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Overview of Discussion
• Brief Background:  
▫ Antifraud Requirements

• Recent SEC Settlements
▫ Control person liability
▫ Criminal charges
▫ The curious case of the 

Port Authority of NY and NJ
• Lessons Learned
▫ Substance
▫ Procedure

• Rule 15c2-12 Amendments



Why are we talking about this? 
• Governments and their securities generally are 

exempt from registration and reporting 
requirements of the Securities Act of 1933 and the 
Securities Exchange Act of 1934

• The SEC cannot regulate governments, except in the 
case of 
▫ Rule 10b-5 violation = fraud
▫ Rule 15c2-12 = regulates municipal offering 

documents indirectly by regulating the actions of the 
underwriters



Municipal Bonds; Antifraud Laws
• Rule 10b-5
▫ It shall be unlawful for any person…to make
 any untrue statement of a material fact or 
 to omit to state a material fact necessary in order to make the 

statements made, in the light of the circumstances under which 
they were made, not misleading, 

 in connection with the purchase or sale of any security.
▫ Recklessness is sufficient to established scienter (a mental 

state embracing intent to deceive, manipulate or defraud) 
under Rule 10b-5 
 Recklessness is highly unreasonable conduct that is an extreme 

departure from the standards of ordinary care
 Danger need not be known; must at least be so obvious that 

any reasonable person would have known of it



Municipal Bonds; Antifraud Laws
• Section 17(a) of the Securities Act: It shall be unlawful for any person in the 

offer or sale of any securities … directly or indirectly:
(1) to employ any device, scheme, or artifice to defraud, or
(2) to obtain money or property by means of any untrue statement of a material fact 
or any omission to state a material fact necessary in order to make the statements 
made, in light of the circumstances under which they were made, not misleading; or
(3) to engage in any transaction, practice, or course of business which operates or 
would operate as a fraud or deceit upon the purchaser.



Negligence Standard
• Based on SEC settlements: Negligence is sufficient to establish a violation of 

Section 17(a)
▫ no finding of scienter is required
▫ “knew or should have known” standard for establishing negligence

 Failure by an actor to conform conduct to the standard of a reasonable person 
under like circumstances

 SEC staff: did you adhere to industry standards?



Material Facts and Omissions

• Case law defines materiality: 
▫ there is a substantial likelihood 
▫ that a reasonable bond investor 
▫ would consider it important in making an 

investment decision.
• There must be a substantial likelihood that a fact 

"would have been viewed by the reasonable 
investor as having significantly altered the 'total 
mix' of information made available.”



SEC Focus on Municipal Markets
• 2012 Report on the Municipal Securities Market

▫ https://www.sec.gov/news/studies/2012/munireport073112.pdf

• SEC will initiate an enforcement investigation when it has reason to 
suspect that the federal securities laws have been violated
▫ Looking for disclosure-based violations
▫ Investigation typically involves scrutiny of all persons involved in the conduct in 

question
 issuer, its officers and key employees (whether or not still employed), the underwriters, the 

municipal advisor, legal counsel

• SEC Enforcement Division's Public Finance Abuse Unit: 
▫ First-of-their-kind enforcement actions 

 "I think it's fair to say this is a place we're here to stay.”
 "From my perspective, the most effective deterrent is individual liability"

-Andrew Ceresney, SEC Dir. Enforcement, November 2014



What Does Good Disclosure Look Like? 
▫ The offering document should tell the whole 

credit story.
• This is a big picture analysis.
• After the banking team’s review of all of the documents 

and information in their due diligence:
Are there material financial or operating conditions or 

trends that are not described properly in the offering 
document?
Are there material contingencies that have not been 

described, such as litigation or regulatory risks?
Are there terms of the bonds or structural risks of the 

issuer’s or borrower’s bond portfolio that have not been 
described?
Anything else?



Why Do Underwriters Have A 
Responsibility To Perform Due 
Diligence? 

An underwriter is making an implied recommendation to 
investors

▫ What does this mean an underwriter is supposed to 
do?
• Responsibility to perform a reasonable investigation; and
• Responsibility to review the offering document in a 

professional manner.
▫ In short, in addition to regulating what 

issuers disclose in offerings, the Federal 
antifraud laws impose an affirmative 
responsibility on underwriters to perform due 
diligence.



What have we learned from recent SEC 
activity? 

▫ Emphasis on policies and procedures
• March 2012 Risk Alert
• Enforcement actions against issuers (from an SEC speech 

relating to the City of San Diego):
 “cities should consider whether their internal controls 

and systems produce financial reports and disclosure 
documents that are accurate and complete. By internal 
controls and systems, I mean, among other things, written 
policies and procedures that, at a minimum: 
• clearly identify who is responsible for what; 
• clearly state the process by which the disclosure is drafted and 

reviewed; and 
• provide checks and balances so there is adequate supervision and 

reasonable disbursement of responsibilities so that too much power 
and information is not placed with just one person.



Common Themes
• Common themes
▫ SEC focus on content of disclosure from the perspective of 

reasonable investor
 Did the issuer/other parties intend to commit fraud or were 

they negligent?
 Did they follow industry standards and/or adopted policies?

▫ Not necessary to have a bond default or other financial 
harm

▫ Almost all enforcement actions result from omitted
information
 Post-issuance, rear-view mirror review
 Hindsight is always 20/20

▫ Enforcement as a regulatory tool to change behavior of 
market participants



City of Allen Park

• Bond issue to support a movie studio project
• Concern regarding disclosure about: 
▫ the scope and viability of the movie studio project 
▫ as well as City financial condition 

• The first time the SEC has charged a municipal 
official under a federal statute that provides for 
“control person” liability



City of Allen Park

• City Administrator
▫ Reviewed and approved the offering documents 

for the bonds
• Mayor
▫ An active champion of the project
▫ In a position to control the actions of the City and 

City Administrator with respect to the fraudulent 
bond issuances



City of Allen Park
• SEC brought enforcement actions against 

▫ City of Allen Park, Michigan
▫ City Administrator
▫ City Mayor
 Section 20(a) of the Exchange Act, held liable as a “control person” for 

the City’s and City Administrator’s violations of Section 10(b) of the 
Exchange Act, Rule 10b-5(b) – held jointly and severally liable with 
and to the same extent as the City and the City Administrator

• Based on this control, the SEC charged Mayor with liability for 
violations committed by the City and City Administrator
▫ “When a municipal official like Burtka controls the activities of others 

who engage in fraud, we won’t hesitate to use every legal avenue 
available to us in order to hold those officials accountable” 



City of Ramapo
• Fraud charges against Ramapo, N.Y., its local 

development corporation, and four town officials 
▫ Alleges that Ramapo officials “cooked the books” to hide: 
 downturn in town’s finances from $60m minor league baseball 

stadium
 declining sales and property tax revenues 

▫ Falsely depicted positive balances between $1.4 million and 
$4.2 
 Deficits as high as nearly $14 million

▫ Town supervisor “told other town officials to refinance the 
short-term debt as fast as possible because’
 ‘we’re going to all have to be magicians’ to realize the 

purported financial results”



Port of NY and NJ

• January 10, 2017 SEC Settlement
• Section 17(a) of the Securities Act
• $400,000 penalty paid by Port Authority
• No individuals named



Port of NY and NJ

• Port admitted violation of Section 17(a)
▫ Negligent in not disclosing to bondowners the 

legal uncertainty of the Port’s authority to finance 
certain roadway projects

• “Further, the Port Authority's lax governance 
then-in-place allowed the Roadway Projects to 
be approved without any disclosure to the Port 
Authority's Board of Commissioners concerning 
any legal risks surrounding the projects.”



Internal Legal Analysis
• Port Authority lawyers initially:

▫ No authority to spend funds on approach roads to the Holland Tunnel 
▫ “there is no clear path to legislative authority to undertake such projects"

• Push to approve; Board of Commissioner meeting scheduled for next week
▫ Multiple emails exchanged concerning statutory authority 
▫ Port attorneys revised memo to characterize the projects as roadways which 

approach and feed into the Lincoln Tunnel (not the closer Holland Tunnel).  
 The Lincoln Tunnel legislative authority was broader and allowed roadway 

approaches. 
▫ Port engineering department directed to complete a supporting traffic study and 

to conclude that the roadway projects were consistent with the Lincoln Tunnel 
legislation

• Memo noted risks that analysis: 
▫ is not without doubt 
▫ may raise questions in the minds of some
▫ veers away from the traditional model used by the Port Authority 
▫ the looser the statutory construction means the greater the risk of a successful 

challenge by the bondholders and investors



Board Approval; Bond Issues

• Board approved projects
▫ on consent calendar
▫ without discussion 
▫ without disclosure of: 
 the legal risks of the analysis or 
 that the analysis was premised on treating the 

roadways as an approach to the Lincoln Tunnel 
• Series of bond issues; no mention of legal 

uncertainty regarding projects



Remedial and Ongoing Undertakings

• Port remedial actions:
▫ Eliminating consent agenda approach for these decisions
▫ Hiring outside bond counsel 

 the Port general counsel had previously delivered the bond opinions
▫ Hiring new general counsel

• Port undertakings:
▫ Hire independent consultant and implement recommendations
▫ Adopt written policies and procedures and periodic trainings relating to 

bond offering disclosures 
▫ Adopt a policy requiring that the Port Authority's Law Department: 

 certify in writing to the Port Authority's Board of Commissioners that any 
proposed expenditure presented to the Board for approval is legally 
authorized and

 provide the Board with a legal opinion that any $50m+ expenditure is 
legally authorized



Port press release Jan. 10, 2017
• No bondholder suffered any loss 

• No bond proceeds were ultimately allocated to fund the roadway projects

• Independent legal opinions from two respected national law firms, retained 
by the Board, confirmed: 
▫ that the Agency's enabling statutes supplied a “reasonable basis” for concluding 

that funding the referenced roadway projects "was and is within [the Port 
Authority's] authorized powers." 

• The law firm’s work confirmed that Port Authority attorneys had concluded 
in writing that the roadway projects were within the statutory authority of 
the Port Authority ---

▫ but that the risk that this conclusion might potentially have been erroneous was 
not conveyed to the Board before it approved the roadway projects or, 
subsequently, to bondholders.



Lessons Learned

• Through the rear view mirror the following facts 
were not helpful to the Port:
 Firmness of initial legal reaction
 “Evolving” legal analysis
 Timing of analysis 

▫  Perception of political pressure
 Caveats in final legal analysis prior to bond issue
 Absence of board-level review and approval



Lessons Learned
• Best practices (substantive)
▫ Are there questions of authority that must be 

resolved at the outset, before financing:
 If can be resolved: 
 Take the time that deliberate legal analysis requires
 Get to resolution
 May involve reliance on professionals



Reliance on Professional Advisors

• Affirmative defense (reliance on counsel)
▫ Complete disclosure to counsel
▫ Sought advice as to legality of conduct
▫ Received advice that conduct legal
▫ Relied on that advice in good faith
 The burden to demonstrate good faith reliance-on-

professional-advice lies with the defendant
• SEC trial v. City of Miami/Boudreaux
▫ Comparable analysis re reliance on accountants



Bottom Line

• If resolved to a disclosable level
▫ Document the analysis (close the loop)
▫ Proceed with appropriate disclosure

• If it cannot resolved to a disclosable level
▫ Find another source of funding



Other Lessons Learned

• Best practices (procedural)
▫ Written  disclosure policies and procedures 
▫ Periodic trainings
 Raise awareness level among decision makers about: 

▫ Level of disclosure (and therefore the level of certainty) 
required in a financing

▫ The role of professional advisors

▫ Be careful with consent agenda; transparency with 
board was a factor



Proposed Rule 15c2-12 Amendments

• Released by SEC on March 15
• Comments due May 15



Rule 15c2-12
• In a timely manner not in excess of 10 business days after the occurrence of 

the event
• 14 Listed events (expanded 2010 list)
• Events that always require notification:

▫ Principal and interest delinquencies;
▫ Unscheduled draws on debt service reserves reflecting financial 

difficulties;
▫ Unscheduled draws on credit enhancements reflecting financial 

difficulties;
▫ Substitution of credit or liquidity providers, or their failure to perform;
▫ Adverse tax opinions, proposed or final determinations of taxability by 

the IRS;
▫ Tender offers;
▫ Defeasances;
▫ Rating changes; or
▫ Bankruptcy, insolvency, receivership or similar event of the obligated 

person



Rule 15c2-12
• In a timely manner not in excess of 10 business days after the 

occurrence of the event
• Events that require notification if material:

 Non-payment related defaults;
 All other adverse tax opinions, proposed or final determinations of 

taxability, notices or determinations with respect to the tax status of the 
security, or other events affecting the tax status of the security;

 Modifications to rights of security holders;
 Optional, unscheduled or contingent bond calls;
 Release, substitution, or sale of property securing repayment of 

the securities;
 The consummation of a merger, consolidation, or acquisition involving 

an obligated person or the sale of all or substantially all of the assets of 
the obligated person, other than in the ordinary course of business, the 
entry into a definitive agreement to undertake such an action or the 
termination of a definitive agreement relating to any such actions, other 
than pursuant to its terms; or

 Appointment of a successor or additional trustee or the change of name of 
a trustee



Two new listed events proposed by the 
SEC
• 15. Incurrence of a “financial obligation” of the 

obligated person, if material, or agreement to 
covenants, events of default, remedies, priority 
rights, or other similar terms of a financial 
obligation of the obligated person, any of which 
affect security holders, if material.

• 16. Default, event of acceleration, termination event, 
modification of terms, or other similar events under 
the terms of a financial obligation of the obligated 
person, any of which reflect financial difficulties. 



Broadly defines “Financial Obligation”

• The proposed amendment also adds a definition 
of the term “financial obligation.”  The term is 
broadly defined to include:
▫ debt obligations 
▫ Leases (intend to include even operating leases)
▫ guarantees 
▫ derivative instruments or 
▫ monetary obligations resulting from a judicial, 

administrative, or arbitration proceeding. 



Are we done, yet?
▫ Questions

▫ A Note:  This presentation is for informational purposes and does not provide legal advice. It is not intended to be used or relied upon as legal 
advice in connection with any particular situation or facts.

▫ Another Note:  This communication is for informational purposes only, is not an offer, solicitation, recommendation or commitment for any 
transaction or to buy or sell any security or other financial product; and is not intended as investment advice. The information contained herein 
is (i) derived from sources that Wells Fargo Securities ("WFS") in good faith considers reliable, however WFS does not guarantee the accuracy, 
reliability or completeness of this information and makes no warranty, express or implied, with respect thereto; and (ii) subject to change 
without notice. WFS accepts no liability for its use or to update or keep it current. Products shown are subject to change and availability. WFS 
and/or one or more of its affiliates may provide advice or may from time to time have proprietary positions in, or trade as principal in, 
securities that may be mentioned herein or other securities issued by issuers reflected herein; or in derivatives related thereto. Wells Fargo 
Securities is the trade name for certain securities-related capital markets and investment banking services of Wells Fargo & Company and its 
subsidiaries, including Wells Fargo Securities, LLC, member NYSE, FINRA, NFA, and SIPC, and Wells Fargo Bank, N.A., acting through its 
Municipal Products Group. Commercial banking products and services provided by Wells Fargo Bank, N.A. (“WFBNA”). Investment banking 
and capital markets products and services provided by WFS are not a condition to any banking product or service. Municipal Derivatives 
solutions are provided by WFBNA, a swap dealer registered with the CFTC and member of the NFA. This communication is not intended to 
provide, and must not be relied on for, accounting, legal, regulatory, tax, business, financial or related advice or investment recommendations 
and does not constitute advice within the meaning of Section 15B of the Securities Exchange Act of 1934. You must consult with your own 
advisors as to the legal, regulatory, tax, business, financial, investment, and other aspects of this communication. Neither WFS nor any person 
providing this communication is acting as a municipal advisor or fiduciary with respect to any transaction described or contemplated therein 
unless expressly agreed to in a written financial advisory or similar agreement.
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