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I0SCO, Market Intermediary Management of Conflicts that Arise in Securities
Offerings, Final Report, Nov. 2007 —#i#5[&# 1]

A classic example of a conflict of interest in a securities offering is where the offering is arranged by means of a book
building. In such an offering, the market intermediary acts for the issuer in arranging the sale of securities to its own
investment clients. These investment clients use the services of the market intermediary to trade securities. In this
case, there may be a conflict in terms of the offering price between the interests of the issuer and the interests of the
investment clients. Another example of the type of conflict that may arise is a conflict between an entity or business
unit that is the market intermediary responsible for the offering of securities and an entity or business unit of the same
group that is responsible for lending activities. In this case, the conflict may arise if the funds being raised will be
used for repayment of the loans. Market intermediaries that are involved in a securities offering could have conflicts
of interest if they or a company within the same financial group also provide services to clients other than the issuer,
e.g., if they are advising potential investors about the offering. Another conflict may arise if the market intermediary
or a company within the same financial group conducts business activities in which they have a proprietary interest
that is not the same as the issuer's, such as where the market intermediary (or a company within the same financial
group) is a commercial lender to the issuer. In many cases, the potential conflict of interest becomes a real conflict
because the market intermediary (or a company within the same financial group) acquires information about the
issuer (for example, information on its prospects) for one purpose and this information may be relevant to the
provisions of services in a separate context or to the market intermediary's own business. The use of syndicates in
securities offerings made up of unrelated market intermediaries, such as joint managers, may also give rise to
potential conflicts of interest. For example, some members of a syndicate may possess information about the issuer
that other syndicate members do not have, such as information obtained from separate business activities it conducts
with the issuer.

While the focus of this report is on the activities of market intermediaries, there can be group activities or interaction
between the market intermediary and other group members which have an impact on the market intermediary and its
clients. Approaches to conflicts need to deal with these issues. This report identifies some of the circumstances when

there are conflicts between different group members and some proposed approaches for dealing with them.
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@10SCO, Market Intermediary Management of Conflicts that Arise in Securities

Offerings, Final Report, Nov. 2007 —#i#5[&$ 1]

A market intermediary and its senior management should be aware that there is the potential for a conflict of interest

to arise if it participates in a securities offering and also provides financial services to other clients and/or has a

proprietary interest in the transaction. They should be aware that the potential for conflicts can also arise because of

services provided by other entities of the group of which it is a member. The market intermediary needs to identify

and address those conflicts so that client interests are not impaired. This will call for addressing conflicts on a whole

of group basis. (ISOCO, Final Report, at 7)
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in the securities offering. The market intermediary may also be indirectly
involved as part of a syndicate jointly distributing the securities; and

e the securities offering is either a public or private offering; and
e the securities offering is either of equity or debt.

The Appendix to this report provides an example in flowchart form of typical steps
involved in an equity fundraising.

What is not included within the scope of this report?

Conflicts other than those described above are not covered in this report. For
example, the report does not address:

e Conflicts faced by sell-side research analysts employed by a market
intermediary. These are already dealt with in IOSCO's Principles for
Addressing Sell-side Securities Analyst Conflicts of Interest. 7

e Services related to the entry into derivatives contracts as a 'securities offering'.
By a derivative contract we mean a financial instrument (other than a security)
the value of which is dependent upon the value of an underlying instrument or

8
asset.

. The required content of offering documents, e.g., prospectuses (typically
regulated by specific statute or law) used in the securities offering, or due
diligence arrangements under the offering.

E. Conflicts — Description and Importance
What are conflicts of interest?

Conflicts of interest are common in the activities of market intermediaries because of
the different roles that an intermediary or companies within the same financial group
as the market intermediary play. A conflict arises where the interests of a market
intermediary may be inconsistent with, or diverge from, those of its clients, investors,
or others. There may also be a conflict between the interests of one group of clients
and those of another group. Conflicts of interest take various forms, i.e., they may be
actual, apparent or potential (future). It is common for a market intermediary to have
conflicts of interest in connection with securities offerings because the market
intermediary often plays more than one role.

"Best efforts" underwriting means that the underwriter makes no firm commitment but agrees to
use its best efforts to sell as much of the offering as possible. (Charles Woelfel Encyclopedia of
Banking and Finance 10" Edn (1994) Probus Publishing Company).

See footnote 2 for the relevant citation.

This approach is not intended to exclude some structured products, such as collateralized debt
obligations and other synthetic products that are debt instruments.
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In addition, a market intermediary may be part of a group of companies or business
units (the group), where different entities within the group undertake different
services or activities for a range of clients. Although the market intermediary may be
involved only in the offering of the securities, other entities in the group may perform
other functions that are relevant to the market intermediary’s role. These other
members of the group and their functions can create conflicts of interest between them
and other members.

The above definition of conflicts is intentionally broad to assist market intermediaries
to identify all possible conflicts and give careful consideration as to what action, if
any, is necessary to address the conflict. A classic example of a conflict of interest in
a securities offering is where the offering is arranged by means of a book building. In
such an offering, the market intermediary acts for the issuer in arranging the sale of
securities to its own investment clients. These investment clients use the services of
the market intermediary to trade securities. In this case, there may be a conflict in
terms of the offering price between the interests of the issuer and the interests of the
investment clients. Another example of the type of conflict that may arise is a conflict
between an entity or business unit that is the market intermediary responsible for the
offering of securities and an entity or business unit of the same group that is
responsible for lending activities. In this case, the conflict may arise if the funds being
raised will be used for repayment of the loans.

Market intermediaries that are involved in a securities offering could have conflicts of
interest if they or a company within the same financial group also provide services to
clients other than the issuer, e.g., if they are advising potential investors about the
offering. Another conflict may arise if the market intermediary or a company within
the same financial group conducts business activities in which they have a proprietary
interest that is not the same as the issuer's, such as where the market intermediary (or
a company within the same financial group) is a commercial lender to the issuer.

In many cases, the potential conflict of interest becomes a real conflict because the
market intermediary (or a company within the same financial group) acquires
information about the issuer (for example, information on its prospects) for one
purpose and this information may be relevant to the provisions of services in a
separate context or to the market intermediary's own business.

The use of syndicates in securities offerings made up of unrelated market
intermediaries, such as joint managers, may also give rise to potential conflicts of
interest. For example, some members of a syndicate may possess information about
the issuer that other syndicate members do not have, such as information obtained
from separate business activities it conducts with the issuer.

While the focus of this report is on the activities of market intermediaries, there can
be group activities or interaction between the market intermediary and other group
members which have an impact on the market intermediary and its clients.
Approaches to conflicts need to deal with these issues. This report identifies some of
the circumstances when there are conflicts between different group members and
some proposed approaches for dealing with them.
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Why addressing all types of conflicts of interest is important

Addressing conflicts helps promote consumer protection and maintain market
integrity. Without adequate arrangements to address conflicts, market intermediaries
whose interests conflict with those of a client or investors may have an incentive to
put its own interests first in a way that may harm the client or investors and may
diminish confidence in the market intermediary or in the market in general.

Surveys in a number of jurisdictions’ have shown a possible link between conflicts
management and consumer protection and market integrity outcomes. Poor conflicts
management tends to be associated with poor consumer protection and market
integrity outcomes.

While not all conflicts of interest may result in harm to particular clients or diminish
market integrity, all conflicts increase the risk of these outcomes (both in terms of the
likelihood and the impact of such outcomes). Conflicts of interest can have a biasing
or distorting effect — they may create incentives for the market intermediary to put its
own interests ahead of those of its clients, such as investment clients of the market
intermediary, the issuer and/or the market as a whole.

In light of the above, in some jurisdictions, market intermediaries may have a specific
legal obligation to address (or there may be prohibitions against) certain conflicts of
interest. These obligations may arise under statute, regulations, rules, common law, or
industry standards. In other jurisdictions, the obligations may be is derived from the
statutory obligations on market intermediaries to operate honestly and fairly, or from
their duties under the general law (e.g., fiduciary duties, the law of tort and contract).

F. Addressing Conflicts

Prudent market intermediaries take steps to address the conflicts of interest they are
exposed to in their day-to-day operations. The adequacy of those steps will depend on
the nature, scale and complexity of the market intermediary's business, as well as the
specific legal obligations applying to them. When a market intermediary or other
entities within the market intermediary's group are engaged in a range of activities
associated with a securities offering, conflicts may also arise within the market
intermediary or between the market intermediary and other members of the same
financial group engaged in such activities. For ease of reference, unless otherwise
stated, references in this report to "market intermediary" will be taken to refer to the
financial group of which the market intermediary forms a part.

° FSA, Consultation Paper 171 'Conflicts of Interest: Investment Research and Issues of Securities'
(CP 171) May 2003

FSA Discussion paper 15 'Investment research — Conflicts and other issues' (DP 15) October 2002
ASIC 'Shadow shopping survey on superannuation advice — An ASIC report' April 2006
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[®# 2]
(DFINRA: Conflicts of Interests Rules public offering (Rule 5121)

Rule 5121[2720]. Public Offerings of Securities With Conflicts of Interest
(a) Requirements for Participation in Certain Public Offerings
No member that has a conflict of interest may participate in a public offering unless the

offering complies with subparagraphs (1) or (2).

(1) There must be prominent disclosure of the nature of the conflict of interest in the
prospectus, offering circular or similar document for the public offering, and one of the
following conditions must be met:

(A) the member(s) primarily responsible for managing the public offering does not have
a conflict of interest, is not an affiliate of any member that does have a conflict of
interest, and meets the requirement of paragraph (f)(12)(E);

(B) the securities offered have a bona fide public market; or

(C) the securities offered are investment grade rated or are securities in the same series

that have equal rights and obligations as investment grade rated securities.

(2) (A) A qualified independent underwriter has participated in the preparation of the

registration statement and the prospectus, offering circular, or similar document and
has exercised the usual standards of “due diligence” in respect thereto; and

(B) there must be prominent disclosure in the prospectus, offering circular or similar
document for the offering of:

(i) the nature of the conflict of interest;

(ii) the name of the member acting as qualified independent underwriter; and

(iii) a brief statement regarding the role and responsibilities of the qualified
independent underwriter.

(b) Escrow of Proceeds; Net Capital Computation

(1) All proceeds from a public offering by a member of its securities shall be placed in a
duly established escrow account and shall not be released therefrom or used by the
member in any manner until the member has complied with subparagraph (2) hereof.
(2) Any member offering its securities pursuant to this Rule shall immediately notify
FINRA when the public offering has been terminated and settlement effected and shall

file with FINRA a computation of its net capital computed pursuant to the provisions of
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SEA[SEC] Rule 15¢3-1[ under the Act](the net capital rule) as of the settlement date. If
at such time its net capital ratio as so computed is more than 10:1 or, net capital fails to
equal 120 percent of the minimum dollar amount required by Rule 15¢3-1 or, in the
event the member calculates its net capital requirement using the alternative standard
(set forth in Rule 15c3-1(a)(1)(ii)), its net capital is less than seven percent of aggregate
debit items as computed in accordance with Rule 15¢3-3a, all monies received from sales
of securities of the public offering must be returned in full to the purchasers thereof and
the offering withdrawn, unless the member has obtained from the SEC[Commission] a
specific exemption from the net capital rule. Proceeds from the sales of securities in the
public offering may be taken into consideration in computing net capital ratio for
purposes of this paragraph.

(3) Any member offering its securities pursuant to this Rule shall disclose in the
registration statement, offering circular or similar document a date by which the
offering is reasonably expected to be completed and the terms upon which the proceeds
will be released from the escrow account described in paragraph (b)(1).

(c) Discretionary Accounts

Notwithstanding NASD Rule 2510, no member that has a conflict of interest may sell to
a discretionary account any security with respect to which the conflict exists, unless the
member has received specific written approval of the transaction from the account
holder and retains documentation of the approval in its records.

(d) Application of Rule 5110

Any public offering subject to paragraph (a)(2) is subject to Rule 5110, whether or not
the offering would be otherwise exempted from the filing or other requirements of that
rule.

(e) Requests for Exemption from Rule 5121[2720]

Pursuant to the Rule 9600 Series, FINRA may in exceptional and unusual
circumstances, taking into consideration all relevant factors, exempt a member
unconditionally or on specified terms from any or all of the provisions of this [r]Rule
that it deems appropriate.

(f) Definitions

The definitions in Rule 5110 are incorporated herein by reference. For purposes of this
Rule, the following words shall have the stated meanings:

(1) Affiliate

The term “affiliate” means an entity that controls, is controlled by or is under common
control with a member.

(2) Beneficial Ownership
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The term “beneficial ownership” means the right to the economic benefits of a security.
(3) Bona Fide Public Market The term “bona fide public market” means a market for a
security of an issuer that has been reporting under the Exchange Act for at least 90
days and is current in its reporting requirements, and whose securities are traded on a
national securities exchange with an Average Daily Trading Volume (as provided by
Regulation M[ under the Act]) of at least $1 million, provided that the issuer’s common
equity securities have a public float value of at least $150 million.

(4) Common Equity

The term “common equity” means the total number of shares of common stock
outstanding without regard to class, whether voting or non-voting, convertible or
non-convertible, exchangeable or non-exchangeable, redeemable or non-redeemable, as
reflected on the consolidated financial statements of the company.

(5) Conflict of Interest

The term “conflict of interest” means, if at the time of a member’s participation in an
entity’s public offering, any of the following applies:

(A) the securities are to be issued by the member;

(B) the issuer controls, is controlled by or is under common control with the member or
the member’s associated persons;

(C) at least five percent of the net offering proceeds, not including underwriting
compensation, are intended to be:

(i) used to reduce or retire the balance of a loan or credit facility extended by the
member, its affiliates and its associated persons, in the aggregate; or

(i1) otherwise directed to the member, its affiliates and associated persons, in the
aggregate; or

(D) as a result of the public offering and any transactions contemplated at the time of
the public offering:

(1) the member will be an affiliate of the issuer;

(i1) the member will become publicly owned; or

(iii) the issuer will become a member or form a brokerdealer subsidiary.

(6) Control

(A) The term “control” means:

(1) beneficial ownership of 10 percent or more of the outstanding common equity of an
entity, including any right to receive such securities within 60 days of the member’s
participation in the public offering;

(ii) the right to 10 percent or more of the distributable profits or losses of an entity that

is a partnership, including any right to receive an interest in such distributable profits
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or losses within 60 days of the member’s participation in the public offering;

(iii) beneficial ownership of 10 percent or more of the outstanding subordinated debt of
an entity, including any right to receive such subordinated debt within 60 days of the
member’s participation in the public offering;

(iv) beneficial ownership of 10 percent or more of the outstanding preferred equity of an
entity, including any right to receive such preferred equity within 60 days of the
member’s participation in the public offering; or

(v) the power to direct or cause the direction of the management or policies of an entity.
(B) The term “common control” means the same natural person or entity controls two or
more entities.

(7) Entity

For purposes of the definitions of affiliate, conflict of interest and control under this
Rule, the term “entity™

(A) includes a company, corporation, partnership, trust, sole proprietorship, association
or organized group of persons; and

(B) excludes the following:

(i) an investment company registered under the Investment Company Act[ of 1940];

(ii) a “separate account” as defined in Section 2(a)(37) of the Investment Company

Act[ of 1940];

(ili) a “real estate investment trust” as defined in Section 856 of the Internal Revenue
Code; or

(iv) a “direct participation program” as defined in Rule [2810]2310.

(8) Investment Grade Rated

The term “investment grade rated” refers to securities that are rated by a nationally
recognized statistical rating organization in one of its four highest generic rating
categories.

(9) Preferred Equity

The term “preferred equity” means the aggregate capital invested by all persons in the
preferred securities outstanding without regard to class, whether voting or non-voting,
convertible or non-convertible, exchangeable or nonexchangeable, redeemable or
non-redeemable, as reflected on the consolidated financial statements of the company.
(10) Prominent Disclosure

A member may make “prominent disclosure” for purposes of paragraphs (a)(1) and
(2)(2)(B) by:

(A) providing the notation “(Conflicts of Interest)” following the listing of the Plan of
Distribution in the Table of Contents section required in Item 502 of SEC Regulation
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S-K, and by providing such disclosures in the Plan of Distribution section required in
Ttem 508 of SEC Regulation SK and any Prospectus Summary section required in Item
503 of SEC Regulation S-K; or

(B) for an offering document not subject to SEC Regulation S-K, by providing disclosure
on the front page of the offering document that a conflict exists, with a cross-reference to
the discussion within the offering document and in the summary of the offering
document if one is included.

(11) Public Offering

The term “public offering” means any primary or secondary offering of securities made
pursuant to a registration statement or offering circular including exchange offers,
rights offerings, offerings made pursuant to a merger or acquisition and all other
securities offerings of any kind whatsoever, except any offering made pursuant to:

(A) an exemption from registration under Sections 4(1), 4(2), or 4(6) of the Securities
Act[ of 1933];

(B) Securities Act[SEC] Rule 504, if the securities are “restricted securities” under
Securities Act[SEC] Rule 144(a)(3), Securities Act[SEC] Rules 505 or 506; or (C)
Securities Act[SEC] Rule 144A or SEC Regulation S.

The term public offering shall exclude exempted securities as defined in Section 3(a)(12)
of the Exchange Act.

(12) Qualified Independent Underwriter

The term “qualified independent underwriter” means a member:

(A) that does not have a conflict of interest and is not an affiliate of any member that
has a conflict of interest;

(B) that does not beneficially own as of the date of the member’s participation in the
public offering, more than 5% of the class of securities that would give rise to a conflict
of interest, including any right to receive any such securities exercisable within 60 days;
(C) that has agreed in acting as a qualified independent underwriter to undertake the
legal responsibilities and liabilities of an underwriter under the Securities Act[ of 1933],
specifically including those inherent in Section 11 thereof; and

(D) that has served as underwriter in at least three public offerings of a similar size and
type during the three-year period immediately preceding the filing of the registration
statement or the date of first sale in an offering without a registration statement. This
requirement will be deemed satisfied if, during the past three years, the member:

(1) with respect to a proposed public offering of debt securities, has acted as sole
underwriter or book-running lead or co-manager of at least three public offerings of debt

securities each with gross proceeds of not less than 25% of the anticipated gross
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proceeds of the proposed offering; and

(i) with respect to a proposed public offering of equity securities, has acted as sole
underwriter or book-running lead or co-manager of at least three public offerings of
equity securities (or of securities convertible into equity securities), each with gross
proceeds of not less than 50% of the anticipated gross proceeds of the proposed offering.
(E) none of whose associated persons in a supervisory capacity who are responsible for
organizing, structuring or performing due diligence with respect to corporate public
offerings of securities:

(1) has been convicted within ten years prior to the filing of the registration statement or
the preparation of an offering circular in an offering without a registration statement of
a violation of the anti-fraud provisions of the federal or state securities laws, or any
rules or regulations promulgated thereunder, in connection with a registered or
unregistered offering of securities;

(i1) is subject to any order, judgment, or decree of any court of competent jurisdiction
entered within ten years prior to the filing of the registration statement, or the
preparation of an offering circular in an offering without a registration statement,
permanently enjoining or restraining such person from engaging in or continuing any
conduct or practice in violation of the anti-fraud provisions of the federal or state
securities laws, or any rules or regulations promulgated thereunder in connection with
a registered or unregistered offering of securities; or

(iii) has been suspended or barred from association with any member by an order or
decision of the SEC[Commission], any state, FINRA or any other self-regulatory
organization within ten years prior to the filing of the registration statement, or the
preparation of an offering circular in an offering without a registration statement, for
any conduct or practice in violation of the anti-fraud provisions of the federal or state
securities laws, or any rules, or regulations promulgated thereunder, or the anti-fraud

rules of any self-regulatory organization in connection with a registered or unregistered

offering of securities.

(13) Registration Statement

The term “registration statement” means a registration statement as defined by Section
2(a)(8) of the Securities Act[ of 1933]; notification on Form 1A filed with the
SEC[Commission] pursuant to the provisions of Securities Act[SEC] Rule 252[ under
the Securities Act of 1933]; or any other document, by whatever name known, initiating
a registration or similar process for an issue of securities which is required to be filed by
the laws or regulations of any federal or state agency.

(14) Subordinated Debt
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The term “subordinated debt” includes (A) debt of an issuer which is expressly
subordinate in right of payment to, or with a claim on assets subordinate to, any
existing or future debt of such issuer; or (B) all debt that is specified as subordinated at
the time of issuance. Subordinated debt shall not include shortterm debt with maturity
at issuance of less than one year and secured debt and bank debt not specified as

subordinated debt at the time of issuance.
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