASIONASIDNASDNASI
IASIDNASIDNASIDONASIDNASI
FCASIDO NASITONASID NNASIDONASI
FLTASIDNASIDNASID NASD N.A S
TASID NASIDNASID NNA ST NA ST
TASIDONASDNASDNASIDNASI
TASITDONASDODNASIDNASDNASID
LASID NASIDO NNA ST NNA SO NA ST
VASID NASITONA SID NA SO NA S
FTASID NASIONASIDNASIDNASID
FTASIDO NASIDONASIDNASIDNASID
FTASIDONASIDNASDNASDNASD
TASID NASIDONASIDONASIDNASD
TASIDO NASIDONASID  NASIDNASD |
FTASIDO NASITONA ST NNA SO NASIT

TASIDONASIDNASIDNASIDNA SID
FTASIDNASIDNASIDNASDNASI
FLTASID NASIDNASIDNASIDNASI
TFTASIDONASIDNASID NASID NTA ST
FLASID NASIDNASID NA SO NA ST
FTASID NASIDNASID NNASIONASDD
FLASIDNASIDNASID NNA.SITDO NA SID
FASID NASID NA SO NASIDDNA ST
FTASID NASIDONASID NASIDONA ST
LASIDNASID  NA SO NA ST NA S
LASIT NASITONASIDO NNA SO NA ST
TASIDNASIDONASIDNASIDNASY |
TASID NASIDONASIDNASID NA ST
LASID NASIDONASDNASIDNASI |
LASID NASITONA SIDONASIDNA S
TASIDONASIDO NASITONASIDNAST
FTASID NASITDONASIDNASIDNASI

NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC.
1735 K STREET, N .W. WASHINGTON, D. C. 20008

TASIDO NASID NA ST NTA SIO NA ST
TASID NASIDNASDNASIDNASI |




