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COMMENTS OF THE COMMISSIONER

1. Recent Lawsuits Directed Against State Administra-
tors: During the week of November 5, two lawsuits with
damage claims totaling $164 million were filed against var-
jous employees of the Division of Securities and Depart-
ment of Commerce, including myself, naming these individ-
uals personally as well as in their official capacities as repre-
sentatives of the State of Ohio. The filing of these two suits
raises some interesting questions with respect to the admin-
istration of a regulatory agency and the roles of individuals
whose jobs involve public protection.

Curiously, both lawsuits attack the individual defendants
for enforcing the securities laws of Ohio, one claiming, in
essence, that they acted too quickly to enforce the law,
resulting in injury to the issuer of the securities, and the
other claiming that they acted too slowly, resulting in in-
jury to the investors. It is interesting to note that enforce-
ment actions were being prepared simultaneously by the
Division in these two cases (both of which were very size-
able and complex,) as well as in several others, and that in
both instances the Division issued administrative orders
{approximately one month apart) halting sales activities of
the companies involved. One wonders what would have
been the result if the Division had completed its prepar-
ations and taken action against these two companies in
reverse order. Instead of being sued by the first-.company
and by the shareholders of the second, would its employees
have been sued by the second company and by the share-
holders of the first? Conceivably, we could be sued by both
companies and by the shareholders of both — everybody,
all at once!

It should not be news to anyone that regulatory agencies
have limited resources, and the Division of Securities is no
exception (see Comments of the Commissioner, Ohio Secu-
rities Bulletin, September, 1973, page one.) The Division
has managed this year to increase dramatically both the
quantity and effectiveness of its enforcement activities and
we intend to continue that increase during the months to
come, but the Enforcement Section of the Division cannot
devote its attention exclusively to each big case which it en-
counters. At this time, two or three simuitaneous
multi-million dollar enforcement actions severely tax the
human and financial resources of the Division.

. Does it make any sense, as the sponsors of these two law-

suits would have us believe, that the Division (or any other
regulatory agency, for that matter) and its emplioyees, per-
sonally, should be put into a position where they are
damned if they do and damned if they don't, where they
are the guarantors of the financial success of every public
enterprise and of every investor in this state? How are Divi-
sion personnel supposed to react to the threat of a personal
attack of this sort? Should the Commissioner repeal the
cursory review policy with respect to registrations in order
to avoid possible personal liability for losses sustained in
private placements or by sophisticated investors? Shouid
registration examiners spend three or four times as long to
review each file (and allow the registration backlog to build
up again to the point where atzorneys must allow 90 to 120
days to clear an offering in Ohio) in order to avoid suit?
Should the Attorney-inspector abandon her attempts to
increase enforcement efficiency by limiting full investi-
gation and case preparation to a manageable number of -
cases in order to avoid personal liability in connection with

" a complaint which would otherwise be considered of low
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enough priority to warrant the advising of civil remedies to
the complainant? Should the Department withhold Division
orders and other public documents from the Press for fear
that informing the public of its official determinations will
bring suit by the objects of its enforcement activities? The
answer to all of these questions is obviously “No.”” There-
fore, one is compelled to question the sensibility of persons
who initiate this kind of legal action.

We in the Division and the Department are not at all intimi-
dated by being named as individual defendants in these
actions. We have been investigated (and, | might add, vin-
dicated) by the F.B.l., a Federal Grand Jury, the Gov-
ernor’s special investigator, and the Press in connection
with the Realty National matter and we have at this point
become accustomed to operating under aggravating circum-
stances. We realize that we are bound to encounter resis-
tance as we step up the intensity of our enforcement activ-
ities, and we interpret the materialization of this resistance
as a positive indicator of the success of our increased regu-
latory efforts. When we decided to stick our heads up we
expected to be shot at. Our resolve is now being tested and
we are determined to continue in the course which we have
set for ourselves.

2. Key Personnel Changes in Two Sections: On Monday,
October 29, important administrative changes were put into
effect in the Broker/Dealer and Foreign Real Estate Sec-
tions of the Division. Gordon Stott was appointed Super-
visor of the Broker/Dealer Section and Deputy Commis-
sioner Bernard Boiston was appointed Acting Supervisor of
the Foreign Real Estate Section, pending the selection of a
new supervisor to take charge of the regulation of interstate
land sales. ’

Both of these administrative changes are designed to further
the implementation of a more aggressive regulatory posture
for the Division at the section level. Priorities for both sec-
tions will include taking the initiative in the development of
new policies and gearing operations toward ultimate en-
forcement objectives. Immediate steps which have been
taken in the Foreign Real Estate Section include the limi-
tation, beginning Noverber 1, 1973, of the period of effec-
tiveness of all land registrations to a maximum of one vear,
and the curtailment, one and for all, of both ora!l approvals
and referrals of complaints for disposition by counsel for
registrants. Additional steps contemplated for the near
future include the prohibition of all giveaways, including
free dinners, to induce prospects to submit to sales pitches,
and the requirement for all purchase contracts of anti-for-
feiture provisions, a ten day “cooling off period”, and an
immediate notification to the Division of Securities of the
names of all parties to executed contracts.

3. Amendments to Senate Bill 338: On November 10, the
Division submitted to Senator Howard Cook, Chairman of
the Senate Commerce and Labor Committee, a summary of
its proposals for the amendments of Senate Bill 338. In-
cluded among these proposals, which resulted from a series
of meetings with participants in earlier Committee hearings
on the Bill as well as from correspondence received from
other interested persons and self-generated analysis by the
Division, were the following: (1) a restructuring of rule-

making provisions with respect to the financial responsi-
bility of broker/dealers, including a refinement of the con-
cept of ““custody or control” of customers funds and secu-
rities; {2) the elimination of provisions relating to the reg-
istration and_regulation of investment advisors, except for
general anti-fraud provisions; (3) several modifications
proposed earlier by the Corporation Law Committee of the
Ohio State Bar Association, relating to rule-making and
administrative review, designed to more finely tune the
application of these two key functional elements of the
new statute; and (4) the addition of amendments to
Chapter 121 of the Ohio Revised Code to structurally
define the authority and responsibility of the Division of
Securities and of the Commissioner.

Suggestions for amendments rejected by the Division in-
cluded: (1) a reduction of the general fee structure con
tained in the Bill; (2) the addition of a provision for reg-
istration by notification of certain widely distributed secu-
rities such as consumer finance company subordinated
debentures; {3) the futher broadening of exemptions for
the encouragement, generally, of new industry in Ohio; and
(4) the transfer of the authority over regulation of secu-
rities offerings by insurance companies back to the Depart-
ment of Insurance. Except for a limited number of ad-
ditional amendment proposals still being studied by the
Division, including the addition of an exemption for secon-
dary market activities in securities of the same class as those
registered for distribution by the issuer and the inclusion of
a rescission damage remedy in connection with civil liability
for violation of substantive fraud provisions, the proposals
of November 10 for amendment of the Bill can be con-
sidered the final statement to the Committee of the Divi-
sion’s position on the substantive content of the proposed
new Ohio Securities Act. We hope that the Committee will,
with the assistance of the Legislative Service Commission,
be able to complete its deliberations on this Bill by the end
of the year.

4. Bulletin Delay: As the result of a number of circum-
stances, this month’s issue of the Bulletin has been delayed
by approximately three weeks beyond the intended publi-
cation date. The S.B. 338 amendment project has for the
last two months diverted to a great extent the attention of
Ken Royalty, Nelson Genshaft, and myself from the policy
writing, which is the central focus of this publication. In
addition, due to other demands upon the time of the
Commissioner, it has become increasingly more difficult for
me to personally review, edit, and revise every article sub-
mitted for publication and still maintain a strict production
schedule.

We are determined to continue in the future to publish on a
regular monthly basis an Ohio Securities Bulletin of the
same scope and caliber of content that has characterized
the first six issues of this publication, and in order to facili-
tate the realization of this objective, certain organizational
changes have been instituted. For the remainder of this
vear, Ken Royalty will concentrate his attention primarily
upon the new Securities Act and Nelson Genshaft will work
almost exclusively upon policy development. Additional
staff support for rulewriting will be added after the first of
next year. Beginning with the November issue, editorial
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responsibility for the Bulletin will be transferred to Alan
Baden. We expect to have the November issue distributed
by the end of this month and to be back on our original
publication schedule with the December issue. Although
the Division was criticized by New York commentators at
the North American Securities Administrators Association
meeting in San Antonio last month for publishing its new
policies in monthly installments (’like a television soap
opera — tune in tomorrow"’), we believe this practice to be
preferrable to the previous one of publishing no written
policies at all, and we intend to continue distributing the
results of our rulewriting efforts each month via the Bul-
letin, as they are completed. '

William L. Case, i1l

POLICY DEVELOPMENTS
Amendments of Registrations by Description

Recent events have brought to light a fundamental miscon-
ception on the part of certain individuals of the proper pro-
cedure for amending registrations by description under the
Ohio Securities Act. Certain issuers, in particular consumer
finance companies selling subordinated debentures, have
attempted to effectuate changes in the terms of their secu-
rities (such as increased interest rates) by merely sending a
letter to the Division indicating their intention to begin
selling their securities on terms at variance with those de-
scribed in their registration application and certificate of
acknowledgement. When notified that such sales will be in
violation of the securities laws without reregistration, these
issuers have replied that such amendment procedures had
previously been accepted nractice of the Division. In order
that this misconception not be perpetuated, let us clarify
further what would appear to be a relatively clear matter.

Section 1707.08 states that: “‘/n order to correct errors or
omissions, a registration by description may be amended by
the person who originally filed it, by the filing, in the same
manner as in the case of an original registration by descrip-
tion, of an amended registration by description, or of an
amendment of the original registration by description ... "
Division Regulation COg (formerly R-88) provides that:
A registration by description may be amended in order to
correct errors or omissions in the statement describing the
transaction to be engaged in or the securities to be
sold . . . Purported amendments relating to matters which
are not properly the subject of amendment, such as a
change in the plan of sale or in the terms and conditions
under which securities are to be sold, are not permitted by
R.C. §1707.08 and are inoperative.” |f allowing substantive
amendments by letter was previously accepted practice of
the Division, such practice was obviously contrary to both
the statute and the Regulations and therefore u/tra-vires.

The Division considers a change in the terms of securities
registered by description to be equivalent to the offering of
new securities and will therefore, consistent with the re-
quirements of the Ohio Securities Act, require the filing of
a new registration. With respect to offerings by consumer
finance companies, this distinction has more than pro-

cedural significance. Many existing registrations contain no
limitation as to duration. All new registrations will remain
in effect no longer than one year. In addition, the Division
has this year adopted special disclosure requirements appli-
cable to all new registrations of consumer finance company
debt obligations which cail for the distribution of offering
circulars to all offerees of such securities. New registrations
failing to comply with these requirements are being imme-
diately suspended. The Division will not allow these re-
quirements to be circumvented by recognizing an unlawful
substantive amendment to an existing registration.

Fractional Undivided Working Interests in Oil and Gas
Leases

Following the publication of new standards dealing with
the registration of fractional undivided working interests in
oil and gas leases {Ohio Securities Bulletin, July issue, page
7) the Division has received many valuable comments from
interested parties. A special meeting with Bar and industry
representatives was held on Wednesday, September 12, to
discuss possible revisions in these standards. As a resuit of
the comments which have been received, certain mechanical
details have been worked out and other fundamental policy
changes have been instituted in the form of Written Policy
Guidelines 1973-3, set forth below in this issue of the Bu-
Hetin.

The Division has reconstructed the formula for determining
the ““fairness’’ of an offering with respect to promoter and
affiliate compensation. This formula, applying the so-called
“forty percent rule’”’ sets the outer limits of revenue that
may be fairly generated through public investment, based
upon a multiple of actual drilling and completion costs
which must conform to the fair market value of such costs
in the particular area in which the well is located. In
addition, important modifications have been made in the
disclosure and in the record keeping and reporting pro-
visions of these standards.

It should be clarified that the Division will apply to offer-
ings governed by these guidelines the standards for Cursory
Review outlined in Section |l of Statement of Policy
1973-2, contained in the May issue of the Bulletin at page
11, and more fully explained in the August issue on page
25. Written Policy Guidelines 1973-3 will be implemented
by the Division effective December 1, 1973.

Dept Securities of Non-Profit Issuers

General Standards for the registration of debt securities of
issuers organized and operated as corporations for profit
have been developed and pubiished in Section VH of
Written Policy Guidelines 1973-2, which appeared in the
July issue of the Bulletin on page 17. As stated in the guide-
lines, those standards do not apply to issuers which are
organized for non-profit but exclusively for religious, edu-
cational, social, recreational, athletic, benevolent, fraternal,
charitable, reformatory, or cooperative marketing purposes.
Under Section 1707.01{1) of the Ohio Revised Code, secu-
rities evidencing membership-in such non-profit organi-
zations are exempted from the registration requirements of
the Act, but the notes, bonds, debentures, and other obli-
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gations of such organizations are not so exempted. In-this
issue of the Bulletin, the Division sets forth below as
Written Policy Guidelines 1973-4 a general policy for the
evaluation of the debt securities of non-profit issuers, which
will be impiemented by the Division effective December 1,
1973.

Non-Specified Property Programs

Since its adoption in February of this year, the Division has
been applying the Statement of Policy Regarding Real
Estate Programs of the Midwest Securities Commissioners
Association to real estate offerings filed for registration in
Ohio. As stated in the Policy Developments section of the
May issue of the Bulletin, the Division has been departing
from the Midwest Statement Of Policy in certain respects
and is currently in the process of preparing written stan-
dards which will supercede the inconsistent provisions of
the Midwest Statement of Policy in those areas, including:
non-specified property programs; fees, compensation, and
expenses; voting rights of limited partners; suitability of the
participant; and projections. The first of these standards, re-
lating to non-specified property programs —more com-
monly known as “‘blind pools,” will be published as Written
Policy Guidelines of the Division in the November or
December issues of the Bulletin. The Division has deter-
mined it necessary to depart from the Midwest Statement
of Policy in this area in order to add restrictions designed to
protect investors against the increased risks inherent in the
absence of information concerning specific properties to be
included in these programs. The following is a brief sum-
mary of the most salient features of this proposed new
guideline:

Part |: The experience requirements of the principal gen-
eral partners are increased to minimums of ten years in the
real estate business, five years in each of the specific types
of property involved in the program, five years in each of
the specific types of services to be rendered to the program,
and two years in the management of a publicly funded real
estate program. The offering circular must summarize such
partners business experience and the performance of other
programs in which they have participated as general part-
ners for the previous ten years.

Part |1: Financial responsibility requirements are added to
demonstrate sufficient economic interest and financial
capacity on the part of the principal general partners to
assure that they will cortinue with the program and seek
optimum performance. The principal general partners, in-
dividual or corporate, must have a combined minimum net
worth equal to 10% of the maximum aggregate offering
price of the program (plus 10% of the aggregate capital con-
tributions by all persons to all other programs in which
they are currently general partners). In addition, they must
make non-transferrable cash capital contributions to the
partnership equal to the amount of the total maximum pro-
ceeds of the offering, multiplied by 10%, and multiplied
further by one minus the percentage of specificity achieved
by the program prior to registration. Both of these pro-
visions are mandatory.

Part |ll: Detailed disclosure requirements are added re-
fating to the number, type, and proportion of properties to
be acquired, property selection criteria, the methods of
financing and ieveraging restrictions to be followed, the tax
posture to be maintained regarding depreciation and other
matters, criteria relative to sale or disposition of properties,
and the character of temporary investments to be made
pending the completion of property acquisition activities. A
legend is required for the covering page of the offering cir-
cular pointing out the extent of discretion in the general
partners as to the investment of proceeds of the offering
and cautioning the prospective investor to carefully con-
sider the suitability of such investment for his own personal
circumstances.

Part IV: A requirement is added for the escrows of (at a
minimum) the greater of 25% of the maximum aggregate
offering price, or $1,000,000, and a diversification require-
ment limiting the expenditure on any one property to 40%
of the proceeds of the offering. Proceeds not committed to
construction, purchase, or improvement of specific prop-
erties within 18 months following registration must be
returned to the limited partners pro-rata as a return of
capital.

Part V: Increased minimum investment and suitability
requirements are added, distinguishing between tax-moti-
vated, developmental, or high-risk programs and
income-producing, non-developmental programs. The min-
imum investment for both is $5,000. Suitability for the
former requires $50,000 net worth and 50% marginal fed-
eral income tax bracket, and for the latter, $50,000 net
worth or $30,000 gross income.

Part VI: An absolute prohibition against dealing with any
of the general partners or their affiliates is added.

William L. Case, 11l

INTERPRETIVE OPINION
Condominium Projects as Securities

The purpose of this interpretive opinion is to state the Divi-
sion’s position as to the applicability of the Ohio Securities
Act, Chapter 1707, to condominium offerings of real estate
to Ohio investors. The reader should refer to the Foreign
Real Estate Section article concerning the registration re-
quirements of condominiums.

For further clarification of the Division’s position, refer-
ence should be made to Release 33-5347 of the Securities
and Exchange Commission, dated January 4, 1973. In this
release the Securities and Exchange Commission states that
“‘condominium offerings and the offer of real estate as
such, without any collateral arrangements with the seller or
others, does not involve the offer of a security. When the
real estate is offered in conjunction with certain services, a
security, in the form of an investment contract, may be
present.”
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Reference is made to the classic case of S.E.C. vs. W. J.
Howey, 328 U.S. 293 (1946), in which the court notes that

‘‘an investment contract may be present in situations
where the investor is not wholly inactive, but even
participates to a limited degree in the operations of
the business. The “profits’’ that the purchaser is led
to expect may consist of revenues received from rent
on the unit; these revenues and any tax benefits re-
sulting from the rental of the unit are the economic
inducements held out to the purchaser.”

The release points out two specific types of collateral agree-
ments which give rise to a “security’’ in connection with
the sale of condominium units. The first of these is a
“rental pool,” a device whereby the unit is rented on behalf
of the actual owner during a period of time when the unit is
not in use by the owner. The rents received as well as ex-
penses incurred in the rental of the unit are combined with
the rental of all units in a development. The individual
owner receives a pro-rated share of the rental proceeds irre-
spective of whether his individual unit was rented. The
second type of collateral agreement is the required use of
an exclusive rental agent or limitations on the period of
time when the owner may occupy the unit. The Com-
mission notes that ‘‘such restrictions suggest that the pur-
chaser is in fact investing in a business enterprise, the terms
of which will be substantially dependent on the success of
the managerial efforts of other persons.” The Commission
states that the key factor in determining the existence or
non-existence of a security is whether or not the condomin-
iums are “‘offered and sold through advertising, sales litera-
ture, promotional schemes, or oral representations which
emphaize the economic benefits to the purchaser to be
derived from the managerial efforts of the promoter, or a
third party designated or arranged for by the promoter, in
renting units.”

This interpretive opinion is not intended as a final state-
ment of the Division’s position concerning the offer and
sale of condominiums units in the State of Ohio. The Divi-
sion believes, however, that the substance of Release 5347
by the S.E.C. is a more than adequate summary of the
existing securities law concerning condominium units. It is
therefore the Division’s intention to regard Release 5347 as
an appropriate interpretation of the securities law for the
State of Ohio and that, unless exempted by either
§1707.02 or 1707.03 of the Ohio Revised Code, offerings
of condominium units involving any of the above described
additional collateral factors must be registered with the
Division.

Alan P. Baden

ILLUSTRATIVE RULING
Amendments to Registrations by Qualification

Facts: ABC Co., Ltd., an Ohio limited partnership, reg-
isters with the Division an offering of 100 limited partner-
ship interests pursuant to Section 1707.09 of the Ohio
Revised Code. After the offering is sold out, the general

partners realize that some of the intended projects cannot
be accomplished, but would prefer to modify the offering
through an amendment rather than terminate the enter-
prise. The proceeds of the offering are, as yet, uncommitted
as to use.

Question: |s an amendment possible at this point in the
offering?

Answer: Yes, but only in a most restrictive manner. Sec-
tion 1707.09(K) reads in relevant parts: ‘An application
may be amended by the person filing it at any time prior to
the Division’s action on it either in registering the securities
for qualification or in refusing to do so. Subsequent to any
such action by the Division, the person who filed the appli-
cation may with the consent of the Division file one or
more amendments thereto which shall become effective
upon the mailing by the Division of the findings (that the
offering is not grossty unfair}, the giving of notice of such
findings to the applicant by the Division, and the payment
by the applicant of such additional fee as would have been
payable had the application as it previously became effec-
tive contained. such amendment.”’

The Division is of the opinion that such an amendment can
be made after the registration becomes effective, but only
in a restricted manner. Certainly, such an amendment is not
troublesome if the issuer experiences a change in circum-
stance after effectiveness, yet prior to the selling effort. But
if the change comes during the selling effort, or at its con-
clusion, then the amendment will engender more consider-
able difficulties.

In the latter circumstances, the Division will request a con-
vincing explanation as to why the subject matter of the pro-
posed amendment could not have been forseen at the time
of registration. A revised selling document must be recircu-
lated to all who have purchased, with a right of rescission
prominently noted. Further, the investor must have at least
a ten-day ‘‘cooling off’” period to evaluate his decision to
rescind or remain in the program. Lastly, the revised selling
document must be used for the remainder of the selling
effort. Robert L. DeLambo

REGULATORY STANDARDS

WRITTEN POLICY GUIDELINES 1973-3

General Standards used in Determining whether a Proposed
Offering of Oil or Gas Interests in Local Wells is being made
on Grossly Unfair Terms.

l. Introduction

(A) Applicability of General Standards: These guidelines
contain the general standards which are to be applied by
the Ohio Division of Securities effective December 1, 1973,
in making determinations under sections 1707.09 and
1707.13 of the Ohio Revised Code as to whether or not a
proposed offering of securities representing oil or gas inter-
ests is to be made on grossly unfair terms. More specifically,
the Guidelines are to apply to applications for the regis-
tration of proposed offerings of oil or gas interests that are



October, 1973

Page 6 Ohio Securities Bulletin

filed on the Division's Form 6(A}(3) OG and Form 9-OG.
An offering of oil or gas interests covered by these Guide-
lines will be entitled to Cursory Review and will be treated
in that way if the offering qualifies under the provisions
outlined in Section |1 of Statement of Policy 1973-a, which
was published by the Division in the May, 1973 issue of
the Ohio Securities Bulletin,

The standards set forth in these Guidelines apply only to
the registration and sale of securities representing interests
in or under profit-sharing or participation agreements relat-
ing to oil or gas wells located in Ohio, or interests in or
under oil or gas leases of real estate situated in Ohio, partic-
ularly those located in the Clinton Sandstone Formation
and in the Medina Sandstone Formation area, and to similar
interests relating to oil or gas wells or leases located in other
states where oil or gas deposits are found in geological for-
mations which have characteristics comparable to the Clin-
ton-Medina Formation. These standards are also intended
to apply only to oil and gas interests in a single, specified
well or to units of interests in a limited drilling program
which consists of no more than five {5) specific wells, and
not to other, larger oil or gas drilling programs.

(B} Definitions: As used in these Guidelines, the following
terms shall have the respective definitions set forth below:

1. Affiliate. An “‘affiliate’’ of a specified person means a
person directly or indirectly controlling or controlled by, or
directly or indirectly under common control with the speci-
fied person.

2. Underwriting Commissions and Compensation. The term
“underwriting commissions or other compensation’ shall
have the same meaning a¢ that assigned to it in Section
VI{A) of Written Policy Guidelines 1973-2.

3. Division. The term ‘‘Division’’ shall refer to the Ohio
Division of Securities, Department of Commerce, State of
Ohio.

4. Promoter. The term “‘promoter’”’ means the owner of
any oil or gas right, lease, working interest, or other partici-
pation interest in an oil or gas well who creates fractional
undivided interests in such right, lease, or other interest for
the purpose of offering such interests for sale to the public,
or any other person who offers such interests for sale to the
public, other than persons acting solely as an underwriter.
The term also includes any operator of, or affiliated con-
tractor who has agreed to perform services for a promoter
on, the well or wells to be drilled on the specific tract or
tracts which are the subject of the offering.

5. Landowner’s Royalty Interest. The term “‘landowner’s
royalty interest’” means the right of participation in the oil
or gas, or in the proceeds from the sale of the oil or gas
reserved by the landowner or fee owner upon the creation
of an oil or gas well, lease, or limited drilling program which
is not subject to any portion of the expense of develop-
ment, completion, operation, or maintenance.

6. Limited Drilling Program. The term “limited drilling
program’’ refers to a joint venture or partnership which pro-

poses to offer for sale to the public fractional undivided
interests or units of interests in oil or gas production of
from one (1) to five (5) wells to be drilled on a specific
tract or tracts of land. The term may also include a limited
partnership which proposes to offer oil or gas interests
where the structure of the offering indicates that the of-
fering is similar to an offering of individual interests in spec-
ific oil or gas wells, leases, or limited drilling programs.

7. Offering Circular. The term "‘offering circular’ refers to
the disclosure document which complies with the require-
ments of Schedule D employed in connection with Regu-
lation B offerings filed with the Securities and Exchange
Commission pursuant to Section 3(b) of the Securities Act
of 1933 and the rules and regulations thereunder, or to the
form prescribed by the Division.

8. Overriding Royalty Interest. The term “‘overriding royal-
ty interest’” means the right of participation in the well,
lease, or limited drilling program or in the proceeds from
sale of the oil or gas produced from a specific tract or
tracts, which right is limited in duration to the terms of an
existing lease and is not subject to any portion of the ex-
pense of development, completion, operation, and main-
tenance.

9. Participation Interests. The term “participation interest”
means the right of participation in the oil or gas, or in the
proceeds from the sale of oil or gas, produced from a specif-
ic tract or tracts, which right is limited in duration to the
terms of an existing lease and is subject to any portion of
the expense of development, completion, operation, and
maintenance. For purposes of these Guidelines, the term
also includes any working interest as that term is defined
below.

10. Sponsor. The term ‘‘sponsor’’ refers to any person
directly or indirectly instrumental in organizing, wholly or
in part, an oil or gas well, lease, or limited drilling program
or any person who will manage or participate in the man-
agement of such program, and any affiliate of any such per-
son, but does not include a person whose only relationship
to the program is that of an independent property manager,
and whose only compensation is for services performed as
such,

11. Working Interest. The term ’‘working interest’’ under
an oil or gas well, lease, or limited drilling program refers to
the right of a lessee or assignee under such oil or gas lease to
operate a well to be drilled on a specific tract or tracts for
the production of oil or gas. Such right is subject to a por-
tion of the expense of development, completion, operation,
and maintenance.

I1. Compensation of Promoters, Sponsors, Underwriters
and their Affiliates

(A) General Standards: A proposed public offering of
securities representing participation interests in an oil and
gas well, fractional undivided interests in an oil or gas lease,
or units of interest in a limited drilling program (as that
term is defined in these Guidelines) is considered to be
grossly unfair to public investors unless both of the follow-
ing conditions are met:
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