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GLOSSARY* 

AMEX. - The American S tock  Exchange. 

_ I n i t i a l  P u b l i c  O f f e r i n a  ( I P O ) .  - The o r i g i n a l  s a l e  o f  a  
company's s e c u r i t i e s  t o  t h e  pub1 i c .  

I s s u e r .  - L e g a l  e n t i t y  t h a t  has  t h e  power t o  i s s u e  and  
d i s t r i b u t e  a  s e c u r i t y .  I s s u e r s  i n c l  ude c o r p o r a t i o n s ,  1  i m i t e d  
p a r t n e r s h i p s ,  m u n i c i p a l i t i e s ,  f o r e i g n  a n d  d o m e s t i c  
governments and t h e i r  agencies, and i n v e s t m e n t  t r u s t s .  

N a t i o n a l  A s s o c f a t i o n  o f  S e c u r i t i e s  Dea lers ,  I n c .  (NASDL. - A 
n o n p r o f i t  o r g a n i z a t f o n  made up o f  ove r - the -coun te r  s e c u r i t i e s  
d e a l e r s .  I t s  p u r p o s e  i s  t o  r e g u l a t e  t h e  o v e r - t h e - c o u n t e r  
s e c u r i t i e s  marke t  w i t h  t h e  o v e r s i g h t  o f  t h e  S e c u r i t i e s  and 
Exchange Commission. 

SDAQ 8 NASDAQ/N#S. - N a t i o n a l  A s s o c i a t i o n  o f  S e c u r i t i e s  
D e a l e r s  Automated Q u o t a t i o n s  systems. NASDAQ e l  e c t r o n i c a l l y  
p r o v i d e s  i n f o r m a t i o n  about  ove r - the -coun te r  s e c u r i t i e s ,  such 
as c u r r e n t  b i d  and ask p r i c e  q u o t a t i o n s  and volume t raded .  
NASDAQ/NMS p r o v i d e s  up t o  t h e  m i n u t e  p r i c e  a n d  v o l u m e  
i n f o r m a t i o n  on s e l e c t e d  ove r - the -coun te r  s e c u r i t i e s .  

N N .  - A secondary d i s t r i b u t i o n ,  it r e f e r s  
t o  t h e  s a l e  o f  p r e v i o u s l y  i s s u e d  s e c u r i t i e s ,  as d i s t i n g u i s h e d  
f rom new i s s u e s  o r  a  p r i m a r y  d i s t r i b u t i o n ,  where t h e  s e l l e r  
i s  t h e  i s s u i n g  c o r p o r a t i o n .  I t  i n v o l v e s  a  t r a n s a c t i o n  n o t  
d i r e c t l y  o r  i n d i r e c t l y  f o r  t h e  b e n e f i t  o f  t h e  i s s u e r .  

Dve r  - t h e  Counter  (OTC) M a r k e t  - . - A marke t  i n  wh ich  s e c u r i t i e s  

t r a n s a c t i o n s  a r e  conducted  t h r o u g h  a t e l e p h o n e  and computer 
ne twork  c o n n e c t i n g  s e c u r i t y  dea le rs ,  r a t h e r  t h a n  on t h e  f l o o r  
o f  an exchange. 

Secondarv T rad ing .  - A t e r m  used t o  d e s c r i b e  t h e  t r a d i n s  o f  
s e c u r i t i e s  o t h e r  than  a  new issue.  

------- 
*Sources: B a r r o n ' s  D i c t i o n a r y  o f  F inance and I n v e s t m e n t  

Terms. 
N o r t h  American S e c u r i t i e s  A d m i n i s t r a t o r s  
A s s o c i a t i o n ,  I n c .  G lossa ry .  



Securities A c t  of 1933. 
. - F i r s t  law enacted  by Congress t o  

r e g u l  a t e  t h e  s e c u r i t i e s  market.  Enforcement  r e s p o n s i  b i l  i t i e s  
a r e  v e s t e d  i n  t h e  S e c u r i t i e s  and Exchange Commission. 

S e c u r i t i e s  F x w e  Act  of 1934. - Federa l  l e g i s l a t i o n  wh ich  
e s t a b l  i s h e d  t h e  S e c u r i t i e s  and Exchange  Commiss ion .  I t s  
purpose i s  t o  p r o v i d e  r e g u l a t i o n  o f  s e c u r i t i e s  exchanges and 
t h e  o v e r - t h e - c o u n t e r  marke ts  and t o  p r o t e c t  i n v e s t o r s  f rom 
u n f a i r  and i n e q u i t a b l e  p r a c t i c e s .  

S e c u r i t y .  - Any note, s tock ,  bond, ev idence  o f  debt, i n t e r e s t  
o r  p a r t i c i p a t i o n  i n  a  p r o f  i t  s h a r i n g  agreement, i n v e s t m e n t  
c o n t r a c t ,  v o t i n g  t r u s t  c e r t i f i c a t e ,  f r a c t i o n a l  u n d i v i d e d  
i n t e r e s t  i n  o i l ,  gas, o r  o t h e r  m i n e r a l  r i g h t s ,  o r  any w a r r a n t  
t o  s u b s c r i b e  to ,  o r  purchase, any o f  t h e  f o r e g o i n g  o r  o t h e r  
s i r n i l  a r  i n s t r u m e n t s .  

S e n i o r  S e c u r i t y .  - A s e c u r i t y  t h a t  has  c l a i m  p r i o r  t o  a  
j u n i o r  o b l i g a t i o n  and e q u i t y  on a  c o r p o r a t i o n ' s  a s s e t s  and 
e a r n i n g s .  S e n i o r  s e c u r i t i e s  a r e  r e p a i d  b e f o r e  j u n i o r  
s e c u r i t i e s  i n  t h e  e v e n t  o f  l i q u i d a t i o n .  

S t o c k  Fxchangs. - An o r g a n i z e d  m a r k e t p l a c e  i n  wh ich  s tocks,  
common s t o c k  e q u i v a l e n t s ,  and bonds a r e  t r a d e d  by members o f  
t h e  e x c h a n g e ,  a c t i n g  b o t h  a s  a g e n t s  ( b r o k e r s )  a n d  a s  
p r i n c i p a l s  ( d e a l e r s  o r  t r a d e r s ) .  Such e x c h a n g e s  h a v e  a  
p h y s i c a l  l o c a t i o n  where b r o k e r s  and d e a l e r s  meet t o  execu te  
o r d e r s  f r o m  i n v e s t o r s  t o  buy and s e l l  s e c u r i t i e s .  Each 
exchange s e t s  i t s  own r e q u i r e m e n t s  f o r  membership. 



EXECUTIVE SUMMARY 

The 1988 Sess ion  of t h e  Genera l  Assembly adopted House 
J o i n t  Resol u t i o n  179 which reques ted  t h e  S t a t e  C o r p o r a t i o n  
Commi~ssion t o  s t u d y  s e v e r a l  exempt ions f rom t h e  s e c u r i t i e s  
r e g i s t r a t i o n  r e q u i r e m e n t s  o f  t h e  V i r g i n i a  S e c u r i t i s s  A c t  and 
de te rm ine  i f  r e v i s i o n s  a r e  necessa ry  t o  enhance t h e  goal  of 
t h e  V i r g i n i a  S e c u r i t i e s  A c t  o f  p r o t e c t i n g  i n v e s t o r s .  The 
f o l l o w i n g  exempt ions  a r e  t h e  s . u b j e c t  o f  t h i s  s t u d y :  

1. The nExchangeM Exempt ion  (013.1-514(a) ( 8 )  1, which  
w a i v e s  r e g i  s t r a t i o n  r e q u i r e m e n t s  f o r  s e c u r i t i e s  
l i s t e d  on  t h e  New York, American, and Midwest  s t o c k  
exchanges; 

2. The l l C r i t e r i a  Basedw Exempt ion (013.1-514(a) (13 )  1, 
w h i c h  w a i v e s  r e g i s t r a t i o n  r e q u i r e m e n t s  f o r  
s e c u r i t i e s  l i s t e d  o n  e x c h a n g e s  o r  q u o t e d  o n  
a u t o m a t e d  q u o t a t i , o n  s y s t e m s  a p p r o v e d  b y  t h e  
Commission; and 

3. The llManuallt E x e m p t i o n  1 3 1 - 5 1 4  b  2  1, w h i c h  
w a i v e s  r e g i s t r a t i o n  r e q u i r e m e n t s  f o r  s e c o n d a r y  
t r a d i n g  i n  s e c u r i t i e s  o f  f i r m s  l i s t e d  i n  a n y  
approved s e c u r i t i e s  manual. 

The Exchange Exemption 

T h i s  s t u d y  conc ludes  t h a t  c o m p e t i t i o n  f o r  1 i s t i n g s  and 
t h e  development  o f  new s e c u r i t i e s  have s i g n i  f i c a n t l  y  changed 
t h e  m a r k e t p l  ace  s i n c e  t h i s  e x e m p t i o n  was e n a c t e d .  T h e s e  
changes p r e s e n t  p o t e n t i a l  c o n f l i c t s  w i t h  t h e  purpose o f  t h e  
V i r g i n i a  S e c u r i t i e s  Ac t .  T h e r e  i s  a  need  t o  amend t h e  
Exchange Exemption. 

T h e  S t a t e  C o r p o r a t i o n  C o m m f s s i o n  r e c o m m e n d s  t h e  
f o l l o w i n g :  

- D e l e t e  t h e  M i d w e s t  S t o c k  E x c h a n g e  f r o m  t h e  
e x e m p t i o n .  The l i s t i n g  c r i t e r i a  o f  t h e  M i d w e s t  
S t o c k  Exchange  a r e  s i g n i f i c a n t l y  l o w e r  t h a n  t h e  
c r i t e r i a  used by t h e  New York and American s t o c k  
exchanges. 



- Amend t h e  s t a t u t e  t o  e x c l u d e  I n i t i a l  Pub1 i c  
O f f e r i n g s  ( I P O ' s l  from t h e  exemption. S u b s t a n t i v e  
rev iew of i n i t i a l  p u b l i c  o f f e r i n g s  i s  a t  t h e  h e a r t  
o f  e f f e c t i v e  s t a t e  r e g u l a t i o n *  and i t  i s  d i f f i c u l t  
t o  p r o v i d e  a d e q u a t e  i n v e s t o r  p r o t e c t i o n  i f  new 
s e c u r i t y  o f f e r i n g s  a r e  exempted  f r o m  e f f e c t i v e  
s t a t e  rev iew .  

- Amend t h e  s t a t u t e  t o  e x c l u d e  s e c u r i t i e s  o f  a  
l i s t e d  c o r p o r a t i o n  t h a t  a r e :  t t . . . s e n i o r  o r  
s u b s t a n t i a l  1y  equal  rank [ : to  t h e  1  i s t e d  s e c u r i t y l ;  
any s e c u r i t y  c a l l e d  f o r  by s u b s c r i p t i o n  r i g h t s  o r  
w a r r a n t s  a d m i t t e d  t o  t r a d i n g  i n  a n y  o f  s a i d  
exchanges; o r  any w a r r a n t  o r  r i g h t  t o  s u b s c r i b e  t o  
a n y  o f  t h e  f o r e g o i n g  s e c u r i t i e s . .  . ." S e n i o r  
s e c u r i t i e s ,  r i g h t s ,  and w a r r a n t s  s h o u l d  n o t  be 
e x e m p t e d ,  1  a r g e l  y  b e c a u s e  i n v e s t o r s  c a n n o t  
d e t e r m i n e  t h e  i n v e s t m e n t  r i s k s  o f  a l l  o f  a  
company's s e c u r i t i e s  by r e l y i n g  s o l e l y  on  t h e  f a c t  
t h a t  t h e  i s s u i n g  company i s  1  i s t e d  on  an exchange. 

The C r i t e r i a  Based Exemption 

The  C r i t e r i a  Based E x e m p t i o n  i s  based on r e g u l a t i o n s  
adopted by Commission o r d e r  which p r o v i d e  t h e  s t a n d a r d s  and 
c r i t e r i a  f o r  exempt ing  s e c u r i t i e s  from s t a t e  r e g i s t r a t i o n  
r e q u i r e m e n t s .  The b r o a d  p u r p o s e  o f  t h e  C r i t e r i a  Based 
Exempt ion i s  t o  e s t a b l i s h  u n i f o r m  s t a n d a r d s  i n  p l a c e  of t h e  
d i v e r s e  and c h a n g i n g  s t a n d a r d s  i n  f o r c e  among t h e  v a r i o u s  
exchanges and t h e  N a t i o n a l  A s s o c i a t i o n  o f  S e c u r i t i e s  D e a l e r s *  
Inc .  ( N A S D ) .  

The C r i t e r i a  Based Exempt ion has a  number o f  advantages 
over  t h e  Exchange Exemption. The p r i m a r y  advantage i s  t h a t  
i t a l l o w s  t h e  Commission t o  e s t a b l i s h  t h e  c r i t e r i a  used f o r  
t h e  exempt ion  of s e c u r i t i e s .  The Commission may m o d i f y  t h e  
c r i t e r i a  i n  o r d e r  t o  s t r i k e  a  p r o p e r  b a l a n c e  b e t w e e n  t h e  
l e g i t i m a t e  needs of  t h e  n a t i o n a l  m a r k e t p l a c e  and adequate 
p r o t e c t i o n  o f  t h e  V i r g i n i a  i n v e s t o r .  

T h i s  i s  an e f f e c t i v e ,  workab le  exempt ion t h a t  p r o v i d e s  
an adequate  l e v e l  o f  p r o t e c t i o n  t o  t h e  V i r g i n i a  i n v e s t o r  and 
p l a c e s  n o  un reasonab le  burden on  t h e  f n d u s t r y .  No changes t o  
t h i s  s t a t u t e  a r e  recommended. 



The Manual Exemptton 

The M a n u a l  E x e m p t i o n  p r o v i d e s  a n  e x e m p t i o n  f o r  
t r a n s a c t i o n s  i n v o l v i n g  s e c u r i t i e s  o f  any company l i s t e d  i n  an 
approved  s e c u r i t i e s  manual r such as S t a n d a r d  and P o o r ' s  
Co rpo ra t i on  Records. T h i s  exemption p rov ides  brokerage f i r m s  
an easy way of de te rmin ing  whether a  p a r t i c u l a r  s e c u r i t y  may 
be t r a d e d  i n  t h e  secondary  m a r k e t  w i t h o u t  r e g i s t r a t i o n .  
Un fo r tuna te ly ,  t h e  exemption a l s o  p rov ides  an easy way f o r  
unscrupulous promoters t o  make use o f  l e g i t i m a t e  manuals f o r  
an i m p r o p e r  p u r p o s e - - t o  s e l l  q u e s t i o n a b l e  s e c u r i t i e s  i n  
V i r g i n i a  w i t h o u t  r e g i s t r a t i o n .  

T h i s  s t u d y  c o n c l u d e s  t h a t  t h e  M a n u a l  E x e m p t i o n  i s  
i n c o n s i s t e n t  w i t h  t h e  purpose o f  t h e  V i r g i n i a  S e c u r i t i e s  Act. 
Un reg i s te red  s e c u r i t i e s  o f  l i t t l e  o r  no va lue  may be promoted 
and s o l d  i n  V i r g i n i a  due t o  t h e i r  l i s t i n g  i n  t h e  s e c u r i t i e s  
manuals, a  s i t u a t i o n  t h a t  t h e  Act  was designed t o  prevent .  
Secondary t r a d i n g  i n  q u a l i t y  s e c u r i t i e s  w i l l  n o t  s u f f e r  i f  
t h e  Manual Exemp t i on  i s  r epea led .  The S t a t e  C o r p o r a t i o n  
Commission recommends t h e  repea l  o f  t h e  Manual Exemption. 



. . .  
I. INTRODUCTION 

S t a t e  s e c u r i t i e s  l aws  were -enacted e a r l y  i n  t h i s  c e n t u r y  
t o  c o u n t e r  f l a g r a n t  abuses  o c c u r r i n g  i n  t h e  s e c u r i t i e s  
i n d u s t r y -  I n  genera l ,  t h e  s t a t e  s t a t u t e s  accompl i s h  t h e i r  
t a s k  t h r o u g h  t h e  r e g i s t r a t i o n :  o f  peop le  and f '5rms i n v o l  ved i n  
t h e  s e c u r i t i e s  i n d u s t r y ,  as w e l l  as t h e  s e c u r i t i e s  t h a t  a r e  
o f f e r e d  and s o l d .  A number o f  exempt ions f r o m  r e g i s t r a t i o n  
a r e  a v a i l a b l e  f o r  .some s e c u r i t i e s .  T h i s  s t u d y  examines t h r e e  
o f  t h o s e  e x e m p t i o n s  a n d  a t t e m p t s  t o , d e t e r m i n e  w h e t h e r  t h e  
Commonwealth s h o u l d  c o n t i n u e  t o .  g r a n t  t h e s e  exemptioins. I t  
a l s o  e x p l o r e s  whether  t h e  exempt ions a r e  r e l e v a n t  t o  t o d a y ' s  
s e c u r i t i e s  m a r k e t s  and w h e t h e r  c o n t i n u e d  r e 1  l a n c e  on t h e  
e x e m p t i o n s  by  t h e  C o m m o n w e a l t h  i s  c o n s i s t e n t  w i t h  t h e  
p u r p o s e s  o f  t h e  V i r g i n i a  S e c u r i t i e s  A c t .  Each  s e c t i o n  
c o n c l  u d e s  w i t h  r e c o m m e n d a t i o n s  t o  t h e  G e n e r a l  Assemb ly  
c o n c e r n i n g  t h a t  p a r t i c u l a r  exemption. 

p u r p o s e  and Methodo logy  

The V i r g i n i a  S e c u r i t i e s  A c t  p r o v i d e s  f o r  t h e  f o l l o w i n g  
e x e m p t i o n s  f r o m  r e g i s t r a t i o n  among o t h e r s :  t h e  Exchange 
Exemption, 5 1 3 1 5 1 4 a  8  t h e  C r i t e r i a  Based Exemption, 
513.1-514(a) (13 )s  and t h e  Manual Exemption, 513.1-514(b) ( 2 ) .  
T h i s  s t u d y  a t t e m p t s  t o  d e t e r m i n e  t h e  r e s p o n s i v e n e s s  and  
r e l e v a n c e  o f  t h e s e  exempt ions  t o  c u r r e n t  s e c u r i t i e s  markets,  
p a r t i c u l a r l y  i n  l i g h t  o f  t h e  new t y p e s  o f  s e c u r i t i e s  t h a t  
have  emerged i n  r e c e n t  y e a r s  and t h e  d r a m a t i c  d r o p  i n  
s e c u r i t y  p r i c e s  i n  Oc tober  1987, and whether  t h e  exempt ions  
s h o u l d  be r e p e a l e d  o r  m o d i f i e d  t o  e n h a n c e  i n v e s t o r  
p r o t e c t i o n .  T o  a c c o m p l i s h  t h i s  t a s k ,  t h e  C o m m i s s i o n t s  
D i v i s i o n  o f  S e c u r i t i e s  and R e t a i l  F r a n c h i s i n g  c o n d u c t e d  
i n t e r v i e w s  w i t h  r e p r e s e n t a t i v e s  o f  t h e  1  i s t i n g  depar tments  of 
t h e  exchanges s p e c i f i e d  i n  t h e  Exchange Exempt ion (New York, 
American, and Midwest  s t o c k  exchanges) and w i t h  t h e  l i s t i n g  
d e p a r t m e n t  o f  t h e  N A S D t s  a u t o m a t e d  q u o t a t i o n  s y s t e m  
(I'NASDAQ"), t h e  o n l y  s y s t e m  c u r r e n t l y  a c c e p t e d  u n d e r  t h e  
C r i t e r i a  B a s e d  E x e m p t i o n .  I n  a d d i t i o n ,  d i s c u s s i o n s  w i t h  
c o u n s e l  f o r  S t a n d a r d  a n d  P o o r ' s  ( p u b 1  i s h e r  o f  one o f  t h e  



manua l s  a c c e p t e d  unde r  t h e  Manual Exemp t i on )  we re  h e l d .  The 
S t a f f  r e v i e w e d  c o n t e m p o r a r y  w r i t i n g s  t o  i d e n t i f y  t o p i c s  
c u r r e n t l y  i m p a c t i n g  t h e  use o f  t h e  e x e m p t i o n s  and t o  d e v e l o p  
h i s t o r i c a l  background. A l s o  r e v i e w e d  were t h e  t r a n s c r i p t  and 
f il i n g s  of a  h e a r i n g  b e f o r e  t h e  S t a t e  C o r p o r a t i o n  Commiss ion 
c o n c e r n i n g  t h e  NASDts u s e  o f '  t h e  C r i t e r i a  Based Exempt ion .  
J o s e p h  C. Long,  a  p r o f e s s o r  o f  l a w  a t  t h e  U n i v e r s i t y  o f  
Oklahoma and n o t e d  a u t h o r i t y  on  s t a t e  s e c u r i t i e s  r e g u l a t i o n ,  
p r o v i d e d  t e c h n i c a l  and e d i t o r i a l  adv ice .  

H i s t o r i c a l  Develooment  o f  t h e  A c t  

The V i  r g i n i a  S e c u r i t i e s  A c t  ( " A c t w )  (Va. Code 5513.1-501- 
5 2 7 . 3 )  w a s  e n a c t e d  t o  p r e v e n t  f r a u d u l e n t  s e c u r i t i e s  
o f f e r i n g s .  The A c t  r e q u i r e s  t h e  r e g i s t r a t i o n  o f  s e c u r i t i e s  
a n d  p e r s o n s  i n v o l v e d  i n  t h e i r  o f f e r  and  s a l e .  I n  t h i s  
manner ,  t h e  Commonweal th ,  t h r o u g h  t h e  S t a t e  C o r p o r a t i o n  
Commission (Commiss ion) ,  r e v i e w s  an o f f e r i n g  p r i o r  t o  i t s  
s a l e  t o  t h e  p u b l i c  t o  t r y  t o  a s s e s s  w h e t h e r  t h e  o f f e r i n g  
wou ld  be f r a u d u l e n t .  

T h e  c u r r e n t  A c t  was a d o p t e d  i n  1 9 5 6  by t h e  G e n e r a l  
A s s e m b l y  a n d  became e f f e c t i v e  o n  J a n u a r y  1, 1957 .  I t  i s  
based on an e a r l y  d r a f t  o f  th .e  U n i f o r m  S e c u r i t i e s  Act ,  w h i c h  
c o n t a i n e d  t h e  E x c h a n g e  a n d  Manua l  E x e m p t i o n s  ( a s  does  t h e  
f i n a l  d r a f t  o f  t h e  U n i f o r m  A c t ) .  T h e  e x e m p t i o n s  w e r e  
i n c l u d e d  b e c a u s e  a  m a j o r i t y  o f  t h e  s t a t e s  h a d  s i m i l a r  
e x e m p t i o n s  a t  t h e  t i m e  t h e  U n i f o r m  A c t  was d r a f t e d .  T h e  
f e d e r a l  S e c u r i t i e s  A c t  o f  1933 and t h e  S e c u r i t i e s  Exchange 
A c t  of 1934 do n o t  have s i m i l a r  exempt ions .  I n  c o n t r a s t ,  t h e  
C r i t e r i a  Based Exempt i on  was n o t  added t o  t h e  V i r g i n i a  A c t  
u n t i l  1974 and was amended i n  t h e  e a r l y  1980 ' s  t o  i n c l u d e  t h e  
NASDAQ N a t i o n a l  M a r k e t  System, a  t r a d i n g  system t h a t  p r o v i d e s  
up t o  t h e  m i n u t e  p r i c e  and vo lume r e p o r t i n g  f o r  t r a d e s  o f  
o v e r - t h e - c o u n t e r  s e c u r i t i e s .  

The A c t  p r o v i d e s  f o r  a  number o f  e x e m p t i o n s  f r om t h e  
r e g i s t r a t i o n  p rocess .  The exemp t i ons  a r e  o f  t w o  t y p e s :  (1) 
r e g i s t r a t i o n  e x e m p t i o n s  f o r  s e c u r i t i e s  t h a t  h a v e  c e r t a i n  
c h a r a c t e r i s t i c s  ( e x e m p t  s e c u r i t i e s )  a n d  (2) r e g i s t r a t i o n  
e x e m p t i o n s  f o r  t r a n s a c t i o n s  t h a t  have c e r t a i n  c h a r a c t e r i s t i c s  
( e x e m p t  t r a n s a c t i o n s ) .  T r - a d i n g  i n  s e c u r i t i e s  i n  t h e  
Commonwea l th  c a n  l a w f u l l y  be e f f e c t e d  i n  t h r e e  ways :  1) 
r e g i s t r a t i o n  o f  t h e  s e c u r i t i e s ;  2) t r a d i n g  o f  e x e m p t  
s e c u r i t i e s ;  and 3 )  t r a d i n g  t h r o u g h  exempt t r a n s a c t i o n s .  

R e g i s t e r e d  S e c u r i t i e s .  R e g i s t r a t i o n  o f  t h e  s e c u r i t i e s  b e f o r e  
t h e i r  s a l e  p r o v i d e s  t h e  pub1  i c  w i t h  t h e  h i g h e s t  l e v e l  o f  



i n fo rma t ion  about  t h e  s e c u r i t y .  The Commission reviews t h e  
p r o s p e c t u s  and  r e l a t e d  i n f o r m a t i o n  t o  v e r i f y  t h a t  t h e  
i n f o r m a t i o n  needed t o  make an informed inves tment  d e c i s i o n  
has  been d i s c l o s e d .  R e g i s t r a t i o n  i s  designed t o  p reven t  t h e  
s a l e  of  f r a u d u l e n t  s e c u r i t i e s  i n  t h e  Commonwealth. The 
m a j o r i t y  of o f f e r i n g s  r e g i s t e r e d  i n  V i rg in i a  a r e  coo rd ina t ed  
w i t h  t h e  S e c u r i t i e s  and Exchange Commiss ion~s  r e g i s t r a t i o n  
p rocess ,  t he r eby  s u b s t a n t i  a l l y  reducing dupl i c a t i o n  of t h e  
r e g i s t r a t i o n  process .  

Exempt S e c u r i t i e s .  Exempt s e c u r i t i e s  g e n e r a l l y  a r e  i s sued  o r  
g u a r a n t e e d  by compan i e s  t h a t  a r e  r e g u l a t e d  by f e d e r a l  and 
s t a t e  agenc i e s  o r  a r e  i s sued  by t h e  governments themse lves  
( e . a . r  m u n i c i p a l  b o n d s ) .  Two of t h e  e x e m p t i o n s  i n  t h e  
c u r r e n t  Act, t h e  Exchange Exemption and t h e  C r i t e r i a  Based 
Exemption, a r e  inc luded in t h i s  ca tegory .  I n s t e a d  of d i r e c t  
governmental r e g u l a t i o n ,  t h e s e  exemptions invol  ve r e g u l a t i o n  
by p r i v a t e  c o r p o r a t i o n s  e t h e  s t o c k  exchanges and t h e  
NASD) s u b j e c t  t o  t h e  o v e r s i g h t  of the S e c u r i t i e s  and Exchange 
Commission. 

Exempt T ransac t i ons .  Exempt t r a n s a c t i o n s  inc l  u d e  (1 persons  
t h a t  should  have g r e a t e r  knowledge about  t h e  company i s s u i n g  
t h e  s e c u r i t y  than  t h e  o rd ina ry  i n v e s t o r  would pos se s s ,  (2) 
t r a n s a c t i o n s  t h a t  invo lve  a  l i m i t e d  number of people  who have 
s u f f i c i e n t  knowledge of t h e  company, ( 3 )  companies which have 
met c e r t a i n  f i n a n c i a l  r equ i rements  f o r  a  s p e c i f i e d  amount of 
time, o r  ( 4 )  s e c u r i t i e s  i s s u e d  b y  compan i e s  a b o u t  which 
in fo rmat ion  is pub1 i c l  y. a v a i l a b l e .  With t r a n s a c t i o n s  of t h i s  
n a t u r e ,  t h e  p u r c h a s e r  of t h e  s e c u r i t i e s  s h o u l d  have  t h e  
a b i l i t y  t o  o b t a i n  t h e  i n fo rma t ion  needed t o  make an informed 
inves tment  dec i s i on .  The Manual Exemption e x e m p l i f i e s  t h e  
l a s t  ca tegory .  

P r a c t i c a l  C o n s i d e r a t i o n s  of t h e  E x m p t i o n s  

The exemptions a r e  analogous  t o  a  c o n t r a c t  between t h e  
Commonwealth and t h e  exchanges, t h e  s e c u r i t i e s  a s s o c i a t i o n ,  
and t h e  manual p u b l i s h e r s .  The e x c h a n g e s ,  t h e  s e c u r i t i e s  
a s s o c i a t i o n ,  and t h e  manual pub1 i s h e r s  p r o m i s e  t o  1  i s t  o r  
d e s i g n a t e  compan i e s  o n l y  of a  c e r t a i n  q u a l i t y .  and t h e  
Commonweal t h r  i n  t u r n ,  does  n o t  r e q u i  r e  r e g i s t r a t i o n  of 
s e c u r i t i e s  s o  1 is ted.  Th is  p rov ides  b e n e f i t s  t o  companies 
with s e c u r i t i e s  1  i s t e d  on t h e  exchanges, and t h e s e  b e n e f i t s  
c r e a t e  an i n c e n t i v e  t o  l i s t  t he  company's s e c u r i t i e s  on an 
exchange t h a t  has  t h i s  exemption. The exchanges b e n e f i t  from 
r e c e i v i n g  r e v e n u e s  b a s e d  on t h e  l i s t i n g  o f  c o m p a n i e s 1  
s e c u r i t i e s .  The revenues  acc ru ing  t o  t h e  exchanges d u e  t o  



1  i s t i n g s  
Lrange 

f rom a p p r o x i m a t e l y  4% t o  35% o f  t h e i r  t o t a l  
revenues. 

B roke rage  f i r m s , .  t h e  companies t h a t  deal  i n  s e c u r i t i e s  
o n  t h e  w h o l e s a 1 . e  a n d  r e t a i l  l e v e l s ,  b e n e f i t  f r o m  t h e  
exemptions. I n  V i  rg-i 'nia, th'ese f i r m s  c a n n o t  l a w f u l  1 y  s e l l  
s e c u r i t i e s  which a r e  n o t  r e g i s t e r e d  under  t h e  V i r g i n i a  A c t  
u n l e s s  an e x e m p t i o n  i s  a v a i l a b l e .  I n  a d d i t i o n  t o  t h e  
b roke rage  f 5 rms u s i n g  t h e  exemptions, company i n s i d e r s  can 
make 'use  o f  t h e  exempt ions  t o  a v o i d  r e g i s t r a t i o n  i n  V i r g i n i a ;  
i n  c o n t r a s t ,  t h e  f e d e r a l  s e c u r i t i e s  a c t s  p r o h i b i t  t h e  s a l e  o f  
u n r e g i s t e r e d  s e c u r i t i e s  by b r o k e r s  and i n s i d e r s  i n  m o s t  
cases. 

If t h e  u n r e g i s t e r e d  s e c u r i t y  does n o t  q u a l i f y  f o r  an 
exemption, t h e  i n v e s t o r ,  t o  w in  h i s  case, o n l y  has t o  p rove  
t h a t  it was n o t  r e g i s t e r e d  i n  t h e  Commonwealth a t  t h e  t i m e  o f  
t h e  s a l e .  



11. THE EXCHANGE EXEMPTIONS 5 1 3 . 1 - 5 1 4 ( a )  (8 )  

R a t i o n a l e  of t h e  Exchanae E x e m ~ t i o n  

Re1 i a n c e  on  s t o c k  exchange  1  i s t i n g  r e q u i r e m e n t s  as  a  
"sea l  of a p p r o v a l n  i s  a  cen tu ry -01  d  concept .  By 1900, banks 
and t r u s t  companies would n o t  accep t  a  s e c u r i t y  as c o l l a t e r a l  
u n l e s s  it was 1  i s t e d  on  an exchangeO3 As t h e  i n d u s t r i a l  base 
of t h e  Coun t ry  grew. i n v e s t o r s  had t r o u b l e  d i s t i n g u i s h i n g  
l e g i t i m a t e  companies from she1 I s  w i t h  no substance.  Re1 i a n c e  
on exchange l i s t i n g  was one way around t h i s  problem; a t  l e a s t  
some d i s c l o s u r e s  were  r e q u i r e d  by t h e  exchanges,  and t h e  
s e c u r i t i e s  had been r e v i e w e d  by t h e  e x c h a n g e s !  1  i s t i  n g  
committees. P r i c e  r i s e s  i n  s e c u r i t i e s ,  once 1  i s t e d  s t a t u s  
was ob ta ined,  e s c a l a t e d  t h e  movement t o  1  i s t  s e c u r i t i e s .  4 

As demands f o r  s t a t e  s e c u r i t i e s  l aws  (llB1ue Skyv1 l a w s )  
grew, r e l i a n c e  on t h e  v a r i o u s  s e c u r i t i e s  exchanges,  a s  
g r a n t o r s  of app rova l  f o r  s e c u r i t i e s ,  was i n c o r p o r a t e d  i n t o  
t h e  s t a t e s '  s e c u r i t i e s  laws. A 1920 Georg ia  s t a t u t e  exempted 
f rom r e g i s t r a t i o n  any s e c u r i t y  on  t h e  New York,  Ch icago ,  
P h i l  a d e l  p h i a ,  " o r  o t h e r  s t o c k  exchanges  o f  1  i k e  s t a n d i n g  ... Con wh ich1 t h e  c u r r e n t  p r i c e s  Cof t h e  s e c u r i t i e s 1  s h a l l  
have been quo ted  f rom t i m e  t o  t i m e  f o r  n o t  l e s s  t h a n  one y e a r  
n e x t  p r e c e d i n g  t h e  o f f e r i n g . . . .  A f t e r  t h e  1917 U n i t e d  
S t a t e s  Supreme C o u r t  d e c i s i o n s  u p h o l d i n g  t h e  v a l i d i t y  o f  B l u e  
Sky 1  aws, t h e  I n v e s t m e n t  B a n k e r s  A s s o c i a t i o n  o f  A m e r i c a  
ceased i t s  f i g h t  a g a i n s t  s t a t e  r e g u l a t i o n  o f  t h e  s e c u r i t i e s  
i n d u s t r y  and 1  o b b i e d  t h e  s t a t e  l e g i s l a t ~ r e s  f o r  u n i f o r m  
s t a t u t e s  t h a t  would l e s s e n  t h e  impac t  on i t s  i n d u s t r y .  1n 
1926 V i r g i n i a  amended i t s  s e c u r i t i e s  s t a t u t e s  t o  p r o v i d e  an 
exempt ion f rom r e g i s t r a t i o n  f o r  s e c u r i t i e s  1  i s t e d  on t h e  New 
York and Chicago exchanges. 7  

The U n i f o r m  S e c u r i t i e s  Ac t  o f  1957 a t tempted  t o  p r o v i d e  
c o n s i s t e n c y  i n  t h e  a r e a  o f  s t a t e  s e c u r i t i e s  r e g u l a t i o n .  
L o u i s  LOSS., t h e  l e a d  d r a f t s m a n  o f  t h e  U n i f o r m  Act, n o t e d  t h a t  
3 8  j u r i s d i c t i o n s  had an exchange exempt ion i n  some fo rm f o r  
1  i s t e d  s e c u r i t i e s  and t h a t  t h e  New York, American (AMEX) ,  and 



Midwest  exchanges were ment ioned i n  a p p r o x i m a t e l y  85% o f  t h e  
s t a t e  s t a t u t e s  i n  e f f e c t  d u r i n g  t h e  t i m e  t h a t  t h e  U n i f o r m  A c t  
was b e i n g  d r a f t e d .  The d r a f t s m e n  o f  t h e  U n i f o r m  A c t  were 
c r i t i c a l  o f  an e x e m p t i o n  w h i c h  i n d i c a t e d  t h a t  s e c u r i t i e s  
1  i s t e d  on exchanges were I1hal lmarks  of soundness and qua1 i t y w  
b u t  i n c l u d e d  it i n  t h e  A c t  because o f  t h e  number o f  s t a t e  
s t a t u t e s  t h a t  a l r e a d y  c o n t a i n e d  a  v e r s i o n  of it.' 

S e c u r i t i e s  a r e  used t o  f i n a n c e  t h e  company t h a t  i s s u e s  
them. There fo re ,  a n  a n a l y s i s  of t h e  company s h o u l d  g i v e  an 
i n d i c a t i o n  o f  t h e  v i a b i l i t y  o f  t h e  s e c u r i t y  as  a  p r o p e r  
i nvestment.  Ba1 ance sheets,  income s ta tements ,  and changes 
i n  f i n a n c i  a1 p o s i t i o n  p r o v i d e  t h e  e s s e n t i a l  i n f o r m a t i o n  used 
t o  make an i nformed d e c i s i o n .  Review o f  i m p o r t a n t  i t e m s  o n  
t h e  s ta tements ,  a n a l y s i s  o f  t r e n d s  i n  r a t i o s  c a l c u l a t e d  f rom 
t h e  s t a t e m e n t s ,  and  c o m p a r i s o n  o f  t h e  c o m p a n y f s  r a t i o s  t o  
i n d u s t r y  averages a r e  a1 1  components o f  f i n a n c i a l  a n a l y s i s .  
A l t h o u g h  t h e  1 i s t i n g  r e q u i r e m e n t s  o f  t h e  exchanges t e n d  t o  
c o n c e n t r a t e  on rev iew  o f  t h e s e  i m p o r t a n t  i tems, o t h e r  a s p e c t s  
o f  f i n a n c i a l  a n a l y s i s  a n d  some c o r p o r a t e  g o v e r n a n c e  
c o n s i d e r a t i o n s  a r e  a l s o  i n c l u d e d  i n  t h e i r  r e v i e w s  o f  
p o t e n t i a l  l i s t i n g  cand ida tes .  . T a b l e  1 1  i s t s  t h e  r e q u i r e m e n t s  
f o r  l i s t i n g  common s t o c k  on t h e  t h r e e  exchanges s p e c i f i e d  i n  
O 13.1-514(a) (81, and T a b l e  2 1  i s t s  t h e  maintenance c r i t e r i a  
t h a t  f i r m s  must  meet t o  remain 1  i s t e d  w i t h  t h e  exchanges. 



Net  T a n g i b l e  A s s e t s  

Pre-Tax Income. 

N e t  Income 

Shares O u t s t a n d i n g  

TABLE 1 
I n i t i  a1 1  i s t i n g  C r i t e r i a  f o r  t h e  Exchanges 

f o r  Common S tock  

AMEX New York Midwest  
S tock  Exchange Stock  Exchange 

A l t e r n a t i v e  A l t e r n a t i v e t  
1 '  2  

I 
r Number o f  Shareho lde rs  800/400 800/400 2,000 
0 
I 

Marke t  Value o f  Pub1 i c l y  
H e l d  Shares $3, 000,000 $15,000, 000 $18,000,000 

Minimum P r i c e  P e r  Share $ 3  $ --- --- 
O p e r a t i n g  H i s t o r y  -om 3 y r s  --- 
R e p o r t s  t o  S h a r e h o l d e r s  Requ i red  Req u i  r e d  Requi r e d  
Annual Mee t ings  Req u  i r e d  Requ i r e d  Req u  i r e d  
1/3 Quorum Req u i  r e d  Req u i  r e d  Requi r e d  
P r o x i e s  Req u  i r e d  Req u  i red  Req u  i red  
A u d i t  Committee Requ i red  Requ i red  Req u i  r e d  
Independent  D i  r e c t o r s  Requi r e d  Req u  i r e d  Req u  i r e d  
Conf 1  i c t  o f  I n t e r e s t  

Po l  i c y  Req u i r e d  Req u  i r e d  Req u  i r e d  

Requ i red  
Req u  i r e d  
Reviewed 
Req u  i red- 
Requ i red  
Req u  i r e d  

* S t o c k h o l d e r r s  e q u i t y  
t R e f e r s  t o  companies i n  t h e  development s tage  



TABLE 2  

Maln tenance C r l t e r i a  f o r  t h e  Exchanges 
f o r  Common S tock  

(minimum s t a n d a r d s  t o  be met t o  remain on t h e  system) 

AMEX New Yo r k  
S tock  Exchange 

N e t  T a n g i b l e  A s s e t s  $2,000,000 ( i f  n e t  l o s s e s  were s u s t a i n e d  i n  $8,000,000 
2  o f  l a s t  3 y e a r s )  o r ;  

$4,000,000 ( i f  n e t  l o s s e s  were s u s t a i n e d  i n  (Avg. n e t  income a f t e r  
3 o f  l a s t  4 yea rs ) ;  however, t a x  f o r  p a s t  3 y e a r s  

A company canno t  have s u s t a i n e d  i s  l e s s  t h a n  $600,000) 
n e t  l o s s e s  i n  t h e  ' l a s t  f i v e  y e a r s  

Shares O u t s t a n d i n g  200,000 600,000 

Number o f  S h a r e h o l d e r s  300 1 n 200 

M a r k e t  Value o f  P u b l i c l y  
H e l d  Shares $lrOOO,OOO 

M a r k e t  Value o f  A1 1  Shares 
O u t s t a n d i n g  --.- 



TABLE 2 
con t inued  

' Midwest  
Stock  Exchange 

Maintenance C r i t e r i a  
(minimum s tandards  t o  be met t o  remain  on t h e  system) 

N e t  Tan'gible  Asse ts  ---- 

N e t  Worth 

Shares Outs tand ing  

Number o f  Shareholders  

M a r k e t  Value o f  Pub1 i c l y  
H e l d  Shares ' 

Marke t  Value o f  A1 1 Shares 
Outs tand ing  

G r e a t e r  than  150% o f  l a s t  y e a r ' s  
n e t  l o s s  o r  S500r000  

N e t  Income ..--I 



L i s t i n g  c r i t e r i a  used by t h e  exchanges a r e  f o r  t h e  most  
p a r t  q u a n t i t a t i v e .  I n  contr 'ast ,  t h e  Commissionls emphasis 
when  r e v i e w i n g  s e c u r i t i e s  f o r  r e g i s t r a t i o n  i s  n o t  o n  
f i n a n c i a 1  a n a l y s i s  of t h e  company i s s u i n g  t h e  s e c u r i t i e s .  The 
Commiss ion fs  mandate i s  t o  p r e v e n t  s a l e s  o f  u n s u b s t a n t i a l  o r  
f r a u d u l e n t  o f f e r i n g s .  The re fo re ,  it focuses  on t h e  o f f e r i n g  
i t s e l f  and t h e  c i r c u m s t a n c e s  s u r r o u n d i n g  it t o  d e t e r m i n e  i f  
f a c t o r s  a r e  p r e s e n t .  t h a t  would c r e a t e  a  f r a u d u l e n t  o f f e r i n g .  
W h i l e  n o t  an  a l l  i n c l u s i v e  l i s t ,  t h e  f o l l o w i n g  i t e m s  a r e  
g i v e n  s p e c i f  i c  a t t e n t i o n  by t h e  Commission s t a f f  who r e v i e w  
s e c u r i t i e s  f i l i n g s :  

1. p romote rs  have i n v e s t e d  i n s u f f i c i e n t  e q u i t y  c a p i t a l  
i n  r e l a t i o n  t o  t h e  t o t a l  c a p i t a l i z a t i o n  t h a t  w i l l  
e x i s t  a f t e r  t h e  c o m p l e t i o n  o f  t h e  p r o p o s e d  p u b l i c  
o f f e r i n g ;  o r  

2. an e x c e s s i v e  amount o f  "cheap stockf l - -shares i s s u e d  
t o  p r o m o t e r s  a n d  i n s i d e r s  a t  p r i c e s  s i g n i f i c a n t l y  
l e s s  t h a n  t h e  proposed p u b l i c  o f f e r i n g  p r i c e - - i n  t h e  
r e g i s t r a n t ' s  c a p i t a l  s t r u c t u r e ;  o r  

3. an e x c e s s i v e  number o f  o p t i o n s  and w a r r a n t s  have been 
issued,  o r  a r e  r e s e r v e d  f o r  issuance,  i n  r e l a t i o n  t o  
t h e  t o t a l  c a p i t a l  s t r u c t u r e  a f t e r  c o m p l e t i o n  o f  t h e  
o f f e r i n g ;  o r  

4. t h e  p r o p o s e d  p u b l  i c  o f f e r i n g  p r i c e  i s  t o o  h i g h  i n  
r e l a t i o n  t o  t h e  m a r k e t  p r i c e ,  i f  a  marke t  e x i s t s *  o r  
i n  r e l a t i o n  t o  t h e  i s s u e r ' s  e a r n i n g s  h i s t o r y ,  o r  
o t h e r  f a c t o r s ;  o r  

5. t h e  u n d e r w r i t e r ' s  c o m m i s s i o n s  a n d / o r  t h e  s e l l  i n g  
expenses of t h e  proposed o f f e r i n g  a r e  excess i ve ;  o r  

6. v o t i n g  r i g h t s  o f  t h e  s h a r e s  b e i n g  o f f e r e d  t o  t h e  
p u b l  i c  a r e  i n e q u i t a b l e ;  o r  

7 .  t h e  i s s u e r ' s  h i s t o r i c a l  e a r n i n g s ,  ca1 c u l  a t e d  i n  
a c c o r d a n c e  w i t h  g e n e r a l l y  a c c e p t e d  a c c o u n t i n g  
p r i n c i p l e s ,  a r e  i n s u f  f i c i e n t  t o  c o v e r  t h e  i n t e r e s t  
charges on  deb t  s e c u r i t i e s  b e i n g  r e g i s t e r e d  o r  t h e  
p r e f e r r e d  d i v i d e n d  o n  p r e f e r r e d  s h a r e s  b e i n g  
r e g  i s te red .1°  



N e i t h e r  t h e  Commission no r  t h e  exchanges f o c u s  e x c l u s i v e l y  on 
t h e i r  r e s p e c t i v e  c r i t e r i a ;  b o t h  w i l l  c o n s i d e r  o t h e r  a r e a s  
t h a t  may impac t  t h e i r  r e v i e w i n g  c r i t e r i a .  However, none of 
t h e  l i s t i n g  r e q u i r e m e n t s  o f  t h e  exchanges s p e c i f i e d  i n  t h e  
Exchange  E x e m p t i o n  d i  r e c t l  y  - a d d r e s s  t h e  Commonweal t h ' s  
concerns  f o r  t h e  I fweeding o u t w  o f  f r a u d u l e n t  s e c u r i t i e s .  

O p e r a t i o n s  o f  t h e  Exchanaes' L i s t i n a  Depar tments  

T h e  e x c h a n g e s  m e n t i o n e d  i n  B 1 3 . 1 - 5 1 4 ( a ) ( 8 )  h a v e  
developed a  p rocess  t o  a t t r a c t  new 1  l s t i n g s .  The New York 
S t o c k  Exchange and t h e  AMEX have t h e  most  developed systems, 
w i t h  t h e  M i d w e s t  S t o c k  Exchange  c u r r e n t l y  d e v e l o p i n g  a  
m a r k e t i n g  system s i m i l a r  t o  t h e  o t h e r  two. The m a r k e t i n g  
d i v i s i o n  o f  each  exchange  i d e n t i f i e s  c o m p a n i e s  t h a t  meet, 
t h e i r  l f s t i n g  c r i t e r i a  and appear  t o  have s u f f i c i e n t  n a t i o n a l  
i n v e s t o r  a p p e a l  t o  w a r r a n t  l i s t i n g  on  t h e  exchange .  The 
exchange  a r r a n g e s  m e e t i n g s  w i t h  t h e  f i r m ' s  management t o  
e x p l a i n  t h e  b e n e f i t s  o f  l i s t i n g  w i t h  t h e m .  F o r m a l  
n e g o t i a t i o n s  and a  c l o s e r  rev iew  by t h e  exchange f o l l o w  i f  
t h e  f i r m ' s  management i s  i n t e r e s t e d .  I n  a d d i t i o n  t o  t h e  
exchanges compet ing  f o r  new 1  i s t i n g s ,  companies w i l l  approach 
t h e  e x c h a n g e s  f o r  l i s t i n g  s t a t u s .  Companies wan t  a  good 
secondary t r a d i n g  m a r k e t  f o r  t h e i r  s e c u r i t i e s  f o r  a  v a r i e t y  
o f  reasons. Ease o f  t r a d i n g  i t s  s e c u r i t i e s  i s  one b e n e f i t  of 
b e i n g  a  l i s t e d  company. W h i l e  t h i s  b e n e f i t  i s  an i n d i r e c t  
one f o r  t h e  f i r m ,  i t does p r o v i d e  a  ready  marke t  f o r  t h e  
company s h o u l d  it w ish  t o  o f f e r  a d d i t i o n a l  s e c u r i t i e s  t o  t h e  
pub1 i c .  Management o f t e n  r e c e i v e s  p a r t  o f  i t s  compensat ion 
i n  t h e  f o r m  of  t h e  c o m p a n y t s  s t o c k  o r  s t o c k  o p t i o n s ;  t h e  
o r i g i n a l  owners w i l l  u s u a l l y  own l a r g e  b l o c k s  o f  t h e  f i r m t s  
common s tock .  Bo th  o f  t h e s e  groups  can r e c e i v e  t h e  v a l u e  o f  
t h e i r  h o l d i n g s  o n l y  when t h e  s e c u r i t y  i s  s o l d .  

However  t h e  exchange  and f i r m  meet, once t h e  i n i t i a l  
d e c i s i o n  t o  seek l i s t i n g  s t a t u s  i s  made, t h e  exchange b e g i n s  
i t s  rev iew  process.  Each exchange has a  l i s t i n g  depar tment  
d e v o t e d  t o  t h i s  p r o c e s s .  T h i s  d e p a r t m e n t  r e v i e w s  t h e  
q u a r t e r 1  Y and annual i n f o r m a t i o n  s u b m i t t e d  t o  t h e  S e c u r i t i e s  
a n d  E x c h a n g e  C o m m i s s i o n r  t h e  f i r m t s  a n n u a l  r e p o r t s #  
p rospec tuses  o f  r e c e n t  i s s u e s  of t h e  company's s e c u r i t i e s ,  
t h e  company c h a r t e r ,  and i n  some cases i n t e r v i e w s  t h e  f i r m c s  
s e n i o r  s t a f f  and v i s i t s  t h e  company 's  h e a d q u a r t e r s .  The 
d e p a r t m e n t  c o n s u l t s  w i t h  i n - h o u s e  c o u n s e l  a n d  " B i g  8 "  
a c c o u n t i n g  f i r m s  i f  q u e s t i o n s  a r i s e  a b o u t  a  c o m p a n y t s  
bus iness  o r  f i n a n c i  a1 s ta temen ts .  



The l i s t i n g  depar tment  r e p o r t s  i t s  f i n d i n g s  t o  a  l i s t i n g  
committee. T h i s  commi t tee  u s u a l l y  compr ises  v i c e  p r e s i d e n t s  
and s e n i o r  management o f  t h e  exchange,  and  i t  d e c i d e s  if 
t h e r e  i s  s u f f i c i e n t  r e a s o n  t o  1  i s t  t h e  company. I t  a l s o  
dec ides  whe the r  w a i v e r s  f rom t h e  l i s t i n g  c r i t e r i a  s h o u l d  be 
gran ted .  Waivers  may be g r a n t e d  f rom any o f  t h e  c r i t e r i a .  
Recen t l y ,  t h e  most-waived c r i t e r i a  appear t o  be t h e  c o r p o r a t e  
g o v e r n a n c e  c r i t e r i a ,  m a i n l y  due t o  t h e  i n f l u x  o f  f o r e i g n  
companies o b t a i n i n g  l i s t i n g  s t a t u s .  F o r e i g n  c o r p o r a t i o n s  
o p e r a t e  under  s u b s t a n t i a l l y  d i f f e r e n t ,  and o f t e n  t i m e s  l e s s  
s t r i n g e n t ,  l aws  and customs t h a n  American c o r p o r a t i o n s .  The 
exchanges, w i t h  the -  app rova l  o f  t h e  S e c u r i t i e s  and Exchange 
Commission (SEC), have a1 lowed t h e s e  d i  f f e r e n c e s  t o  e x i s t .  
Requi rements c o n c e r n i n g  t h e  number o f  shares  o u t s t a n d i n g  and 
p u b l i c  s h a r e h o l d e r s  t e n d  t o  be t h e  l e a s t - w a i v e d  c r i t e r i a ,  
p r o b a b l y  because t h e s e  c r i t e r i a  a r e  d i r e c t l y  1  i n k e d  t o  t h e  
amount o f  b u s i n e s s  t h a t  can be genera ted  f rom t r a d e s  and, 
t h e r e f o r e ,  t h e  u l t i m a t e  p r o f  i t a b i 1  i t y  o f  t r a d i n g  i n  t h e  
secur  Sty. 

Companies t h a t  a r e  i s s u i n g  s e c u r i t i e s  f o r  t h e  f i r s t  t i m e  
can  be 1  i s t e d  o n  any o f  t h e  exchanges.  Because  t h e r e  i s  
u s u a l l y  a  l a c k  o f  i n f o r m a t i o n  a v a i l a b l e  t o  t h e  p u b l i c  about  
t h e s e  compan ies ,  t h e y  a r e  o f  p a r t i c u l a r  c o n c e r n  t o  t h e  
r e g u l a t o r s  o f  t h e  s e c u r i t i e s  i n d u s t r y .  The  M i d w e s t  S t o c k  
Exchange n o t e s  t h a t  it does n o t  a1 low any w a i v e r s  r e g a r d i  ng 
t h e  o r i g i n a l  l i s t i n g  c r i t e r i a  when it r e v i e w s  i n i t i a l  p u b l i c  
o f f e r i n g s  ( IPO's ) .  W h i l e  t h e  New York S tock  Exchange w i l l  
w a i v e  some o f  t h e  c r i t e r i a  f o r  IPO's ,  i t  n o t e s - t h a t  t h e  
m a j o r i t y  o f  I P O f s  t h a t  i t l i s t s  t e n d  t o  be s p i n - o f f s  f r o m  
e s t a b l i s h e d  companies o r  c losed-end mutual  f unds  t h a t  t e n d  t o  
be h i g h l y  c a p i t a l  i zed .  

Once t h e  1  i s t i n g  commi t tee  approves t h e  appl  i c a t i o n ,  t h e  
exchange and t h e  company e n t e r  i n t o  a  c o n t r a c t  f o r m a l  i z i n g  
t h e  r e l a t i o n s h i p .  T h i s  d i s t i n g u i s h e s  a  l i s t e d  s e c u r i t y  f rom 
an u n l  i s t e d  s e c u r f t y .  An u n l i s t e d  s e c u r f t y  can be t r a d e d  on 
an exchange, and t h e  i s s u e r  i s  n o t  bound by an agreement t o  
s u p p l y  t h e  exchange  w i t h  i n f o r m a t i o n  o r  c o n f o r m  t o  i t s  
d i s c l o s u r e  r e q u i  rements. 

The company must  submi t  t o  t h e  exchange c o p i e s  o f  t h e  
f i l i n g s  it i s  r e q u i r e d  t o  s u b m i t  t o  t h e  SEC. The exchange 
c o n t i n u e s  t o  m o n i t o r  t h e  company f o r  c o m p l i a n c e  w i t h  t h e  
exchangefs  main tenance requ i remen ts .  These r e q u i r e m e n t s  f o r  
c o n t i n u e d  l i s t i n g  a r e  l o w e r  t h a n  t h e  i n i t i a l  l i s t i n g  
requ i rements .  W h i l e  t h e  SEC f i l i n g s  p r o v i d e  t h e  p r i m a r y  d a t a  
t h a t  t h e  exchanges use t o  m o n i t o r  t h e  per fo rmance o f  t h e i r  



1  i s t e d  companies, i n f o r m a t i o n  f rom news s e r v i c e s  and f rom 
m o n i t o r i n g  t r a d i n g  a c t i v i t y  i s  used t o  v a r y i n g  degrees by t h e  
exchanges. The AMEX has dev i sed  t h e  most e l a b o r a t e  system 
w i t h  f o r m a l  compu te r i zed  1  i n k s  t o  t h e  depar tment  i n  charge o f  
m o n i t o r i n g  adherence t o  t h e  maintenance c r i t e r i a .  

S h o u l d  a  company d e v e l o p  p r o b l e m s  w i t h  m e e t i n g  t h e  
main tenance c r i t e r i a ,  t h e  exchange s t a f f  w i l l  d i s c u s s  t h e  
p r o b l e m s  w i t h  t h e  f i r m .  The f i r m  g e n e r a l l y  p r e s e n t s  i t s  
p l a n s  t o  t h e  exchange  t o  b r i n g  t h e  c o r p o r a t i o n  back  i n t o  
c o m p l i a n c e  w i t h  t h e  1  i s t i n g  c r i t e r i a .  U s u a l l y  t h e  same 
commi t tee  t h a t  approved t h e  o r i g i n a l  1  i s t i n g  o f  s e c u r i t i e s  
w i l l  d e c i d e  i f  a  w a i v e r  f r o m  t h e  m a i n t e n a n c e  c r i t e r i a  i s  
war ran ted .  There  i s  no p a r t i c u l a r  t i m e  l i m i t  on w a i v e r s  o f  
t h i s  t y p e ;  i t  depends o n  t h e  s p e c i f i c  s i t u a t i o n  and t h e  
p r o g r e s s  made by t h e  f i r m .  

Companies t h a t  t h e  exchange b e l i e v e s  w i l l  n o t  meet t h e  
main tenance c r i t e r i a  i n  a  t i m e l y  manner have t h e i r  s e c u r i t i e s  
d e l  i s t e d  from t h e  exchange. The New York S t o c k  Exchange has 
t h e  most f o rma l  p rocess  i n  t h i s  regard .  A f t e r  r e c e i v i n g  t h e  
a u d i t e d  annual r e p o r t  o f  a  f i r m  h a v i n g  problems mee t ing  t h e  
c r i t e r i a ,  t h e  L i s t i n g  a n d  C o m p l i a n c e  C o m m i t t e e  o f  t h e  
Exchange may de te rm ine  t h a t  a  f i r m  shou ld  be removed f rom t h e  
l i s t .  The company i s  t h e n  g i v e n  w r i t t e n  n o t i c e  o f  t h e  
p r o s p e c t i v e  a c t i o n  a l o n g  w i t h  t h e  o p p o r t u n i t y  t o  r e q u e s t  a  
h e a r i n g  on  t h e  m a t t e r .  I f  t h e  company r e q u e s t s  a  hea r ing ,  
t h e  company and t h e  L i s t i n g  and Compl iance Committee p r e s e n t  
t h e i r  oppos ing  v i e w p o i n t s  b e f o r e  a  Committee o f  t h e  Board of 
D i r e c t o r s ,  wh ich  i s  composed o f  t h r e e  p u b l i c  d i r e c t o r s  and 
t h r e e  i n d u s t r y  d i r e c t o r s  o f  t h e  Exchange.  T h i s  c o m m i t t e e  
r e n d e r s  a  d e c i s i o n  a f t e r  t a k i n g  t e s t i m o n y  f rom b o t h  s ides .  

e r e n t  Problems o f  t h e  Exchanae Exempt ion 

V i  r g i  n i a '  s  i n t e r e s t  i n  s e c u r i t i e s  r e g i s t r a t i o n  d i f  f e r s  
f r o m  t h e  e x c h a n g e s '  i n t e r e s t s  i n  d e v e l o p i n g  1  i s t i n g  and 
maintenance c r i t e r i a ,  The re fo re ,  r e 1  i a n c e  on t h e  exchanges' 
l i s t i n g  c r i t e r i a  i s  a n  i m p e r f e c t  m e t h o d  by w h i c h  t o  
accompl i s h  t h e  o b j e c t i v e s  o f  t h e  V i  r g i n i a  S e c u r i t i e s  Act.  
B a n k r u p t  c o m p a n i e s ,  f o r e i g n  s e c u r i t i e s ,  I P O ' s ,  s e n i o r  
s e c u r i t i e s  t h a t  have n o  r e l a t i o n  t o  t h e  o p e r a t i o n s  of t h e  
companies t h a t  i s s u e d  them, and new t y p e s  o f  s e c u r i t i e s  a r e  
e x a m p l e s  o f  a r e a s  t h a t  a r e  o f t e n  i d e n t i f i e d  a s  b e i n g  
i n a p p r o p r i a t e l y  a d d r e s s e d  b y  t h e  E x c h a n g e  E x e m p t i o n .  
A d d i t i o n a l l y ,  c o m p e t i t i v e  p ressu res  on t h e  I i s t i n g  c r i t e r i a  
due t o  changes i n  t h e  s e c u r i t i e s  i n d u s t r y  p r e s e n t  q u e s t i o n s  
c o n c e r n i n g  t h e  v a l i d i t y  o f  t h e  e x e m p t i o n .  Each o f  t h e s e  



m a t t e r s  i s  d i scussed  below. 

B a n k r u p t  Companies. Companies w i t h  f i n a n c i  a1 d i f f i c u l t i e s  may 
be a l l o w e d  t o  r e t a i n  t h e i r  l i s t e d  s t a t u s  w h i l e  t h e y  a t t e m p t  
t o  work o u t  t h e i r  .problems. Sometimes t h e  company i s  a b l e  t o  
e f f e c t  a  t u r n a r o u n d  an,d become s t r o n g e r .  A case i n  p o i n t  i s  
C h r y s l e r  C o r p o r a t i o n .  I n  t h e  e a r l y  1 9 8 0 ' s ~  C h r y s l e r  was on  
t h e  b r i n k  o f  bank rup tcy  and r e q u i r e d  f e d e r a l  l o a n  g u a r a n t e e s  
t o  rema in  a f l o a t .  I t s  common s t o c k  t r a d e d  a t  a p p r o x i m a t e l y  
$5 a  share. Today; C h r y s l e r  C o r p o r a t i o n  common s t o c k  ( a f t e r  
s e v e r a l  s p l i t s )  t r a d e s  i n  t h e  $20 t o  $27 r a n g e -  and i t s  
o p e r a t i o n s  a r e  now p r o f i t a b l e .  

C o n c e r n  f o r  t h e  w a i v e r '  o f  ma . in tenance  r e q u i  r e m e n t s  
c e n t e r s  on  t h e  c o m p a n i e s  t h a t  c a n n o t  mee t  t h e  e x c h a n g e  
r e q u i r e m e n t s  a f t e r  an extended p e r i o d  and a r e  s u b s e q u e n t l y  
d e l i s t e d  f r o m  t h e  exc'hange. An exchange  l i s t i n g  c a n  be  
c o n s i d e r e d  a  I f s e a l  o f  a p p r o v a l  w i t h  i n v e s t o r s  r e l y i n g  o n  
l i s t i n g  s t a t u s  a s  a n  i n d i c a t i o n  o f  q u a l i t y .  C o n d o n i n g  
c o n t i n u e d  t r a d i n g  u n d e r  t h e  e x e m p t i o n - - i . e _ , ,  a1  1  o w i n g  
b r o k e r a g e  f i r m s  t o  a c t i v e l y  p r o m o t e  t h e  s t o c k  w h i l e  t h e  
s e c u r i t y  does n o t  mee t  t h e  m a i n t e n a n c e  r e q u i  r e  e n t s - - i  s  
i n c o n s i s t e n t  w i t h  t h e  purpose o f  t h e  V i r g i n i a  Act.  1 I  

C o m p e t i t i v e  P ressu res  on L i s t i n a  Standards.  The i n t e g r i t y  o f  
exchange 1  i s t i n g  requf  rements has r e c e n t 1  y  come i n t o  q u e s t i o n  
due t o  i n c r e a s e d  c o m p e t i t i o n  f o r  l i s t i n g s .  The New Y o r k  
S tock  Exchange faced  d e f e c t i o n s  o f  1  i s t e d  companies because 
t h e  companies wished t o  c r e a t e  c l a s s e s  o f  common s t o c k  w i t h  
u n e q u a l  v o t i n g  r i g h t s ,  a  s i t u a t i o n  t h a t  c o n t r a v e n e d  t h e  
E x c h a n g e ' s  r u l e s .  H e r s h e y  F o o d s  C o r p o r a t i o n ,  C o a s t a l  
C o r p o r a t i o n ,  Dow J o n e s  8 Company, and t h e  G e n e r a l  Cinema 
C o r p o r a t i o n  dec ided t o  d e l i s t  f rom t h e  " B i g  Boardv1. 

Because c o m p e t i t o r s  o f  t h e  New York S tock  Exchange a1 low 
unequal  v o t i n g  r i g h t s  f o r  common s tock ,  t h e  Exchange r e f u s e d  
t o  d e l  i s t  t h e  s e c u r i t i e s  u n t i l  it had s t u d i e d  i t s  s tandards .  
'lone share, one vote11 has been a  h a l l m a r k  o f  t h e  New York  
S t o c k  Exchange f o r  6 0  years.  N e g o t i a t i o n s  between t h e  NASD, 
AMEX, and t h e  New York  Stock  Exchange f a i l e d  t o  produce an 
agreement on t h i s  i ssue .  1 2  

Recen t l y ,  t h e  SEC r e l e a s e d  a  r u l i n g  on t h e  v o t i n g  r i g h t s  
problem. The r u l  i n g  a1 lows t h e  New York Stock  Exchange t o  
abandon  i t s  one s h a r e ,  one  v o t e  c r i t e r i a  u n d e r  c e r t a i n  
c i rcumstances .  Due t o  t h e  c o m p l e x i t y  o f  t h e  r u 1  i n g  and i t s  
numerous exemptions, i t s  f u l l  impac t  on s e c u r i t i e s  r e g u l a t i o n  
cannot  be d i s c e r n e d  a t  t h i s  t ime.  However, t h i s  s i t u a t i o n  



I I l u s t r a t e s  t h e  p o t e n t i a l  f o r  changes i n  l i s t i n g  c r i t e r i a  due 
t o  t h e  r e q u e s t s  o f  companles s e e k i n g  l i s t i n g  s t a t u s .  

F o r e i n n  S e c u r i t i e s .  F o r e i g n  s e c u r i t i e s  p r e s e n t  u n i q u e  
prob lems when c o n s i d e r i n g  exchange 1  i s t i n g  r e q u i  rements v i s -  
a - v i s  s t a t e  and f e d e r a l  s e c u r i t y  laws. P r i o r  t o  19828 f o r e i g n  
c o m p a n i e s  w e r e  r e q u i r e d  t o  m e e t  t h e  same d i s c l o s u r e  . 
r e q u i r e m e n t s  under  t h e  f e d e r a l  s e c u r i t i e s  a c t s  as domest ic  
companies. F o r e i g n  f i r m s  were a l s o  r e q u i r e d  t o  use t h e  same 
g e n e r a l  1y accepted  a c c o u n t i n g  p r i n c i p l e s  (GAAP) t o  p r e p a r e  
t h e i r  f i n a n c i a l  s t a t e m e n t s  t h a t  were used by U.S. companfes. 
Today, f o r e i g n  companies a r e  a1 lowed t o  use d i f f e r e n t  t y p e s  
o f  a c c o u n t i n g  p r i n c i p l e s  t o  p r e p a r e  t h e i  r f i n a n c i a l  
s t a t e m e n t s ,  b u t  t h e y  m u s t  p r o v i d e  an  e x p l a n a t i o n  o f  t h e  
p r i n c i p l e s  used  and t h e i r  d i f f e r e n c e s  f r o m  U.S. GAAP. I n  
a d d i t i o n s  f o r e i g n  companies a r e  n o t  r e q u i r e d  t o  make t h e  same 
d e t a i l e d  d i s c l o s u r e s  as t h e i r  American c o u n t e r p a r t s ,  and most 
o f  them a r e  exempt  f r o m  t h e  p r o x y  and i n s i d e r  t r a d i n g  
r e q u i r e m e n t s  o f  t h e  f e d e r a l  S e c u r i t i e s  Exchange  A c t  o f  
1934. l3  

I g n o r i n g  t h e  i n e q u i t y  o f  t h i s  p o s i t i o n ,  p rob lems a r i s e  
w i t h  some o f  t h e  i n f o r m a t i o n  d i s c l o s u r e  r e q u i r e m e n t s  
enumerated i n  t h e  V i r g i n i a  Act.  Compared wor ldwide,  t h e  U.S. 
s t a t e  and f e d e r a l  s e c u r i t i e s  s t a t u t e s  have t h e  most s t r i n g e n t  
f i n a n c i  a1 d i s c l o s u r e  r e q u i  r e m e n t s .  R e m o v a l  o f  f o r e i g n  
companies f r o m  t h e  f i n a n c i  a1 d i s c l o s u r e  r e q u i r e m e n t s  l e s s e n s  
t h e  i n f o r m a t i o n  t h a t  f l o w s  t o  t h e  U.S. s e c u r i t i e s  m a r k e t .  
The re fo re ,  dependence on t h e  exchanges f o r  enforcement  of 
t h e i r  l i s t i n g  c r i t e r i a  i s  o f  p a r a m o u n t  i m p o r t a n c e  t o  t h e  
p u b l  i c  i n v e s t o r  when i n v e s t i n g  i n  f o r e i g n  s e c u r i t i e s .  

R e g a r d l e s s  o f  t h e  e n f o r c e m e n t  o f  t h e  e x c h a n g e  
r e q u i  rements, s u b s t a n t i  a1 1  ega l  problems e x i s t  f o r  i n v e s t o r s  
w i t h  r e s p e c t  t o  i n v e s t m e n t  i n  f o r e i g n  c o m p a n i e s .  F o r  
example, an i n v e s t o r  may f i n d  i t d i f f i c u l t  t o  o b t a i n  s e r v i c e  
of p rocess  on a  f o r e i g n  c o r p o r a t i o n ,  and t h e  en forcement  o f  
judgments r e n d e r e d  by V i r g i n i a  and f e d e r a l  c o u r t s  a  a i n s t  a  
f o r e i g n  c o r p o r a t i o n  m i g h t  be d i f f i c u l t  o r  i m p o s s i b l e .  1 4  

F o r e i g n  c o u n t r i e s  o f t e n  l i m i t  t h e  amount  o f  f o r e i g n  
i n v e s t m e n t  i n  t h e i  r companies. l5 T h i s  f a c t ,  coup led  w i t h  t h e  
exempt ion  f r o m  comp l iance  w i t h  t h e  p roxy  and i n s i d e r  t r a d i n g  
r e q u i r e m e n t s  o f  t h e  SEC, c o u l d  cause American i n v e s t o r s  i n  
f o r e i g n  s e c u r i t i e s  t o  l o s e  r i g h t s  t h a t  a f f e c t  t h e i r  economic 
i n t e r e s t  in such i nves tmen ts .  

. I n i t i a l  Pub1 i c   offering^. I n i t i a l  p u b l  i c  o f f e r i n g s  have  



t r a d i t i o n a l l y  b e e n  t h e  a r e a  o f  g r e a t e s t  c o n c e r n  t o  t h e  
Commission w i t h  r e s p e c t  t o  s e c u r i t i e s  o f f e r i n g s .  Many IPO1s  
a r e  o f f e r e d  by c o m p a n i e s  t h a t  a r e  s t i l l  i n  t h e  f o r m a t i v e  
s t a g e  a n d  do n o t  h a v e  a n  o p e r a t i n g  h i s t a r y ,  a  p r o d u c t ,  
e x p e r i e n c e d  management, o r  a  c l e a r  i d e a  o f  what  it w i l l  do 
w i t h  t h e  p r o c e e d s  o f  t h e  o f f e r i n g .  J o h n  Shad, f o r m e r  
Chai rman o f  t h e  SEC, s t a t e d  i n  r e g a r d  t o  IPOfs ,  "You d o n ' t  
have much t o  i n v e s t i g a t e .  And you d o n ' t  have  a  h i s t o r i c a l  
o p e r a t i n g  r e c o r d .  You d o n ' t  have f i n a n c i  a1 s t a t e m e n t s .  You 
d o n ' t  have anyth ing. '16 

T h e r e  i s  some m e r i t  i n  t h e  argument  t h a t  t h e  s t a n d a r d s  
m a i n t a i n e d  by t h e  exchanges p r e c l u d e  s e c u r i t i e s  m a n i p u l a t i o n  
o f  t h e  t y p e  f o r  w h i c h  t h e  C o m m i s s i o n  r e v i e w s .  l7 W h i l e  
s e c u r i t i e s  o f  c o m p a n i e s  o f  a  c e r t a i n  s i z e  a r e  h a r d e r  t o  
m a n i p u l a t e ,  t h e  fundamenta l  p rob lems  a s s o c i a t e d  w i t h  IPO1 s  
s t i l l  e x i s t ,  e s p e c i a l l y  if a  s m a l l  g r o u p  c o n t r o l s  t h e  i s s u e r .  
C o m p l i c a t i n g  t h e  i s s u e  a r e  some s t r a t e g i e s  used  t o  p roduce  
f f s p i n - o f f n  companies.  A company t h a t  c a n n o t  f i n d  a  b u y e r  f o r  
one o f  i t s  s u b s i d i a r i e s  w i l l  t f s p i n - o f f t f  t h a t  e n t i t y  t o  i t s  . 
c u r r e n t  s h a r e h o l d e r s  ( a n  e x e m p t  t r a n s a c t i o n  u n d e r  t h e  
V i r g i n i a  S e c u r i t i e s  A c t )  o r  w i l l  t a k e  t h e  s u b s i d i a r y  p u b l i c  
by s e l l i n g  i t s  s h a r e s  t o  t h e  g e n e r a l  p u b l i c .  I n  some cases, 
t h e  a s s e t s  o f  t h e  s p u n - o f f  company w i l l  have been r e t a i n e d  by 
t h e  p a r e n t  c o m p a n y ,  p r o d u c i n g  s e r i o u s  d o u b t  a s  t o  t h e  
v i a b i l  i t y  o f  t h e  f o r m e r  s u b s i d i a r y .  

S e n i o r  S e c u r i t i e s  and New Tvoes o f  S e c u r i t i e s .  The Exchange 
E x e m p t i o n  a l l o w s  f o r  s e c u r i t i e s  o f  e i t h e r  s e n i o r  o r  
s u b s t a n t i a l l y  e q u a l  r a n k  t o  t h e  s e c u r i t y  l i s t e d  on t h e  
exchange t o  be exempt f rom t h e  r e g i s t r a t i o n  p r o v i s i o n s  o f  t h e  
Act ,  as w e l l  as t h e  i s s u i n g  company's w a r r a n t s  and r i g h t s .  
W i t h  r e g a r d  t o  common s t o c k s  and bonds, t h e  a rgument  t h a t  
t h e r e  i s  a  s u b s t a n t i a l  c o r r e l a t i o n  between t h e  q u a l i t y  o f  t h e  
l i s t e d  s e c u r i t y  and i t s  b r e t h r e n  i s  a p p e a l i n g .  Assuming t h a t  
t h e  q u a l  i t y  o f  a  s e c u r i t y  i s  a  f u n c t i o n  o f  t h e  f i r m  t h a t  
i s s u e d  it, a1 1  i s s u e s  o f  a  f i r m  s h o u l d  s h a r e  t h e  same q u a l  i t y  
a t t r i b u t e s .  H o w e v e r ,  d e t e r m i n i n g  w h e t h e r  o n e  i s s u e  i s  
s u b s t a n t i a l  l y  t h e  same as  a n o t h e r  i s s u e  may be d i  f f  i c u l  t, 
e s p e c i a l l y  w i t h  t h e  amount o f  d u a l  c l a s s  v o t i n g  s t o c k  and 
h i g h  r i s k / l o w  g r a d e  d e b t  i n s t r u m e n t s  (i. e L r w J  unkf f  bonds)  t h a t  
a r e  b e i n g  i s s u e d  today .  

A l l  s e c u r i t i e s  i s s u e d  by f i r m s  a r e  n o t  o f  t h e  s t o c k  and 
bond  v a r i e t y ;  t h e  q u a l i t y  o f  some s e c u r i t i e s  b e a r s  l i t t l e  
r e l a t i o n s h i p  t o  t h e  q u a l i t y  o f  t h e  l i s t e d  s e c u r i t i e s .  
I n v e s t m e n t  c o n t r a c t s  i n v o l v i n g  o i l  and  gas  l e a s e s  h a v e  
q u a l i t y  c h a r a c t e r i s t i c s  t h a t  a r e  s o l e l y  d e p e n d e n t  o n  t h e  



p a r t i c u l a r  deal  and p r o p e r t y  c o v e r e d  by t h e  c o n t r a c t .  The 
i n v e s t o r  i n  t h i s  " s e n i o r  s e c u r i t y f 1  has  t h e  p o s s i b i l i t y  of a  
t o t a l  l o s s  of h i s  i n v e s t m e n t ,  w h i l e  t h e  company as a  who le  
w i l l  have  a p r o f  i t a b l e  year .  The company w i l l  u s u a l l y  make 
money on  t h e  dea l ,  even  i f  t h e  c o n t r a c t  i s  n o t  p r o f i t a b l e .  
T h i s  i s  accomp l i shed  t h r o u g h  management f e e s  and p r o m o t e r  
f e e s  p a i d  up f r o n t .  I t  i s  p o s s i b l e  t o  a r r a n g e  t h e s e  
c o n t r a c t s  s o  t h a t  o n l y  o p e r a t i o n s  w i t h  a  m a r g i n a l  chance a t  
p r o f  i t a b i l  i t y  a r e  s o l  d  t o  o u t s i d e  i n v e s t o r s .  

T h e  i n c r e a s i n g l y  i n t e r n a t i o n a l  n a t u r e  o f  commerce  
r e q u i r e s  c o m p a n i e s  t o  be s e n s i t i v e  t o  c u r r e n c y  e x c h a n g e  
r a t e s .  New t y p e s  o f  s e c u r i t i e s  have been deve loped  t o  h a n d l e  
t h e s e  p r o b l e m s .  F o r d  M o t o r  C r e d i t  Co. h a s  i s s u e d  c u r r e n c y  
w a r r a n t s  t i e d  t o  t h e  Japanese yen. The w a r r a n t s  a l l o w  t h e  
i n v e s t o r  t o  r e c e i v e  a  c e r t a i n  amoun t  o f  d o l l a r s  when t h e  
w a r r a n t s  a r e  e x e r c i s e d ,  t h e  amount depend ing  on  t h e  p r i c e  of 
do1 l a r s  i n  r e l a t i o n  t o  t h e  yen. Shou ld  t h e  do1 l a r  r i s e  above 
a  b reak-even  p o i n t  i n  r e l a t i o n  t o  t h e  yen, e x e r c i s i n g  t h e  
w a r r a n t s  wou ld  be p r o f  i t a b l e .  18 

B o t h  o f  t h e  p r e c e d i n g  examples have a  weak nexus, i f  
any, t o  t h e  o v e r a l l  o p e r a t i o n s  o f  t h e  companies t h a t  i s s u e d  
t h e  s e c u r i t i e s .  The n s e n i o r  s e c u r i t y m  t h e o r y  f a i l s  i n  1  i g h t  
o f  t h e  f l exo t i c f f  s e c u r i t i e s  t h a t  have been, and a r e  be ing ,  
d e v e l o p e d  t o  f i n a n c e  t h e  needs o f  i n d u s t r y .  

C u r r e n t  D e v e l o ~ m e n t s  i n  t h e  Exchanae Exempt i on  

I n  1985  t h e  N a t i o n a l  C o n f e r e n c e  o f  C o m m i s s i o n e r s  o n  
U n i f o r m  S t a t e  Laws  r e d r a f t e d  t h e  U n i f o r m  S e c u r i t i e s  A c t .  
W h i l e  m u c h  o f  t h e  e a r l i e r  U n i f o r m  S e c u r i t i e s  A c t  was 
r e t a i n e d ,  t h e  r e d r a f t  d i d  c o n t a i n  some a d j u s t m e n t s .  
R e g a r d i n g  t h e  exchange exemp t i on  t h e  Commiss ioners  r e q u i r e d  
t h a t  ll.. . q u o t a t i o n s  have been a v a i l  a b l e  and pub1 i c  t r a d i n g  
has  t a k e n  p l a c e  f o r  t h e  c l a s s  of s e c u r i t y  b e f o r e  t h e  o f f e r  o r  
s a l e  o f  a  s e c u r i t y  i n  r e l i a n c e  u p o n  t h i s  e x e m p t i o n . .  . . 11 19  
T h i s  l a n g u a g e  e l i m i n a t e s  I P O l s  f r o m  t h e  s c o p e  o f  t h i s  
exempt ion.  Because IPO 's  o c c a s i o n a l 1  y  w i l l  be o v e r s u b s c r i b e d  
b e f o r e  t h e y  a r e  i ssued ,  secondary  t r a d i n g  ( t r a d i n g  t h a t  i s  
n o t  f o r  t h e  b e n e f i t  o f  t h e  company t h a t  i s s u e d  t h e  s e c u r i t y )  
c a n  t a k e  p l a c e  a1 mos t  immed ia te1  y. As t h e s e  " h o t  i s s u e s t 1  a r e  
p r o n e  t o  t h e  a b u s e s  o f  m a n i p u l a t i o n ,  a  v s e a s o n i n g "  o r  
t t c o o l i n g  o f f n  p e r i o d  wou ld  be h e l p f u l  i n  t h i s  area. 



Concl u s i o n s  

W h i l e  r e 1  i a n c e  on t h e  l i s t i n g  o f  a  s e c u r i t y  on an 
exchange as a  h a l l m a r k  o f  q u a l i t y  i s  a  1 9 t h  c e n t u r y  concept ,  
t h e r e  s t i l l  i s  some m e r i t  i n  c o n t i n u i n g  t h e  exempt ion  b u t  i n  
a m o d i f i e d  form. The exchanges m a i n t a i n  depar tments  t o  c l e a r  
t h e  i s s u e s  f o r  l i s t i n g  and c o n s t a n t l y  r e v i e w  t h e  s e c u r i t y  
i s s u e r s  f o r  compl i a n c e  w i t h  t h e i r  s tandards .  These a c t i o n s  
a r e  c o n s i s t e n t  w i t h  t h e  i n t e n t i o n s  o f  t h e  Ac t  and, t h e r e f o r e ,  
a r e  i n  t h e  p u b l  i c ' s  i n t e r e s t .  

T h e r e  a r e  some p r o b l e m s  w i t h  m a i n t a i n i n g  t h e  
r e l a t i o n s h i p  b e t w e e n  t h e  Commonwealth and t h e  exchanges .  
T h e s e  p r o b l e m s  i n c l  u d e  d e c r e a s e s  i n  t h e  l i s t i n g  a n d  
maintenance c r i t e r i a  due t o  c o m p e t i t i v e  pressures ,  i n i t i  a1 
p u b l  i c  o f f e r i n g s ,  f o r e i g n  s e c u r i t i e s ,  s e n i o r  s e c u r i t i e s ,  
r i g h t s ,  war ran ts ,  new produc ts ,  and w a i v e r s  o f  t h e  l i s t i n g  
and main tenance r e q u i  rements. The New York S tock  Exchange, 
AMEX, and t h e  M i d w e s t  S t o c k  Exchange  e a c h  use d i f f e r e n t  
l i s t i n g  and m a i n t e n a n c e  c r i t e r i a .  The New Y o r k  and AMEX 
s t a n d a r d s ,  c o m b i n e d  w i t h  t h e  Commonweal th rs  6 2  y e a r s  o f  
e x p e r i e n c e  w i t h  t h e s e  two exchanges, a r e  s u f f i c i e n t  f o r  an 
exempt ion f r o m  t h e  V i  r g i  n i a  S e c u r i t i e s  A c t ' s  r e g i s t r a t  i o n  
r e q u i r e m e n t s  f o r  t r a d i n g  s e a s o n e d  s e c u r i t i e s  i n  t h e  
Commonweal t h .  

On t h e  o t h e r  hand, t h e  Midwest  S t o c k  Exchange s h o u l d  be 
e x c l u d e d  f r o m  t h i s  e x e m p t i o n  because  i t s  c r i t e r i a  i s  n o t  
c o m p a r a b l e  t o  t h a t  o f  t h e  AMEX and t h e  New Y o r k  S t o c k  
Exchange. E x c l u d i n g  t h e  Midwest  f rom t h e  exempt ion  s h o u l d  
have m in ima l  impact  on i n v e s t i n g  i n  V i r g i n i a - - t h e  Midwest  has 
15 e x c l u s i v e  l i s t i n g s ,  and a p p r o x i m a t e l y  90% t o  9 5 %  o f  i t s  
t r a d i n g  v o l u m e  i s  i n  New Y o r k  S t o c k  E x c h a n g e  l i s t e d  
s e c u r i t i e s  w h i c h  a r e  a l r e a d y  exempt.  S h o u l d  t h e  M i d w e s t  
S tock  Exchange want an exemption, it may be a b l e  t o  qua1 i f y  
under  t h e  C r i t e r i a  Based Exempt ion ( §  13.1-514(a) (13 )  if i t s  
1  i s t i  ng s t a n d a r d s  a r e  r a i s e d .  

T h i s  s t u d y  c o n c u r s  w i t h  t h e  U n i f o r m  C o m m i s s i o n e r s  
r e g a r d i n g  t h e  e x c l u s i o n  o f  I P O ' s  f r o m  t h e  e x e m p t i o n ;  some 
s o r t  of t l s e a s o n i n g  p e r i o d 1 '  s h o u l d  be  a t t a c h e d  t o  t h e  
exemption. I n  a d d i t i o n ,  s e n i o r  s e c u r i t i e s ,  r i g h t s ,  war ran ts ,  
and s e c u r i t i e s  o f  s u b s t a n t i a l l y  e q u a l  r a n k  as t h e  1  i s t e d  
s e c u r i t i e s  s h o u l d  be exc luded  f r o m  t h e  exemption. 

T h e  g r a n t i n g  o f  e x e m p t i o n s  u n d e r  t h e  V i r g i n i a  A c t  
p r o v i d e s  a  s u b s t a n t i a l  e c o n o m i c .  b e n e f i t  t o  i s s u e r s  o f  



s e c u r i t i e s .  D u r i n g  t h e  Commiss ionfs  h e a r i n g  on t h e  NASD1s 
u s e  o f  t h e  C r i t e r i a  Based  E x e m p t i o n  i n  F e b r u a r y s  1988r  
t e s t i m o n y  t o  t h i s  e f f e c t  was g i v e n .  I s s u e r s  w i l l  l i s t  
s e c u r i t i e s  on e x c h a n g e s  t h a t  have  t h e  e x e m p t i o n .  T h i s  
tendency  c o u l  d  have t h e  undes i  r a b l  e  e f f e c t  o f  i n t e r f e r i n g  
w i t h  c o m p e t i t i o n  between t h e  exchanges f o r  1  i s t i n g s .  

A t  t h i s  t i m e s  n o  a d d i t i o n a l  s e c u r i t i e s  e x c h a n g e s  o r  
a u t o m a t e d  t r a d i n g  s y s t e m s  s h o u l d  be  i n c l u d e d  i n  t h i s  
exemption. F u t u r e  r e q u e s t s  f o r  exempt ions f rom exchanges o r  
n a t i o n a l  s e c u r i t i e s  a s s o c i a t i o n s s  i f  a p p r o p r i a t e s  s h o u l d  be 
g r a n t e d  u n d e r  t h e  C r i t e r i a  Based E x e m p t i o n .  The C r i t e r i a  
Based Exempt ion addresses many of t h e  problems a s s o c i a t e d  
w i t h  t h e  Exchange Exempt ion  and a l l o w s  t h e  Commonwealth t o  
respond r a p i d l y  t o  changes i n  t h e  marke tp lace .  
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A u t o m a t i o n  o f  t h e  o v e r - t h e - c o u n t e r  (OTC) m a r ~ e t  i n  t h e  
1970 ' s  rev01 u t i o n i z e d  t h e  s e c u r i t i e s  i n d u s t r y .  Companies 
t h a t  n o r m a l l y  w o u l d  r e q u e s t  l i s t e d  s t a t u s  f o r  t h e i r  
s e c u r i t i e s  on  m a j o r  e x c h a n g e s  w e r e  r e m a i n i n g  w i t h  t h e  OTC 
m a r k e t  a n d  i t s  o r g a n i z e r ,  NASDAQ. S i m u l t a n e o u s l y ,  o t h e r  
c h a n g e s  i n  t h e  m a r k e t p l a c e  c a u s e d  s t a t e s  t o  r e t h i n k  t h e  
E x c h a n g e  E x e m p t i o n  a n d  t h e  p r o b l e m s  t h a t  h a d  d e v e l o p e d  by  
r e l l i n g  o n  it. T h i s  l e d  t o  t h e  enac tmen t  o f  t h e  C r i t e r i a  
Based Exempt i on  i n  1974. 

Deve lopment  o f  t h e  C r i t e r i a  Based E x e m ~ t i o n  and t h e  R i s e  of 
NASDAQ/NMS 

By  t h e  e a r l y  1 9 8 0 ' ~ ~  i t  b e c a m e  a p p a r e n t  t h a t  t h e  
p rob lems m e n t i o n e d  i n  t h e  p r e c e d i n g  s e c t i o n  were c h a n g i n g  t h e  
60 -yea r  r e l a t i o n s h i p  between t h e  exchanges and t h e  s t a t e s  
r e g a r d i n g  r e 1  i a n c e  on  t h e  Exchange Exempt ion.  Paramount  i n  
t h i s  c h a n g e  was t h e  r i s e  o f  t h e  N a t i o n a l  A s s o c i a t i o n  o f  
S e c u r i t i e s  D e a l e r s '  NASDAQ s y s t e m  a n d  t h e  u p p e r  t i e r  o f  
s e c u r i t i e s  on t h e  NASDAQ, wh i c h  compose t h e  NASDAQ N a t i o n a l  
M a r k e t  System, o r  "NASDAQ/NMSfg. The NASD i s  an a s s o c i a t i o n  o f  
d e a l e r s  i n  o v e r - t h e - c o u n t e r  s e c u r i t i e s .  P r i o r  t o  1971, t h e  
OTC m a r k e t  was an u n o r g a n i z e d  c o n g l o m e r a t i o n  o f  d e a l e r s  who 
t e l e p h o n e d  s e v e r a l  o t h e r  d e a l e r s  t o  d e t e r m i n e  t h e  b e s t  p r i c e  
when t h e y  bough t  o r  s o l d  OTC s e c u r i t i e s .  The p r i o r  d a y ' s  
p r i c e s  were  p u b l i s h e d  i n  t h e  " p i n k  s h e e t s w  and d i s t r i b u t e d  t o  
t h e  b r o k e r a g e  f i r m s .  

I n  1 9 7 1  t h e  NASD c o m p u t e r i z e d  t h e  OTC p r i c e  q u o t e s  and 
c a l l e d  i t s  s y s t e m  t h e  N a t i o n a l  A s s o c i a t i o n  o f  S e c u r i t i e s  
D e a l e r s  Automated Q u o t a t i o n s  system, o r  *gNASDAQw. NASDAQ 
e n h a n c e d  t h e  r e p u t a t i o n  o f  t h e  OTC m a r k e t .  T h e  s y s t e m  
d e v e l o p e d  w i t h  t h e  p r o d d i n g  o f  NASD o f f i c i a l s  a n d  t h e  
o v e r s i g h t  o f  t h e  SEC. D u r i n g  t h e  l a t e  1 9 7 0 ' ~ ~  C o n g r e s s  
m a n d a t e d  t h a t  a  n a t i o n a l  m a r k e t  s y s t e m  be d  v e l o p e d  t o  
i n c r e a s e  c o m p e t i t i o n  i n  t h e  s e c u r i t i e s  f i e l d .  'O I n  1 9 8 2  
NASDAQ/NMS debu ted  w i t h  4 0  s e c u r i t i e s .  T h i s  system p r o v i d e d  



r e a l  t i m e  q u o t e s  and l a s t  t r a d e  and volume i n f o r m a t i o n .  As 
t h e  NASD r e l a x e d  i s  NMS c r i t e r i a ,  more companies e l e c t e d  t o  
j o i n  t h i s  system. 2i By 1987 t r a d l n g  i n  NASDAQINMS-designated 
s e c u r i t i e s  was second o n l y  t o  t r a d i n g  i n  s e c u r i t i e s  l i s t e d  on  
t h e  New York  Stock  Exchange. 22 

T h i s  d e v e l o p m e n t  d e s t r o y e d  wha t  was once  t h e  n a t u r a l  
o r d e r  i n  t h e  s e c u r i t i e s  i n d u s t r y .  T r a d i t i o n a l l y ,  a  new 
company wou ld  i s s u e  s e c u r i t i e s  i n  t h e  OTC market,  and as t h e  
company grew, it would 1  i s t  i t s  s e c u r i t i e s  on  t h e  AMEX. From 
t h e  AMEX, c o m p a n i e s  w o u l d  g r a d u a t e  t o  t h e  New Y o r k  S t o c k  
~ x c h a n ~ e . * ~  Today, companies a r e  n o t  as eager  t o  l i s t  t h e i r  
s e c u r i t i e s  w i t h  t h e  New York S tock  Exchange and AM EX.'^ The 
r e d u c t i o n  o f  t h i s  nupwardn f l o w  o f  s e c u r i t i e s  has i n c r e a s e d  
c o m p e t i t i v e  p ressu res  on  1  i s t i n g  s tandards .  The C r i t e r i  a  
Based Exempt ion  was des igned t o  c o u n t e r  t h e  problems i n h e r e n t  
i n  t h e  Exchange  E x e m p t i o n  c a u s e d  by t h i s  c o m p e t i t i o n  a n d  
o t h e r  f a c t o r s .  

V i r g i n i a ' s  M o d i f i e d  Exchanae Exempt ion  

Development o f  t h e  C r i t e r i a  Based Exempt ion  o r i g i n a l  l y  
c e n t e r e d  on i d e n t i f y i n g  q u a n t i t a t i v e  a t t r i b u t e s  o f  companies 
t h a t  would pass t h e  r e g i s t r a t i o n  p r o c e s s  w i t h  a  minimum o f  
problems. These a t t r i b u t e s  a r e  r e f l e c t e d  i n  S e c u r i t i e s  A c t  
R u l e  5028 adopted by t h e  Commission i n  1981. Brokerage f i r m s  
c o u l d  s o l i c i t  t r a d e s  i n  NASDAQ s e c u r i t i e s  t h a t  met  t h e  
c r i t e r i a  o f  t h e  Ru le  w i t h o u t  t h e  s e c u r i t i e s  b e i n g  r e g i s t e r e d  
i n  t h e  C o m m o n w e a l t h .  B e c a u s e  t h e  e x e m p t i o n  i s  s e l f -  
e x e c u t i n g ,  t h e  Commi s s i o n  has n o t  r e c e i v e d  any f e e d b a c k  
c o n c e r n i n g  i t s  use. I n  1987 t h e  NASD reques ted  t h a t  a  new 
r u l  e  be promu1 ga ted  t o  g i v e  NASDAQ/NMS-designated s e c u r i t i e s  
exempt ion  s t a t u s  equal  t o  s e c u r i t i e s  l i s t e d  on t h e  exchanges 
ment ioned i n  t h e  Exchange Exemption. D u r i n g  t h e  h e a r i n g  on 
t h e  NASDts reques t ,  t e s t i m o n y  i n d i c a t e d  t h a t  R u l e  5 0 2  d i d  n o t  
accompl i s h  i t s  o b j e c t i v e s ,  main1 y  because b roke rage  f i r m s  
c o u l d  n o t  i n t e r p r e t  t h e  R u l e  i n  a manner t h a t  would g i v e  them 
c o m f o r t  c o n c e r n i n g  t h e  a v a i l a b i l  i t y  o f  t h e  exemption. 

F o l l o w i n g  t h a t  h e a r i n g ,  t h e  C o m m i s s i o n  a d o p t e d  
S e c u r i t i e s  A c t  R u l e  504. Ru le  504 ( s e t  o u t  i n  Appendix 11) 
r e t a i n s  t h e  emphasis o n  q u a n t i t a t i v e  and qua1 i t a t i v e  c r i t e r i a  
and, a t  t h e  same t ime, makes it e a s i e r  f o r  b rokerage f i r m s  t o  
t a k e  a d v a n t a g e  o f  t h e  e x e m p t i o n .  B r o k e r a g e  f i r m s  c a n  
t e l e p h o n e  t h e  NASD t o  c o n f i r m  t h a t  t h e  company which i s s u e d  
t h e  s e c u r i t i e s  d e s i g n a t e d  o n  t h e  NASDAQ/NMS i s  c u r r e n t l y  
m e e t i n g  t h e  r e p o r t i n g  and 1  i s t i  ng r e q u i  rements e s t a b l  i s h e d  i n  
R u l e  504, t h e r e b y  s i g n i f i c a n t l y  dec reas ing  t h e  e f f o r t  needed 



t o  p r o p e r l y  use t h e  exemption. However* s t o c k b r o k e r s  a r e  
n o t  r e l i e v e d  f rom t h e  NASDfs Ru les  o f  F a i r  P r a c t i c e  wh ich  
r e q u i r e s  them t o  recommend s e c u r i t i e s  t h a t  a r e  s u i t a b l e  f o r  
t h e  i n v e s t o r .  T h i s  i n v e s t i g a t i o n  o f  t h e  s e c u r i t y  and t h e  
i s s u i n g  company, known as nDue D i l  igencet t  i n  t h e  s e c u r i t i e s  
i n d u s t r y ,  i s  r e q u i r e d  ,by s e c u r i t i e s  r e g u l a t o r s .  I n  a d d f t i o n ~  
t h e  s t o c k b r o k e r  i s  r e q u i r e d  t o  have s u f f i c i e n t  knowledge of 
t h e  i n v e s t o r  and h i s  f i n a n c e s  I n  o r d e r  t o  make s u i t a b l e  
recommendat ions t o  t h e  i n v e s t o r .  

The c r i t e r i a  s e t  o u t  . i n .  S e c u r i t i e s  A c t  R u l e  504 were 
t a k e n  f r o m  a  N A S D -  memorandum f i l e d  w i t h  t h e  Commiss ion  
c o n c e r n i n g  t h e i r  p r o p o s e d  c h a n g e s  i n  NASDAQ/NMS 1  i s t i n g  
s tandards .  The proposed l i s t i n g  s t a n d a r d s  a r e  v e r y  c l o s e  t o  
t h e  s t a n d a r d s  c u r r e n t l y  used by t h e  AMEX. A compar ison o f  t h e  
NASDAQ/NMS 1  i s t i n ' g  c r i t e r i a  and t h e  AMEXIS r e v e a l s  t h a t  t h e  
o n l y  d i f f e r e n c e s  a r e  t h e  amount o f  n e t  income r e q u i r e d  ( t h e  

' A M E X  o n l y  r e q u i r e s  p r e - t a x  income), t h e  n e t  t a n g i b l e  a s s e t s  
( i n  t h e  case of t h e  AMEX, s t o c k h o l d e r ' s  e q u i t y )  r e q u i r e d  f o r  
companies i n  t h e  e a r l y  development s t a g e  ( t h e  AMEX r e q u i r e s  
b 4 ~ 0 0 0 ~ 0 0 0 ) r  and t h e  minimum p r i c e  p e r  sha re  f o r  companies 
q u a l i f y i n g  under  a l t e r n a t i v e  1 ( t h e  AMEX r e q u i r e s  $3 minimum 
p r i c e  per .  sha re ) .  L i s t e d  i n  T a b l e s  3  and 4  a r e  t h e  proposed 
( a s  o f  Sep tember  6 ,  1 9 8 8 )  i n . i t i a 1  1  i s t i n g  and m a i n t e n a n c e  
c r i t e r i a  f o r  NASDAQ/NMS. 

R a t h e r  t h a n  s i m p l y  exempt ing  s e c u r i t i e s  l i s t e d  on t h e  
NASDAQ/NMSs t h e  Commiss ion  h a s  s p e c i f i e d  i n  R u l e  5 0 4  t h e  
c r i t e r i a  t h a t  NASDAQ/NMS s e c u r i t i e s  must meet t o  be exempt 
f rom r e g i s t r a t i o n .  A d d i t i o n a l 1  y, t h e  Commission s p e c i f  l e d  
t h e  b r o a d  c a t e g o r i e s  o f  s e c u r i t i e s  e l i g i b l e  t o  u s e  t h e  
exempt ion  and t h e  amount o f  i n f o r m a t i o n  t h a t  would have t o  be 
pub1 i c l  y  a v a i l a b l e  b e f o r e  t h e  e x e m p t i o n  c o u l  d' be used.  
Because b o t h  r e q u i r e m e n t s  were c o o r d i n a t e d  w i t h  t h e  f e d e r a l  
s e c u r i t i e s  ac ts ,  no  f u r t h e r  r e g u l a t o r y  burden was imposed on 
t h e  i s s u e r s  o f  such s e c u r i t i e s .  

The company i s s u i n g  t h e  s e c u r i t y  must have met  a l l  o f  
i t s  r e p o r t i n g  o b l  i g a t i o n s  u n d e r  t h e  f e d e r a l  S e c u r i t i e s  
Exchange A c t  of 1934 f o r  180 days p r i o r  t o  t h e  s a l e  f o r  t h e  
s e c u r i t y  t o  be exempt f rom t h e  V i r g i n i a  Act .  U s u a l l y  t h e  
180-day p e r i o d  w i l l  a1 low domest ic  companies t o  have f i l e d  a t  
l e a s t  two q u a r t e r s  o f  f i n a n c i a l  i n f o r m a t i o n  and most f o r e i g n  
companies a t  l e a s t  one f i l i n g  bes ides  t h e  p rospec tus .  T h i s  
p e r i o d  p r o v i d e s  a  " c o o l i n g  o f f "  o r  "season ingw p e r i o d  f o r  new 
i s s u e s .  T h i s  s e a s o n i n g  p e r i o d  i s  i m p o r t a n t  a s  t h e  
Commonwealth deve lops  e x p e r i e n c e  w i t h  t h e  NASDAQ/NMS t h a t  i s  
comparable t o  t h e  performance o f  t h e  exchanges l i s t e d  i n  t h e  



Exchange Exemption. 

TABLE 3  

I n i t i a l  D e s i g n a t i o n  C r i t e r i a  f o r  t h e  
N a t i o n a l  Assoc i  a t i c n  o f  S e c u r i t i e s  D e a l e r ' s  

N a t i o n a l  M a r k e t  System 

A1 t e r n a t i  ve 
1 

A1 t e r n a t i  v e t  
2 

N e t  T a n g i b l e  Asse ts  

C a p i t a l  
a S u r p l u s  

Pre-Tax Income 

N e t  Income 

Shares O u t s t a n d i n g  

Number o f  Shareho l  de rs  

M a r k e t  Va lue  o f  P u b l i c l y  
H e l d  Shares 

Minimum P r i c e  P e r  Share 

O p e r a t i n g  H i s t o r y  

Requi r e d  
Req u  i r e d  
Req u i  r e d  
Req u  i r e d  
Requi r e d  
Req u  i r e d  

R e p o r t s  t o  Shareho l  d e r s  
Annual M e e t i n g s  
1 /3  Quorum 
P r o x i e s  
A u d i t  Committee 
Independen t  D i  r e c t o r s  
C o n f l  i c t  o f  I n t e r e s t  

Po l  i c y  

Requi r e d  
Req u i r e d  
Req u i  r e d  
Req u  i r e d  
Req u i  r e d  
Req u i red  

Req u i r e d  Req u  i r e d  

t C r i t e r i a  f o r  Companies i n  t h e  Developmenta l  Stage 



TABLE 4 

N a t i o n a l  A s s o c i a t i o n  of S e c u r i t i e s  D e a l e r ' s  
N a t i o n a l  M a r k e t  System 

Ma in tenance  C r i t e r i a  
(minimum s t a n d a r d s  t o  be met  t o  rema in  on t h e  sys tem)  

N e t  T a n g i b l e  A s s e t s  $ 2,000,000 ( i f  n e t  l o s s e s  
we re  s u s t a i n e d  i n  
2  o f  l a s t  3  y e a r s ) ;  o r  

$ 4r000,OOO ( i f  n e t  l o s s e s  
were  s u s t a i n e d  i n  
3  o f  l a s t  4  y e a r s )  

Shares  O u t s t a n d i n g  200,000 

Number o f  Shareho l  d e r s  400 /300  

M a r k e t  Va lue  o f  Pub1 i c l y  
H e l d  Shares $ 1  ,,O 00,O 00 

C o n c l u s i o n s  

F o r  t h e  Commonweal t h l s  p u r p o s e s ,  t h i s  e x e m p t i o n  i s  
s u p e r i o r  t o  t h e  E x c h a n g e  E x e m p t i o n .  I t  a l l o w s  t h e  
Commonwealth t o  c o n t r o l  t h e  c r i t e r i a  used as t h e  b a s i s  o f  t h e  
exempt ion.  Conseq u e n t l  y, many o f  t h e  p r o b l  ems a s s o c i  a t e d  
w i t h  t h e  01 der  Exchange Exempt i on  can be add ressed  on  a  more 
t i m e l y  b a s i s .  By u s i n g  t h e  NASDls c r i t e r i a ,  t h e  Commiss ion 
f o s t e r s  t h e  d e v e l o p m e n t  o f  a  n a t i o n a l  m a r k e t  s y s t e m  t h a t  
a1 l o w s  s e c u r i t i e s  t o  t r a d e  i n  s e v e r a l  d i  f f e r e n t  m a r k e t p l  aces  
as e n v i s i o n e d  by Congress i n  1975. Use o f  t h e s e  c r i t e r i a  f o r  
a1 1  t h e  OTC and r e g i o n a l  exchanges wou ld  c r e a t e  u n i f o r m i t y  
among t h e  s e c u r i t i e s  t r a d e d  u n d e r  t h i s  exemp t i on  and p r o v i d e  
some i n d i c a t i o n  o f  t h e  s e c u r i t y ' s  l e v e l  of qua1 i t y .  F i n a l l y ,  
t h e s e  c r i t e r i a  p r o v i d e  a model f o r  o t h e r  exchanges d e s i r i n g  
an e x e m p t i o n  f o r  t h e 1  r 1  i s t e d  s e c u r i t i e s .  

A t  t h e  same t ime ,  some of t h e  p rob lems a s s o c i a t e d  w i t h  
t h e  Exchange Exempt i on  a r e  add ressed  by t h e  C r i t e r i a  Based 
Exempt ion.  Fo r  example, I P O l s  have a  " s e a s o n i n g w  p e r i o d  as  
sugges ted  by NASAA and o t h e r  i n t e r e s t e d  p a r t i e s  d u r i n g  t h e  
h e a r i n g  on  t h e  C r i t e r i a  Based Exempt ion  and by t h e  U n i f o r m  



Commissioners i n  t h e i r  r e d r a f t  o f  t h e  U n i f o r m  S e c u r i t i e s  Act.  
M o s t  i m p o r t a n t l y ,  by s p e c i f y i n g  t h e  c r i t e r i a  f o r  t h e  
exemptions t h e  c o m p e t i t i v e  p r e s s u r e s  on l i s t i n g  s t a n d a r d s  
i t h e  " race  t o  t h e  bot tomw argument t h a t  has been h e a r d  
f r e q u e n t l y  i n  d i s c u s s i o n s  o f  exchange l i s t i n g  c r i t e r i a )  can 
be a d d r e s s e d ,  as can t h e  p r o l i f e r a t i o n  o f  new t y p e s  o f  
s e c u r i t i e s  t h a t  do n o t  have t r a c k  reco rds .  

The exempt ion a1 1  ows t h e  Commonwealth t o  exper imen t  w i t h  
c r i t e r i a  u n t i l  a r r i v i n g  a t  t h e  p r o p e r  c o m b i n a t i o n  t o  p r e v e n t  
i n s u b s t a n t i a l  s e c u r i t i e s  f r o m  e n t e r i n g  t h e  m a r k e t p l a c e  
w i t h o u t  p r i o r  s c r u t i n y ,  w h i l e  a d v a n c i n g  t h e  n e e d s  o f  
l e g i t i m a t e  c a p i t a l  f o r m a t i o n .  

To f u r t h e r  t h e  f o r m a t i o n  o f  V i r g i n i a c s  n a t i o n a l  m a r k e t  
system exemption, t h e  Commission recommends t h e  d e l e t i o n  of 
t h e  Midwest  S tock  Exchange f rom t h e  Exchange Exemption. The 
M i d w e s t  S t o c k  E x c h a n g e  may a p p l y  f o r  a n  e x e m p t i o n  f o r  
s e c u r i t i e s  r e g i s t e r e d  o n  i t s  exchange  u n d e r  t h e  C r i t e r i a  
Based Exemption. By d e l e t i n g  t h e  Midwest  S tock  Exchange f r o m  
S 13.1-514(a) (81, u n i f o r m i t y  between t h e  Exchange Exempt ion  
and t h e  C r i t e r i a  Based E x e m p t i o n  w o u l d  be enhanced,  t h u s  
p r e v e n t i n g  a t t e m p t s  by exchanges and s e c u r i t i e s  a s s o c i a t i o n s  
t o  c i  rcumvent t h e  c e r t i f i c a t i o n  p rocess  imp1 i e d  by 513.1- 
5 1 4 ( a )  (13 ) .  



I V .  THE MANUAL EXEMPTION 413 .1 -514(b) (2 )  

The Manual Exempt ion  i s  a n o t h e r  exemp t i on  c o n t a i n e d  i n  
t h e  B l u e  Sky  l a w s  e n a c t e d  i n  t h e  f i r s t  d e c a d e  o f  t h i s  
c e n t u r y .  T h e  e x e m p t i o n  h a s  s p r e a d  t o  a  m a j o r i t y  o f  t h e  
s t a t e s  t h r o u g h  t h e  U n i f o r m  S e c u r i t i e s  A c t .  The  e x e m p t i o n  
a l l o w s  b r o k e r s  t o  s o l i c i t  s a l e s  of s e c u r i t i e s  i f  t h e  i s s u i n g  
c o m p a n y  i s  l i s t e d  i n  a n  a p p r o v e d  m a n u a l .  T o d a y *  
u n f o r t u n a t e l y 9  t h e  exemp t i on  c r e a t e s  an easy  way f o r  b r o k e r s  
t o  a v o i d  t h e  r e g i s t r a t i o n  r e q u f r e m e n t s  o f  t h e  V i r g i n i a  
S e c u r i t i e s  A c t 9  w h i l e  n o t  s u p p l y i n g  t h e  i n f o r m a t i o n  n e c e s s a r y  
f o r  i n v e s t o r s  t o  make i n t e l l i g e n t  i n v e s t m e n t  d e c i s i o n s .  

Deve lopment  of t h e  Manual Exemp t i on  

I n  1915  t h e  M i c h i g a n  l e g i s l a t u r e  e n a c t e d  t h e  f i r s t  
Manua l  E x e m p t i o n  i n  an  a t t e m p t  t o  a p p e a s e  t h e  s e c u r i t i e s  
i n d u s t r y .  25 A t  t h e  t ime.  M i c h i g a n l s  s e c u r i t i e s  l a w 9  a d o p t e d  
i n  19149 was u n d e r  a t t a c k  by t h e  b u s i n e s s  community.  The 
i n v e s t m e n t  b a n k i n g  community, as it was t h e n  c a l l e d *  opposed 
l a w s  s u b j e c t i n g  i t t o  government  s c r u t i n y  and, t h e r e f o r e ,  had  
f o u g h t  t h e  s p r e a d  o f  B l u e  Sky s t a t u t e s  s i n c e  t h e  f i r s t  
enac tmen t  i n  Kansas i n  1911. O r i g i n a l l y ,  i n v e s t m e n t  b a n k e r s  
a t t a c k e d  t h e  Manua l  E x e m p t i o n  as  t h e  " ' M i c h i g a n  i d e a 1  o f  
p r o v i d i n g  an easy  way o u t  o f  t h e  a c t  a t  a l l  t imes...  .It i s  
n o t  s o  much an e x e m p t i o n  o f  e x i s t i n g  s t a n d a r d  s e c u r i t i e s  as a  
w o r k i n g  xemp t i on  a v a i l a b l e  f o r  new o f f e r i n g s  t o  be l i s t e d  as 
i s s u e d . w f 6  Today 4 0  j u r i s d i c t i o n s  have a  Manual E x e m p t i o n  
b e c a u s e  t h e  e x e m p t i o n  was i n c l u d e d  i n  t h e  1957  U n i f o r m  
S e c u r i t i e s  Ac t .  27 

O f  t h e  53 j u r i s d i c t i o n s  ( 5 0  s t a t e s ,  P u e r t o  R i c o 9  Guam, 
a n d  t h e  D i s t r i c t  o f  C o l u m b i a )  t h a t  h a v e  e n a c t e d  B l u e  S k y  
l a w s #  1 3  s t a t e s  do n o t  h a v e  a  Manua l  E x e m p t i o n 9  a n d  22 
j u r i s d i c t i o n s  have  t h e  Manual Exempt ion  as p r o m u l g a t e d  i n  t h e  
1957 U n i f o r m  S e c u r i t i e s  Act ,  w h i c h  s t a t e s :  



Any n o n i s s u e r  d i s t r i b u t i o n  o f  an o u t s t a n d i n g  
s e c u r i t y  i f  ( A )  a  r e c o g n i z e d  s e c u r i t i e s  manua l  
c o n t a i n s  t h e  names o f  t h e  i s s u e r ' s  o f f i c e r s  and  
d i r e c t o r s ,  a  ba lance shee t  o f  t h e  i s s u e r  as of a  
d a t e  w i t h i n  e i g h t e e n  ( 1 8 )  months, and a  p r o f i t  and 
l o s s  s t a t e m e n t  f o r  e i t h e r  t h e  f i s c a l  y e a r  p r e c e d i n g  
t h a t  d a t e  o r  t h e  most  r e c e n t  y e a r  of o p e r a t i o n s ,  o r  
( B )  t h e  s e c u r i t y  has a  f i x e d  m a t u r i t y  o r  a  f i x e d  
i n t e r e s t  o r  d i v i d e n d  p r o v i s i o n  and t h e r e  has been 
n o  d e f a u l t  d u r i n g  t h e  c u r r e n t  f i s c a l  yea r  o r  w i t h i n  
t h e  t h r e e  ( 3 )  p r e c e d i n g  f i s c a l  years,  o r  d u r i n g  t h e  
e x i s t e n c e  of  t h e  i s s u e r  a n d  any p r e d e c e s s o r s  if 
l e s s  t h a n  t h r e e  ( 3 )  y e a r s ,  i n  t h e  p a y m e n t  o f  
p r i n c i p a l ,  i n t e r e s t ,  o r  d i v  idends on  t h e  s e c u r i  t y .  - 

The m a j o r i t y  of t h e  r e m a i n i n g  18 j u r i s d i c t i o n s  have deve loped 
a  v a r i a t i o n  o f  t h i s  exemption.28 

The v a r i a t i o n s  f o r  t h e  mos t  p a r t  m o d i f y  o n l y  s e c t i o n  A 
o f  t h e  e x e m p t i o n  and,  i n  some c a s e s ,  d r o p  s e c t i o n  B. 
Michigan,  Minnesota,  and New Hampshi re r e q u i r e  t h e  f i r m  t o  
have been i n  c o n t i n u o u s  o p e r a t i o n  f o r  a t  l e a s t  f i v e  Years 
p r i o r  t o  t h e  t r a n s a c t i o n  t a k i n g  p l a c e .  New M e x i c o  and 
Oklahoma m o d i f y  s e c t i o n  A t o  r e q u i r e  t h e  c l a s s  o f  s e c u r i t i e s  
i n v o l v e d  i n  t h e  t r a n s a c t i o n  be o u t s t a n d i n g  i n  t h e  hands o f  
t h e  p u b l i c  f o r  a t  l e a s t  180 days p r i o r  t o  t h e  t r a n s a c t i o n .  
S i m i l a r l y ~  M a i n e  r e q u i r e s  t h a t  t h e  f i r m  be l i s t e d  i n  t h e  
manua l  a t  l e a s t  9 0  days  p r i o r  t o  t h e  t r a n s a c t i o n ,  a n d  i t  
dropped t h e  B  s e c t i o n  o f  t h e  exempt ion.  The Rev ised  U n i f o r m  
S e c u r i t i e s  A c t  (1985)  m o d i f i e s  t h e  exempt ion i n  t h i s  manner. 
F l o r i d a  r e q u i r e s  2 y e a r s  o f  i ncome s t a t e m e n t s ,  and N o r t h  
D a k o t a  l i m i t s  t h e  e x e m p t i o n  t o  c o m p a n i e s  o r g a n i z e d  i n  t h e  
U.S. and i t s  possess ions .  

Most  of t h e  r e m a i n i n g  s t a t e s  have enac ted  s ta tu . tes  t h a t  
a r e  n o t  r e a d i l y  c a t e g o r i z e d ;  however, t h e y  genera l1  Y d i s a l l  ow 
s e c t i o n  B  o f  t h e  exempt ion.  A few o f  them r e q u i r e  t h a t  t h e  
s a l e s  p r i c e  be r e l a t e d  t o  t h e  c u r r e n t  marke t  p r i c e .  

V i r g i n i a  a n d  A r i z o n a  h a v e  t h e  l e a s t  r e s t r i c t i v e  
s t a t u t e s ,  r e q u i r i n g  o n l y  a  1  i s t i n g  i n  an approved manual. 

T r a n s a c t i o n s  A l l owed  Under  T h i s  E x e m ~ t i o n  

The Manua l  E x e m p t i o n  i s  u n u s u a l  among t h e  e x e m p t i o n s  
g r a n t e d  under  s u b s e c t i o n  ( b )  o f  § 13.1-514 because i t  a p p l i e s  
t o  " n o n i s s u e r  d i s t r i b u t i o n s l 1  r a t h e r  t h a n  t h e  more  common 
l l t ransact ion l l .  D i s t r i b u t i o n s  genera11 y i n v o l  ve t h e  movement 



o f  s e c u r i t i e s  f r o m  t h e  i s s u i n g  c o m p a n y  t o  t h e  p u b l i c ;  
t r a n s a c t i o n s  a r e  o f  a  more  i s o l a t e d  n a t u r e .  A n o n i s s u e r  
d i s t r i b u t i o n  i s  d e f i n e d  as ll...any t r a n s a c t i  n  n o t  d i r e c t l y  9 o r  i n d i r e c t 1  y f o r  t h e  b e n e f i t  o f  t h e  i s s u e r .  F o r  exampler 
if X Y Z  C o r p o r a t i o n  r e c e i v e d  t h e  proceeds f rom t h e  s a l e  o f  i t s  
s t o c k ,  t h e  t r a n s a c t i o n  woul'd be f o r  t h e  b e n e f i t  o f  t h e  
i s s u e r r  i n  t h i s  cases XYZ Corpo ra t i on .  Howeverr i f  i n v e s t o r  
A s e l l s  h i s  X Y Z  C o r p o r a t i o n  s t o c k  t o  i n v e s t o r  B r  t h e  
t r a n s a c t i  on  ( u s u a l  l y  c a l  l e d  s e c o n d a r y  t r a d i n g )  wou1 d  n o t  
n o r m a l l y  be c o n s i d e r e d  f o r  t h e  b e n e f i t  o f  t h e  i s s u e r .  

Q u e s t i o n s  o f  b e n e f i t  t o  t h e  i s s u e r  a r i s e  when t h i s  
exempt ion  i s  used by company i n s i d e r s .  U s i n g  t h i s  exemption, 
company i n s i d e r s  can purchase l a r g e  b l o c k s  o f  u n r e g i s t e r e d  
company s t o c k  and s e l l  c o n s i d e r a b l e  amounts o f  t h e  s t o c k  t o  
t h e  p u b l i c  s h o r t l y  a f t e r  i t s  purchase f rom t h e  company. I n  
t h i s  i n s t a n c e #  t h e  i n s i d e r  i s  a  c o n d u i t  f o r  t h e  s t o c k  t o  pass 
f r o m  t h e  i s s u i n g  company  t o  t h e  p u b l i c  w i t h o u t  
regs! s t r a t i o n .  30  W h i l e  t h e  f e d e r a l  S e c u r i t i e s  A c t  o f  19331s 
R u l e  144 ( " d r i b b l e  o u t  ru le l l )  wou ld  remove t h e  danger f o r  t h e  
most  p a r t ,  it i s  p o s s i b l e  t o  combine a  f e d e r a l  exempt ion  w i t h  
t h e  Manua l  E x e m p t i o n  t o  c r e a t e  a  n e b u l o u s  o f f e r i n g  t h a t  
c i  rcumvents t h e  i n t e n t i o n  o f  t h e  V i r g i n i a  S e c u r i t i e s  Act.  

B r o k e r a g e  h o u s e s  can p r o f i t  f r o m  t h i s  e x e m p t i o n  by  
p u r c h a s i n g  l a r g e  b l o c k s  o f  s t o c k  f r o m  i n s i d e r s  and t h e n  
r e s e l l i n g  t h e  s t o c k  t o  t h e  g e n e r a l  pub1  i c  w i t h o u t  r e v i e w  
under  t h e  V i r g i n i a  S e c u r i t i e s  Ac t .  A l l o w i n g  t h e  s a l e  o f  s t o c k  
w i t h o u t  any r e q u i r e d  e x e m p t i v e  c r i t e r i a  i n v i t e s  11 l e g a l  
b e h a v i o r  b e c a u s e  o f  t h e  abundance  o f  " p r o d u c t s l l  ( i . e .  8 

b a n k r u p t  c o m p a n i e s )  a n d  t h e  r e l a t i v e  e a s e  i n  h i d i n g  
v i o l a t i o n s .  B l i n d  p o o l s r  s t o c k  i s s u e s  t h a t  a r e  o f f e r e d  
w i t h o u t  announcing t h e  s p e c i f i c  purposes  f o r  t h e  proceeds of 
t h e  o f f e r i n g ,  a r e  p a r t i c u l a r l y  s u s c e p t i b l e  t o  t h i s  t y p e  o f  
a b u s e O 3 l  

L i s t i n q  S tandards  o f  t h e  Manuals  

B o t h  M o o d y l s  and S t a n d a r d  and P o o r l s  have  f l e x i b l e  
1  i s t i n g  s t a n d a r d s  based i n  p a r t  on  t h e  amount o f  money p a i d  
t o  t h e  p u b l i s h e r .  I n c l u s i o n  i n  M o o d y l s  depends on t 
i n t e r e s t  shown by b roke rage  f. irms i n  a  p a r t i c u l a r  s tock .  $9  
Once qua1 i f f e d  f o r  i n c l u s i o n ,  t h e  company can choose between 
f i v e  t y p e s  o f  c o v e r a g e  w i t h  a  s l i d i n g  p r i c e  s c a l e .  The  
S tandard  s e c t i o n  c o n t a i n s  a  s y n o p s i s  o f  t h e  ba lance  sheet,  
b u t  m o s t  o f  t h e  c o m p a n i e s  i n  t h i s  s e c t i o n  h a v e  income 
s ta tements ,  some i n f o r m a t i o n  on  t h e  c o r p o r a t i o n ~ s  d i r e c t o r s  
and o f f i c e r s ,  and h i s t o r i c a l  d a t a  a b o u t  t h e  company. The 



C o r p o r a t e  V i s i b i l i t y  s e c t i o n ,  a  s t e p  above  t h e  S t a n d a r d  
s e c t i o n ,  c o n t a i n s  a n  e x p a n d e d  s e c t i o n  d e s c r i b i n g  t h e  
c o m p a n y ' s  b u s i n e s s ,  f i v e  y e a r s  o f  t h e  company ' s  b a l a n c e  
s h e e t s  and income s t a t e m e n t s ,  and a  d e s c r i p t i o n  o f  t h e  
c o m p a n y v  s  c a p i t a l  s t r u c t u r e  i n c l  u d i n g  r a t i n g s  o f  t h e  
c o m p a n y ' s  p r e f e r r e d  s t o c k  a n d  d e b t .  T h e  C o r p o r a t e  
V i s i b i l  i t y - S e l e c t  s e c t i o n  c o n t a i n s  ba lance  s h e e t s  and income 
s t a t e m e n t s  f o r  seven yea rs  o f  o p e r a t i o n s  and a  s e c t i o n  on  
f i n a n c i  a1 and o p e r a t i n g  r a t i o s .  The company d a t a  i n c l  udes 
i n f o r m a t i o n  on  m a j o r  b u s i n e s s  segments and t h e  l o c a t i o n s  f o r  
t h e  f i r m ' s  m a j o r  o p e r a t i o n s .  T h e  c a p i t a l  s t r u c t u r e  i s  
d i s c u s s e d  and r a t i n g s  a r e  g i v e n  on t h e  p r e f e r r e d  s t o c k  and 
debt.  The C o r p o r a t e  V i s i b i l  i t y - P l  us s e c t i o n  expands on  t h e  
C o r p o r a t e  V i s i b i l i t y - S e l e c t  s e c t i o n  by p r i n t i n g  most o f  t h e  
i n f o r m a t i o n  c o n t a i n e d  i n  t h e  company's annual r e p o r t .  W h i l e  
t h e  manua l  1  i s t s  a  C o r p o r a t e  V i s i b i l i t y  U l t r a  s e c t i o n ,  n o  
l i s t i n g  was found f o r  t h e  s e c t i o n .  

Moodyvs g a t h e r s  i n f o r m a t i o n  f o r  i t s  manuals  f rom r e p o r t s  
f i l e d  by t h e  company w i t h  t h e  SEC and, i n  some cases, f r o m  
t h e  s t o c k h o l d e r  r e p o r t s  i s s u e d  by t h e  company. Moodyls does 
n o t  g u a r a n t e e  t h a t  t h e  i n f o r m a t i o n  i s  a c c u r a t e  o r  comp le te -  3 3  

The Standard  and P o o r ' s  C o r p o r a t i o n  Records manual uses 
a  s i m i l a r  approach; i n c l u s i o n  i n  t h e  manual i s  a f f o r d e d  t o  
c o m p a n i e s  t h a t  have  n e t  s a l e s  o f  $3 ,500r000 and a  m a r k e t  
v a l u e  of $ 2 ~ 0 0 0 , 0 0 0 . ~ ~  Coverage i s  a v a i l a b l e  i n  t h r e e  fo rms 
w i t h  i n c r e a s i n g  amounts of i n f o r m a t i o n  a v a i l a b l e  i n  each. 
The B r i e f  D e s c r i p t i o n  s e c t i o n  c o n t a i n s  income s t a t e m e n t s  and 
ba lance  shee ts  f o r  t h e  most r e c e n t  p e r i o d s  ( 3  y e a r s  f o r  t h e  
i ncome s t a t e m e n t  and 2  y e a r s  f o r  t h e  b a l a n c e  s h e e t 1  and  
h i s t o r i c a l  a n d  c u r r e n t  i n f o r m a t i o n  a b o u t  t h e  c o m p a n y .  
Genera l  Coverage and F u l l  Coverage p r o v i d e  more i n f o r m a t i o n  
( g e n e r a l l y  b e t t e r  c o r p o r a t e  background)  and r e c e i v e  p r i o r i t y  
i n  s c h e d u l i n g  company updates  and news. Companies t h a t  e l e c t  
t h i s  t y p e  o f  coverage a r e  charged a  f e e  t h a t  depends on t h e  
e x c h a n g e  o n  w h i c h  t h e y  a r e  l i s t e d  a n d  t h e  a m o u n t  o f  
a d d i t i o n a l  i n f o r m a t i o n  t h a t  t h e y  want p r i n t e d .  

A f o u r t h  t y p e  o f  l i s t i n g  a v a i l a b l e  f r o m  S t a n d a r d  and 
Poor ' s  f o r  companies t h a t  do n o t  meet t h e  i n i t i a l  l i s t i n g  
r e q u i r e m e n t s  i s  t h e  T a b u l a r  L i s t i n g .  T h i s  t y p e  o f  l i s t i n g  
i n c l u d e s  f i n a n c i a l  da ta  t h a t  S tandard  and P o o r ' s  c o n s i d e r s  
i m p o r t a n t ,  y e t  does  n o t  i n c l u d e  a f u l l  b a l a n c e  s h e e t  o r  
income s ta temen t .  Companies w i t h  a  t a b u l a r  l i s t i n g  can be 
upgraded t o  o t h e r  t y p e s  of l i s t i n g s  w i t h  t h e  payment o f  a  
fee .  



Problems A s s o c i a t e d  w i t h  Re1 i a n c e  on t h e  Manual ExemD_fion 

T h e  M a n u a l  E x e m p t i o n  i s  b a s e d  o n  t h e  i d e a  t h a t  
s u f f i c i e n t  i n f o r m a t i o n  about  a  c e r t a i n  s e c u r i t y  i s  read11 y  
a v a i l a b l e  t o  t h e  i n v e s t i n g  pub1 i c  t h r o u g h  r e p u t a b l e  manuals 
t o  e n a b l e  t h e  i n v e s t o r  t o  'make a n  i n f o r m e d  i n v e s t m e n t  
d e c i s i o n .  The t h e o r y  a l s o  presumes t h a t  t h e  s e c u r i t i e s  l i s t e d  
i n  t h e  m a n u a l s  a r e  of a  q u a l i t y  p r e c l u d i n g  t h e  need f o r  
a c t i v e  s u p e r v i s i o n  by t h e  Commonwealth. 

Vf r g i  n i a f  s  Manual Exempt ion exempts: 
! 

Any n o n i s s u e r  d i  s t r i b u t i o n  by a  r e g i s t e r e d  b r o k e r -  
d e a l e r  o f  a  s e c u r i t y  if i n f o r m a t i o n  r e g a r d i n g  t h e  
i s s u e r  of such s e c u r i t y  i s  i n c l u d e d  i n  one o r  more o f  
t h e  s t a n d a r d  s e c u r i t i e s  manuals i n  genera l  use.. . . 

C o m m i s s f  o n  S e c u r i t i e s  A c t  Ru1 e 5 0 1  d e f i n e s  " s t a n d a r d  
s e c u r i t i e s  manuals"  as t h e  f o l l o w i n g :  

S tandard  & P o o r f s  C o r p o r a t i o n  D e s c r i p t i o n s  (Volumes A-Z), 
Moodyts I n d u s t r i a l  Manual ( c u r r e n t  bound v o l  ume), 
Moodyf s  Bank and F inance Manual ( c u r r e n t  bound vo1 ume). 

The s t a t u t e  does n o t  s t i p u l a t e  t h e  t y p e ,  amount,  o r  
t i m e l i n e s s  of t h e  i n f o r m a t i o n  t h a t  i s  t o  be p u b l i s h e d  i n  t h e  
manual; problems occur  w i t h  a11 t h r e e  areas. As n o t e d  above, 
t a b u l a r  l i s t i n g s  which i n c l u d e  o n e - l i n e  e n t r i e s  o f  summary 
f i n a n c i a l  da ta  a r e  p u b l i s h e d  i n  S tandard  & P o o r f s .  Moodyfs, 
i n  i t s  s t a n d a r d  coverage s e c t i o n ,  p r o v i d e s  a  b r i e f  s y n o p s i s  
o f  t h e  company ' s  h i s t o r y  and b u s i n e s s ,  b a l a n c e  s h e e t  a n d  
i ncome s t a t e m e n t ,  and a  d i s c u s s i o n  o f  t h e  c o m p a n y f s  d e b t  
s t r u c t u r e .  

I n  compar ison8 V i r g i n i a  Code S 13.1-510, r e g i s t r a t i o n  by 
qua1 i f  i c a t i o n ,  r e q u i r e s  t h e  f o l 1  owing i n f o r m a t i o n  about  t h e  
promoters  and personne l  o f  t h e  c o r p o r a t i o n :  

( b )  A r e g i s t r a t i o n  s t a t e m e n t  under  t h i s  s e c t i o n  s h a l l  
c o n t a i n  t h e  f o l  l o w i n g  i n f o r m a t i o n :  

(1) W i t h  r e s p e c t  t o  t h e  i . s s u e r  and any s i g n i f i c a n t  
s u b s i d i a r y :  i t s  name, add ress  and f o r m  o f  o r g a n i z a t i o n ;  
t h e  s t a t e  ( o r  f o r e i g n  j u r i s d i c t i o n )  and d a t e  o f  i t s  
o r g a n i z a t i o n ;  t h e  genera1 c h a r a c t e r  o f  i t s  bus iness;  
a n d  a  d e s c r i p t i o n  o f  i t s  p h y s i c a l  p r o p e r t i e s  a n d  
equipment;  and a  s t a t e m e n t  o f  t h e  genera1 c o m p e t i t i v e  
c o n d i t i o n s  i n  t h e  i n d u s t r y  o r  bus iness  i n  which it i s  



o r  w i l l  be engaged; 

( 2 )  W i t h  r e s p e c t  t o  every  d i r e c t o r  and o f f i c e r  o f  t h e  
i s s u e r  ( o r  p e r s o n  o c c u p y i n g  a  s i m i l a r  s t a t u s  o r  
p e r f o r m i n g  s i m i l a r  f u n c t i o n s )  : h i s  name, add ress  and 
p r i n c i p a l  o c c u p a t i o n  f o r  t h e  p a s t  f i v e  y e a r s ;  t h e  
amount of s e c u r i t i e s  o f  t h e  i s s u e r  h e l d  by h im  as o f  a  
s p e c i f i e d  da te  w i t h i n  n i n e t y  days o f  t h e  f i l i n g  o f  t h e  
r e g i s t r a t i o n  s ta tement ;  t h e  amount o f  t h e  s e c u r i t i e s  
c o v e r e d  by t h e  r e g i s t r a t i o n  s t a t e m e n t  t o  wh ich  he has  
i n d i c a t e d  h i s  i n t e n t i o n  t o  subsc r ibe ;  and a  d e s c r i p t i o n  
o f  any m a t e r i a l  i n t e r e s t  i n  any m a t e r i a l  t r a n s a c t i o n  
w i t h  t h e  i s s u e r  o r  any s i g n i f i c a n t  s u b s i d i a r y  e f f e c t e d  
w i t h i n  t h e  p a s t  t h r e e  y e a r s  o r  proposed t o  be e f f e c t e d ;  

( 3 )  W i t h  r e s p e c t  t o  pe rsons  cove red  by pa rag raph  ( 2 )  o f  
t h i s  s u b s e c t i o n :  t h e  r e m u n e r a t i o n  p a i d  d u r i n g  t h e  p a s t  
t w e l v e  m o n t h s  and e s t i m a t e d  t o  be p a i d  d u r i n g  t h e  
e n s u i n g  t w e l  ve months, d i r e c t l y  o r  i n d i  r e c t l y r  by t h e  
i s s u e r  ( t o g e t h e r  w i t h  a1 1  p r e d e c e s s o r s ,  p a r e n t s ,  
s u b s i d i a r i e s  and a f f i l i a t e s )  t o  a l l  such pe rsons  i n  t h e  
aggregate ;  

( 4 )  W i t h  r e s p e c t  t o  any p e r s o n  owning o f  record ,  o r  
b e n e f i c i a l l y  i f  known, t e n  p e r c e n t  o r  more  o f  t h e  
o u t s t a n d i n g  shares  o f  any c l a s s  o f  e q u i t y  s e c u r i t y  o f  
t h e  i s s u e r :  t h e  i n f o r m a t i o n  s p e c i f i e d  i n  pa rag raph  ( 2 )  
o f  t h i s  s u b s e c t i o n  o t h e r  t h a n  h i s  occupa t ion ;  

( 5 )  W i t h  r e s p e c t  t o  eve ry  p romoter  I f  t h e  i s s u e r  was 
o r g a n i z e d  w i t h i n  t h e  p a s t  t h r e e  yea rs :  t h e  i n f o r m a t i o n  
s p e c i f i e d  i n  p a r a g r a p h  ( 2 )  o f  t h i s  s u b s e c t i o n ,  any  
amount p a i d  t o  h im  w i t h i n  such p e r i o d  o r  i n t e n d e d  t o  be 
p a i d  t o  h i m  and t h e  c o n s i d e r a t i o n  f o r  any such payment; 

(6) W i t h  r e s p e c t  t o  any pe rson  o t h e r  t h a n  t h e  i s s u e r  o n  
whose b e h a l f  any p a r t  o f  t h e  o f f e r i n g  i s  t o  be made: 
h i s  name and address; t h e  amount o f  s e c u r i t i e s  o f  t h e  
i s s u e r  h e l d  by h im  as o f  t h e  d a t e  o f  t h e  f i l i n g  of t h e  
r e g i s t r a t i o n  s ta tement ;  a  d e s c r i p t i o n  o f  any m a t e r i a l  
i n t e r e s t  i n  any m a t e r i a l  t r a n s a c t i o n  w i t h  t h e  i s s u e r  o r  
any s u b s i d i a r y  e f f e c t e d  w i t h i n  t h e  p a s t  t h r e e  y e a r s  o r  
proposed t o  be e f f e c t e d ;  and a  s t a t e m e n t  o f  h i s  reasons  
f o r  making t h e  o f f e r i n g .  .. . 

Fur th .e r  i n f o r m a t i o n  i s  r e q u i  red  by 913.1-510 r e l a t i n g  
t o  t h e  s e c u r i t i e s  o f f e r i n g ,  s u c h  a s  amount  a n d  u s e s  o f  
proceeds, u n d e r w r i t i n g  commiss ionsr  o p t i o n s  o u t s t a n d i n g  and 



ownersh ip  o f  such8 unusual bus iness  d e a l i n g s  as a  r e s u l t  of 
t h e  s a l e  o f  s e c u r i t i e s ,  a  ba iance shee t  w i t h i n  f o u r  months o f  
t h e  f $1 i n g  and income s t a t e m e n t s  f o r  t h e  p a s t  t h r e e  f i s c a l  
y e a r s s  and v a r i o u s  o t h e r  d i s c l o s u r e  r e q u i r e m e n t s  needed f o r  
e f f e c t i v e  i n v e s t i n g .  

W h i l e  o t h e r  e x e m p t i o n s  g r a n t e d  u n d e r  V i r g i n i a  
Code § 13.1-514 do n o t  r e q u i r e  s u c h  d e t a i l e d  p e r s o n a l ,  
b u s i n e s s 8  and f i n a n c i a l  i n f o r . m a t i o n  as i s  r e q u i r e d  i n  a  
r e g i s t e r e d  o f f e r i n g s  t h e  m a j o r i t y  o f  t h e  e x e m p t i o n s  a r e  
p r e d i c a t e d  on l e g i s l a t i v e l y  d e t e r m i n e d  s u b s t i t u t e s  f o r  
g o v e r n m e n t a l  s e c u r i t i e s  r e g u l a t i o n .  S u b s t i t u t e s  i n c l u d e  
o v e r s i g h t  b y  o t h e r  g o v e r n r e n t a l  a g e n c i e s ,  s u c h  a s  t h e  
Commission's Bureaus o f  I n s u r a n c e  and F i n a n c i a l  I n s t i t u t i o n s ,  
o r  regu1 a t i  on by a  s e l  f - regu1  a t o r y  s e c u r i t i e s  o r g a n i z a t i o n  
('lSRO1l), s u c h  as  a  s t o c k  exchange.  ( F o r  a  d i s c u s s i o n  o f  
p r o b l e m s  a s s o c i a t e d  w i t h  r e g i s t r a t i o n  e x e m p t i o n s  f o r  
s e c u r i t i e s  1  i s t e d  w i t h  SROls, see s e c t i o n  I 1  o f  t h i s  s t u d y .  
A few exempt ions  a r e  based upon t h e  i d e a  t h a t  t h e  pe rsons  
i n v o l v e d  w i t h  t h e  t r a n s a c t i o n  a r e  i n s i d e r s  and s h o u l d  have  
access t o  t h e  r e q u i r e d  i n f o r m a t i o n .  

S t e  I n f o r m a t i n .  S tandard  & P o o r l s  updates  i n f o r m a t i o n  
p e r i o d i c a l l y  depending on t h e  t y p e  o f  coverage f o r  wh ich  a  
f i r m  has c o n t r a c t e d .  I n  no  case w i l l  more t h a n  15 months 
e l a p s e  b e f o r e  a  company 's  l i s t i n g  i s  upda ted .  Moody ' s  
I n d u s t r i a l  Manual  i s  p u b l i s h e d  o n c e  a  y e a r  and c o n t a i n s  
i n f o r m a t i o n  as much as 1 2  months o ld .  There fore ,  some s a l e s  
i n v o l v i n g  t h e  Manual Exempt ion c o u l d  be based on i n f o r m a t i o n  
t h a t  i s  two y e a r s  o l d .  

1s  n o t  I i m i t e d  t o  H igh  Qual i t v  F i r m .  Qual i t y  i s  n o t  
t h e  p r i m a r y  r e q u i r e m e n t  f o r  l i s t i n g  i n  t h e  manuals. .  F i r m s  
l i s t e d  i n  Moody ' s  h a v e  s e c u r i t i e s  o u t s t a n d i n g  t h a t  c a r r y  
r a t i n g s  r a n g i n g  f rom A A A  t o  C. C d e s i g n a t e s  i s s u e s  t h a t  a r e  ll.. . r e g a r d e d  as h a v i n g  e x t r e m e l y  p o o r  r o s p e c t s  o f  e v e r  S a t t a i n i n g  any r e a l  i nvestment  s t a n d i n g .  F u r t h e r ,  b o t h  
pub1 i s h e r s  make s t a t e m e n t s  t h a t  i n f o r m a t i o n  c o n t a i n e d  i n  t h e  
manuals i s  n o t  t o  be .  c o n s t r u e d  as recommendat ions t o  buy o r  
s e l l  a  p a r t i c u l a r  s e c u r i t y .  

J n v e s t o r  n o t  Requ i red  t o  R e r e i v e  I n f o r m a t f o p .  R e g a r d l e s s  of 
t h e  i n f o r m a t i o n  c o n t a i n e d  i n  a  manuals t h e r e  i s  no assurance 
t h a t  t h e  i n v e s t o r  w i l l  see  t h i s  i n f o r m a t i o n  o r  use  i t  i n  
making h i s  i n v e s t m e n t  d e c i s i o n .  The c u r r e n t  s t a t u t e  does n o t  
impose  on t h e  b r o k e r a g e  f i r m  an ob1 i g a t i o n  t o  s u p p l y  t h e  
cus tomer  w i t h  t h e  i n f o r m a t i o n  l i s t e d  i n  t h e  manual. Thus, 
t h e  cus tomer  i s  l e f t  t o  h i s  own d e v i c e s  t o  g a t h e r  i n f o r m a t i o n  



on t h e  p r o s p e c t i v e  i n v e s t m e n t  beyond what t h e  s a l e s p e r s o n  
g i v e s  h i m  d u r i n g  t h e  s a l e s  p i t c h .  M o s t  p u r c h a s e s  a r e  
s o l i c i t e d  by t h e  b r o k e r - - n o t  i n i t i a t e d  by t h e  i n v e s t o r .  

B r o k e r a a e  F i r m s  Do N o t  V e r i f v  I n f o r m a t i o n .  I t  i s  g e n e r a l l y  
b e l i e v e d  t h a t  t h e  brokerage f i r m  has no d u t y  t o  v e r i f y  t h e  
i n f o r m a t i o n  t h a t  i s  p r i n t e d  i n  t h e  manuals. A t  t h e  same t i m e r  
bo th  pub1 i s h e r s  i s s u e  d i s c l a i m e r s  c o n c e r n i n g  t h e  accu racy  and 
comple teness  o f  t h e  i n f o r m a t i o n  pub1 i s h e d  i n  t h e  manuals. 

An F x q m p l e  o f  P r o b l e m  L i s t i n a s .  The A p r i l  28, 1988, 
o f f e r i n g  o f  CheckRobot ,  I n c . ,  e x e m p l i f i e s  t h e  p r o b l e m s  
c r e a t e d  by use o f  t h e  Manual Exemption. CheckRobot wanted t o  
i s s u e  517,500 u n i t s  ( a  u n i t  c o n s i s t e d  o f  2  sha res  of common 
s t o c k  and 1 w a r r a n t )  o f  wh ich  50,000 u n i t s  were s l a t e d  t o  be 
s o l d  i n  t h e  Commonwealth. The t o t a l  amount o f  s a l e s  w i t h i n  
t h e  Commonwealth would have been $462,500. Upon rev iew,  t h e  
Commission's s t a f f  n o t e d  t h a t  t h e  u n d e r w r i t e r ' s  commiss ion 
was 1 0 %  o f  s a l e s  a n d  a p p r o x i m a t e l y  1 0 , 3 5 0  w a r r a n t s ,  a  
r e l a t i v e l y  h i g h  amount  f o r  c o m m i s s i o n s ,  p l u s  a  S108r000  
c o n s u l t i n g  fee.  The w a r r a n t s  were f r e e 1  y  t r a n s f e r a b l e  a f t e r  
one year, a  p r a c t i c e  t h a t  a l l o w s  t h e  u n d e r w r i t e r  t o  i n t r o d u c e  
more shares  i n t o  t h e  market,  u s u a l l y  a f t e r  a  p r i c e  r i s e .  An 
o p t i o n  t o  p u r c h a s e  15,000 s h a r e s  o f  t h e  company a t  b e l o w  
m a r k e t  r a t e s  was g r a n t e d  t o  M r .  A l f r e d  W. V i t a l e ,  a  v i c e -  
p r e s i d e n t  o f  * t h e  u n d e r w r i t e r  and a  d i r e c t o r  o f  CheckRobot, 
I n c .  Because t h e  company had l o s t  money s i n c e  1984 and d i d  
n o t  s p e c i f y  what it was g o i n g  t o  do w i t h  t h e  proceeds o f  t h e  
s t o c k  o f f e r i n g ,  t h e  C o m m i s s i o n ' s  s t a f f  o b j e c t e d  t o  t h e  
p r o p o s e d  o f f e r i n g .  Once t h e  o b j e c t i o n s  o f  t h e  s t a f f  w e r e  
h e a r d  by c o u n s e l  f o r  t h e  company, t h e  r e g i s t r a t i o n  was 
w i thdrawn.  

T h i s  w i t h d r a w a l  from t h e  r e g i s t r a t i o n  process, however, 
d i d  n o t  p r e v e n t  t h e  b r o k e r a g e  c o m m u n i t y  f r o m  a c t i v e l y  
p r o m o t i n g  t h e  s t o c k  i n  V i r g i n i a  once t h e  o f f e r i n g  was s o l d  i n  
n e i g h b o r i n g  s t a t e s .  T h i s  o c c u r r e d  because o f  a  column and a  
t h i r d  l i s t i n g  i n  S tandard  & P o o r ' s  C o r p o r a t i o n  Records. T h i s  
l i s t i n g  c o n t a i n s  a  one sen tence  d e s c r i p t i o n  o f  t h e  company's 
b u s i n e s s  and l i s t s  t h e  company 's  b o a r d  o f  d i r e c t o r s  and 
o f f i c e r s ,  number o f  s t o c k h o l d e r s  ( i n c l u d i n g  s t o c k h o l d e r s  
o w n i n g  more  t h a t  l O X ) ,  p r i c e  r a n g e  f o r  1985 and  1986, 
a b b r e v i a t e d  income s t a t e m e n t s  (1985, 1986, 19871, and ba lance  
s h e e t s  (1986 6, 1987).  No a u d i t o r ' s  o p i n i o n  o r  f o o t n o t e s  t o  
t h e  f i n a n c i a l  s t a t e m e n t s  were pub1 ished, n o r  was i t d i s c l o s e d  
t h a t  a  s t o c k  o f f e r i n g  was i n  t h e  p rocess  of b e i n g  r e g i s t e r e d  
f o r  d i s t r i b u t i o n .  



Reduced L i a b i l i t y  I s  Created  When t h e  Manual Exempt ion  1s 
U.sed 

The Manual Exempt ion does n o t  c a r r y  w i t h  it t h e  same 
c r i m i n a l  and c i v i l  l i a b i l i t i e s  a s s o c i a t e d  w i t h  r e g i s t r a t i o n  
o f  t h e  s e c u r i t i e s .  R e g i s t r a t i o n  c r e a t e s  company  a n d  
u n d e r w r i t e r  l i a b i l i t y  f o r  t h e  i n f o r m a t i o n  s u b m i t t e d  t o  t h e  
Commission; i n  c o n t r a s t ,  t h e  s t o c k b r o k e r  i s  n o t  r e q u i r e d  t o  
v e r i f y  t h e  i n f o r m a t i o n  p r i n t e d  i n  t h e  manual when u s i n g  t h e  
exemption, n o r  i s  he r e q u i r e d  t o  g i v e  t h e  i n f o r m a t i o n  t o  t h e  
i n v e s t o r  a t  any t ime.  An Iowa c o u r t ,  however, h e l d  t h a t  t h e  
b roke rage  f i r m  was .obi i g a t e d  t o  d e t e r m i n e  i f  t h e  e n t r y  i n  a  
r e c o g n i z e d  s e c u r i t i e s  manual wma$gs a  f a i r  d i s c l o s u r e  o f  t h e  
s t a t u s  o f  t h e  company i n v o l v e d . "  Because t h i s  v i e w p o i n t  i s  
n o t  w i d e l y  held,  it s h o u l d  be c o n s i d e r e d  an a b e r r a t i o n .  

C o n c l u s i o n s  

The Manual Exempt ion i s  n o t  c o n s i s t e n t  w i t h  t h e  Purpose 
o f  t h e  Secur i t 1  e s  Act, i. e. t h e  p r e v e n t i o n  o f  i n s u b s t a n t i  a1 
o r  f r a u d u l e n t  schemes by r e g u l a t i n g  t h e  p r o m o t i o n  and s a l e  o f  
s e c u r i t i e s .  37 A t  one t ime.  t h e  p u b l l s h e r s  o f  t h e  manuals may 
have m a i n t a i n e d  s u f f i c i e n t  s t a n d a r d s  f o r  i n c l u s i o n  i n  t h e  
m a n u a l s  f o r  t h e  Commonwea1t.h t o  r e 1  y on  t h e i r  s c r e e n i n g  
processes. S i n c e  t h e  1970'sr  t h i s  s i t u a t i o n  has degenera ted  
t o  t h e  p o i n t  where u n r e g i s t e r e d  s e c u r i t i e s  o f  l i t t l e  o r  no  
v a l u e  can be s o l d  i n  V i r g l n i a r  due t o  t h e i r  1  i s t i n g  i n  t h e  
manuals--a s i t u a t i o n  t h a t  t h e  A c t  was des igned t o  p reven t .  
The Commlss ion  recommends t h a t  t h e  Manua l  E x e m p t i o n  be  
r e p e a l  ed. 

The e f f e c t  o f  repea l  i n g  t h i s  exempt ion  w i l l  be m in ima l .  
As n o t e d  i n  t h e   introduction^ s e c u r i t i e s  c a n  be l a w f u 1 1 y  
t r a d e d  i n  t h e  Commonwealth i f  they  a r e  an exempt s e c u r i t y ,  
r e g i s t e r e d ,  o r  t r a d e d  t h r o u g h  exempt t r a n s a c t i o n s .  I n v e s t o r s  
w i l l  be a b l e  t o  purchase and s e l l  t h e i r  s e c u r i t i e s  by u s l n g  
exempt t r a n s a c t  ions.  B r o k e r s  can use exempt t r a n s a c t i o n s  o r  
r e g i s t e r  t h e  s e c u r i t y  i f  they  want  t o  s o l  i c i t  sa les .  Because 
t h e  Manual Exempt ion i s  1  i m i t e d  t o  n o n i s s u e r  t r a n s a c t i o n s ~  
i s s u i n g  companies c a n n o t  a v a i l  themse lves  o f  t h e  exempt ion  i n  
t h e  f i r s t  p l  ace. 



V. SUMMARY 

S i n c e  V i r g i n i a ' s  S e c u r i t i e s  A c t  was p a s s e d  i n  1957, 
f u n d a m e n t a l  changes  h a v e  o c c u r r e d  w i t h i n  t h e  s e c u r i t i e s  
i n d u s t r y .  The changes r e f l e c t  a  g r o w i n g  s o p h i s t i c a t i o n  i n  
t h e  ways companies a r e  f i n a n c e d  and how t h e i r  s e c u r i t i e s  a r e  
t r a d e d .  M o d i f i c a t i o n s  t o  t h e  e x e m p t i o n s  f r o m  t h e  
Commonwea l th t s  s e c u r i t i e s  r e g i s t r a t i o n  r e q u i r e m e n t s  a r e  
necessary t o  meet t h e s e  changes. 

I n  t h e  c a s e  o f  t h e  Exchange  E x e m p t i o n ,  c o m p e t i t i v e  
p r e s s u r e s  h a v e  e m e r g e d  a l o n g  w i t h  d i f f e r e n t  t y p e s  o f  
s e c u r i t i e s  t h a t  c a s t  doubt  on  t h e  c o n t i n u e d  v i a b i l i t y  o f  t h i s  
e x e m p t i o n  i n  i t s  c u r r e n t  form. The Commiss ion  recommends 
t h a t  t h e  M i d w e s t  S t o c k  E x c h a n g e  b e  s t r i c k e n  f r o m  t h i s  
exemption, a l o n g  w i t h  t h e  r e g i s t r a t i o n  exempt ion  f o r  s e n i o r  
s e c u r i t i e s ,  r i g h t s ,  w a r r a n t s ,  s e c u r i t i e s  t h a t  a r e  
s u b s t a n t i a l l y  e q u a l  i n  r a n k  a s  t h e  l i s t e d  s e c u r i t i e s ,  a n d  
i n i t i a l  p u b l i c  o f f e r i n g s .  R e m o v i n g  t h e  M i d w e s t  S t o c k  
Exchange r a i s e s  t h e  m-inimum c r i t e r i a  t h a t  a  f i r m  must meet 
b e f o r e  i t s  s e c u r i t i e s  a r e  exempt  f r o m  t h e  r e g i s t r a t i o n  
r e q u i r e m e n t s  o f  t h e  V i r g i n i a  S e c u r i t i e s  Act. As n o t e d  i n  
s e c t i o n  111 f i n a n c i n g  e f f o r t s  o f  ma jo r  companies now i n c l  ude 
s e n i o r  and o t h e r  t y p e s  of s e c u r i t i e s  t h a t  a r e  f a r  removed 
from t h e  p r e f e r r e d  s t o c k  and bonds t h a t  were common when t h e  
A c t  was adopted. These s e c u r i t i e s  r e q u i r e  more, i n f o r m a t i o n  
t h a n  g e n e r a l  knowledge about  t h e  i s s u i n g  company t o  e v a l u a t e  
them c o m p l e t e l y .  I n i t i a l  pub1 i c  o f f e r i n g s  have t r a d i t i o n a l l y  
been an a r e a  o f  c o n c e r n  f o r  t h e  Commonwealth due t o  t h e  
i s s u i n g  c o m p a n y t s  l a c k  o f  o p e r a t i n g  h i s t o r y  and  t h e  s a l e s  
e f f o r t  used t o  promote t h e  s t o c k .  

T h e  C r i t e r i a  B a s e d  E x e m p t i o n  p r o v i d e s  a w o r k a b l e  
s o l u t i o n  t o  some o f  t h e  p r o b l e m s  f o u n d  w i t h  t h e  E x c h a n g e  
Exemption. The Commonwealth i s  a b l e  t o  s p e c i f y  t h e  c r i t e r i a  
t h a t  a  t r a d i n g  s y s t e m  m u s t  u s e  f o r  i t s  s e c u r i t i e s  t o  be  
e x e m p t  f r o m  r e g i s t r a t i o n .  I n  a d d i t i o n ,  t h e  r u l  e - m a k i n g  
process  used by t h e  Commission a l l o w s  i n t e r e s t e d  p a r t i e s  t o  
p r o v i d e  i n p u t  i n t o  t h e  f o r m u l a t i o n  o f  s p e c i f i c  c r i t e r i a .  The 



Commission does n o t  recommend any changes t o  t h i s  exemption 
a t  t h i s  t ime.  

The Manual Exemp t i on  p r o v i d e s  m i n i m a l  p r o t e c t i o n  t o  
i n v e s t o r s  a t  best. V i r g i n i a ' s  Manual Exemption does n o t  meet 
t h e  s tandards o f  t h e  1957 or '  1985 Un i f o rm  S e c u r i t i e s  Acts, 
and it i s  l e s s  p r o t e c t i v e  o f  i n v e s t o r s  t han  t h e  m a j o r i t y  o f  
o t h e r  j u r i s d i c t i o n t s  manua l  e x e m p t i o n s .  C u r r e n t 1  y, 
s e c u r i t i e s  n o t  meet ing t h e  i n f o r m a t i o n  requ i rements  o f  t h e  
V i r g i n i a  S e c u r i t i e s  A c t  can be s o l d  i n  t h e  Commonwealth 
because o f  t h i s  exemption. The Commission recommends t h a t  
t h e  Manual Exemption be repealed. 
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GENERAL ASSEMBLY OF VIRGINIA - 1888 SESSION 
HOUSE JOINT RESOLUTION NO. 179 

Requesting the State Corpomtion Commission to study secuntirs ngistmtion urewaptions 
ot the Virgrgrnia Sccun'ties Act. 

Agreed to by the. House of Delegates, February 16, 1888 
Agreed to by the Seqate, Febnrary 25, 1988 

WHEREAS, recent events in tbe national securities markets have resulted in substantial 
losses to Virginia investors, eroded the confidence of investors in the tunctionlng of the 
securities markets and called into question the adequacy of protection afforded investoff 
under existing securities laws; and 

WHEREAS, securities are no longer limited to traditional equity and debt instruments 
and new and different securities products have emerged in recent years, giving rise to 
significant questions as to whether investors are fully apprised of tbe risks associated with 
investing in such securities; and 

WHEREAS, the disclosure requiremen& crssociated with securities registration constitute 
the foundation of the Virginia Securities Act by providi~g tor public dissemination and 
availability of information necessary to apprise investors of the specific risks of investing in 
a security and by requiring that such information is on file wlth the State Corporation 
Commission; and 

WHEREAS, 99 13.1-514 (a) (8). 13.1314 (a) (13) and 13.1614 (b) (2) of the Virginia 
Securities Act provide Usting and marketplace exemptions trom the securities registration 
requirements, and the continuation and modification of such exemptions should be 
periodically examined to ensure their relevance and responsivenes to current securities 
markets; and 

WHEREAS, there has been no comprehensive examination in recent years of the listing 
and marketplace exemptions of the Virginia Securities Act to determine whether these 
exemptions need to be supplemented or revised in order to enhance investor protectioa; 
now, therefore, be it 

RESOLVED by the House of Delegates, the Senate concurring, That the Sate 
Corporahion Commission is requested to m d y  the exemptions trom the securities 
registration requirements in $9 13.19514 (a) (8). 13.1-514 (a) (131, and 13.1-514 (b) (2) of 
the Virginia Securities Act in order to determine whether revisions are necesary to 
enhance the goal of the Virginia Securities A d  of protecting investors; and, be it 

RESOLVED FURTHER, That upon completion of its study the State Corporation 
Commission shall report its findine to the Governor and the 1989 Session of the General 
Assembly as provided in procedures of the Division of Legislative Automated Systems for 
processing legislative documents. 



Appendix I 1  

Rl i l e  504 PASDAWNat ional  M a r k e t  System Exempt i o n  

I n  a c c o r d a n c e  w i t h  V i r g i n i a  C o d e  S e c t i o n  1 3 . 1 -  
5 1 4 ( a )  ( 1 3 1 3  a n y  s e c u r i t y  d e s i g n a t e d  on  t h e  N a t i o n a l  
A s s o c i a t i o n  o f  S e c u r  S t i e s  D e a l e r  A u t o m a t e d  Q u o t a t i o n s  
N a t i o n a l  Marke t  System (NASDAQ/National M a r k e t  System) i s  
exempt f rom t h e  s e c u r i t i e s  r e g i s t r a t i o n  r e q u i r e m e n t s  of t h e  
A c t  i f  t h e  f o 1  l o w i n g  c r i t e r i a  a r e  met: 

1. T h e  i s s u e r  h a s  a  c l a s s  o f  s e c u r i t i e s  c u r r e n t l y  
r e g i s t e r e d  under  S e c t i o n  1 2  o f  t h e  S e c u r i t i e s  Exchange 
A c t  o f  1934 o r  i n  t h e  case o f  an Amer ican D e p o s i t o r y  
R e c e i p t  i s s u e d  a g a i n s t  t h e  e q u i t y  s e c u r i t i e s  o f  a  
f o r e i g n  i s s u e r ,  such e q u i t y  s e c u r i t i e s  a r e  r e g i s t e r e d  
p u r s u a n t  t o  S e c t i o n  1 2  o f  t h e  Act. 

2. The i s s u e r ,  o r  i n  t h e  case of an American D e p o s i t o r y  
R e c e i p t ,  t h e  f o r e i g n  i s s u e r  o f  t h e  u n d e r l y i n g  e q u i t y  
s e c u r i t i e s ,  h a s  b e e n  s u b j e c t  t o  t h e  r e p o r t i n g  
r e q u i r e m e n t s  o f  S e c t i o n  13 o f  t h e  S e c u r i t i e s  Exchange 
A c t  o f  1934 f o r  t h e  p r e c e d i n g  180 days and i s  c u r r e n t  i n  
i t s  f i l i n g s .  

3. The N a t i o n a l  A s s o c i a t i o n  o f  S e c u r i t i e s  D e a l e r s  (NASD) 
s h a l l  r e q u i r e  a t  l e a s t  t h e  f o l l o w i n g  s t a n d a r d s  t o  be met 
f o r  d e s i g n a t i o n  .o f  s e c u r i t i e s  o f  an i s s u e r  on  t h e  
q u o t a t  i o n  system: 

N e t  T a n g i b l e  A s s e t s  1 
P u b l i c  F l o a t  
Pre-Tax Income 
N e t  Income 
Sharehol  de rs  
M a r k e t  Value of 

F l o a t  
Minimum B i d  
O p e r a t i n g  H i s t o r y  

A l t .  No. 1 
$4r000,000 

. 500,000 
75 0,000 
400,000 
800/400 

A l t .  No. 7 
$12,000, 000 

1,000,000 ------.. 

3  Years 

The r u l e s  o f  t h e  NASD s h a l l  r e q u i r e  a t  l e a s t  two a u t h o r i z e d  
m a r k e t  makers f o r  each i s s u e r .  

1 "Net  T a n g i b l e  Assetst1 i s  d e f i n e d  f o r  purposes  o f  t h i s  
R u l e  - to  i n c l u d e  t h e  v a l u e  o f  pa ten ts8  c o p y r i g h t s ,  and 
t rademarks  b u t  t o  e x c l u d e  t h e  v a l u e  o f  g o o d w i l l .  

2  T h e  m i n i m u m  n u m b e r  o f  s h a r e h o l  d e r s  u n d e r  e a c h  
a l t e r n a t i v e  i s  8 0 0  f o r  c o m p a n i e s  w i t h  5 0 0 , 0 0 0  t o  
1,000,000 s h a r e s  p u b l  i c l y  h e l d  and 400 f o r  c o m p a n i e s  
w i t h  .over 500,000 shares  p u b l  i c l y  h e l d  and d a i l y  t r a d i n g  
volume i n  excess  o f  2 r000  sh'ares p e r  day f o r  s i x  months. 



4. The NASD s h a l l  r e q u i r e  a t  l e a s t  t h e  f o l l o w f n g  mfnfmum 
c q r p o r a t e  governance s tandards :  

a. D i s t r i b u t i o n .  o f  Annual and . I n t e r i m  Repor ts .  

I. Each is 'suer  s h a l l  d i s t r i b u t e  t o  s h a r e h o l d e r s  
c o p i e s  o f  an annual r e p o r t  c o n t a i n i n g  a u d i t e d  
f i n a n c i a l  s t a t e m e n t s  o f  t h e  company aud  i t s  
s u b s i d i a r i e s .  The r e p o r t  s h a l l  be d i s t r i b u t e d  
t o ,  s h a r e h o l  d e r s  a  r e a s o n a b l e .  p e r i o d  o f  t i m e  
p r i o r  t o  t h e  c o m p a n y ' s  a n n u a l  m e e t i n g  o f  
- s h a r e h o l d e r s  and s h a l l  be f i l e d  w i t h  t h e  NASD 
a t  t h e  t i m e  it i s  d i s t r i b u t e d  t .0 sha reho lde rs .  

ii. Each i s s u e r  which i s  s u b j e c t  t o  SEC R u l e  13a- 
13 s h a l l  make a v a i l  a b l e  t o  s h a r e h o l d e r s  c o p i e s  
o f  q u a r t e r l y  r e p o r t s  i n c l u d i n g  s t a t e m e n t s  of 
o p e r a t i n g  r e s u l t s  e i t h e r  p r i o r  t o  o r  as soon 
as p r a c t i c a b l e  f o l l o w i n g  t h e  company's f i l i n g  
i t s  Form 10-Q w i t h  t h e  SEC. I f  t h e  f o r m  o f  
s u c h  q u a r t e r l y  r e p o r t  d i f f e r s  f r o m  t h e  Form 
10-Q8 b o t h  t h e  q u a r t e r l y  r e p o r t  and t h e  Form 
1 0 - Q  s h a l l  b e  f i l e d  w i t h  t h e  N A S D .  T h e  
s t a t e m e n t  o f  o p e r a t i o n s  c o n t a i n e d  i n  q u a r t e r l y  
r e p o r t s  s h a l l  d i s c l o s e s  as a  min imum8 a n y  
s u b s t a n t i a l  . i t e m s  o f  a n  u n u s u a l  o r  
n o n r e c u r r e n t  n a t u r e 8  n e t  i n c o m e ,  a n d  t h e  
amount o f  e s t i m a t e d  f e d e r a l  taxes .  

iii. Each i s s u e r  which i s  n o t  s u b j e c t  t o  SEC R u l e  
13a-1.3 and which i s  r e q u i r e d  t o  f i l e  w i t h  t h e  
SEC o r  a n o t h e r  f e d e r a l  o r  s t a t e  r e g u l a t o r y  
a u t h o r i t y  i n t e r i m  r e p o r t s  r e l a t i n g  p r i m a r i l y  
t o  o p e r a t i o n s  and f i n a n c i a l  p o s i t i o n  s h a l l  
d i s t r i b u t e  t o  s h a r e h o l  d e r s  r e p o . r t s  w h i c h  
r e f l e c t  t h e  i n f o r m a t i o n  c o n t a i n e d  i n  t h o s e  
i n t e r i m  r e p o r t s .  Such  r e p o r t s  s h a l l  b e  
d f s t r i b u t e d  t o  s h a r e h o l d e r s  e i t h e r  b e f o r e  o r  
as soon as p r a c t i c a b l e  f o l l o w f n g  f i l i n g  w f t h  
t h e  a p p r o p r i a t e  r e g u l a t o r y  a u t h o r i t y .  If t h e  
f o r m  o f  t h e  i n t e r i m  r e p o r t  p r o v i d e d  t o  
s h a r e h o l d e r s  d i f f e r s  f rom t h a t  f i l e d  w i t h  t h e  
r e g u l a t o r y  a u t h o r i t y 8  b o t h  t h e  r e p o r t  t o  
s h a r e h o l d e r s  and t h e  r e p o r t  t o  t h e  r e g u l a t o r y  
a u t h o r i t y  s h a l l  be f i l e d  w i t h  t h e  NASD. 

b. I ndependen t  ~i r e c t o r s .  Each i s s u e r  s h a l l  m a i n t a i n  
a  minimum o f  two independent  d i r e c t o r s  on i t s  board  
o f  d i r e c t o r s .  F o r  p u r p o s e s  o f  t h i s  s e c t i o n *  
" i ndependen t  d i  r e c t o r f 1  s h a l l  mean a  pe rson  o t h e r  
t h a n  an o f f i c e r  o r  employee o f  t h e  i s s u e r  o r  i t s  
s u b s i d i a r i e s  o r  any o t h e r  i n d i v i d u a l  h a v i n g  a  
r e l a t i o n s h i p  which8 i n  t h e  o p i n i o n  o f  t h e  board of  



d i r e c t o r s *  w o u l d  i n t e r f e r e  w i t h  t h e  e x e r c i s e  o f  
i n d e p e n d e n t  j u d g m e n t  i n  c a r r y i n g  o u t  t h e  
r e s p o n s i b i l  i t i e s  o f  a  d i  r e c t o r .  

c. A u d i t  Committee. Each i s s u e r  s h a l l  e s t a b l i s h  and 
m a i n t a i n  an  a u d i t  c o m m i t t e e ,  a  m a j o r i t y  o f  t h e  
members o f  wh ich  s h a l l  be independent  d i r e c t o r s .  

d. Shareho lde r  Meet ings .  Each i s s u e r  s h a l l  h o l d  an 
annual  mee t ing  of s h a r e h o l d e r s  and s h a l l  p r o v i d e  
n o t i c e  o f  such mee t ing  t o  t h e  NASD. 

e. Quorum. Each i s s u e r  s h a l l  p r o v i d e  f o r  a  quorum as 
s p e c i f j e d  i n  i t s  b y - l a w s  f o r  any m e e t i n g  o f  t h e  
h o l d e r s  o f  common s t o c k ;  p rov ided,  however, t h a t  i n  
n o  c a s e  s h a l l  such  quorum be l e s s  t h a n  33  1 / 3  
p e r c e n t  o f  t h e  o u t s t a n d i n g  shares  o f  t h e  i s s u e r q s  
common v o t i n g  s tock .  

f. S o l i c i t a t i o n  of P rox ies .  Each i s s u e r  s h a l l  s o l i c i t  
and p r o v i d e  proxy  s t a t e m e n t s  f o r  a l l  mee t ings  of 
s h a r e h o l d e r s  and sha l  1  p r o v i d e  c o p i e s  o f  such p r o x y  
s o l i c i t a t i o n  t o  t h e  NASD. 

g. C o n f l i c t s  o f  I n t e r e s t .  Each i s s u e r  s h a l l  conduc t  
a n  a p p r o p r i a t e  r e v i e w  o f  a l l  r e l a t e d  p a r t y  
t r a n s a c t i o n s  on an ongo ing  b a s i s  and s h a l l  use t h e  
i s s u e r ' s  a u d i t  commi t tee  o r  a  comparable body f o r  
t h e  r e v i e w  o f  p o t e n t i a l  c o n f l  i c t  o f  i n t e r e s t  
s i t u a t i o n s  where a p p r o p r i a t e .  

h a  S h a r e h o l d e r  A p p r o v a l  P o l  i c y .  Each i s s u e r  s h a l l  
r e q u i r e  s h a r e h o l d e r  a p p r o v a l  o f  t h e  i s s u a n c e  o f  
s e c u r i t i e s  i n  c o n n e c t i o n  w i t h  t h e  f o l  l o w i n g :  

i. O p t i o n s  p l a n s  o r  o t h e r  s p e c i a l  r e m u n e r a t i o n  
p l a n s  f o r  d i r e c t o r s ,  o f f i c e r s *  o r  k e y  
empl oyees. 

ii. A c t i o n s  r e s u l t i n g  i n  a  change i n  c o n t r o l  o f  
t h e  i s s u e r .  

iii. The a c q u i s i t i o n ,  d i r e c t  o r  i n d i r e c t ,  o f  a  
business,  a  company, t a n g i b l e  o r  i n t a n g i b l e  
assets,  o r  p r o p e r t y  o r  s e c u r i t i e s  r e p r e s e n t i n g  
any such i n t e r e s t s :  

(1) From a  d i  r e c t o r ,  o f f i c e r ,  o r  s u b s t a n t i a l  
s e c u r i t y  h o l d e r  o f  t h e  i s s u e r  ( i n c l u d i n g  
i t s  s u b s i d i  a r i e s  and a f f i l  i a t e s ) ,  o r  f r o m  
any company o r  p a r t y  i n  which one o f  such 
p e r s o n s  h a s  a  d i r e c t  o r  i n d i r e c t  
i n t e r e s t ;  



( 2 )  Where t h e  p r e s e n t  o r  p o t e n t i  a1 i ssuance  
o f  common s t o c k  o r  s e c u r i t i e s  c o n v e r t i b l e  
i n t o  common s t o c k  c o u l d  r e s u l t  i n  an  
i n c r e a s e  i n  o u t s t a n d i n g  common sha res  of 
25% o r  more. 

5. V o t i n g  R i g h t s .  

a. The NASD r u l e s  shal  1  p r o v i d e  t h a t  no r u l e r  s t a t e d  
p o l  i c y r  p r a c t i c e r  o r  i n t e r p r e t a t i o n  s h a l l  p e r m i t  
t h e  a u t h o r i z a t i o n  f o r  d e s i g n a t i o n  o n  t h e  
NASDAWNational Marke t  System ( a u t h o r i z a t i o n l r  o r  
t h e  c o n t i n u a n c e  o f  t h e  a u t h o r i z a t i o n r  o f  any common 
s t o c k  o r  e q u i t y  s e c u r i t y  o f  a  U n i t e d  S t a t e s  
domest ic  i s s u e r  i f r  on  o r  a f t e r  September l r  1988, 
t h e  i s s u e r  i s s u e s  any c l a s s  o f  s e c u r i t y  o r  t a k e s  
o t h e r  c o r p o r a t e  a c t i o n  t h a t  would have t h e  e f f e c t  
o f  nu1 l i f y i n g r  r e s t r i c t i n g r  o r  d i s p a r a t e 1  y  r e d u c i n g  
t h e  pe r -sha re  v o t i n g  r i g h t s  o f  h o l d e r s  o f  a1 1  o f  an 
o u t s t a n d i n g  c l a s s  o r  c l a s s e s  o f  common s t o c k  o f  
such i s s u e r  r e g i s t e r e d  p u r s u a n t  t o  S e c t i o n  1 2  o f  
t h e  S e c u r i t i e s  Exchange Ac t  o f  1934. 

be  The f o l l o w i n g  s e c u r i t i e s  may be e x c l u d e d  f rom t h e s e  
v o t i n g  r i g h t s  r e q u i r e m e n t s :  

Any c l a s s  o f  s , e c u r i t i e s  h a v i n g  a  p r e f e r e n c e  
o v e r  t h e  i s s u e r ' s  common s t o c k  a s  t o  
d i v idends8  i n t e r e s t  payments, redempt ion,  o r  
payments i n  l i q u i d a t i o n 8  i f  t h e  v o t i n g  r i g h t s  
o f  such s e c u r i t i e s  o n l y  become e f f e c t i v e  as a  
r ' e s u l t  o f  s p e c i f i e d  events,  n o t  r e l a t i n g  t o  an 
a c q u i s i t i o n  o f  t h e  i s s u e r ' s  common s t o c k r  
which r e a s o n a b l y  can be expected  t o  r e l a t e  t o  
t h e  i s s u e r ' s  f i n a n c i a l  a b i l i t y  t o  meet  i t s  
payment  o b l i g a t i o n s  t o  t h e  h o l d e r s  o f  t h a t  
c l  ass  o f  sec ur  it i es, 

Any c l a s s  o f  s e c u r i t i e s  c r e a t e d  as p a r t  o f  a  
merger o r  a c q u i s i t i o n  o r  a  r e c a p i t a l i z a t i o n  o r  
m o d i f i c a t i o n  o f  v o t i n g  r i g h t s  w i t h i n  an  
e x i s t i n g  s i n g l e  c l a s s  o f  v o t i n g  e q u i t y  
s e c u r i t y  i f  s u c h  m e r g e r ,  a c q u i s i t i o n r  
r e c a p i t a l  i z a t i o n r  o r  m o d i f i c a t i o n  r e c e i v e s  
p r i o r  a p p r o v a l  by a  m a j o r i t y  o f  t h e  v o t e s  
e l i g i b l e  t o  be c a s t  by t h e  i s s u e r ' s  



independent .  d i s i n t e r e s t e d  d i r e c t o r s 3  and by a  
m a j o r i t y  o f  t h e  v o t e s  e l i g i b l e  t o  be c a s t  by 
t h e  i s s u e r ' s  p u b l i c  s h a r e h o l d e r s .  

iii. Any s e c u r i t i e s  o f  an  i s s u e r  d i s t r i b u t e d  p r o  
r a t a  among t h e  i s s u e r ' s  e x i s t i n g  common s t o c k  
sha reho l  ders.  

i v .  S e c u r i t i e s  o u t s t a n d i n g  a t  t h e  t i m e  an i s s u e r  
f i r s t  had a  c l a s s  o f  s e c u r i t i e s  h e l d  by 500 
shareho l  ders.  

v. Any c l a s s  o f  s e c u r i t i e s  i s s u e d  t h r o u g h  a  
pub1 i c  o f f e r i n g  w i t h  v o t i n g  r i g h t s  n o t  g r e a t e r  
t h a n  t h e  p e r - s h a r e  v o t i n g  r i g h t s  o f  a n y  
o u t s t a n d i n g  c l a s s  o f  t h e  i s s u e r ' s  common 
s tock .  

d. T h e  f o l l o w i n g  t e r m s  s h a l l  h a v e  t h e  f o l l o w i n g  
meanings f o r  pu rposes  o f  t h i s   section^ and t h e  NASD 
r u l e s  sha l  1  i n c l u d e  such de f  i n i t i o n s  f o r  purposes  
o f  t h e  p r o h i b i t i o n  i n  paragraph a. o f  t h i s  S e c t i o n :  

5 .  *Common s t o c k w  i s  any s e c u r i t y  o f  an i s s u e r  
d e s i g n a t e d  as common s t o c k  and any s e c u r i t y  of 
an  i s s u e r .  h o w e v e r  d e s i g n a t e d ?  w h i c h  by i t s  
t e r m s  i s  a  common s t o c k  (e.a.. a  s e c u r i t y  
w h i c h  e n t i t l e s  t h e  h o l d e r s  t h e r e o f  t o  v o t e  
g e n e r a l l y  on m a t t e r s  s u b m i t t e d  t o  t h e  i s s u e r ' s  
s e c u r i t y  h o l d e r s  f o r  a  v o t e ) .  

ii. n E q u i t y  s e c u r i t y v t  i s  a n y  e q u i t y  s e c u r i t y  
d e f i n e d  as such p u r s u a n t  t o  R u l e  3 a l l - 1  under  
t h e  S e c u r i t i e s  Exchange Ac t  o f  1934 (17  C.F.R. 
S e c t i o n  240.3a11-1 as amended o r  superseded) .  

iii. v P u b l i c  s h a r e h o l d e r s n  a r e  b e n e f i c i a l  owners o f  
t h e  i s s u e r ' s  v o t i n g  e q u i t y  s e c u r i t i e s  who a r e  
n o t  d i  r e c t o r s ,  o f f i c e r s t  o r  members o f  t h e i r  
i m m e d i a t e  f a m i l  i e s  o r  t h e i r  a f f  i l i a t e s .  o r  
a f f i l i a t e s  o f  t h e  i s s u e r .  

6. M a i n t e n . a n c e  C r i t e r i a .  A f t e r  a u t h o r i z a t i o n  f o r  
d e s i g n a t i o n  o f  a  s e c u r i t y  on t h e  NASDAQ/National M a r k e t  
System, t h e  i s s u e r  o f  such s e c u r i t y  must meet t h e  

F o r  t h o s e  NASDAQ/National M a r k e t  System i s s u e r s  t h a t  do 
n o t  c u r r e n t l y  have i ndependen t  d i  r e c t o r s 9  an e x c e p t i o n  
w i l l  be p r o v i d e d  u n t i l  such t i m e  as they  a r e  r e q u i r e d  t o  
have i ndependen t  d i r e c t o r s .  as p r o v i d e d  by Schedule D 
P a r t  '111 S e c t i o n  5( J )  of t h e  NASD Manual. See CCH NASD 
Manual. a t  $ 1812. 



f o l l o w i n g  c r i t e r i a  i n  o r d e r  f o r  such  d e s i g n a t i o n  t o  
c o n t i n u e  i n  e f f e c t :  

a. The i s s u e r  o f  t h e  s e c u r i t y  has n e t  t a n g i b l e  a s s e t s  
o f  a t  l e a s t :  

i. $2,000,000 i f  t h e  i s s u e r  has s u s t a i n e d  l o s s e s  
f rom c o n t i n u i n g  o p e r a t i o n s  and /o r  n e t  l o s s e s  
i n  two o f  i t s  t h r e e  most  r e c e n t  f i s c a l  years;  
o r  

ii. $4,000,000 i.f t h e  i s s u e r  has s u s t a i n e d  l o s s e s  
f rom.  c o n t i n u i n g  o p e r a t i o n s  h . ~ d / o r  n e t  l o s s e s  
i n  t h r e e  o f  i t s  f o u r  most  r e c e n t  f i s c a l  years;  

b. There  a r e  a t  l e a s t  200,000 ' p u b l i c l y  h e l d  shares;  

c. The re  a r e  a t  l e a s t  400 s h a r e h o l d e r s  o r  a t  l e a s t  300 
sha reho l  ders  o f  round l o t s ;  

d. The aggrega te  marke t  v a l u e  o f  pub1 i c l y  h e l d  sha res  
i s  a t  l e a s t  $ l ~ 0 0 0 ~ 0 0 0 ;  o r  

e. The i s s u e r  has comp l ied  w i t h  a1 1  NASD po l  i c i e s  and ' 

procedures  r e l a t i n g  t o  t h e  main tenance c r i t e r i a  f o r  
t h e  NASDAQ/National M a r k e t  System exemption. 

7. The Commfss ion  may v a c a t e  t h i s  o r d e r  p u r s u a n t  t o  i t s  
a u t h o r i t y  under  s e c t i o n  13.1-523, t h e r e b y  r e v o k i n g  t h i s  
r u l e ,  i f  t h e  Commission de te rm ines  t h a t  t h e  r e q u i r e m e n t s  
o f  t h e  N A S D A Q / N a t i o n a l  M a r k e t  S y s t e m  h a v e  b e e n  s o  
changed o r  ' i n s u f f i c i e n t l y  a p p l i e d  s o  t h a t  t h e  p r o t e c t i o n  
o f  i n v e s t o r s  i s  no  l o n g e r  a f f o r d e d .  

8. The Commiss ion  s h a l l  h a v e  t h e  a u t h o r i t y  t o  deny o r  
r e v o k e  t h e  e x e m p t i o n  c r e a t e d  by t h i s  R u l e  as  t o  a  
s p e c i f i c  i s s u e  o r  c a t e g o r y  o f  s e c u r i t i e s .  

9. The NASD s h a l l  p r o m p t l y  n o t i f y  t h e  Commission when an 
i s s u e  o f  s e c u r i t i e s  i s  removed f r o m  NASDAQINat i o n a l  
M a r k e t  System d e s i g n a t i o n .  



Appendix  I11 

Proposed L e g i s l a t i o n  

S e c t i o n  13.1-514. Exemptions. - ( a )  The f o l l o w i n g  s e c u r i t i e s  
a r e  exempted f rom t h e  s e c u r i t i e s  r e g i s t r a t i o n  r e q u i r e m e n t s  of 
t h i s  c h a p t e r :  

(1) Any s e c u r i t y  ( i n c l u d i n g  a  revenue ob l  i g a t i o n )  i s s u e d  
o r  g u a r a n t e e d  by t h e  U n i t e d  S t a t e s ,  any s t a t e r  any p o l  i t i c a l  
s u b d i v i s i o n  o f  a  s t a t e  o r  any agency o r  c o r p o r a t e  o r  o t h e r  
i n s t r u m e n t a l i t y  o f  o n e  o f  more  o f  t h e  f o r e g o i n g ;  o r  any  
c e r t i f i c a t e  o f  d e p o s i t  f o r  any o f  t h e  f o r e g o i n g ;  

( 2 )  Any s e c u r i t y  i s s u e d  o r  g u a r a n t e e d  by  Canada, any  
C a n a d i a n  p r o v i n c e ,  any p o l  i t i c a l  s u b d i v i s i o n  o f  any s u c h  
p rov ince ,  any agency o r  c o r p o r a t e  o r  o t h e r  i n s t r u m e n t a l i t y  of 
one o r  more of t h e  f o r e g o i n g  o r  any o t h e r  f o r e i g n  government 
w i t h  which t h e  U n i t e d  S t a t e s  c u r r e n t l y  m a i n t a i n s  d i p l o m a t i c  
r e l a t i o n s ,  i f  t h e  s e c u r i t y  i s  r e c o g n i z e d  a s  a  v a l  i d  
o b l i g a t i o n  by such i s s u e r  o r  g u a r a n t o r ;  

( 3 )  Any s e c u r i t y  i s s u e d  by and r e p r e s e n t i n g  an i n t e r e s t  
i n  o r  a  d e b t  of ,  o r  gua ran teed  by, t h e  I n t e r n a t i o n a l  Bank f o r  
R e c o n s t r u c t  i o n  and Development, o r  any n a t i o n a l  bank, o r  any 
bank o r  t r u s t  company o r g a n i z e d  under  t h e  l a w s  o f  any s t a t e  
o r  t r u s t  s u b s i d i a r y  o r g a n i z e d  under  t h e  p r o v i s i o n s  o f  S e c t i o n  
6.1-32.1 e t  seq.; 

( 4 )  Any s e c u r i t y  i s s u e d  by and r e p r e s e n t i n g  an i n t e r e s t  
i n  o r  a  d e b t  of ,  o r  gua ran teed  by, any f e d e r a l  s a v i n g s  and 
l o a n  a s s o c i a t i o n ,  o r  by any s a v i n g s  and l o a n  a s s o c i a t i o n  
wh ich  i s  o r g a n i z e d  under  t h e  l a w s  o f  t h i s  Commonwealth. 

( 5 )  Any s e c u r l t y  i s s u e d  o r  g u a r a n t e e d  by an i n s u r a n c e  
company 1  i c e n s e d  t o  t r a n s a c t  i n s u r a n c e  b u s i n e s s  i n  t h i s  
Commonwealth; 

(6) Any s e c u r i t y  i s s u e d  by any c r e d i t  un ion,  i n d u s t r i a l  
l o a n  a s s o c i a t i o n  o r  c o n s u m e r  f i n a n c e  c o m p a n y  w h i c h  i s  
o r g a n i z e d  u n d e r  t h e  l a w s  o f  t h i s  C o m m o n w e a l t h  a n d  i s  
s u p e r v i s e d  and examined by t h e  Commission; 

( 7 )  Any s e c u r i t y  i s s u e d  o r  guaranteed by any r a i l r o a d ,  
o t h e r  common c a r r i e r  o r  p u b l i c  s e r v i c e  company s u p e r v i s e d  as 
t o  i t s  r a t e s  a n d  t h e  i s s u a n c e  o f  i t s  s e c u r i t i e s  by a  
g o v e r n m e n t a l  a u t h o r i t y  o f  t h e  U n i t e d  S t a t e s ,  any s t a t e r  
Canada o r  any Canadian p r o v i n c e ;  

( 8 )  Any s e c u r i t y  which i s  l i s t e d  o r  approved f o r  l i s t i n g  
upon n o t i c e  o f  i ssuance  on t h e  New York S tock  Exchanget  or 
t h e  Amer ican S tock  Exchange e r  Che Midwes* SCeett Enehangerif, 
i n  e i t h e r  case,  a u o t a t i o n s  h a v e  been a v a i l a b l e  a n d  p u b l i c  
t ra -g  h a s  t a k e n  p l a c e  f o r  t h e  c l a s s  o f  s e c u r i t v  l i s t e d  
b e f o r e  t h e  o f f e r  o r  s a l e  of  a  s e c u r i t y  i n  r e l i a n c e  upon t h i s  
exemption: any ether  seettr i ty e f  Che same issuer  wkSeh i s  ef 
senier  ee subsCa~CSaSSy eeluaS ranttr aey seeurSty eaSSed +ev 
by sttbserSptSen +SghCs e r  warrants admiC+ed +e t rad ing  Sn any 
e i  saSd enehangest e r  any waeran* ee r igh*  Ce subserSbe Ce 
any e f  tke'fe+egeSng s e e u r i t i e s ~  

( 9) (Repealed. 1 
(10 )  Any commerciel  paper  wh ich  a r i s e s  o u t  o f  a c u r r e n t  



t r a n s a c t i o n  o r  t h e  proceeds o f  which have been o r  a r e  t o  be 
u s e d  f o r  c u r r e n t  t r a n s a c t i o n s ,  a n d  w h i c h  e v i d e n c e s  a n  
o b l i g a t i o n  t o  pay cash w i t h i n  n i n e  months a f t e r  t h e  d a t e  o f  
issuance,  e x c l u s i v e  o f  days o f  grace, o r  any renewal  t h e r e o f  
which i s  l i k e w i s e  l i m i t e d ,  o r  any gua ran ty  o f  such paper  o r  
o f  any such renewal ;  

(11) Any s e c u r i t y  i s s u e d  i n  c o n n e c t i o n  w i t h  a n  
empl oyeev s  s t o c k  purchase, sav ings,  pension, p r o f i t - s h a r i n g  
o r  s i m i l a r  b e n e f i t  p lan;  

( 1 2 )  Any s e c u r i t y  i s s u e d  by a  c o o p e r a t i v e  a s s o c i a t i o n  
o r g a n i z e d  a s  a  c o r p o r a t i o n  u n d e r  t h e  l a w s  o f  t h i s  
Commonwealth; 

(13 )  Any s e c u r i t y  l i s t e d  on an exchange r e g i s t e r e d  w i t h  
t h e  U n i t e d  S t a t e s  ' s e c u r i t i e s  a n d  Exchange  Commiss ion  o r  
q u o t e d  o n  a n  a u t o m a t e d  q u o t a t i o n  s y s t e m  o p e r a t e d  by a  
n a t i o n a l  s e c u r i t i e s  a s s o c i a t i o n  r e g i s t e r e d  w i t h  t h e  U n i t e d  
S t a t e s  Secur i t i e s  and Exchange Commission and approved by 
r e g u l a t i o n s  o f  t h e  S t a t e  C o r p o r a t i o n  Commission. 

( b )  T h e  f o l l o w i n g  t r a n s a c t i o n s  a r e  exempted  f r o m  t h e  
s e c u r i t i e s  r e g i s t r a t i o n  and t h e  b r o k e r - d e a l e r  r e g i s t r a t i o n  
r e q u i r e m e n t s  o f  t h i s  c h a p t e r  e x c e p t  as  i n  t h i s  s u b s e c t i o n  
express1 y  p r o v i d e d :  

(1) Any i s o l a t e d  t r a n s a c t i o n  by t h e  owner o r  p ledgee  o f  
a  s e c u r i t y ,  whether  e f f e c t e d  t h r o u g h  a  b r o k e r - d e a l e r  o r  no t ,  
which i s  n o t  d i r e c t l y  o r  i n d i  r e c t l y  f o r  t h e  b e n e f i t  o f  t h e  
i s s u e r ;  

C 9 +  Any nenissuer dSstr4buCSen by a regS3Cered brekerP- 
dea+e+ eC a seeuriCy 4C Sniesmatien regarding Cke issuer  e4 
sueb seea+SCy 4s ine+uded 4n ene e r  mere eC Che standard 
seeur4tSes manua+s i n  genera4 use? 

(32 )  Any n o n i s s u e r  d i s t r i b u t i o n  by a  r e g i s t e r e d  b r o k e r -  
d e a l e r  o f  a  s e c u r i t y  t h a t  has been o u t s t a n d i n g  i n  t h e  hands 
o f  t h e  p u b l i c  f o r  t h e  p a s t  f i v e  years,  i f  t h e  i s s u e r  i n  each 
of t h e  p a s t  t h r e e  f i s c a l  y e a r s  has l a w f u l l y  p a i d  d i v i d e n d s  on 
i t s  common s t o c k  a g g r e g a t i n g  a t  l e a s t  f o u r  p e r c e n t  o f  i t s  
c u r r e n t  m a r k e t  p r i c e ;  

( 4 3 )  Any t r a n s a c t i o n  by a  r e g i s t e r e d  b r o k e r - d e a l e r  
p u r s u a n t  t o  an u n s o l i c i t e d  o r d e r  o r  o f f e r  t o  buy; 

( 5 4 )  Any t r a n s a c t i o n  i n  a bond o r  o t h e r  e v i d e n c e  o f  
i ndeb tedness  secu red  by a  r e a l  o r  c h a t t e l  mortgage o r  deed o f  
t r u s t  o r  by an a g r e e m e n t  f o r  t h e  s a l e  o f  r e a l  e s t a t e  o r  
c h a t t e l  s, i f  t h e  e n t i r e  i n d e b t e d n e s s  s e c u r e d  t h e r e b y  i s  
o f f e r e d  and s o l d  as a  u n i t ;  

( 6 5 )  Any t r a n s a c t i o n  i n  h i s  o f f i c i a l  c a p a c i t y  by a  
r e c e i v e r ,  t r u s t e e  i n  bank rup tcy  o r  o t h e r  j u d i c i a l l y  appo in ted  
o f f i c e r  s e l l i n g  s e c u r i t i e s  p u r s u a n t  t o  c o u r t  o r d e r ;  

Any o f f e r  o r  s a l e  t 9  a  c o r p o r a t i o n ,  i n v e s t m e n t  
company o r  p e n s i o n  o r  p r o f i t - s h a r i n g  t r u s t  o r  t o  a  b roke r -  
dea le r ;  

( 8 7 )  Any s a l e  o f  i t s  s e c u r i t i e s  by an i s s u e r  o r  a  
r e g i s t e r e d  b r o k e r - d e a l e r  a c t i n g  on b e h a l f  o f  such i s s u e r  if, 
a f t e r  t h e  sa le ,  such i s s u e r  has n o t  more t h a n  t h i r t y - f i v e  
s e c u r i t y  h o l d e r s ,  and if i t s  s e c u r i t i e s  have n o t  been o f f e r e d  
t o  t h e  genera l  pub1 i c  by a d v e r t i s e m e n t  o r  so l  i c i t a t i o n .  The 



number of s e c u r i t y  ho lde r s  of an issuer s h a l l  no t  be deemed  
t o  i n c l u d e  t h e  s e c u r i t y  h o l d e r s  of any o t h e r   corporation^ 
p a r t n e r s h i p *  un incorpora ted  a s s o c i a t i o n  o r  t r u s t  unless i t  
was o r g a n i z e d  t o  r a i s e  c a p i t a l  f o r  t h e  i s s u e r .  
Notwi ths tand ing  t h e  p r o v i s i o n s  of s u b s e c t i o n  ( c )  ( 2 )  8 t h e  
merger o r  c o n s o l i d a t i o n  of c o r p o r a t i o n s  s h a l l  be a  v i o l a t i o n  
of t h i s  c h a p t e r  i f  t h e  s u r v i v i n g  o r  new c o r p o r a t i o n  has more 
t han  t h i r t y - f i v e  s e c u r i t y  h o l d e r s  and a l l  t h e  s e c u r i t i e s  of 
t h e  p a r t i e s  t h e r e t o  were i s s u e d  under t h i s  exemption8 unless 
a l l  of t h e  p a r t i e s  t h e r e t o  have been engaged i n  t r a n s a c t i n g  
b u s i n e s s  f o r  more t h a n  two y e a r s  p r i o r  t o  t h e  m e r g e r  o r  
consol  i d a t i o n ;  

( 9 8 )  A n y  t r a n s a c t i o n  p u r s u a n t  t o  an o f f e r  t o  e x i s t i n g  
s e c u r i t y  h o l d e r s  o f  t h e  i s s u e r  i n c l u d i n g  h o l d e r s  o f  
t r a n s f e r a b l e  w a r r a n t s  i s sued  t o  e x i s t i n g  s e c u r  i t y  ho lde r s  and 
e x e r c i s a b l e  w i t h i n  n i n e t y  days of t h e i r  i s suance ,  i f  e i the r  
( A )  no commission o r  o t h e r  remunera t ion  ( o t h e r  t h a n  a  s t andby  
c o m m i s s i o n )  i s  p a i d  o r  g i v e n  d i r e c t l y  o r  i n d i r e c t l y  f o r  
s o l i c i t i n g  any s e c u r i t y  ho lde r  i n  t h i s  Commonwealthr o r  ( B )  
t h e  i s s u e r  f i r s t  n o t i f i e s  t h e  Commission i n  w r i t i n g  of t h e  
terms of t h e  o f f e r  and t h e  Commission d o e s  n o t  by o r d e r  
d i s a l  low t h e  exemption w i t h i n  f i v e  f u l l  b u s i n e s s  days a f t e r  
t h e  d a t e  of t h e  r e c e i p t  of t h e  n o t i c e ;  

(589)  Any o f f e r  ( b u t  n o t  a  s a l e )  of a  s e c u r i t y  f o r  which 
r e g i s t r a t i o n  s t a t e m e n t s  have  been f i l e d  u n d e r  b o t h  t h i s  
c h a p t e r  and t h e  S e c u r i t i e s  Act of 1933; b u t  t h i s  exemption 
s h a l l  n o t  app ly  whi le  a  s t o p  o r d e r  is i n  e f f e c t  Or8 a f t e r  
n o t i c e  t o  t h e  i s s u e r ,  w h i l e  a  p r o c e e d i n g  o r  e x a m i n a t i o n  
look ing  toward such an o r d e r  is pending under e i t h e r  a c t ;  

( 5 & 1 0 )  The i s s u a n c e  of  n o t  more t h a n  t h r e e  s h a r e s  o f  
common s t o c k  t o  one  o r  more of t h e  i n c o r p o r a t o r s  of  a  
c o r p o r a t i o n  and t h e  i n i t i  a1 t r a n s f e r  t h e r e o f ;  

(5411) S a l e s  of an i s s u e  of bonds, agg rega t i ng  $150,000 
o r  l e s s 8  s ecu red  by a  f i r s t  l i e n  d e e d  of t r u s t  on r e a l t y  
s i t u a t e d  i n  V i r g i n i a ,  t o  30  pe rsons  o r  l e s s  who a r e  r e s i d e n t s  
of V i  r g i n i a ;  

( a 3 1 2 1  Any o f f e r  o r  s a l e  o f  any i n t e r e s t  i n  any 
p a r t n e r s h  i p s  c o r p o r a t i o n ,  a s s o c i a t i o n  o r  o t h e r  e n t i t y  c r e a t e d  
s o l  e l  y  t o  p r o v i d e  r e s i d e n t i a l  h o u s i n g  l o c a t e d  i n  t h e  
Commonwealth, p r o v i d e d  t h a t  s u c h  o f f e r  o r  s a l e  i s  b y  t h e  
i s s u e r  o r  by a  r ea l  e s t a t e  b roker  o r  r e a l  e s t a t e  a g e n t  d u l y  
licensed i n  V i r g i n i a ;  

(5413)  The Commission is a u t h o r i z e d  t o  c r e a t e  by r u l e  a  
l i m i t e d  o f f e r i n g  exemption, t h e  purpose  of w h i c h  s h a l l  be t o  
f u r t h e r  t h e  o b j e c t i v e s  o f  c o m p a t i b i l  i t y  w i t h  s i m i l a r  
exemptions from f e d e r a l  s e c u r i t i e s  r e g u l a t i o n  and un i fo rmi ty  
among t h e  s t a t e s ;  p rov id ing ,  t h a t  such r u l e  s h a l l  no t  exempt 
b roke r -dea l e r s  o r  agen t s  from t h e  r e g i s t r a t i o n  r equ i r emen t s  
of t h i s  c h a p t e r .  Any f i l  ing made t o  t h e  Commission pu r suan t  
t o  t h i s  paragraph s h a l l  be accompanied by a  $250 fee .  

( c )  The fo l lowing  t r a n s a c t i c n s  a r e  exempted from a l l  t h e  
p r o v i s i o n s  of t h i s  c h a p t e r :  

(1)  The i s s u a n c e  of any s t o c k  d i v i d e n d ,  w h e t h e r  t h e  
c o r p o r a t i o n  d i s t r i b u t i n g  t h e  d iv idend is t h e  i s s u e r  of t h e  



s t o c k  o r  not ,  if n o t h i n g  o f  v a l u e  i s  g i v e n  by s t o c k h o l d e r s  
f o r  t h e  d i s t r i b u t i o n  o t h e r  t h a n  t h e  s u r r e n d e r  o f  a  r i g h t  t o  a  
c a s h  d i v i d e n d  where  t h e  s t o c k h o l d e r  c a n  e l e c t  t o  t a k e  a  
d i v i d e n d  i n  cash o r  s t o c k ;  

( 2 )  Any t r a n s a c t i o n  i n c i d e n t  t o  a  r i g h t  o f  c o n v e r s i o n  o r  
a  s t a t u t o r y  o r  j u d i c i a l l y .  a p p r o v e d  r e c l  a s s i f  i c a t i o n r  
r e c a p i t a l  i z a t i o n ,  r e o r g a n i z a t i o n ,  q u a s i - r e o r g a n i z a t i o n ,  s t o c k  
s p l  i t* r e v e r s e  s t o c k  s p l  it, merger*  conso l  i d a t i o n ,  s a l e  o f  
a s s e t s  o r  exchange o f  s tock .  

( d l  I n  any p roceed ing  under t h i s  chapter ,  t h e  burden o f  
p r o v i n g  an exempt ion s h a l l  be upon t h e  person c l a i m i n g  it. 

(comments below f o r  .change i n  S e c t i o n  13.1-514 ( a )  ( 8 )  1 

COMMENTS: The new language has been t a k e n  v e r b a t i m  f rom 
S e c t i o n  401(b )  ( 7 )  o f  t h e  Un i fo rm S e c u r i t i e s  A c t  o f  1985 (CCH 
B l u e  Sky Law Reports,  fl 5641). The purpose o f  t h i s  language 
i s  t o  exc lude  from t h e  Exchange Exempt ion s e c u r i t i e s  i s s u e d  
i n  an i n i t i a l  p u b l  i c  o f f e r i n g .  I t  i s  i n t e n d e d  t h a t  t h e  
Commission w i l l  c l a r i f y  by r u l e  t h e  phrases n q u o t a t i o n s  have 
b e e n  a v a i l a b l e  a n d  p u b l  i c  t r a d i n g  h a s  t a k e n  p l a c e n  b y  
1  S m i t i n g  t h e  appl  i c a b i l  i t y  o f  t h e  Exempt ion t o  s e c u r i t i e s  
which have been quoted and p u b l i c l y  t r a d e d  on e i t h e r  exchange 
f o r  a t  l e a s t  180 days p r i o r  t o  use o f  t h e  Exemption. Such 
a c t i o n  by t h e  C o m m i s s i o n  w i l l  make t h e  E x e m p t i o n  a n d  
S e c u r i t i e s  A c t  Ru le  504 c o n s i s t e n t  i n  t h e s e  respec ts .  




