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HISTORY AND ORGANIZATION OF THE MSRB

Creation of the Board

Prior to the enactment of the Securities Act Amendments of 1975, the activities of brokers and dealers in municipal
securities were substantially unregulated. Dealers engaged solely in the municipal securities business were not required to be
registered with the Securities and Exchange Commission (“SEC”). While the general anti-fraud provisions of the federal
securities laws applied to transactions in municipal securities, the municipal securities activities of dealers were not subject
to a system of regulation focusing specifically on the municipal market.

Historically, investment in municipal securities was concentrated in institutions deemed capable of protecting their own
interests. However, by the 1970’s, with increased personal income pushing more people into higher income tax brackets,
many individual investors, lacking the financial sophistication of institutional investors, were (and still are) participating in
the municipal markets. In the early 1970%, several fraud actions were brought by the SEC against municipal securities pro-
fessionals alleging improper and unethical trading and selling practices.! These factors led Congress to conclude that there
was an increased need for investor protection through a system of preventative regulation.

These developments were of concern to the overwhelming majority of reputable securities firms and banks in the munic-
ipal securities industry; as much as to the Congress and the SEC. Industry representatives worked closely with the Congress
and the SEC to develop appropriate legislation that would take into account the unique needs of the municipal markets and
the market participants — banks, securities firms and the general public. As a product of the 1975 Amendments to the Secu-
rities Exchange Act, Congress required dealers engaging in municipal securities transactions to be registered with the SEC
and established the Board as the self-regulatory organization charged with the primary rulemaking authority for the munic-
ipal securities activities of dealers.?

The Board was formally established on September 5, 1975, by the SEC’s appointment of the 15 member board. Board
members are equally divided among securities firm representatives, bank representatives and public representatives. Of the
five public representatives, at least one must represent municipal securities issuers (i.e., state and local governments) and
one must represent municipal securities investors. New Board members are chosen by the Board pursuant to procedures set
forth in Board rules. Board members serve staggered three-year terms. Five new Board members are elected each year. Strict
rules require that no Board member may succeed him or herself in office, nor may a broker-dealer or bank representative be
succeeded by a person associated with that person’s firm. The public representatives are subject to prior SEC approval.

Operating Procedures and Finances

The Board’s administrative rules provide for a chairman and a vice chairman, elected by the members for a one-year term.
The Board has established standing committees on administration and nominations. Ad hoc committees have focused on
such areas as syndicate practices and uniform practice matters.

The Board is assisted by a full-time staff. In addition, groups of industry representatives meet regularly to evaluate and
modify the Board's professional qualifications examinations for municipal securities personnel.

As a self-regulatory organization, the Board is not financed by the federal government, but solely by the municipal secu-
rities industry. The Board’s operations are supported by fees and assessments paid by securities firms and bank dealers engaged
in the municipal securities business, including an initial and annual fee for all municipal securities dealers registered with
the SEC, an assessment based on the volume of new issue underwriting in which a securities firm or bank dealer participates
and an assessment based on municipal securities transactions.

Rulemaking Authority Process

The Securities Exchange Act sets forth certain areas appropriate for the Board’s rulemaking. These enumerated areas
include rules to prevent fraudulent and manipulative acts and practices, to promote just and equitable principles of trade and,
in general, to protect investors and the public interest. Under the Securities Exchange Act, the Board is specifically pro-
hibited from requiring issuers of municipal securities directly or indirectly to furnish information to the Board or investors;
provided, however, that the Board may require dealers to furnish the Board or investors documents with respect to the issuer
which generally are available from a source other than the issuer (e.g., official statements).

The Board’s rulemaking procedures involve several steps. In order to provide the maximum opportunity for industry par-
ticipation, the Board generally issues rulemaking proposals in exposure draft form and provides for a public comment peri-
od. Substantive comments on rule proposals received as a result of these procedures have had an important impact on the
Board’s deliberations and frequently result in modifications in the rules as originally drafted.

1 In the report on the Securities and Exchange Act amendments, the Senate Committee on Banking, Housing and Urban Affairs described the practices as involving “all of the charac-
teristics of the classic ‘boiler room’ operation.”

1 See Securities and Exchange Act, 15 U.S.C. Section 78a, et seq. and S. Rept. No. 94-75 74th Cong., Ist Sess. 46-49.
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Upon adoption by the Board in final form, rule proposals are filed with the SEC, with copies provided to the federal bank
regulatory agencies for their official review. Among matters the Board is required to address in rule filings are the terms and
the purpose of the proposed rules, the statutory basis for their adoption, an analysis of the comments received, and the statu-
tory justification for any anticipated burden on competition the rule proposals might impose.

The Securities Exchange Act generally requires SEC publication of the proposal in the Federal Register and a public com-
ment period. Upon SEC approval, Board rules have the force and effect of federal law.?

The Board’s rules are enforced by the National Association of Securities Dealers, Inc. (for securities firms), bank regu-
latory agencies (the Office of the Comptroller of the Currency, the Federal Reserve Board and the Federal Deposit Insurance
Corporation) for bank dealers, and the SEC for all brokers, dealers and municipal securities dealers. Although the Board
does not have inspection or enforcement powers, an important aspect of its rulemaking activities involves the on-going
interpretation of its rules. This is done by means of interpretive letters and notices. The Board also closely coordinates with
the organizations charged with enforcement of the Board’s rules concerning the meaning and proper application of the rules.

3 The Board's rules ordinarily are subject to approval by the SEC prior to becoming effective. Exceptions include rules relating solely to the administration of the Board and assessments.
These become effective upon filing with the SEC but may thereafter be rescinded by the SEC within 60 days if the SEC finds cause to do so.
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ADMINISTRATIVE RULES

Rule A-1: Rules of the Board

The rules of the Board shall be classified as administrative rules, definitional rules and general rules, respectively. Admin-
istrative rules shall pertain to the operation and administration of the Board and shall be identified by the prefix “A”. Defi-
nitional rules shall define terms used in the rules of the Board and shall be identified by the prefix “D”. General rules shall
pertain to all other matters within the scope of the Board’s authority and shall be identified by the prefix “G”.

Rule A-2: Powers of the Board

Subject to the provisions of the Act and the rules and regulations of the Commission thereunder, the Board shall have
the power to determine all matters relating to the operation and administration of the Board and to exercise all other rights
and powers granted by the Act to the Board.

Rule A-3: Membership on the Board

(a) Number and Representation. The Board shall consist of 15 members, at all times equally divided among the follow-
ing groups:

(i) Public Representatives. Individuals who are not associated with any broker, dealer, or municipal securities dealer
(other than by reason of being under common control with, or indirectly controlling, any broker or dealer which is not
a broker, dealer or municipal securities dealer that effects municipal securities transactions), at least one of whom shall
be representative of investors in municipal securities, and at least one of whom shall be representative of issuers of munic-
ipal securities;

(ii) Broker-Dealer Representatives. Individuals who are associated with and representative of brokers, dealers and
municipal securities dealers which are not banks or subsidiaries or departments or divisions of banks;

(iii) Bank Representatives. Individuals who are associated with and representative of municipal securities dealers
which are banks or subsidiaries or departments or divisions of banks.

(b) Increase or Decrease in Number. The total number of members of the Board may be increased or decreased from time
to time by rule of the Board, but in no event shall the total number of members of the Board be less than 15. Any such
increase or decrease shall be in multiples of six so that the total number of members of the Board shall always be an odd num-
ber, equally divided among the three groups of representatives enumerated in section (a) of this rule.

(c) Nomination and Election of Members.

(i) Members shall be nominated and elected in accordance with the procedures specified by this rule. All members
of the Board shall be elected for terms of three years, so that the terms of office of one-third of the whole Board shall
expire each year. The terms of office of all members of the Board shall commence on October 1 of the year in which
elected and shall terminate on September 30 of the year in which their terms expire. No member of the Board may suc-
ceed himself or herself in office and no broker-dealer representative or bank representative may be succeeded in office
by any person associated with the broker, dealer or municipal securities dealer with which such member was associated
at the expiration of such member's term.

(ii) The Board will appoint a Nominating Committee composed of nine members. The membership of the Nomi-
nating Committee shall consist of six Board members and three persons who are not members of the Board. Of the six
Board members, two shall be bank representatives, two shall be broker-dealer representatives, and two shall be public
representatives. Of the three non-Board members, one shall be associated with and representative of bank dealers, one
shall be associated with and representative of brokers, dealers, and municipal securities dealers other than bank dealers,
and one shall not be associated with any broker, dealer, or municipal securities dealer (other than by reason of being
under common control with, or indirectly controlling any broker or dealer which is not a broker, dealer or municipal
securities dealer that effects municipal securities transactions). In appointing persons to serve on the Nominating Com-
mittee, factors to be considered include the need to achieve broad geographic representation on such Committee, as well
as diversity in the size and type of brokers, dealers and municipal securities dealers represented on such Committee.

(iii) The Nominating Committee shall publish a notice in a financial journal having general national circulation
among members of the municipal securities industry soliciting nominations for the positions on the Board to be filled in
such year. The notice shall require that recommendations be accompanied by a statement of the position for which the
person is recommended, the background and qualifications for membership on the Board of the person recommended
and information concerning such person’s association with any broker, dealer, or municipal securities dealer. The Nom-
inating Committee shall accept recommendations pursuant to such notice for a period of at least 30 days. Any interest-
ed member of the public, whether or not associated with a broker, dealer, or municipal securities dealer, may submit
recommendations to the Nominating Committee. The names of all persons recommended to the Nominating Com-

1 Rule A-3
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mittee shall be made available to the public upon request.

(iv) The Nominating Committee shall nominate one person for each of the Board positions to be filled and shall
submit the nominees to the Board for approval. In making such nominations, the Nominating Committee shall take into
consideration such factors as the need to maintain broad geographic representation on the Board, as well as diversity in
the size and type of brokers, dealers, and municipal securitics dealers represented. Each nomination shall be accompa-
nied by a statement indicating the position for which such person is nominated, the nominee’s qualifications to serve as
a member of the Board, and information concerning the nominee's association with any broker, dealer, or municipal secu-
rities dealer. The names of the nominees will be confidential.

(v) The Board shall accept or reject each nominee submitted by the Nominating Committee. In the event that the
Board rejects a nominee, the Nominating Committee will propose another nominee for Board consideration.

(vi) The public representatives on the Board will, prior to their assumption of office, be subject to approval by the
Commission to assure that no one of them is associated with any broker, dealer or municipal securities dealer {other than
by reason of being under common control with, or indirectly controlling, any broker or dealer which is not a broker, deal-
er or municipal securities dealer that effects municipal securities transactions) and that at least one of the public repre-
sentatives of the Board is representative of investors in municipal securities and at least one is representative of issuers
of municipal securities.

(vii) Upon completion of the procedures for nomination and election of new Board members, the Board will
announce the names of the new members not later than October 1 of each year.

(d) Resignation and Removal of Members. A member may resign from the Board by submitting a written notice of resig-
nation to the Chairman of the Board which shall specify the effective date of such member’s resignation. In no event shall
such date be more than 30 days from the date of delivery of such notice to the Chairman. If no date is specified, the resig-
nation shall become effective immediately upon its delivery to the Chairman. In the event the Board shall find that any mem-
ber has willfully violated any provision of the Act, any rule or regulation of the Commission thereunder, or any rule of the
Board or has abused his or her authority or has otherwise acted, or failed to act, so as to affect adversely the public interest
or the best interests of the Board, the Board may, upon the affirmative vote of two-thirds of the whole Board (which shall
include the affirmative vote of at least one public representative, one broker-dealer representative and one bank represen-
tative), remove such member from office.

(e) Vacancies. Vacancies on the Board shall be filled by vote of the members of the Board, subject to the Commission’s
power of approval referred to in section (c) of this rule with respect to public representatives. Any person so elected to fill a
vacancy shall serve for the term, or any unexpired portion of the term, for which such person’s predecessor was elected. For
purposes of this rule, the term “vacancies on the Board” shall include any vacancy resulting from the resignation of any per-
son duly elected to the Board prior to the commencement of his or her term.

(f) Compensation and Expenses. Members shall be entitled to an allowance for transportation expenses, to the extent
provided by resolution of the Board, from their home to the site of a meeting of the Board and from the site of such meeting
to their home, together with a per diem to be set by the Board for those days or fraction thereof on which they attend Board
meetings or participate in other designated activities. Members of the Board shall also be entitled to reimbursement for actu-
al and necessary expenses incurred by them in connection with any other official business of the Board. Except as provided
in section (c) of rule A-6, no member of the Board shall be entitled to receive any other compensation from the Board.

Rule A-3 relates to the nomination and election of new Board members. Of the 15 initial members of the Board appointed by the Commission,
five members left office in September 1977, five in 1978 and the remaining five in 1979. The Board annually appoints a Nominating Committee
composed of six Board members and three persons from the municipal securities industry and the public who are not Board members, to assist in the
selection of the new Board members to take office in October. The Nominating Committee solicits recommendations for nominees to the Board and
nominates one person for each position to be filled. The Board then accepts or rejects the nominees from the slate submitted by the Nominating
Committee. In the event a nominee is rejected, the Nominating Committee must hold a meeting to choose another nominee.
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Rule A-4: Meetings of the Board

(a) Meetings. Regular meetings of the Board shall be held at least quarterly and at such time and place as from time to
time determined by resolution of the Board or provided by rule of the Board. Special meetings of the Board shall be called
by the Secretary to the Board at the request of the Chairman of the Board or at the written request of not less than three
members, which request shall in each case specify the purpose or purposes of the meeting. At special meetings, the Board
shall consider only those specific matters for which the meeting was called, unless all members consent either at the meet-

Rule A-4 2
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ing or in writing before or after the meeting to the consideration of other matters.

(b) Notice of Meetings. Notice of the time and place of special meetings of the Board shall be mailed to each member,
at such member’s address appearing in the records of the Board, not later than the seventh calendar day preceding the date
on which the meeting is to be held, or by telephone, e-mail or personal delivery not later than the third calendar day pre-
ceding the date on which the meeting is to be held. Written notice of special meetings of the Board shall be signed by the
Secretary to the Board. Notice of a special meeting shall also set forth the purpose or purposes of the meeting and the name
or names of the person or persons at whose request the meeting is being called. Notice of a special meeting need not be giv-
en to any member who submits a signed waiver of notice before or after the meeting, or who attends the meeting without
protesting, prior thereto or at the commencement thereof, the lack of notice to such member. No notice of regular meetings
of the Board shall be required.

(c) Quorum and Voting Requirements. A quorum of the Board shall consist of two-thirds of the whole Board (at least
one of whom shall be a public representative, one a broker-dealer representative and one a bank representative), and any
action taken by the affirmative vote of a majority of the whole Board at any meeting at which a quorum is present shall,
except as otherwise provided by rule of the Board, constitute the action of the Board. Unless otherwise specified by the Act
or by rule of the Board, action by the Board may be by resolution. Resolutions of the Board shall take effect immediately,
unless a different effective date shall be specified therein.

(d) Action Without a Meeting. Action by the Board may be taken without a meeting by written consent of the Board set-
ting forth the action so taken or by telephone or e-mail poll of all members of the Board, provided that, in the case of action
taken by telephone or e-mail poll, the Board, at a meeting, or the chairman of the Board authorizes the action to be taken
by such means. The Executive Director shall transmit to each Board member, as soon as practicable after a telephone or e-
mail poll is taken, a written statement setting forth the question or questions with respect to which the telephone or e-mail
poll was taken and the results of the telephone or e-mail poll. Such statement shall also be entered in the minutes of the
next Board meeting. In the case of action taken without a meeting by written consent, telephone or e-mail poll, an affirma-
tive vote of a majority of the whole Board is required.

Rule A-5: Officers and Employees of the Board

(a) Officers of the Board. The officers of the Board shall consist of a Chairman and a Vice Chairman, and such other offi-
cers as the Board may deem necessary or appropriate. The Chairman shall preside at meetings of the Board. During the
absence or inability to act of the Chairman, or while the office of Chairman is vacant, the Vice Chairman shall be vested
with all of the powers and shall perform all of the duties of the Chairman. In the event of the absence of both the Chairman
and Vice Chairman at any meeting of the Board, the Board may designate one of the members present as acting Chairman
for the purpose of presiding at such meeting. The officers of the Board shall have such other powers and perform such other
duties as the Board may determine by resolution.

(b) Election of Officers of the Board. Officers of the Board shall be elected annually from among the members, by secret,
written ballot of the members, at a meeting of the Board held prior to October 1 of each year according to procedures adopt-
ed by the Board. Officers shall serve for a term commencing on the October 1 next following their election and ending with
the succeeding September 30; provided, however, that any officer may resign his or her office prior to the expiration of his or
her term by filing a written notice of resignation with the Secretary to the Board which shall specify the effective date of
such resignation. In no event shall such date be less than 10 days or more than 30 days from the date of filing of such notice.
If no date is specified, the resignation shall become effective 10 days from the date of filing. The Board may remove any offi-
cer at any time by two-thirds vote of the whole Board. Vacancies in office shall be filled as soon as practicable by vote of the
members and any person elected to fill a vacancy shall serve only for the remainder of his or her predecessor’s term.

(c) Executive and Administrative Staff. The staff of the Board shall consist of an Executive Director, a General Counsel,
a Secretary to the Board, a Treasurer to the Board, and such other personnel as the Board shall deem necessary or appropri-
ate. The duties and responsibilities of the Executive Director shall be as prescribed by the Board. The duties and responsi-
bilities of all other staff shall be as prescribed by the Executive Director.

(d) Attorneys, Consultants and Others. The Board may retain such attorneys, consultants and other independent con-
tractors as the Board may deem necessary or appropriate.

Rule A-6: Committees of the Board

(a) Establishment. The Board may establish one or more standing or special committees, each to have and exercise such
powers and authority as may be provided by the Board in the resolution establishing such committee; provided, howeuver, that
no such committee shall have the authority to exercise any of the powers and authority specifically conferred upon the Board
by the Act or by rule of the Board. In all such matters, the role of any such committee shall be solely advisory. The Chair-
man of the Board shall be an ex officio member of each such committee.
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(b) Procedure. The Board shall, by resolution, establish rules of procedure for each committee appointed by the Board,
to the extent deemed necessary or appropriate by the Board. To the extent not so provided by the Board, each committee
may determine its own rules of procedure.

(c) Members of a standing or special committee of the Board shall be entitled to a per diem allowance to be set by the
Board for those days or fraction thereof on which such committee meets, subject, however, to the approval of the Chairman
of the Board with respect to each such meeting.

Rule A-7: Assessments

The Board shall, by rule, provide for the costs and expenses of its operation and administration by levying such fees and
charges on brokers, dealers and municipal securities dealers as may be determined necessary or appropriate by the Board.

Rule A-8: Rulemaking Procedures

(a) Adoprion of Proposed Rules and Submission to Commission. The Board shall adopt such proposed rules as the Board shall
deem necessary or appropriate to effect the purposes of the Act with respect to transactions in municipal securities effected
by brokers, dealers and municipal securities dealers, including, as a minimum, proposed rules relating to those matters pre-
scribed in section 15B{b)(2)(A) through (K) of the Act. Upon their adoption by the Board, the Board shall submit proposed
rules to the Commission in accordance with the procedures set forth in section 19(b) of the Act and shall file such proposed
rules with the appropriate regulatory agencies in accordance with the provisions of section 17(c) of the Act. A proposed rule
of the Board shall become a rule of the Board upon its approval by the Commission, pursuant to section 19(b)(2) of the Act,
or upon filing with the Commission in accordance with the provisions of section 19(b)(3)(A) of the Act, or upon the deter-
mination of the Commission in accordance with the provisions of section 19(b)(3)(B) of the Act. Documents required to be
submitted to the Commission in connection with the proposed rules of the Board shall be signed on behalf of the Board by
the Chairman or Secretary of the Board, or by any person designated by the Board for that purpose by resolution.

(b) Advisory Opinions and Interpretations. The Board may from time to time render or cause to be rendered advisory opin-
ions and interpretations of rules of the Board at the request of any interested person. Such opinions and interpretations shall
represent the Board’s intent in adopting the rules which are the subject of such opinions and interpretations.

(c) Procedures. The Board may from time to time prescribe and amend procedures relating to the administration of Board
rules. Such procedures and amendments may be approved by the Board pursuant to rule A-4(d).

Each broker, dealer and municipal securities dealer shall be subject to such procedures and amendments thereto in the
same manner as the broker, dealer and municipal securities dealer is subject to the rules of the Board.

Procedures and amendments thereto shall become effective no earlier than 10 business days after publication of such pro-
cedures and amendments.

(d) Access to Board Rules and Other Action. The Board shall establish procedures designed to provide access by all inter-
ested persons to rules of the Board and other official Board action, and otherwise to keep all interested persons informed and
advised of all such rules and action.

Rule A-9: Fiscal Year

The fiscal year of the Board shall commence on October 1 of each year and end on September 30 of the following year.

Rule A-10: Independent Audit

The books and records of the Board shall be audited annually by independent certified public accountants selected by
the Board, who shall certify the results of their audit to the Board not later than 90 days following the close of each fiscal
year of the Board.

Rule A-11: Indemnification of Members, Employees and Arbitrators

Each member and employee of the Board and each arbitrator selected by the Board under Rule G-35 shall be indemni-
fied and held harmless against all liabilities and related expenses incurred in connection with the performance of his or her
official duties, provided that such member, employee or arbitrator has acted, or omitted to act, in good faith and within the
scope of his or her authority.

Rule A-12: Initial Fee

Prior to effecting any transaction in or inducing or attempting to induce the purchase or sale of any municipal security,
a broker, dealer, or municipal securities dealer shall pay to the Board an initial fee of $100, accompanied by a written state-
ment setting forth the name, address and Securities and Exchange Commission registration number of the broker, dealer, or
municipal securities dealer on whose behalf such fee is paid. The Commission registration number shall also be set forth on
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the face of the remittance. Such fee shall be payable at the offices of the Board. In the event any person subject to this rule
shall fail to pay the required fee, the Board may recommend to the Commission that the registration of such person with the

Commission be suspended or revoked.

Interpretive letters

Extent of municipal securities activities.
You inquire whether your firm is subject to the
initial fee imposed by rule A-12 of the Munici-
pal Securities Rulemaking Board (“MSRB"). In
that letter, you argue that the fee would consti-
tute a substantial portion of the income of the
[company name omitted.] from the sale of a
municipal securities and that firms with a low
volume of business should not be required to pay
this fee.

The MSRB was established by the Securi-
ties Acts Amendments of 1975 as the primary
rulemaking authority with respect to the activi-
ties of municipal securities brokers and dealers
and transactions in municipal securities. All
municipal securities brokers and dealers, regard-
less of the volume of their municipal securities
business, are subject to the rules promulgated by

the MSRB.

MSRB rule A-12 provides for an initial
assessment upon all municipal securities brokers
and dealers to defray a portion of the MSRB's
costs and expenses. In approving this rule, the
Commission determined that such an assess-
ment does not impose an undue burden and is
consistent with the statutory requirement that
the MSRB be self-funding. Thus, we can find no
reason to recommend that the Commission
exempt the Company from the provisions of
MSRB rule A-12. SEC interpretation of January
6, 1977.

Extent of municipal securities activities.
We have received a copy of your letter of
December 17, 1976, addressed to the Municipal
Securities Rulemaking Board (“MSRB"), in
which you question the applicability of MSRB
Rule A-12 to [name of company omitted], a reg-
istered broker-dealer which, in 1976, engaged in
occasional municipal securities transactions
involving securities which totaled under
$12,000 in face amount.

The MSRB was established by the Securi-
ties Acts Amendments of 1975 (the “Amend-
ments”) as the primary rulemaking authority
with respect to the activities of municipal secu-
rities brokers and dealers and with respect to
transactions in municipal securities. All munic-
ipal securities brokers and dealers, regardless of
whether they were registered broker-dealers pri-
or to the Amendments and regardless of the vol-
ume of their municipal securities business, are
subject to the rules promulgated by the MSRB.

MSRB Rule A-12 provides for a single, ini-
tial assessment of $100 upon all municipal secu-

rities brokers and dealers to defray a portion of
the MSRB's costs and expenses in carrying out
its Congressionally mandated function of devis-
ing a system of rules and regulations applicable
to all municipal securities professionals. The
bulk of those costs and expenses are currently
defrayed by revenues from fees assessed pursuant
to Rule A-13 which applies to underwriters of
municipal securities.

In approving MSRB Rule A-12, the Com-
mission determined that such an assessment
does not impose an undue burden and is consis-
tent with the statutory requirement that the
MSRB be self-funding. Therefore, we would not
recommend that the Commission consider
exempting {name of company omitted] from the
provisions of MSRB Rule A-12. SEC interpreta-
tion of January 4, 1977.

Previously registered entities. Thank you
for your letter [name and date deleted] which
has been referred to me for response. The letter
relates to the Municipal Securities Rulemaking
Board’s rule A-12, which imposes an initial fee
of $100 on municipal securities brokers and
municipal securities dealers.

We note that the terms “municipal securi-
ties broker” and “municipal securities dealer” are
not restricted under the Securities Acts Amend-
ments of 1975 (the “1975 Amendments”) to
securities firms and banks effecting transactions
exclusively in municipal securities. Many
municipal securities brokers and municipal
securities dealers (other than bank dealers) were
registered with the Securities and Exchange
Commission (the “Commission”) as brokers or
dealers prior to the 1975 Amendments. Munic-
ipal securities brokers and municipal securities
dealers already registered with the Commission
were not required to re-register with respect to
their municipal securities activities, but never-
theless are subject to payment of the Board's ini-
tial fee. In addition, many municipal securities
brokers and municipal securities dealers have
been and are members of the national securities
exchanges and the National Association of
Securities Dealers, Inc.

We are unable to conclude from the infor-
mation set forth in your letter that the initial fee
imposed by the Board's rule A-12 is inapplicable
to your firm. MSRB interpretation of June 16, 1976.

Introducing broker. We are in receipt of your
letter dated March 23, 1976, concerning the
Municipal Securities Rulemaking Board's initial
fee of $100 payable by municipal securities bro-

kers and municipal securities dealers.

We note that the term “broker” as defined
in section 3(a)(4) of the Securitics Exchange
Actof 1934 (the “Act”) is not restricted to secu-
rities firms that directly effect transactions for
the account of others. Rule 15¢3-1(a)(2) of the
Securities and Exchange Commission, which
establishes the ... minimum net capital require-
ment applicable to brokers that generally do not
carry customer accounts, necessarily assumes
that the introduction and forwarding of transac-
tions and accounts “to another broker or dealer”
is itself the performance of a brokerage function.
The definition of the term “municipal securities
broker” set forth in section 3{(a)(31) of the Act
incorporates the statutory definition of “broker”
and therefore appears similarly not restricted to
firms directly effecting transactions in munici-
pal securities for the account of others.

Pursuant to rule D-1 of the Board, which
incorporates the definitions of terms used in the
Act for purposes of the Board's rules, the term
“municipal securities broker” as used in rule
A-12 has the same meaning as set forth in sec-
tion 3(a)(31) of the Act. Accordingly, we are
unable to conclude from the information set
forth in your letter that the fee imposed by rule
A-12 is inapplicable to your firm. MSRB inter-
pretation of Apmil 2, 1976.

Introducing broker. Thank you for your letter
[name and date deleted] which has been referred
to me for response. Your letter relates to the
Municipal Securities Rulemaking Board's rule
A-12, which imposes an initial fee of $100 on
municipal securities brokers and municipal
securities dealers. More particularly, you ques-
tion whether an introducing broker with respect
to municipal securities transactions is a “munic-
ipal securities broker” subject to the Board’s rule

A-12.

We note that the term “broker” as defined
in section 3(a)(4) of the Securities Exchange
Actof 1934 (the “Act”) is not restricted to secu-
rities firms that directly effect transactions in
securities for the account of others. We call your
attention to various rules of the Securities and
Exchange Commission governing the activities
of “brokers” and “dealers” that recognize intro-
ducing brokers as “brokers” under the Act. See,
e.g., rules 15¢3-1(a)(2), 15¢3-3(k)(2). The def-
inition of the term “municipal securities broker”
set forth in section 3(a)(31) of the Act incor-
porates the statutory definition of “broker” and
therefore appears similarly not limited to firms
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directly effecting transactions in municipal
securities for the account of others.

With respect to the portion of your business
that relates to transactions in municipal sccuri-
ties, we note that the term “municipal securities
broker” is not limited under the Act to brokers
effecting transactions exclusively in municipal
securities. Such transactions need not constitute
a principal part of a municipal securities broker’s
business. Pursuant to rule D-1 of the Board,
which incorporates the definition of terms used
in the Act for purposes of the Board’s rules, the
term “municipal securities broker” as used in
rule A-12 has the same meaning as set forth in
section 3(a)(31) of the Act. Accordingly, we are
unable to conclude from the information set
forth in your letter that the fee imposed by rule
A-12 is inapplicable to your situation.

You may wish, however, to consult the staff
of the Securities and Exchange Commission with
respect to your status. If we may be of any further
assistance to you, please do not hesitate to con-
tact us. MSRB interpretation of June 11, 1976.

Affiliated entities. Thank you for your let-
ter [name and date deleted] which has been
referred to me for response. The letter relates to

Rule A-13: Underwriting and Transaction Assessments for

M S R B R U L E

the Municipal Securities Rulemaking Board’s
rule A-12, which imposes an initial fee of $100
on municipal securities brokers and municipal
securitics dealers.

Your letter indicates that you acquired the
firm of [firm's name deleted.] which is registered
with the Securities and Exchange Commission as
a broker-dealer, as of April 1, 1976. The acquired
firm, which is now called [firm's name deleted] is
a wholly-owned subsidiary of your firm.

We note that the Securities Exchange Act
of 1934 (the “Act”™)} defines the terms “munici-
pal securities broker” and “municipal securities
dealer” by reference to the types of activities
engaged in by a “person,” rather than by refer-
ence to the affiliation or ownership of the “per-
son.” Under section 3(a)(9) of the Act, parent
and subsidiary corporations are considered to be
separate “persons.” Accordingly, we are unable
to conclude from the information set forth in
your letter that the initial fee imposed by the
Board's rule A-12 is inapplicable to [the acquired
firm] because of your ownership of that firm.

We should point out, however, that the
applicability of the initial fee depends upon the
nature of [the acquired firm's] activities. If [the
acquited firm] was a municipal securities broker

B O O K

or municipal securities dealer prior to its acqui-
sition by you, the initial fee would be payable in
accordance with rule A-12 regardless of the
nature of [the acquired firm's] present securitics
activities. Of course, the initial fee would also
be payable if [the acquired firm} is presently act-
ing as a municipal securities broker or municipal
securities dealer. As your letter does not discuss
the activities of [the acquired firm] prior to or
after its acquisition by you, we are unable to
conclude that the Board's initial fee is inapplic-
able. MSRB interpretation of June 11, 1976.

See also:

Rule A-14 Interpretive Letters — Fully dis-
closed broker, MSRB interpretation of April
4, 1978.

— Extent and type of municipal securities
activities, MSRB interpretation of May 3,
1978.

- Registered municipal securities dealer,
MSRB interpretation of June 11, 1981.

Rule G-3 Interpretive Letter — Municipal
securities principal: MSRB registered
dealer, MSRB interpretation of March 30,
1994.

Brokers, Dealers and Municipal Securities Dealers

(a) Underwriting Assessments—Scope. Each broker, dealer and municipal securities dealer shall pay to the Board an under-
writing fee as set forth in section (b) for all municipal securities purchased from an issuer by or through such broker, dealer
or municipal securities dealer, whether acting as principal or agent, as part of a primary offering, provided that section (b) of
this rule shall not apply to a primary offering of securities if all such securities in the primary offering:

(i) have an aggregate par value less than $1,000,000;

(ii) have a final stated maturity of nine months or less;

(iii) at the option of the holder thereof, may be tendered to an issuer of such securities or its designated agent for
redemption or purchase at par value or more at least as frequently as every nine months until maturity, earlier redemp-
tion, or purchase by an issuer or its designated agent;

(iv) have authorized denominations of $100,000 or more and are sold to no more than thirty-five persons each of
whom the broker, dealer or municipal securities dealer reasonably believes: (A) has the knowledge and experience nec-
essary to evaluate the merits and risks of the investment; and (B) is not purchasing for more than one account, with a
view toward distributing the securities; or

(v) constitute municipal fund securities.

If a syndicate or similar account has been formed for the purchase of the securities, the underwriting fee shall be paid by the
managing underwriter on behalf of each participant in the syndicate or similar account.

(b) Underwriting Assessments—Amount. For those primary offerings subject to assessment under section (a) above, the

amount of the underwriting fee is:

(i) for primary offerings in which all securities offered have a final stated maturity less than two years, .001% ($.01

per $1,000) of the par value;

(ii) for primary offerings in which all securities offered, at the option of the holder thereof, may be tendered to an
issuer of such securities or its designated agent for redemption or purchase at par value or more at least as frequently as
every two years until maturity earlier redemption, or purchase by an issuer or its designated agent, .001% ($.01 per

$1,000) of the par value; and

(iii) for all other primary offerings subject to this rule, .003% ($.03 per $1,000) of the par value.

Rule A-13
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(i) Inter-Dealer Sales. Each broker, dealer and municipal securities dealer shall pay to the Board a fee equal to
.0005% ($.005 per $1,000) of the total par value of inter-dealer municipal securities sales that it reports to the Board
under rule G-14(b), except as provided in section (iii) of this paragraph (c). For those inter-dealer transactions report-
ed to the Board by a broker, dealer or municipal securities dealer on behalf of another broker, dealer or municipal secu-
rities dealer, the inter-dealer transaction fee shall be paid by the broker, dealer or municipal securities dealer that reported
the transaction to the Board. Such broker, dealer, or municipal securities dealer may then collect the inter-dealer trans-
action fee from the broker, dealer or municipal securities dealer on whose behalf the transaction was reported.

(ii) Customer Sales. Each broker, dealer and municipal securities dealer shall pay to the Board a fee equal to .0005%
($.005 per $1,000) of the total par value of sales to customers that it reports to the Board under rule G-14(b), except as
provided in section (iii) of this paragraph (c). The customer transaction fee shall be paid by the broker, dealer or munic-
ipal securities dealer that effected the sale to the customer.

(iii) Transactions Not Subject to Fee. Transaction fees are not assessed on transactions in municipal securities that:

(a) have a final stated maturity of nine months or less; or

(b) at the time of trade, may be tendered at the option of the holder to an issuer of such securities or its desig-
nated agent for redemption or purchase at par value or more at least as frequently as every nine months until
maturity, earlier redemption, or purchase by an issuer or its designated agent.

(d) Billing Procedure. The Board periodically will invoice brokers, dealers and municipal securities dealers for payment
of underwriting and transaction fees. The underwriting and transaction fees must be paid within 30 days of the sending of

the invoice by the Board.

(e) Prohibition on Charging Fees Required Under this Rule to Issuers. No broker, dealer or municipal securities dealer shall
charge or otherwise pass through the fee required under this rule to an issuer of municipal securities.

() Definitions. For purposes of this rule, the term “primary offering” shall mean an offering of municipal securities direct-
ly or indirectly by or on behalf of the issuer of such securities, including any remarketing of such securities directly by or on

behalf of the issuer of such securities.

MSRB INTERPRETATIONS

INTERPRETIVE NOTICE ON UNDERWRITING ASSESSMENT

Rule A-13 is intended to impose the ... underwriting assessment on

April 7, 1976

The Municipal Securities Rulemaking Board (the “Board”) has
received several requests for interpretation of rule A-13, which requires
each municipal securities broker and municipal securities dealer to pay the
Board a fee [on] ... the face amount of municipal securities purchased from
an issuer as part of a new issue. These requests concern the applicability of
the fee to securities which have a stated maturity of [nine months or less]
..., but are part of a new issue having a final stated maturity of [more than

the face amount of all securities purchased from an issuer that are part of
a new issue of municipal securities if any part of the issue has a final stat-
ed maturity of [more than nine months] ... from the date of the securities.
Thus, calculation of the fee should be based upon all municipal securities
which are part of such new issue, including securities having a stated matu-
rity of [nine months or less] .... The assessment is not intended to apply,
however, to short-term issues having a final maturity of [nine months or
less).

NOTE: Revised to reflect subsequent amendments.

nine months].

Interpretive Letters

Underwriting assessment: intrastate
underwriting. This will acknowledge receipt
of your letter dated March 3, 1978 requesting
that [Company name deleted.] be granted an
exemption from rule A-13 of the Municipal
Securities Rulemaking Board (the “Board”).
Rule A-13 requires municipal securities brokers
and municipal securities dealers to pay a fee to
the Board based on their municipal securities
underwriting activity. In your letter, you sug-
gest that “the Company” should not be subject
to the underwriting assessment imposed by the
rule because it engages only in intrastate sales
of municipal securities “to registered
broker-dealers or institutional investors.”

As a technical matter, although the Board
has the authority to interpret its rules and to

amend them through prescribed statutory pro-
cedures, the Board does not have the authori-
ty to grant exemptions from the rules. The
authority to grant exemptions is vested in the
Securities and Exchange Commission by sec-
tion 15B(a)(4) of the Securities Exchange Act
of 1934, as amended (the “Act™).

In considering whether “the Company”
should request an exemption from the Com-
mission, the following information concerning
rule A-13 may be helpful. The purpose of rule
A-13 is to provide a reasonable and equitable
means of defraying the costs and expenses of
operating and administering the Board, as con-
templated by section 15B(b)(2)(]) of the Act.
The rule applies to all municipal securities
dealers, with respect to their municipal securi-

7

ties underwriting activities, and covers situa-
tions in which new issue municipal securities
are sold by or through a municipal securities
professional to other securities professionals
and institutional customers, as well as to indi-
viduals.

With respect to the intrastate character of
“the Company’s” underwriting activity, we note
that certain provisions of the Securities Acts
Amendments of 1975 (Pub. L. 94-29) had the
effect of including within the scope of munici-
pal securities dealer regulation the intrastate
activities of municipal securities dealers. (See
sections 3(a)(17), 15(a)(1) and 15B(a){1) of
the Act.) Rule A-13 makes no distinction
between interstate and intrastate offerings.

MSRB interpretation of March 27, 1978.

Rule A-13



Underwriting assessment: application to
private placements. This is in response to your
request for a clarification of the application of
Board rule A-13, concerning the underwrniting
assessment for municipal securities brokers and
municipal securitics dealers, o privare place-
ments of municipal securitices.

Rule A-13 imposcs an assessment fee on the
underwriting of new issue municipal securitics
as an equitable means of defraying the costs and

Rule A-14: Annual Fee

expenses of operating the Board. The assess-
ment fee applics to new issuc municipal securi-
ties which are *... purchased from an issuer by or
through [a] municipal securities broker, or
municipal sccurities Jdealer, whether acting as
principal or agent.” The Board has consistently
interpreted the rule as requiring payment of the
assessment fee where a municipal securities
dealer acting as agent for the issuer arranges the
direct placement of new issue municipal securi-
ties with institutional customers or individuals.

In such cases it can be said that the securitics are
purchased from an issuer “through” the munici-
pal securities dealer.

Of course, a municipal securities dealer who
serves in an advisory role to an issuer on such
matters as the structure or timing of a new issue,
but who plays no part in arranging a private
placement of the securities, would not be
required to pay the assessment fee prescribed by
rule A-13. MSRB interpretation of February 22,
1982.

In addition to any other fees prescribed by the rules of the Board, each broker, dealer and municipal securities dealer
shall pay an annual fee to the Board of $300, with respect to each fiscal year of the Board in which the broker, dealer or munic-
ipal securities dealer conducts municipal securities activities. Such fee must be received at the office of the Board no later
than October 31 of the fiscal year for which the fee is paid, accompanied by the invoice sent to the broker, dealer or munic-
ipal securities dealer by the Board, or a written statement setting forth the name, address and Commission registration num-
ber of the broker, dealer or municipal securities dealer on whose behalf the fee is paid.

Interpretive Letters

Registered municipal securities dealer.
Your letter dated February 11, 1981 has been
referred to me for response.

In your letter you state that [the firm] “has
had no transactions in municipal securities
since a trade on September 13, 1979.” You
note that according to rule A-14 of the Board
relating to annual fees, a fce ... is payable for
each fiscal year in which the municipal securi-
ties broker or municipal securities dealer con-
ducts business. You conclude thar “[s]ince we
did not conduct any business during the last fis-
cal year (10/1/79-9/30/80) it would appear that
[the firm] should be entitled to a refund” for the
fiscal year ending October, 1980, and should
not be liable for payment of the annual fee for
the fiscal year ending October, 1981.

The purpose of the annual fee imposed by
rule A-14 is to defray the costs of the Board's
communications with those firms which are
qualified to do a municipal securities business.
There is no threshold level of municipal secu-
rities business which triggers liability for pay-
ment of the annual fee. Rather, the fee is
imposed on all brokers and dealers who are reg-
istered as municipal securities brokers with the
S.E.C. Since [the firm] is registered as a munic-
ipal securities dealer, it is liable for payment of
the annual fee imposed by rule A-14 for the fis-
cal year ending October 1981.

If your firm no longer intends to do a
municipal securities business, rule A-15 of the
Board provides a procedure for withdrawal
from registration as a municipal securities deal-
er. Withdrawal from registration would, of
course, enable your firm to avoid paying annu-

Rule A-14

al fees to the Board. However, at such time as
your firm resumes any municipal securities
business, it would be required to pay the initial
and annual fees imposed by rules A-12 and
A-14, respectively. MSRB interpretation of June
11, 1981.

A-12 and A-14 has the same meaning as set
forth in section 3(a)(31) of the Act.

Accordingly, we are unable to conclude
that the fees imposed by the Board are inap-
plicable to your situation. MSRB interpretation
of April 4, 1978.

Fully disclosed broker. 1 refer to your let-
ter of March 24, 1978 in which you request a
determination concerning whether as a broker
who passes all of his business through a dealer
on a fully disclosed basis you are subject to the
Municipal Securities Rulemaking Board's rules
A-12 and A-14 which impose an initial and
annual fee on municipal securities brokers and
municipal securities dealer.

I note that the term “broker” as defined in
section 3{a)(4) of the Securities Exchange Act
of 1934 (the “Act”) is not restricted to securi-
ties firms that directly effect transactions in
securities for the account of others. I call your
attention to various rules of the Securities and
Exchange Commission governing the activi-
ties of “brokers” and “dealers” that recognize
introducing brokers as “brokers” under the
Act. See e.g., rules 15¢3-1(a)(2) and
15¢3-3(k)(2). The definition of the term
“municipal securities broker” set forth in sec-
tion 3{a)(31) of the Act incorporates the
statutory definition of “broker” and therefore
appears similarly not limited to firms directly
effecting transactions in municipal securities
for the account of others.

Pursuant to rule D-1 of the Board, which
incorporates the definition of terms used in the
Act for purposes of the Board’s rules, the term
“municipal securities broker” as used in rules

Extent and type of municipal securities
activities. Your letter dated March 23, 1978
concerning compliance with the Municipal
Securities Rulemaking Board’s requirements
has been referred to me for response.

The Municipal Securities Rulemaking
Board was established by the Securities Acts
Amendments of 1975 as the primary rulemak-
ing authority with respect to the activities of
municipal securities brokers and dealers and
with respect to transactions in municipal secu-
rities. The Board’s rules apply to each munici-
pal securities broker and municipal securities
dealer within the meaning of sections 3(a)(31)
and 3(a)(30), respectively, of the Securities
Exchange Act of 1934, as amended (the
“Act”), and all municipal securities brokers
and dealers regardless of the volume of their
municipal securities business, are subject to the
rules promulgated by the Board insofar as
transactions in municipal securities are con-
cerned, whether such transactions are solicited
or unsolicited.

Under section 15B(b)(2)}(]} of the Act,
the Board is directed to prescribe fees and
charges payable by each municipal securities
dealer and municipal securities broker to
defray the costs and expenses of operating the
Board. Pursuant to this authority, the Board
adopted rules A-12 and A-14 which impose an
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initial fee and an annual fee on each municipal  the statutory requirement that the MSRB be

securities broker and municipal securities dealer.  self-funding. We therefore request that you com- See also:
A copy of these rules are enclosed. ply with these rules and forward your checks to Rule G-3 Interpretive Letter — Municipal secu-
In approving MSRB rules A-12 and A-14, U promptly. MSRB interpretation of May 3, 1978. rities principal: MSRB registered dealer,

MSRB interpretation of March 30, 1994.

the Securities and Exchange Commission deter-
mined that these assessments are consistent with

Rule A-15: Notification to Board of Termination of Municipal
Securities Activities and Change of Name or Address

(a) Procedure for Notifying Board of Termination. A broker, dealer, or municipal securities dealer that ceases to be engaged
in municipal securities activities must promptly notify the Board of such broker’s, dealer’s or municipal securities dealer’s
change of status by filing with the Boatd a written statement setting forth such broker’s, dealer’s or municipal securities deal-
er’s name, address and Commission registration number and the fact that such broker, dealer or municipal securities dealer
is no longer engaging in municipal securities activities.

(b) Obligation to Pay Fees. A broker, dealer, or municipal securities dealer that files notification with the Board pursuant
to section (a) of this rule shall be obligated to pay the fees owed to the Board at the time of filing of such notification.

(c) Notification of Name or Address Change. Each broker, dealer or municipal securities dealer which has followed the pro-
cedure set forth in Board rule A-12 shall notify the Board promptly of any changes to the information required by rule A-12.

Interpretive Letter

See: rities principal: MSRB registered dealer,

Rule G-3 Interpretive Letter - Municipal secu- MSRB interpretation of March 30, 1994.

Rule A-16; **Reserved**

Rule A-17: Confidentiality of Examination Reports

Any report of an examination or of information extracted from a report of an examination (“examination report”) of a
broker, dealer and municipal securities dealer furnished to the Board by the Securities and Exchange Commission pursuant
to section 15(B)(c)(7)(B) of the Act and rule 15Bc7-1 thereunder shall be maintained and utilized in accordance with the
following terms and conditions, in order to ensure the confidentiality of any information contained in such reports:

(1) Any such examination report shall be reviewed only by authorized members of the Board’s staff; no member of
the Board shall have access, directly or indirectly, to an examination report. Anything herein to the contrary notwith-
standing, the staff of the Board may furnish to the Board or any appropriate committee thereof summaries or other com-
munications relating to the examination reports, provided that such summaries or other communications shall not
contain information which might make it possible to identify the brokers, dealers or municipal securities dealers or asso-
ciated persons which are the subject of the examination reports to which any such summary or other communication
relates.

(2) The Executive Director and General Counsel shall designate jointly the members of the staff of the Board who
shall have access to the examination reports.

(3) Each member of the staff of the Board who is authorized pursuant to section (2) of this rule to have access to the
examination reports shall execute a written undertaking that he or she will not copy or use for personal purposes any
part of such reports, nor reveal the contents thereof to any unauthorized person.

(4) The examination reports shall be maintained on the premises of the Board in locked cabinets with access there-
to limited to authorized members of the staff of the Board.

? Rule A-17



——

ﬁMSRB

M S R B R U L E B O O K

DEFINITIONAL RULES
Rule D-1: General

Unless the context otherwise specifically requires, the terms used in the rules of the Municipal Securities Rulemaking
Board shall have the respective meanings set forth in the Securities Exchange Act of 1934 (15 U.S.C. § 78a et seq.) and the
rules and regulations of the Securities and Exchange Commission thereunder.

Rule D-2: “Act”

The term “Act” shall mean the Securities Exchange Act of 1934, as from time to time amended.

Rule D-3: “Commission”

The term “Commission” shall mean the Securities and Exchange Commission.
g

Rule D-4: “Board”

The term “Board” shall mean the Municipal Securities Rulemaking Board.

Rule D-5: “Member”

The term “member” shall mean a member of the Board.

Rule D-6. “Whole Board”

The term “whole Board” shall mean the total number of members of the Board provided for in the administrative rules
of the Board without regard to vacancies.

Rule D-7: “Proposed Rules and Rules of the Board”

The term “rule” shall mean a rule which the Board shall have adopted within the scope of its authority under section
15B of the Act, which shall have become effective in accordance with section 19(b) of the Act or which shall have been
amended by the Commission pursuant to section 19(c) of the Act. The term “proposed rule” shall mean a rule of the Board
prior to the time when the same shall have become effective in accordance with section 19(b) of the Act.

Rule D-8: “Bank Dealer”

The term “bank dealer” shall mean a municipal securities dealer which is a bank or a separately identifiable department
or division of a bank as defined in rule G-1 of the Board.

Rule D-9: “Customer”

Except as otherwise specifically provided by rule of the Board, the term “customer” shall mean any person other than a
broker, dealer, or municipal securities dealer acting in its capacity as such or an issuer in transactions involving the sale by
the issuer of a new issue of its securities.

MSRB INTERPRETATION

Employees and other associated persons of brokers, dealers and municipal
securities dealers would, under this definition, be “customers” with respect
to transactions effected for their personal accounts. An issuer would be a
“customer” within the meaning of the rule except in the case of a sale by
it of a new issue of its securities.

EXCERPT FROM NOTICE OF APPROVAL OF FAIR PRACTICE RULES
QOctober 24, 1978

Rule D-9 codifies, as a definitional rule of general application, the def-
inition of the term “customer” presently set forth in various Board rules.

Rule D-10: “Discretionary Account”

The term “discretionary account” shall mean the account of a customer carried or introduced by a broker, dealer, or
municipal securities dealer with respect to which such broker, dealer, or municipal securities dealer is authorized to deter-
mine what municipal securities will be purchased, sold or exchanged by or for the account.

MSRB INTERPRETATION

municipal securities will be purchased, sold or exchanged by or for the
account. The definition covers accounts for which a municipal securities

EXCERPT FROM NOTICE OF APPROVAL OF FAIR PRACTICE RULES

October 24, 1978

Rule D-10 defines a discretionary account as an account for which a
municipal securities professional has been authorized to determine what

professional exercises discretionary authority from time to time, as well as
accounts in which the customer sometimes, but not always, makes invest-
ment decisions. Under rule D-10, a discretionary account will not be

Rule D-10
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deemed to exist if the professional’s discretion is limited to the price at  cretion conceming what municipal securities will be purchased, sold or
which, or the time at which, an order given by a customer for a definite  exchanged, rather than when or at what price such transactions may occur.
amount of a specified sccurity is executed. The definition relates to dis-

Rule D-11: “Associated Persons”

Unless the context otherwisc requires or a rule of the Board otherwise specifically provides, the terms “broker,” “dealer,”
“municipal securities broker,” “municipal securities dealer,” and “bank dealer” shall refer to and include their respective asso-
ciated persons. Unless otherwise specified, persons whose functions are solely clerical or ministerial shall not be considered
associated persons for purposes of the Board’s rules.

MSRB INTERPRETATION

EXCERPT FROM NOTICE OF APPROVAL OF FAIR PRACTICE RULES ministerial personnel are excluded from the definition for purposes of the
Board’s rules, unless otherwise specified. Although the statutory defini-
October 24, 1978 ©

Rule D-11 is designed to eliminate the need to make specific reference
to personnel of securities firms and bank dealers in each Board rule that
applies both to the organization and its personnel. practice rules indicates that such rules will ordinarily not apply to persons

tions of associated persons include individuals and organizations in a con-

trol relationship with the securities professional, the context of the fair

The term “associated person” in rule D-11 has the same meaning as set who are associated with securities firms and bank dealers solely by reason

forth in sections 3(a)(18) and 3(a}(32) of the Act, except that clericaland ~ of a control relationship.
Rule D-12: “Municipal Fund Security”

The term “municipal fund security” shall mean a municipal security issued by an issuer that, but for the application of
Section 2(b) of the Investment Company Act of 1940, would constitute an investment company within the meaning of Sec-
tion 3 of the Investment Company Act of 1940.

MSRB INTERPRETATION
INTERPRETATION RELATING TO SALES OF MUNICIPAL FUND mary offering” as that term is defined in Rule 15c2-12. If a dealer is
SECURITIES IN THE PRIMARY MARKET acting as an “underwriter” (as defined in Rule 15¢2-12(f)(8)) in con-
nection with that primary offering, the dealer may be subject to the re-
January 18, 2001 quirements of Rule 15¢2-12.4
The Municipal Securities Rulemaking Board (the “Board”) has Rule 15¢2-12(f)(8) defines an underwriter as “any person who has pur-

learned that sales of certain interests in trust funds held by state or local  chased from an issuer of municipal securities with a view to, or offers or
governmental entities may be effected by or through brokers, dealers or  sells for an issuer of municipal securities in connection with, the offering
municipal securities dealers (“dealers”). In particular, the Board has  of any municipal security, or participates or has a direct or indirect partic-
reviewed two types of state or local governmental programs in which deal- ipation in any such undertaking, or participates or has a participation in
ers may effect transactions in such interests: pooled investment funds  the direct or indirect underwriting of any such undertaking.”

under trusts established by state or local governmental entities (“local gov-
ernment pools”)! and higher education savings plan trusts established by
states (“higher education trusts").? In response to a request of the Board,
staff of the Division of Market Regulation of the Securities and Exchange

Consistent with SEC staff’s view regarding the sale in primary offer-
ings of municipal fund securities, dealers acting as underwriters in prima-
1y offerings of municipal fund securities generally would be subject to the

requirements of rule G-36, on delivery of official statements, advance

Commission (thT “S%Ch') Eas siiated .that “at least scémedinterZS_ts in IOC};?ll refunding documents and Forms G-36(OS) and G-36(ARD) to Board or
government pools and higher education trusts may be, depending on the .. gogionee Thus, unless such primary offering falls within one of the stat-

: ‘ Py sy .
Sct}s;nd;nrcurr:t;:riggs{ 9[3121]“"13C£a[ secu}rllertserfortsprgp?sli;ofith? [Steil:);l ed exemptions in Rule 15¢2-12, the Board expects that the dealer would
€s] Exchange Ac 707l 7 Any such interests that may, in fact, receive a final official statement from the issuer or its agent under its con-
stitute municipal securities are referred to herein as “municipal fund agreement entered into pursuant to Rule 15¢2-12(b)(3).6 Such
A C CE .
securities.” To the extent that dealers effect transactions in municipal fund final official statement should be received from the issuer in sufficient time

securities, such transactions are subject to the jurisdiction of the Board for the dealer to send it, together with Form G-36(OS), to the Board with-
pursuant to Section 15B of the Securities Exchange Act of 1934 (the in one business day of receipt but no later than 10 business days after any

“Exchange Act”). final agreement to purchase, offer, or sell the municipal fund securities, as
With respect to the applicability to municipal fund securities of  required under rule G-36(b)(i).” “Final official statement,” as used in rule
Exchange Act Rule 15¢2-12, relating to municipal securities disclosure, ~ G-36(b)(i), has the same meaning as in Rule 15¢2-12(f)(3), which states,

staff of the SEC’s Division of Market Regulation has stated: in relevant part:
[W]e note that Rule 15¢2-12(f}{7) under the Exchange Act defines a The term final official statement means a document or set of documents
“primary offering” as including an offering of municipal securities di- prepared by an issuer of municipal securities or its representatives that
rectly or indirectly by or on behalf of an issuer of such securities. Based is complete as of the date delivered to the Participating Undewriter(s)
upon an analysis of programs that have been brought to our attention, and that sets forth information concerning the terms of the proposed
it appears that interests in local government pools or higher education issue of securities; information, including financial information or op-
trusts generally are offered only by direct purchase from the issuer. Ac- erating data, concerning such issuers of municipal securities and those
cordingly, we would view those interests as having been sold in a “pri- other entities, enterprises, funds, accounts, and other persons materi-

Rule D-12 12
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al to an evaluation of the Offering; and a description of the un-
dertakings to be provided pursuant to paragraph (b)(5)(i), paragraph
(d)(2)(1i), and paragraph (d)(2)(iii) of this section, if applicable, and
of any instances in the previous five years in which each person spec-
ified pursuant to paragraph (b){5)(ii) of this section failed to comply,
in all material respects, with any previous undertakings in a writ-
ten contract or agreement specified in paragraph (b)(5)(i) of this
section.?

The Board understands that issuers of municipal fund securities typi-
cally issue and deliver the securities continuously as customers make pur-
chases, rather than issuing and delivering a single issue on a specified date.
As used in Board rules, the term “underwriting period” with respect to an
offering involving a single dealer (i.e., not involving an underwriting syn-
dicate) is defined as the period (A) commencing with the first submission
to the dealer of an order for the purchase of the securities or the purchase
of the securities from the issuer, whichever first occurs, and (B) ending at
such time as the following two conditions both are met: (1) the issuer
delivers the securities to the dealer, and (2) the dealer no longer retains an
unsold balance of the securities purchased from the issuer or 21 calendar
days elapse after the date of the first submission of an order for the securi-
ties, whichever first occurs.? Since an offering consisting of securities issued
and delivered on a continuous basis would not, by its very nature, ever
meet the first condition for the termination of the underwriting period,
such offering would continuously remain in its underwriting period.'® Fur-
ther, since rule G-36(d) requires a dealer that has previously provided an
official statement to the Board to send any amendments to the official
statement made by the issuer during the underwriting period, such dealer
would remain obligated to send to the Board any amendments made to the
official statement during such continuous underwriting period. However,
in view of the increased possibility that an issuer may change the dealer
that participates in the sale of its securities during such a continuous
underwriting period, the Board has determined that rule G-36(d) would
require that the dealer that is at the time of an amendment then serving
as underwriter for securities that are still in the underwriting period send
the amendment to the Board, regardless of whether that dealer or anoth-
er dealer sent the original official statement to the Board.

In addition, municipal fund securities sold in a primary offering would
constitute new issue municipal securities for purposes of rule G-32, on dis-
closures in connection with new issues, so long as the securities remain in
their underwriting period. Rule G-32 generally requires that a dealer sell-
ing a new issue municipal security to a customer must deliver the official
statement in final form to the customer by settlement of such transaction.
Thus, a dealer effecting transactions in municipal fund securities that are
sold during a continuous underwriting period would be required to deliv-
er to the customer the official statement by settlement of each such trans-
action. However, in the case of a customer purchasing such securities who
is a repeat purchaser, no new delivery of the official statement would be
required so long as the customer has previously received it in connection
with a prior purchase and the official statement has not been changed from
the one previously delivered to that customer.!!

Certain other implications arise under Board rules as a result of the
status, in the view of SEC staff, of sales of municipal fund securities as pri-
mary offerings. For example, dealers are reminded that the definition of
“municipal securities business” under rule G-37, on political contributions
and prohibitions on municipal securities business, and rule G-38, on con-
sultants, includes the purchase of a primary offering from the issuer on oth-
er than a competitive bid basis or the offer or sale of a primary offering on
behalf of any issuer. Thus, a dealer’s transactions in municipal fund secu-
rities may affect such dealer’s obligations under rules G-37 and G-38. In
addition, rule G-23, on activities of financial advisors, applies to a dealer’s
financial advisory or consultant services to an issuer with respect to a new
issue of municipal securities.

R U L E
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The Board understands that local government pools are established by state or local gov-
ernmental entities as trusts that serve as vehicles for the pooled investment of public
moneys of participaring governmental entities. Participants purchase interests in the trust
and trust assets are invested in a manner consistent with the trust’s stated investment
ohjectives. Investors generally do not have a right to contro} investment of trust assets.
See generally National Assoctation of State Treasurers, Special Report: Local Govern-
ment Investment Pools (July 1995); Standard & Poor's Fund Services, Local Govern-
ment [nvestment Pools (May 1999).

~

The Board understands that higher education trusts generally are established by states
under section 529(b} of the Internal Revenue Code as “qualified stare ruition programs”
through which individuals make investments for the purpose of accumulating savings for
qualifying higher education costs of beneficiaries. Individuals purchase interests in the
trust and trust assets are invested in a manner consistent with the trust’s stated investment
objectives. Investors do not have a right to control investment of trust assets. See gener-
ally College Savings Plans Network, Special Report on State and College Savings Plans
(1998).

Letter dated February 26, 1999 from Catherine McGuire, Chief Counsel, Division of
Market Regulation, SEC, to Diane G. Klinke, General Counsel of the Board, in response
to letter dated June 2, 1998 from Diane G. Klinke to Catherine McGuire, published as
Municipal Securities Rulemaking Board, SEC No-Action Letter, Wash. Serv. Bur.
(CCH) File No. 032299033 (Feb. 26, 1999) (the “SEC Letter").

SEC Letter.

The definition of underwriter excludes any person whose interest is limited to a com-
mission, concession, or allowance from an underwriter or dealer not in excess of the usu-
al and customary distributors’ or sellers’ commission, concession, or allowance.

Section (b}(3) of Rule 15¢2-12 requires that a dealer serving as a Participating Under-
writer in connection with a primary offering subject to the Rule contract with an issuer
of municipal securities or its designated agent to receive copies of a final official statement
at the time and in the quantities set forth in the Rule.

If a primary offering of municipal fund securities is exempt from Rule 15¢2-12 (other
than as a result of being a limited offering as described in section (d){1)(i) of the Rule)
and an official statement in final form has been prepared by the issuer, then the dealer
would be expected 1o send the official statement in final form, together with Form G-
36(0S), to the Board under rule G-36(c)(i).

8 Dealers seeking guidance as to whether a particular document or set of documents con-

stitutes a final official statement for purposes of rule G-36(b)(i) should consult with SEC

staff to determine whether such document or set of documents constitutes a final official

statement for purposes of Rule 15¢2-12.

See rule G-32(c)(ii)(B). If approved by the SEC, the proposed rule change will redesig-

nate this section as rule G-32(d)(ii)(B).

10 Similarly, an offering involving an underwriting syndicate and consisting of securities
issued and delivered on a continuous basis also would remain in its underwriting period
under the definition thereof set forth in rule G-11(a)(ix).

-
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This is equally true for other forms of municipal securities for which a customer has
already received an official statement in connection with an earlier purchase and who
proceeds to make a second purchase of the same securities during the underwriting peri-
od. Furthermore, in the case of a repeat purchaser of municipal securities for which no
official statement in final form is being prepared, no new delivery of the written notice
to that effect or of any official statement in preliminary form would be required so long
as the customer has previously received it in connection with a prior purchase. Howev-
er, if an official statement in final form is subsequently prepared, the customer’s next pur-
chase would trigger the delivery requirement with respect to such official statement. Also,
if an official statement which has previously been delivered is subsequently amended dur-
ing the underwriting period, the customer’s next purchase would trigger the delivery
requirement with respect to such amendment.

Rule D-12
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GENERAL RULES

Rule G-1: Separately Identifiable Department or Division of a Bank

(a) A separately identifiable department or division of a bank, as such term is used in section 3(a)(30) of the Act, is that
unit of the bank which conducts all of the activities of the bank relating to the conduct of business as a municipal securities
dealer (“municipal securities dealer activities”}, as such activities are hereinafter defined, provided that:

(1) Such unit is under the direct supervision of an officer or officers designated by the board of directors of the bank
as responsible for the day-to-day conduct of the bank’s municipal securities dealer activities, including the supervision
of all bank employees engaged in the performance of such activities; and

(2) There are separately maintained in or separately extractable from such unit’s own facilities or the facilities of the
bank, all of the records relating to the bank’s municipal securities dealer activities, and further provided that such records
are so maintained or otherwise accessible as to permit independent examination thereof and enforcement of applicable
provisions of the Act, the rules and regulations thereunder and the rules of the Board.

(b) For purposes of this rule, the activities of the bank which shall constitute municipal securities dealer activities are as
follows:

(1) underwriting, trading and sales of municipal securities;

(2) financial advisory and consultant services for issuers in connection with the issuance of municipal securities;
(3) processing and clearance activities with respect to municipal securities;

(4) research and investment advice with respect to municipal securities;

(5) any activities other than those specifically enumerated above which involve communication, directly or indi-
rectly, with public investors in municipal securities; and

(6) maintenance of records pertaining to the activities described in paragraphs (1) through (5) above; provided, how-
ever, that the activities enumerated in paragraphs (4) and (5) above shall be limited to such activities as they relate to
the activities enumerated in paragraphs (1) and (2) above.

(c) The fact that directors and senior officers of the bank may from time to time set broad policy guidelines affecting the
bank as a whole and which are not directly related to the day-to-day conduct of the bank’s municipal securities dealer activ-
ities, shall not disqualify the unit hereinbefore described as a separately identifiable department or division of the bank or
require that such directors or officers be considered as part of such unit.

(d) The fact that the bank’s municipal securities dealer activities are conducted in more than one geographic organiza-
tional or operational unit of the bank shall not preclude a finding that the bank has a separately identifiable department or
division for purposes of this rule, provided, however, that all such units are identifiable and that the requirements of paragraphs
(1) and (2) of section (a) of this rule are met with respect to each such unit. All such geographic, organizational or opera-
tional units of the bank shall be considered in the aggregate as the separately identifiable department or division of the bank
for purposes of this rule.

MSRB INTERPRETATION

See:

Rule G-23 Interpretation — Notice on Application of Board Rules to
Financial Advisory Services Rendered to Corporate Obligors on
Industrial Development Bonds, May 23, 1983.

Interpretive Letters

October 15, 1975. The rule is presently num- division” as defined in rule G-1?

bered rule G-1 of the Board.

In your letter you pose a series of questions

Separately identifiable department or divi-
sion of a bank. This will acknowledge receipt

{(2)In a bank with numerous branches, an
of your letter of November 12, 1975, in which

employee or officer in a branch will on

you request, on behalf of the Dealer Bank Asso-
ciation, an interpretative opinion with respect
to the rule of the Municipal Securities Rule-
making Board (the “Board”) defining the term
“separately identifiable department or division
of a bank,” as used in section 3(a)(30) of the
Securities Exchange Act of 1934, as amended
(the “Act”). Such rule was originally numbered
rule 4 of the Board and became effective on

concerning rule G-1, as follows:

(1) A bank has an operations department
that performs processing and clearance
activities, and maintains records, with
respect to the bank’s underwriting, trad-
ing and sales of municipal securities, as
well as with respect to certain other
bank activities. Can this bank have a
“separately identifiable department or

15

occasion accept or solicit an order from
a customer for municipal securities.
Does this preclude a finding that the
bank has a “separately identifiable
department or division”!

(3)Mr. X is a senior vice president of a

bank. He is not a director. Mr. X's only
relationship to the bank’s municipal
securities dealer activities is that he is a

Rule G-1
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member of a management committee
within the bank that determines the
amount of the bank's funds that will be
made available for the bank’s municipal
securities dealer activities, as well as for
other bank activities. The bank has a
separately identifiable department or
division that otherwise meets the
requirements of rule G-1. Is Mr. X a per-
son who must be designated by the
board of directors of the bank under rule

G-1{a)(1)!

(4) A bank has a corporate trust department
that, among other things, serves as pay-
ing agent for certain municipal securi-
ties and performs clearing functions in
municipal securities, in addition to the
processing and clearance activities per-
formed in connection with the bank’s
underwriting, trading and sales of
municipal securities. Are the persons in
the bank’s corporate trust department
who engage solely in activities that do
not relate to the underwriting, trading
and sales of municipal securities by the
bank performing municipal securities
dealer activities?

With respect to question (1) above, para-
graph (d) of rule G-1 contemplates that the
municipal securities dealer activities of a bank,
as such activities are defined in paragraph (b) of
the rule, may be conducted in more than one
organizational or operational unit of the bank,
for example, underwriting, trading and sales
activities in the bond department, and process-
ing and clearance activities in the operations
department of the bank. Under the rule, all such
units can be aggregated to constitute a separate-
ly identifiable department or division within the
meaning of section 3(a)(30) of the Act, provid-
ed that each such unit is identifiable and under
the direct supervision of an officer designated by
the board of directors of the bank as responsible
for the day-to-day conduct of the bank’s munic-
ipal securities dealer activities. The officer so
designated need not be the same for all such
units. For example, the senior officer of the
bank’s bond department may be designated as
responsible for the municipal securities dealer
activities conducted by that department, while
the senior officer of the bank’s operations
department may be designated as responsible for
the municipal securities dealer activities con-
ducted by that department. In addition, the
records of each such unit relating to municipal
securities dealer activities must be separately
maintained or separately extractable so as to
permit independent examination of such
records and enforcement of applicable provi-
sions of the Act, the rules and regulations of the
Commission thereunder and the rules of the
Board. Finally, each such unit comprising the

Rule G-1
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separately identifiable department or division
may be engaged in activities other than those
relating to municipal securities dealer activities.
For example, the bond department may also
engage in activities relating to United States
government obligations, while the operations
department may perform processing and clear-
ance functions for departments of the bank oth-
er than the bond department.

With respect to question (2) above, para-
graph (d) of rule G-1 also contemplates that the
municipal securities dealer activities of a bank
may be conducted at more than one geographic
location. However, in order for such a bank to
have a separately identifiable department or
division, the branch employees who accept or
solicit orders for municipal securities must, with
respect to acceptance or solicitation of such
orders, be affiliated with one of the identifiable
units of the bank comprising such department
or division and must, with respect to acceptance
or solicitation of such orders, be responsible to
an officer designated by the board of directors of
the bank as responsible for the day-to-day con-
duct of the bank’s municipal securities dealer
activities. Further, the bank’s records relating to
the transactions effected by such branch
employees must meet the criteria of paragraph
(a) of rule G-1 with respect to separate mainte-
nance and accessibility.

With respect to question (3) above, para-
graph (c) of rule G-1 recognizes that senior offi-
cers of a bank may make determinations
affecting bank policy as a whole which have an
indirect effect on the municipal securities deal-
er activities of the bank. For example, determi-
nations with respect to the deployment of the
bank’s funds may affect the size of the bank’s
inventory of municipal securities or volume of
underwriting. Ordinarily such determinations
would not directly relate to the day-to-day con-
duct of the bank’s municipal securities dealer
activities and senior officers making such deter-
minations need not be designated by the board
of directors of the bank as responsible for the
conduct of such activities. However, if the
determinations of senior officers have a direct
and immediate impact on the day-to-day con-
duct of the bank’s municipal securities dealer
activities, whether by reason of the scope of
such determinations, the frequency with which
such determinations are made, or by reason of
other factors, such officers may be considered to
be directly engaged in the conduct of the bank’s
municipal securities dealer activities and
required to be designated by the board of direc-
tors of the bank as responsible for the day-to-day
conduct of such activities.

With respect to question (4) above, the reg-
ulatory focus of section 15B(b)(2)(H) of the
Act is on the dealer activities of a bank. Accord-
ingly, subparagraph (b)(2) of rule G-1 was
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intended to relate to such dealer activities, and
not to describe other activities of the bank
which might involve municipal securities.
Employees of a bank’s corporate trust depart-
ment who perform clearance and other func-
tions with respect to municipal securities, but
which do not relate to the underwriting, trading
and sales activities of the bank, do not perform
municipal securities dealer activities within the
meaning of rule G-1.

This opinion is rendered on behalf of the
Board, pursuant to authority delegated by the
Board. Copies of this opinion are being sent to
the Securities and Exchange Commission, the
bank regulatory agencies and the National
Association of Securities Dealers, Inc. MSRB
interpretation of November 17, 1975.

Inclusion of IDB-related activities. This
responds to your letter of June 14, 1983 con-
cerning your request for an interpretation of
Board rule G-1, which defines a “separately
identifiable department or division” of a bank.
In particular, you request our advice concerning
whether certain activities engaged in by your
Corporate Finance Division (the “Division”)
should be considered “municipal securities deal-
er activities” for purposes of the rule. Your letter
and a subsequent telephone conversation set
forth the following facts:

The Division acts as financial advisor to
certain corporate customers of the Bank. Some
of these customers wish to raise money through
the issuance of IDBs. In order to assist these cor-
porations in the placement of the IDBs, the
Division contacts from one to ten institutional
investors and provides them with information
regarding the terms of the proposed financing
and basic facts about the corporation. If the
investor expresses interest in the financing, a
confidential memorandum describing the finan-
cing, prepared by the corporation with the assis-
tance of the Division, is sent.

During negotiations between the corpora-
tion and the investor, the Division may act as a
liaison between the two parties in the commu-
nication of comments on the financing docu-
ments. According to the bank, the Division is
not an agent of the corporation and is not
authorized to act on behalf of the corporation in
accepting any terms or conditions associated
with the proposed financing. For its services, the
Division usually receives a percentage of the
total dollar amount of securities issued, with a
minimum contingent on the successful comple-
tion of the deal. While the bank has established
a separately identifiable division pursuant to
rule G-1, the Division is not part of it.

Your inquiry was discussed by the Board at
its July meeting. The Board is of the view that
the activities of the Division, as described, con-
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stitute the sales of municipal securities for pur-
poses of the definition of municipal securities
dealer activities in Board rule G-1. Therefore,
these activities should be conducted in the
bank’s registered separately identifiable depart-
ment by persons qualified under the Board’s
professional qualifications rules. MSRB interpre-
tation of July 26, 1983.

Portfolio credit analyst. This will acknow-
ledge with thanks receipt of your letter dated
May 2, 1978 concerning the status of persons
occupying the position of portfolio credit ana-
lyst at your bank. Your letter, as well as our tele-
phone conversations prior and subsequent to
the letter, raise two questions concerning the
status of such persons under Board rules. First,
are the functions of a portfolio credit analyst
subject to the requirements of rule G-1, which
defines a separately identifiable dealer depart-
ment or division of a bank? Second, must a port-
folio credit analyst qualify as a municipal
securities representative or municipal securities
principal under Board rule G-37

Although we recognize that the primary
purpose of the portfolio credit analyst, as set
forth in the material you furnished to me, is to
review your bank’s investment portfolio, a func-
tion not subject to Board regulation, to the
extent that the analyst provides research advice
and analysis in connection with your bank’s
underwriting, trading or sales activities, the ana-
lyst must be included within the municipal secu-
rities dealer department for purposes of rule G-1,
and is subject to the qualification requirements

of rule G-3.

Under Board rule G-1, a separately identifi-
able department or division of a bank is that
unit of the bank which conducts all of the
municipal securities dealer activities of the
bank. Section (b) of the rule defines municipal
securities dealer activities to include research
with respect to municipal securities to the
extent such research relates to underwriting,
trading, sales or financial advisory and consul-
tant services performed by the bank. Thus, we
think it clear that for purposes of rule G-1, per-
sons functioning as portfolio credit analysts who
render research in connection with underwrit-
ing, trading or sales activities at your bank must
be included within the separately identifiable
department or division of the bank for purposes
of rule G-1. This is consistent with the underly-
ing purpose of rule G-1 to assure that all of the
functions performed at the bank relating to the
business of the bank as a municipal securities
dealer are appropriately identified for purposes
of supervision, inspection and enforcement.

Under rule G-3(a)(iii)!”, a municipal secu-
rities representative is defined as a person asso-
ciated with a municipal securities broker or
municipal securities dealer who performs certain
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functions similar to those defined as municipal
securities dealer activities in rule G-1. The posi-
tion of portfolio credit analyst as described in
your letter and accompanying material appears
to fit the definition of municipal securities rep-
resentative to the extent that persons occupying
such position perform research in connection
with the bank's underwriting, trading or sales
activities. Under rule G-3(e)!"l, municipal secu-
rities representatives are required to qualify in
accordance with Board rules. A similar result
would obtain with respect to qualification as a
municipal securities principal, if the portfolio
credit analyst functions in a supervisory capaci-

ty. MSRB interpretation of June 8, 1978.

[*1{Currently codified at rule G-3(a)(i).]
[$][Currently codified at rule G-3(a)(ii).]

17

Rule G-1



—
m—

"MSRB M S R B R U L E B O O K

Rule G-2: Standards of Professional Qualification

No broker, dealer or municipal securities dealer shall effect any transaction in, or induce or attempt to induce the pur-
chase or sale of, any municipal security unless such broker, dealer or municipal securities dealer and every natural person asso-
ciated with such broker, dealer or municipal securities dealer is qualified in accordance with the rules of the Board.

Interpretive Letters

Execution of infrequent unsolicited
orders. This is in response to your letter in
which you state that your firm is a discount bro-
ker that executes orders on an unsolicited basis
and that occasionally a customer will approach
your firm to sell a municipal security they own
or to purchase a specific issue. You ask that the
Board give consideration to allowing a firm like
yours to act as a broker/dealer for customers
on an unsolicited basis without being required
to have an associated person qualified as a
municipal securities principal.

Rule G-2, on standards of professional qual-
ification, states that no dealer shall effect any
transaction in, or induce or attempt to induce
the purchase or sale of, any municipal security
unless such dealer and every natural person asso-
ciated with such dealer is qualified in accor-
dance with the rules of the Board. Rule G-3, on
professional qualifications, states that a dealer
that conducts a general securities business shall
have at least one associated person qualified as
a municipal securities principal to supervise the
dealer’s municipal securities activities.

The Boards rules do not provide an exemp-
tion from the numerical requirements for
municipal securities principals based on the type
of transactions in municipal securities in which
a dealer engages. There also is no exemption
from the Board's rules based on a de minimis
number of transactions in municipal securities.

MSRB interpretation of October 2, 1998.
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Rule G-3: Classification of Principals and Representatives; Numerical
Requirements; Testing; Continuing Education Requirements

No broker, dealer or municipal securities dealer or person who is a municipal securities representative, municipal securi-
ties principal, municipal securities sales principal or financial and operations principal (as hereafter defined) shall be qualified
for purposes of rule G-2 unless such broker, dealer or municipal securities dealer or person meets the requirements of this rule.

(a) Municipal Securities Representative.

(i) Definition. The term “municipal securities representative” means a natural person associated with a broker,
dealer or municipal securities dealer, other than a person whose functions are solely clerical or ministerial, whose
activities include one or more of the following:

(A) underwriting, trading or sales of municipal securities;

(B) financial advisory or consultant services for issuers in connection with the issuance of municipal
securities;

(C) research or investment advice with respect to municipal securities; or

(D) any other activities which involve communication, directly or indirectly, with public investors in
municipal securities;

provided, however, that the activities enumerated in subparagraphs (C) and (D) above shall be limited to such activ-
ities as they relate to the activities enumerated in subparagraphs (A) and (B) above.

(ii) Qualification Requirements.

(A) Except as otherwise provided in this paragraph (a)(ii), every municipal securities representative shall
take and pass the Municipal Securities Representative Qualification Examination prior to being qualified as a
municipal securities representative. The passing grade shall be determined by the Board.

(B) The requirements of subparagraph (a)(ii)(A) of this rule shall not apply to any person who is duly qual-
ified as a general securities representative by reason of having taken and passed the General Securities Regis-
tered Representative Examination.

(C) The requirements of subparagraph (a)(ii)(A) of this rule shall not apply to any person who is duly qual-
ified as a limited representative—investment company and variable contracts products by reason of having tak-
en and passed the Limited Representative-Investment Company and Variable Contracts Products Examination,
but only if such person’s activities with respect to municipal securities described in paragraph (a)(i) of this rule
are limited solely to municipal fund securities.

(D) Any person who ceases to be associated with a broker, dealer or municipal securities dealer (whether
as a municipal securities representative or otherwise) for two or more years at any time after having qualified as
a municipal securities representative in accordance with subparagraphs (a)(ii)(A), (B) or (C) shall again meet
the requirements of subparagraphs (a)(ii)(A), (B) or (C) prior to being qualified as a municipal securities rep-
resentative.

(iit) Apprenticeship.

(A) Any person who first becomes associated with a broker, dealer or municipal securities dealer in a
representative capacity (whether as a municipal securities representative, general securities representative or
limited representative—investment company and variable contracts products) without having previously
qualified as a municipal securities representative, general securities representative or limited
representative—investment company and variable contracts products shall be permitted to function in a repre-
sentative capacity without qualifying pursuant to subparagraph (a)(ii)(A), (B) or (C) for a period of at least 90
days following the date such person becomes associated with a broker, dealer or municipal securities dealer,
provided, however, that such person shall not transact business with any member of the public with respect to,
or be compensated for transactions in, municipal securities during such 90 day period, regardless of such
person’s having qualified in accordance with the examination requirements of this rule. A person subject to the
requirements of this paragraph (a)(iii) shall in no event continue to perform any of the functions of a
municipal securities representative after 180 days following the commencement of such person’s association
with such broker, dealer or municipal securities dealer, unless such person qualifies as a municipal securities
representative pursuant to subparagraphs (a)(ii)(A), (B) or (C).

(B) Prior experience, of at least 90 days, as a general securities representative, limited representative—
investment company and variable contracts products or limited representative—government securities, will meet
the requirements of this paragraph (a)(iii).
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(b) Municipal Securities Principal; Municipal Fund Securities Limited Principal

(1) Definition. The term “municipal securities principal” means a natural person (other than a municipal secu-
rities sales principal), associated with a broker, dealer or municipal securities dealer that has filed with the Board in
compliance with rule A-12, who is directly engaged in the management, direction or supervision of one or more of
the following activities:

(A) underwriting, trading or sales of municipal securities;
(B) financial advisory or consultant services for issuers in connection with the issuance of municipal securities;

(C) processing, clearance, and, in the case of brokers, dealers and municipal securities dealers other than
bank dealers, safekeeping of municipal securities;

(D) research or investment advice with respect to municipal securities;

(E) any other activities which involve communication, directly or indirectly, with public investors in
municipal securities;

(F) maintenance of records with respect to the activities described in subparagraphs (A) through (E); or
(G) training of municipal securities principals or municipal securities representatives.

provided, however, that the activities enumerated in subparagraphs (D) and (E) above shall be limited to such activ-
ities as they relate to the activities enumerated in subparagraphs (A) or (B) above.

(ii) Qualification Requirements.

(A) Every municipal securities principal shall take and pass the Municipal Securities Principal Qualifica-
tion Examination prior to being qualified as a municipal securities principal. The passing grade shall be deter-
mined by the Board.

(B) Any person seeking to become qualified as a municipal securities principal in accordance with sub-
paragraph (b){ii)(A) of this rule, must, prior to being qualified as a municipal securities principal:

(1) have been duly qualified as either a municipal securities representative or a general securities rep-
resentative; provided, however, that any person who qualifies as a municipal securities representative solely
by reason of subparagraph (a)(ii)(C) shall not be qualified to take the Municipal Securities Principal Qual-
ification Examination on or after October 1, 2002; or

(2) have taken and passed either the Municipal Securities Representative Qualification Examination
or the General Securities Registered Representative Examination.

(C) Any person who ceases to act as a municipal securities principal for two or more years at any time after
having qualified as such shall meet the requirements of subparagraphs (b)(ii)(A) and (B) prior to being quali-
fied as a municipal securities principal.

(D) For the first 90 days after becoming a municipal securities principal, the requirements of subparagraph
{b)(ii)(A) shall not apply to any person who is qualified as a municipal securities representative, general secu-
rities representative or general securities principal, provided, however, that such person shall take and pass the
Municipal Securities Principal Qualification Examination within that period.

(iii) Numerical Requirements. Every broker, dealer and municipal securities dealer shall have at least two munic-
ipal securities principals, except:

(A) every broker, dealer or municipal securities dealer which is a member of a registered securities associa-
tion and which conducts a general securities business, or

(B) every broker, dealer or municipal securities dealer having fewer than eleven persons associated with it
in whatever capacity on a full-time or full-time equivalent basis who are engaged in the performance of its
municipal securities activities, or, in the case of a bank dealer, in the performance of its municipal securities deal-
er activities,

shall have at least one municipal securities principal.
(iv) Municipal Fund Securities Limited Principal.

(A) Definition. The term “municipal fund securities limited principal” means a natural person (other than
amunicipal securities principal or municipal securities sales principal), associated with a broker, dealer or munic-
ipal securities dealer that has filed with the Board in compliance with rule A-12, who is directly engaged in the
functions of a municipal securities principal as set forth in paragraph (b)(i), but solely as such activities relate
to transactions in municipal fund securities.
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(B) Qualification Requirements.

(1) Every municipal fund securities limited principal shall take and pass the Municipal Fund Securities
Limited Principal Qualification Examination prior to being qualified as a municipal fund securities limited
principal. The passing grade shall be determined by the Board.

(2) Any person seeking to become qualified as a municipal fund securities limited principal in accor-
dance with clause (b)(iv)(B)(1) of this rule must, as a condition to being qualified as a municipal fund secu-
rities limited principal:

(a) have been duly qualified as either a general securities principal or an investment company/vari-
able contracts limited principal; or

(b) have taken and passed either the General Securities Principal Qualification Examination or the
Investment Company and Annuity Principal Qualification Examination.

(3) Any person who ceases to act as a municipal fund securities limited principal for two or more years
at any time after having qualified as such shall meet the requirements of clauses (b)(iv)(B)(1) and (2) pri-
or to being qualified as a municipal fund securities limited principal.

(4) For the first 90 days after becoming a municipal fund securities limited principal, the requirements
of clauses (b)(iv)(B)(1) and (2) shall not apply to any person who is qualified as a general securities repre-
sentative, investment company/variable contracts limited representative, general securities principal or
investment company/variable contracts limited principal, provided, however, that such person shall meet the
requirements of clauses {b)(iv)(B)(1) and (2) within that period.

(C) Actions as Municipal Securities Principal. Any municipal fund securities limited principal may under-

take all actions required or permitted under any Board rule to be taken by a municipal securities principal, but
solely with respect to activities related to municipal fund securities.

(D) Numerical Requirements. Any broker, dealer or municipal securities dealer whose municipal securi-

ties activities are limited exclusively to municipal fund securities may count any municipal fund securities lim-
ited principal toward the numerical requirement for municipal securities principal set forth in paragraph (b)(iii).

(E) Temporary Provisions for Municipal Fund Securities Limited Principal. Notwithstanding any other pro-

vision of this rule, until March 31, 2003, the following provisions shall apply to any broker, dealer or municipal
securities dealer whose municipal securities activities are limited exclusively to municipal fund securities:

(1) the broker, dealer or municipal securities dealer may designate any person who has taken and passed
the General Securities Principal Qualification Examination or Investment Company and Annuity Princi-
pal Qualification Examination as a municipal fund securities limited principal.

(2) any municipal fund securities limited principal designated as provided in clause (b)(iv)(E)(1) may
undertake all actions required or permitted under any Board rule to be taken by a municipal securities prin-
cipal to the same extent as set forth in subparagraph (b)(iv)(C).

(3) the broker, dealer or municipal securities dealer may count any municipal fund securities limited
principal designated as provided in clause (b)(iv)(E)(1) toward the numerical requirement for municipal
securities principal to the same extent as set forth in subparagraph (b)(iv)(D).

(4) On and after April 1, 2003, all municipal fund securities limited principals (including any munic-
ipal fund securities limited principals designated as provided in clause (b)(iv)(E)(1)) must be qualified as
provided in subparagraph (b)(iv)(B).

(c) Municipal Securities Sales Principal.

(i) Definition. The term “municipal securities sales principal” means a natural person (other than a municipal

securities principal) associated with a broker, dealer or municipal securities dealer (other than a bank dealer) whose
supervisory activities with respect to municipal securities are limited exclusively to supervising sales to and purchases
from customers of municipal securities.

(ii) Qualification Requirements.

(A) Every municipal securities sales principal shall take and pass the General Securities Sales Supervisor

Qualification Examination prior to acting in such capacity. The passing grade shall be determined by the Board.

(B) Any person seeking to become qualified as a municipal securities sales principal in accordance with sub-

paragraph (c)(ii)(A) of this rule, must, prior to being qualified as a municipal securities sales principal:

(1) have been duly qualified as either a municipal securities representative or a general securities rep-
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resentative; or

(2) have taken and passed either the Municipal Securities Representative Qualification Examination
or the General Securities Registered Representative Examination.

(C) Any person who ceases to act as a municipal securities sales principal for two or more years at any time
after having qualified as such shall meet the requirements of subparagraphs (c)(ii){A) and (B) prior to being
qualified as a municipal securities sales principal.

(D) For the first 90 days after becoming a municipal securities sales principal, the requirements of subpara-
graph (c)(ii)(A) shall not apply to any person who is qualified as a municipal securities representative, general
securities representative or general securities principal, provided, however, that such person shall take and pass
the General Securities Sales Supervisory Qualification Examination within that period.

(d) Financial and Operations Principal.

(i) Definition. The term “financial and operations principal” means a natural person associated with a broker,
dealer or municipal securities dealer (other than a bank dealer or a broker, dealer or municipal securities dealer
meeting the requirements of subparagraph (a)(2)(iv), (v) or (vi) of rule 15¢3-1 under the Act or exempted from the
requirements of rule 15¢3-1 in accordance with paragraph (b)(3) thereof), whose duties include:

(A) approval of and responsibility for financial reports required to be filed with the Commission or any
self-regulatory organization;

(B) final preparation of such reports;
(C) overall supervision of individuals who assist in the preparation of such reports;

(D) overall supervision of and responsibility for individuals who are involved in the maintenance of the
books and records from which such reports are derived;

(E) overall supervision and/or performance of the responsibilities of the broker, dealer or municipal securi-
ties dealer pursuant to the financial responsibility rules under the Act;

(F) overall supervision of and responsibility for all individuals who are involved in the administration and
maintenance of the processing and clearance functions of such broker, dealer or municipal securities dealer; and

(G) overall supervision of and responsibility for all individuals who are involved in the administration and
maintenance of the safekeeping functions of such broker, dealer or municipal securities dealer.

(ii) Qualification Requirements.

(A) Every financial and operations principal shall be qualified in such capacity in accordance with the rules
of a registered securities association.

(B) Any person who ceases to be associated with a broker, dealer or municipal securities dealer as a finan-
cial and operations principal for two or more years at any time after having qualified as such in accordance with
this paragraph (d)(ii) shall qualify in such capacity in accordance with the rules of a registered securities asso-
ciation prior to being qualified as a financial and operations principal.

(iii) Numerical Requirements. Every broker, dealer and municipal securities dealer (other than a bank dealer
and a broker, dealer or municipal securities dealer meeting the requirements of subparagraph (a)(2)(iv), (v) or (vi)
of rule 15¢3-1 under the Act or exempted from the requirements of rule 15¢3-1 in accordance with paragraph (b)(3)
thereof) shall have at least one financial and operations principal, including its chief financial officer, qualified in
accordance with paragraph (d)(ii) of this rule.

(e) Confidentiality of Qualification Examinations. No associated person of a broker, dealer or municipal securities

dealer shall:

(i) in the course of taking a qualification examination required by this rule receive or give assistance of any
nature;

(ii) disclose to any person questions, or answers to any questions, on any qualification examination required by
this rule;

(iii) engage in any activity inconsistent with the confidential nature of any qualification examination required
by this rule, or with its purpose as a test of the qualification of persons taking such examinations; or

(iv) knowingly sign a false certification concerning any such qualification examination.

(f) Retaking of Qualification Examinations. Any associated person of a broker, dealer or municipal securities deal-
er who fails to pass a qualification examination prescribed by the Board shall be permitted to take the examination
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again after a period of 30 days has elapsed from the date of the prior examination, except that any person who fails
to pass an examination three or more times in succession shall be prohibited from again taking the examination until
a period of six months has elapsed from the date of such person’s last attempt to pass the examination.

(g) Waiver of Qualification Requirements.

(i) The requirements of paragraphs (a)(ii), (a)(iii), (b)(ii), (b)(iv)(B) and (c)(ii) may be waived in extraordi-
nary cases for any associated person of a broker, dealer or municipal securities dealer who demonstrates extensive
experience in a field closely related to the municipal securities activities of such broker, dealer or municipal securi-
ties dealer. Such waiver may be granted by

(A) a registered securities association with respect to a person associated with a member of such associa-
tion, or

(B) the appropriate regulatory agency as defined in section 3(a)(34) of the Act with respect to a person asso-
ciated with any other broker, dealer or municipal securities dealer.

(ii) The requirements of paragraph (d)(ii) may be waived for any associated person of a broker, dealer or munic-
ipal securities dealer in circumstances sufficient to justify the granting of a waiver if such person were seeking to reg-

“ister and qualify with a member of a registered securities association as a financial and operations principal. Such

waiver may be granted by a registered securities association with respect to a person associated with a member of
such association.

(h) Continuing Education Requirements

This section (h) prescribes requirements regarding the continuing education of certain registered persons subse-

quent to their registration with a registered securities association with respect to a person associated with a member of
such association, or the appropriate regulatory agency as defined in section 3(a)(34) of the Act with respect to a person
associated with any other broker, dealer or municipal securities dealer (“the appropriate enforcement authority”). The
requirements shall consist of a Regulatory Element and a Firm Element as set forth below.

(i) Regulatory Element

(A) Requirements—No broker, dealer or municipal securities dealer shall permit any registered person to
continue to, and no registered person shall continue to, perform duties as a registered person, unless such per-
son has complied with the requirements of section (i) hereof.

(1) Each registered person shall complete the Regulatory Element beginning with the occurrence of
their second registration anniversary date and every three years thereafter or as otherwise prescribed by the
Board. On each occasion, the Regulatory Element must be completed within 120 days after the person’s reg-
istration anniversary date. A person’s initial registration date shall establish the cycle of anniversary dates
for purposes of this section (i). The content of the Regulatory Element shall be determined by the Board
for each registration category of persons subject to the rule.

(2) Persons who have been continuously registered for more than 10 years as of the effective date of this
section are exempt from the requirements of this rule relative to participation in the Regulatory Element,
provided such persons have not been subject to any disciplinary action within the last 10 years as enumer-
ated in paragraphs (i)(C)(1)-(2) of this section. However, persons delegated supervisory responsibility or
authority pursuant to rule G-27 and registered in such supervisory capacity are exempt from participation
in the Regulatory Element under this provision only if they have been continuously registered in a super-
visory capacity for more than ten years as of the effective date of this rule and provided that such supervi-
sory. person has not been subject to any disciplinary action under paragraphs (i)(C)(1)-(2) of this section.

(3) In the event that a registered person who is exempt from participation in the Regulatory Element
subsequently becomes the subject of a disciplinary action as enumerated in paragraphs (i)(C)(1)-(2), such
person shall be required to satisfy the requirements of the Regulatory Element as if the date the disciplinary
action becomes final is the person’s initial registration anniversary date.

(B) Failure to Complete—Unless otherwise determined by the Board, any registered persons who have not
completed the Regulatory Element within the prescribed time frames will have their registrations deemed inac-
tive until such time as the requirements of the program have been satisfied. Any person whose registration has
been deemed inactive under this section shall cease all activities as a registered person and is prohibited from
performing any duties and functioning in any capacity requiring registration. A registration that is inactive for
a period of two years will be administratively terminated. A person whose registration is so terminated may reac-
tivate the registration only by reapplying for registration and meeting the qualification requirements of the
applicable provisions of this rule. The appropriate enforcement authority may, upon application and a showing
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of good cause, allow for additional time for a registered person to satisfy the program requirements.

(C) Re-entry into Program—Unless otherwise determined by the appropriate enforcement authority, a reg-
istered person will be required to re-enter the Regulatory Element and satisfy all of its requirements in the event
such person:

(1) becomes subject to any statutory disqualification as defined in Section 3(a)(39) of the Securities
Exchange Act of 1934;

(2) becomes subject to suspension or to the imposition of a fine of $5,000 or more for violation of any pro-
vision of any securities law or regulation, or any agreement with or rule or standard of conduct of any securi-
ties governmental agency, securities self-regulatory organization, the appropriate enforcement authority or as
imposed by any such regulatory or self-regulatory organization in connection with a disciplinary proceeding;

(3) is ordered as a sanction in a disciplinary action to re-enter the continuing education program by any
securities governmental agency, the appropriate enforcement authority or securities self-regulatory organization.

Re-entry shall commence with initial participation within 120 days of the registered person becoming subject
to the statutory disqualification, in the case of (1) above, or the completion of the sanction or the disciplinary
action becomes final, in the case of (2) or (3) above The date that the disciplinary action becomes final will be
deemed the person’s initial registration anniversary date for purposes of this section (i).

(D) Any registered person who has terminated association with a broker, dealer or municipal securities
dealer and who has, within two years of the date of termination, become reassociated in a registered capacity
with a broker, dealer or municipal securities dealer shall participate in the Regulatory Element at such intervals
that apply (second registration anniversary and every three years thereafter) based on the initial registration
anniversary date rather than based on the date of reassociation in a registered capacity.

(E) Any former registered person who becomes reassociated in a registered capacity with a broker, dealer or
municipal securities dealer more than two years after termination as such will be required to satisfy the program’s
requirements in their entirety (second registration anniversary and every three years thereafter), based on the
most recent registration date.

(F) Definition of registered person—For purposes of this section, the term “registered person” means any per-
son registered with the appropriate enforcement authority as a municipal securities representative, municipal
securities principal, municipal securities sales principal or financial and operations principal pursuant to this rule.

(G) In-Firm Delivery of the Regulatory Element

Brokers, dealers and municipal securities dealers will be permitted to administer the continuing education Reg-
ulatory Element program to their registered persons by instituting an in-firm program acceptable to the Board.

The following procedures are required:

(1) Principal In-Charge. The broker, dealer or municipal securities dealer has designated a municipal
securities principal or a general securities principal to be responsible for the in-firm delivery of the Regula-
tory Element.

(2) Site Requirements.

(a) The location of all delivery sites will be under the control of the broker, dealer or municipal
securities dealer.

(b) Delivery of Regulatory Element continuing education will take place in an environment con-
ducive to training. (Examples: a training facility, conference room or other area dedicated to this pur-
pose would be appropriate. Inappropriate locations would include a personal office or any location that
is not or cannot be secured from traffic and interruptions).

(c) Where multiple delivery terminals are placed in a room, adequate separation between termi-
nals will be maintained.

(3) Technology Requirements. The communication links and firm delivery computer hardware must
comply with standards defined by the Board or its designated vendor.

(4) Supervision

(a) The broker, dealer or municipal securities dealer’s written supervisory procedures must contain
the procedures implemented to comply with the requirements of in-firm delivery of the Regulatory Ele-
ment continuing education.
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(b) The broker, dealer or municipal securities dealer’s written supervisory procedures must identi-
fy the municipal securities principal or general securities principal designated pursuant to section
(h)(i)(G)(1) of this rule and contain a list of individuals authorized by the broker, dealer or municipal
securities dealer to serve as proctors.

(c) Firm locations for delivery of the Regulatory Element continuing education will be specifical-
ly listed in the broker, dealer or municipal securities dealer’s written supervisory procedures.

(5) Proctors

(a) All sessions will be proctored by an authorized person during the entire Regulatory Element ses-
sion. Proctors must be present in the session room or must be able to view the person(s) sitting for Reg-
ulatory Element continuing education through a window or by video moniror.

(b) The individual responsible for proctoring at each administration will sign a certification that
required procedures have been followed, that no material from Regulatory Element continuing educa-
tion has been reproduced, and that no candidate received any assistance to complete the session. Such
certification may be part of the sign-in log required under section (h)(i)(G)(6)(c) of this rule.

(c) Individuals serving as proctors must be persons registered with a self-regulatory organization and
supervised by the designated principal for purposes of in-firm delivery of the Regulatory Element con-
tinuing education.

(d) Proctors will check and verify the identification of all individuals taking Regulatory Element
continuing education.

(6) Administration.

(a) All appointments will be scheduled in advance using the procedures and software specified by
the Board to communicate with the Board’s system and designated vendor.

(b) The broker, dealer or municipal securities dealer and its proctor will conduct each session in
accordance with the administrative appointment scheduling procedures established by the Board or its
designated vendor.

(c) A sign-in log will be maintained at the delivery facility. Logs will contain the date of each ses-
sion, the name and social security number of the individual taking the session, the fact that required
identification was checked, the sign-in time, the sign-out time, and the name of the individual proc-
toring the session. Such logs are required to be retained pursuant to rules G-8 and G-9.

(d) No material will be permitted to be utilized for the session nor may any session-related mater-
ial be removed.

(e) Delivery sites will be made available for inspection by the appropriate enforcement authority.

() Before commencing the in-firm delivery of the Regulatory Element continuing education, bro-
kers, dealers and municipal securities dealers are required to file with the Board a letter of attestation
(as specified below) signed by a municipal securities principal or general securities principal attesting
to the establishment of required procedures addressing principal in-charge, supetvision, site, technolo-
gy, proctors, and administrative requirements. Letters filed with the Board should be sent to the Munic-
ipal Securities Rulemaking Board, Professional Qualifications Department, 1900 Duke Street, Suite
600, Alexandria, Virginia, 22314.

Letter of Attestation for In-Firm Delivery of Regulatory Element Continuing Education

{Name of broker, dealer or municipal securities dealer} has established procedures for delivering Regulatory Element con-
tinuing education on its premises. I have determined that these procedures are reasonably designed to comply with SRO
requirements pertaining to in-firm delivery of Regulatory Element continuing education, including that such procedures have
been implemented to comply with principal in-charge, supervision, site, technology, proctors, and administrative require-

ments.
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Signature

Printed name

Title (Must be signed by a municipal securities principal or general securities principal of the broker, dealer or municipal secu-

rities dealer)

Date

Rule G-3

(ii) Firm Element

(A) Persons Subject to the Firm Element—The requirements of this section shall apply to any person reg-
istered with a broker, dealer or municipal securities dealer who has direct contact with customers in the con-
duct of the broker, dealer or municipal securities dealer’s securities sales, trading and investment banking
activities, and to the immediate supervisors of such persons (collectively, “covered registered persons”). “Cus-
tomer” shall mean any natural person and any organization, other than another broker, dealer or municipal secu-
rities dealer, executing securities transactions with or through or receiving investment banking services from a
broker, dealer or municipal securities dealer.

(B) Standards for the Firm Element

(1) Each broker, dealer and municipal securities dealer must maintain a continuing and current edu-
cation program for its covered registered persons to enhance their securities knowledge, skill, and profes-
sionalism. At a minimum, each broker, dealer and municipal securities dealer shall at least annually evaluate
and prioritize its training needs and develop a written training plan. The plan must take into consideration
the broker, dealer and municipal securities dealer’s size, organizational structure, and scope of business activ-
ities, as well as regulatory developments and the performance of covered registered persons in the Regula-
tory Element. If a broker, dealer or municipal securities dealer’s analysis determines a need for supervisory
training for persons with supervisory responsibility, such training must be included in the broker, dealer or
municipal securities dealer’s training plan.

(2) Minimum Standards for Training Programs—Programs used to implement a broker, dealer or munic-
ipal securities dealer’s training plan must be appropriate for the business of the broker, dealer or municipal
securities dealer and, at a minimum must cover the following matters concerning securities products, ser-
vices and strategies offered by the broker, dealer or municipal securities dealer:

(a) General investment features and associated risk factors;
(b) Suitability and sales practice considerations;
(c) Applicable regulatory requirements.

(3) Administration of Continuing Education Program—A broker, dealer or municipal securities deal-
er must administer its continuing education programs in accordance with its annual evaluation and writ-
ten plan and must maintain records documenting the content of the programs and completion of the
programs by covered registered persons.

(C) Participation in the Firm Element—Covered registered persons included in a broker, dealer or munic-
ipal securities dealer’s plan must take all appropriate and reasonable steps to participate in continuing educa-
tion programs as required by the broker, dealer or municipal securities dealer.

(D) Specific Training Requirements—The appropriate enforcement authority may require a broker, dealer
or municipal securities dealer, individually or as part of a larger group, to provide specific training to its covered
registered persons in such areas the appropriate enforcement authority deems appropriate. Such a requirement
may stipulate the class of covered registered persons for which it is applicable, the time period in which the
requirement must be satisfied and, where appropriate, the actual training content.
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~ Board rule G-2 establishes the standard for professional qualification as a municipal securities broker or municipal securities dealer and their associ-
ated persons. Rule G-3 classifies Srofessional participants in four categories (municipal securities principals, municipal securities sales principals, finan-
cial and operations principals and municipal securities representatives) and sets forth specifically the qualification requirements for each.

NOTE: The Professional Qualification Handbook, the Board handbook explaining the qualification requirements, is available from the Board’s
office, (703) 797-6600. This explanation, organized according to the rule G-3 classification o(} professionals, sets forth in detail the examination, experi-
ence, and numerical requirements for professional qualification. Topics such as qualification examination procedures, waiver of qualification examina-
tions, and special qualification circumstances are also discussed.

MSRB INTERPRETATION.

INTERPRETIVE NOTICE ON PROFESSIONAL QUALIFICATIONS

The question has been asked whether supervisory personnel in the pro-

January 27, 1977 cessing and clearance areas must qualify as the municipal securities princi-
On December 23, 1976, the Municipal Securities Rulemaking Board  pals under rule G-3. In a securities firm, the financial and operations
(the “Board”) issued an interpretive notice addressing certain questions  principal ordinarily would be the only person supervising operations-relat-
received by the Board with respect to its professional qualifications rules  ed activities who will be required to pass an examination. With respect to
{rules G-2 through G-7). Since that time, the Board has received addi-  bank dealer supervisory personnel, to whom the financial and operations
tional questions concerning rule G-3 which are discussed in this interpre-  principal classification does not apply, qualification in a principal capacity
tive notice. in the operations area will not be required unless the person in question
exercises policy-making authority. Thus, an individual may supervise a
) . - bank dealer’s processing activities without qualifying as a municipal secu-
Under the rule G-3(b)(ii)", every municipal securities broker and i principal, regardless of the number of persons supervised by such indi-

municipal securities dealer other than a bank dealer is required to h.ave AU yidual, if policy-making functions and discretionary authority are delegated
least one qualified financial and operations principal. As defined in the 44 higher level.

rule, this person is responsible for the overall supervision and preparation
of financial reports to the Securities and Exchange Commission and self-
regulatory organizations and for the processing, clearance, safekeeping and
recordkeeping activities of the firm. If more than one person shares these
overall supervisory responsibilities, each such person must be qualified as a
financial and operations principal.

2. Activities Requiring Qualification as a Municipal Securities Principal.

1. Requirements for Financial and Operations Principals.

Somewhat different considerations apply in determining which per-
sons are required to be qualified as municipal securities principals in con-
nection with underwriting, trading, sales or other activities referred to in
the Board’s rules as municipal securities principal activities. In these areas,
the qualification requirements apply to persons having supervisory respon-
. sibility with respect to the day-to-day conduct of the activities in question,

The question has been asked whether a financial and operations  eyen though such persons may not have a policy-making role. The Board’s
principal whose duties relate solely to financial and operational matters  ¢nclusions in this regard are based on the fact that in these other areas the
and not, for example, to underwriting, trading, or sales functions must qual- supervisory person is responsible for the activities of personnel who com-

ify also as a municipal securities principal by passing the Board’s municipal  ynicate directly with issuers, traders, and investors.
securities principal examination when it is prescribed. The Board does not

intend to impose such a requirement on persons whose functions are lim-
ited to those set forth in the definition of a financial
and operations principal. In certain cases, communications from customers may be received at a
time when a duly qualified municipal securities representative or munici-
pal securities principal is unavailable. Similarly, there may be situations
in which it becomes important to advise a customer promptly of transac-
tions effected and orders confirmed, even though the individual responsi-
ble for the account may not be able to communicate with the customer at
that time.

3. Activities Requiring Qualification as a Municipal Securities Repre-
sentative.

The question has also been asked whether a person performing only
the functions of a financial and operations principal on and after Decem-
ber 1, 1975 would be “grandfathered” as a municipal securities principal for
purposes of taking the Board’s municipal securities principal examination
when prescribed if such person begins supervising underwriting, trading or
sales functions. Activities relating to financial and operational matters are
substantially different from those relating to underwriting, trading and sales In many cases under the rules of other self-regulatory organizations,
or other categories of activities supervised by municipal securities princi-  communications of this nature, which in essence reflect a mechanical func-
pals. The Board does not intend, therefore, that financial and operations  tion, may be received and made by properly supervised competent indi-
principals be “grandfathered” for purposes of the Board’s examination  viduals whose clerical and ministerial functions would not otherwise
requirements for municipal securities principals, or that a financial and  subject them to qualification requirements. The Board believes the princi-
operations principal would be qualified to engage in such other superviso-  ple underlying this practice and the application of other self-regulatory
1y activities solely by reason of having met the Board's requirements for  organizations’ qualification rules is sound.

financial and operations principals. Accordingly, the Board interprets rule G-3 to permit the recording and

The Board has also been asked whether senior officers or general part-  transmission in customary channels of orders, the reading of approved quo-
ners of a firm, who may bear ultimate legal responsibility for the financial  tations, and the giving of reports of transactions by non-qualified clerical
and operational activities of the firm, must be qualified as financial and  personnel when the duly qualified municipal securities representative or
operations principals under the Board's rules. Although the answer depends  municipal securities principal who normally handles the account or cus-
on the particular factual situation, officers or partners not directly involved  tomer is unavailable. The foregoing interpretation is applicable only to
in the financial and operations affairs of a firm generally would not be clerical personnel who are: (a) deemed capable and competent by a munic-
required to qualify as financial and operations principals. ipal securities principal or general securities principal to engage in such
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activities; (b) specifically authorized in writing to perform such functions
on an occasional basis as necessary or directed to perform such functions
in specific instances, in either case by a duly qualified municipal securities
principal or general securities principal; (c) familiar with the normal type
and sizc of transaction effected with or for the customer or the account;
and (d) closely supervised by duly qualified municipal personnel.

All orders for municipal securities received by clerical personnel under
the foregoing interpretation must be reviewed and approved by duly qual-
ified municipal personnel familiar with the customer or account prior to
being accepted or effected by the municipal securities broker or municipal
securities dealer. Solicitation of orders by clerical personnel is not permit-
ted. Confirmations of transactions may be given and quotations read by
clerical personnel only when approved by duly qualified municipal per-
sonnel. Individuals subject to the 90-day apprenticeship requirements of
rule G—3(i)[*] are not clerical personnel and are not authorized or permit-
ted to engage in such activities with members of the public.

Also, the question has been raised whether a bank’s branch office per-
sonnel, who are not otherwise required to be qualified under rule G-3, will
be required to take and pass the qualification examination for municipal
securities representatives in order to respond to a depositor’s inquiry con-
cerning possible investments in municipal securities. Insofar as the branch
office personnel merely refer the depositor to qualified bank dealer per-
sonnel for discussion concerning the merits of an investment in municipal
securities and execution of the depositor’s order, the branch office person-
nel would not be required to be qualified under the Board’s professional
qualifications requirements. However, if branch office personnel seek to
advise the depositor concerning the merits of a possible investment, or
otherwise perform more than a purely ministerial function, qualification
under the Board’s rules would be required.

[*]{Currently codified at rule G-3(d)(iii).]
[t][Currently codified at rule G-3(a)(iii).]

DEBRIEFING OF EXAMINATION CANDIDATES
June 2, 1981

Board rule G-3 sets forth standards of qualifications for municipal secu-
rities brokers and municipal securities dealers and their associated persons,
including examination requirements for municipal securities principals,
municipal securities financial and operations principals, municipal securi-
ties sales principals, and municipal securities representatives.

In order to assure that its examinations constitute valid tests of the
qualifications of persons who take them, the Board has instituted various
procedures, in the question writing as well as the administration phases,
which are designed to preserve the confidentiality of the examinations. In
addition, on one occasion the Board found it necessary to take legal action,
alleging copyright violations, against a securities training school which had
used in its training material questions and answers that appeared to have
been taken from questions contained in Board qualification examinations.

The Board wishes to point out that the practice of “debriefing” persons
who have taken a municipal securities qualifications examination (i.e.
requesting or encouraging such persons to reveal the contents of the exam-
inations) may not only give rise to an infringement of the Board's copyright
but would, if engaged in by members of the municipal securities industry,
constitute a violation of the Board's rules. In this regard, rule
G-3(g)" provides that no person associated with a municipal securities bro-
ker or municipal securities dealer shall (i) disclose to any person any ques-
tion on any municipal securities qualification examination or the answers
to any such questions, (ii) engage in any activity inconsistent with the con-
fidential nature of any such qualification examination or its purpose as a
test of the qualifications of persons taking such examination, or (iii} know-
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ingly sign a false certification concerning any such qualification examina-
tion.

[*)[Currently codified at rule G-3{e).]

USE OF NONQUALIFIED INDIVIDUALS TO
SoLiciT NEW ACCOUNT BUSINESS

December 21, 1984

The Board has received inquiries whether individuals who solicit new
account business on behalf of municipal securities dealers must be qualified
under the Board’s rules. In particular, it has come to the Board's attention
that nonqualified individuals are making “cold calls” to individuals and, by
reading from prepared scripts, introduce the services offered by a municipal
securities dealer, prequalify potential customers, or suggest the purchase of
specific securities currently being offered by a municipal securities dealer.

Board rule G-3(a) defines municipal securities representative activi-
ties to include any activity which involves communication with public
investors tegarding the sale of municipal securities but exempts activities
thar are solely clerical or ministerial. In the past, the Board has permitted
nonqualified individuals, under the clerical or ministerial exemption, to
contact existing customers in very limited circumstances. In an interpretive
notice on rule G-3, the Board permitted certain ministerial and clerical
functions to be performed by nonqualified individuals when municipal
securities representatives and principals who normally handle the cus-
tomers’ accounts are unavailable, subject to strict supervisory requirements.
These functions are: the recording and transmission in customary channels
of orders, the reading of approved quotations, and the giving of reports of
transactions. In this notice, the Board added that solicitation of orders by
clerical personnel is not permitted. The Board is of the view that individ-
uals who solicit new account business are not engaging in clerical or min-
isterial activities but rather are communicating with public investors
regarding the sale of municipal securities and thus are engaging in munici-
pal securities representative activities which require such individuals to be
qualified as representatives under the Board’s rules.

Finally, under rule G-3(i)l", a person serving an apprenticeship
period prior to qualification as a municipal securities representative may
not communicate with public investors regarding the sale of municipal
securities. The Board sees no reason to allow nonqualified individuals to
contact public investors, except for the limited functions noted above,
when persons training to become qualified municipal securities representa-
tives may not do so.

[¥][Currently codified at rule G-3(a)(iii).]

NOTICE REGARDING REGULATION OF TAXABLE MUNICIPAL SECURITIES
October 6, 1986

Because of recent federal tax law changes which place additional
restrictions on the issuance of tax-exempt municipal securities, issuers of
municipal securities are issuing, or considering issuing, debt securities that
are subject to federal taxation. As a result, the Municipal Securities Rule-
making Board has received numerous inquiries concerning the application
of its rules to dealers effecting transactions in taxable municipal securities.
The Board wishes to emphasize that its rules apply to transactions effected
by brokers, dealers, and municipal securities dealers in all municipal secu-
rities. Thus, transactions in taxable municipal securities are subject to the
Board’s rules, including rules regarding uniform and fair practice, automat-
ed clearance and settlement, the payment of the underwriting assessment
fee, and the professional qualifications of registered representatives and
principals.
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NOTICE CONCERNING MUNICIPAL SECURITIES SALES ACTIVITIES IN
BRANCH AFFILIATE AND CORRESPONDENT BANKS WHICH ARE MUNIC-
IPAL SECURITIES DEALERS

March 11, 1983

The Board has received several inquiries from banks concerning the
activities which may be performed in connection with the marketing of
municipal securities through branch, affiliate, and correspondent banks.
Rule G-2 of the Board provides that no municipal securities dealer may
effect transactions in, or induce or attempt to induce the purchase or sale of
any municipal security, unless the dealer in question and every individual
associated with it is qualified in accordance with the rules of the Board.
Board rule G-3 establishes qualification requirements for municipal securi-
ties representatives and other municipal securities professionals. Board rule
G-27 requires supervision of municipal securities activities by qualified
municipal securities principals.

Activities of Branch, Affiliate and Correspondent Bank Personnel

Bank employees who are not qualified municipal securities representa-
tives may perform certain limited functions in connection with the mar-
keting of municipal securities. Namely, such persons may:

¢ advise customers that municipal securities investment services are
available in the bank;

* make available to customers material concerning municipal securi-
ties investments, such as market letters and listings of issues handled
by the bank’s dealer department, which has been approved for dis-
tribution by the dealer department’s municipal securities principal;
and,

¢ establish contact between the customer and the dealer department.

Further sales-related activity would be construed as inducing or
attempting to induce the purchase or sales of a municipal security, and may
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only be engaged in by duly-qualified municipal securities representatives.

The Board wishes to emphasize that each bank dealer should take steps
to assure that its branch, correspondent, and affiliate bank personnel under-
stand and observe the restrictions outlined above concerning referrals of
municipal securities customers to the bank’s dealer department.

Placement and Supervision of Municipal Securities Representatives

Bank dealers have also directed inquiries to the federal bank regulators
and to the Board concerning whether qualified municipal securities repre-
sentatives in affiliates or branches of a bank dealer may respond to customer
inquiries concerning municipal securities and take customer orders for
municipal securities if no municipal securities principal is located in such
affiliates or branches. Board rule G-27 places on each broker, dealer, and
municipal securities dealer the obligation to supervise the municipal secu-
rities activities of its associated persons and the conduct of its municipal
securities business. The rule requires that municipal securities dealers des-
ignate a municipal securities principal as responsible for the supervision and
review of municipal securities transactions and other activities. There is no
requirement that a municipal securities principal be located in each office
ot branch of a municipal securities dealer, provided that adequate supervi-
sion of all municipal securities activities can be assured. For purposes of the
Board rules, each employee of a branch or affiliate of a bank dealer who
communicates with public customers on investment opportunities in
municipal securities and who takes customers’ orders for such securities
would be considered an “associated person” to whom the Board's qualifica-
tion and supervision requirements would apply.

See also:

Rule G-23 Interpretation — Notice on Application of Board Rules to
Financial Advisory Services Rendered to Corporate Obligors on

Industrial Development Bonds, May 23, 1983.

Interpretive Letters

Apprenticeship. This will acknowledge
receipt of your letter dated January 30, 1978
and will confirm our recent telephone conver-
sation.

In your letter you seek clarification of the
applicability of the requirements of rule G-3(i)!"
relating to apprenticeship periods to a municipal
securities representative who has previously
qualified as a general securities representative.
As | indicated in our conversation, an individ-
ual who was previously qualified as a general
securities representative is not required to serve
the 90-day apprenticeship period. MSRB inter-
pretation of February 17, 1978.

[*][Currently codified at rule G-3(a)(iii).]

Municipal securities principal. This will
acknowledge receipt of your letter of June 10,
1981. In your letter you indicate that the dealer
department of [the bank] has recently been
inspected by examiners from the Office of the
Comptroller of the Currency, and that, during
the course of such inspection, the examiners
indicated that they believed certain persons
should be qualified as municipal securities prin-
cipals. You indicate your disagreement with the

examiners’ conclusions, and request an opinion
from the Board concerning the need to qualify
these personnel.

The two cases you describe are as follows:

(1) Mr. “X", as head of the Operations
Division of the bank’s Financial Markets
Group, is in charge of the operational sup-
port services for the bank’s securities activi-
ties, including the Tax-Exempt Operations
Department. The Tax-Exempt Operations
Department is under the immediate super-
vision of yourself. For purposes of bank orga-
nizational structure you report to Mr. “X";
however, you also report to the head of the
Tax-Exempt Securities Division in connec-
tion with “supporting the Tax-Exempt busi-
ness operation.” You are qualified as a
municipal securities principal, as is the head
of the Tax-Exempt Securities Division; Mr.
“X", however, is not. The national bank
examinets have expressed the view that he

should be.

(2) Two “senior traders” in the Munic-
ipal Dealer Department act under the super-
vision of the department head with regard to
the trading and positioning of municipal

29

securities. In connection with these activi-
ties they “direct more junior traders” in their
municipal securities activities. These persons
are not qualified as municipal securities prin-
cipals; the national bank examiners contend

that they should be.

As a general matter we would hesitate to
disagree with the opinion expressed by an on-site
examiner in a matter of this sort. The examiner
is, of course, in direct contact with the matter in
question, and has access to the full details of the
situation, rather than an abstraction or summa-
1y of the particulars. Accordingly, we are unable
to express a view that the examiner’s conclusions
are incorrect in the circumstances you describe.

With respect to the specific situations pre-
sented in your letter, it is certainly not impossi-
ble to establish a reporting and supervisory
structure such that a person who is in charge of
the division which includes the operational
aspects of a bank’s municipal securities dealer
department need not be qualified as a municipal
securities principal. As is indicated in a Board
interpretive notice concerning qualifications
matters, qualification as a municipal securities
principal is required of a person who supervises a
bank dealer’s processing and clearance activities
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with respect to municipal securities only to the
extent that such person has policy-making
authority over such activities. If such person does
not have policy-making authority, or if such per-
son’s authority extends to the establishment of
general guidelines or an overall framework for
activities, with the specific function of making
policy within that framework reserved for other
persons, then such person would not be deemed
to be a municipal securities principal.

Further, it is a not uncommon arrangement
to have the policy-making authority with respect
to the municipal dealer operations activities of a
bank allocated between the immediate supervi-
sor of the municipal operations function and a
principal in the dealer department itself. In these
circumstances the operation supervisor reports
to the principal in connection with the munici-
pal dealer activities, and also reports to other,
non-qualified persons in connection with bank
organizational requirements.

Therefore, the arrangement which you
describe would not necessarily require that Mr.
“X” be qualified as a municipal securities princi-
pal. Whether he should, in fact, be qualified as a
municipal securities principal depends, of coutse,
on the extent to which he does exercise poli-
cy-making authority over the municipal dealer
operations functions; this is a determination
that, we suggest, is most appropriately made by
yourselves and the national bank examiners.

In the second situation you describe it
appears to us clear that the “senior traders” are
functioning as municipal securities principals
and should be qualified as such. As you may
know, the Board’s rule defines the term “munic-
ipal securities principal” to include persons “who
{are] directly engaged in the... direction or
supervision of ... underwriting, trading or sales of
municipal securities... * Your description of the
activities of these “senior traders” indicates that
they “direct” other persons in trading activities.
This certainly supports the conclusion that they
are functioning as municipal securities princi-
pals. MSRB interpretation of June 24, 1981.

Municipal securities principal: numerical
requirements. This is in response to your letter
of September 28, 1982 concerning the numeri-
cal requirements for municipal securities princi-
pals in Board rule G-3...

Rule G-3(b)(i)(B)[*] requires that

...every municipal securities broker or
municipal securities dealer having fewer
than eleven persons associated with it in
whatever capacity on a full-time or
full-time equivalent basis who are engaged
in the performance of its municipal securi-
ties activities, or, in the case of a bank deal-
er, in the performance of its municipal
securities dealer activities, shall have at

Rule G-3

M S R B R U L E

least one municipal securities principal.

You inquired as to the meaning of “full-time
equivalent basis” in the reference language. This
phrase is intended to require the inclusion of
individuals who should be considered as full-time
employees, but because of some distinctive
employment arrangement do not fit the norm of
a full-time employee. For example, a municipal
securities representative who usually works out
of his home which is in a remote location might
not fit the firm’s norm for “full-time employ-
ment” but should nevertheless be counted for
purposes of the rule as an associated person.

You also inquired as to whether a bank deal-
er is required to have only one municipal secu-
rities principal even if it has fifteen full-time
persons working in the municipal securities
business. The provisions of the rule apply equal-
ly to securities firms and to bank dealers. There-
fore, a bank dealer with eleven or more
associated persons “engaged in the performance
of its municipal securities dealer activities” is
required to have at least two municipal securi-
ties principals. MSRB interpretation of October
15, 1982.

[*][Currently codified at rule G-3(b)(iii)(B).]

Municipal securities principal: MSRB reg-
istered dealer. This is in response to your
March 21, 1994 letter to [name deleted] of the
National Association of Securities Dealers, a
copy of which you sent to my attention. The
issue in question is whether [name deleted] (the
“Dealer”) is required at this time to have some-
one qualified as a municipal securities principal.

You note in your letter that the activities
that the Dealer will be engaging in currently do
not involve municipal securities; therefore, you
concluded that the Dealer is not subject to the
Board’s requirement that the dealer have at least
one municipal securities principal.

Board rules apply only to brokers, dealers
and municipal securities dealers who have regis-
tered as such with the Securities and Exchange
Commission (“SEC") and who engage in
municipal securities activities. A dealer “regis-
ters” with the Board, pursuant to rule A-12, on
the Board’s initial fee, by submitting a letter
with certain information and paying the ... ini-
tial fee along with the ... annual fee pursuant to
rule A-14, on the Board'’s annual fee. Rule A-12
requires that the information and fee be submit-
ted to the Board prior to the dealer engaging in
municipal securities activities. Once a dealer is
“registered” with the Board all Board rules are
applicable to that dealer including the require-
ment in rule G-3, on professional qualifications,
that every dealer shall have at least one munic-
ipal securities principal.!

Regardless of whether the Dealer is cur-
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rently engaging in municipal securities activi-
ties, the dealer has “registered” with the Board
and is subject to the Board's requirement that
the dealer have a municipal securities principal.
If the Dealer determines that it does not wish to
remain “registered” with the Board upon its con-
clusion that it is not engaging in municipal
securities activities, rule A-15(a), on notifica-
tion to Board of termination, requires that the
Dealer submit a letter to the Board with a state-
ment of its termination. In the future, should
the dealer remain a registered broker or dealer
with the SEC and make a determination that it
will be engaging in municipal securities activi-
ties, the dealer will have to “register” with the
Board pursuant to the requirements of rules A-
12 and A-14 prior to engaging in municipal
securities activities and, of course, meet the
Board's numerical requirements concerning
municipal securities principals. MSRB interpre-

tation of March 30, 1994.

Rule G-3(b)(iii) requires that a dealer have two munic-
ipal securities principals if the dealer performs only
municipal securities activities and it employs eleven or
more persons associated with it in whatever capacity on
a full-time or full-time equivalent basis who are engaged
in the performance of its municipal securities activities.

[ have enclosed a copy of the December 14, 1993 letter
you submitted to the Board pursuant to rule A-12.

Municipal securities principal: bank oper-
ations. | am writing in response to your letter of
April 26, 1983 concerning the results of a recent
examination of your bank’s municipal securities
dealer department by examiners from the Office
of the Comptroller of the Currency. In your let-
ter you indicate that the examiners expressed
the view that the bank’s present organizational
structure did not comport with the definition of
a “separately identifiable department or division
of a bank” set forth in Board rule G-1. You note
that the examiners’ basis for this conclusion was
their belief that the municipal securities pro-
cessing functions of the bank were not under the
supervision of a qualified municipal securities
principal. You state that you disagree with the
examiners’ conclusions, and you request that
the Board indicate whether, in its view, the
organizational strucrure through which the
bank presently carries on its municipal securi-
ties activities is satisfactory for purposes of com-
pliance with Board rules.

As a general matter we would hesitate to
disagree with the opinion expressed by on-site
examiners in a matter of this sort. The examin-
ers are, of course, in direct contact with the mat-
ter in question, and have access to the full
details of the situation, rather than an abstrac-
tion or summary of the particulars. Accordingly,
we are unable to express a view that the exam-
iners’ conclusions are incorrect in the circum-
stances you describe.
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With respect to the specific issues which you
raise, it is not impossible for a bank to establish
a“separately identifiable department or division”
for purposes of rule G-1 which includes areas in
the bank which, for other purposes (e.g., for gen-
eral bank organizational and reporting purposes),
would be considered separate. To the extent that
such areas are engaged in municipal securities
dealer activities (as enumerated in rule G-1),
however, they must be under the supervision of
the person or persons designated by the bank’s
board of directors, in accordance with rule
G-1(a)(1), as responsible for the conduct of such
activities.

As you are aware, the person or persons who
are responsible for the management and supervi-
sion of the day-to-day activities of the municipal
securities processing area need not be qualified
as municipal securities principals if they do not
have policy-making authority with respect to
such activities. However, such activities must be
subject to the supervision of a municipal securi-
ties principal. Therefore, if those directly
involved in the day-to-day supervision of the
municipal securities processing activities do not
have policy-making authority over such activi-
ties and, as a consequence, are not qualified as
municipal securities principals, a person who is
qualified as a municipal securities principal
{whether that person designated by the bank’s
board of directors pursuant to rule G-1(a)(1) or
some other person who is subordinate to that
person) must be designated as having responsi-
bility for the supervision of the processing activ-
ities. The bank’s supervisory procedures should
appropriately reflect such designation and set
forth the manner in which the designared per-
son will carry out these responsibilities. MSRB
interpretation of May 13, 1983.

Disqualification of municipal securities
principals. In our recent telephone conversation
you asked whether the Board has interpreted rule
G-3(c)(iv)" as to the qualification status of a
municipal securities principal in circumstances
where the bank dealer, with which the individual
is associated, fails to effect a municipal security
transaction for a period of two or more years. You
proposed that, if there are no municipal securi-
ties transactions for the principal to supervise,
the individual would not be considered to be
“acting as a municipal securities principal” and,
consequently, the individual’s qualification as a
municipal securities principal would lapse after a
two-year period of such inactivity.

The Board has considered a similar situation
and given an interpretation in the matter. It reaf-
firmed the interpretation that an individual
whose responsibilities no longer include supervi-
sion of municipal securities activities probably
will not be able to remain adequately informed in
the supervisory and compliance matters of con-
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cern to municipal securities principals, and that
continuing association with a municipal securi-
ties dealer, in a capacity other than that of a
municipal securities principal, is not sufficient to
maintain qualification as a municipal securities
principal. However, the Board also concluded
that it did not intend this interpretation of rule
G-3(c)(iv)!" to mean that a dealer must neces-
sarily effect transactions in municipal securities
in order for its municipal securities principal to
maintain such qualification. The Board noted
that the definition of a municipal securities prin-
cipal not only includes supervision of trading or
sales, but of other municipal securities activities
as well. Consequently, the Board determined that
the qualification of a municipal securities princi-
pal should not automatically terminate because
the individual is associated with a municipal
securities broker or dealer which has not effected
a municipal securities transaction in two or more
years, but that to maintain such qualification the
individual must demonstrate clearly that:

—the municipal securities broker or dealer
was engaged in municipal securities activity
during this period (e.g., determinations of
suitability involving municipal securities,
recommendations to customers, advertising,
financial advisory activity with respect to
municipal issuers); and

—the individual in question had been desig-
nated with supervisory responsibility for such
municipal securities activities during this
period. MSRB interpretation of January 15,
1987.

[*][Currently codified at rule G-3(b)(ii)(C).]

“Municipal Securities Principal” defined.
This is in response to your letter of January 28,
1987, and subsequent telephone conversations
with the Board’s staff, requesting an interpreta-
tion of Board rule G-3(a)(i)l, the definition of
the term “Municipal Securities Principal”. You
ask whether an individual, who has day-to-day
responsibility for directing the municipal under-
writing activities of a firm, must be qualified as a
municipal securities principal. You suggest that
such activity seems to meet the definition of
a municipal securities principal, namely, an indi-
vidual who is “directly engaged in the manage-
ment, direction or supervision of . . . underwriting

. . of municipal securities.” You note that this
individual has the authority to make underwrit-
ing commitments in the name of the firm, but
that the firm'’s president is designated with super-
visory responsibility for this individual’s under-
writing activity. Also, you indicated that this
individual does not have supervisory responsibil-
ity for any other representative.

Your request for an interpretation was
referred to a Committee of the Board which has
responsibility for professional qualification mat-
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ters. The Committee concluded that the individ-
ual you describe would not be required to qualify
as a municipal securities principal, provided that
her responsibilities are limited to directing the
day-to-day underwriting activities of the dealer,
and provided that these responsibilities are car-
ried out within policy guidelines established by
the dealer and under the direct supervision of a
municipal securities principal. The Committee is
also of the opinion that commitment authority
alone is not indicative of principal activity, but
rather is inherent in the underwriting activities
of a municipal securities representative. MSRB

interpretation of February 27, 1987.

{*][Currently codified at rule G-3(b)(i).]

Municipal securities representative. Your
letter dated October 16, 1978, has been referred
to me for response. In your letter, you request
clarification of whether personnel in your firm
will have to take and pass the Board'’s qualifica-
tion examination for municipal securities repre-
sentatives, since they only effect transactions
with other municipal securities professionals.

Board rule G-3(a)(iii)!"! defines the term
“municipal securities representative” to mean a
natural person associated with a municipal secu-
rities broker or municipal securities dealer who
performs certain specified functions, which
include “trading or sales of municipal securities.”
A person is deemed to be a municipal securities
representative under the rule whether he or she
engages in such activities with customers or only
other municipal securities professionals. Accord-
ingly, personnel in your firm who only trade
with, or sell securities to other municipal securi-
ties professionals will have to take and pass the
examination for municipal securities representa-
tives, unless they are exempted under the provi-
sions of rule G-3(e)(ii)"l. MSRB interpretation of
October 27, 1978.

[#¥][Curtrently codified at rule G-3(a)(i).]
[f][Currently codified at rule G-3(a)(ii)(B).]

Municipal securities representative: credit
department employees. This will acknowledge
receipt of your letter of October 18, 1979, con-
cerning a proposed arrangement for the perfor-
mance of municipal credit analysis functions at
your bank. In your letter you indicate that the
bank wishes to have certain basic statistical and
dara gathering activities with respect to proposed
new issues of municipal securities performed by
its Credit Department. The Credit Department
will provide the information resulting from these
activities to registered personnel in the Invest-
ment Department, which will evaluate the cred-
it of the issuer and determine the appropriateness
of the issue for the bank’s own investment activ-
ities and for the bank’s customers. You inquire
whether the personnel in the Credit Department

Rule G-3
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would be required to register and qualify as
municipal securities representatives due to their
performance of these activities.

Your question was referred to a committee of
the Board which has the responsibility for
administering the professional qualifications
program on the Board’s behalf. The Committee
concluded that such persons would not be
required to register and qualify as representatives
if their functions are limited 1o
information-gathering and performance of basic
statistical computations. However, if such per-
sons engage in any type of evaluative activity or
if such persons make recommendations or sug-
gest conclusions with respect to the securities,
registration and qualification would be required.
Further, should these persons produce any docu-
ments or tesearch products intended for distrib-
ution or for use in the solicitation of customers,
they would be required to register and qualify.
MSRB interpretation of December 10, 1979.

Clerical or ministerial duties. This will
acknowledge receipt of your letter in which you
request advice concerning whether certain per-
sons employed by [Name deleted] must qualify as
municipal securities representatives under rule

G-3.

In the case of one of the individuals, you
state in your letter that he is responsible for cal-
culating coupon rates for new issue securities,
based on information provided to him by persons
in [Name deleted] underwriting department.
According to your letter, the individual has some
discretion to “revise coupon rates to a more mar-
ketable figure,” but all of his activities are subject
to the approval of, and supervised by, municipal
securities professionals in the department. We
understand that he does not communicate with
issuers, customers or other municipal securities
dealers.

Based upon the facts set forth in your letter,
we are of the view that the individual described
performs only clerical or ministerial functions in
calculating the coupon scale, and he is therefore
not a municipal securities representative within
the meaning of rule G-3.

In your letter, you also request advice regard-
ing certain individuals whose only function is to
receive telephonic orders for municipal securi-
ties from municipal securities dealers. We under-
stand that these individuals do not solicit orders,
negotiate prices or the terms of transactions, or
transmit offers to prospective purchasers, nor do
they communicate at any time with customers.
Based upon the facts you have provided, we are
of the opinion that these individuals perform
only clerical or ministerial functions, and they
are therefore also not municipal securities repre-
sentatives within the meaning of rule G-3.
MSRB interpretation of December 8, 1978.

Rule G-3
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Clerical or ministerial duties. 1 refer to
your letter of June 22, 1979, in which you request
advice regarding the applicability of rule G-3 on
professional qualifications to an employee of
{Company name deleted]. According to your let-
ter, the activities of the employee in question are
limited to checking the mathematical accuracy
of bids received by an issuer for which [Compa-
ny name deleted] acts as financial advisor and
reporting the results to the issuer.

Based on the facts stated in your letter, the
employee is not required to qualify as a munici-
pal securities representative under rule G-3. The
Board does not intend the qualification require-
ments of the rule to apply to persons performing
solely clerical or ministerial functions, such as in
this case. MSRB interpretation of July 24, 1979.

“Finder” of potential issuers. This
responds to your letter of May 14, 1981 request-
ing our advice concerning the application of the
qualification provisions of rule G-3 to a person
employed by a municipal securities broker or
dealer whose activities are limited solely to act-
ing as a “finder” of potential issuers. Based upon
the facts contained in your letter, and assuming
that such person is not providing financial advi-
sory or consultant services for issuers, it would
appear that he or she is not performing func-
tions, which are enumerated in rule G-3(a), the
performance of which would require qualifica-
tion as a municipal securities principal or a
municipal securities representative. MSRB inter-
pretation of June 24, 1981.

Persons engaged in financial advisory
activities. | am writing to confirm our
telephone conversation of this afternoon con-
cerning the registration and qualification
requirements applicable to persons in your firm’s
public finance department. In our conversation
you inquired whether persons who function as
financial advisors to municipal issuers, providing
advice to such issuers regarding the structure,
timing and terms of new issues of municipal secu-
rities to be sold by such issuers, are required to be
qualified. As | indicated, such persons are
required to be registered and qualified as munic-
ipal securities representatives. Furthermore, per-
sons who supervise representatives performing
such financial advisory services are required to
be registered and qualified as municipal securi-
ties principals.

For your information, the provision of finan-
cial advisory services to municipal issuers is
defined to be a municipal securities representa-
tive function in Board rule G-3(a)(iii)(B)". The
requirement that persons performing such func-
tion be qualified is set forth generally in rules
G-2 and G-3, and the specific qualification
requirements applicable to such persons are stat-
ed in rules G-3(e)" and (i)*. MSRB interpretation
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of June 10, 1982.

[*][Currently codified at rule G-3{a)(i}(B).]
[H){Currently codified at rule G-3(a)(ii).]
[#][Currently codified at rule G-3(a)(iii).]

Cold calling. This is in response to your let-
ter regarding the application of rule G-3, con-
cerning  professional  qualifications, to
non-qualified individuals contacting institution-
al investors. You refer to the Board’s December
21, 1984 notice stating that non-qualified indi-
viduals making “cold calls” to individuals and
introducing the services offered by a municipal
securities dealer, prequalifying potential cus-
tomers or suggesting the purchase of securities
must be qualified as a municipal securities repre-
sentatives. You ask whether a non-qualified indi-
vidual may make a “cold call” to an institutional
portfolio manager solely for the purpose of intro-
ducing the name of the municipal securities
dealer to the portfolio manager and to inquire as
to the type of securities in which it invests. You
state that the individual or individuals making
the calls would be specifically instructed not to
discuss the purchase or sale of any specific secu-
rity.

Board rule G-3(a)(iii)" defines municipal
securities representative activities to include any
activity which involves communication with
public investors regarding the sale of municipal
securities but exempts activities that are solely
clerical or ministerial. As you noted, in Decem-
ber 1984, the Board issued an interpretation of
rule G-3 which states that individuals who solic-
it new account business are not engaging in cler-
ical or ministerial activities but rather are
communicating with public investors regarding
the sale of municipal securities and thus are
engaging in municipal securities representative
activities which require such individuals to be
qualified as representatives under the Board’s
tules. Examples of solicitation of new account
business stated in the notice included “cold
calls” to individuals during which the non-qual-
ified individual introduces the services offered by
the dealers, prequalified potential customers, or
suggests the purchase of specific securities cur-
rently being offered by a municipal securities
dealer. An individual who introduces the name
of the municipal securities dealer and inquires as
to the type of securities in which a portfolio
manager invests would be communicating with
the public in an attempt to prequalify potential
customers and thus must be qualified as a munic-
ipal securities representative. MSRB interpreta-
tion of January 5, 1987.

[*)[Currently codified at rule G-3(a)(i).]

Supervision of data processing functions.
[ am writing in response to your letter of
November 7, 1988 and our subsequent tele-
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phone conversation by which you requested an
interpretation of the Board's qualification
requirements for municipal securities principals.
You asked whether an individual, who is present-
ly qualified as a representative, additionally must
be qualified as a municipal securities principal
because he has oversight and supervisory respon-
sibility for the firm's data processing department.

Board rule G-3(a)(i)[" defines a municipal
securities principal as a person directly engaged
in the management, direction or supervision of
one or more enumerated representative activi-
ties. Consequently, whether or not this individ-
ual must be qualified as a municipal securities
principal depends on whether he is supervising
such activities, i.e., whether the data processing
department employees are functioning as munic-
ipal securities representatives.

You state that the data processing depart-
ment assists this individual by performing the
calculations necessary in the structuring of
municipal bond issues and underwritings. More-
over, you note that the employees in the data
processing department do not communicate
with customers, including issuers, in carrying out
their duties and that the above financial adviso-
ry and underwriting activities are otherwise
supervised by a qualified municipal securities
principal.

Based upon the facts set forth above, we are
of the view that the individual described super-
vises only clerical or ministerial functions, and
he is therefore not a municipal securities princi-
pal within the meaning of Board rule G-3.
MSRB interpretation of December 9, 1988.

[*}[Currently codified at rule G-3(b)(i).}

See also:

Rule G-1 Interpretive Letter — Portfolio cred-
it analyst, MSRB interpretation of June 8,
1978.

Rule G-2 Interpretive Letter — Execution of
infrequent unsolicited orders, MSRB inter-

pretation of October 2, 1998.

Rule G-27 Interpretive Letter — Supervisory
structure, MSRB interpretation of March 11,
1987.

M S R B
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Rule G-4: Statutory Disqualifications

(a) Except as otherwise provided in sections (b) and (c) of this rule, no broker, dealer or municipal securities dealer or
natural person shall be qualified for purposes of rule G-2 if, by action of a national securities exchange or registered securi-
ties association, such broker, dealer or municipal securities dealer has been and is expelled or suspended from membership
or participation in such exchange or association, or such natural person has been and is barred or suspended from being asso-
ciated with a member of such exchange or association:

(i) for violation of any rules of such exchange or association which prohibit any act or transaction constituting con-
duct inconsistent with just and equitable principles of trade, or which requires any act the omission of which constitutes
conduct inconsistent with such just and equitable principles of trade; or

(ii) by reason of any statutory disqualification of the character described in subparagraphs (C), (D), (E) or (F) of
section 3(a)(39) of the Act.

(b) A broker, dealer or municipal securities dealer or natural person shall be qualified for purposes of rule G-Z, notwith-
standing the provisions of paragraph (a)(i) of this rule, if the Commission shall so determine upon application by such bro-
ker, dealer or municipal securities dealer or natural person in accordance with such standards and procedures as are set forth
in rule 19h-1(d) under the Act with respect to registered brokers and dealers and their associated persons.

(¢) Notwithstanding the provisions of paragraph (a)(ii) of this rule, a broker, dealer or municipal securities dealer or nat-
ural person shall be qualified for purposes of rule G-2 upon a determination by a registered securities association in the case
of one of its members or such member’s associated persons, by the Commission in the case of any other broker, dealer or
municipal securities dealer (other than a bank dealer) or their associated persons, or by the appropriate regulatory authori-
ty in the case of any bank dealer or such bank dealer’s associated persons, upon application by such broker, dealer, or munic-
ipal securities dealer or natural person.
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Rule G-5: Disciplinary Actions by Appropriate Regulatory Agencies;
Remedial Notices by Registered Securities Associations

(a) No broker, dealer or municipal securities dealer shall effect any transaction in, or induce or attempt to induce the
purchase or sale of, any municipal security in contravention of any effective restrictions imposed upon such broker, dealer
or municipal securities dealer by the Commission pursuant to sections 15(b)(4) or (5) or 15B(c)(2) or (3) of the Act or by
an appropriate regulatory agency pursuant to section 15B(c)(5) of the Act or by a registered securities association pursuant
to rules adopted under section 15A(b)(7) of the Act, and no natural person shall be associated with a broker, dealer or
municipal securities dealer in contravention of any effective restrictions imposed upon such person by the Commission pur-
suant to sections 15(b)(6) or 15B(c)(4) of the Act or by an appropriate regulatory agency pursuant to section 15B(c)(5) of
the Act or by a registered securities association pursuant to rules adopted under section 15A(b)(7) of the Act.

(b) No broker, dealer or municipal securities dealer that is a member of a registered securities association shall effect any
transaction in, or induce or attempt to induce the purchase or sale of, any municipal security, or otherwise act in contra-
vention of or fail to act in accordance with rules adopted by the association as of April 3, 1984, pertaining to remedial activ-
ities of members experiencing financial or operational difficulties, as if such rules were applicable to such broker, dealer or
municipal securities dealer.
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Rule G-6: Fidelity Bonding Requirements

No broker, dealer or municipal securities dealer that is a member of a registered securities association shall be qualified for pur-
poses of rule G-2 unless such broker, dealer or municipal securities dealer has met the fidelity bonding requirements set forth in the
rules of such association, to the same extent as if such rules were applicable to such broker, dealer or municipal securities dealer.

BACKGROUND

Rule G-6 prescribes fidelity bonding requirements for brokers, dealers and municipal securities dealers (other than bank dealers).

NASD Rule 3020: Fidelity Bonds
(a) Coverage Required

Each member required to join the Securities Investor Protection Corporation who has employees and who is not a mem-
ber in good standing of the American Stock Exchange, Inc.; the Boston Stock Exchange; the Midwest Stock Exchange, Inc.;
the New York Stock Exchange, Inc.; the Pacific Exchange, Inc.; the Philadelphia Stock Exchange, Inc.; or the Chicago Board
Options Exchange shall:

(1) Maintain a blanket fidelity bond, in a form substantially similar to the standard form of Brokers Blanket Bond
promulgated by the Surety Association of America, covering officers and employees which provides against loss and has
agreements covering at least the following:

(A) Fidelity

(B) On Premises

(C) In Transit

(D) Misplacement

(E) Forgery and Alteration (including check forgery)
(F) Securities Loss (including securities forgery)

(G) Fraudulent Trading

(H) Cancellation Rider providing that the insurance carrier will use its best efforts to promptly notify
the National Association of Securities Dealers, Inc. in the event the bond is cancelled, terminated or substantially

modified.
(2) Maintain minimum coverage for all insuring agreements required in this paragraph (a) of not less than $25,000;

(3) Maintain required minimum coverage for Fidelity, On Premises, In Transit, Misplacement and Forgery and Alter-
ation insuring agreements of not less than 120% of its required net capital under SEC Rule 15¢3-1 up to $600,000. Min-
imum coverage for required net capital in excess of $600,000 shall be determined by reference to the following table:

Net Capital Requirement Minimum
under Rule 15¢3-1 Coverage
$ 600,000 — 1,000,000 750,000
1,000,001 — 2,000,000 1,000,000
2,000,001 — 3,000,000 1,500,000
3,000,001 — 4,000,000 2,000,000
4,000,001 — 6,000,000 3,000,000
6,000,001 — 12,000,000 4,000,000
12,000,001 and above 5,000,000

(4) Maintain Fraudulent Trading coverage of not less than $25,000 or 50% of the coverage required in paragraph
(a)(3), whichever is greater, up to $500,000;

(5) Maintain Securities Forgery coverage of not less than $25,000 or 25% of the coverage required in paragraph
(a)(3), whichever is greater, up to $250,000.
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(b) Deductible Provision

(1) A deductible provision may be included in the bond of up to $5,000 or 10% of the minimum insurance require-
ment established hereby, whichever is greater.

(2) If a member desires to maintain coverage in excess of the minimum insurance requirement then a deductible
provision may be included in the bond of up to $5,000 or 10% of the amount of blanket coverage provided in the bond
purchased, whichever is greater. The excess of any such deductible amount over the maximum permissible deductible
amount described in subparagraph (1) above must be deducted from the member’s net worth in the calculation of the
member’s net capital for purposes of SEC Rule 15¢3-1. Where the member is a subsidiary of another Association mem-
ber the excess may be deducted from the parent’s rather than the subsndlarys net worth, but only if the parent guaran-
tees the subsidiary’s net capital in writing.

(c) Annual Review of Coverage

(1) Each member, other than members covered by subparagraph (2), shall annually review, as of the anniversary date
of the issuance of the bond, the adequacy thereof by reference to the highest required net capital during the immedi-
ately preceding twelve-month period, which amount shall be used to determine minimum required coverage for the suc-
ceeding twelve-month period pursuant to subparagraphs (a)(2), (3), (4) and (5).

(2) Each member which has been in business for one year shall, as of the first anniversary date of the issuance of its
original bond, review the adequacy thereof by reference to an amount calculated by dividing the highest aggregate
indebtedness it experienced during its first year by 15. Such amount shall be used in lieu of required net capital under
SEC Rule 15¢3-1 in determining the minimum required coverage to be carried in the member's second year pursuant to
subparagraphs (a)(2), (3), (4) and (5). Notwithstanding the above, no such member shall carry less minimum bonding
coverage in its second year than it carried in its first year.

(3) Each member shall make required adjustments not more than sixty days after the anniversary date of the issuance
of such bond.

(4) Any member subject to the requirements of this paragraph (c) may apply for ah exemption from the require-
ments of this paragraph (c). The application shall be made pursuant to Rule 9610 of the Code of Procedure. The exemp-
tion may be granted upon a showing of good cause, including a substantial change in the circumstances or nature of the
member’s business that results in a lower net capital requirement. The NASD may issue an exemption subject to any
condition or limitation upon a member’s bonding coverage that is deemed necessary to protect the public and serve the
purposes of this Rule.

(d) Notification of Change

Each member shall report the cancellation, termination ot substantial modification of the bond to the Association with-
in ten business days of such occurrence.

(e) Definitions

For purposes of fidelity bonding the term “employee” or “employees” shall include any person or persons associated with
a member firm (as defined in Article I, paragraph (q) of the By-Laws) except:

(1) Sole Proprietors
(2) Sole Stockholders

(3) Directors or Trustees of member firms who are not performing acts coming within the scope of the usual duties
of an officer or employee.
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Rule G-7: Information Concerning Associated Persons

(a) No associated person (as hereinafter defined) of a broker, dealer or municipal securities dealer shall be qualified for
purposes of rule G-2 of the Board unless such associated person meets the requirements of this rule. The term “associated
person” as used in this rule means (i) a municipal securities principal, (ii) a municipal securities sales principal, (iii) a finan-
cial and operations principal, and (iv) a municipal sccurities representative.

(b) Every broker, dealer and municipal securities dealer shall obtain from each of its associated persons (as defined in
section (a) of this rule), and each associated person shall furnish to the broker, dealer or municipal securities dealer with
which such person is or seeks to be associated, a questionnaire, which shall be signed by a municipal securities principal or
general securities principal, containing at least the following information:

(i) such person’s name, residence address, social security number, and the starting date or anticipated starting date
of such person’s employment or other association with such broker, dealer or municipal securities dealer;

(ii) date of birth;

(iii) a complete, consecutive statement of employment and personal history for at least the immediately preceding
ten years, including full time and part time employment, self employment, military service, unemployment, or full-time
education. For each period of employment, the position held at the time of leaving said employment;

(iv) a record of all residential addresses for at least the immediately preceding five years;

(v) a record of any denial of membership or registration, and of any disciplinary action taken against, or sanction
imposed upon, such person by any federal or state securities or federal or state bank regulatory agency or by any nation-
al securities exchange or registered securities association, including any finding that such person was a cause of any dis-
ciplinary action or violated any law;

(vi) a record of any denial, suspension or revocation of registration with the Commission as a broker, dealer, or
municipal securities dealer or of any denial, suspension or revocation of, or expulsion from, membership in a national
securities exchange or a registered securities association, of any broker, dealer, or municipal securities dealer with which
such person was associated in any capacity when such action was taken;

(vii) arecord of any permanent or temporary injunction entered against such person pursuant to which such person
was enjoined from acting as an investment advisor, underwriter, broker, dealer, or municipal securities dealer, or from
engaging in or continuing any conduct or practice in connection with any such activity, or in connection with purchase
or sale of any security;

(viii) arecord of any convictions of such person within the past ten years involving the purchase or sale of any secu-
rity, the taking of a false oath, the making of a false report, bribery, perjury, burglary, or conspiracy to commit any such
offense; or arising out of the conduct of the business of a broker, dealer, municipal securities dealer, investment advisor,
bank, insurance company or fiduciary; or involving the larceny, theft, robbery, extortion, forgery, counterfeiting, fraud-
ulent concealment, embezzlement, fraudulent conversion, or misappropriation of funds or securities; or involving the vio-

lation of section 152, 1341, 1342, or 1343 or chapter 25 or 47 of title 18, United States Code;

(ix) a record of any refusal by a surety company to issue a fidelity bond covering such person; any payments made
by a surety company on coverage of such person or cancellation of such coverage; and a statement whether such person
is currently bonded; and

(x) a record of any other name or names by which such person has been known or which such person has used.

A completed Form U-4 or similar form prescribed by the Commission or a registered securities association for brokers, deal-
ers and municipal securities dealers other than bank dealers or, in the case of a bank dealer a completed Form MSD-4 or sim-
ilar form prescribed by-the appropriate regulatory agency for such bank dealer, containing the foregoing information, shall
satisfy the requirements of this section.

(c) To the extent any information furnished by an associated person pursuant to section (b) of this rule is or becomes
materially inaccurate or incomplete, such associated person shall furnish in writing to the broker, dealer or municipal secu-
rities dealer with which such person is or seeks to be associated a statement correcting such information.

(d) For the purpose of verifying the information furnished by an associated person pursuant to section (b) of this rule,
every broker, dealer and municipal securities dealer shall make inquiry of all employers of such associated person during the
three years immediately preceding such person’s association with such broker, dealer or municipal securities dealer concern-
ing the accuracy and completeness of such information as well as such person’s record and reputation as related to the per-
son’s ability to perform his or her duties and each such prior employer which is a broker, dealer or municipal securities dealer
shall make such information available within ten business days following a request made pursuant to the requirements of this
section (d).
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(e) Every broker, dealer and municipal securities dealer shall maintain and preserve a copy of the questionnaire furnished
pursuant to section (b) of this rule, and of any additional statements furnished pursuant to section (c) of this rule, until at
least three years after the associated person’s employment or other association with such broker, dealer or municipal securi-
ties dealer has terminated.

(f) Every broker, dealer and municipal securities dealer shall maintain and preserve a record of the name and residence
address of each associated person, designated by the category of function performed (whether municipal securities principal,
municipal securities sales principal, municipal securities representative or financial and operations principal) and indicating
whether such person has taken and passed the qualification examination for municipal securities principals, municipal secu-
rities sales principals, municipal securities representatives or financial and operations principals prescribed by the Board or
was exempt from the requirement to take and pass such examination, indicating the basis for such exemption, until at least
three years after the associated person’s employment or other association with such broker, dealer or municipal securities deal-
er has terminated.

(g) Every broker, dealer and municipal securities dealer which is a member of a registered securities association shall file
with such association, every bank dealer shall file with the appropriate regulatory agency for such bank dealer, and every bro-
ker, dealer or municipal securities dealer other than a bank dealer which is not a member of a registered securities associa-
tion shall file with the Commission, such of the information prescribed by this rule as such association, agency, or the
Commission, respectively, shall by rule or regulation require.

(h) Any records required to be maintained and preserved pursuant to this rule shall be preserved in accordance with the
requirements of sections (d), (e) and (f) of rule G-9 of the Board.
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Rule G-7 prescribes certain types of information that associated persons are required to submit to the municipal securities brokers and munici-
pal securities dealer with which they are associated. This information relates generally to such associated persons’ employment history and profes-
sional background, including any disciplinary sanctions and the bases claimed, if any, for exemption from the Board's examination requirements for
municipal securities principals, financial and operations principals, and municipal securities representatives.
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Rule G-8: Books and Records to be Made by Brokers,
Dealers and Municipal Securities Dealers

(a) Description of Books and Records Required to be Made. Except as otherwise specifically indicated in this rule, every bro-
ker, dealer and municipal securities dealer shall make and keep current the following books and records, to the extent applic-
able to the business of such broker, dealer or municipal securities dealer:

(1) Records of Original Entry. “Blotters” or other records of original entry containing an itemized daily record of all
purchases and sales of municipal securities, all receipts and deliveries of municipal securities (including certificate num-
bers and, if the securities are in registered form, an indication to such effect), all receipts and disbursement of cash with
respect to transactions in municipal securities, all other debits and credits pertaining to transactions in municipal secu-
rities, and in the case of brokers, dealers and municipal securities dealers other than bank dealers, all other cash receipts
and disbursements if not contained in the records required by any other provision of this rule. The records of original
entry shall show the name or other designation of the account for which each such transaction was effected (whether
effected for the account of such broker, dealer or municipal securities dealer, the account of a customer, or otherwise),
the description of the securities, the aggregate par value of the securities, the dollar price or yield and aggregate purchase
or sale price of the securities, accrued interest, the trade date, and the name or other designation of the person from whom
purchased or received or to whom sold or delivered. With respect to accrued interest and information relating to “when
issued” transactions which may not be available at the time a transaction is effected, entries setting forth such informa-
tion shall be made promptly as such information becomes available. Dollar price, yield and accrued interest relating to
any transaction shall be required to be shown only to the extent required to be included in the confirmation delivered
by the broker, dealer or municipal securities dealer in connection with such transaction under rule G-12 or rule G-15.

(ii) Account Records. Account records for each customer account and account of such broker, dealer or municipal
securities dealer. Such records shall reflect all purchases and sales of municipal securities, all receipts and deliveries of
municipal securities, all receipts and disbursements of cash, and all other debits and credits relating to such account. A
bank dealer shall not be required to maintain a record of a customer’s bank credit or bank debit balances for purposes of
this subparagraph.

(iii) Securities Records. Records showing separately for each municipal security all positions (including, in the case
of a broker, dealer or municipal securities dealer other than a bank dealer, securities in safekeeping) carried by such bro-
ker, dealer or municipal securities dealer for its account or for the account of a customer (with all “short” trading posi-
tions so designated), the location of all such securities long and the offsetting position to all such securities short, and
the name or other designation of the account in which each position is carried. Such records shall also show all long
security count differences and short count differences classified by the date of physical count and verification on which
they were discovered. Such records shall consist of a single record system. With respect to purchases or sales, such records
may be posted on either a settlement date basis or a trade date basis, consistent with the manner of posting the records
of original entry of such broker, dealer or municipal securities dealer. For purposes of this subparagraph, multiple matu-
rities of the same issue of municipal securities, as well as multiple coupons of the same maturity, may be shown on the
same record, provided that adequate secondary records exist to identify separately such maturities and coupons. With
respect to securities which are received in and delivered out by such broker, dealer or municipal securities dealer the same
day on or before the settlement date, no posting to such records shall be required. Anything herein to the contrary
notwithstanding, a non-clearing broker, dealer or municipal securities dealer which effects transactions for the account
of customers on a delivery against payment basis may keep the records of location required by this subparagraph in the
form of an alphabetical list or lists of securities showing the location of such securities rather than a record of location
separately for each security. Anything herein to the contrary notwithstanding, a bank dealer shall mdintain records of
the location of securities in its own trading account.

(iv) Subsidiary Records. Ledgers or other records reflecting the following information:

(A) Municipal securities in transfer. With respect to municipal securities which have been sent out for transfer,
the description and the aggrégate par value of the securities, the name in which registered, the name in which the
securities are to be registered, the date sent out for transfer, the address to which sent for transfer, former certificate
numbers, the date returned from transfer, and new certificate numbers.

(B) Municipal securities to be validated. With respect to municipal securities which have been sent out for vali-
dation, the description and the aggregate par value of the securities, the date sent out for validation, the address to
which sent for validation, the certificate numbers, and the date returned from validation.-

(C) Municipal securities borrowed or loaned. With respect to municipal securities borrowed or loaned, the date
borrowed or loaned, the name of the person from whom borrowed or to whom loaned, the description and the aggre-
gate par value of the securities borrowed or loaned, the value at which the securities were borrowed or loaned, and
the date returned.

(D) Municipal securities transactions not completed on settlement date. With respect to municipal securities trans-
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actions not completed on the settlement date, the description and the aggregate par value of the securities which
are the subject of such transactions, the purchase price (with respect to a purchase transaction not completed on
the settlement date), the sale price (with respect to a sale transaction not completed on the settlement date), the
name of the customer, broker, dealer or municipal securities dealer from whom delivery is due or to whom delivery
is to be made, and the date on which the securities are received or delivered. All municipal securities transactions
with brokers, dealers and municipal securities dealers not completed on the settlement date shall be separately iden-
tifiable as such. For purposes of this rule, the term “settlement date” means the date upon which delivery of the secu-
rities is due in a purchase or sale transaction.

Such records shall be maintained as subsidiary records to the general ledger maintained by such broker, dealer or munic-
ipal securities dealer. Anything herein to the contrary notwithstanding, the requirements of this subparagraph will be
satisfied if the information described is readily obtainable from other records maintained by such broker, dealer or munic-
ipal securities dealer.

(v) Put Options and Repurchase Agreements. Records of all options (whether written or oral) to sell municipal secu-
rities (i.e., put options) and of all repurchase agreements (whether written or oral) with respect to municipal securities,
in which such broker, dealer or municipal securities dealer has any direct or indirect interest or which such broker, deal-
er or municipal securities dealer has granted or guaranteed, showing the description and aggregate par value of the secu-
rities, and the terms and conditions of the option, agreement or guarantee.

(vi) Records for Agency Transactions. A memorandum of each agency order and any instructions given or received
for the purchase or sale of municipal securities pursuant to such order, showing the terms and conditions of the order
and instructions, and any modification thereof, the account for which entered, the date and time of receipt of the order
by such broker, dealer or municipal securities dealer, the price at which executed, the date of execution and, to the
extent feasible, the time of execution and, if such order is entered pursuant to a power of attorney or on behalf of a joint
account, corporation or partnership, the name and address (if other than that of the account) of the person who entered
the order. If an agency order is canceled by a customer, such records shall also show the terms, conditions and date of
cancellation, and, to the extent feasible, the time of cancellation. Orders entered pursuant to the exercise of discretionary
power by such broker, dealer or municipal securities dealer shall be designated as such. For purposes of this subparagraph,
the term “agency order” shall mean an order given to a broker, dealer or municipal securities dealer to buy a specific secu-
rity from another person or to sell a specific security to another person, in either case without such broker, dealer or
municipal securities dealer acquiring ownership of the security. Customer inquiries of a general nature concerning the
availability of securities for purchase or opportunities for sale shall not be considered to be orders. For purposes of this
subparagraph and subparagraph (vii) below, the term “memorandum” shall mean a trading ticket or other similar record.
For purposes of this subparagraph, the term “instructions” shall mean instructions transmitted within an office with
respect to the execution of an agency order, including, but not limited to, instructions transmitted from a sales desk to
a trading desk.

(vii) Records for Transactions as Principal. A memorandum of each transaction in municipal securities (whether pur-
chase or sale) for the account of such broker, dealer or municipal securities dealer, showing the price and date of execu-
tion and, to the extent feasible, the time of execution; and in the event such purchase or sale is with a customer, a record
of the customer’s order, showing the date and time of receipt, the terms and conditions of the order, and the name or
other designation of the account in which it was entered and, if such order is entered pursuant to a power of attorney or
on behalf of a joint account, corporation, or partnership, the name and address (if other than that of the account) of the
person who entered the order. ‘

(viii) Records of Syndicate Transactions. With respect to each syndicate or similar account formed for the purchase of
municipal securities, records shall be maintained by a managing underwriter designated by the syndicate or account to
maintain the books and records of the syndicate or account, showing the description and aggregate par value of the secu-
rities, the name and percentage of participation of each member of the syndicate or account, the terms and conditions
governing the formation and operation of the syndicate or account (including a separate statement of all terms and con-
ditions required by the issuer), all orders received for the purchase of the securities from the syndicate or account (except
bids at other than syndicate price), all allotments of securities and the price at which sold, the date and amount of any
good faith deposit made to the issuer, the date of settlement with the issuer, the date of closing of the account, and a rec-
onciliation of profits and expenses of the account.

(ix) Copies of Confirmations, Periodic Statements and Certain Other Notices to Customers. A copy of all confirmations
of purchase or sale of municipal securities, of all periodic written statements disclosing purchases, sales or redemptions
of municipal fund securities pursuant to rule G-15(a)(viii), of written disclosures to customers, if any, as required under
rule G-15(f)(iii) and, in the case of a broker, dealer or municipal securities dealer other than a bank dealer, of all other
notices sent to customers concerning debits and credits to customer accounts or, in the case of a bank dealer, notices of
debits and credits for municipal securities, cash and other items with respect to transactions in municipal securities.
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(x) Financial Records. Every broker, dealer and municipal securities dealer subject to the provisions of rule 15¢3-1
under the Act shall make and keep current the books and records described in subparagraphs (a)(2), (a)(4)(iv) and (vi),
and (a)(11) of rule 17a-3 under the Act.

(xi) Customer Account Information. A record for each customer, other than an institutional account, setting forth
the following information to the extent applicable to such customer:

(A) customer’s name and residence or principal business address;
B) whether customer is of legal age;
C) tax identification or social security number;

D) occupation;

(
(
(
(E) name and address of employer;

(F) information about the customer used pursuant to rule G-19(c)(ii) in making recommendations to the cus-
tomer. For non-institutional accounts, all data obtained pursuant to rule G-19(b) shall be recorded.

(G) name and address of beneficial owner or owners of such account if other than the customer and transac-
tions are to be confirmed to such owner or owners;

(H) signature of municipal securities representative, general securities representative or limited representa-
tive-investment company and variable contracts products introducing the account and signature of a municipal
securities principal, municipal securities sales principal or general securities principal indicating acceptance of the
account;

(I) with respect to discretionary accounts, customer’s written authorization to exercise discretionary power or
authority with respect to the account, written approval of municipal securities principal or municipal securities sales
principal who supervises the account, and written approval of municipal securities principal or municipal securities
sales principal with respect to each transaction in the account, indicating the time and date of approval;

(J) whether customer is employed by another broker, dealer or municipal securities dealer;

(K) in connection with the hypothecation of the customer’s securities, the written authorization of, or the
notice provided to, the customer in accordance with Commission rules 8¢c-1 and 15¢2-1; and

(L) with respect to official communications, customer’s written authorization, if any, that the customer does not
object to the disclosure of its name, security position(s) and contact information to a party identified in G-
15(g)(iii)(A)(1) for purposes of transmitting official communications under G-15(g).

For purposes of this subparagraph, the terms “general securities representative,” “general securities principal” and “limited
representative-investment company and variable contracts products” shall mean such persons as so defined by the rules of
a national securities exchange or registered securities association. For purposes of this subparagraph, the term “institutional
account” shall mean the account of (i) a bank, savings and loan association, insurance company, or registered investment
company; (ii) an investment adviser registered either with the Commission under Section 203 of the Investment Advisers
Act of 1940 or with a state securities commission (or any agency or office performing like functions); or (iii) any other enti-
ty (whether a natural person, corporation, partnership, trust, or otherwise) with total assets of at least $50 million. Anything
in this subparagraph to the contrary notwithstanding, every broker, dealer and municipal securities dealer shall maintain a
record of the information required by items (A), (C), (F), (H), (1) and (K) of this subparagraph with respect to each cus-
tomer which is an institutional account.

(xii) Customer Complaints. A record of all written complaints of customers, and persons acting on behalf of cus-
tomers, and what action, if any, has been taken by such broker, dealer or municipal securities dealer in connection with
each such complaint. The term “complaint” shall mean any written statement alleging a grievance involving the activ-
ities of the broker, dealer or municipal securities dealer or any associated persons of such broker, dealer or municipal secu-
rities dealer with respect to any matter involving a customer’s account.

(xiii) Records Concerning Deliveries of Official Statements. A record of all deliveries to purchasers of new issue municipal
securities, of official statements or other disclosures concerning the underwriting arrangements required under rule G-32
and, if applicable, a record evidencing compliance with section (a){i)(C) of rule G-32.

(xiv) Designation of Persons Responsible for Recordkeeping. A record of all designations of persons responsible for the
maintenance and preservation of books and records as required by rule G-27(b)(ii).

(xv) Records Concerning Delivery of Official Statements, Advance Refunding Documents and Forms G-36(OS) and
G-36(ARD) to the Board or its Designee. A broker, dealer or municipal securities dealer that acts as an underwriter in a
primary offering of municipal securities subject to rule G-36 (or, in the event a syndicate or similar account has been
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formed for the purpose of underwriting the issue, the managing underwriter) shall mainrain:

(A) a record of the name, par amount and CUSIP number or numbers for all such primary offerings of munic-
ipal securities; the dates that the documents and written information referred to in rule G-36 are received from the
issuer and are sent to the Board or its designee; the date of delivery of the issue to the underwriters; and, for issues
subject to Securities Exchange Act Rule 15¢2-12, the date of the final agreement to purchase, offer or sell the munic-
ipal securities; and

(B) copies of the Forms G-36(OS) and G-36(ARD) and documents submitted to the Board or its designee along
with the certified or registered mail receipt or other record of sending such forms and documents to the Board or its
designee.

(xvi) Records Concerning Political Contributions and Prohibitions on Municipal Securities Business Pursuant to Rule G-37.

Records reflecting:

(A) a listing of the names, titles, city/county and state of residence of all municipal finance professionals;
(B) a listing of the names, titles, city/county and state of residence of all non-MFP executive officers;

(C) the states in which the broker, dealer or municipal securities dealer is engaging or is seeking to engage in
municipal securities business;

(D) a listing of issuers with which the broker, dealer or municipal securities dealer has engaged in municipal
securities business, along with the type of municipal securities business engaged in, during the current year and sep-
arate listings for each of the previous two calendar years;

(E) the contributions, direct or indirect, to officials of an issuer and payments, direct or indirect, made to polit-
ical parties of states and political subdivisions, by the broker, dealer or municipal securities dealer and each politi-
cal action committee controlled by the broker, dealer or municipal securities dealer for the current year and separate
listings for each of the previous two calendar years, which records shall include: (i) the identity of the contributors,
(ii) the names and titles (including any city/county/state or other political subdivision) of the recipients of such con-
tributions and payments, and (iii) the amounts and dates of such contributions and payments;

(F) the contributions, direct or indirect, to officials of an issuer made by each municipal finance professional,
any political action committee controlled by a municipal finance professional, and non-MFP executive officer for
the current year, which records shall include: (i) the names, titles, city/county and state of residence of contribu-
tors, (ii) the names and titles (including any city/county/state or other political subdivision) of the recipients of such
contributions, (iii) the amounts and dates of such contributions, and (iv) whether any such contribution was the
subject of an automatic exemption, pursuant to Rule G-37(j), including the amount of the contribution, the date
the broker, dealer or municipal securities dealer discovered the contribution, the name of the contributor, and the
date the contributor obtained a return of the contribution; provided, however, that such records need not reflect
any contributions made by a municipal finance professional or non-MFP executive officer to officials of an issuer for
whom such person is entitled to vote if the contributions made by such person, in total, are not in excess of $250 to
any official of an issuer, per election. In addition, brokers, dealers and municipal securities dealers shall maintain
separate listings for each of the previous two calendar years containing the information required pursuant to this sub-
paragraph (F) for those individuals meeting the definition of municipal finance professional pursuant to subpara-
graphs (A) and (B) of rule G-37(g)(iv) and for any political action committee controlled by such individuals, and
separate listings for the previous six months containing the information required pursuant to this subparagraph (F)
for those individuals meeting the definition of municipal finance professional pursuant to subparagraphs (C), (D)
and (E) of rule G-37(g)(iv) and for any political action committee controlled by such individuals and for any non-
MEFP executive officers; and

(G) the payments, direct or indirect, to political parties of states and political subdivisions made by all munic-
ipal finance professionals, any political action committee controlled by a municipal finance professional, and non-
MFP executive officers for the current year, which records shall include: (i) the names, titles, city/county and state
of residence of contributors, (ii) the names and titles (including any city/county/state or other political subdivision)
of the recipients of such payments, and (iii) the amounts and dates of such payments; provided, however, that such
records need not reflect those payments made by any municipal finance professional or non-MFP executive officer
to a political party of a state or political subdivision in which such persons are entitled to vote if the payments made
by such person, in total, are not in excess of $250 per political party, per year. In addition, brokers, dealers and
municipal securities dealers shall maintain separate listings for each of the previous two calendar years containing
the information required pursuant to this subparagraph (G) for those individuals meeting the definition of munici-
pal finance professional pursuant tosubparagraphs (A) and (B) of rule G-37(g)(iv) and for any political action com-
mittee controlled by such individuals, and separate listings for the previous six months containing the information
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required pursuant to this subparagraph (G) for those individuals meeting the definition of municipal finance pro-
fessional pursuant to subparagraphs (C), (D) and (E) of rule G-37(g)(iv) and for any political action committee con-
trolled by such individuals and for any non-MFP executive officers.

(H) Brokers, dealers and municipal securities dealers shall maintain copies of the Forms G-37/G-38 and G-37x

sent to the Board along with the certified or registered mail receipt or other record of sending such forms to the
Board.

(I) Terms used in this paragraph (xvi) have the same meaning as in rule G-37.

(J) No record is required by this paragraph (a)(xvi) of (i) any municipal securities business done or contribu-
tion to officials of issuers or political parties of states or political subdivisions made prior to April 25, 1994 or (ii)
any payment to political parties of states or political subdivisions made prior to March 6, 1995.

(K) No broker, dealer or municipal securities dealer shall be subject to the requirements of this paragraph
(a)(xvi) during any period that such broker, dealer or municipal securities dealer has qualified for and invoked the
exemption set forth in clause (A)(2) of paragraph (e)(ii) of rule G-37; provided, however, that such broker, dealer
or municipal securities dealer shall remain obligated to comply with clause (H) of this paragraph (a)(xvi) during such
period of exemption. At such time as a broker, dealer or municipal securities dealer that has been exempted by this
clause (K) from the requirements of this paragraph (a) (xvi) engages in any municipal securities business, all require-
ments of this paragraph (a)(xvi) covering the periods of time set forth herein (beginning with the then current cal-
endar year and the two preceding calendar years) shall become applicable to such broker, dealer or municipal
securities dealer.

(xvii) Records Concerning Compliance with Rule G-20. Each broker, dealer and municipal securities dealer shall main-
tain: (i) a separate record of any gift or gratuity referred to in rule G-20(a); and (ii) all agreements referred to in rule
G-20(c) and all compensation paid as a result of those agreements.

(xviii) Records Concerning Consultants Pursuant to Rule G-38. Each broker, dealer and municipal securities dealer
shall maintain:

(A) a listing of the name of the consultant pursuant to the Consultant Agreement, business address, role
(including the state or geographic area in which the consultant is working on behalf of the broker, dealer or munic-
ipal securities dealer) and compensation arrangement of each consultant;

(B) a copy of each Consultant Agreement referred to in rule G-38(b);
(C) a listing of the compensation paid in connection with each such Consultant Agreement;

(D) where applicable, a listing of the municipal securities business obtained or retained through the activities
of each consultant;

(E) a listing of issuers and a record of disclosures made to such issuers, pursuant to rule G-38(d), concerning each
consultant used by the broker, dealer or municipal securities dealer to obtain or retain municipal securities business
with each such issuer;

(F) records of each reportable political contribution (as defined in rule G-38(a)(vi)), which records shall
include:

(1) the names, city/county and state of residence of contributors;

(2) the names and titles (including any city/county/state or other political subdivision) of the recipients of
such contributions; and

(3) the amounts and dates of such contributions;

(G) records of each reportable political party payment (as defined in rule G-38(a)(vii)), which records shall
include:

(1) the names, city/county and state of residence of contributors;

(2) the names and titles (including any city/county/state or other political subdivision) of the recipients of
such payments; and

(3) the amounts and dates of such payments;

(H) records indicating, if applicable, that a consultant made no reportable political contributions (as defined
in rule G-38(a)(vi)) or no reportable political party payments (as defined in rule G-38(a)(vii));

(I) a statement, if applicable, that a consultant failed to provide any report of information to the dealer con-
cerning reportable political contributions or reportable political party payments; and

(]) the date of termination of any consultant arrangement.
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(xix) Telemarketing Requirements.

(A) Each broker, dealer and municipal securities dealer shall make and maintain a centralized do-not-call list
of persons who do not wish to receive telephone solicitations from such broker, dealer or municipal securities deal-
er or its associated persons.

(B) No broker, dealer or municipal securities dealer or person associated with such broker, dealer or municipal
securities dealer shall obtain from a customer or submit for payment a check, draft or other form of negotiable paper
drawn on a customer’s checking, savings, share, or similar account, without that person’s express written authoriza-
tion, which may include the customer’s signature on the negotiable instrument.

(xx) Records Concerning Compliance with Rule G-27. Each broker, dealer and municipal securities dealer shall main-
tain the records required under G-27(c) and G-27(d).

(xxi) Records Concerning Sign-in Logs for In-Firm Delivery of the Regulatory Element Continuing Education. If applica-
ble, each broker, dealer and municipal securities dealer shall maintain the records required by rule G-3 (h)(i)(G)(6)(c).

~ (xxii) Records Concerning Electronic Mail Contacts. Records reflecting copies of Form G-40 and any amended forms,
as required by Rule G-40.

(b) Manner in which Books and Records are to be Maintained. Nothing herein contained shall be construed to require a bro-
ker, dealer or municipal securities dealer to maintain the books and records required by this rule in any given manner, pro-
vided that the information required to be shown is clearly and accurately reflected thereon and provides an adequate basis
for the audit of such information, nor to require a broker, dealer or municipal securities dealer to maintain its books and
records relating to transactions in municipal securities separate and apart from books and records relating to transactions in
other types of securities; provided, however, that in the case of a bank dealer, all records relating to transactions in munici-
pal securities effected by such bank dealer must be separately extractable from all other records maintained by the bank.

(¢} Non-Clearing Brokers, Dealers and Municipal Securities Dealers. A broker, dealer or municipal securities dealer which
executes transactions in municipal securities but clears such transactions through a clearing broker, dealer, or bank, or
through a clearing agency, shall not be required to make and keep such books and records prescribed in this rule as are cus-
tomarily made and kept by a clearing broker, dealer, bank or clearing agency; provided that, in the case of a broker, dealer or
municipal securities dealer other than a bank dealer, the arrangements with such clearing broker, dealer or bank meet all
applicable requirements prescribed in subparagraph (b) of rule 17a-3 under the Act, or the arrangements with such clearing
agency have been approved by the Commission or, in the case of a bank dealer, such arrangements have been approved by
the appropriate regulatory agency for such bank dealer; and further provided that such broker, dealer or municipal securities
dealer shall remain responsible for the accurate maintenance and preservation of such books and records if they are main-
tained by a clearing agent other than a clearing broker or dealer.

(d) Introducing Brokers, Dealers and Municipal Securities Dealers. A broker, dealer or municipal securities dealer which, as
an introducing broker, dealer or municipal securities dealer, clears all transactions with and for customers on a fully disclosed
basis with a clearing broker, dealer or municipal securities dealer, and which promptly transmits all customer funds and secu-
rities to the clearing broker, dealer or municipal securities dealer which carries all of the accounts of such customers, shall
not be required to make and keep such books and records prescribed in this rule as are customarily made and kept by a clear-
ing broker, dealer or municipal securities dealer and which are so made and kept; and such clearing broker, dealer or munic-
ipal securities dealer shall be responsible for the accurate maintenance and preservation of such books and records.

(e) Definition of Customer. For purposes of this rule, the term “customer” shall not include a broker, dealer or municipal
securities dealer acting in its capacity as such or the issuer of the securities which are the subject of the transaction in
question.

(f) Compliance with Rule 17a-3. Brokers, dealers and municipal securities dealers other than bank dealers which are in
compliance with rule 17a-3 of the Commission will be deemed to be in compliance with the requirements of this rule, pro-
vided that the information required by subparagraph (a)(iv)(D) of this rule as it relates to uncompleted transactions involv-
ing customers; paragraph (a)(viii}; and paragraphs (a)(xi) through (a)(xxii) shall in any event be maintained.

(g) Transactions in Municipal Fund Securities.

(i) Books and Records Maintained by Transfer Agents. Books and records required to be maintained by a broker,
dealer or municipal securities dealer under this rule solely with respect to transactions in municipal fund securities may
be maintained by a transfer agent registered under Section 17A(c)(2) of the Act used by such broker, dealer or munic-
ipal securities dealer in connection with such transactions; provided that such broker, dealer or municipal securities
dealer shall remain responsible for the accurate maintenance and preservation of such books and records.

(ii) Price Substituted for Par Value of Municipal Fund Securities. For purposes of this rule, each reference to the
term “par value,” when applied to a municipal fund security, shall be substituted with (A) in the case of a purchase

45 . Rule G-8
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of a municipal fund security by a customer, the purchase price paid by the customer, exclusive of any commission, and
(B) in the case of a sale or tender for redemption of a municipal fund security by a customer, the sale price or redemp-
tion amount paid to the customer, exclusive of any commission or other charge imposed upon redemption or sale.

BACKGROUND

Under rule G-8, municipal securities brokers and municipal securities dealers are required to make and keep current certain specified records con-
cerning their municipal securities business. Rule G-9 requires that records relating to a firm or bank dealer’s municipal securities business be preserved for
specified periods of time.

Rules G-8(f) and G-9(g) provide that municipal securities brokers and municipal securities dealers other than bank dealers, who are in compliance
with the recordkeeping rules of the Commission, will be deemed to be in compliance with Board rules G-8 and G-9, provided that the following addi-
tional records, not specified in the Commission's rules, are maintained by such firms: records of uncompleted transactions involving customers (subpara-
graph (a){iv){D)}); records relating to syndicate transactions (paragraph (a){viii)); a new account information (paragraph (a)(xi}); and information
concerning customer complaints (paragraph (a){xii)). With respect to records on uncompleted customer transactions, the requirements of the Board's
rule will be satisfied if the information is readily obtainable from other records maintained by a firm or bank dealer.

The Commission has adopted concurrent amendments to its own recordkeeping rules, rules 17a-3 and 17a-4, which provide that securities firms
engaged in the municipal securities business will satisfy all regulatory requirements concerning recordkeeping with respect to such business if they are in
compliance with the Board's rules. See Securities Exchange Act Release No. 13295 (Feb. 24, 1977). An integrated securities firm could choose to follow
tule G-8 with respect to records concerning its municipal business, and the Commission’s rules on recordkeeping for all other aspects of its business. In
addition, a sole municipal securities firm could follow either the Commission's or the Board's rules in full, even though a portion of its business relates to
federal government securities. (See Securities Exchange Act Release No. 13106 (Dec 23, 1976).) Bank dealers must follow the. Board’s recordkeepmg
rules , - , :
~Securities firms will not be required to file a formal written notice of electlon to comply w1th the Board’s or the Comm1551on s rules, but sansfactoryﬁ
compliance with either set of rules will be subject to determination in the course of penodlc compllance examinations conducted by the regulatory orga-
nizations charged with enforcement of Board and Commission rules.
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The following topics are covered in this interpretive notice:

Topic

General Purposes of Recordkeeping Rules

Election to Follow Board or Commission Recordkeeping Rules
Maintenance of Records on a Trade Date or Settlement Date Basis
Current Posting of Records

Unit System Method of Recordkeeping

Rule G-8(a)(ii)—Account Records

Rule G-8(a)(iii)—Securities Records

Rules G-8(a){vi) and (vii)—Records for Agency and Principal
Transactions

INTERPRETIVE NOTICE ON RECORDKEEPING

July 29, 1977

The Municipal Securities Rulemaking Board (the “Board”) has
received a number of inquiries concerning Board rules G-8 and G-9. These
rules require municipal securities brokers and municipal securities dealers
to make and keep current certain specified records concerning their
municipal securities business and to preserve such records for specified
periods of time. This interpretive notice addresses several of the more fre-
quent inquiries received by the Board regarding these rules.

General Purposes of Recordkeeping Rules

The Board’s recordkeeping rules are designed to require organizations
engaged in the municipal securities business to maintain appropriate
records concerning their activities in such business. In writing the rules,
the Board adopted the approach of specifying in some detail the informa-
tion to be reflected in the various records. The Board believed that this
approach would provide helpful guidance to municipal securities profes-
sionals as well as the regulatory agencies charged with the responsibility of
examining the records of such firms. At the same time, the Board attempt-
ed to provide a degree of flexibility to firms concerning the manner in
which their records are to be maintained, recognizing that various record-
keeping systems could provide a complete and accurate record of a firm’s
municipal securities activities. The interpretations set forth in this notice

Rule G-8(a)(xi)—Customer Account Information

Rule G-8(c)—Non-Clearing Municipal Securities Brokers and
Municipal Securities Dealers

Rule G-9(b)(viii{(C)—

Election to Follow Board or Commission Recordkeeping Rules

Preservation of Written Communications

Rules G-8(f) and G-9(g) provide that municipal securities brokers and
municipal securities dealers other than bank dealers, who are in compli-
ance with the recordkeeping rules of the Securities and Exchange Com-
mission (the “Commission”), will be deemed to be in compliance with
Board rules G-8 and G-9, provided that the following additional records,
not specified in the Commission’s rules, are maintained by such firms:

are intended to be consistent with the foregoing purposes.

This notice is not intended to address all of the questions which have
arisen, or may arise; the Board will continue its policy of responding to
written requests for individual interpretations and may issue further inter-
pretive notices on recordkeeping should additional questions of general
interest arise.

Rule G-8

records of uncompleted transactions involving customers (subparagraph
(a)(iv)(D)); records relating to syndicate transactions (paragraph
{a)(viii)); new account information (paragraph (a)(xi)); and information
concerning customer complaints (paragraph (a)(xii)). Conversely, Com-
mission rules 17a-3 and 17a-4 provide that securities firms engaged in the
municipal securities business will satisfy all regulatory requirements con-
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cerning recordkeeping with respect to their municipal securities business
if they are in compliance with the Board's rules.

Securities firms must determine to comply with either the Board or
Commission rules, but are not required to file with either the Board or the
commission a formal written notice of election. Satisfactory compliance
with either set of rules will be subject to determination in the course of
periodic compliance examinations conducted by the regulatory organiza-
tions charged with enforcement of Board and Commission rules.

Maintenance of Records on a Trade Date or Settlement Date Basis

Under rule G-8, records concerning purchases and sales of municipal
securities may be maintained on either a trade date or settlement date
basis, provided that all records relating to purchases and sales are main-
tained on a consistent basis. For example, if a municipal securities broker
or municipal securities dealer maintains its records of original entry con-
cerning purchases and sales (rule G-8(a)(i)) on a settlement date basis,
the municipal securities broker or municipal securities dealer must also
maintain its account records (rule G-8(a)(ii)) and securities records (rule
G-8(a)(iii)) on the same basis.

The above records may not be maintained on a clearance date basis,
that is, the date the securities are actually delivered or received. Records
maintained on a clearance date basis would not accurately reflect obliga-
tions of a municipal securities broker or municipal securities dealer to
deliver or accept delivery of securities. Of course, the date of clearance
should be noted in the records of original entry, account records and secu-
rities records, regardless of whether these records are kept on a trade date
or settlement date basis.

Current Posting of Records

Rule G-8 provides that every municipal securities broker or munici-
pal securities dealer must make and keep current the records specified in
the rule. The Board has received inquiries as to the time within which
records must be posted to satisfy the currency requirement.

Blotters or other records of original entry showing purchases and sales
of municipal securities should be prepared no later than the end of the
business day following the trade date. Transactions involving the purchase
and sale of securities should be posted to the account records no later than
settlement date and to the securities records no later than the end of the
business day following the settlement date. Records relating to securities
movements and cash receipts and disbursements should reflect such events
on the date they occur and should be posted to the appropriate records no
later than the end of the following business day.

Commission rule 17a-11 requires municipal securities dealers, other
than bank dealers, to give immediate notice to the Commission and their
designated examining authorities of any failure to make and keep current
the required records, and to take corrective action within forty-eight hours
after the transmittal of such notice.

Unit System Method of Recordkeeping

Under rule G-8, records may be maintained in a variety of ways,
including a unit system of recordkeeping. In such a system, records are kept
in the form of a group of documents or related groups of documents. For
example, customer account records may consist of copies of confirmations
and other related source documents, if necessary, arranged by customer.

A unit system of recordkeeping is an acceptable system for purposes of
rule G-8 if the information required to be shown is clearly and accurately
reflected and there is an adequate basis for audit. This would require in
most instances that each record in a unit system be arranged in appropri-
ate sequence, whether chronological or numerical, and fully integrated
into the overall recordkeeping system for purposes of posting to general
ledger accounts.

R U
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Rules G-8(a)(ii)—Account Records

Rule G-8(a){ii) requires every municipal securities broker and munic-
ipal securities dealer to maintain account records for each customer
account and the account of the municipal securities broker and municipal
securities dealer, showing all purchases and sales, all receipts and deliver-
ies of securities, all receipts and disbursements of cash, and all other deb-
its and credits to such account.

The account records may be kept in several different formats. Ledger
entries organized separately for each customer and for the municipal secu-
rities broker or municipal securities dealer, showing the requisite informa-
tion, would clearly satisfy the requirements of rule G-8(a)(ii).

The requirements of rule G-8(a)(ii) can also be satisfied by a unit sys-
tem of recordkeeping. See discussion above. Under such a system, a munic-
ipal securities professional might maintain files, organized by customer,
containing copies of confirmations and other pertinent documents, if nec-
essary, which reflect all the information required by rule G-8(a)(ii).

The question has also been raised whether the account records
requirement of rule G-8(a)(ii) can be satisfied by an electronic data pro-
cessing system which can produce account records by tracing through sep-
arate transactions. The Board is of the view that such a system is
acceptable if the account records should be obtainable without delay,
although the records need not be maintained by customer prior to being
produced. The account records so produced must also reflect clearly and
accurately all the required information, provide an adequate basis for
audit and be fully integrated into the overall recordkeeping system.
Under rule G-27, on supervision, a municipal securities principal is
required to supervise the activities of municipal securities representatives
with respect to customer accounts and other matters. In this connection,
it may be appropriate to obtain printouts of customer accounts on a peri-
odic basis.

The Board believes that it is important to maintain account records
in the fashion described above in view of several of the Board’s fair prac-
tice rules, such as the rules on suitability and churning. Account records
will be important both as a tool for management to detect violations of
these rules and for enforcement of these rules by the regulatory agencies
conducting compliance examinations or responding to complaints.

The requirement to maintain account records does not apply to a firm
which effects transactions exclusively with other municipal securities pro-
fessionals and has no customers, as defined in paragraph (e) of rule G-8.

Rule G-8(a){iii)—Securities Records

Rule G-8(a)(iii) requires that records be kept showing separately for
each municipal security all long and short positions carried by a municipal
securities broker or municipal securities dealer for its account or for the
account of a customer, the location of all such securities long and the off-
setting position to all such securities short, and the name or other desig-
nation of the account in which each position is carried.

The securities records should reflect not only purchases and sales, but
also any movement of securities, such as whether securities have been sent
out for validation or transfer. If there is no activity with respect to a pat-
ticular security, it is not necessary to make daily entries for the security in
the securities records. The last entry will be deemed to be carried forward
until there is further activity involving the security.

Rule G-8(a)(iii) requires that the securities records show all long secu-
rity count differences and short count differences classified by the date of
physical count and verification on which they were discovered. The Board
currently has no rule requiring municipal securities professionals to make
periodic securities counts. However, if such counts are made, all count dif-
ferences must be noted as provided in this section. Commission rule 17a-
13 requires municipal securities dealers, other than bank dealers and

Rule G-8
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certain securities firms exempted from the rule, to examine and count
securities at least once in each quarter.

The requirement to maintain securities records under rule G-8 does
not apply to a firm which effects municipal securities transactions exclu-
sively with other municipal securities professionals and has no customers,
as defined in paragraph (e) of rule G-8, provided the firm does not carry
positions for its own account and records or fails to deliver, fails to receive
and bank loans are reflected in other records of the firm.

Rules G-8(a}(vi) and (vii)-Records for Agency and Principal Transactions

Rules G-8(a)(vi) and (vii) require municipal securities brokers and
municipal securities dealers to make and keep records for each agency
order and each transaction effected by the municipal securities broker or
municipal secirrities dealer as principal. The records may be in the form of
trading tickets or similar documents. In each case, the records must con-
tain certain specified information, including “to the extent feasible, the
time of execution.”

The phrase “to the extent feasible” is intended to require municipal
securities professionals to note the time of execution for each agency and
principal transaction except in extraordinary circumstances when it is
impossible to determine the exact time of execution. In such cases, the
municipal securities professional should note the approximate time of exe-
cution and indicate that it is an approximation.

Rule G-8(a)(xi)—Customer Account Information

Rule G-8(a)(xi) requires a municipal securities broker or municipal
securities dealer to obrain certain information for each customer. Several
distinct questions have been raised with respect to this provision.

The requirement to obtain the requisite information may be satisfied
in a number of ways. Some municipal securities brokers and municipal
securities dealers have prepared questionnaires which they have had their
customers complete and return. Others have instructed their salesmen to
obtain the information from customers over the telephone at the time

“orders are placed. It is not necessary to obtain a written statement from a
customer to be in compliance with the provision.

Except for the tax identification or social security number of a cus-
tomer, the customer account information required by this provision must
be obtained prior to the settlement of a transaction. The Board believes
that such a requirement is reasonable since the information is basic and
important.

The requirement in subparagraph (C) of rule G-8(a)(xi} to obtain the
tax identification or social security number of a customer tracks the
requirement in section 103.35, Part 103 of Title 31 of the Code of Feder-
al Regulations, which was adopted by the Treasury Department and
became effective in June 1972. Under this section, every broker, dealer
and bank must obtain the tax identification or social security number
of customers. If a broker, dealer or bank is unable to secure such informa-
tion after reasonable effort, it must maintain a record identifying all
such accounts. The Board interprets subparagraph (C) of rule G-8(a)(xi)
in a similar fashion to require municipal securities professionals to
make a reasonable effort to obtain a customer’s tax identification or social
security number and, if they are unable to do so, to keep a record of that
fact.

Several inquiries have focused on the scope of subparagraph (G) of
rule G-8(a)(xi) which requires that a record be made and kept of

the name and address of the beneficial owner or owners of such
account if other than the customer and transactions are to be con-
firmed to such owner or owners.

This provision applies to the situation in which securities are con-
firmed to an account which has not directly placed the order for the sccu-
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rities. This frequently occurs in connection with investment advisory
accounts, where the investment advisor places an order for a client and
directs the executing firm to confirm the transaction directly to the invest-
ment advisor’s client.

Under rule G-8, the only information which must be obtained in such
circumstances for the account to which the transaction is confirmed is the
name and address of the account, information which would have to be
obtained in any event in order to transmit the confirmation. Since the
investment advisor itself is the customer, the other items of customer
account information set forth in rule G-8(a)(xi) need not be obtained for
the investment advisor’s client. The customer account information applic-
able to institutional accounts, however, must be obtained with respect to
the investment advisor. Also, the account records required by rule G-
8(a)(ii) would not be required to be maintained for the investment advi-
sor’s client, although such records would have to be maintained with
respect to the account of the investment advisor.

A municipal securities professional is not required to ascertain the
name and address of the beneficial owner or owners of an-account if such
information is not voluntarily furnished. Subparagraph G-8(a)(xi}(G)
applies only when an order is entered on behalf of another person and the
transaction is to be confirmed directly to the other person.

A recent court decision, Rolf v. Blyth Eastman Dillon & Co. Inc., etal.
issued on January 17, 1977, in the United States District Court, Southern
District of New York, may have important implications with respect to the
obligations generally of securities professionals to beneficial owners of
accounts, especially to clients of investment advisors. We commend your
attention to this decision, which has been appealed.

Rule G-8(c)—Non-Clearing Municipal Securities Brokers and Munic-
ipal Securities Dealers

Rule G-8(c) provides that a non-clearing municipal securities broker
or municipal securities dealer is not required to make and keep the books
and records prescribed by rule G-8 if they are made and kept by a clearing
broker, dealer, bank or clearing agency. Accordingly, to the extent that
records required by rule G-8 are maintained for a municipal securities bro-
ker or municipal securities dealer by a clearing agent, the municipal secu-
rities broker or municipal securities dealer does not have to maintain such
records. A non-clearing municipal securities broker or municipal securities
dealer is still responsible for the accurate maintenance and preservation of
the records if they are maintained by a clearing agent other than a clear-
ing broker or dealer, and should assure itself that the records are being
maintained by the clearing agent in accordance with applicable record-
keeping requirements of the Board.

In the case of a bank dealer, clearing arrangements must be approved
by the appropriate regulatory agency for the bank dealer. The bank regu-
latory agencies are each considering the adoption of procedures to approve
clearing arrangements. It is contemplated that these procedures will
require the inclusion of certain provisions in clearing agreements, such as
an undertaking by the clearing agent to maintain the bank dealer’s records
in compliance with rules G-8 and G-9, and will specify the mechanics for

_having such arrangements considered and approved. The bank regulatory

agencies indicate that they will advise bank dealers subject to their respec-
tive jurisdictions on this matter in the near future.

In the case of a securities firm, Commission approval is required for all
clearing arrangements with entities other than a broker, dealer or bank.
The Commission has recently proposed an amendment to its rule 17a-4
which would eliminate the need to obtain Commission approval of clear-

“ing arrangements with such other entities, provided that certain specified

conditions are met. If the proposed rule is adopted, the Board would make
a corresponding change in rule G-8. :

If an agent clears transactions, but transmits copies of all records to the
municipal ‘securities broker or municipal securities dealer, and these
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records are preserved by the municipal securities broker or municipal secu-
rities dealer in accordance with rule G-9, the clearing arrangement is not
subject to the rule G-8(c).

Rule G-9(b}{viii)(C)—Preservation of Written Communications

Subparagraph (C) of rule G-9(b)(viii) requires municipal securitics
brokers and municipal securities dealers to preserve for three years

all written communications received or sent, including inter-office
memoranda, relating to the conduct of the activities of such munici-
pal securities broker or municipal securities dealer with respect to
municipal securities.

The communications required to be preserved by this provision telate to
the conduct of a firm’s activities with respect to municipal securities.
Accordingly, such documents as internal memoranda regarding offerings or
bids, letters to or from customers and other municipal securities profes-
sionals regarding municipal securities, and research reports must be pre-
served. Documents pertaining purely to administrative matters, such as
vacation policy and the like, would not have to be preserved for purposes
of the rule.

NOTICE OF INTERPRETATION CONCERNING RECORDS OF CERTIFICATE
NUMBERS OF SECURITIES CLEARED BY CLEARING AGENTS

See also:

Rule G-17 Interpretation — Notice Concerning Application of Board
Rules to Put Option Bonds, September 30, 1985.

Rule G-21 Interpretation — Application of Fair Practice and Advertis-
ing Rules to Municipal Fund Securities, May 14, 2002.

Rule G-27 Interpretation — Supervisory Procedures for the Review of
Correspondence with the Public, March 24, 2000.

QOctober 10, 1986

Rule G-8(a)(i) requires that dealers maintain records of original entry
that include certificate numbers of all securities received or delivered. The
Board has received inquiries whether a dealer must maintain in its records
of original entry the certificate numbers of securities that are received or
delivered by a clearing agent on behalf of the dealer or whether it is per-
missible for the clearing agent to maintain records of the certificate num-
bers for the dealer. :

The Board has concluded that, for transactions in which physical
securities are cleared by a clearing agent, records of the certificate numbers
of the securities required by rule G 8( )(i) may be maintained by the agent
on behalf of the dealer if the dealer obtains an agreement in writing from
the agent in which the following conditions are specified: (i) a complete
and current record of certificate numbers of physical securities cleared by
the agent will be maintained on behalf of the dealer by the agent; (ii) the
agent will preserve such record, and will provide such record to the dealer
promptly upon request, in a manner allowing the dealer to comply with
Board rule G-9 on maintenance and preservation of records. The Board
emphasizes that a dealer allowing a clearing agent to maintain records of
certificate numbers on its behalf continues to be responsible for the accu-
rate maintenance and preservation of such records in conformance with
the Board's recordkeeping rules.

Rule G-32 Interpretations — Notice Regarding the Disclosure Obliga-
tions of Brokers, Dealers and Municipal Securities Dealers in Con-
nection with New Issue Municipal Securities Under Rule G-32,
November 19, 1998,

— Notice Regarding Electronic Delivery and Receipt of Information
by Brokers, Dealers and Mun1c1pa] Securities Dealers, November

20, 1998.

Interpretive Letters

Syndicate records: participations. This
will “acknowledge receipt of your letter of
November 24, 1981 concerning certain of the
requirements of Board rule G-8(a)(viii) regard-
ing syndicate records to be maintained by man-
agers of underwritings of new issues of municipal
securities.

You note that this provision requires, in
pertinent part, that,

[wlith respect to each syndicate..., records
shall be maintained ... showing ... the name
and percentage of participation of each
member of the syndicate or account...

You inquire whether this provision necessi-
tates the designation of an actual percentage or
decimal participation, or, alternatively,

whether a listing of the... dollar participa-
tion [of each member]... along with [the]
aggregate par value of the syndicate meets
the requirement... of the Rule.

* The rule should not be construed to require

in all cases an indication of a numerical per-
centage for each member’s participation, if
~ other information from which a numerical per-
centage can easily be determined is set forch.

The method you propose, showing the par val-

ue amount of the member’s participation, is cet-

tainly acceptable for purposes of compliance
with this provision of the rule. MSRB interpre-
tation of December 8, 1981.

Syndicate records: sole underwriter. This
is in response to your letter regarding rule G-8
on recordkeeping. You note that rule G-
8(a)(viii) requires the managing underwriter of
a syndicate to maintain certain records pertain-
ing to syndicate transactions. You ask if this rule
applies to an underwriter in a sole underwriting.

Rule G-11(a)(viii) defines a syndicate as an
account formed by two or more persons for the
purpose of purchasing, directly or indirectly, all
or any part of a new issue of municipal securities
from the issuer, and making a distribution there-
of. Since a sole underwriting does not involve a
syndicate, rule G-8(a)(viii) does not apply to
sole underwritings. Of course, the sole under-
writer must maintain other required records for
transactions in the new issue. MSRB interpreta-
tion of May 12, 1989.

Recordkeeping by introducing brokers. - Your

letter of September 16, 1982, has been referred

to me for response. In your letter you indicate
that your firm functions as an “introducing bro-
ker”, and, in such capacity, effects an occasion-
al transaction in municipal securities. You
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inquire as to the recordkeeping requirements
applying to a firm acting in this capacity, and
you also inquire as to the possibility of an
exemption from the Board's rules, in view of the
extremely limited nature of your municipal
securities business.

As you recognize, the provision Board rule
G-8 on recordkeeping with particular relevance
to introducing brokers is section (d), which pro-
vides as follows:

A municipal securities broker or municipal
securities dealer which, as an introducing
municipal securities broker or municipal
sccuritics dealer, ciears all transactions with
and for customers on a fully disclosed basis
with a clearing broker, dealer or municipal
securities dealer, and which promptly trans-
mits all customer funds and securities to the
clearing broker, dealer or municipal securi-
ties dealer which carries all of the accounts
of such customers, shall not be required to
make and keep such books and records pre-
scribed in this rule as are customarily made and
kept by a clearing broker, dealer or municipal
securities dealer and which are so made ‘and
kept; and such clearing broker, dealer or
municipal securities dealer shall be réspon-. .
sible for. the ‘accurate maintenance and

Rule G-8
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preservation of such books and records.
(emphasis supplied)

As you can see, this provision states that the
introducing broker need not make and keep
those records which are “customarily made and
kept by” the clearing dealer, as long as the clear-
ing dealer does, in fact, make and keep those
records. The introducing broker is still required,
however, to make and keep those records which
are not “customarily made and kept by” the
clearing firm.

The majority of the specific records you
name in your letter fall into the latter category
of records which are not customarily made and
kept by the clearing firm and therefore remain
the responsibility of the introducing broker.
Your firm would, therefore, be required to make
the records of customer account information
required under rule G-8(a)(xi), with all of the
itemized details of information recorded on such
records. Your firm would also be required to
maintain the records of agency and principal
transactions (“order tickets”) required under
rules G-8(a){(vi) and (vii) respectively. In both
cases, however, if, for some reason, the clearing
firm does make and keep these records, your
firm would not be required to make and keep
duplicates.

In the case of the requirement to keep con-
firmation copies, it is my understanding that the
clearing firm generally maintains such records.
If the clearing firm to which you introduce
transactions follows this practice and maintain
copies of the confirmations of such transactions,
you would not be required to maintain the same
record.

In adopting each of these recordkeeping
requirements the Board concluded that the
information required to be recorded was the
minimum basic data necessary to ensure proper
handling and recordation of the transaction and
customer protection. | note also that these
requirements parallel in most respects those of
Commission rule 17a-3, to which you are
already subject by virtue of your registration as a

broker/dealer.

With respect to your inquiry regarding an
exemption from the Board’s requirements, |
must advise that the Board does not have the
authority to grant such exemptions. The Secu-
rities and Exchange Commission does have the
authority to grant such an exemption in unusu-
al circumstances. Any letter regarding such an
exemption should be directed to the Commis-
sion’s Division of Market Regulation. MSRB
interpretation of September 21, 1982.

Securities record. In your letter, you ques-
tion the application of Board rule G-8(a)(iii)
and, in particular, the requirement that “such
[securities] records shall consist of a single

Rule G-8
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record system,” to a situation in which a securi-
ties firm maintains such records organized by
ownership of the securities. It is my understand-
ing that the firm in question maintains records
showing securities in the firm's trading account,
and offsetting positions long and short, and sep-
arate records showing securities owned by cus-
tomers and the offsetting location for those
securities.

Rule G-8(a)(iii) requires, in part

[tlecords showing separately for each
municipal security all positions ... carried by
such municipal securities broker or munici-
pal securities dealer for its account or for the
account of a customer...

Therefore, securities records should be main-
tained by security, although this can be accom-
plished by separate sheets showing positions in
that security held for trading or investment pur-
poses and positions owned by customers. A
tecord organized by customer, showing several
securities and offsetting positions held by that
customer, is not acceptable for purposes of rule

G-8(a)(iii).

With respect to your question regarding the
multiple maturity provision of rule G-8(a)(iii),
the relevant position of the rule states

multiple maturities of the same issue of
municipal securities, as well as multiple
coupons of the same maturity, may be
shown on the same record, provided that
adequate secondary records exist to identi-
fy separately such maturities and coupons.

Therefore, the securities to be shown on a single
securities record must be identical as to issue
date or maturity date. Securities which are iden-
tical as to issuer may be shown on a single secu-
rities record only if the securities have either the
same issue date or the same maturity date, and if
adequate secondary records exist to identify sep-
arately the securities grouped on the record.
MSRB interpretation of April 8, 1978.

Maintenance of securities record. [ refer
to your letter of April 9, 1979 concerning
rule G-8(a)(iii), which requires the mainte-
nance of a securities record. This letter is
intended to address your questions concerning
that provision.

Rule G-8(a)(iii) requires every municipal
securities dealer to make and keep

records showing separately for each munic-
ipal security all positions (including, in the
case of a municipal securities dealer other
than a bank dealer, securities in safekeep-
ing) carried by such municipal securities
dealer for its own account or for the
account of a customer (with all “short” trad-
ing positions so designated), the location of
all such securities long and the offsetting
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position to all such securities short, and the
name or other designation of the account in
which each position is carried.

Rule G-8(a)(iii) further provides that “[sjuch
records shall consist of a single record system...,”
and that *...a bank dealer shall maintain records
of the location of securities in its own trading
account.”

The purpose of the requirement to main-
tain a “securities record” is to provide a means of
securities control, ensuring that all securities
owned by the dealer or with respect to which
the dealer has outstanding contractual commit-
ments are accounted for in the dealer’s records.
To achieve this purpose, the record is common-
ly constructed in “trial balance” format, with
information as to the “ownership” of securities
reflected on the “long,” or debit side, and infor-
mation as to the location on the “short,” or
credit side of the record. The record therefore
serves a different function from the subsidiary
records, such as the “fail” records, required to be
maintained under other provisions of the rule.
The subsidiary records reflect the details of par-
ticular securities transactions; the securities
record assures that a municipal securities dealer’s
over-all position is in balance.

In your letter you inquire specifically
whether this record can be constructed through
the use of duplicate copies of subsidiary records.
The rule requires a system of records organized
by security, showing all positions in such securi-
ty. Record systems organized by position or loca-
tions, showing all securities held in such
position or location, cannot serve the same bal-
ancing and control function.

The securities record, however, does not
have to be maintained on a single sheet or
ledger card per security. Although this is the
most common means of maintaining a securities
record, certain municipal securities dealers pre-
pare segments of the record in different physical
locations, bringing the segments together at the
close of the business day to compose the securi-
ties record. This practice is permissible under
the rule.

Finally, you have inquired regarding the
possibility of maintaining the securities record
on a unit system basis. Records in such a system
are kept in the form of a group of documents ot
related groups of documents, most often files of
duplicate confirmations. The maintenance of
the securities record on such a basis would be
acceptable provided that the required informa-
tion is clearly and accurately reflected and there
is an adequate basis for audit. [ would note, how-
ever, that utilization of a unit system would
probably only be feasible for a municipal securi-
ties dealer with very limited activity.

I hope this letter is helpful to you in
responding to inquiries from your members. If
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you or any of your members have any further
questions regarding this matter, please do not
hesitate to contact us. MSRB interpretation of
April 16, 1979.

Securities control.  Your letter dated
February 24, 1978, has been referred to me
for response. In addition, I understand that
you have had several subsequent telephone
conversations about your question. In these con-
versations, you describe the procedures for secu-
rities control followed by your bank's dealer
department. :

Briefly, as we understand your procedures,
the dealer department records all certificate
numbers of municipal securities received or
delivered by the department. This information
is recorded in a manner which relates the phys-
ical receipt and delivery of specific certificates
to specific transactions. Once in safekeeping,
the certificates are kept in a vault, and filed by
issue, rather than filed separately by account,
chronologically, or by transaction. In your let-
ter, you inquired whether this system of filing in
the vault raises problems of compliance with

Board rule G-8.

Since your bank records in records of origi-
nal entry the certificate numbers upon receipt
and delivery of municipal securities by your
dealer department, it appears that your system
satisfies the requirement under rule G-8(a)(i}
that such information be recorded on the
“record of original entry.” The safekeeping pro-
cedures used by the bank are specifically exclud-
ed from the scope of the rule under the
provisions of paragraph G-8(a)(iii), which
requires

[tlecords showing...all positions (including,
in the case of a municipal securities broker
or municipal securities dealer other than a
bank dealer, securities in safekeeping)...

Therefore, based on the information you have
provided, we believe that your system is in com-
pliance with the applicable provisions of rule

G-8. MSRB interpretation of April 10, 1978.

Customer account information. Iam writ-

ing in response to your letter of May 25, 1982
concerning the maintenance of customer
account information records in connection with
certain orders placed with you by a correspon-
dent bank. In your letter you indicate that a cor-
respondent bank periodically purchases
securities from your dealer department for the
accounts of specified customers. The confirma-
tions of these transactions are sent to the corre-
spondent bank, with a statement on each
confirmation designating, by customer name,
the account for which the transaction was
effected. No confirmations or copies of confir-
mations are sent to the customers identified by
. the correspondent bank. You inquire whether
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customer account information records designat-
ing these customers as the “beneficial owners”
of these accounts need be maintained by your
dealer department.

As you know, rule G-8(a)(xi) requires a
municipal securities dealer to record certain
information about each customer for which it
maintains an account. Subparagraph (G) of such
paragraph requires that this record identify the

name and address of beneficial owner or
owners of such account if other than the
customer and transactions are to be confirmed
to such ouner or owners...

(emphasis added)

If the transactions are not to be confirmed to the
customers identified as the owners of the
accounts for which the transactions are effected,
then such information need not be recorded.

In the situation you cite, therefore, the
names of the customers need not be recorded on
the customer account information record.

MSRB interpretation of June 1, 1982.

Use of electronic signatures. This is in
response to your letter and a number of subse-
quent telephone conversations regarding your
dealer department’s proposed use of a bond trad-
ing system. The system is an online, realtime
system that integrates all front and back office
functions. The system features screen input of
customer account and trading information
which would allow the dealer department to
eliminate the paper documents currently in use.
The signature of the representative introducing
a customer account, required to be recorded
with customer account information by rule G-8,
and the signature of the principal signifying
approval of each municipal securities transac-
tion, required by rule G-27, would be performed
electronically, i.e., by input in a restricted
datafield. The signature of the principal approv-
ing the opening of the account, required by rule
G-8, will continue to be performed manually on
a printout of the customer information.!

Rule G-8(a)(vi) and (vii) require dealers to
make and keep records for each agency and prin-
cipal transaction. The records may be in the
form of trading tickets or similar documents. In
addition, rule G-8(a)(xi), on recordkeeping of
customer account information, requires, among
other things, the signature of the representative
introducing the account and the principal indi-
cating acceptance of the account to be included
on the customer account record. Rule
G-27(c)(ii)" requires, among other things, the
prompt review and written approval of each
transaction in municipal securities. In addition,
the rule requires the regular and frequent exam-
ination of customer accounts in which munici-
pal securities transactions are effected in order
to detect and prevent irregularities and abuses.
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The approvals and review must be made by the
designated municipal securities principal or the
municipal securities sales principal. Rule G-9(e},
on preservation of records, allows records to be
retained electronically provided that the dealer
has adequate facilities for ready retrieval and
inspection of any such record and for production
of easily readable facsimile copies.

The Board recognizes that efficiencies
would be obtained by the replacement of paper
files with electronic data bases and filing systems
and generally allows records to be retained in
that form.2 Moreover, as dealers increasingly
automate, there will be more interest in deleting
most physical records. Electronic trading tickets
and automated customer account information
satisfy the recordkeeping requirements of rule
G-8 as long as such information is maintained in
compliance with rule G-9(e).

The Board and your enforcement agency
are concerned, however, that it may be difficult
to verify a representative’s signature on opening
the account or a principal’s signature approving
municipal securities transactions or periodically
reviewing customer accounts if the signatures
are noted only electronically. Your enforcement
agency has advised us of its discussions with you.
Apparently, it is satisfied that appropriate secu-
rity and audit procedures can be developed to
permit the use of electronic signatures of repre-
sentatives and principals and ensure that such
signatures are verifiable. Thus, the Board has
determined that rules G-8 and G-27 permit the
use of electronic signatures when security and
audit procedures are agreed upon by the dealer
and its appropriate enforcement agency. What-
ever procedures are agreed upon must be memo-
rialized in the dealer’s written supervisory
procedures required by rule G-27. MSRB Inter-
pretation of February 27, 1989.

1 In addition, you noted in a telephone conversation that
the periodic review of customer accounts required by rule
G-27(c)(i)] also will be handled electronically using
the principal's electronic signature to signify approval.

1 See rule G-9(e).
[*][Currently codified at rule G-27{c)(vii).]

Records of original entry. Your letter dated
October 13, 1978, has been referred to me for
response. In your letter you inquire whether a
certain method of keeping “records of original
entry” is satisfactory for purposes of the require-
ment to maintain “current” books and records.
In particular, you suggest that such records could

- be maintained by means of a “unit” or “ticket”

system during the period from trade date to set-
tlement date, and then recorded on a blotter as
of the settlement date.

As indicated to you, such a method of pre-
serving these records is acceptable, provided
that all information required to be shown is

Rule G-8
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clearly and accurately reflected in both forms of
the record, and both forms provide adequate
audit controls. MSRB interpretation of October
26, 1978.

Records of original entry. This will
acknowledge receipt of your letter of June 13,
1979, concerning the requirement under Board
rule G-8 for records of original entry. In your let-
ter you discuss a “Bond Register” used by your
firm, which is organized by security, and presents
on separate cards all transactions in particular
securities arranged in chronological order. You
inquire whether this is satisfactory for purposes
of the Board's recordkeeping rule.

The “record of original entry” required
under rule G-8(a)(i) is intended to reflect all
transactions effected by a municipal securities
dealer on a particular day, all transactions
cleared on such day, and all receipts and dis-
bursements of cash on such day. The record is
intended to provide a complete review of the
dealer’s activity for the day in question. It is
therefore necessary that the record be organized
by date. A record organized by security would
not serve the purposes of a record of original
entry as envisioned in the Board's rule. MSRB
interpretation of August 9, 1979.

Records of original entry: unit system.
This will acknowledge receipt of your letter of
November 20, 1981 concerning compliance
with certain of the provisions of Board rule G-8
through the use of 2 “unit system” method of
recordkeeping. In your letter you indicate that
the bank wishes to maintain the record of orig-
inal entry required under rule G-8(a)(i) in the
form of a collection of duplicate copies of con-
firmations filed in transaction settlement date
order; in addition, you enclose a copy of the
confirmation form used by the bank. You inquire
whether maintaining the record in this manner
would be satisfactory for purposes of the rule.

In-a July 29, 1977 interpretive notice on
rule G-8 the Board stated:

Under rule G-8, records may be maintained
in a variety of ways, including a unit system
of recordkeeping. In such a system, records
are kept in the form of a group of documents
or related groups of documents....

A unit system of recordkeeping is an
acceptable system for purposes of rule G-8 if
the information required to be shown is
clearly and accurately reflected and there is
an adequate basis for audit. This would
require in most instances that each record
in a unit system be arranged in appropriate
sequence, whether chronological or numer-
ical, and fully integrated into the over-all
recordkeeping system for purposes of post-
ing to general ledger accounts.

Therefore, the type of recordkeeping system you

Rule G-8

propose may be used for purposes of compliance
with rule G-8 if (1) the records show, in a clear
and accurate fashion, all of the information that
is required to be shown, and (2) the records are
maintained in a form that provides an adequate
basis for audit by bank cmployees or examiners.
It is my understanding thart recordkeeping sys-
tems similar to that which you propose have
been inspected by banking regulatory authori-
ties during examinations of other bank munici-
pal securities dealer departments, and have been
found to meet these two criteria.

In your letter you indicate that the confir-
mation form used by your bank “contains all the
information needed” to meet the recordkeeping
requirement. Qur review of your form indicates
that this is not the case. The rule requires the
record of original entry to contain

an itemized daily record of all purchases and
sales of municipal securities, all receipts and
deliveries of municipal securities (including
bond or note numbers and, if the securities
are in registered form, an indication to such
effect), all receipts and disbursements of
cash with respect to transactions in munic-
ipal securities, {and] all other debits and
credits pertaining to transactions in munic-
ipal securities ... The records of original
entry shall show the name or other desig-
nation of the account for which each such
transaction was effected (whether effected
for the account of such municipal securities
broker or municipal securities dealer, the
account of a customer, or otherwise), the
description of the securities, the aggregate
par value of the securities, the dollar price
or yield and aggregate purchase or sale price
of the securities, accrued interest, the trade
date, and the name or other designation of
the person from whom purchased or
received or to whom sold or delivered.

The confirmation form you enclosed does not
appear to provide a space for notation of “the
name or other designation of the account for
which [the] transaction was effected.” This
information is distinct from “the name or other
designation of the person from whom purchased
... or to whom sold ..." (which would appear in
the “name and address” portion of your form)
and requires an indication of the account,
whether it be the bank’s trading inventory or
portfolio, or the contra-principal on an agency
transaction, in which the securities were held
prior to a sale or will be held subsequent to a
purchase. For example, if the bank sells
$100,000 par value securities from its trading
account to “*Mr. Smith”, the record of original
entry would reflect that this transaction was
effected for the account of the [bank’s] trading
account. A subsequent sale of these securities
effected as agent for the customer would be
reflected on the record of original entry as for
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the account of “Mr. Smith.”

I note also that, in addition to a record of
purchase and sale transactions (which could eas-
ily be maintained in the form of duplicate copies
of confirmations), the record of original entry
must contain information about transactions
cleared on the date of the record as well as cash
disbursements and receipts. Your letter does not
indicate how your bank would comply with
these latter requirements. As you may be aware,
other banks using unit recordkeeping systems
use additional copies of the confirmation as
“clearance” records, with information on
receipts and deliveries of securities and move-
ments of cash noted on these copies. These
“clearance” records are then aggregated with the
purchase and sale records to form a complete
record of original entry.

In summary, the method of maintaining a
record of original entry which your bank pro-
poses can be used to comply with the require-
ments of the rule. Certain aspects of the
information required by the rule are not con-
tained on the document you propose to use,
however, and provision would have to be made
for inclusion of these items in the records before
the system you propose would be satisfactory for
compliance with the rule’s requirements. MSRB
interpretation of November 24, 1981.

Records of original entry: accessibility of
records. As I indicated to you in my previous
letter of February 1, 1982, your inquiry of Janu-
ary 21, 1982 was referred to the committee of
the Board charged with responsibility for inter-
preting the requirements of Board rules G-8 and
G-9 on books and records. That committee has
authorized my sending you this response.

In your letter you indicate that during the
course of an examination of your bank’s munic-
ipal securities dealer department by the Office of
the Comptroller of the Currency certain criti-
cisms were made by the examiners regarding the
recordkeeping system used by your bank. In par-
ticular, the examiners noted that the “record of
original entry” maintained by the bank did not
contain seven specified items of information,'
and expressed the view that customer account
records more than one year old were not “main-
tained and preserved in an easily accessible
place” within the meaning of rule G-9. You dis-
agree with the examiner's interpretation of “eas-
ily accessible.” Further, while conceding that the
specified items of information are not contained
on the record, you indicate that this information
is readily available upon specific inquiry to the
bank’s system data base, and express the view
that this should be sufficient for purposes of
compliance with Board rule G-8. You request
the Board’s views on these subjects.

As a general matter we would hesitate to
disagree with the opinion expressed by an
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on-site examiner concerning the auditability of
records maintained by a municipal securities
dealer. The examiner is, of course, in direct con-
tact with the matter in question, and has access
to the full details of the situation, rather than an
abstraction or summary of the particulars.
Accordingly, we are unable to express a view
that the examiner’s criticisms are incorrect in
the specific circumstances you describe.

With respect to the particular questions
which you raise, we note that rule G-8 does
require that all of the specified information
appear on the record or system of records desig-
nated as the dealer’s “record of original entry.” It
is not sufficient that the dealer has the capabil-
ity of researching specific items, or constructing
a record upon request from information main-
tained in other formats. The record of original
entry is intended to provide a journal of all of
the basic details of a dealer’s activity on a given
day. A record that can only be put together on
request, or that is missing basic details of infor-
mation, is not sufficient for this purpose.

We note also that, in reviewing the attach-
ments to your letter, it appears that the absence
of several of the specified items of information
would be easy to rectify—institution of controls
to prevent duplication of customer and security
abbreviations would appear to tesolve the prob-
lems with these details, and a system of grouping
transaction input could be devised so that trades
for different trade dates are not shown on the
same blotter. Similarly, bond or note numbers
could be designated on transaction tickets main-
tained as an augmentation of the computerized
records; the attachments indicate that you
already maintain such tickets as part of an exist-
ing unit system.

With respect to the question of accessibili-
ty, we note that this is generally construed by the
examining authorities to mean accessibility
within 24 or 48 hours. If a system could be
devised whereby requests from the dealer depart-
ment for aged customer account records could
be given priority and processed on an expedited
basis, this might rectify the problem you
describe. MSRB interpretation of April 27, 1982.

Dollar price or yield, trade date, name of contraparty
(due to use of abbreviations), security identification (due
to use of abbreviations), designation of account for
which transaction was effected, bond or note numbers,
and designation if securities were registered.

Time of receipt and execution of orders.
This is in response to your March 3, 1987 letter
regarding the application of rule G-8, on recor-
keeping, to [name deleted]'s (the “Bank”) pro-
cedure on time stamping of municipal securities
order tickets. You note that it is the Bank’s pol-
icy to indicate on order tickets the date and time
of receipt of the order and the date and time of
execution of the order. You note, however, that
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when the order and execution occur simultane-
ously, it is your procedure to time stamp the
order ticket once. You ask for Board approval of
this policy.

Rule G-8(a)(vi) provides in pertinent part
for a “memorandum of each agency order. . .
showing the date and time of receipt of the order
... and the date of execution and to the extent
feasible, the time of execution . ..” Rule G-
8(a)(vii) includes a similar requirement for prin-
cipal transactions with customers. As noted ina
Board interpretive notice on recordkeeping, the
phrase “to the extent feasible” is intended to
require municipal securities professionals to
note the time of execution of each transaction
except in extraordinary circumstances when it
might be impossible to determine the exact time
of execution. However, even in those unusual
situations, the rule requires that at least the
approximate time be noted.! This rule parallels

SEC rule 17a-3(a){6) and (7) on recordkeeping.
Thus, rule G-8(a)(vi) and (vii) require

agency and principal orders to be time stamped
upon receipt and upon execution. The require-
ment is designed to allow the dealer and the
appropriate examining authority to determine
whether the dealer has complied with rule G-
18, on execution of transactions, and rule G-30,
on pricing. Rule G-18 states that when a dealer
is “executing a transaction in municipal securi-
ties for or on behalf of a customer as an agent, it
shall make a reasonable effort to obtain a price
for the customer that is fair and reasonable in
relation to prevailing market conditions.” Rule
G-30(a) states that a dealer shall not effect a
principal transaction with a customer except at
a fair and reasonable price, taking into consid-
eration all relevant factors including the fair
market value of the securities at the time of the
transaction. It is impossible to determine what
the prevailing market conditions were at the
time of the execution of the order if the date and
time of execution are not recorded. In addition,
it is important to time stamp the receipt and
execution of an order so that a record can be
maintained of when the order is executed.

Thus, even when the order and execution
occur simultaneously, rule G-8 requires that two
time stamps be included on order tickets. MSRB
interpretation of April 20, 1987.

! See [Rule G-8 Interpretation -] Interpretive Notice on
Recordkeeping (July 29, 1977) [reprinted in MSRB Rule
Book].

Contract sheets. This will respond to your
letter of May 28, 1987, and confirm our tele-
phone conversation of the same date concern-
ing recordkeeping of “contract sheets.” You ask
whether dealers are required by Board rules G-8
and G-9 to maintain records of “contract sheets”
of municipal securities transactions.

53

B O O K

Rule G-8(a)(ix) requires dealers to main-
tain records of all confirmations of purchases
and sales of municipal securities, including
inter-dealer transactions. Rule G-12(f), in cer-
tain instances, requires inter-dealer transactions
to be compared through an automated compar-
ison system operated by a clearing agency regis-
tered with the Securities and Exchange
Commission, rather than by physical confirma-
tions.! These automated comparison systems
generate “contract sheets” to each party of a
trade, which confirm the existence and the
terms of the transaction.

This will confirm my advice to you that
such contract sheets are deemed to be confir-
mations of transactions for purposes of rule G-
8(a)(ix). Thus, dealers are required to include
contract sheets in their records of confirmations
and, under rule G-9(b)(v), are required to main-
tain these records for no less than three years.2

MSRB interpretation of June 25, 1987.

Rule G-12(c) governs the content of and procedures for
sending physical confirmations.

You also ask about the interpretation of rules 17a-3 and
17a-4 under the Securities Exchange Act. The Board is
not authorized to interpret these Securities and
Exchange Commission rules. You may wish to contact
the SEC for guidance on this matter.

See also:

Rule G-36 Interpretive Letter — Multiple
underwriters, MSRB interpretation of Janu-
ary 30, 1998.

Rule G-8
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Rule G-9: Preservation of Records

(a) Records to be Preserved for Six Years. Every broker, dealer and municipal securities dealer shall preserve the following
records for a period of not less than six years:

(i) the records of original entry described in rule G-8(a)(i);
(ii) the account records described in rule G-8(a)(ii);
(iii) the securities records described in rule G-8(a)(iii);

(iv) the records of syndicate transactions described in rule G-8(a)(viii), provided, however, that (1) such records
need not be preserved for a syndicate or similar account which is not successful in purchasing an issue of municipal secu-
rities, and (2) information concerning orders received by a syndicate or similar account to which securities were not allo-
cated by such syndicate or account need not be preserved after the date of final settlement of the syndicate or account;

(v) the customer complaint records described in rule G-8(a)(xii);

(vi) if such broker, dealer or municipal securities dealer is subject to rule 15¢3-1 under the Act, the general ledgers
described in paragraph (a)(2) of rule 17a-3 under the Act;

(vii) the record, described in rule G-27(b)(ii}, of each person designated as responsible for supervision of the munic-
ipal securities activities of the broker, dealer, or municipal securities dealer and the designated principal’s supervisory
responsibilities, provided that such record shall be preserved for the period of designation of each person designated and
for at least six years following any change in such designation;

(viii) the records to be maintained pursuant to rule G-8(a)(xvi); provided, however, that copies of Forms G-37x shall
be preserved for the period during which such Forms G-37x are effective and for at least six years following the end of
such effectiveness;

(ix) the records regarding information on gifts and gratuities and employment agreements required to be maintained
pursuant to rule G-8(a)(xvii); and

(x) the records required to be maintained pursuant to rule G-8(a)(xviii).

(b) Records to be Preserved for Three Years. Every broker, dealer and municipal securities dealer shall preserve the following
records for a period of not less than three years:

(i) the subsidiary records described in rule G-8(a)(iv);

(ii) the records of put options and repurchase agreements described in rule G-8(a)(v);
(iii) the records relating to agency transactions described in rule G-8(a)(vi);

(iv) the records of transactions as principal described in rule G-8(a)(vii);

(v) the copies of confirmations and other notices described in rule G-8(a)(ix);

(vi) the customer account information described in rule G-8(a)(xi), provided that records showing the terms and
conditions relating to the opening and maintenance of an account shall be preserved for a period of at least six years fol-
lowing the closing of such account;

(vii) if such broker, dealer or municipal securities dealer is subject to rule 15¢3-1 under the Act, the records described
in subparagraphs (a)(4)(iv) and (vi) and (a)(11) of rule 17a-3 and subparagraphs (b)(5) and (b)(8) of rule 17a-4 under
the Act;

(viii) the following records, to the extent made or received by such broker, dealer or municipal securities dealer in
connection with its business as such broker, dealer or municipal securities dealer and not otherwise described in this rule:

(A) check books, bank statements, canceled checks, cash reconciliations and wire transfers;
(B) bills receivable or payable;

(C) all written and electronic communications received and sent, including inter-office memoranda, relating to
the conduct of the activities of such broker, dealer or municipal securities dealer with respect to municipal securi-
ties;

(D) all written agreements entered into by such broker, dealer or municipal securities dealer, including agree-
ments with respect to any account; and

(E) all powers of attorney and other evidence of the granting of any authority to act on behalf of any account,
and copies of resolutions empowering an agent to act on behalf of a corporation.

(ix) all records relating to fingerprinting which are required pursuant to paragraph (e) of rule 17f-2 under the Act;

(x) all records of deliveries of rule G-32 disclosures and, if applicable, a record evidencing compliance with section
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(a)(i)(C) of rule G-32 required to be retained as described in rule G-8(a)(xiii);
(xi) the records to be maintained pursuant to rule G-8(a)(xv);

(xii) the authorization required by rule G-8(a)(xix)(B); however, this provision shall not require maintenance of
copies of negotiable instruments signed by customers;

(xiii) each advertisement from the date of each use;

(xiv) the regords to be maintained persuant to rule G-8(a)(xx);
(xv) the records to be maintained persuant to rule G-8(a)(xxi); and
(xvi) the records to be maintained persuant to rule G-8(a)(xxii).

(c) Records to be Preserved for Life of Enterprise. Every broker, dealer and municipal securities dealer other than a bank
dealer shall preserve during the life of such broker, dealer or municipal securities dealer and of any successor broker, dealer
or municipal securities dealer all partnership articles or, in the case of a corporation, all articles of incorporation or charter,
minute books and stock certificate books.

(d) Accessibility and Awailability of Records. All books and records required to be preserved pursuant to this rule shall be
available for ready inspection by each regulatory authority having jurisdiction under the Act to inspect such records, shall
be maintained and preserved in an easily accessible place for a period of at least two years and thereafter shall be maintained
and preserved in such manner as to be accessible to each such regulatory authority within a reasonable period of time, tak-
ing into consideration the nature of the record and the amount of time expired since the record was made.

(e) Method of Record Retention. Whenever a record is required to be preserved by this rule, such record may be retained
either as an original or as a copy or other reproduction thereof, or on microfilm, electronic or magnetic tape, or by the oth-
er similar medium of record retention, provided that such broker, dealer or municipal securities dealer shall have available
adequate facilities for ready retrieval and inspection of any such record and for production of easily readable facsimile copies
thereof and, in the case of records retained on microfilm, electronic or magnetic tape, or other similar medium of record reten-
tion, duplicates of such records shall be stored separately from each other for the periods of time required by this rule.

(f) Effect of Lapse of Registration. The requirements of this rule shall continue to apply, for the periods of time specified,
to any broker, dealer or municipal securities dealer which ceases to be registered with the Commission, except in the event
a successor registrant shall undertake to maintain and preserve the books and records described herein for the required peri-
ods of time.

(g) Compliance with Rules 17a-3 and 17a-4. Brokers, dealers and municipal securities dealers other than bank dealers
which are in compliance with rules 17a-3 and 17a-4 under the Act will be deemed to be in compliance with the require-
ments of this rule, provided that the records enumerated in section (f) of rule G-8 of the Board shall in any event be pre-
served for the applicable time periods specified in this rule.

MSRB INTERPRETATION

The MSRB previously has recognized that efficiencies would be
ELECTRONIC RECORDKEEPING obtained by the replacement of paper files with electronic data bases and
filing systems and stated that it generally allows records to be retained in

March 26, 2001 : that form.2 In noting that increased automation would likely lead to elim-
The Municipal Securities Rulemaking Board (the “MSRB”) has  ination of most physical records, the MSRB has stated that electronic trad-
received requests for interpretive guidance regarding the maintenance in  ing tickets and automated customer account information satisfy the

INTERPRETATION ON THE APPLICATION OF RULES G-8 AND G-9 TO

electronic form of records under rule G-8, on books and records, and rule
G-9, on preservation of records. As the MSRB has previously noted, rules
G-8 and G-9 provide significant flexibility to brokers, dealers and munic-
ipal securities dealers (“dealers”) concerning the manner in which their
records are to be maintained, recognizing that various recordkeeping sys-
tems could provide a complete and accurate record of a dealer’s municipal
securities activities.! Part of the reason for providing this flexibility was
that a variety of enforcement agencies, including the Securities and
Exchange Commission, NASD Regulation, Inc. and the banking regula-
tory agencies, all may inspect dealer records.

Rule G-8(b) does not specify that a dealer is required to maintain its
books and records in a specific manner so long as the information required
to be shown by the rule is clearly and accurately reflected and provides an
adequate basis for the audit of such information. Further, rule G-9(e)
allows records to be retained electronically provided that the dealer has
adequate facilities for ready retrieval and inspection of any such record and
for production of easily readable facsimile copies.

recordkeeping requirements of rule G-8 so long as such information is
maintained in compliance with rule G-9{e). The MSRB believes that this
position also applies with respect to the other recordkeeping requirements
of rule G-8 so long as such information is maintained in compliance with
rule G-9(e) and the appropriate enforcement agency is satisfied that such
manner of record creation and retention provides an adequate basis for the
audit of the information to be maintained. In particular, the MSRB
believes that a dealer that meets the requirements of Rule 17a-4(f) under
the Securities Exchange Act of 1934 with respect to maintenance and
preservation of required books and records in the formats described there-
in would presumiptively meet the requirements of rule G-9(e).

1 See Rule G-8 Interpretation — Interpretive Notice on Recordkeeping, July 29, 1977,
reprinted in MSRB Rule Book (Janvary 1,2001) at42. . - - e

2 See Rule G-8 Interpretive Letters — Use of electronic signatures, MSRB interpretation of
February 27, 1989, reprinted in MSRB Rule Book (January 1,2001) at 47. -
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See also:

Rule G-8 Interpretations — Interpretive Notice on Recordkeeping, July

29, 1977.
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~ Notice of Interpretation Concerning Records of Certificate Num-

bers of Securities Cleared by Clearing Agents, October 10, 1986.

Rule G-27 Interpretation — Supervisory Procedures for the Review of

Correspondence with the Public, March 24, 2000.

Interpretive Letters

Syndicate records. | am writing in response to
your  letters of  October 2  and
October 19, 1981 concerning a particular
recordkeeping arrangement used by an
NASD-member firm in connection with its
underwriting activities. In your letters you indi-
cate that the firm conducts its underwriting
activities from its main office and four regional
branch office “commitment centers,” with the
committing branch offices authorized to commit
to underwriting new issues on the firm’s behalf.
You inquire whether the firm is in compliance
with the Board's recordkeeping and record
retention rules if it maintains only part of the
records on its underwritings in the main office.
Correspondence from a field examiner attached
to your letters indicates that the committing
branch office originating a particular underwrit-
ing maintains all of the records with respect to
such underwriting. The majority of these
records are the original copies; the copies of
confirmations, good faith checks, and syndicate
settlement checks maintained at the commit-
ting branch office are duplicates of original
records maintained at the firm's main office.

Rule G-9(d) requires that books and records
shall be maintained and preserved in an easily
accessible place for two years and shall be avail-
able for ready inspection by the proper regulato-
ry authorities. The fact that the member firm
does not maintain all records with respect to all
of its underwriting activities in a single location
does not contravene these provisions of Board
rule G-9. Rule G-9 would permirt the arrange-
ment described in your letters, whereby a firm
maintains copies of all of the records pertaining
to a particular underwriting in the office respon-
sible for that underwriting. MSRB interpretation
of October 21, 1981.

Microfilming of records. | am writing in
tesponse to your letter of May 20, 1983 regard-
ing our previous conversations about the
requirements of Board rules G-1 and G-9 as they
would apply to the bank’s retention of dealer
department records on microfilm. In your letter
and our previous conversations you indicated
that the bank wishes to retain all of the records
required to be maintained by its municipal secu-
rities dealer department on microfilm, with the
hard copy of each record destroyed immediately
after it has been microfilmed. You inquired as to
the circumstances under which this method of
record retention could be used. You also
inquired about the extent to which municipal

Rule G-9

securities dealer department records could be
commingled with records of other departments
on the same strips of microfilm.

As you are aware, Board rule G-9(e) pro-
vides that

a record... required to be preserved by this
rule... may be retained... on microfilm,
electronic or magnetic tape, or by the oth-
er similar medium of record retention, pro-
vided that [the] municipal securities broker
or municipal securities dealer shall have
available adequate facilities for ready
retrieval and inspection of any such record
and for production of easily readable fac-
simile copies thereof and, in the case of
records retained on microfilm, electronic or
magnetic tape, or other similar medium of
record retention, duplicates of such records
shall be stored separately from each other
for the periods of time required by this rule.

Therefore, the following three conditions must
be met, if records are to be retained on micro-
film:

(1) facilities for ready retrieval and inspec-
tion of the records (such as a microfilm
reader or other similar piece of equipment)
must be available;

(2) facilities for the reproduction of a hard
copy facsimile of a particular record must
also be available; and

(3) duplicate copies of the microfilm must
be made and stored separately for the nec-
essary time periods.

If these conditions are met, the retention of
records by means of microfilm is satisfactory for
purposes of the Board's rules, and hard copy
records need not be retained after the micro-
filming is completed.

With respect to the establishment of a sep-
arately identifiable municipal securities dealer
department of a bank, Board rule G-1 provides
that all of the records relating to the municipal
securities activities of such department must be

separately maintained in or separately
extractable from such [department’s] own
facilities or the facilities of the bank... [and
must be] so maintained or otherwise acces-
sible as to permit independent examination
thereof and enforcement of applicable pro-
visions of the Act, the rules and regulations
thereunder and the rules of the Board.
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These requirements would not preclude you
from maintaining the required records on micro-
film which also contained other bank records,
as long as the required records were “separately
extractable.” The course of action you propose,
maintaining all municipal securities dealer
department records together as the first items on
a roll of microfilm, would seem to be an appro-
priate way of complying with these require-
ments. MSRB interpretation of June 6, 1983.

See also:

Rule G-8 Interpretive Letters ~ Contract
sheets, MSRB interpretation of June 25,
1987.

- Use of electronic signatures, MSRB

interpretation of February 27, 1989.
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Rule G-10: Delivery of Investor Brochure

(a) Each broker, dealer and municipal securities dealer shall deliver a copy of the investor brochure to a customer prompt-
ly upon receipt of a complaint by the customer.

(b) For purposes of this rule, the following terms have the following meanings:
(i) the term “investor brochure” shall mean the publication or publications so designated by the Board, and

(ii) the term “complaint” is defined in rule G-8(a)(xii).

MSRB INTERPRETATION

See:

Rule G-32 Interpretation — Notice Regarding Electronic Delivery and
Receipt of Information by Brokers, Dealers and Municipal Securi-
ties Dealers, November 20, 1998.
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Rule G-11: Sales of New Issue Municipal Securities
During the Underwriting Period

() Definitions. For purposes of this rule, the following terms have the following meanings:

(i) The term “accumulation account” means an account established in connection with a municipal securities
investment trust to hold sccurities pending their deposit in such trust.

(ii) The term “date of sale” means, in the case of competitive sales, the date on which all bids for the purchase of
securities must be submitted to an issuer, and, in the case of negotiated sales, the date on which the contract to purchase
securities from an issuer is executed.

(iii) The term “group order” means an order for securities held in syndicate, which order is for the account of all
members of the syndicate on a pro rata basis in proportion to their respective participations in the syndicate. Any such
order submitted directly to the senior syndicate manager will, for purposes of this rule, be deemed to be the submission
of such order by such manager to the syndicate.

(iv) The term “municipal securities investment trust” means a unit investment trust, as defined in the Investment
Company Act of 1940, the portfolio of which consists in whole or in part of municipal securities.

(v) The term “order period” means the period of time, if any, announced by a syndicate during which orders will be
solicited for the purchase of securities held in syndicate.

(vi) The term “priority provisions” means the provisions adopted by a syndicate governing the allocation of securi-
ties to different categories of orders.

(vii) The term “related portfolio,” when used with respect to a broker, dealer or municipal securities dealer, means a
municipal securities investment portfolio of such broker, dealer or municipal securities dealer or of any person directly or
indirectly controlling, controlled by or under common control with such broker, dealer or municipal securities dealer.

(viii) The term “syndicate” means an account formed by two or more persons for the purpose of purchasing, direct-
ly or indirectly, all or any part of a new issue of municipal securities from the issuer, and making a distribution thereof.

(ix) The term “underwriting period” means the period commencing with the first submission to a syndicate of an
order for the purchase of new issue municipal securities or the purchase of such securities from the issuer, whichever first
occurs, and ending at such time as the issuer delivers the securities to the syndicate or the syndicate no longer retains
an unsold balance of securities, whichever last occurs.

(x) The term “qualified note syndicate” means any syndicate formed for the purpose of purchasing and distributing
a new issue of municipal securities that matures in less than two years where:

(A) the new issue is to be purchased by the syndicate on other than an “all or none” basis; or
(B) the syndicate has provided that:

(1) there is to be no order period;

(2) only group orders will be accepted; and,

(3) the syndicate may purchase and sell the municipal securities for its own account.

(b) Disclosure of Capacity. Every broker, dealer or municipal securities dealer which is a member of a syndicate that sub-
mits an order to a syndicate or to a member of a syndicate for the purchase of municipal securities held by the syndicate shall
disclose at the time of submission of such order if the securities are being purchased for its dealer account, for the account of
a related portfolio of such broker, dealer or municipal securities dealer, for a municipal securities investment trust sponsored
by such broker, dealer or municipal securities dealer, or for an accumulation account established in connection with such a
municipal securities investment trust.

(c) Confirmations of Sale. Sales of securities held by a syndicate to a related portfolio, municipal securities investment
trust or accumulation account referred to in section (b) above shall be confirmed by the syndicate manager directly to such
related portfolio, municipal securities investment trust or accumulation account or for the account of such related portfolio,
municipal securities investment trust or accumulation account to the broker, dealer or municipal securities dealer submit-
ting the order. Nothing herein contained shall be construed to require that sales of municipal securities to a related portfo-
lio, municipal securities investment trust or accumulation account be made for the benefit of the syndicate.

(d) Disclosure of Group Orders. Every broker, dealer or municipal securities dealer that submits a group order to a syndi-
cate or to a member of a syndicate shall disclose at the time of submission of such order the identity of the person for whom
the order is submitted. This section shall not apply to a qualified note syndicate as defined in paragraph (a)(x) above.

(e) Priority Provisions. Every syndicate shall establish priority provisions and, if such priority provisions may be changed,
the procedure for making changes. For purposes of this rule, the requirement to establish priority provisions shall not be sat-
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isfied if a syndicate provides only that the syndicate manager or managers may determine in the manager’s or managers’ dis-
cretion the priority to be accorded different types of orders. Notwithstanding the preceding sentence, a syndicate may include
a provision permitting the syndicate manager or managers on a case-by-case basis to allocate securities in a manner other
than in accordance with the priority provisions, if the syndicate manager or managers determine in its or their discretion
that it is in the best interests of the syndicate. In the event any such allocation is made, the syndicate manager or managers
shall have the burden of justifying that such allocation was in the best interests of the syndicate.

(f) Communications Relating to Issuer Syndicate Requirements, Priority Provisions and Order Period. Prior to the first offer of
any securities by a syndicate, the senior syndicate manager shall furnish in writing to the other members of the syndicate (i)
a written statement of all terms and conditions required by the issuer, (ii) the priority provisions, (iii) the procedure, if any,
by which such priority provisions may be changed, (iv) if the senior syndicate manager or managers are to be permitted on
a case-by-case basis to allocate securities in a manner other than in accordance with the priority provisions, the fact that
they are to be permitted to do so, and (v) if there is to be an order period, whether orders may be confirmed prior to the end
of the order period. Any change in the priority provisions shall be promptly furnished in writing by the senior syndicate man-
ager to the other members of the syndicate. Syndicate members shall promptly furnish in writing the information described
in this section to others, upon request. If the senior syndicate manager, rather than the issuer, prepares the written statement
of all terms and conditions required by the issuer, such statement shall be provided to the issuer.

(g) Designations and Allocations of Securities. The senior syndicate manager shall:

(i) within 24 hours of the sending of the commitment wire, complete the allocation of securities; provided howev-
er, that, if at the time allocations are made the purchase contract in a negotiated sale is not yet signed or the award in a
competitive sale is not yet made, such allocations shall be made subject to the signing of the purchase contract or the
awarding of the securities, as appropriate, and the purchaser must be informed of this fact;

(ii) within two business days following the date of sale, disclose to the other members of the syndicate, in writing,
a summary, by priority category, of all allocations of securities which are accorded priority over members’ take-down
orders, indicating the aggregate par value, maturity date and price of each maturity so allocated, including any alloca-
tion to an order confirmed at a price other than the original list price. The summary shall include allocations of securi-
ties to orders submitted through the end of the order period or, if the syndicate does not have an order period, through
the first business day following the date of sale; ’

(iii) disclose, in writing, to each member of the syndicate all available information on designations paid to syndi-
cate and non-syndicate members expressed in total dollar amounts within 10 business days following the date of sale and
all information about designations paid to syndicate and non-syndicate members expressed in total dollar amounts with
the sending of the designation checks pursuant to rule G-12(k); and

(iv) disclose to the members of the syndicate, in writing, the amount of any portion of the take-down directed to
each member by the issuer. Such disclosure is to be made by the later of 15 business days following the date of sale or
three business days following receipt by the senior syndicate manager of notification of such set asides of the take-down.

(h) Disclosure of Syndicate Expenses and Other Information. At or before the final settlement of a syndicate account, the
senior syndicate manager shall furnish to the other members of the syndicate:

(i) an itemized statement setting forth the nature and amounts of all actual expenses incurred on behalf of the syn-
dicate. Notwithstanding the foregoing, any such statement may include an item for miscellaneous expenses, provided
that the amount shown under such item is not disproportionately large in relation to other items of expense shown on
the statement and includes only minor items of expense which cannot be easily categorized elsewhere in the statement.
Discretionary fees for clearance costs to be imposed by a syndicate manager and management fees shall be disclosed to
syndicate members prior to the submission of a bid, in the case of a competitive sale, or prior to the execution of a pur-
chasé contract with the issuer, in the case of a negotiated sale. For purposes of this section, the term “management fees”
shall include, in addition to amounts categorized as management fees by the syndicate manager, any amount to be real-
ized by a syndicate manager, and not shared with the other members of the syndicate, which is attributable to the dif-
ference in price to be paid to an issuer for the purchase of a new issue of municipal securities and the price at which such
securities are to be delivered by the syndicate manager to the members of the syndicate; and

(ii) a summary statement showing:

(A) the identity of each related portfolio, municipal securities investment trust, or accumulation account
referred to in section (b) above submitting an order to which securities have been allocated as well as the aggregate
par value and maturity date of each maturity so allocated; —

(B) the identity of each person submitting a group order to which securities have been allocated as well as the
aggregate par value and maturity date of each maturity so allocated except that this subparagraph shall not apply to
the senior syndicate manager of a qualified note syndicate as defined in paragraph (a)(x) above; and
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(C) the aggregate par values and prices (expressed in terms of dollar prices or yields) of all securities sold from the
syndicate account. This subparagraph shall not apply to a qualified note syndicate as defined in paragraph (a)(x) above.

MSRB INTERPRETATIONS

SYNDICATE SETTLEMENT PRACTICE VIOLATIONS NOTED

NOTICE CONCERNING SYNDICATE EXPENSES

July 1981

The Board continues to be concerned about industry compliance with
certain of the requirements of Board rules G-11, “Sales of New [ssue
Municipal Securities During the Underwriting Period,” and G-12, “Uni-
form Practice,” with respect to the settlement of syndicate accounts. Board
rule G-11(g)" requires, among other matters, that syndicate managers
provide to members at the time of sertlement of a syndicate account a
detailed statement of the expenses incurred by the syndicate.! Rule
G-12(j) requires that settlement of a syndicate account and distribution of
any profit due to members be made within 60 days of delivery of the syn-
dicate’s securities. In addition, rule G-12(i) requires that good faith
deposits be returned within two business days of settlement with an issuer,
and rule G-12(k) requires that sales credits designated by a customer
be distributed within 30 days following delivery of the securities [by the
issuer to the syndicate.]

The Board has from time to time received complaints from industry
members concerning certain managers’ non-compliance with these
requirements. These persons allege that certain managers unduly delay the
sending of syndicate settlement checks and other disbursements, and fur-
nish settlement statements that provide little or no detail about the nature
of the expenses incurred by the syndicate. These persons have also, on
occasion, furnished to the Board copies of syndicate statements which
illustrate clearly these managers' failure to provide the requisite informa-
tion and to meet the time requirement for these disbursements. The Board
has referred each of these complaints to the appropriate regulatory agency
for investigation and appropriate action.

The Board wishes to emphasize strongly the need for compliance with
these provisions. The Board continues to be of the view that the time peri-
ods and other requirements of the rules, which were arrived at after con-
siderable deliberation, are fair and reasonable. The Board believes that
failure to comply with these provisions is inexcusable. The Board does not
accept the rationale offered by some, that the difficulties in obtaining bills
for syndicate expenses justify these undue delays; the Board believes that
it is incumbent upon managers to assure that such bills are received and
processed in timely fashion, to permit compliance with the rule. The Board
strongly urges syndicate managers who have failed to comply with these
requirements to bring their practices into compliance with the require-
ments of the rules.

The Board also is communicating these views to the enforcement
organizations and stressing its concern with tespect to compliance with
these provisions. It strongly urges all syndicate members to notify the
appropriate enforcement organization of any violations by managers of
these provisions.

The rule contemplates that the statement will set forth a detailed breakdown of
expenses into specified categories, such as advertising, printing, legal, computer services,
packaging and handling, etc. The statement may include an item for miscellaneous
expenses, provided that the amount shown under such an item is not disproportionately
large in relation to other items of expense shown and includes only items of expense
which cannot be easily categorized elsewhere in the statement.

[*][Currently codified at rule G-11(h).]
NOTE: Revised to reflect subsequent amendments.

Rule G-11

November 14, 1991

Board rule G-11, concerning syndicate practices, among other things,
requires syndicates to establish priorities for different categories of orders
and requires certain disclosures to syndicate members which are intended
to assure that allocations are made in accordance with those priorities.
Rule G-11(h)(i) requires that a senior syndicate manager, at or before final
settlement of a syndicate account, furnish to syndicate members “an item-
ized statement setting forth the nature and amount of all actual expenses
incurred on behalf of the syndicate.” One of the purposes of this section is
to render managers accountable for their handling of syndicate funds.

Over the years, the Board, pursuant to rule G-11 and rule G-17, on fair
dealing, has urged syndicate managers to provide members with a clear and
accurate itemized statement of all actual expenses incurred in the under-
writing of each issue. Ina 1984 notice, the Board stated that expense items
must be sufficiently described to make the expenditures readily under-
standable by syndicate members, and that generalized categories of expens-
es are not sufficient if they do not portray the specific nature of the
expenses.! In 1985, the Board issued a notice specifically warning man-
agers to take care in determining actual syndicate expenses, and noting
that managers may violate rule G-17 if the expenses charged to syndicate
members bear no relation to, or otherwise overstate, the actual expenses
incurred.? And in 1987, in response to industry complaints concerning the
amount of syndicate expenses charged by managers, the Board issued
another notice reiterating that Board rules prohibit managers from over-
stating actual syndicate expenses.’

The Board wishes to reiterate its interpretation of rules G-11 and
G-17 that syndicate expenses charged to members must be clearly identi-
fied and must be the actual expenses incurred on behalf of the syndicate.*
The Board continues to be concerned over the number of complaints
about syndicate managers who may be charging expenses that are over-
stated or excessive, particularly with respect to clearance fees for desig-
nated sales and computer expenses. Board rules specifically prohibit
managers from overstating actual syndicate expenses.

The Board urges syndicate members to report possible overstatements
of syndicate expenses and other problems in compliance with rule
G-11(h)(i). The Board will continue to monitor this situation, and will
refer any complaints it receives in this area to the appropriate enforcement
agencies. In addition, the NASD has alerted the Board that it will accept
telephone complaints or information from syndicate members who do not
wish to reveal their identities.

! Notice Concerning Disclosure of Syndicate Expenses (January 12, 1984), [reprinted in
MSRB Reports, Vol. 4, No. | (Feb. 1984) at 9].

2 Notice Concerning Syndicate Managers Charging Excessive Fees for Designated Sales
(July 29, 1985), [reprinted in MSRB Reports, Vol. 5, No. 5 (Aug. 1985) at 17).

3 Notice Concerning Syndicate Expenses that Appear Excessive (March 3, 1987), [reprint-
ed in MSRB Reports, Vol. 7, No. 2 (March 1987) at 5].

4 [See I]\ASRB Reports, vol. 5, no. 6 (November 1985) [at 5], and vol. 5, no. 5 (August 1985)
at 5].

SYNDICATE EXPENSES: PER BOND FEE FOR BOOKRUNNING EXPENSES
June 14, 1995

Board rule G-11, concerning syndicate practices, among other things,
requires syndicates to establish priorities for different categories of orders
and requires certain disclosures to syndicate members which are intended
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to assure that allocations are made in accordance with those pricrities. In
addition, the rule requires that the manager provide certain accounting
information to syndicate members. In particular, rule G-11(h)(i) provides
that: “Discretionary fees for clearance costs to be imposed by a syndicate
manager and management fees shall be disclosed to syndicate members pri-
or to the submission of a bid, in the case of a competitive sale, or prior to
the execution of a purchase contract with the issuer, in the case of a nego-
tiated sale.”" The purpose of this provision is to provide information use-
ful to syndicate members in determining whether to participate in a
syndicate account. The rule also requires that the senior syndicate man-
ager, at or before final settlement of a syndicate account, furnish to the
syndicate members “an itemized statement setting for the nature and
amount of all actual expenses incurred on behalf of the syndicate.” One of
the purposes of this section is to render managers accountable for their
handling of syndicate funds.

The Board has received inquiries regarding the appropriateness of a per-
bond fee for the bookrunning expenses or management fees of the senior
syndicate manager. Discretionary fees for clearance costs and management
fees may be expressed as a per-bond charge. These expenses, however, must
be disclosed to members prior to the submission of a bid or prior to the exe-
cution of a purchase contract with the issuer; for example, in the Agree-
ment Among Underwriters. The itemized statement setting forth a detailed
breakdown of actual expenses incurred on behalf of the syndicate, such as
advertising, printing, legal, computer services, etc., must be disclosed to syn-
dicate members at or before final settlement of the syndicate account. With
respect to these fees, the Board-has previously noted that managers who
assess a per-bond charge for designated sales may be acting in violation of
rule G-17 if the expenses charged to members bear no relation to or other-
wise overstate the actual expenses incurred on behalf of the syndicate.? The
Board believes a per-bond fee creates the appearance that it is not an actu-
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al expense related to and incurred on behalf of the syndicate.

The Board is concerned about the charging of syndicate expenses and
compliance with rule G-11. Managers should exercise care in accounting
for syndicate funds, and any charge that has not been disclosed to mem-
bers prior to the submission of a bid or prior to the execution of a purchase
contract may be charged to syndicate members only if it is an actual
expense incurred on behalf of the syndicate. The Board will continue to
monitor syndicate practices and will notify the appropriate enforcement
agency of any complaints it receives in this area. Syndicate members are
encouraged to notify directly the appropriate enforcement agency of any
violations of these provisions.

The rule defines management fees to include, “in addition to amounts categorized as man-
agement fees by the syndicate manager, any amount to be realized by a syndicate manag-
er, and not shared with the other members of the syndicate, which is attributable to the
difference in price to be paid to an issuer for the purchase of a new issue of municipal secu-
rities and the price at which such securiries are to be delivered by the syndicate manag-
er to the members of the syndicate.”

~

Syndicate Managers Charging Excessive Fees for Designated Sales (July 29, 1985),
{reprinted in MSRB Reports, Vol 7, No. 2 (March 1987) at 5].

See also:

Rule G-17 Interpretation — Notice of Interpretation Concerning Prior-
ity of Orders for New Issue Securities: Rule G-17, December 22,
1987.

Rule G-32 Interpretation — Notice Regarding Electronic Delivery and
Receipt of Information by Brokers, Dealers and Municipal Securi-
ties Dealers, November 20, 1998.

Interpretive letters

Communication of information. [ refer to
your letter dated October 23, 1978 in which you
request advice concerning the application of
certain provisions of rule G-11. In your letter,
you state that it is your understanding that the
requirement in the rule for a syndicate manager
to communicate information regarding the pri-
ority to be accorded to different orders could be
satisfied if an agreement among underwriters
provides for the managing underwriters, in their
discretion, to establish the priorities to be
accorded to different types of orders for the pur-
chase of bonds from the syndicate so long as
information as to the priorities so established is
furnished to the members of the syndicate prior
to the beginning of the order period.

Rule G-11 would permit the inclusion of a
provision delegating to the managing under-
writers the authority to establish the priority
provisions under which the syndicate would
operate. However, under section {f) of rule
G-11, such information must be provided by the
senior syndicate manager in writing to other
members of a syndicate “prior to the first offer of
any securities by a syndicate.” Accordingly, if
there is a presale period, the required disclosure
must be made prior to the commencement of
such period, and not prior to “the beginning of
the order period.” The procedures outlined in

your letter would be permissible under the rule -

only if no securities are offered by a syndicate
prior to the order period. MSRB interpretation of
November 9, 1978.

Fixed-price offerings. This responds to
your letter of February 17, 1984, requesting our
view on the applicability of the Board’s rules to
the following situation:

[Name deleted] the (“Dealer”) is an under-
writer of industrial revenue bonds. It under-
writes on average three or four issues per month
and sells them almost entirely on a retail basis to
individual investors. The coupon rates are fixed
at current market levels. The bonds are then
offered to the public at par. Official statements
are provided to investors, fully disclosing all per-
tinent information and making clear note of the
fact that the initial offering price of par may be
changed without prior notice.

Recently, interest rates dropped significant-
ly during the two or three-week time period
needed for the Dealer to sell out a bond issue.
This caused the offering price of the fixed rate
municipal bonds to rise above the initial offer-
ing price stated in the official statement. All of
this occurred before the closing of the syndicate
account. You ask specifically whether, under the
Board’s rules, it is permissible to raise the offer-
ing price of municipal bonds which are part of a
new issue above the initial price before the close
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of the underwriting period.

Board rule G-11 generally requires syndi-
cates to establish priorities for different cate-
gories of orders and requires that certain
disclosures be made to syndicate members
which are intended to assure that allocations are
made in accordance with those priorities. The
rule also requires that the manager provide
account information to syndicate members in
writing. The Board has described rule G-11 as a
“disclosure rule” designed to provide informa-
tion to new issue participants so that they can
understand and evaluate syndicate practices.
The rule does not, however, dictate what those
practices must be. Thus, rule G-11 does not
require that the offering price of new issue
municipal securities remain fixed through the
underwriting period. The Board considered the
issue of fixed-price offerings when it formulated
rule G-11 and again when the Public Securities
Association, in 1981, asked the Board to con-
sider the adoption of rules governing the grant-
ing of concessions in new issues of municipal
securities. Since the kind of fixed-price offering
system developed for corporate securities has
not been the primary means of distributing
municipal securities and in light of industry con-
cerns that any such proposed regulations could
unnecessarily restrict prices and increase the

" borrowing costs for municipal issues, the Board
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determined not to adopt any rules addressing
the issue.!

Finally, we know of no laws or regulations
which purport to require fixed-price offerings for
new issue municipal securities, and the NASD's
rules in this area do not apply to transactions in
municipal securities.! Of course, Board rule G-
30, on prices and commissions, prohibits a deal-
er from buying municipal securities for its own
account from a customer or selling municipal
securities for its own account to a customer at
an aggregate price unless that price is reasonable
taking into consideration all relevant factors.

MSRB interpretation of March 16, 1984.

For a fuller explanation of the Buard’s review of G-11 in
this area, {sc¢] Notice Concerning Board Determination Not
to Adopt Concession Rules, [MSRB Reports, Vol. 2, No. 5
(July 1982) at 7].

See NASD Rules of Fair Practice, Article II, Section 1,
subsection (m) fcurrently codified as NASD Rule 114].

~

Concessions and discounts. This is in
response to your October 13, 1986 letter asking
if the Board's rules prohibit a dealer from grant-
ing a price concession on a new issue security to
a customer. The Board’s rules do not address the
granting of concessions or price discounts to
customers on new issue offerings; however, the
terms of the applicable syndicate agreement may
address this issue. MSRB interpretation of Octo-
ber 22, 1986.

See also:

Rule G-8 Interpretive Letter - Syndicate
records: sole underwriter, MSRB interpre-
tation of May 12, 1989.

Rule G-11
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Rule G-12: Uniform Practice
(a) Scope and Notice.

(i) All transactions in municipal securities between any broker, dealer or municipal securities dealer and any other
broker, dealer or municipal securities dealer shall be subject to the provisions of this rule, provided, however, that a trans-
action submitted to a registered clearing agency for comparison shall be exempt from the provisions of section (¢) and,
to the extent such transaction is compared by the clearing agency, section (d) of this rule, and a transaction which is
settled or cleared through the facilities of a registered clearing agency shall be exempt from the provisions of section (e)
of this rule.

(ii) Failure to deliver securities sold or to pay for securities as delivered, on or after the settlement date does not effect
a cancellation of a transaction which is subject to the provisions of this rule, unless otherwise provided in this rule or
agreed upon by the parties.

(iii) Unless otherwise specifically indicated, any “immediate” notice required by this rule or any notice required to
be given “immediately” shall be given by telephone, telegraph or other means of communication having same day receipt
capability and confirmed in writing within one business day.

(b) Settlement Dates.
(i) Definitions. For purposes of this rule, the following terms shall have the following meanings:

(A) Settlement Date. The term “settlement date” shall mean the day used in price and interest computations,
which shall also be the day delivery is due unless otherwise agreed by the parties.

(B) Business Day. The term “business day” shall mean a day recognized by the National Association of Securi-
ties Dealers, Inc. as a day on which securities transactions may be settled.

(ii) Settlement Dates. Settlement dates shall be as follows:
(A) for “cash” transactions, the trade date;
(B) for “regular way” transactions, the third business day following the trade date;

(C) for “when, as and if issued” transactions, a date agreed upon by both parties, which date: (1) with respect
to transactions required to be compared in an automated comparison system under rule G-12(f)(i), shall not be ear-
lier than two business days after notification of initial settlement date for the issue is provided to the registered
clearing agency by the managing underwriter for the issue as required by rule G-34(a)(ii)(D)(2); and (2) with respect
to transactions not eligible for automated comparison, shall not be earlier than the third business day following the
date that the confirmation indicating the final settlement date is sent; and

(D) for all other transactions, a date agreed upon by both parties, provided, however, that a broker, dealer or
municipal securities dealer shall not effect or enter into a transaction for the purchase or sale of a municipal securi-
ty (other than a “when, as and if issued” transaction) that provides for payment of funds and delivery of securities
later than the third business day after the date of the transaction unless expressly agreed to by the parties, at the time
of the transaction.

(c) Dealer Confirmations. All municipal securities transactions that are ineligible for automated comparison in a system
operated by a registered clearing agency shall be subject to the provisions of this section (c).

(i) Except as otherwise indicated in this section (c), each party to a transaction shall send a confirmation of the
transaction to the other party on the trade date.

(ii) Confirmations of cash transactions shall be exchanged by telephone on the trade date, with written confirma-
tion sent within one business day following the trade date.

(iii) For transactions effected on a “when, as and if issued” basis, initial confirmations shall be sent within one busi-
ness day following the trade date. Confirmations from a syndicate or account manager to the members of the syndicate
or account may be in the form of a letter, covering all maturities of the issue, setting forth the information hereafter spec-
ified in this section (c). Confirmations indicating the final settlement date shall be sent by the seller at least three busi-
ness days prior to the settlement date.

(iv) Reserved for future use.

(v) Each confirmation shall contain the following information:
(A) confirming party's name, address and telephone number;
(B) “contra party” identification;

(C) designation of purchase from or sale to;
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(D) par value of the securities;

(E) description of the securities, including at a minimum the name of the issuer, interest rate, maturity date, and
if the securities are limited tax, subject to redemption prior to maturity (callable), or revenue bonds, an indication
to such effect, including in the case of revenue bonds the type of revenue, if necessary for a materially complete
description of the securities and in the case of any securities, if necessary for a materially complete description of the
securities, the name of any company or other person in addition to the issuer obligated, directly or indirectly, with
respect to debt service or, if there is more than one such obligor, the statement “multiple obligors” may be shown;

(F) CUSIP number, if any, assigned to the securities;
(G) trade date;
(H) settlement date;

(I) yield at which transaction was effected and resulting dollar price, except in the case of securities which are
traded on the basis of dollar price or securities sold at par, in which event only dollar price need be shown (in cases
in which securities are priced to call or to par option, this must be stated and the call or option date and price used
in the calculation must be shown, and where a transaction is effected on a yield basis, the dollar price shall be cal-
culated to the lowest of price to call, price to par option, or price to maturity);

(J) amount of concession, if any, per $1000 par value unless stated to be an aggregate figure, provided, however,
that for a transaction in securities maturing in two or more years and, at the time of the transaction, paying invest-
ment return solely through capital appreciation, the concession, if any, shall be expressed as a percentage of the price
of these securities;

(K) amount of accrued interest;
(L) extended principal amount;
(M) total dollar amount of transaction; and

(N) instructions, if available, regarding receipt or delivery of securities, and form of payment if other than as
usual and customary between the parties.

The confirmation for a transaction in securities traded on a discounted basis (other than discounted securities traded on a
yield-equivalent basis) shall not be required to show the pricing information specified in subparagraph (I) nor the accrued
interest specified in subparagraph (K). Such information shall, however, contain the rate of discount and resulting dollar
price. Such confirmation may, in lieu of the resulting dollar price and the extended principal amount specified in subpara-
graph (L), show the total dollar amount of the discount.

The confirmation for a transaction in securities maturing in more than two years and paying investment return solely at
redemption shall not show the par value of the securities specified in subparagraph (D) and shall not be required to show the
amount of accrued interest specified in subparagraph (K). Such confirmation shall, however, show the maturity value of the
securities and specify that the interest rate on the securities is “0%.”

The initial confirmation for a “when, as and if issued” transaction shall not be required to contain the information specified
in subparagraphs (H), (K), (L), and (M) of this paragraph or the resulting dollar price as specified in subparagraph (I).

(vi) In addition to the information required by paragraph (v) above, each confirmation shall contain the following
information, if applicable:

(A) dated date if it affects the price or interest calculation, and first interest payment date, if other than
semi-annual;

(B) If the securities are available only in book-entry form, a designation to such effect;

(C) if the securities are identified by the issuer or sold by the underwriter as subject to federal taxation, a des-
ignation to that effect;

(D) if the interest on the securities is identified by the issuer or the underwriter as subject to the alternative min-
imum tax, a designation to that effect;

(E) if the securities are “called” or “pre-refunded,” a designation to such effect, the date of maturity which has
been fixed by the call notice, and the amount of the call price;

(F) denominations of securities other than bonds, and, in the case of bonds, denominations other than those
specified in paragraph (e)(v) hereof;

(G) if the securities pay periodic interest and are sold by the underwriter as original issue discount securities, a
pay p y g
designation that they are “original issue discount” securities;
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g (H) any special instructions or qualifications, or factors affecting payment of principal or interest, such as (1)
“ex legal,” or (2) if the securities are traded without interest, “flat,” or (3) if the securities are in default as to the
i payment of interest or principal, “in default,” or (4) with respect to securities with periodic interest payments, if such
. securities pay interest on other than a semi-annual basis, a statement of the basis on which interest is paid; and
(1) such other information as may be necessary to ensure that the parties agree to the details of the transaction.
r (d) Comparison and Verification of Confirmations; Unrecognized Transactions.
y (i) Upon receipt of a confirmation, each party to a transaction shall compare and verify such confirmation to ascer-
tain whether any discrepancies exist. If any discrepancies exist in the information as set forth in two compared confir-
' mations, the party discovering such discrepancies shall promptly communicate such discrepancies to the contra party
and both parties shall promptly attempt to resolve the discrepancies. In the event the parties are able to resolve the dis-
- crepancies, the party in error shall within one business day following such resolution, send a corrected confirmation to
the contra party. Such confirmation shall indicate that it is a correction and the date of the corrected confirmation. In
. the event the parties are unable to resolve the discrepancies, each party shall promptly send to the contra party a writ-
ten notice, return receipt requested, indicating nonrecognition of the transaction.
-
(ii) In the event a party receives a confirmation for a transaction which it does not recognize, it shall promptly seek-
', to ascertain whether a trade occurred and the terms of the trade. In the event it determines that a trade occurred and
the confirmation it received was correct, such party shall immediately notify the confirming party by telephone and,
- within one business day thereafter, send a written confirmation of the transaction to the confirming party. In the event

a party cannot confirm the trade, such party shall immediately notify the confirming party by telephone and, within one

- business day, thereafter send a written notice, return receipt requested, to the confirming party, indicating nonrecogni-

L tion of the transaction. Promptly upon receipt of such notice, the confirming party shall verify its records and, if it agrees

' with the non-confirming party, promptly send a notice of cancellation of the transaction, return receipt requested, to
the non-confirming party.

(iii) In the event a party has sent a confirmation of a transaction, but fails to receive a confirmation from the con-

tra party or a notice indicating nonrecognition of the transaction, the confirming party shall, not earlier than the fourth
r business day following the trade date (the sixth business day following the trade date, in the case of an initial confirma-
l - tion of a transaction effected on a “when, as and if issued” basis) nor later than the eighth business day following the

trade date, seek to ascertain whether a trade occurred. If, after such verification, such party believes that a trade occurred,

it shall immediately notify the non-confirming party by telephone to such effect and send within one business day there-
after, a written notice, return receipt requested, to the non-confirming party, indicating failure to confirm. Promptly fol-

lowing receipt of telephone notice from the confirming party, the non-confirming party shall seek to ascertain whether
a trade occurred and the terms of the trade. In the event the non-confirming party determines that a trade occurred, it
shall immediately notify the confirming party by telephone to such effect and, within one business day thereafter, send
a written confirmation of the transaction to the confirming party. In the event a party cannot confirm the trade, such
party shall promptly send a written notice, return receipt requested, to the confirming party, indicating nonrecognition
of the transaction.

(iv) If procedures are initiated pursuant to paragraph (ii) of this section, the procedures required by paragraph (iii)
need not be followed; and conversely, if procedures are initiated pursuant to paragraph (iii) of this section, the proce-
dures required by paragraph (ii) need not be followed.

(v) In the event any material discrepancies or differences, basic to the transaction, remain unresolved by the close
 of the business day following receipt by a party of a written notice indicating nonrecognition or by the close of the busi-
ness day following the date the confirming party gives telephone notice of the transaction to the non-confirming party
. pursuant to paragraph (iii) above, whichever first occurs, the transaction may be cancelled by the confirming party or,
' in the event there exists disagreement concerning the terms of the transaction, by either confirming party. Nothing here-
in contained shall be construed to affect whatever rights the confirming party or parties may otherwise have with respect

to a transaction which is cancelled pursuant to this paragraph.

(vi) Nothing herein contained shall be construed to prevent the settlement of a transaction prior to completion of
the procedures prescribed in this section (d); provided that each party to the transaction shall be responsible for sending
to the other party, within one business day of such settlement, a confirmation evidencing the terms of the transaction.

(vii) The notices referred to in this section indicating nonrecognition of a transaction or failure to confirm a trans-
action shall contain sufficient information to identify the confirmation to which the notice relates including, at a mini-
mum, the information set forth in subparagraphs (A) through (E), (G) and (H) of paragraph (c)(v), as well as the
confirmation number. In addition, such notice shall identify the firm and person providing such notice and the date there-
of. The requirements of this paragraph may be satisfied by providing a copy of the confirmation of an unrecognized trans-
action, marked “don’t know,” together with the name of the firm and person providing such notice and the date thereof.
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(e) Delivery of Securities. The following provisions shall, unless otherwise agreed by the parties, govern the delivery of
securities:

(i) Place and Time of Delivery. Delivery shall be made at the office of the purchaser, or its designated agent, between
the hours established by rule or practice in the community in which such office is located. If the parties so agree, book
entry or other delivery through the facilities of a registered clearing agency will constitute good delivery for purposes of
this rule.

(ii) Securities Delivered.

(A) All securities delivered on a transaction shall be identical as to the information set forth in subparagraph (E)
of paragraph (c)(v) and, to the extent applicable, the information set forth in subparagraphs (A) and (E) of paragraph
(c)(vi). All securities delivered shall also be identical as to the call provisions and the dated date of such securities.

{B) CUSIP Numbers.

(1) The securities delivered on a transaction shall have the same CUSIP number as that set forth on the
confirmation of such transaction pursuant to the requirements of subparagraph (c)(v)(F) of this rule; provided,
howeuver, that, for purposes of this item (1), a security shall be deemed to have the same CUSIP number as that
specified on the confirmation (a) if the number assigned to the security and the number specified on the confir-
mation differ only as a result of a transposition or other transcription error, or (b) if the number specified on the
confirmation has been assigned as a substitute or alternative number for the number reflected on the security.

(2) A new issue security delivered by an underwriter who is subject to the provisions of rule G-34 shall have
the CUSIP number assigned to the security imprinted on or otherwise affixed to the security.

(iii) Delivery Ticket. A delivery ticket shall accompany the delivery of securities. Such ticket shall contain the infor-
mation set forth in subparagraphs (A), (B), (D) (except in the case of transactions in zero coupon, compound interest
and multiplier securities, in which case the maturity value shall be shown), (E) through (H), (M) and (N) of paragraph
(c)(v) and, to the extent applicable, the information set forth in subparagraphs (A) through (I) of paragraph (c)(vi) and
shall have attached to it an extra copy of the ticket which may be used to acknowledge receipt of the securities.

(iv) Partial Delivery. The purchaser shall not be required to accept a partial delivery with respect to a single trade in
a single security. For purposes of this paragraph, a “single security” shall mean a security of the same issuer having the
same maturity date, coupon rate and price. The provisions of this paragraph shall not apply to deliveries made pursuant
to balance orders or other similar instructions issued by a registered clearing agency.

(v) Units of Delivery. Delivery of bonds shall be made in the following denominations:
(A) for bearer bonds, in denominations of $1,000 or $5,000 par value; and
(B) for registered bonds, in denominations which are multiples of $1,000 par value, up to $100,000 par value.

Delivery of other municipal securities shall be made in the denominations specified on the confirmation as required pursuant
to paragraph (c)(vi) of this rule except that deliveries of notes may be made in denominations smaller than those specified
if the notes delivered can be aggregated to constitute the denominations specified.

(vi) Form of Securities.

(A) Bearer and Registered Form. Delivery of securities which are issuable in both bearer and registered form may
be in bearer form unless otherwise agreed by the parties; provided, however, that delivery of securities which are
required to be in registered form in order for interest thereon to be exempt from Federal income taxation shall be in
registered form.

(B) Book-Entry Form. Notwithstanding the other provisions of this section (e), with respect to a security which
may be transferred only by bookkeeping entry, without the physical delivery of securities certificates, on books main-
tained for this purpose by a person who is not a registered clearing agent, a delivery of such security shall be made
only by a book-entry transfer of the ownership of the security to the purchasing dealer or a person designated by the
purchasing dealer.

(vii) Mutilated Certificates. Delivery of a certificate which is damaged to the extent that any of the following is not
ascertainable:

(A) name of issuer;

B) par value;

(

(C) signature;
(D) coupon rate;
(

E) maturity date;
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(F) seal of the issuer; or
(G) certificate number

shall not constitute good delivery unless validated by the trustee, registrar, transfer agent, paying agent or issuer of the
securities or by an authorized agent or official of the issuer.

(viii) Coupon Securities.

(A) Coupon securities shall have securely attached to the certificate in the correct sequence all appropriate
coupons, including supplemental coupons if specified at the time of trade, which in the case of securities upon which
interest is in default shall include all unpaid or partially paid coupons. All coupons attached to the certificates must
have the same serial number as the certificate.

(B) Anything herein to the contrary notwithstanding, if securities are traded “and interest” and the settlement
date is on or after the interest payment date, such securities shall be delivered without the coupon payable on such
interest payment date.

(C) If delivery of securities is made on or after the thirtieth calendar day prior to an interest payment date, the
seller may deliver to the purchaser a draft or bank check of the seller or its agent, payable not later than the inter-
est payment date or the delivery date, whichever is later, in an amount equal to the interest due in lieu of the coupon.

(ix) Mutilated or Cancelled Coupons. Delivery of a certificate which bears a coupon which is damaged to the extent
that any one of the following cannot be ascertained from the coupon:

(A) title of the issuer;
(B) certificate number;

(C) coupon number or payment date (if either the coupon number or the payment date is ascertainable from
the coupon, the coupon will not be considered mutilated); or

(D) the fact that there is a signature;

or which coupon has been cancelled, shall not constitute good delivery unless the coupon is endorsed or guaranteed. In
the case of damaged coupons, such endorsement or guarantee must be by the issuer or by a commercial bank. In the case
of cancelled coupons, such endorsement or guarantee must be by the issuer or an authorized agent or official of the issuer,
or by the trustee or paying agent.

(x) Delivery of Cenrtificates Called for Redemption.

(A) A certificate for which a notice of call applicable to less than the entire issue of securities has been pub-
lished on or prior to the delivery date shall not constitute good delivery unless the securities are identified as “called”
at the time of trade.

(B) A certificate for which a notice of call applicable to the entire issue of securities has been published on or
prior to the trade date shall not constitute good delivery unless the securities are identified as “called” at the time
of trade.

(C) For purposes of this paragraph (x) and Items (D)(2) and (D)(3) of paragraph G-12(g)(iii), the term “entire
issue of securities” shall mean securities of the same issuer having the same date of issue, maturity date and
interest rate.

(xi) Delivery Without Legal Opinions or Other Documents. Delivery of certificates without legal opinions or other doc-
uments legally required to accompany the certificates shall not constitute good delivery unless identified as “ex legal” at
the time of trade.

(xii) Insured Securities. Delivery of certificates for securities traded as insured securities shall be accompanied by evi-
dence of such insurance, either on the face of the certificate or in a document attached to the certificate.

(xiii) Endorsements for Banking or Insurance Requirements. A security bearing an endorsement indicating that it was
deposited in accordance with legal requirements applicable to banking institutions or insurance companies shall not con-
stitute good delivery unless it bears a release acknowledged before an officer authorized to take such acknowledgments
and was designated as a released endorsed security at the time of trade.

(xiv) Delivery of Registered Securities

(A) Assignments. Delivery of a certificate in registered form must be accompanied by an assignment on the cer-
tificate or on a separate bond power for such certificate, containing a signature or signatures which corresponds in
every particular with the name or names written upon the certificate, except that the following shall be inter-
changeable: “and” or “&”; “Company” or “Co.”; “Incorporated” or “Inc.”; and “Limited” or “Ltd.”
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(B) Detached Assignment Requirements. A detached assignment shall provide for the irrevocable appointment of
an attorney, with power of substitution, a full description of the security, including the name of the issuer, the matu-
rity date and interest date, the bond or note number, and the par value (expressed in words and numerals).

(C) Power of Substitution. When the name of an individual or firm has been inserted in an assignment as attor-
ney, a power of substirution shall be executed in blank by such individual or firm. When the name of an individual
or firm has been inserted in a power of substitution as a substitute attorney, a new power of substitution shall be exe-
cuted in blank by such substitute attorney.

(D) Guarantee. Each assignment, endorsement, alteration and erasure shall bear a guarantee acceptable to the
transfer agent or registrar.

(E) Form of Registration. Delivery of a certificate accompanied by the documentation required in this paragraph
(xiv) shall constitute good delivery if the certificate is registered in the name of:

(1) an individual or individuals;
(2) a nominee;

(3) a member of a national securities exchange whose specimen signature is on file with the transfer agent
or any other broker, dealer or municipal securities dealer who has filed specimen signatures with the transfer
agent and places a statement to this effect on the assignment; or

(4) an individual or individuals acting in a fiduciary capacity.

(F) Cerrtificate in Legal Form. Good transfer of a security in legal form shall be determined only by the transfer
agent for the security. Delivery of a certificate in legal form shall not constitute good delivery unless the certificate
is identified as being in such form at the time of trade. A certificate shall be considered to be in legal form if docu-
mentation in addition to that specified in this paragraph (xiv) is required to complete a transfer of the securities.

(G) Payment of Interest. If a registered security is traded “and interest” a delivery of such security made on a date
after the record date for the determination of registered holders for the payment of interest shall be accompanied by
a draft or bank check of the seller or its agent, payable not later than the interest payment date or the delivery date,
whichever is later, for the amount of the interest.

(H) Registered Securities in Default. If a registered security is in default (i.e., is in default in the payment of
principal or interest) and a date for payment of interest due has been established, a delivery of such security made
on a date after the date established as the record date for the determination of registered holders for the payment of
interest shall be accompanied by a draft or bank check of the seller or its agent, payable not later than the interest
payment date or the delivery date, whichever is later, for the amount of the payment to be made by the issuer, unless
the security is traded “ex-interest.”

(xv) Expenses of Shipment. Expenses of shipment of securities, including insurance, postage, draft, and collection
charges, shall be paid by the seller.

(xvi) Money Differences. The following money differences shall not be sufficient to cause rejection of delivery:

Maximum Differences

Par Value Per Transaction
$1,000 to 24,999 $10

25,000 to 99,999 25

100,000 to 249,999 60

250,000 to 999,999 250

1,000,000 and over 500

The calculations of the seller shall be utilized in determining the maximum permissible differences and amount of payment
to be made upon delivery. The parties shall seek to reconcile any such money differences within ten business days following
settlement.

(f) Use of Automated Comparison,Clearance, and Settlement Systems.

(i) Notwithstanding the provisions of sections (c) and (d) of this rule, a transaction eligible for automated trade com-
parison through the facilities of a clearing agency registered with the Securities and Exchange Commission (registered
clearing agency) shall be compared through a registered clearing agency. Each party to such a transaction shall submit
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or cause to be submitted to a registered clearing agency all information and instructions required from the party by the
registered clearing agency for automated comparison of the transaction to occur. In the event that a transaction sub-
mitted to a registered clearing agency for comparison in accordance with the requirements of this paragraph (i) shall fail
to compare, the party submitting such transaction shall use the post-original-comparison procedures provided by the reg-
istered clearing agency in connection with such transaction until such time as the transaction is compared or final noti-
fication of a failure to compare the transaction is received from the contra-party.

(ii) Notwithstanding the provisions of section (e) of this rule, a transaction eligible for book-entry settlement at a
securities depository registered with the Securities and Exchange Commission (depository) shall be settled by book-entry
through the facilities of a depository or through the interface between two depositories. Each party to such a transaction
shall submit or cause to be submitted to a depository all information and instructions required from the party by the
depository for book-entry settlement of the transaction to occur; provided that, if a party to a transaction has made
arrangements, through its clearing agent or otherwise, to use one or more depositories exclusively, a transaction by that
party shall not be subject to the requirements of this paragraph (ii) if the transaction is ineligible for book-entry settle-
ment at all such depositories with which such arrangements have been made.

(iii) For purposes of paragraph (i) of this section (f) a broker, dealer or municipal securities dealer who clears a trans-
action through an agent who is a member of a registered clearing agency shall be deemed to be a member of such regis-
tered clearing agency with respect to such transaction.

(g) Rejections and Reclamations.

(i) Definitions. For purposes of this section, the terms “rejection” and “reclamation” shall have the following
meanings:

(A) “Rejection” shall mean refusal to accept securities which have been presented for delivery.
(B) “Reclamation” shall mean return by the receiving party of securities previously accepted for delivery.

(ii) Basis for Rejection. Securities presented for delivery may be rejected if the contra party fails to make a good
delivery.

(iii) Basis for Reclamation and Time Limits. A reclamation may be made by the receiving party or a demand for recla-
mation may be made by the delivering party if, subsequent to delivery, information is discovered which, if known at the
time of the delivery, would have caused the delivery not to constitute good delivery, provided such reclamation or
demand for reclamation is made within the following time limits:

(A) Reclamation or demand for reclamation by reason of the following shall be made within one business day
following the date of delivery:

(1) not good delivery because a coupon, or an interest check in lieu thereof, required by this rule to accom-
pany delivery was missing; or

(2) not good delivery because a certificate or coupon was mutilated in a manner inconsistent with the pro-
visions of paragraphs (e)(vii) or (ix) hereof; or

(3) not good delivery because a legal opinion or other documents referred to in paragraph (e)(xi) hereof
were missing.

(B) Reclamation or demand for reclamation because an interest check accompapying delivery was not honored
shall be made within three business days following receipt by the purchaser of the notice of dishonor.

(C) reclamation or demand for reclamation by reason of the following shall be made within 18 months follow-
ing the date of delivery:

(1) irregularity in delivery, including, but not limited to, delivery of the wrong issue (i.e., issuer, coupon rate
or maturity date), duplicate delivery, delivery to the wrong party or location, or over delivery; or

(2) refusal to transfer or deregister by the transfer agent due to presentation of documentation in connec-
tion with the transfer or deregistration which the transfer agent deems inadequate; or

(3) information pertaining to the description of the securities was inaccurate for either of the following
reasons:

(i) information required by subparagraph (c)(v)(E) of this rule was omitted or erroneously noted on a
confirmation, or

(ii) information material to the transaction but not required by subparagraph (c)(v)(E) of this rule was
erroneously noted on a confirmation.
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(D) Reclamation or demand for reclamation by reason of the following may be made without any time limitation:
(1) the security delivered is reported missing, stolen, fraudulent or counterfeit;

(2) the security delivered is the subject of a notice of call applicable to less than the entire issue of securi-
ties that was published on or prior to the delivery date and the security was not identified as “called” at the time
of trade; or

(3) the security delivered is the subject of a notice of call applicable to the entire issue of securities that was
published on or prior to trade date and the security was not identified as “called” at the time of trade.

The running of any of the time periods specified in this paragraph shall not be deemed to foreclose a party’s right to
pursue its claim via other means, including arbitration.

(iv) Procedure for Rejection or Reclamation.

(A) If a party elects to reject or reclaim securities, rejection or reclamation shall be effected by returning the
securities to the party who had previously delivered them. In the case of a reclamation, the reclaiming party may
reclaim all (or, in the case of a reclamation of securities reported to be missing, stolen, fraudulent or counterfeit, any
part) of the securities which were not in “good delivery” form on the delivery date in lieu of reclaiming all of the
securities delivered. In the case of a reclamation of securities reported missing, stolen, fraudulent or counterfeit, in
the event that the securities have been seized by the issuer, an agent of the issuer, or a law enforcement official, recla-
mation by means of a presentation of a receipt for such securities executed by such person will meet the requirements
of this subparagraph (A).

(B) The rejecting or reclaiming party shall also provide a written notice which contains sufficient information
to identify the delivery to which the notice relates. The notice shall have attached to it a copy of the original
delivery ticket or other proof of delivery, and shall state, to the extent not set forth on the attached document, the
following:

(1) the name of the party delivering the securities;

(2) the name of the party receiving the securities;

(3) a description of the securities;

(4) the date the securities were delivered;

(5) the date of rejection or reclamation;

(6) the par value of the securities which are being rejected or reclaimed;

(7) in the case of a reclamation, the amount of money the securities are reclaimed for;

(8) the reason for rejection or reclamation; and

(9) the name and telephone number of the person to contact concerning the rejection or reclamation.

(C) A party demanding reclamation of securities shall send to the contra-party a notice demanding reclama-
tion of the securities. Such notice shall have attached to it a copy of the original delivery ticket or other proof of
delivery, and shall state, to the extent not set forth on the attached document, the information specified in items
(1) through (9) of subparagraph (B) above.

(D) In the event of a reclamation or a demand for reclamation of a security reported missing, stolen, fraudulent
or counterfeit, the reclaiming party or the party demanding reclamation shall also provide a document or documents
made available by the issuer, an agent of the issuer, or other authorized person evidencing the report and, in the cause
of securities reported missing or stolen, evidencing that the loss or theft that is the subject of the report had occurred
on or prior to the original delivery date.

(v) Manner of Settlement of Reclamation. Upon reclamation properly made pursuant to this rule, the party receiving

the reclamation shall immediately give the party making the reclamation either the correct securities in proper form for
delivery in exchange for the securities originally delivered, or the money amount (or the appropriate portion of the
money amount) of the original transaction. A party receiving a notice of demand for reclamation shall reclaim the secu-
rities which are the subject of such notice as promptly as possible.

(vi) Effect of Rejection or Reclamation. Rejection or reclamation of securities shall not constitute a cancellation of the

transaction. In the event of a reclamation of securities, unless otherwise agreed, the party to whom the securities have
been reclaimed shall be deemed to be failing to deliver the securities, as of the original transaction settlement date, until
such time as a proper delivery is made or the transaction is closed out in accordance with section (h) of this rule.

(h) Close-Out. Transactions which have been confirmed or otherwise agreed upon by both parties but which have not

been completed may be closed out in accordance with this section, or as otherwise agreed by the parties.
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(i) Close-Out by Purchaser. With respect to a transaction which has not been completed by the seller according to
its terms and the requirements of this rule, the purchaser may close out the transaction in accordance with the follow-
ing procedures:

(A) Notice of Close-Out. If the purchaser elects to close out a transaction in accordance with this paragraph (i),
the purchaser shall, not earlier than the fifth business day following the settlement date, notify the seller by tele-
phone of the purchaser’s intention to close out the transaction. The purchaser shall state that unless the transaction
is completed by a specified date and time, which shall not be earlier than the close of the tenth business day fol-
lowing the date the telephonic notice is given (the fifth business day, in the case of a second or subsequent notice),
the transaction may be closed out in accordance with this section at any time during the period of time, which shall
not be more than five business days, specified by the purchaser for such purpose. The purchaser shall immediately
thereafter send, return receipt requested, a written notice of close-out to the seller. Such notice shall contain the
information specified in item (1) of subparagraph (C) below.

(B) Retransmittal. Any party receiving a notice of close-out may retransmit the notice to another party from
whom the securities are due. The retransmitting party shall, not later than the first business day following its receipt
of the telephone notice of close-out, notify the party to whom it is retransmitting by telephone of its intention to
retransmit such notice, specifying the name of the originator and the applicable dates for delivery and effectiveness
of the notice. The retransmitting party shall immediately thereafter send, return receipt requested, a written notice
of retransmittal which shall contain the information specified in item (2) of subparagraph (C) below. The first such
retransmittal shall extend the dates for close-out by five business days, and the first retransmitting party shall spec-
ify the extended dates on its notice of retransmittal. The first retransmitting party shall, on the date telephone
notice of the retransmittal is given, notify the purchaser originating the notice by telephone of the extended dates
and immediately thereafter send, return receipt requested, a notice of extension of dates which shall contain the
information specified in item (3) of subparagraph (C) below. Any party subsequently retransmitting such notice
shall, on the date telephonic notice of the retransmittal is given, notify the purchaser originating the notice by tele-
phone of such retransmittal, and immediately thereafter send a copy of the retransmittal notice to such originating
purchaser.

(C) Contents of Notices. Written notices sent in accordance with the requirements of subparagraphs (A) or (B)
above shall contain the following information:

(1) The notice of close-out required under subparagraph (A) above shall set forth:
(a) the name and address of the broker, dealer or municiparl securities dealer originating the notice;
(b) the name and address of the broker, dealer or municipal securities dealer to whom the notice is being sent;
(c) the name of the person to whom the originator provided the required telephonic notice;
(d) the date of such telephonic notice;

(e) the par value and description of the securities involved in the transaction with respect to which the
close-out notice is given;

(D) the trade date and settlement date of the transaction;
(g) the price and total dollar amount of the transaction;
(h) the date by which the securities must be received by the originating dealer;
(i) the date or dates during which the notice of close-out may be executed; and
(j) the name and telephone number of the person to contact concerning the close-out.
(2) The notice of retransmittal required under subparagraph (B) above shall set forth:
(a) the name and address of the broker, dealer or municipal securities dealer retransmitting the notice;

(b) the name and address of the broker, dealer or municipal securities dealer to whom the notice is being
retransmitted;

(c) the name of the broker, dealer or municipal securities dealer originating the notice;
(d) the name of the person to whom the retransmitting party provided the required telephonic notice;
(e) the date of such telephonic notice;

(f) the par value and description of the securities involved in the transaction with respect to which the
retransmittal notice is given;

(g) the trade date and settlement date of the transaction;
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(h) the price and total dollar amount of the transaction;

(i) the date by which the securities must be received by the dealer originating the notice (as extended
due to the retransmittal);

(j) the date or dates during which the notice of close-out may be executed (as extended due to the
retransmittal); and

(k) the name and telephone number of the person to contact concerning the retransmittal.
(3) The notice of extension of dates required under subparagraph (B) above shall set forth:

(a) the name and address of the broker, dealer or municipal securities dealer originating the notice of
close-out;

(b) the name and address of the broker, dealer or municipal securities dealer retransmitting the notice;

(c) the name of the broker, dealer or municipal securities dealer to whom the notice is being
retransmitted;

(d) the name of the person to whom the retransmitting party provided the required telephonic norice
of the extension of dates;

(e) the date of such telephonic notice;

(f) the par value and description of the securities involved in the transaction with respect to which the
notice is given;

(g) the date specified by the originating dealer as the date by which delivery of such securities must be
made;

(h) the date by which such delivery must be made, as extended due to the retransmittal;
(i) the effective date or dates for the notice of close-out, as extended due to the retransmittal; and
(j) the name and telephone number of the person to contact concerning the close-out.

(D) Purchaser’s Options. If the securities described in the notice of close-out are not delivered to the originating
purchaser by the date specified in the original notice, or the extended date resulting from a retransmittal, such pur-
chaser may close out the transaction in accordance with the terms of the notice. To close out a transaction as pro-
vided herein the purchaser may, at its option, take one of the following actions:

(1) purchase (“buy-in”) at the current market all or any part of the securities necessary to complete the
transaction, for the account and liability of the seller;

(2) accept from the seller in satisfaction of the seller’s obligation under the original contract (which shall
be concurrently cancelled) the delivery of municipal securities which are comparable to those originally bought
in quantity, quality, yield or price, and maturity, with any additional expenses or any additional cost of acquir-
ing such substituted securities being borne by the seller; or

(3) require the seller to repurchase the securities on terms which provide that the seller pay an amount
which includes accrued interest and bear the burden of any change in market price or yield.

A purchaser executing a close-out shall, upon execution, notify the selling dealer for whose account and liability
the transaction was closed out by telephone, stating the means of close-out utilized. The purchaser shall immedi-
ately thereafter confirm such notice in writing, sent return receipt requested, and forward a copy of the confirma-
tion of the executed transaction. A retransmitting party shall give immediate notice of the execution of the
close-out, in accordance with the procedure set forth herein, to the party to whom it retransmitted the notice. A
close-out will operate to close out all transactions covered under retransmitted notices. Any moneys due on the
transaction, or on the close-out of the transaction, shall be forwarded to the appropriate party within ten business
days of the date of execution of the close-out notice. A buy-in may be executed from a long position in customers’
accounts maintained with the party executing the buy-in or, with the agreement of the seller, from the purchaser’s
contra-party. In all cases, the purchaser must be prepared to defend the price at which the close-out is executed rel-
ative to market conditions at the time of the execution.

(E) Close-Out Not Completed. If a close-out pursuant to a notice of close-out is not completed in accordance with
the terms of the notice and the provisions of this rule, the notice shall expire. Additional close-out notices may be
issued, provided that a close-out procedure with respect to a transaction may not be initiated later than the nineti-
eth business day following the settlement date of such transaction, regardless of the number of close-out notices
issued. Notwithstanding the foregoing, in the case of a transaction on which a delivery of securities has been
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reclaimed pursuant to the provisions of subparagraphs (g)(iii)(C) or (g)(iii)(D) of this rule and which remains
uncompleted, the purchaser may initiate one or more close-out procedures with respect to such transaction at any
time during a period of fifteen business days following the date of reclamation. The first such procedure shall be con-
sidered an initial procedure for purposes of subparagraph (A) above.

(F) Completion of Transaction. If, at any time prior to the execution of a close-out pursuant to this paragraph (i),
the seller, or any subsequent selling party to whom a notice has been retransmitted, can complete the transaction
within two business days, such party shall give immediate notice to the purchaser originating the notice of close-out
that the securities will be delivered within such time period. If the originating purchaser receives such notice, it shall
not execute the close-out for two business days following the date of such notice; the period specified for the exe-
cution of the close-out shall be extended by two business days or, in the event that the notice is given on the last
day specified for execution of the close-out, by three business days. Delivery of the securities in accordance with such
notice shall cancel the close-out notice outstanding with respect to the transaction.

(G) “Cash” Transactions. The purchaser may close out transactions made for “cash” or made for or amended to
include guaranteed delivery at the close of business on the day delivery is due.

(ii) Close-Out by Seller. If a seller makes good delivery according to the terms of the transaction and the requirements

of this rule and the purchaser rejects delivery, the seller may close out the transaction in accordance with the following
procedures:

(A) Notice of Close-Out. If the seller elects to close out a transaction in accordance with this paragraph (ii), the
seller shall at any time not later than the close of business on the fifth business day following receipt by the seller of
notice of the rejection, notify the purchaser by telephone of the seller’s intention to close out the transaction. The
seller shall state that unless the transaction is completed by a specified date and time, which shall not be earlier than
the close of the business day following the date the telephonic notice is given, the transaction may be closed out in
accordance with this section. The seller shall immediately thereafter send, return receipt requested, a written notice
of close-out to the purchaser. Such notice shall contain the information specified in subparagraph (B) below, and
shall be accompanied by a copy of the purchaser’s confirmation of the transaction to be closed out or other written
evidence of the contract between the parties.

(B) Content of Notice. The written notice sent in accordance with the requirements of subparagraph (A) above
shall set forth:

(1) the name and address of the broker, dealer or municipal securities dealer originating the notice;

(2) the name and address of the broker, dealer or municipal securities dealer to whom the notice is being sent;
(3) the name of the person to whom the originator provided the required telephonic notice;

(4) the date of such telephonic notice;

(5) the par value and description of the securities involved in the transaction with respect to which the
close-out notice is given;

(6) the trade date and settlement date of the transaction;

(7) the price and total dollar amount of the transaction;

(8) the date of improper rejection of the delivery;

(9) the date by which the delivery of the securities must be accepted; and

(10) the name and telephone number of the person to contact regarding the close-out.

(C) Execution of Close-Out. Not earlier than the close of the business day following the date telephonic notice
of close-out is given to the purchaser, the seller may sell out the transaction at the current market for the account
and liability of the purchaser. A seller executing a close-out shall, upon execution, notify the purchaser for whose
account and liability the transaction was closed out by telephone. The seller shall immediately thereafter confirm
such notice in writing, sent return receipt requested, and forward a copy of the confirmation of the executed trans-
action. Any moneys due on the close-out of the transaction shall be forwarded to the appropriate party within ten
business days of the date of execution of the close-out notice.

(D) Acceptance of Delivery. In the event the transaction is completed by the date and time specified in the notice
of close-out, the seller shall be entitled, upon written demand made to the purchaser, to recover from the purchas-
er all actual and necessary expenses incurred by the seller by reason of the purchaser’s rejection of delivery.

(iii) Close-Out Under Special Rulings. Nothing herein contained shall be construed to prevent brokers, dealers or

municipal securities dealers from closing out transactions as directed by a ruling of a national securities exchange, a reg-
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istered securities association or an appropriate regulatory agency issued in connection with the liquidation of a broker,
dealer or municipal securities dealer.

(iv) Procedures Optional. Nothing herein contained shall be construed to require the parties to follow the close-out
procedures herein specified if they otherwise agree.

(i) Good Faith Deposits. Good faith deposits shall be returned by the manager of a syndicate or similar account formed
for the purchase of securities from an issuer, to the members of the syndicate or account within two business days following
the date of settlement with the issuer, or, in the event the syndicate or account is not successful in purchasing the issue, with-
in two business days following the return of the deposit from the issuer.

(j) Settlement of Syndicate or Similar Account. Final settlement of a syndicate or similar account formed for the purchase
of securities shall be made within 60 days following the date all securities have been delivered by the syndicate or account
manager to the syndicate or account members.

(k) Any credit designated by a customer in connection with the purchase of securities as due to a member of a syndicate
or similar account shall be distributed to such member by the broker, dealer or municipal securities dealer handling such order
within 30 calendar days following the date the issuer delivers the securities to the syndicate.

(1) Interest Payment Claims. A broker, dealer or municipal securities dealer seeking to claim an interest payment on a
municipal security from another broker, dealer or municipal securities dealer may claim such interest payment in accordance
with this section. A broker, dealer or municipal securities dealer receiving a claim made under this section shall send to the
claimant a draft or bank check for the amount of the interest payment or a statement of its basis for denying the claim no
later than 10 business days after the date of receipt of the written notice of the claim or 20 business days in the case of a claim
involving an interest payment scheduled to be made more than 60 days prior to the date of the claim.

(i) Determining Party to Receive Claim. A claimant making an interest payment claim under this section shall direct
such claim to the party described in this paragraph (i).

(A) Previously Delivered Registered Securities. An interest payment claim made with respect to a registered secu-
rity previously delivered to the claimant which is registered in the name of a broker, dealer or municipal securities
dealer at the time of delivery shall be directed to such broker, dealer, or municipal securities dealer. A claim made
with respect to a previously delivered registered security not registered in the name of a broker, dealer or municipal
securities dealer guaranteeing the signature of the registered owner or, if neither the registered owner nor its signa-
ture guarantor is a broker, dealer or municipal securities dealer, to the broker, dealer or municipal securities dealer
that first placed a signature guarantee on any assignment or power of substitution accompanying the security.

(B) Previously Delivered Bearer Securities. An interest payment claim made with respect to a bearer security pre-
viously delivered to the claimant shall be directed to the broker, dealer or municipal securities dealer that previously
delivered the security.

(C) Securities Delivered by Claimant. An interest payment claim made with respect to a security previously deliv-
ered by the claimant shall be directed to the broker, dealer or municipal securities dealer that received the securities.

(D) Deliveries by Book-Entry. An interest payment claim arising out of a transaction with a contractual settle-
ment date before, and settled by book-entry on or after, the interest payment date of the security shall be directed
to the broker, dealer or municipal securities dealer that made the delivery.

(ii) Content of Claim Notice. A claimant seeking to claim an interest payment under this section shall send to the bro-
ker, dealer or municipal securities dealer against which the claim is made a written notice of claim including, at minimum:

(A) the name and address of the broker, dealer or municipal securities dealer making the claim;
(B) the name of the broker, dealer or municipal securities dealer against which the claim is made;
(C) the amount of the interest payment which is the subject of the claim;

(D) the date on which such interest payment was scheduled to be made (and, in the case of an interest payment
on securities which are in default, the original interest payment date);

(E) a description of the security (including any CUSIP number assigned) on which such interest payment was
made;

(F) a statement of the basis of the claim for the interest payment;

(G) if the claim is based on the delivery of a registered security, the certificate numbers of each security on which
the claim is based and a photocopy of the certificate(s) on which the claim is based or (in lieu of such a photocopy)
a written statement from the paying agent identifying the party that received the interest payment which is the sub-
ject of the claim; and,
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(H) if the claim is made against the broker, dealer or municipal securities dealer that previously delivered the
security on which the claim is based, or the broker, dealer or municipal securities dealer that received such securi-
ty, the delivery date or settlement date of the transaction.

. The rule covers the following matters:
(1) establishment of uniform settlement dates for transactions in municipal securities;
{2) exchange and comparison of dealer confirmations;
(3) procedures for resolving discrepancies in confirmations which result in unrecognized transactions;
(4) establishment of uniform requirements for good delivery of municipal securities;
(5) procedures for rejection and reclamation of municipal securities;
(6) close-out procedures for transactions in municipal securities; and
(7) the time periods within which good faith deposits must be returned, syndicate accounts settled, and credits from designated orders distributed.

Except for the provisions relating to dealer confirmations, the return of good faith deposits, the settlement of syndicate accounts, and the dis-
tribution of credits from designated orders, the requirements of rule G-12 may be altered by agreement between the parties.

Several provisions of rule G-12 are designed to facilitate transactions in municipal securities and to make clear that procedures which may result
in increased efficiency in processing municipal securities transactions are encouraged by the Board. In this regard, the rule requires municipal secu-
rities brokers and municipal securities dealers to include CUSIP numbers, if assigned, on inter-dealer confirmations and delivery tickets, as a means
of uniform identification of the securities involved. In order to minimize the impact of this requirement on municipal securities dealers who process
transactions on a manual basis, the Board has delayed the requirement to use CUSIP numbers until January 1, 1979. The Board also is considering
making available to members of the municipal securities industry a service by which such members can readily obtain without charge information
with regard to specific CUSIP numbers upon request to the Board’s office.

Rule G-12 specifies the content of certain notices used in connection with the processing and clearance of municipal securities transactions but
the rule does not require the use of specific forms. However, uniform forms currently in general use in the securities industry may be used to comply
with the rule. Although the Board believes it may be burdensome to many municipal securities professionals for the Board to mandate the use of spe-
cific forms, the Board encourages the use of uniform forms to promote efficiencies in processing municipal securities transactions.

NOTE: A Manal on Close-Out Procedures, explaining the close-out procedures of rule G-12(h) in detail, and including suggested forms for the var-
jous close—out notices, is available from the Board's office, telephone (703) 797-6600. -
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MSRB INTERPRETATIONS

NOTICE CONCERNING CALENDAR OF PROCEDURES
UNDER RULE G-12 oN UNIFORM PRACTICE

Revised: October 1981

For the convenience of municipal securities brokers and municipal
securities dealers, this notice sets forth a calendar for certain procedures
under Board rule G-12 on uniform practice. Rule G-12 covers such mat-
ters as uniform settlement dates, inter-dealer confirmations, procedures for
resolving unrecognized transactions, procedures for reclamations, close-
out procedures, and the time periods within which good faith deposits
must be returned and syndicate accounts settled. Rule G-12 applies only
to transactions between brokers, dealers and municipal securities dealers,
and not to transactions with customers. Confirmation of transactions with
customers is the subject of Board rule G-15.

75

The calendar set forth below is divided into the following sections:

1. CONFIRMATIONS, COMPARISON AND VERIFICATION
(rule G-12(d))

1. RECLAMATIONS (rule G-12(g))

111. CLOSE-OUT BY PURCHASING DEALERS (rule G-12(h))
The following abbreviations are used in the calendar:

“D” means delivery date.

“R” means receipt of confirmation or other notice.

“S" means settlement date.

“T" means trade date.

Numerical references are to number of business days.
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Il. CONFIRMATIONS, COMPARISON AND VERIFICATION

Date by Which Action Must be Taken
T+1
R

Resolution of discrepancies + 1

S+1

Action to be Taken by Purchasing Dealer!
Send dealer confirmarion.

Compare confirmation from selling dealer to
determine whether discrepancies in trade
information exist. If discrepancies discovered,
communicate promptly with selling dealer and
seek to resolve.

Send corrected confirmation, if purchasing
dealer is party in error.

If no discrepancies, transaction settles.

May accept deliver even though discrepancies
not resolved.

If delivery has been accepted even though
discrepancies not resolved, send corrected
confirmation.

Action to be Taken by Selling Dealer!
Send dealer confirmation.

Compare confirmation from purchasing dealer
to determine whether discrepancies in trade
information exist. If discrepancies discovered,
communicate promptly with selling dealer and
seek to resolve.

Send corrected confirmation, if selling dealer
is party in error.

If no discrepancies, transactions settles.

If delivery has been accepted even though
discrepancies not resolved, send corrected
confirmation.

The following procedures (A and B) apply in the event one of the parties to  frade does not send a confirmation, or discrepancies in trade information cannot be resolved.’

Procedure A (Rule G-12(d)(ii))
Date by Which Action Must be Taken
T+1

R (receipt of confirmation)

R+1
R (receipt of non-recognition

(DK) notice)

R+2

Procedure B (Rule G-12(d)(iii))
Date by Which Action Must be Taken
T+4

T+5

T+6

Action to be Taken by Confirming Dealer

Send dealer confirmation.

Promptly upon receipt of nonrecognition (DK)
notice, attempt to verify whether trade occurred.
If trade did not occur, send cancellation notice.

If after verification, confirming dealer believes
that trade did occur, but material differences with
non-confirming dealer cannot be resolved,
confirming dealer may send cancellation notice
on or after this date.

Action to be Taken by Confirming Dealer

In event of failure to receive confirmation or
nonrecognition (DK) notice, promptly verify
whether trade occurred and immediately notify
non-confirming dealer by telephone.

Send written notice of failure to confirm.

If material differences with non-confirming dealer
cannot be resolved, or non-confirming dealer does
not respond to telephone notice of failure to
confirm, confirming dealer may send cancellation
notice on or after this date.

Action to be Taken by Non-Confirming Dealer

Promptly attempt to determine whether trade
occurred. Immediately notify confirming dealer by
telephone of results of determination.

Send confirmation or nonrecognition (DK) notice.

Action to be Taken by Non-Confirming Dealer

Promptly upon receipt of telephone notice from
confirming dealer, seek to determine whether trade
occurred. Immediately notify confirming dealer by
telephone of results of determination. Such
notification may be made on T+5 if determination
cannot be made before then.

Send written confirmation or nonrecognition (DK)
notice.
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ll. RECLAMATIONS

Date by Which Action Must be Taken ~ Reasons for Action
D+1 — Improper coupon or interest check in lieu of coupon missing.
— Certificate or coupon mutilated.
—- Legal opinion or other legal documentation missing.
R (receipt of notice of dishonor) + 3 — Interest check not honored.
D + 18 months — Irregularity in deliver (e.g., wrong securities delivered, duplicate delivery, etc.).
— Refusal to transfer or deregister because of lack of required documentation.
— Misdescription of securities (misstatement of information, omission of required information).
No time limit — Missing, stolen, fraudulent or counterfeit securities.

— Called certificate delivered, but not specified at time of trade.

II. CLOSE-OUT BY PURCHASING DEALER

Date by Which Action Must be Taken Action to be Taken by Purchasing Dealer Action to be Taken by Selling Dealer

S+5 May give close-out notice on or after this date.
Notice must be by telephone and confirmed in
writing within one business day. Notice must specify
delivery deadline date, execution date(s). Deliver
deadline cannot be earlier than tenth business day
following date notice was give (S + 15).

Telephone notice + 1 If selling dealer intends to retransmit to a dealer
failing to deliver to it the securities which are the
subject of the close-out, the selling dealer must do so
by telephone on this date. If the selling dealer does
retransmit, this extends the delivery deadline and
execution date(s) by five business days. Selling dealer
must send written notice of retransmittal, and
written notice of the extension of dates, within one
business day.

Telephone notice + 10 Earliest day which can be specified as delivery
deadline (if no retransmittals).

Telephone notice + 11-15 Earliest day(s) which can be specified as execution
date(s) (if no retransmittals).

S+90 Last day on which purchasing dealer can initiate
a close-out.

NOTE: A Manual on Close-Out Procedures, explaining the close-out procedures of rule G-12(h) in detail, and including suggested forms for the
various close-out notices, is available from the Board’s office, telephone (703) 797-6600.

! For ease of reference, the term “dealer” refers to brokers, dealers and municipal securities dealers.

1 The procedures set forth in (B) need not be followed if the procedures in (A) have been used. Similarly, the procedures in (A) need not be followed, if the procedures in (B)
have been used.
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NOTICE CONCERNING “IMMEDIATE” CLOSE-OUTS
August 19, 1981

The Municipal Securities Rulemaking Board has recently received
inquirics concerning the provisions of rule G-12(h)(iii} regarding close-
out procedures in the event of a firm's liquidation. The Board has been
advised that a SIPC trustee has been appointed in connection with the lig-
uidation of a general securities firm with which certain municipal securi-
ties brokers and dealers have uncompleted transactions in municipal
securities, and that the New York Stock Exchange and the National Asso-
ciation of Securities Dealers, Inc., have notified their respective members
that they may institute “immediate” close-out procedures on open
transactions with the firm in liquidation. In accordance with a previous
understanding between the Board and the NASD, the NASD has
also advised municipal securities brokers and dealers that, pursuant to rule
G-12(h)(iii), they may execute “immediate” close-outs on open transac-
tions in municipal securities.

Rule G-12(h)(iii} provides:

Nothing herein contained shall be construed to prevent brokers, deal-
ers or municipal securities dealers from closing out transactions as
directed by a ruling of a national securities exchange, a registered secu-
rities by a ruling of a national securities exchange, a registered securi-
ties association or an appropriate regulatory agency issued in
connection with the liquidation of a broker, dealer or municipal secu-
rities dealer.

Therefore, in the event that a national securities exchange or registered
securities association makes a ruling that close-outs may be effected
“immediately” on transactions with a firm in liquidation, municipal secu-
rities brokers and dealers may take such action. In these circumstances, a
purchasing dealer seeking to execute such a close-out need not follow the
proccdures for initiation of a close-out procedure, nor is the dealer required
to wait the prescribed time periods prior to executing the close-out notice.
Similarly, a selling dealer need not attempt delivery prior to using the pro-
cedure for close-outs by sellers. In both cases dealers may proceed to exe-
cute the close-out immediately—that is, the purchasing dealer may
immediately “buy in” the securities in question for the account and liabil-
ity of the firm in liquidation (or utilize one of the other options available
for execution of the close-out), and a selling dealer may immediately “sell
out” the subject securities. Notification of the execution of the close-out
should be provided in accordance with the normal procedure.

Dealers executing close-outs in these circumstances should advise the
trustee of the firm in liquidation of their actions in closing out these trans-
actions. If proceeds from the close-out execution are due to the firm in lig-
uidation, they should be remitted to the trustee. Requests for payment of
amounts due on close-out executions should also be sent to the trustee; the
trustee will resolve these claims in the course of the liquidation.

The Board also notes that dealers having open transactions with a firm
in liquidation may, but are not required to, execute “immediate” close-outs
in these circumstances. If individual dealers wish to attempt some other
means of completing these transactions, such as seeking to complete a
transaction with the liquidated firm's other contra-side, they may do so.

APPLICATION OF THE BOARD’S RULES TO TRADES IN
MISDESCRIBED OR NON-EXISTENT SECURITIES

January 12, 1984

From time to time, industry members have asked the Board for guid-
ance in situations in which municipal securities dealers have traded secu-
rities which either are different from those described (“misdescribed”) or do
not exist as described (“non-existent”) and the parties involved were
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unaware of this fact at the time of trade. A sale of a misdescribed security
may occur, for example, when a minor characteristic of the issue is misstat-
ed. A sale of a non-existent security may result, for example, from the sale
of a “when, as and if issued” security which is never authorized or issued.

The Board has responded to these inquiries by advising that its rules
do not address the resolution of any underlying contractual dispute arising
from trades in such misdescribed or non-existent securities, and that the
parties involved in the trade should work out an appropriate resolution.
Board rule G-12(g) does permit reclamation of an inter-dealer delivery in
certain instances in which information required to be included on a con-
firmation by rule G-12(c){v)(E)! is omirtted or erroneously noted on the
confirmation or where other material information is erroneously noted on
the confirmation. Rule G-12(g)(v) and (vi), however, make clear that a
reclamation only reverses the act of delivery and reinstates the open con-
tract on the terms and conditions of the original contract, requiring the
parties to work out an appropriate resolution of the transaction.

The Board wishes to emphasize that general principles of fair dealing
would seem to require that a seller of non-existent or misdescribed securi-
ties make particular effort to reach an agreement on some disposition of
the open trade with the purchaser. The Board believes that this obligation
arises since it is usually the seller’s responsibility to determine the status of
the municipal securities it is offering for sale. The extent to which the sell-
et bears this responsibility, of course, may vary, depending on the facts of
a trade.

The Board notes that the status of the underlying contract claim for
trades in non-existent or misdescribed securities ultimately is a matter of
state law, and each fact situation must be dealt with under applicable state
law, and each fact situation must be dealt with under applicable contract
principles. The Board believes that the position set forth above is consis-
tent with general contract principles, which commonly hold that a seller
is responsible to the purchaser in most instances for failing to deliver goods
as identified in the contract, or for negligently contracting for goods which
do not exist if the purchaser relied in good faith on the seller’s representa-
tion that the goods existed.

Parties to trades in misdescribed or non-existent securities should
attempt to work out an appropriate resolution of the contractual agree-
ment. If no agreement is reached, the Board’s close-out and arbitration
procedures may be available.

Rule G-12{c)(v)(E) requires that confirmations contain a description of the securities,
including at a minimum the name of the issuer, interest rare, maturity date, and if the
securities are limited tax, subject to redemption prior to maturity (callable), or revenue
bonds, an indication to such effect, including in the case of revenue bonds the type of rev-
enue, if necessary for a materially complete description of the securities and in the case
of any securities, if necessary for a materially complete description of the securities, the
name of any company or other person in addition to the issuer obligated, directly or indi-
rectly, with respect to debt service or, if there is more than one such obligor, the state-
ment “multiple obligors” may be shown.

NOTICE CONCERNING DOCUMENTATION ON
REJECTION AND RECLAMATION OF DELIVERIES

March 5, 1982

The Municipal Securities Rulemaking Board has recently received
complaints from certain municipal securities brokers and municipal secu-
rities dealers concerning problems with the documentation provided on
rejections or reclamations of deliveries on municipal securities transac-
tions. These brokers and dealers have alleged that other organizations,
when rejecting or reclaiming deliveries, have failed to provide the requi-
site information regarding the return of the securities, thereby making it
very difficult to accomplish prompt resolution of any delivery problems. In
particular, these dealers indicate, notices of rejection or reclamation have




—
—

I Msra

M S R B

often failed to state a reason for the rejection or reclamation, or to name
a person who can be contacted regarding the delivery problem.

Rule G-12(g)(iv) requires that a dealer rejecting or reclaiming a deliv-
ery of securities must provide a notice or other document with the reject-
ed or reclaimed securities, which notice shall include the following
information:

(A) the name of the party rejecting or reclaiming the securities;

(B) the name of the party to whom the sccurities are being reject-
ed or reclaimed,;

(C) a description of the securities;
(D) the date the securities were delivered;
(E) the date of rejection or reclamation;

(F) the par value of the securities which are being rejected or
reclaimed;

(G) in the case of a reclamation, the amount of money the secu-
rities are reclaimed for;

(H) the reason for rejection or reclamation; and

(I) the name and telephone number of the person to contact con-
cerning the rejection or reclamation.

The Uniform Reclamation Form may be used for this purpose.

The Board believes that the required information is the minimum
necessary to permit prompt resolution of the problem, and does not view
the requirement to provide this information as burdensome. The Board is
concerned that failure to provide this information may contribute to inef-
ficiencies in the clearance process, and strongly urges municipal securities
brokers and dealers to take steps to ensure that the requirements of the
tule are complied with. The Board notes that, in the case of reclaimed
securities, failure to provide this information may result in, at minimum, a
refusal on the part of the receiving party to honor the reclamation.

NOTICE OF INTERPRETATION OF RULES G-12(e) AND
G-15(c) ON DELIVERIES OF CALLED SECURITIES—
DEFINITION OF “PUBLICATION DATE”

October 20, 1986

Rules G-12(e)(x) and G-15(c)(viii) on deliveries of called securities
provide that a certificate for which a notice of partial call has been pub-
lished does not constitute good delivery unless it was identified as called
at the time of trade. The rules also provide that, if a notice of call affect-
ing an entire issue has been published on or prior to the trade date, called
securities do not constitute good delivery unless identified as such at the
time of trade.! Thus, a dealer, in some instances, must determine the date
that a notice of call is published (the “publication date”) to determine
whether delivery of a called certificate constitutes good delivery for a par-
ticular transaction. The Board has adopted the following interpretation of
tules G-12(e)(x) and G-15(e)(viii) to assist the industry in determining
the publication date of a notice of a call. The Board understands this inter-
pretation to be consistent with the procedure currently being used by cer-
tain depositories in allocating the results of partial calls.

In general, the publication date of a notice of call is the date of the edi-
tion of the publication in which the issuer, the issuer’s agent or the trustee
publishes the notice. To qualify as a notice of call under the rules, a notice
must contain the date of the early redemption, and, for partial calls, must
contain information that specifically identifies the certificates being
called. If a notice of call is published on more than one date, the earliest
date of publication constitutes the publication date for purposes of the
rules.
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If a notice of call for a registered security is not published, but is sent
to registered owners, the publication date is the date shown on the notice.
If no date is shown on the notice, the issuer, the trustee or the appropriate
agent of the issuer should be conrtacted to determine the date of the notice
of call.

If a notice of call of a registered security is published and also is sent
directly to registered owners, the publication date is the earlier of the actu-
al publication date or the date shown on the notice sent to registered own-
ers. For bearer securities, the first date of publication always constitutes
the publication date, even if another date is shown on the notice.

I An inter-dealer delivery that does not meet these requirements may be rejected or
reclaimed under rule G-12(g).

NOTICE ON DETERMINING WHETHER TRANSACTIONS ARE INTER-
DEALER OR CUSTOMER TRANSACTIONS: RULES G-12 AND G-15

May 1988

In December 1984, the Board published a notice providing guidance
to dealers in determining whether certain transactions are inter-dealer or
customer transactions for purposes of Board rules. Since the publication of
this notice, the Board has continued to receive reports that inter-dealer
transactions sometimes are erroneously submitted to automated confirma-
tion/affirmation systems for customer transactions. This practice reduces
the efficiencies of automated clearance since these transactions fail to
compare in the initial comparison cycle. The Board is re-publishing the
notice to remind dealers of the need to submit inter-dealer and customer
transactions to the correct automated clearance systems.

The Board recently has been advised that some members of the
municipal securities industry are experiencing difficulties in determining
the proper classification of a contra-party as a dealer or customer for pur-
poses of automated comparison and confirmation. In particular, questions
have arisen about the status of banks purchasing for their trust departments
and dealers buying securities to be deposited in accumulation accounts for
unit investment trusts. Because a misclassification of a contra-party can
cause significant difficulty to persons seeking to comply with the auto-
mated clearance requirements of rules G-12, and G-15, the Board believes
that guidance concerning the appropriate classification of contra-parties in
certain transactions would be helpful to the municipal securities industry.

Background

Rule G-12(f)(i) requires dealers to submit an inter-dealer transaction
for automated comparison if the transaction is eligible for automated com-
parison.... Rule G-15(d){(ii) requires dealers to use an automated confir-
mation/affirmation service for delivery versus payment or receipt versus
payment (DVP/RVP) customer transactions if the [transactions are eligi-
ble for automated confirmation and acknowledgement].

The systems available for the automated comparison of inter-dealer
transactions and automated confirmation/affirmation of customer trans-
actions are separate and distinct. As a result, misclassification of a contra-
party may frustrate efficient use of the systems. For example, a selling
dealer in an inter-dealer transaction may misclassify the contra-party as a
customer, and submit the trade for confirmation/affirmation through the
automated system for customer transactions while the purchaser (correct-
ly considering itself to be a dealer) seeks to compare the transaction
through the inter-dealer comparison system. Since, the automated systems
for inter-dealer and customer transactions are entirely separate, the trans-
action will not be successfully compared or acknowledged through either
automated system.

Transactions Effected by Banks

The Board has received certain questions about the proper classifica-
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tion of contra-parties in the context of transactions effected by banks. A
bank may be the purchaser or scller of municipal securities either as a deal-
er or as a customer. For example, a dealer may sell municipal securities to
a bank’s trust department for various trust accounts. Such purchases by a
bank in a fiduciary capacity would not constitute “municipal sccurities
dealer activities” under the Board's rules’ and are properly classified and
confirmed as customer transactions. A second type of transaction by a
bank is the purchase or sale of securities for the dealer trading account of
a dealer bank. The bank in this instance clearly is acting in its capacity as
amunicipal securities dealer and the transaction should be compared as an
inter-dealer transaction.

A dealer effecting a transaction with a dealer bank may not know
whether the bank is acting in its capacity as a dealer or as a customer. The
Board is of the view that, in such a case, the dealer should ascertain the
appropriate classification of the bank at the time of trade to ensure that the
transaction can be compared or confirmed appropriately. The Board antic-
ipates that dealer banks will assist in this process by informing contra-par-
ties whether the bank is acting as a dealer or customer in transactions in
which the bank’s role may be unclear to the contra-party.

Transactions by Dealer Purchasing Municipal Securities for UIT Accu-
mulation Accounts

The Board has also received several inquiries concerning the appro-
priate classification of a dealer who purchases municipal securities to be
deposited into an accumulation account for ultimate transfer to a unit
investment trust (UIT). The dealer buying securities for a UIT accumula-
tion account may purchase and hold the securities over a period of sever-
al days before depositing them with the trustee of the UIT in exchange for
all of the units of the trust; during this time the dealer is exposed to poten-
tial market risk on these securities positions. The subsequent deposit of
the securities with the trustee of the UIT in exchange for the units of the
trust may be viewed as a separate, customer transaction between the deal-
er buying the accumularion account and the trust. The original purchase
of the securities by the dealer for the account then must be considered an
inter-dealer transaction since the dealer is purchasing for its own account
ultimately to execute a customer transaction. The Board notes that the
SEC has taken this approach in applying its net capital and customer pro-
tection rules to such transactions.

The Board is of the view that, for purposes of its automated compari-
son requirements, transactions involving dealers purchasing for UIT accu-
mulation accounts should be considered inter-dealer transactions. The
Board also notes the distinction between this situation, in which a dealer
purchases for ultimate transfer to a trust or fund, and situations where pur-
chases or sales of municipal securities are made directly by the fund, as is
the case with purchases or sales by some open-end mutual funds. These lat-
ter transactions should be considered as customer transactions and con-
firmed accordingly.

Other Inter-Dealer Transactions

In addition to questions on the status of a dealer bank and dealers pur-
chasing for accumulation accounts, the Board has received information
that a few large firms are sometimes subtracting trades with regional secu-
rities dealers into the customer confirmation system. The Board is aware
that these firms may classify transactions with regional dealers or bank
dealers as “customer” transactions for purposes of internal accounting and
compensation systems. The Board reminds industry members that trans-
actions with other municipal securities dealers will always be inter-dealer
transactions and should be compared in the inter-dealer automated com-
parison system without regard to how the transactions are classified inter-
nally within a dealer’s accounting systems. The Board believes it is
incumbent upon those firms who misclassify transactions in this fashion to
promptly make the necessary alterations to their internal systems to ensure
that this practice of misclassifying transactions is corrected.

Rule G-12
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Section 3(a}(30) of the Securities Exchange Act of 1934 defines a bank to be a munici-
pal securities dealers if it “is engaged in the business of buying and selling municipal secu-
rities for its vwn account other than in a fiduciary capacity.” For purposes of the Boanl's
rule G-1, defining a separately identifiable departinent or division of a bank Jealer, the
purchase and sale of municipal securities by a trust department wauld not be considered
to be “municipal securitics dealer activities.”

Note: Revised to reflect subsequent amendments.

NoOTICE CONCERNING USE OF PEX SYSTEM
FOR CLOSE-OUTS: RULE G-12

March 31, 1993

The Depository Trust Company (DTC) recently announced that, as
of April 19, 1993, it will offer the use of its Participant Terminal System
(PTS) for the transmittal of municipal securities close-out messages
through the Participant Exchange Service (PEX) system. The Board has
determined to permit dealers to use this system to send the written close-
out notices, required under the Board's close-out procedures, to dealers
who are participating in the system.

Under rule G-12(h), a dealer taking action in a close-out must provide
telephonic notice to the appropriate party, followed no later than the next
business day with a written notice.! The rule, generally requires written
notices to be sent “return receipt requested.”? The Board previously has
interpreted this provision to allow the use of certified mail, registered mail
and messenger services that obtain acknowledgements of delivery from the
recipient and make those acknowledgements accessible to the sender. The
Board has concluded that the PEX system also will meet the purposes of
the rule by providing efficient transmission of written close-out notices
and acknowledgements of receipt to the senders. Based on a review of the
preformatted PEX message screens for municipal securities close-out
notices, the Board believes that, if completed correctly, these screens
would meet the information requirements of rule G-12(h).*

DTC will publish a list of PEX participants in its “Eligible Municipal
Securities” directory. A listed PEX participant (at its own option) may use
the PEX system to send a written close-out notice in lieu of sending the
notice by “return receipt requested” mail. A dealer listed as a PEX partic-
ipant is required to accept a notice sent through the system and may not
demand a notice in paper form. A dealer that transmits a written notice to
arecipient via the PEX system thercafter must use the PEX system for all
written notices required to be sent to that recipient on that close-out.
These steps will help to ensure that close-out messages sent through the
PEX system are properly monitored and acknowledged by dealers partici-
pating in the program.

The Board emphasizes that rule G-12(h) will continue to govern all
aspects of the municipal securities close-outs on which the PEX system is
used. In particular, the Board reminds dealers that the telephonic notices
required under rule G-12(h) must continue to be used and that any ques-
tions about a closeout should be resolved at that time and not delayed until
the sending of the written notice. A dealer receiving a municipal securi-
ties close-out notice via the PEX system must acknowledge it through the
system, providing the sending dealer with confirmation that the message
was received. This acknowledgment is equivalent, under the rule, to sign-
ing for a letter received “return receipt requested.” If a deficient notice or
a notice on an unrecognized transaction is received through the system,
the receiving dealer must acknowledge the notice and call the sending
dealer to resolve the problem.’ This should be an infrequent occurrence,
since the written notices merely confirm previously made telephone calls.

! Telephone and written notices are required when dealers (i) originate a close-out; (ii)
retransmit a close-out; (iii) extend delivery dates; and (iv) execute a close-out. The
Board’s Manual on Close-Out Procedures contains a detailed explanation of the proce-
dures required by rule G-12(h).

I There is one exception to the general rule requiring notices to be sent “return receipt
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requested.” After a notice of close-out has been retransmitted once, copies of second and
subsequent retransmittals of the notice must be sent to the originator. Rule G-12(h) does
not require these to be sent “return receipt requested.”

MSRB Manual on Close-Out Procedures, Question and Answer 16, on page 8.

The PEX screens for municipal securities close-outs do not require dealers to include the
addresses of the parties to the close-out, as does rule G-12(h). The Board has concluded
that this information is not necessary on PEX notices because the system will be limited
to DTC members, who will use DTC identification numbers.

This is identical to the procedure used for receipt of a written notice by “return receipt
requested” mail. Under rule G-12(h), a dealer may not refuse to accept a written notice
of close-out. MSRB Manual on Close-Out Procedures, Question and Answer 25, on page
11. The failure of a dealer to acknowledge a close-out notice actually received through
the PEX system would be tantamount to a refusal to accept a notice.

P
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USE OF FACSIMILE TRANSMISSIONS FOR CLOSE-OuUTS: RULE G-12(h)
December 20, 1996

Rule G-12(h) on close-outs requires that a dealer taking action in a
close-out must provide telephonic notice to the appropriate party, followed
no later than the next business day with a written notice.! The rule further
requires that written notices be sent “return receipt requested.” The Board
previously has interpreted this provision to allow the use of certified mail,
registered mail, messenger mail, messenger services, and Depository Trust
Company’s Participant Exchange Service (PEX) system. Use of these pro-
cedures allows the sender to obtain acknowledgement of delivery of the
notice from the recipient.

Dealers have asked whether the use of a facsimile transmission would
satisfy the requirement in the rule that written notices be sent “return
receipt requested.” The Board has determined that the requirements of the
rule would be satisfied by the facsimile transmission of written notices as
long as the facsimile transmission provides the sender with an acknowl-
edgment of successful delivery of the notice. The Board emphasizes that,
prior to the sending of written notices, dealers are required to notify the
appropriate parties by telephone of their intention to take action under
Board rule G-12(h) on close-outs.

! Telephone and written notices are required when dealers (i) originate a close-out; (i)
retransmit a close-out; (iii) extend delivery dates; and (iv) execute a close-out. The
Board's Manual on Close-Out Procedures contains a detailed explanation of the proce-

dures required by rule G-12(h).

LOCKED-IN TRANSACTIONS

March 1, 2001

The Securities and Exchange Commission has approved the Nation-
al Securities Clearing Corporation’s (“NSCC”) proposed rule change (SR-
NSCC-00-13) regarding the submission of trade data for comparison of
fixed income inter-dealer transactions.! NSCC proposes to offer its mem-
bers the ability to submit their fixed income transaction information
“locked-in” through Qualified Special Representatives (“QSR”) for trades
executed via an Alternative Trading System (“ATS”). Locked-in QSR
trade data submission currently is only available for transactions in equity
securities. The Municipal Securities Rulemaking Board (“MSRB”) is pub-
lishing this notice to clarify the requirements of MSRB rules G-12(f) and
G-14 as they pertain to the submission of locked-in transactions.

To accomplish a locked-in QSR submission, NSCC members on each
side of a trade must have executed, or clear for a firm that executed, their
trade through an ATS and previously authorized a specific NSCC-autho-
rized QSR to submit locked-in trades to NSCC on their behalf. The
locked-in transaction records are not compared in the traditional manner
through the two-sided NSCC comparison process. Instead, the QSR itself
takes responsibility to ensure that the trade data is correct and the parties
have agreed to the trade according to the stated terms. Once NSCC
receives a locked-in trade, it treats it as compared so that the transaction
can proceed to netting or other automated settlement procedures.
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MSRB rule G-12(f) on inter-dealer comparison and rule G-14 on
Transaction Reporting Procedures each refer to the NSCC comparison
process for inter-dealer transactions in municipal securities. These rules
require dealers to submit their inter-dealer trade data to NSCC for pur-
poses of comparison and for forwarding to the MSRB for trade-reporting
purposes. Questions may arise as to whether the submission of trade data
already locked-in by a QSR complies with these rules.

NSCC's proposal requires that a QSR must obtain authorization to
submit locked-in transactions both from NSCC as well as from the NSCC
members who wish to use the QSR for locked-in trade submission. Given
this fact, and the fact that both rules G-12(f) and G-14 specifically con-
template the use of intermediaries in submitting data to NSCC and to the
MSRB, locked-in trades submitted under NSCC'’s program will comply
both with rule G-12(f) and rule G-14.

1 See Securities Exchange Act Release No. 43949 (Feb. 9, 2001), 66 FR 10765 (Feb. 16,
2001).

INTERPRETATION ON THE APPLICATION OF RULES G-8, G-12 AND
G-14 10 SPECIFIC ELECTRONIC TRADING SYSTEMS

March 26, 2001

The Municipal Securities Rulemaking Board (the “MSRB”) under-
stands that, over time, the advent of new trading systems will present nov-
el situations in applying MSRB uniform practice rules. The MSRB is
prepared to provide interpretative guidance in these situations as they
arise, and, if necessary, implement formal rule interpretations or rule
changes to provide clarity or prevent unintended results in novel situa-
tions. The MSRB has been asked to provide guidance on the application
of certain of its rules to transactions effected on a proposed electronic trad-
ing system with features similar to those described below.

Description of System

The system is an electronic trading system offering a variety of trad-
ing services and operated by an entity registered as a dealer under the Secu-
rities Exchange Act of 1934. The system is qualified as an alternative
trading system under Regulation ATS. Trading in the system is limited to
brokers, dealers and municipal securities dealers (“dealers”). Purchase and
sale contracts are created in the system through various types of electron-
ic communications via the system, including acceptance of priced offers, a
bid-wanted process, and through negotiation by system participants with
each other. System rules govern how the bid/offer process is conducted and
otherwise govern how contracts are formed between buyers and sellers.

Participants are, or may be, anonymous during the bid/offer/negotia-
tion process. After a sales contract is formed, the system immediately sends
an electronic communication to the buyer and seller, noting the transac-
tion details as well as the identity.of the contra-party. The transaction is
then sent by the buyer and seller to a registered securities clearing agency
for comparison and is settled without involvement of the system operator.

The system operator does not take a position in the securities traded
on the system, even for clearance purposes. Dealers trading on the system
are required by system rules to clear and settle transactions directly with
each other even though the parties do not know each other at the time the
sale contract is formed. If a dealer using the system does not wish to do
business with another specific contra-party using the system, it may direct
the system operator to adjust the system so that contracts with that con-
tra-party cannot be formed through the system.

Application of Certain Uniform Practice Rules to System

It appears to the MSRB that the dealer operating the system is effect-
ing agency transactions for dealer clients.! The system operator does not
have a role in clearing the transactions and is not taking principal posi-
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tions in the securities being traded. However, the system operator is par-
ticipating in the transactions at key points by providing anonymity to buy-
ers and sellers during the formation of contracts and by setting system rules
for the formation of contracts. Consequently, all MSRB rules generally
applicable to inter-dealer transactions would apply except to the extent
that such rules explicitly, or by context, are limited to principal transac-
tions.

Automated Comparison

One issue raised by the description of the system above is the planned
method of clearance and settlement. Rule G-12(f)(i) requires that intet-
dealer transactions be compared in an automated comparison system oper-
ated by a clearing corporation registered with the Securities and Exchange
Commission. The purpose of rule G-12(f)(i) is to facilitate clearance and
settlement of inter-dealer transactions. In this case, the system operator: (i)
electronically communicates the transaction details to the buyer and sell-
er; (ii) requires the buyer and seller to compare the transaction directly
with each other in a registered securities clearing corporation; and (iii) is
not otherwise involved in clearing or settling the transaction. The MSRB
believes that under these circumstances, it is unnecessary for the system
operator to obtain a separate comparison of its agency transactions with
the buyer and seller.

Although automated comparison is not required between the system
operator and the buyer and seller, the transaction details sent to each par-
ty by the system must conform to the information requirements for inter-
dealer confirmations contained in rule G-12(c). Since system participants
implicitly agree to receive this information in electronic form by partici-
pating in the system, a paper confirmation is not necessary. Also, the sys-
tem operator may have an agreement with its participants that participants
are not required to confirm the transactions back to the system operator,
which normally would be required by rule G-12{c).

The system operator, which is subject to Regulation ATS, will be gov-
erned by the recordkeeping requirements of Regulation ATS for purposes
of transaction records, including municipal securities transactions. How-
ever, the system operator also must comply with any applicable record-
keeping requirements in rule G-8(f), which relate to records specific to
effecting municipal securities transactions. With respect to recordkeeping
by dealers using the system, the specific procedures associated with this
system require that transactions be recorded as principal transactions
directly between buyer and seller, with notations of the fact that the trans-
actions were effected through the system.

Transaction Reporting

Rule G-14 requires inter-dealer transactions to be reported to the
MSRB for the purposes of price transparency, market surveillance and fee
assessment. The mechanism for reporting inter-dealer transactions is
through National Securities Clearing Corporation (“NSCC"). In the sys-
tem described above, the buyer and seller clear and settle transactions
directly as principals with each other, and without the involvement of the
dealer operating the system. The buyer and seller therefore will report
transactions directly to NSCC. No transaction or pricing information will
be lost if the system operator does not report the transaction. Conse-
quently, it is not necessary for the system operator separately to report the
transactions to the MSRB.

! This situation can be contrasted with the typical broker’s broker operation in which the
broker's broker effects riskless principal transactions for dealer clients. The nature of the
transactions as either agency or principal is governed for purposes of MSRB tules by
whether a principal position is taken with respect to the security. “Riskless principal”
transactions in this context are considered to be principal transactions in which a deal-
er has a firm order on one side at the time it executes a matching transaction on the con-
tra-side. For purposes of the uniform practice rules, the MSRB considers broker’s broker
transactions to be riskless principal transactions even though the broker's broker may be
acting for one party and may have agency or fiduciary obligations toward that party.

Rule G-12
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NOTICE ON REPORTING AND COMPARISON OF CERTAIN TRANSACTIONS
EFFECTED BY INVESTMENT ADVISORS: RULES G-12(f) AND G-14

May 23, 2003

In recent months, the MSRB has received a number of questions relat-
ing to certain kinds of transactions in which independent investment advi-
sors instruct selling dealers to make deliveries to other dealers. This notice
addresses questions that have been raised relating to Rule G-12(f)(i), on
automated comparison, and Rule G-14, on transaction reporting. It
describes existing requirements that follow from the language of the rules
and does not set forth any new policies or procedures.

An independent investment advisor purchasing securities from one
dealer sometimes instructs that dealer to make delivery of the securities to
other dealers where the investment advisor’s clients have accounts. The
identities of individual account holders typically are not given.! The deal-
ers receiving the deliveries in these cases generally are providing “wrap
fee” or similar types of accounts that allow investors to use independent
investment advisors to manage their municipal securities portfolios. In
these kinds of arrangements, the investment advisor chosen by the
account holder may be picked from a list of advisors approved by the deal-
er; however, dealers offering these accounts have indicated that the invest-
ment advisor acts independently in effecting transactions for the client’s
municipal securities portfolio.

The following example illustrates the situation. An Investment Advi-
sor purchases a $1 million block of municipal bonds from the Selling Deal-
er and instructs the Selling Dealer to deliver $300,000 of the bonds to
Dealer X and $700,000 to Dealer Y. The Investment Advisor does not
give the Selling Dealer the individual client accounts at Dealer X and
Dealer Y to which the bonds will be allocated and there is no contact
between the Selling Dealer and Dealers X and Y at the time of trade. The
Investment Advisor, however, later informs Dealer X and Dealer Y to
expect the delivery from the Selling Dealer, and gives the identity and
quantity of securities that will be delivered, the final monies, and the indi-
vidual account allocations. For example, the Investment Advisor may
instruct Dealer X to allocate its $300,000 delivery by placing $100,000 in
John Doe’s account and $200,000 in Mary Smith's account.

With respect to transaction reporting requirements in this situation,
the Selling Dealer should report a $1 million sale to a customer. No oth-
er dealer should report a transaction. The comparison system should not
be used for the inter-dealer transfers between the Selling Dealer and Deal-
ers X and Y because this would cause them to be reported as inter-dealer
trades.

Frequently Asked Questions

One frequently asked question in the context of the above example is
whether the transfers of the $300,000 and $700,000 blocks by the Selling
Dealer to Dealer X and Dealer Y should be reported as inter-dealer trans-
actions. Another question is whether these transfers may be accomplished
by submitting them to the automated comparison system for inter-dealer
transactions. Based on the information that has been provided to the
MSRB, these transfers do not appear to represent inter-dealer trades and
thus should not be reported under Rule G-14 or compared under Rule G-
12(f)(i) using the current central comparison system.

One reason for the conclusion that no inter-dealer trade exists is that
municipal securities professionals for firms in the roles of Dealer X and Y
have stated that the Investment Advisor is acting independently and is
not acting as their agent when effecting the trade with the Selling Dealer.
In support of this assertion, they note that they often are not informed of
the transaction or the deliveries that they should expect until well after the
trade has been effected by the Investment Advisor. They also note that
the actions of the Investment Advisor are not subject to their control or
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supervision. Thus, the $300,000 and $700,000 inter-dealer transfers in the
above example appear to be simply deliveries made in accordance with a
contract made by, and the instructions given by, the Investment Advisor.
The inter-dealer transfers thus do not constitute inter-dealer transactions.

Because Rule G-14 transaction reporting of inter-dealer trades is
accomplished through the central comparison system, any dealer submit-
ting the $300,000 and $700,000 inter-dealer transfers to the comparison
system is in effect reporting inter-dealer transactions that did not occur. In
addition, this practice tends to drive down comparison rates and the over-
all performance of dealers in the automated comparison system. As noted
above, the trading desks of Dealer X and Dealer Y generally do not know
about the Investment Advisor's transaction at the time of trade. They con-
sequently cannot submit comparison information to the system unless the
Investment Advisor provides them with the trade details in a timely, accu-
rate and complete manner. Since the Investment Advisor is acting inde-
pendently and is not supervised by municipal securities professionals at
Dealer X and Dealer Y, there is no means for the municipal securities pro-
fessionals at Dealer X and Dealer Y to ensure that this happens.

Questions also have been received on whether the individual alloca-
tions to investor accounts (e.g., the $100,000 and $200,000 allocations to
the accounts of John Doe and Mary Smith in the example above) should be
reported under Rule G-14 as customer transactions. Even though the deal-
er housing these accounts obviously has important obligations to the
investor with respect to receiving deliveries, paying the Selling Dealer for
the securities, and processing the allocations under the instructions of the
Investment Advisor, it does not appear that the dealer entered into a pur-
chase or sale contract with the investor and thus nothing is reportable under
Rule G-14. This conclusion again is based upon statements by dealers pro-
viding the “wrap fee” and similar accounts, who indicate that the invest-
ment advisor acts independently and not as the dealer’s agent when it effects
the original block transaction and when it makes allocation decisions.

For purposes of price transparency, the only transaction to be report-
ed in the above example is a single $1 million sale to a customer. This is
appropriate because the only market price to be reported is the one set
between the Selling Dealer and the Investment Advisor for the $1 million
block of securities. It is appropriate that the $300,000 and $700,000 inter-
dealer transfers, and the $100,000 or $200,000 investor allocations are not
disseminated as transactions since they would have to be reported using the
price for the $1 million block. This could be misleading in that market
prices for $1 million round lots are often different than market prices for
smaller transaction sizes.

It should be noted that in this situation, the investment advisor itself is the customer and
must be treated as such for recordkeeping and other regulatory purposes. For discussion
of a similar situation, see “Interpretive Notice on Recordkeeping” dated July 29, 1977.

TRANSACTION REPORTING OF MULTIPLE TRANSACTIONS BETWEEN
DEALERS IN THE SAME IsSUE: RULES G-12(f) aAND G-14

November 24, 2003 N

The MSRB has become aware of problems in transaction reporting as
aresult of dealers “bunching” certain inter-dealer transactions in the com-
parison system. Recently, some dealers have reported the sum of two trades
as one transaction in instances when two dealers effected two trades with
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each other in the same issue and at the same price. When two transactions
are effected, two transactions should be reflected in each dealer's books
and records and two transactions are required to be reported to the MSRB.
The time of trade for each transaction also must accurately reflect the time
at which a contractual commitment was formed for each quantity of secu-
rities. For example, if Dealer A purchases $50,000 of a municipal issue at
a price of par from Dealer B at 11:00 am and then purchases an additional
$50,000 at par from Dealer B at 2:00 pm, two transactions are required to
be reflected on each dealers’ books and records and two transactions are
required to be reported to the MSRB.

Since the same inter-dealer trade record submitted for automated com-
parison under Rule G-12(f) also is used to satisfy the requirements of Rule
G-14, on transaction reporting, each inter-dealer transaction should be
submitted for automated comparison separately in order to comply with
Rule G-14's requirement to report all transactions. Failure to do so causes
erroneous information concerning transaction size and time of trade to
appear in the transparency reports published by the MSRB as well as in the
audit trail used by regulators and enforcement agencies. To the extent that
dealers use the records generated by the comparison system for purposes of
complying with MSRB Rule G-8, on recordkeeping, it may also create
erroneous information as to the size of transactions effected or time of trade
execution.

See also:

Rule G-11 Interpretation — Syndicate Settlement Practice Violations
Noted, July 1981.

Rule G-15 Interpretations — Interpretive Notice on Rule G-12 on Uni-
form Practice and Rule G-15 on Customer Confirmations, Novem-

ber 28, 1977.

~ Interpretive Notice on Confirmation Requirements, March 25,

1980.

- Interpretive Notice Concerning Confirmation Disclosure
Requirements Applicable to Variable-Rate Municipal Securities,
December 10, 1980.

~ Notice Concerning “Zero Coupon” and “Stepped Coupon” Secu-
rities, April 27, 1982.
- Notice Concerning Pricing to Call, December 10, 1980.

— Notice Concerning Confirmation Disclosure Requirements for
Callable Municipal Securities, February 10, 1986.

- Notice Concerning Confirmation, Delivery and Reclamation of
Interchangeable Securities, August 10, 1988.

~ Notice Concerning Stripped Coupon Municipal Securities, March

13, 1989.

Rule G-17 Interpretations — Notice Concerning the Application of
Board Rules to Put Option Bonds, September 30, 1985.

- Notice of Interpretation on Escrowed-to-Maturity Securities:

Rules G-17, G-12 and G-15, September 21, 1987.

Rule G-32 Interpretation — Notice Regarding Electronic Delivery and
Receipt of Information by Brokers, Dealers and Municipal Securi-
ties Dealers, November 20, 1998.

Interpretive Letters

Delivery requirements: partials. 1 am

purchase of securities in which half are of one

As 1 stated to you, if the transaction is

writing to confirm the substance of our tele-
phone conversation concerning the provision of
rule G-12(e)(iv) on partial deliveries. In our dis-
cussion, you posed a specific example of a single

maturity and half of another maturity and
inquired whether or not delivery of only one of
the maturities would constitute a “partial” under
the terms of the rule.

83

effected on an “all or none” basis, and your con-
firmation is marked “all or none” or “AON,”
this would suffice to indicate that the purchase
of both maturities constitutes a single transac-

Rule G-12



—
—

| msrB

tion, and that both maturities must be delivered
to cffect good delivery. MSRB interpretation of
February 23, 1978.

Delivery requirements: coupons and
coupon checks. This letter is to confirm the
substance of conversations you had with the
Board’s staff concerning the application of cer-
tain provisions of rule G-12, the uniform prac-
tice rule, to deliveries of securities bearing
past-due coupons. You inquire whether, in the
case where a transaction is effected for a settle-
ment date prior to the coupon payment date, a
delivery of securities with this past-due coupon
attached constitutes “good delivery” for purpos-
es of the rule.

Rule G-12(e){vii){C) provides that a seller
may, but is not required to, deliver a check in
lieu of coupons if delivery is made within thirty
calendar days prior to an interest payment date.
Thus, in the circumstances you set forth, the
seller would have the option to detach the
coupons and provide a check, but is under no
obligation to do so. A delivery with these
coupons still attached would constitute “good
delivery,” and a rejection of the delivery for this
reason would be an improper rejection. MSRB
interpretation of March 9, 1978.

Delivery  requirements:  mutilated
coupons. [am writing in response to your recent
letter concerning the provisions of Board rule
G-12(e) with respect to inter-dealer deliveries of
securities with mutilated coupons attached. You
indicate that your firm recently became
involved in a dispute with another firm’s clear-
ing agent concerning whether certain coupons
attached to securities your firm had delivered to
the agent were mutilated. You request guidance
as 1o the standards set forth in rule G-12(e) for
the identification of mutilated coupons.

As you are aware, rule G-12(e)(ix) indi-
cates that a coupon will be considered to be
mutilated if the coupon is damaged to the
extent that any one of the following cannot be
ascertained from the coupon:

(A) title of the issuer;

(B) certificate number;

(C) coupon number or payment date...;
or

(D) the fact that there is a signature...
(emphasis added)

The standard set forth in the rule (chat the
information “cannot be ascertained”) was delib-
erately chosen to make clear that minimal dam-
age to a coupon is not sufficient to cause that
coupon to be considered mutilated. For exam-
ple, if the certificate number imprinted on a
coupon is partially torn, but a sufficient portion
of the coupon remains to permit identification
of the number, the coupon would not be con-
sidered to be mutilated under the standard set

Rule G-12
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forth in the rule, and a rejection of the delivery
due to the damage to the coupon would not be
permitted. In the case of the damaged coupon
shown on the sample certificate enclosed with
your letter, it seems clear that the certificate
number can be identified, and confusion with
another number would not be possible; there-
fore, this coupon would not be considered to be
mutilated under the rule, and a rejection of a
delivery due to the damage to this coupon would
not be in accordance with the rule’s provisions.

Your letter also inquires as to the means by
which dealers can obtain redress in the event
that a delivery is rejected due to damaged
coupons which are not, in their view, mutilated
under the standard set forth in the rule. I note
that rule G-12(h)(ii) sets forth a procedure fora
close-out by a selling dealer in the event that a
delivery is improperly rejected by the purchaser;
this procedure could be used in the circum-
stances you describe to obtain redress in this sit-
uation. Further, the arbitration procedure...
could also be used in the event that the dealer
incurs additional costs as a result of such an
improper rejection of a delivery. MSRB inter-
pretation of January 4, 1984.

Delivery requirements: put option bonds.
In a previous telephone conversation [name
omitted] of your office had inquired whether any
or all of the following deliveries of securities
which are subject to a put option could be
rejected:

(1) Certain securities are the subject of a
“one time only” put option, exercisable by
delivery of the securities to a designated
trustee on or before a stated expiration date.
An inter-dealer transaction in the securi-
ties—described as “puttable” securities—is
effected for settlement prior to the expira-
tion date. Delivery on the transaction is not
made, however, until after the expiration
date, and the recipient is accordingly
unable to exercise the option, since it can-
not deliver the securities to the trustee by
the expiration date.

(2) Certain securities are the subject of a
“one time only” put option, exercisable by
delivery of the securities to a designated
trustee on or before a stated expiration date.
An inter-dealer transaction in the securi-
ties—described as “puttable” securities—is
effected for settlement prior to the expira-
tion date. Delivery on the transaction is
made prior to the expiration date, but too
late to permit the recipient to satisfy the
conditions under which it can exercise the
option (e.g., the trustee is located too far
away for the recipient to be able to present
the physical securities by the expiration

date).

(3) Certain securities are the subject of a
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put option exercisable on a stated periodic
basis (e.g., annually). An inter-dealer trans-
action in the securities—described as “put-
table” securitics—is effected for settlement
shortly before the annual exercise date on
the option. Delivery on the transaction,
however, is not made until after the annual
exercise date, so that the recipient is unable
to exercise the option at the time it antici-
pated being able to do so.

[ am writing to confirm my previous advice to
him regarding the Board's consideration of his
inquiry.

As linformed him, his inquiry was referred
to a Committee of the Board which has respon-
sibility for interpreting the “delivery” provisions
of the Board's rules; that Committee has autho-
rized my sending this response. In considering
the inquiry, the Committee took note of the
provisions of Board rule G-12(g), under which
an inter-dealer delivery may be reclaimed for a
period of eighteen months following the deliv-
ery date in the event that

information pertaining to the description of
the securities was inaccurate for either of
the following reasons:

(i) information required by subparagraph
(c)(vHE) of this rule was omitted or erro-
neously noted on a confirmation, or

(ii} information material to the transaction
but not required by subparagraph (¢)(v){E)
of this rule was erroneously noted on a con-
firmation.

Under this provision, therefore, a delivery of
securities described on the confirmation as
being “puttable” securities could be reclaimed if
the securities delivered are not, in fact, “put-
table” securities.

The Committee is of the view that, in the
first of the situations which he cited, the deliv-
ery could be rejected or reclaimed pursuant to
the provisions of rule G-12(g). In this instance
the securities were traded and described as being
“puttable” securities; the securities delivered,
however, are no longer “puttable” securities,
since the put option has expired by the delivery
date. Accordingly, the rule would permit rejec-
tion or reclamation of the delivery.

In the third case he put forth, however, this
provision would not be applicable, since the
securities delivered are as described. According-
ly, there would not be a basis under the rules to
teject or reclaim this delivery, and a purchasing
dealer who believed that it had incurred some
loss as aresult of the delivery would have to seek
redress in an arbitration proceeding or in the
courts. This may also be the result in the second
case he cited, depending on the facts and cir-

cumstances of the delivery. MSRB interpretation
of February 27, 1985.
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Confirmation disclosure: put option
bonds. This will acknowledge receipt of your
letter of March 17, 1981, with respect to “put
option” or “tender option” features on certain
new issues of municipal securities. In your letter
you note that an increasing number of issues
with “put option” features are being brought to
martket, and you inquire concerning the appli-
cation of the Board’s rules to these securities.

The issues of this type with which we are
familiar have a “put option” or “tender option”
feature permitting the holder of securities of an
issue to sell the securities back to the trustee of
the issue at par. The “put” or “tender option”
privilege normally becomes available a stated
number of years (e.g., six years) after issuance,
and is available on stated dates thereafter (e.g.,
once annually, on an interest payment date).
The holder of the securities must usually give
several months prior notice to the trustee of his
intention to exercise the “put option.”

Most Board rules will, of course, apply to
“put option” issues as they would to any other
municipal security. As you recognize in your let-
ter, the only requirements raising interpretive
questions appear to be the requirements of rules
G-12 and G-15 concerning confirmations.
These present two interpretive issues: (1) does
the existence of the “put option” have to be dis-
closed and if so, how, and (2) should the “put
option” be used in the computation of yield and
dollar price.

Both rules require confirmations toset forth a

description of the securities, including... if
the securities are... subject to redemption
prior to maturity..., an indication to such
effect

Confirmations of transactions in “put option”
securities would therefore have to indicate the
existence of the “put option,” much as confir-
mations concerning callable securities must
indicate the existence of the call feature. The
confirmation need not set forth the specific
details of the “put option” feature.

The requirements of the rules differ with
respect to disclosure of yields and dollar prices.
Rule G-12, which governs inter-dealer confir-
mations, requires such confirmations to set forth

the

yield at which transaction was effected and
resulting dollar price, except in the case of
securities which are traded on the basis of
dollar price or securities sold at par, in
which event only dollar price need be
shown {in cases in which securities are
priced to premium call or to par option,
this must be stated and the call or option
date and price used in the calculation must
be shown, and where a transaction is effect-
ed on a yield basis, the dollar price shall
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be calculated to the lowest of price to pre-
mium call, price to par option, or price to
maturity)

Rule G-15 requires customer confirmations to
contain yield and dollar price as follows:

(A) for transactions effected on a yield
basis, the yield at which transaction was
effected and the resulting dollar price shall
be shown. Such dollar price shall be calcu-
lated to the lowest of price to premium call,
price to par option, or price to maturity. In
cases in which the dollar price is calculated
to premium call or par option, this must be
stated, and the call or option date and price
used in the calculation must be shown.
(B) for transactions effected on the basis of
dollar price, the dollar price at which trans-
action was effected, and the lowest of the
resulting yield to premium call, yield to par
option, or yield to maturity shall be shown;
provided, however, that yield information
for transactions in callable securities effect-
ed at a dollar price in excess of par, other
than transactions in securities which have
been called or prerefunded, is not required
to be shown until October 1, 1981.

(C) for transactions at par, the dollar
price shall be shown[]

Therefore, with respect to transactions in “put
option” securities effected on the basis of dollar
price, rule G-12 requires that confirmations sim-
ply set forth the dollar price. Rule G-15 requires
that confirmations of such transactions set forth
the dollar price and the yield to maturity result-
ing from such dollar price. With respect to trans-
actions effected on the basis of yield, both rules
require that the confirmations set forth the yield
at which the transaction was effected and the
resulting dollar price. Unless the parties other-
wise agree, the yield should be computed to the
maturity date when deriving the dollar price. If
the parties explicitly agree that the transaction
is effected at a yield to the “put option” date,
then such yield may be shown on the confirma-
tion, together with a statement that it is a “yield
to the [date] put option,” and an indication of
the date the option first becomes available to

" the holder.

Since the exercise of the “put option” s at
the discretion of the holder of the securities, and
not, as in the case of a call feature, at the dis-
cretion of someone other than the holder, the
Board concludes that the presentation of a yield
to maturity on the confirmation, and the com-
putation of yield prices to the maturity date, is
appropriate, and accords with the goal of advis-
ing the purchaser of the minimum assured yield
on the transaction. The Board further believes
that the ability of the two parties to a transac-
tion to agree to price the transaction to the “put
option” date, should they so desire, provides suf-
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ficient additional flexibility in applying the rules
to transactions in “put option” securities. MSRB

interpretation of April 24, 1981.

Confirmation disclosure: put option
bonds. This will acknowledge receipt of your
letter of May 6, 1981, requesting further clarifi-
cation of the application of Board rules to
municipal securities with “put option” or “ten-
der option” features. In your letter you note that
[ had previously indicated that, in some circum-
stances, Board rules would require inter-dealer
and customer confirmations to set forth a yield
to the “put option” date, designated as such. You
suggest that presentation of this information on
confirmations would require reprogramming of
many computerized confirmation-processing
systems, and you inquire whether the Board
intends that

dealers should possess the capability to
“price to the put” and [to] indicate the
appropriate yield in their confirmation
systems].]

In my previous letter of April 24, 1981 I advised
that Board rules G-12(c), on inter-dealer con-
firmations, and G-15, on customer confirma-
tions, would require the following with respect
to transactions in securities with “put option”
features:

(1) If the transaction is effected on the basis
of a yield price, the confirmation must state the
yield at which the transaction was effected and
the resulting dollar price. The dollar price must
be computed to the maturity date, since, in most
instances, these securities will not have call fea-
tures. If the securities do have a refunding call
feature, the requirement for pricing to the low-
est of the premium call, par option, or maturity
would obtain.

(2) If the transaction is effected on the basis
of adollar price, the confirmation must state the
dollar price, and, in the case of a customer con-
firmation, the resulting yield to maturity. If the
securities have a call feature, the customer con-
firmation would state the yield to premium call
or the yield to par option in lieu of the yield to
maturity, if either is lower than the yield to
maturity.

In neither case does the rule require the pre-
sentation of a yield or a dollar price computed to
the “put option” date as a part of the standard
confirmation processing. Further, the Board does
not at this time plan to adopt any requirement
for a calculation of yield or dollar price to the
lower of the put option or maturity dates, com-
parable to the calculation requirement involving
call features. 1 would therefore have to respond
to your inquiry by stating that the Board does not
at this time intend to require, as an aspect of
standard confirmation processing, that dealers
have the capability to “price to the put.”

Rule G-12
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In your May 6 letter you quote a paragraph
from my previous correspondence, which stated
the following:

If the parties explicitly agree that the trans-
action is effected ac a yield o the “put
option” date, then such yield may be shown
on the confirmation, together with a state-
ment that it is a yield to the (date) put
option, and an indication of the date the
option first becomes available to the holder.

As this paragraph indicates, in some circum-
stances the parties to a particular transaction
may agree between themselves that the transac-
tion is effected on the basis of a yield to the “put
option” date, and that the dollar price will be
computed in that fashion. In such circumstances,
the yield to the “put option” date is the “yield at
which [the] transaction was effected” and must
be disclosed as such; it must also be identified in
order to evidence the agreement of the parties
that the transaction is priced in this fashion.
However, since the sale of securities on the basis
of ayield to the “put option” is at the discretion
of the parties to the transaction, and is a special
circumstance requiring a mutual agreement of
such parties, | suggest that the reprogramming
you mention would be necessary only if your
bank elects to treat securities with “put option”
features in this special fashion. Further, given the
fact that these would be exceptional transac-
tions, and would require special handling at the
time of trade itself (viz., the conclusion of the
mutual agreement concerning the pricing), |
suggest that manual processing of these transac-
tions on an “exception” basis appears to be a
viable alternative to the reprogramming. MSRB
interpretation of May 11, 1981.

Confirmation disclosure: advance refund-
ed securities. 1 am writing in response to your
recent letter concerning the confirmation
description requirements of Board rules applica-
ble to transactions in securities which have been
advance refunded. In particular, you note that
certain issues of securities have been advance
refunded by specific certificate number, with
securities of certain designated certificate num-
bers refunded to one redemption date and price
and other securities of the same issue refunded to
a different redemption date and price. You
inquire whether a confirmation of a transaction
in such securities should identify the securities as
being advance refunded by certificate number.

Rules G-12(c)(viyC) and
G-15(a)(iii)(C)" require that confirmations
include

if the sccurities [involved in the transac-
tion] are “called” or “prerefunded,” a desig-
nation to such effect, the date of maturity
which has been fixed by the call notice, and
the amount of the call price. . .

Rule G-12
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The rules therefore require, with respect o a
transaction in securitics which have been
advance refunded by certificate number, that
the confirmation state that the securities have
been advance refunded, and the refunding
redemption date and price. The rules do not
require that the fact that only certain specific
certificate numbers of the issue were advance
refunded to that redemption dare and price be
stated on the confirmation. MSRB interpretation

of January 4, 1984.

[*][Currently codified at rule G-12(c)(vi}(E).]
[][Currently codified at rule G-15(a)(i)(C)}{(3)(a).]

Confirmation disclosure: tender option
bonds with adjustable tender fees. This is in
response to your inquiry concerning the appli-
cation of the Board's rules to certain tender
option bonds with adjustable tender fees issued
as part of a recent [name of bond deleted] issue.
Apparently, there is some uncertainty as to the
interest rate which should be shown on the con-
firmation, and the appropriate yield disclosure
required by rule G-15 with respect to customer
confirmations in transactions involving these
securities.

The securities in question are tender option
bonds with a 2005 maturity which may be ten-
dered during an annual tender period for pur-
chase on an annual purchase date each year
until the 2005 maturity date. To retain this ten-
der option for the first year after issuance, the
option bond owner must pay a tender fee of
$27.50 per $1,000 in principal amount of the
bonds. Beginning in the second year, however,
the tender fee may vary each year and will be in
an amount determined by the company granti-
ng the option (the “Company”), in its discre-
tion, and approved by the bank which issued a
letter of credit securing the obligations of the
Company. The tender fee must, however, be in
an amount which, in the judgment of the Com-
pany based upon consultation with not less than
five institutional buyers of short term securities,
would under normal market conditions permit
the bonds to be remarketed at not less than pat.
If at any time these fees are not paid, the trustee
will pay the fee to the Company on behalf of the
owner and deduct that amount from the next
interest payment sent to the owner unless the
owner tenders the bonds prior to the fee pay-
ment date. While a system has been set up to
receive payment of these tender fees, we under-
stand that the trustee of the issue is assuming
that most of the tender fees will be paid through
a deduction from the interest payment.

You have advised us that confirmations of
the original syndicate transactions in these secu-
rities stated the interest rate on the securities as
7-1/8%, which is the current effective rate on
the bonds taking into account the tender fees
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during the first year after issuance (i.e., the
9-7/8% rate less the 2-6/8% fee) and which,
because of the yearly tender fee adjustment, is
fixed only for one year. The interest rate shown
on the bond certificates, however, is the 9-7/8%
total rate, and no reference is made to the 7-
1/8% effective rate. In addition, the bonds are
traded on a dollar price basis as fixed-rate secu-
rities and are sold as one year tender option
bonds (although the 2005 maturity date is dis-
closed). The yield to the one year tender date is
the only yield customer confirmations.

You inquire whether it is proper that the
confirmation show the interest rate on these
securities as 7-1/8% and whether the yield dis-
closure requirements of rule G-15 are met with
the disclosure of the yield to the one year tender
date. Your inquiry was referred to the Commit-
tee of the Board which has responsibility for
interpreting the Board’s confirmation rules. The
Committee has authorized this reply.

Rules G-12(c){(v)(E) and G-15(a)(i){E)!"!
requite that dealer and customer confirmations
contain a description of the securities including,
among, other things, the interest rate on the
bonds. The Committee believes that the stated
interest rate on these bonds of 9-7/8% should be
shown as the interest rate in the securities
description on confirmations to reduce the con-
fusion that may arise when the bond certificates
are delivered and to ensure that an outdated
effective rate is not utilized. In order to fully
describe the rate of return on these bonds, how-
ever, the Committee believes that immediately
after the notation of the 9-7/8% rate on the con-
firmations, the following phrase must be
added—"less fee for put.” Thus, it will be the
responsibility of the selling dealer to determine
the current effective rate applicable to these
bonds and to disclose this to purchasing dealers
and customers at the time of trade.!

In regard to yield disclosure, rule
G-15(a)(i)(I)""! requires that the yield to matu-
rity be disclosed because these securities are
traded on the basis of a dollar price.” The Board
has determined that, for purposes of making this
computation, only “in whole” calls should be
used. Thus, for these tender option bonds, the
yield to maturity is required to be disclosed. It
appears, however, that an accurate yield to
maturity cannot be calculated for these securi-
ties. While it is possible to calculate a yield to
maturity using the stated 9-7/8% interest rate,
this figure might be misleading since the
adjustable tender fees would not be taken into
account. Similarly, a yield calculated from the
current effective rate of return would not be
meaningful since it would not reflect subsequent
changes in the amounts of the tender fees
deducted. In view of these difficulties, the
Committee believes that confirmations of these
securities need not disclose a “yield to maturi-
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ty.” The Committee is also of the view, howev-
er, that dealers must include the yield to the one
year tender date on the confirmations as an
alternative form of yield disclosure. MSRB inter-
pretation of October 3, 1984.

1 We understand that these tender option bonds are the
first of a series of similar issues and on subsequent issues
of this nature the phrase “Bond subject to the payment
of tender fee” will be printed on the bond certificates
next to the interest rate. This additional description on
the bond certificates, although helpful, is not a substi-
tute for complete confirmation disclosure and this inter-
pretation applies to these subsequent issues as well.

~

Rule G-15(a)(i){1)!*! requires that on customer confir-
mations
for transactions effected on the basis of a dollar price...
the lowest of the resulting yield to call, yield to par
option, or yield to maturity shall be shown.
{*l[Currently codified at rule G-15(a)(i)(B)(4)(c).}
[H}{Currently codified at rule G-15(a)}(i){A)(5)(b).]

Confirmation disclosure: tender option
bonds with adjustable tender fees. This is in
tesponse to your letter requesting a one year
delay in the effective date of an October 3,
1984, interpretation of Board rules G-12 and
G-15 concerning confirmation disclosure of
tender option bonds with adjustable tender fees.
In that interpretation, the Board stated that the
interest rate shown on the confirmation for
these bonds should be the interest rate noted on
the bond certificate (the “stated interest rate”)
but that the confirmation also must include the
phrase “less fee for put.” The Board also stated
that it is the responsibility of the selling dealer
to determine the current effective interest rate
applicable to these bonds taking into account
the tender fee (the “net interest rate”) and to
disclose this to purchasers at the time of trade.
In addition, the Board took the position that the
yield to maturity disclosure requirement does
not apply to these bonds since an accurate yield
to maturity cannot be calculated for these secu-
rities because of the annual adjustments to the
tender fee. Dealers must, however, include the
yield to the tender option date as an alternative
form of yield disclosure.

While you agree with the interpretation,
you state that the automated systems currently
in place are not capable of complying with the
interpretation and thus you request a one year
delay in the effective date of this interpretation
in order for the industry to effect necessary sys-
tem modifications. Your request was referred to
the Committee of the Board which has respon-
sibility for interpreting the Board’s confirmation
rules. The Committee has authorized this reply.

Apparently, a problem arises when dealers
include the stated interest rate in the interest
rate field on the confirmation. In computing the
yield on the transaction, most computer systems
automatically pick up the rate in that field as the
interest rate. Thus, an overstated yield based on
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the stared interest rate, instead of a yield based
on the net interest rate, is printed on confirma-
tions. We have been informed that certain deal-
ers have solved this problem by including the
net interest ratc in the interest rate field. In this
way, the computer automatically picks up the
correct interest rate needed to determine the
accurate yield to the tender option date. In
order to solve the interest rate disclosure prob-
lem, these dealers include elsewhere in the
description field of the confirmation the stated
interest rate with the phrase “less fee for put.”
The Board believes that this method of disclo-
sure is consistent with the Board’s confirmation
disclosure requirements.

Since the Board believes that most dealers
will be able to comply either with the original
interpretation or this clarification utilizing their
present computer systems, it has decided not to
approve any delay in the effective date of this
interpretation for system modifications. We
note, however, that any dealer that believes its
system cannot comply with this interpretation
might consider requesting a no-action letter
from the SEC until its system modifications are
in place. MSRB interpretation of March 5, 1985.

Confirmation requirements for partially
refunded securities. This will respond to your
letter of May 16, 1989. The Board reviewed yout
letter at its August 1989 meeting and authorized
this response.

You ask what is the correct method of com-
puting price from yield on certain types of “pat-
tially prerefunded” issues having a mandatory
sinking fund redemption. The escrow agreement
for the issues provides for a stated portion of the
issue to be redeemed at a premium price on an
optional, “in-whole,” call date for the issue. The
remainder of the issue is subject to a sinking
fund redemption at par.! Unlike some issues that
are prerefunded by certificate number, the cer-
tificates that will be called at a premium price
on the optional call date are not identified and
published in advance. Instead, they are selected
by lottery 30 to 60 days before the redemption
date for the premium call. Prior to this time, it
is not known which certificates will be called at
a premium price on the optional call date. In the
particular issues you have described, the opera-
tion of the sinking fund redemption will retire
the entire issue prior to the stated maturity date
for the issue.

As you know, rules G-12(c) and G-15(a)
govern inter-dealer and customer confirma-
tions, respectively. Rules G-12(c){v)(I) and
G-15(a)(i)(1)!" require the dollar price com-
puted from yield and shown on the confirmation
to be computed to the lower of call date or
maturity. For purposes of computing price to
call, only “in-whole” calls, of the type which
may be exercised in the event of a refunding, are
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used.? Accordingly, the Board previously has
concluded that the sinking fund redemption in
the type of issue you have described should be
ignored and the dollar price should be calculat-
ed to the lowest of the “in-whole” call date for
the issue (i.e., the redemption date of the prere-
funding) or maturity. In addition, the stated
maturity date must be used for the calculation
of price to maturity rather than any “effective”
maturity which results from the operation of the
sinking fund redemption. Identical rules apply
when calculating yield from dollar price. Of
course, the parties to a transaction may agree to
calculate price or yield to a specific date, e.g., a
date which takes into account a sinking fund
redemption. If this is done, it should be noted
on the confirmation.?

In our telephone conversations, you also
asked what is the appropriate securities descrip-
tion for securities that are advance refunded
in this manner. Rules G-12(c){v)(E) and
G-15(a)(i}(E)" require that confirmations of
securities that are “prerefunded” include a nota-
tion of this fact along with the date of “maturi-
ty” that has been fixed by the advance refunding
and the redemption price. The rules also state
that securities that are redeemable prior to matu-
rity must be described as “callable.”™
In addition, rules G-12(c)(vi)(I) and
G-15(a)(iii) () state that confirmations must
include information not specifically required by
the rules if the information is necessary to ensure

- that the parties agree to the details of the trans-

action. Since, in this case, only a portion of the
issue will be chosen by lot and redeemed at a pre-
mium price under the prerefunding, this fact
must be noted on the confirmation. As an exam-
ple, the issue could be described as “partially pre-
refunded to [redemption date] at [premium price]
to be chosen by lot-callable.” The notation of
this fact must be included within the securities
description shown on the front of the confirma-
tion. MSRB interpretation of August 15, 1989.

! In some issucs, a sinking fund redemption operates prior
to the optional call date, while, in others, the sinking
fund redemption does not begin until on or after that
date.

See [Rule G-15 Interpretation -] Notice of December
10, 1980, Concerning Pricing to Call, MSRB Manual,
paragraph 3571.

3 These rules on pricing partially prerefunded securities
with sinking funds are set forth in [Rule G-15 Interpre-
tive Letter - Disclosure of pricing: calculating the dollar
price of partially prerefunded bonds,) MSRB interpreta-
tion of May 15, 1986, MSRB Manual, paragraph
351.26.

The Board has published an interpretive notice provid-
ing specific guidance on the confirmation of advanced
refunded securities that are callable pursuant to an
optional call. See Application of Rules G-12(¢) and G-
15(a) on Confirmation Disclosure of Escrowed-to-Matu-
rity Securities [in Rule G-17 Interpretation — Notice of
Interpretation on Escrowed-to-Maturity Securities:
Rules G-17, G-12 and G-15), MSRB Manual, paragraph
358t.

~
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[#][Currently codified at rule G-15(a) (i) A3 )c)(i).]
[#][Currently codified at rule G-15()(i()(C)(3)(a).]
[5][Currently coditied at rule G-15(a)(1){A)(8).]

Close-out procedures: mandatory repur-
chase. You recently inquired concerning the
use of the “mandatory repurchase” option pro-
vided under Board rule G-12(h)(i)}(D) for exe-
cution of a close-out norice. In the situation you
presented, a municipal securities dealer exccut-
ing a notice was requiring, under the provisions
of this option, a repurchase at the original con-
tract price. Since the transaction was originally
effected on the basis of a yield price, you
inquired whether the repurchase should be
effected at this yield price {wich the dollar price
computed to the settlement date of the repur-
chase transaction), or at the dollar price com-
puted from this yield price at the time of the
original transaction.

At the time of your telephone call 1
responded that, while the Board would have to
consider this inquiry, the Board's response to
somewhat similar inquiries in the past suggested
that the dollar price of the original contract
should be used. [ am writing to advise you that
the Board did not adopt this position. With
respect to the specific circumstances presented
in your inquiry, the Board has concluded that
the purchasing dealer does have the right, in
the appropriate circumstances, to execute a
closc-out by requiring the seller to repurchase
the securities at the yield price of the original
contract, with the resulting dollar price comput-
ed to the settlement date of the repurchase trans-
action. The Board notes that, in these
circumstances, the selling dealer has failed to ful-
fill its contractual obligations, and believes that
permitting the use of the yield price of the origi-
nal contract, with the resulting dollar price com-
puted to the settlement date of the repurchase
transaction, will in the majority of cases most
fairly compensate the purchaser for the time val-
ue of the investment for the period from the orig-
inal exccution to the mandatory repurchase.!

The Board also is generally of the view that
purchasers executing mandatory rtepurchase
transactions may require a mandatory repur-
chase at the yield basis of the original transac-
tion, with the resulting dollar price computed to
the settlement date of the repurchase transac-
tion, except in the case where both parties to
the transaction agree that the original transac-
tion was, and the repurchase transaction should
be, effected on the basis of a dollar price, or
where the terms of the transaction and/or the
trading characteristics of the security (e.g.,
issues with an active sinking fund or tender pro-
gram) suggest that dollar price rather than yield
was the dominant consideration in the original
transaction. MSRB interpretation of March 4,
1982.

Rule G-12
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I The Board nares, for example, that, in the case of a secu-
rity purchased at a Jiscount. the purchaser and the pur-
chaser’s customer would realize the aceretion of the
discount for the period the security was owned. In the
case of a security purchased at a premium, the premium
would be amortized for the period the purchaser owned
the security.

Close-out procedures: timing of payments
on retransmittals, | am writing in response to
your letter of August 23, 1983 concerning cer-
tain problems in the scttlement of money
amounts due on close-out executions. You note
in your letter that rule G-12(h)(i)(D) provides
that

the purchaser must be prepared to defend
the price at which the close-out is executed
relative to market conditions at the time of
the execution...[,]

and also that

[alny moneys due on the transaction, or on
the close-out of the transaction, shall be
forwarded to the appropriate party within
ten business days of the date of execution of
the close-out notice.

You inquire as to the relationship between these
two provisions in the case of a close-out proce-
dure involving several retransmittals. You also
suggest a method of handling of moneys in situ-
ations where a dispute as to the fairness of the
execution price occurs.

In the type of situation which is the subject
of your inquiry, a municipal securities dealer
(“dealer A”) may issue a close-out notice to a
second dealer (“dealer B") who is failing to
deliver to him certain municipal securities. If
dealer B has an offsetting fail-to-receive of such
securities from a third dealer (“dealer C”), deal-
er B will retransmit the close-out notice (in
accordance with the requirements of the rule)
to dealer C. Similarly, dealer C may retransmit
the notice to a fourth dealer (“dealer D”) owing
him the securities.! In the event of such retrans-
mittals, the ultimate recipient of the retrans-
mitted close-out (in this case, dealer D) is the
party for whose account and liability any
close-out would be executed, and who, there-
fore, would absorb any loss in the event of an
adverse market movement. As a consequence,
the ultimate recipient of the notice (dealer D) is
most often the person who would require the
purchaser originating the notice (dealer A, in
our example) to defend the fairness of the
close-out execution price.

When a close-out notice which has been
retransmitted is executed, the money settlement
is most frequently made by each party sending to
the immediately preceding party (i.e., in the
event of a loss, dealer Bsends to A, C sends to
B, D sends to C) the differential between the
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close-out execution price and the original con-
tract price. In your letter you inquire as to the
responsibility of the intermediate dealers in the
retransmittal sequence (dealer B and C, in our
example) to send such payments of money
amounts due in the event that the ultimate
recipient of the notice (dealer D) challenges the
execution price and refuses to make payment
until the dispute is resolved.

Your question was referred to the Board for
its consideration. The Board has authorized me
to advise you that, in its view, the close-out rules
would not require the intermediate dealers to
forward full payment of the money amount due
in the event that the ultimate recipient of the
close-out notice and execution, for whose
account and liability the close-out has been exe-
cuted, disputes the fairness of the execution
price and refuses to make payment until the dis-
pute is resolved. In terms of the example, if deal-
er D disputes the execution price, dealers B and
C would not be obliged to make full payment of
the money amount due until the dispute is
tesolved; upon resolution of the dispute, of
course, all parties must make the necessary pay-
ments promptly. The Board believes that this
tesult is the most equitable to all parties, since
otherwise one of the intermediate dealers would
be obliged to defend the fairness of the execu-
tion price, rather than the dealer who originat-
ed and executed the close-out notice.

I S

In your letter you also suggest that, in the
event of a dispute as to the fairness of a close-out
execution price, the parties involved in the
close-out should make appropriate payments of
the undisputed portion of the money amount
due, with the disputed portion remaining
unpaid until the dispute is resolved by mutual
agreement or arbitration. The Board agrees that
your proposal might be a desirable method of
dealing with disputes regarding close-out execu-
tion prices. The Board notes, however, that the
acceptance of a partial payment of the amount
due might, in certain circumstances, be viewed
as a waiver of any claim for the additional bal-
ance; further, this approach would seem to com-
plicate the bookkeeping involved in accounting
for the results of a close-out execution. If the
parties to a particular close-out execution are
satisfied that these problems are not significant,
your suggested approach might be an appropri-
ate procedure in the event a dispute as to the
fairness of the execution price arises. MSRB
interpretation of September 23, 1983.

! The retransmittal process can, of course, continue, if
additional municipal securities dealers are involved in
the particular transaction sequence.

Close-out  procedures: transactions
involving introducing broker. 1am writing in
response to your recent letter concerning the
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use of the close-out provisions under Board rule
G-12(h) with respect to a transaction in which
one of the two parties “introduces” all transac-
tions to a third, “clearing” dealer such as [name
of clearing dealer deleted]. You indicate that
[the clearing dealer] was recently involved in a
situation in which a close-out notice was issued
directly to a securities firm which uses [the clear-
ing dealer] as its clearing dealer, introducing all
of its transactions to [the clearing dealer]. Due
to this firm’s failure to notify [the clearing deal-
er] of the issuance of the close-out notice in a
timely fashion [the clearing dealer] was unable
to retransmit the notice to the dealer owing it
the securities, and consequently was exposed to
liability on the close-out. You express the view
that [the clearing dealer’s] inability to retrans-
mit the notice was attributable to the fact that
the notice was improperly directed to the intro-
ducing broker, rather than to [the clearing deal-
er]. You suggest that the Board's close-out rules
should be amended to require that, in circum-
stances in which one party to an inter-dealer
transaction introduces all trades to a clearing
dealer, all communications with respect to a
close-out of the transaction should be sent to
the clearing dealer. I note that others have pro-
posed that, in situations of this type, the clear-
ing dealer should also have the authority to issue
close-out notices on the transaction on behalf
of the introducing broker.

The Board does not agree with your sugges-
tion that a dealer purchasing securities from an
introducing broker should be required to send
all communications related to a close-out pro-
cedure to such broker's clearing dealer. In gen-
eral, the Board has declined to include in the
close-out rules requirements that certain specif-
ic persons or types of persons be contacted to
handle aspects of the procedure; the Board
believes that such requirements would inappro-
priately restrict dealers’ flexibility in determin-
ing how best to handle close-out notices, and in
establishing their own procedures for processing
such notices.! In the specific case where the sell-
ing party in the transaction is an introducing
broker, the Board is of the view that the adop-
tion of your suggestion (which would have the
effect of prohibiting the purchasing dealer from
issuing a close-out notice directly to the intro-
ducing broker) inappropriately places on the
purchasing dealer the burden of ensuring that a
close-out notice is directed properly. Further,
this approach improperly makes the purchasing
dealer responsible for knowing the nature of the
introducing broker's clearing arrangements (i.e.,
that there is an “introducing” relationship,
rather than simply a use of clearing services) and
determining the proper way to proceed in light
of those arrangements.

The responsibility for ensuring that a
close-out notice is directed properly clearly rests
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and should rest with the introducing broker. In
the situation you described the improper han-
dling of the notice and the consequent exposure
to [the clearing dealer] was the result of the
introducing broker's failure to understand the
significance of the notice and to respond appro-
priately. The Board continues to believe that it
is incumbent upon municipal sccurities brokers
and dealers, including introducing brokers, to
ensure that their personnel understand the
importance of prompt handling of close-out
notices and know the procedure established by
the dealer to accomplish this.

With respect to the issuance of a close-out
notice by a clearing dealer acting on behalf of
an introducing broker, the Board is of the view
that (1) if the clearing dealer confirms
inter-dealer transactions on behalf of the intro-
ducing broker, with the confirmation identify-
ing both entities, (2) if all communications
related to the close-out issued by the clearing
dealer indicate that the clearing dealer is acting
on behalf of the introducing broker, and (3) if
the clearing dealer takes all responsibility for the
issuance of notices, with the introducing broker
not involving itself in the close-out procedure
at any time, then the clearing dealer may issue
close-out notices on the introducing broker’s
behalf. I note that the ability of the clearing
dealer to issue notices on the introducing bro-
ker's behalf is also contingent upon the exis-
tence of the “introducing” relationship; a party
acting solely as a dealer’s clearing agent, without
the presence of an “introducing” relationship,
would not be able to issue close-out notices on
transactions effected by the dealer. MSRB inter-
pretation of March 5, 1984.

1 See, for example, the discussion in Question 6 of the
Board's Manual on Close-Out Procedures:

Q: When you say “call the seller,” what does that
mean! Whom should [ call?

A: Every dealer has its own procedures to handle
close-outs, so the Board doesn't require that a specific
person, or a specific type of person, be contacted... A
number of dealers have the trader who made the trade
contact the person from whom he or she bought the
bonds...

While we're on this subject, remember that sometimes
you will be the recipient of a close-out notice. People in
your office should know who handles close-outs for you
and that they're responsible for referring calls and
notices on close-outs to these people. If a close-out is
mishandled in your office and, due to this error, you inad-
vertently fail to meet certain requirements (for instance,
not retransmissing the notice to another dealer on time),
you will be exposed to some risk on the close-out.

Settlement of syndicate accounts. Your
letter dated September 25, 1978, regarding rule
G-12 has been referred to me for reply. In your
letter, you inquire as to whether the requirement
in section (j) of rule G-12 to settle syndicate
accounts within 60 days following the date all
securities are delivered to syndicate members,
applies in all circumstances. Specifically, you ask
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whether the time for settlement may be extend-
ed under the rule in the event that the syndi-
cate has not received all expense bills prior to
the expiration of that period.

There is no provision in rule G-12 for
extending the 60-day period in the circum-
stances which you described. In adopting this
requirement, the Board sought to achieve an
equitable balance hetween the interests of syn-
dicate members and syndicate managers in set-
tling syndicate accounts. The Board believes
that the 60-day period provides sufficient time
to enable syndicate managers to settle on syndi-
cate accounts and represents a reasonable time
within which such accounts should be settled.
It is therefore incumbent upon a syndicate man-
ager to encourage persons to submit bills to the
syndicate on a timely basis. The syndicate man-
ager will otherwise have to settle the account
within the prescribed time period and make
adjustments subsequently when late bills are
finally received. MSRB interpretation of Novem-
ber 1, 1978.

Settlement of syndicate accounts. This is
in response to your letter of July 28, 1981, sug-
gesting that requirements analogous to those
placed on syndicate managers in rule G-12(j) be
imposed on syndicate members who must remit
their share of syndicate losses to their syndicate
managers. You state that syndicate members fre-
quently do not remit their losses to the manag-
er in a timely fashion and that such a
requirement would establish an “equitable bal-
ance between the interests of syndicate mem-
bers and syndicate managers.”

Rule G-12(j) provides:

Final settlement of a syndicate or similar
account formed for the purchase of securi-
ties shatl be made within 60 days following
the date all securities have been delivered
by the syndicate or account manager to the
syndicate or account members.

The rule is not expressly limited to money pay-
ments by syndicate managers, but broadly
requires that final settlement shall be made
within 60 days following the date the manager
delivers the securities to the syndicate members.
Thus, the rule requires syndicate members to
remit their share of syndicate losses to the syn-
dicate manager within the 60-day period set
forth in the rule. Since a syndicate member can-
not remit his share of losses until he is apprised
by the syndicate manager of the amount of his
share, a member should remit his share of the
losses to the manager within a reasonable peri-
od of time after receiving the syndicate account-
ing required by rule G-11¢h). MSRB
interpretation of September 28, 1981.

Confirmation: mailing of WAII confirma-
tion. [ am writing to confirm my recent tele-
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phone conversation with you regarding the
requirements for mailing “when, as and if issued”
confirmations of transactions in new issuc
municipal securities. Our recent conversation
concerned your previous inquiry as to the time
limit by which a municipal securities dealer must
send out such confirmations in connection with
allocations of securities to “pre-sale” orders, and
the propriety of a dealer’s sending out such con-
firmations prior to the award of the new issue.

As we discussed, rule G-12(c)(iii) requires
that,

[flor transactions effected on a *when, as and
if issued” basis, initial confirmations shall be
sent within [one] business day following the
trade date.

For purposes of this requirement the designation
“trade date” should be understood to refer to, in
the case of a competitive new issue, a date no
earlier than the date of award of the new issue of
municipal securities, and, in the case of a nego-
tiated new issue, a date no earlier than the date
of signing of the bond purchase agreement.
Therefore, the rule would require that initial
“when, as and if issued” confirmations reflecting
the allocation of new issue securities to “pre-sale”
orders be sent within [one] business day after the
date of award or of signing of the bond purchase
agreement. For example, if the bond purchase
agreement on a negotiated new issue is signed on
Monday, April 26, the initial “when, as and if
issued” confirmations must be sent out not later
than the close of business on [Tuesday], April
[27], {one] business day later.

Further, the Board is of the view that its
rules prohibit a municipal securities dealer from
sending out initial “when, as and if issued” con-
firmations prior to the trade date. In reaching
this conclusion the Board does not intend to call
into question the validity of a “pre-sale” order
received for a syndicate’s securities or the prac-
tice of soliciting such orders. The Board recog-
nizes that such orders are expressions of the
purchasers’ firm intent to buy the new issue secu-
rities in accordance with the stated terms, and
that such orders may be filled and confirmed
immediately upon the award of the issue or the
execution of a bond purchase agreement. The
Board is of the view, however, that such orders
cannot be deemed to be executed until the time
of the award of the new issue, or the execution of
a bond purchase agreement on the new issue.
Mailing of confirmations on such orders prior to
this time, therefore, is a representation that the
orders have been filled before this actually
occurs, and, as such, may be deceptive or mis-
leading to the purchasers. MSRB interpretation of
April 30, 1982.

Note: Revised to reflect subsequent amend-
ments.

Rule G-12
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Confirmation: mailing of WAII, “all or
none” confirmation. | understand that certain
... firms ... have raised questions concerning the
application of a recent Board interpretive letter
to certain types of municipal securities under-
writings. ] am writing to advise that these ques-
tions were recently reviewed by the Board which
has authorized my sending you the following
response.

The letter in question, reprinted in the
Commerce Clearing House Municipal Securities
Rulemaking Board Manual at 9 3556.55"1, dis-
cusses the timing of the mailing of initial “when,
as and if issued” confirmations on “pre-sale”
orders to which new issue municipal sccurities
have been allocated. Among other matters, the
letter states that such confirmations may not be
sent out prior to the date of award of the new
issue, in the case of an issue purchased at com-
petitive bid, or the date of execution of a bond
purchase agreement on the new issue, in the case
of a negotiated issue. [Certain] ... firms have
questioned whether this interpretation ... is
intended to apply to “all or none” underwritings,
in which confirmations have been, at times, sent
out prior to the execution of a formal purchase
agreement.

As the Board understands it, an “all or
none” underwriting of a new issue of municipal
securities is an underwriting in which the munic-
ipal securities dealer agrees to accept liability for
the issue at a given price only under a stated con-
tingency, usually that the entire issue is sold
within a stated period. The dealer typically “pre-
settles” with the purchasers of the securities,
with the customers receiving confirmations and
paying for the securities while the underwriting
is taking place. Pursuant to SEC rule 15¢2-4 all
customer funds must be held in a special escrow
account for the issue until such time as the con-
tingency is met (e.g., the entire issuc is sold) and
the funds are released to the issuer; if the con-
tingency is not met, the funds are returned to the
purchasers and the securities are not issued.!

The Board is of the view that an initial
“when, as and if issued” confirmation of a trans-
action in a security which is the subject of an “all
or none” underwriting may be sent out prior to
the time a formal bond purchase agreement is
executed. This would be permissible, however,
only if two conditions are met: (1) that such
confirmations clearly indicate the contingent
nature of the transaction, through a statement
that the securities are the subject of an “all or
none” underwriting or otherwise; and (2) that
the dealer has established, or has arranged to
have established, the escrow account for the
issue as required pursuant to rule 15¢2-4. MSRB
interpretation of October 7, 1982.

1 T note also that SEC rule 10b-9 sets forth certain condi-
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tions which must be met before a dealer is permitted
to represent an underwriting as an “all or none™ under-
writing.

[#][See Rule G-12 Interpretive Letrer — Confirmation: mail-
ing of WAL confirmation, MSRB meerpretation of April
30.1982))

Automated clearance: use of comparison
systems. | am writing to confirm the substance
of our conversations with you at our mecting on
October 3 to discuss certain of the issues that
have arisen since the August 1 effective date of
the requirements of rule G-12(f) for the use of
automated comparison services on certain inter-
dealer transactions in municipal securities. In
our meeting you explained certain problems that
have become apparent since the implementation
of these requirements, and you inquired as to our
views concerning the application of Board rules
to these difficulties or appropriate procedures to
remedy them. The essential points of our
responses are summarized below.

In particular, you indicated that the use of
the “as of” {or “demand as of”} feature of the
automated comparison system has, in some cas-
es, caused inappropriate rejections of deliveries
of securities. This occurs, you explained, because
the comparison system is currently programmed
to display an alternative settlement date of two
business days following the date of successful
comparison of the transaction, if such compari-
son is accomplished through use of the “as of” or
“demand as of” feature.! As a result, in certain
cases involving transactions compared on an “as
of” basis dealers have attempted to make delivery
on the transaction on the contractual settlement
date, and have had those deliveries rejected,
since the receiving party recognizes only the lat-
er “alternative settlement date” assigned to the
transaction by the comparison system. You
inquire whether such rejections of deliveries are
in accordance with Board rules.

I note that this “alternative settlement date”
has significance for clearance purposes only, and
does not result in a recomputation of the dollar
price or accrued interest on the transaction.

As we advised in our conversation, the
receiving dealer clearly cannot reject a good
delivery of securities made on or after the con-
tractual settlement date on the basis that the
delivery is made prior to the “alternative settle-
ment date” displayed by the comparison system.
Both dealers have a contract involving the pur-
chase of securities as of a specified settlement
date, and a delivery tendered on or after that
date in “good delivery” form must be accepted. A
dealer rejecting such a delivery on the basis that
it has been made prior to the “alternative settle-
ment date” would be subject to the procedures
for a “close-out by seller” due to the improper
rejection of a delivery, as set forth in Board rule

G-12(h)(ii).2
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You also advised that some dealers who are
using the automated comparison system are
using their own delivery tickets, rather than the
delivery tickets generated by the system, at the
time they make delivery on the transaction. As
a result, you indicated, there have been rejec-
tions of these deliveries, since the receiving deal-
er is unable to correlate these deliveries with its
records of transactions compared through the
system. You suggested that the inclusion of the
“control numbers” generated by the comparison
system on these self-generated delivery tickets
would help to eliminate these unnecessary rejec-
tions and facilitate the correlation of receipts
and deliveries with records of transactions com-
pared through the system. As I indicated in our
conversation, the Board concurs with your sug-
gestion. The Board strongly encourages dealers
who choose to use their own delivery tickets for
transactions compared through the automated
system to display on those tickets the control
number or other number identifying the transac-
tion in the system.? This would ensure that the
receiving dealer can verify that it knows the
transaction being delivered and that it was suc-
cessfully compared through the system.

* % ¥

You also noted that many municipal securi-
ties dealers have continued the practice of send-
ing physical confirmations of transactions, in
addition to submitting such transactions for
comparison through the automated system. You
advised that this is causing significant problems
for certain dealers, since they are required to
maintain a duplicate system in order to provide
for the review of these physical confirmations.

The Board is aware that certain municipal
securities dealers chose to maintain parallel con-
firmation systems following implementation of
the automated comparison requirements on
August 1 in order to ensure that they maintained
adequate control over their activities, and recog-
nizes that for many such dealers this was an
appropriate and prudent course of action. How-
ever, the Board wishes to emphasize that its rules
do not require the sending of a physical confir-
mation on any transaction which has been sub-
mitted for comparison through the system. On
the contrary, the continued use of unnecessary
physical comparisons increases the risk of the
duplication of trades and deliveries and substan-
tially decreases the efficiencies and cost savings
available from the use of the automated compar-
ison system. The Board believes that all system
participants must understand that the use of the
automated comparison system is of primary
importance. Accordingly, the Board strongly sug-
gests that the mailing of unnecessary physical
confirmations should be discontinued once a
dealer is satisfied that it has adequate control over
its comparison activities through the system.

M S R B R U L E

You and others have suggested that it would
be helpful if dealers which are unable to discon-
tinue the mailing of physical confirmations
would identify those transactions which have
also been submitted for comparison through the
system through some legend or stamp placed on
the physical confirmation sent on the transac-
tion. The Board concurs with your suggestion,
and recommends that, during the short remain-
ing interim when dealers are continuing to use
duplicate physical confirmations, they include
on physical confirmations of transactions sub-
mitted to the automated comparison system a
stamp or legend in a prominent location which
clearly indicates that the transaction has been
submitted for automated comparison. MSRB
interpretation of January 2, 1985.

1 For example, a transaction of trade date October 19 for
settlement October 25 fails to compare through the not-
mal comparison cycle. Due to this failure to compare, the
transaction is dropped from the comparison system on
October 23; however, due to a resolution of the dispute,
both parties resubmit the trade on an “as of” basis on
October 24, and it is successfully compared on thart date.
Due to the delay in the comparison of the transaction,
the system will display an “alternative settlement dare”
on this transaction of October 26 on the system-generat-
ed delivery tickets.

~

[ understand that {Registered Clearing Agency] is taking
steps to have the contractual settlement date reflected on
delivery tickets produced with respect to transactions
compared on an “as of” or “demand as of” basis. We
believe that this will be most helpful in clarifying and
receiving dealer’s contractual obligation to accept a prop-
er delivery made on or after the date.

-

[ understand that proper utilization of the comparison
system control number is a reliable method for identify-
ing and referring to transactions.

4 The Board is also aware that on certain transactions deal-

ers will need to send physical confirmations to document

the terms of a specific agreement concluded at the time
of trade (e.g., a specification of a rating). In such circum-
stances the Board anticipates that physical confirmations
will continue to be sent.

Automated settlement involving multide-
pository participants. This will respond to your
letter concerning the requirements of rule
G-12(f)(ii) applicable to transactions involving
firms that are members of more than one regis-
tered securities depository. Your inquiry concerns
situations in which a dealer that is a member of
more than one depository executes a transaction
with another dealer that is a member of one or
more depositories. Your question is whether such
dealers may specify the depository through
which delivery must be made, either as a term of
an individual transaction or with standing deliv-
ery instructions.

Your inquiry was referred to the Committee
of the Board with the responsibility for inter-
preting the Board’s automated clearance and set-
tlement rules, which has authorized my sending
this response.

... The rule does not specify which deposi-
tory shall be used for settlement if the transac-
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tion is eligible for settlement at more than one
depository.

The Board is of the view that, under rule
G-12(f), parties to a transaction are free to agree,
on a trade-by-trade basis or with standing deliv-
ery agreements, on the depository to be used for
making book-entry deliveries. Absent such an
agreement, a seller may effect good delivery
under rule G-12(f) by delivering at any deposito-
1y of which the receiving dealer is a member.

MSRB interpretation of November 18, 1985.

NOTE: Revised to reflect subsequent amend-
ments.

See also:

Rule G-15 Interpretive Letters — Callable secu-
rities: “catastrophe” calls, MSRB interpre-
tation of November 7, 1977.

~ Callable securities: disclosure, MSRB
interpretation of August 23, 1982.

- Original issue discount, zero coupon
securities: disclosure of, pricing to call fea-
ture, MSRB interpretation of June 30, 1982.

~ Callable securities: pricing to call, MSRB
interpretation of June 8, 1978.

— Callable securities: pricing to call, MSRB
interpretation of March 9, 1979.

- Callable securities: pricing transactions
on construction loan notes, MSRB interpre-

tation of March 5, 1984.

- Calculation of price and yield on contin-
uously callable securities, MSRB interpreta-
tion of August 15, 1989.

- Disclosure of pricing: calculating the dol-
Jar price of partially prerefunded bonds,
MSRB interpretation of May 15, 1986.

- Securities description: revenue securi-
ties, MSRB interpretation of December I,
1982.

- Securities description: securities backed
by letters of credit, MSRB interpretation of
December 2, 1982.

— Securities description: prerefunded secu-
rities, MSRB interpretation of February 17,
1998.

Rule G-17 Interpretive Letter — Put option
bonds: safekeeping, pricing, MSRB inter-
pretation of February 18, 1983.

Rule G-12
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Rule G-13: Quotations Relating to Municipal Securities

(a) General. The provisions of this rule shall apply to all quotations relating to municipal securities which are distrib-
uted or published, or caused to be distributed or published, by any broker, dealer or municipal securities dealer or any person
associated with and acting on behalf of a broker, dealer or municipal securities dealer. For purposes of this rule, the term “quo-
tation” shall mean any bid for, or offer of, municipal securities, or any request for bids for or offers of municipal securities,
including indications of “bid wanted” or “offer wanted.” The terms “distributed” or “published” shall mean the dissemina-
tion of quotations by any means of communication. Reference in this rule to a broker, dealer or municipal securities dealer
shall be deemed to include reference to any person associated with a broker, dealer or municipal securities dealer.

(b) Bona Fide Quotations.

(i) Except as provided below, no broker, dealer or municipal securities dealer shall distribute or publish, or cause to
be distributed or published, any quotation relating to municipal securities, unless the quotation represents a bona fide
bid for, or offer of, municipal securities by such broker, dealer or municipal securities dealer, provided, however, that all
quotations, unless otherwise indicated at the time made, shall be subject to prior purchase or sale and to subsequent
change in price. If such broker, dealer or municipal securities dealer is distributing or publishing the quotation on behalf
of another broker, dealer, or municipal securities dealer, such broker, dealer or municipal securities dealer shall have no
reason to believe that such quotation does not represent a bona fide bid for, or offer of, municipal securities. Nothing in
this paragraph shall be construed to prohibit requests for bids or offers, including indications of “bid wanted” or “offer
wanted,” or shall be construed to prohibit nominal quotations, if such quotations are, at the time made, clearly stated or
indicated to be such. For purposes of this paragraph, a “nominal quotation” shall mean an indication of the price given
solely for informational purposes.

(ii) No broker, dealer or municipal securities dealer shall distribute or publish, or cause to be distributed or pub-
lished, any quortation relating to municipal securities, unless the price stated in the quotation is based on the best judg-
ment of such broker, dealer or municipal securities dealer of the fair market value of the securities which are the subject
of the quotation at the time the quotation is made. If a broker, dealer or municipal securities dealer is distributing or pub-
lishing a quotation on behalf of another broker, dealer, or municipal securities dealer, such broker, dealer or municipal
securities dealer shall have no reason to believe that the price stated in the quotation is not based on the best judgment
of the fair market value of the securities of the broker, dealer or municipal securities dealer on whose behalf such broker,
dealer or municipal securities dealer is distributing or publishing the quotation.

(iii) For purposes of subparagraph (i), a quotation shall be deemed to represent a “bona fide bid for, or offer of, munic-
ipal securities” if the broker, dealer or municipal securities dealer making the quotation is prepared to purchase or sell
the security which is the subject of the quotation at the price stated in the quotation and under such conditions, if any,
as are specified at the time the quotation is made.

(iv) No broker, dealer or municipal securities dealer shall knowingly misrepresent a quotation relating to municipal
securities made by any other broker, dealer, or municipal securities dealer.

(c) Mudtiple Markets in the Same Securities. No broker, dealer or municipal securities dealer participating in a joint account
shall, together with one or more other participants in such account, distribute or publish, or cause to be distributed or pub-
lished, quotations relating to the municipal securities which are the subject of such account if such quotations indicate more
than one market for the same securities.

BACKGROUND

On March 9, 1977, the Securities and Exchange Commission (the “Commission”) approved the Municipal Securities Rulemaking Board’s pro-
posed rules on quotations and reports of sales or purchases of municipal securities, rule G-13 applies to all quotations with respect to municipal secu-
rities transactions, including transactions between professionals.

Rule G-13 prohibits the dissemination of a quotation relating to municipal securities unless the quotation represents a bona fide bid for, or offer
of, securities. The term “quotation” is defined to mean any bid for, or offer of, municipal securities. A quotation is deemed to be “bona fide” if the
firm on whose behalf the quotation is made is prepared to purchase or sell the municipal securities at the price stated in the quotation and under the
conditions, if any, specified at the time the quotation is made. The rule does not prohibit requests for bids or offers or giving indications of price sole-
ly for informational purposes as long as clearly indicated to be for such purposes.

Rule G-13 also prohibits a firm from entering a quotation on behalf of another broker, dealer, or municipal securities dealer if the firm entering
the quotation has any reason to believe that the quotation does not represent a bona fide bid for, or offer of, municipal securities. In addition, par-
ticipants in a joint account are prohibited from entering quotations relating to municipal securities which are the subject of the joint account, if such
quotations indicate more than one market for the same securities.

Rule G-13 92
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Under rule G-13, the price stated in a quotation for municipal securities has to be based on the best judgment of the person making the quota-
tion as to the fair market value of such securities at the time the quotation is made. The rule does not require that the price stated in a quotation rep-
tesent only the fair market value of the securities for which the quotation is made, but rather that the price stated have a reasonable relationship to
the fair market value of the securities, taking into account all relevant circumstances, such as a firm's current inventory position, overall and in respect
of a particular security, and a firm’s anticipation of the direction of the movement of the market for the securities.

In a letter to the Commission staff, the Board presented the following three examples of how this provision would operate:

(1) Assume that a dealer submits a bid for bonds, knowing that they have been called by the issuer. The bonds are not general market bonds and
the fact that they have been called is not widely known. While called bonds ordinarily trade at a premium, the dealers bid is based on the value of
the bonds as though they had not been called and is accepted by the dealer on the other side of the trade who is unaware of the called status of the
bonds. In these circumstances, the bid clearly would not have been based upon the best judgment of the dealer making it as to the fair market value

of the bonds.

(2) The provision would also apply to the situation in which a dealer submits a bid for bonds based on valuations obtained from independent
sources, which in turn are based on mistaken assumptions concerning the nature of the securities in question. The circumstances indicate that
the dealer submitting the bid knows that the securities have a substantially greater market value than the price bid, but the fact that independent

“valuations were obtained, albeit based on mistaken facts, clouds the dealer’s culpability. The best judgment standard of rule G-13 would apply in this
situation.

(3) The provision would also apply in the situation in which a dealer makes a bid for or offer of a security without any knowledge as to the val-
ue of the security or the value of comparable securities. While the Boatd does not intend that the best judgment of a dealer as to the fair market val-
ue of a security be second-guessed for purposes of the rule, the Board does intend that the dealer be required to act responsibly and to exercise some
judgment in submitting a quotation. In other words, a quotation which has been “pulled out of the air” is not based on the best judgment of the deal-

er and, in the interests of promoting free and open markets in municipal securities, should not be encouraged.

Under rule G-13, any quotation, unless otherwise indicated at the time the quotation is made, is subject to prior purchase or sale and to change

in price.
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NOTICE OF INTERPRETATION OF RULE G-13
ON PUBLISHED {QUOTATIONS

April 21, 1988

The Board has received complaints regarding published quotations,
such as those appearing in The Blue List. The complaints, which have been
referred to the appropriate enforcement agency, state that municipal secu-
rities offerings published by dealers often do not reflect prices and amounts
of securities that currently are being offered by the quoting dealer.

Board rule G-13, on quotations, prohibits the dissemination of a quo-
tation relating to municipal securities unless the quotation represents a
bona fide bid for, or offer of, municipal securities. The term quotation is
defined to mean any bid for, or offer of, municipal securities. A quotation
is deemned to be bona fide if the dealer on whose behalf the quotation is
made is prepared to purchase or sell the municipal securities at the price
stated and in the amount specified at the time the quotation is made.

Under rule G-13, the price stated in a quotation for municipal securi-
ties must be based on the best judgment of the dealer making the quota-
tion as to the fair market value of such securities at the time the quotation
is made. The Board has stated that the price must have a reasonable rela-
tionship to the fair market value of the securities, and may take into
account relevant factors such as the dealer’s current inventory position,
overall and in respect to a particular security, and the dealer’s anticipation
of the direction of the market price for the securities.

Rule G-13 also prohibits a dealer from entering a quotation on behalf
of another dealer if the dealer entering the quotation has any reason to
believe that the quotation does not represent a bona fide bid for, or offer
of, municipal securities. In addition, participants in a joint account are
prohibited from entering quotations relating to municipal securities which
are the subject of the joint account, if such quotations indicate more than
one market for the same securities. Rule G-13 does not prohibit giving

93

“nominal” bids or offers or giving indications of price solely for informa-
tional purposes as long as an indication of the price given is clearly shown
to be for such purposes.

A dealer that publishes a quote in a daily or other listing must stand
ready to purchase or sell the securities at the stated price and amount until
the securities are sold or the dealer subsequently changes its price. If either
of these events occur, the dealer must withdraw or update its published
quotation in the next publication. Stale or invalid quotations violate rule
G-13. Rule G-13 does permit a dealer to publish a quotation for a securi-
ty it does not own if the dealer is prepared to sell the security at the price
stated in the quotation. If the dealer knows that the security is not avail-
able in the market or is not prepared to sell the security at the stated price,
the quotation would violate rule G-13.

See also:

Rule G-17 Interpretations — Application of Board Rules to Transac-
tions in Municipal Securities Subject to Secondary Market Insur-
ance or Other Credit Enhancement Features, March 6, 1984.

— Interpretive Notice Regarding the Application of MSRB Rules to
Transactions with Sophisticated Municipal Market Professionals,

April 30, 2002.

Rule G-13
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Rule G-14: Reports of Sales or Purchases

(a) General. No broker, dealer or municipal securities dealer or person associated with a broker, dealer or municipal secu-
rities dealer shall distribute or publish, or cause to be distributed or published, any report of a purchase or sale of municipal
securities, unless such broker, dealer or municipal securities dealer or associated person knows or has reason to believe that
the purchase or sale was actually effected and has no reason to believe that the reported transaction is fictitious or in fur-
therance of any fraudulent, deceptive or manipulative purpose. For purposes of this rule, the terms “distributed” or “published”
shall mean the dissemination of a report by any means of communication.

(b) Transaction Reporting Requirements.

(i) Each broker, dealer or municipal securities dealer shall report to the Board or its designee information about its
transactions in municipal securities to the extent required by, and using the formats and within the timeframes specified
in Rule G-14 Transaction Reporting Procedures. Transaction information collected by the Board under this rule will be
used to make public reports of market activity and prices and to assess transaction fees. The transaction information will
be made available by the Board to the Commission, securities associations registered under Section 15A of the Act and
other appropriate regulatory agencies defined in Section 3(a)(34)(A) of the Act to assist in the inspection for compli-
ance with and the enforcement of Board rules.

(ii) The information specified in the Transaction Reporting Procedures is critical to public reporting of prices for
transparency purposes and to the compilation of an audit trail for regulatory purposes. All brokers, dealers and munic-
ipal securities dealers have an ongoing obligation to report this information promptly, accurately and completely. The
broker, dealer or municipal securities dealer may employ an agent for the purpose of submitting customer transaction
information; however, the primary responsibility for timely and accurate submission remains with the broker, dealer or
municipal securities dealer that effected the transaction.

(iii) To identify its transactions for reporting purposes, each broker, dealer and municipal securities dealer shall
obtain a unique executing broker symbol from the National Association of Securities Dealers, Inc.

Rule G-14 Transaction Reporting Procedures
(a) Inter-Dealer Transactions.

(i) Except as described in paragraph (ii) of this section (a), each broker, dealer and municipal securities dealer shall
report all transactions with other brokers, dealers or municipal securities dealers to the Board’s designee for receiving such
transaction information. The Board has designated National Securities Clearing Corporation (NSCC) for this purpose.
A broker, dealer or municipal securities dealer shall report a transaction by submitting or causing to be submitted to
NSCC information in such format and within such timeframe as required by NSCC to produce a compared trade for the
transaction in the initial comparison cycle on the night of trade date in the automated comparison system operated by
NSCC. Such transaction information may be submitted to NSCC directly or to another registered clearing agency linked
for the purpose of automated comparison with NSCC.

The information submitted in accordance with this procedure shall include the time of trade execution and the iden-
tity of the brokers, dealers, or municipal securities dealers that execute the transaction in addition to the identity of the
entities that clear the transaction. If clearing/introducing broker arrangements are used for transactions, the introduc-
ing brokers shall be identified as the “executing brokers.” If the settlement date of a transaction is known by the broker,
dealer or municipal securities dealer, the report made to NSCC also shall include a value for accrued interest in the for-

mat prescribed by NSCC.

(ii) A transaction that is not eligible to be compared in the automated comparison system operated by NSCC
(because of the lack of a CUSIP number for the security or other reasons) shall not be required to be reported under this
section (a). A transaction that is subject to a “one-sided” submission procedure in the automated comparison system
operated by NSCC shall be reported only by the broker, dealer or municipal securities dealer that is required to submit
the transaction information under the one-sided submission procedure.

(b) Customer Transactions

(i) Each broker, dealer and municipal securities dealer shall report to the Board all transactions with customers
effected after March 1, 1998, except as described in paragraph (iii) of this section (b). A broker, dealer or municipal secu-
rities dealer shall report a transaction by submitting or causing to be submitted to the Board, by midnight of trade date,
the customer transaction information specified in paragraph (ii) of this section (b) in such format and manner specified
in the current User’s Manual for Customer Transaction Reporting. The broker, dealer or municipal securities dealer shall
promptly report cancellation of the trade or corrections to any required data items.

(ii) The information submitted in accordance with this procedure shall include: the CUSIP number of the securi-
ty; the trade date; the time of trade execution; the executing broker symbol identifying the broker, dealer or municipal
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securities dealer that effected the transaction; a symbol indicating the capacity of the broker, dealer or municipal securi-
ties dealer as buyer or seller in the transaction; the par value traded; the dollar price of the transaction, exclusive of any
commission; the yield of the transaction; a symbol indicating the capacity of the broker, dealer or municipal securities
dealer as agent for the customer or principal in the transaction; the commission, if any; the settlement date, if known to
the broker, dealer or municipal securities dealer; a control number, determined by the broker, dealer or municipal secu-
rities dealer, identifying the transaction; and a symbol indicating whether the trade has previously been reported to the
Board, and, if so, the control number used by the broker, dealer or municipal securities dealer for the previous report.

(iii) The following transactions shall not be required to be reported under this section (b):

{A) a transaction in a municipal security that is ineligible for assignment of a CUSIP number by the Board or
its designee; and

(B) a transaction in a municipal fund security.

(iv) Each broker, dealer and municipal securities dealer effecting customer transactions in municipal securities,
including introducing and clearing brokers, shall provide to the Board the name and telephone number of a person
responsible for testing that firm’s capabilities to report customer transaction information. Each broker, dealer or munic-
ipal securities dealer shall test such capabilities in a manner and according to the requirements specified in the current

User's Manual for Customer Transaction Reporting. This paragraph (iv) shall take effect July 1, 1997.
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Rule G-14 requires a dealer which distributes or publishes a report of a sale or purchase of municipal securities to know or have reason to believe
that the purchase or sale was actually effected and no reason to believe that the transaction is fictitious or in furtherance of any fraudulent, mislead-
ing or deceptive purpose. A report of a short sale is not prohibited by the rule.

Further, Rule G-14 requires each dealer to report every municipal security transaction to the Board or its designee. Such information collected
by the Board will be used to make public reports of market activity and prices, and also will be made available to the Commission and the agencies
charged with inspection for compliance with, and enforcement of, Board rules.

The associated Transaction Reporting Procedures define certain details of transaction reporting. Further information and specifications are con-
tained in the User's Manual and in various notices, all of which are on the Board's web site (www.msrb.org).
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MSRB INTERPRETATIONS

NoTICE CONCERNING EXECUTING BROKER SymBOLS: RULE G-14

December 16, 1996

Board rule G-14 on Transaction Reporting requires that every dealer
obrain an executing broker symbol, if one has not already been assigned,
from the National Association of Securities Dealers (NASD). The NASD
will assign executing broker symbols to all dealers including bank dealers
that are not members of the NASD. NASDAQ Subscriber Services can be
reached at (800) 777-5606. When calling the NASD for an executing bro-
ker symbol dealers should state that they need the symbol for use in report-
ing transactions in municipal securities to the Board. If dealers experience
difficulties inubtaining executing broker symbols, please contact Joe Radz-
icki of NASDAQ at (203) 385-6306.

RULE G-14 TRANSACTION REPORTING PROCEDURES—
TIME OF TRADE REPORTING

August 1, 1996
1. Q: When is the inter-dealer time of trade reporting requirement
effective?

A: The amendment to the rule G-14 transaction reporting procedures

requiring the submission of time of trade execution for inter-dealer trans-
actions became effective on July 1, 1996.

2. Q: What is the purpose of submitting the time of trade to the Board?

A: The Board's Transaction Reporting Program has two functions -
public dissemination of price and volume information about frequently
traded securities and the maintenance of a surveillance database to assist
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regulators in inspection for compliance with, and enforcement of, Board
rules and securities laws. The surveillance database includes, among other
things, the price and volume of each reported transaction, the trade date,
the identification of the security traded, and the parties to the trade. The
addition of the time of trade execution will enable the enforcement agen-
cies to construct audit trails of inter-dealer transactions. When customer
transactions are added to the system in 1998, these transaction records also
will include time of trade. Time of trade will not be made public.

3. Q: How is time of trade reported!

A: Under rule G-14, inter-dealer transaction information is reported
to the Municipal Securities Rulemaking Board using the same system used
for automated comparison of inter-dealer transactions, operated by
National Securities Clearing Corporation. Rule G-14 requires that the
transaction information be submitted in the format specified by NSCC,
and within such timeframe as required by NSCC to produce a compared
trade for the transaction in the initial comparison cycle on the night of
trade date. A broker, dealer or municipal securities dealer may employ an
agent that is a member of NSCC or a registered clearing agency for the
purpose of submitting transaction information. For example, the clearing
broker generally reports transactions to the MSRB through NSCC when
there is an introducing/clearing broker arrangement.

Under the new amendment to rule G-14, the transaction information
submitted in accordance with the rule G-14 procedures must include the
time of trade execution. NSCC has provided a space designated for this
purpose in the standard format used for submitting trade data into the
automated comparison system.

Rule G-14
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4. Q: Which dealer in an inter-dealer transaction reports the time of trade?

A: Under NSCC's automated comparison procedures, both sides of a
transaction generally are required to submit transaction information.
Therefore, time of trade will be reported by each side of the transaction in
most cases. For “syndicate take-down” transactions, which are reported by
only the seller, the time of trade is reported only by the seller.

5. Q: If the time of trade that I submit does not agree with the time
of trade that the contra party submits, will this cause the trade not to
compare?

A: No. The time of trade is not a match item in the automated com-
parison system.

6. Q: Why do both sides to the transaction have to submit the time of
trade?

A: In some cases, even though both sides of a transaction are supposed
to submit transaction information, the Board receives transaction infor-
mation from only one party to a transaction. This may occur, for example,
when a dealer “stamps an advisory” to create a compared trade. [t there-
fore is necessary for each side of a transaction to report the time of trade to
ensure that the surveillance data base has at least one report of the time of
trade.

7. Q: Does the time of trade reporting requirement apply only to sec-
ondary market transactions?

A: No. The time of trade is required for all inter-dealer transactions
including those in the primary market.

8. Q: How does a dealer determine the time of trade for transactions?

A: In general, this is the same time as the “time of execution,” as cur-
rently required for recordkeeping purposes under rule G-8(a)(vi) and (vii).

9. Q: What is the time of trade for syndicate allocations on new issues?

A: First it should be noted that the “initial trade date” for an issue of
municipal securities cannot precede the date of award (for competitive
issues) or the date that the bond purchase agreement is signed (for negoti-
ated issues). See rule G-34(a)(ii}(C)(2) and MSRB Interpretations of
April 30, 1982, MSRB Manual and October 7, 1982, MSRB Manual. Sim-
ilarly, the time of trade may not precede the time of award (for competi-
tive issues) or the time that the bond purchase agreement is signed (for
negotiated issues). In the typical case involving a competitive issue in
which allocations are made after the date of award, the time of trade exe-
cution is the time that the allocation is made. If allocations have been
“preassigned,” prior to a competitive award, or prior to the signing of a
bond purchase agreement, the time of award or signing of the bond pur-
chase agreement should be entered as the “time of trade.”

REMINDER REGARDING MSRB RULE G-14 TRANSACTION REPORTING
REQUIREMENTS

March 3, 2003

The Municipal Securities Rulemaking Board (*MSRB”) and NASD
would like to remind brokers, dealers and municipal securities dealers (col-
lectively “dealers”) about the requirements of MSRB Rule G-14, on trans-
action reporting. This document also describes services provided by the
MSRB designed to assist dealers in complying with Rule G-14.

Transactions reported to the MSRB under Rule G-14 are made avail-
able to the NASD and other regulators for their market surveillance and
enforcement activities. The MSRB also makes public price information on
municipal securities transactions using data reported by dealers. One prod-
uct is the Daily Report of Frequently Traded Securities (“Daily Report”)
that is made available to subscribers each morning by 7:00 am. Currently,
it includes details of transactions in municipal securities issues that were
“frequently traded” the previous business day.! The Daily Report is one of

Rule G-14
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the primary public sources of municipal securities price information and is
used by a variety of industry participants to evaluate municipal securities. *

Dealers can monitor their municipal transaction reporting compliance
in several ways. For customer and inter-dealer transaction reporting, the
MSRB Dealer Feedback System (“DFS”) provides monthly statistical
information on transactions reported by a dealer to the MSRB and infor-
mation about individual transactions reported by a dealer to the MSRB.
For daily feedback on customer trades reported, the MSRB provides deal-
ers a “customer report edit register” on the day after trades were submitted.
This product indicates trades successfully submitted and those that con-
tained errors or possible errors.’ For inter-dealer transactions, National
Securities Clearing Corporation (“NSCC”) provides to its members daily
files, sometimes called “contract sheets,” that can be used to check the
content and status of the transactions the member has submitted.

Inter-Dealer Transactions

Even before Rule G-14 imposed requirements for transaction report-
ing, MSRB Rule G-12(f), on use of automated comparison, clearance and
settlement systems, required dealers to submit data on their inter-dealet
transactions in municipal securities to a registered clearing agency for auto-
mated comparison on trade date (“T”). NSCC provides the automated
comparison services for transactions in municipal securities. The same
inter-dealer trade record dealers submit to NSCC for comparison also is
used to satisfy the requirements of MSRB Rule G-14 to report inter-deal-
er transactions to the MSRB. NSCC forwards the transaction data it
receives from dealers to the MSRB so that dealers do not have to send a
separate record to the MSRB. However, satisfying the requirements for
successful trade comparison under Rule G-12(f) does not, by itself, neces-
sarily satisfy a dealer’s Rule G-14 transaction reporting requirements. In
addition to the trade information necessary for a successful trade compar-
ison, Rule G-14 requires dealers to submit accrued interest, time of trade
(in military format) and the effeeting brokers’ (both buy and sell side) four-
letter identifiers, also known as executing broker symbols (“EBS”). Fail-
ure to include accrued interest, time of trade and EBS when submitting
transaction information to NSCC’s automatéd-comparison system is a vio-
lation of MSRB Rule G-14 on transaction reporting even though the trade
may compare on T.

As noted above, the MSRB provides dealers with statistical measures
of compliance with some important aspects of MSRB Rules G-12 and G-
14 through its Dealer Feedback System.* The statistics available for inter-
dealer trades include:

¢ Late or Stamped - The frequency with which a dealer causes an inter-
dealer trade not to compare on trade date is reflected in the “late or
stamped” statistic. Trades that do not compare on trade date are ineligible
for the Daily Report. The statistic is an indication of how often a dealer
submits a trade late or stamps its contra-party’s advisory, and is expressed
as a percentage of the dealer’s total compared trades. Because this statis-
tic includes both “when, as and if issued” and regular-way trades, it provides
a comprehensive analysis of the timeliness with which a dealer reports its
trades.

* Invalid Time of Trade — This statistic reflects the total number of
trade records submitted by a dealer in which the time of trade is null or not
within the hours of 0600 to 2100. Accurate times of trade are essential to
regulatory surveillance because they provide an audit trail of trading activ-
ity.

*  Uncompared Input — A high percentage of uncompared trades may
indicate that a dealer is submitting duplicative trade informarion, inaccu-
rate information, or is erroneously submitting buy-side reports against syn-
dicate takedowns.> The uncompared input statistic reflects trade records
that a dealer inputs for comparison that never compare and are expressed
as a percentage of a dealer’s total number of compared trades.
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Itis a violation of Rule G-14 to submit trade reports that do not accu-
rately represent trades. Moreover, Rule G-12(f) requires that dealers fol-
low-up on inter-dealer trade submissions that do not compare in the initial
trade cycle by using the post-original comparison procedures at NSCC.
Trade reports made to MSRB and NSCC that never compare are a con-
cern because they either represent inaccurate trade input or indicate that
the dealer is not following-up on uncompared trades using the post-origi-
nal comparison procedures provided by NSCC.

*  Compared but Deleted or Withheld - This statistic represents delet-
ed or withheld trade records and is a percentage of all compared trade
records. Compared trade records that are subsequently deleted or withheld
are a concern because these trades may have previously appeared on the
Daily Report. While it is sometimes necessary to correct erroneous trade
submissions using delete or withhold procedures, this will be an infrequent
occurrence if proper attention is paid to transaction reporting procedures.
Dealers that have a high percentage of such trades should review their pro-
cedures to determine why transaction data is being entered inaccurately.

¢ Executing Broker Symbol (EBS) Statistics — These statistics indi-
cate the percentage of trade submissions for which the field identifying the
dealer that effected the trade is either empty or contains an invalid entry.
These statistics are compiled for every member of NSCC.6 It provides
information on three types of EBS errors: 1) null EBS, where a dealer left
the EBS field blank; 2) numeric EBS, where a dealer entered a number in
the EBS field; and 3) unknown EBS, where a dealer populated the EBS
field with a symbol that is not a valid NASD-assigned EBS. A large num-
ber of EBS errors may indicate that both clearing firm and correspondent
dealer reporting procedures and/or software need to be reviewed to ensure
that the EBS is entered correctly and does not “drop out” of the data dur-
ing the submission process. The compatibility of correspondent dealer and
clearing broker reporting systems also may need to be examined.

Note on Stamped Advisories

Firms often stamp advisories on T+1 after failing to submit accurate
inter-dealer transaction information on trade date. A stamped advisory
essentially is a message sent through the NSCC comparison system by the
clearing firm on one side of a trade indicating that it agrees with the trade
details submitted by the contra party.

A significant percentage of stamped advisories is a concern for two
reasons. First, trades compared via a stamped advisory cannot be published
in the Daily Report because they do not compare on trade date. Second,
unless the dealer stamping the advisory verifies every data element sub-
mitted by the contra party (including accrued interest, time of trade and
EBS) stamping the advisory may effectively confirm erroneous data about
the trade, which will be included in the surveillance data provided to mar-
ket regulators. With particular respect to EBS, both the MSRB and the
NASD have observed that dealers do not always include accurate contra
parties’ EBSs in transaction reports. As a result, when a firm “stamps” a
contra party’s submission, its own EBS may not be correctly included in the
transaction report sent to the MSRB.

In lieu of stamping an advisory, it is possible for a dealer to submit an
“as of” trade record to match an advisory pending against it. This serves
the same purpose as stamping an advisory but in addition allows the deal-
er to input its own EBS (and other data elements) and thus ensure the
accuracy of the information about its side of the trade. While the trade
will still be reported late, the data about the trade will be more likely to be
correct.

Note on Clearing Broker-Correspondent Issues

While Rule G-14 notes that accurate and timely transaction report-
ing is primarily a responsibility of the firm that effected a trade, it also
notes that a firm may use an agent or intermediary to submit trade infor-
mation on its behalf. For inter-dealer trades, a direct member of NSCC
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must be used to input transaction data if the dealer effecting the transac-
tion is not itself a direct member. This Rule G-14 requirement that a clear-
ing broker and correspondent work together to submit transaction
reporting data in a timely and accurate manner is the same as exists in
Rule G-12(f) on inter-dealer comparison.

Where there is a clearing-correspondent relationship between dealers,
timely and accurate submission of trade data to NSCC generally requires
specific action by both the direct member of NSCC (who clears the trade)
as well as the correspondent firm. The MSRB has noted that the respon-
sibility for proper trade submission is shared between the correspondent
and its clearing broker.” Clearing brokers, their correspondents and their
contra-parties all have a responsibility to work together to resolve inaccu-
rate or untimely information on transactions in municipal securities. A
clearing firm's use of a large number of stamped advisories may indicate sys-
temic problems with the clearing broker’s procedures, the correspondents’
procedures, or both.®

Customer Transactions

Dealers that engage in municipal securities transactions with cus-
tomers also are required to submit accurate and complete trade informa-
tion to the MSRB by midnight of trade date under Rule G-14. MSRB
customer transaction reporting requirements include the reporting of time
of trade and the dealer's EBS for each trade.

Dealers have flexibility in the way they report customer transactions
to the MSRB Transaction Reporting System. The three options available
allow dealers to: 1) transmit customer transaction data directly to NSCC,
which, using its communications line with MSRB, forwards trade data to
the MSRB the evening on which it is received; 2) send the data via an
intermediary, such as a clearing broker or service bureau, to NSCC, which
forwards the data to the MSRB; or 3) submit the data directly to the MSRB
using a PC dial-up connection and software provided by the MSRB.

The MSRB Dealer Feedback System also provides dealers with per-
formance statistics for customer trade reporting. These statistics include:

¢ Ineligible — This statistic reflects the percentage of a dealer’s initial
customer trade records that were ineligible for the Daily Report, because
either the trade reports were submitted after trade date or they contained
some other dealer error that caused it to be rejected by the MSRB Trans-
action Reporting System.

¢ Late - Initial customer trade records that were submitted after trade
date are indicated in this statistic and are a subset of ineligible trades. This
percentage is reported separately because late reporting is the most com-
mon reason for trade records to be ineligible for the Daily Report.

* Cancelled — This is the percentage of a dealer’s initial customer trade
records that were cancelled by the dealer after initial submission. Can-
celled trades are a cause for concern because the data in the trade record
submitted prior to cancellation may have already been included in the
Daily Report.

¢ Amended - This is the percentage of a dealer's initial customer trade
records that were amended by the dealer after initial submission. Amend-
ed trades are a cause for concern because the data in the trade record may
have already been included in the Daily Report. While it is important
that customer trades be immediately amended if any of the required infor-
mation was incorrectly reported, dealers sometimes amend customer trade
records unnecessarily. If trade details solely for internal dealer record-
keeping or delivery are changed, the dealer should ensure that its process-
ing systems do not automatically send MSRB an “amend” record. For
example, if a transaction is reported correctly to the MSRB on trade date,
the dealer should not amend the transaction (or cancel and resubmit
another transaction record to the MSRB) simply because customer
account numbers or allocation and delivery information is added or

Rule G-14
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changed in the dealer’s own records.”

Amendments to change settlement dates for when-issued transaction
also are generally unnecessary. Since MSRB monitors settlement dates for
new issues through other sources, dealers should not send amended trade
records merely because the settlement date becomes known. Dealers may
find thar their automated systems are sending amended trade records to the
MSRB in these cases, even though amendments are unnceded.

Attention to these arcas could greatly reduce the number of amend-
ments sent to MSRB by some dealers.

¢ Invalid Time of Trade - This statistic retlects the total number of trade
records submitted by a dealer in which the time of trade is null or not with-
in the hours of 0600 to 2100. Accurate times of trade are essential to reg-
ulatory surveillance as they provide an audit trail of trading activity.

Questions / Further Information

Questions about this notice may be directed to staff at either MSRB or
NASD. At MSRB, contact P. John Baughman, Senior Data Analyst, or
Justin R. Pica, Uniform Practice Specialist, at (703) 797-6600. At NASD's
Department of Member Regulation, contact Malcolm Northam, Director,
Fixed Income Securities, at (202) 728-8085, or Cynthia Friedlander, Reg-
ulatory Specialist, at (202) 728-8133. For more information on transaction
reporting, including questions and answers and the customer transaction
reporting system user guide, or to sign up for the Dealer Feedback System,
we encourage dealers to visit the MSRB Web site at www.mstb.org, partic-
ularly the Municipal Price Reporting / Transaction Reporting System sec-
tion.

The Daily Report is available by subscription at no cost. Currently, “frequently traded”
securities are those that traded two or more times during a trading day. As noted below,
inter-dealer transactions must be compared on trade date to be eligible for this report.

~

The MSRB also publishes a “Daily Comprehensive Report,” providing details of all
municipal securities transactions that were effected during the trading day one week car-
lier. The Daily Comprehensive Report is available by subscription for $2,000 per year.
Along with trades in issues that are not “frequently traded,” this report includes transac-
tions reported to the MSRB late, inter-dealer trades compared after trade date, and trans-
action data corrected by dealers after trade date.

A dealer may call the MSRB at (703) 797-6600 and ask to speak with a Transaction

Reporting Assistant who can check to see if its firm is signed up for this free service.

-

A complete description of the service is available at www.msrb.org in the Municipal Price
Reporting / Transaction Reporting System section. NASD also has informed dealers of
this service in “Municipal Transaction Reporting Compliance Information,” Regulatory
and Compliance Alert (Summer 2002).

Under NSCC procedures, no buy-side trade report should be submitted for comparison
against a syndicate “takedown” trade submitted by the syndicate manager. Syndicate
transactions are “one-sided submissions” and compare automatically after being submit-
ted by the syndicate manager. Paragraph (a) (ii) of Rule G-14 Procedures thus requires
that only the syndicate manager submit the trade.

The EBS statistics reflect the aggregate number of such errors found in transaction data
submitted by a particular NSCC member firm for itself and/or for its correspondents. This
statistic cannot be generated individually for each correspondent because the EBS need-
ed to identify the correspondent is itself missing or invalid. EBS statistics only measure
the validity of the input the submitter provides to identify its own side of the trade and
do not measure the accuracy with which a dealer uses EBSs to identify its contra-parties.

In 1994, the MSRB stated that, “introducing brokers share the responsibility for comply-
ing with [Rule G-12(f)] with their clearing brokers. Intreducing brokers who fail to sub-
mit transaction information in a timely and accurate manner could subject either or both
parties to enforcement action for violating [Rule G-12(f)].” See “Enforcement Initiative,”
MSRB Reports, Vol. 14, No. 3 (June 1994) at 35. NASD has since reiterated this policy;
see the following articles in Regulatory and Compliance Alert: “Introducing Firm Responsi-
bility When Reporting Municipal Trades Through Service Bureaus and Clearing Firms”
(Winter 2000) and “Municipal Securities Transaction Reporting Compliance Informa-
tion” (Spring 2001).

As explained above, one of the problems often associated with stamped advisories is that
the EBS on transaction records may be missing or inaccurate. Since a clearing broker may
have many correspondents, stamping an advisory can make it impossible for market reg-
ulators to know which correspondent actually effected the trade.

©

Of course, if the initial information reported to the MSRB, such as total par value, is
changed, the trade record must be amended to make it correct.
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See also:
Rule G-12 Interpretation — Locked-In Transactions, March 1, 2001.

— Notice on Reporting and Comparison of Certain Transactions
Effected by Investment Advisors, May 23, 2003.

— Transaction Reporting of Multiple Transactions Between Dealers
in the Same Issue, November 24, 2003.
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Rule G-15: Confirmation, Clearance, Settlement and Other Uniform Practice Requirements with
Respect to Transactions with Customers

(a) Customer Confirmations.

(i) At or before the completion of a transaction in municipal securities with or for the account of a customer, each
broker, dealer or municipal securities dealer shall give or send to the customer a written confirmation that complies with
the requirements of this paragraph (i):

(A) Transaction information. The confirmation shall include information regarding the terms of the transac-
tion as set forth in this subparagraph (A):

(1) The parties, their capacities, and any remuneration from other parties. The following information
regarding the parties to the transaction and their relationship shall be included:

(a) name, address, and telephone number of the broker, dealer, or municipal securities dealer, provid-
ed, however, that the address and telephone number need not be stated on a confirmation sent through the
automated confirmation facilities of a clearing agency registered with the Securities and Exchange Com-
mission;

{b) name of customer;

(c) designation of whether the transaction was a purchase from or sale to the customer;

(d) the capacity in which the broker, dealer or municipal securities dealer effected the transaction,
whether acting:

(i) as principal for its own account,

(ii) as agent for the customer,

(iii) as agent for a person other than the customer, or
(iv) as agent for both the customer and another person;

(e) if the broker, dealer or municipal securities dealer is effecting a transaction as agent for the customer
or as agent for both the customer and another person, the confirmation shall include: (i) either (A) the
name of the person from whom the securities were purchased or to whom the securities were sold for the
customer, or (B) a statement that this information will be furnished upon the written request of the cus-
tomer; and (ii) either (A) the source and amount of any remuneration received or to be received (shown
in aggregate dollar amount) by the broker, dealer or municipal securities dealer in connection with the
transaction from any person other than the customer, or (B) a statement indicating whether any such remu-
neration has been or will be received and that the source and amount of such other remuneration will be
furnished upon written request of the customer. In applying the terms of this subparagraph (A)(1)(e), if a
security is acquired at a discount (e.g., “net” price less concession) and is sold at a “net” price to a customer,
the discount must be disclosed as remuneration received from the customer pursuant to subparagraph
(AY6)(D) of this paragraph rather than as remuneration received from “a person other than the customer.”

(2) Trade date and time of execution. The trade date shall be shown. In addition, either (a) the time of exe-
cution, or (b) a statement that the time of execution will be furnished upon written request of the customer shall
be shown.

(3) Par value. The par value of the securities shall be shown, with special requirements for the following
securities:

(a) Zero coupon securities. For zero coupon securities, the maturity value of the securities must be
shown if it differs from the par value.

(b) Municipal fund securities. For municipal fund securities, in place of par value, the confirmation shall
show (i) in the case of a purchase of a municipal fund security by a customer, the total purchase price paid
by the customer, exclusive of any commission, and (ii) in the case of a sale or tender for redemption of a
municipal fund security by a customer, the total sale price or redemption amount paid to the customer,
exclusive of any commission or other charge imposed upon redemption or sale.

(4) Settlement date. The settlement date as defined in section (b) of this rule shall be shown.

(5) Yield and dollar price. Yields and dollar prices shall be computed and shown in the following manner,
subject to the exceptions stated in subparagraph (A)(5)(d) of this paragraph:

(a) For transactions that are effected on the basis of a yield to maturity, yield to a call date, or yield to
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a put date:

(i) The yield at which the transaction was effected shall be shown and, if that yield is to a call date
or to a put date, this shall be noted, along with the date and dollar price of the call or put.

(ii) A dollar price shall be computed and shown in accordance with the rules in subparagraph
(A)(5)(c) of this paragraph, and such dollar price shall be used in computations of extended principal
and final monies shown on the confirmation.

(b) For transactions that are effected on the basis of a dollar price:
(i) The dollar price at which the transaction was effected shall be shown.

(ii) A yield shall be computed and shown in accordance with subparagraph (A)(5)(c) of this para-
graph, unless the transaction was effected at “par.”

(c) In computing yield and dollar price, the following rules shall be observed:

(i) The yield or dollar price computed and shown shall be computed to the lower of call or nomi-
nal maturity date, with the exceptions noted in this subparagraph (A)(5)(c).

(ii) For purposes of computing yield to call or dollar price to call, only those call features that rep-
resent “in whole calls” of the type that may be used by the issuer without restriction in a refunding
(“pricing calls”) shall be considered in computations made under this subparagraph (A){(5).

(iii) Yield computations shall take into account dollar price concessions granted to the customer,
commissions charged to the customer and adjustable tender fees applicable to puttable securities, but
shall not take into account incidental transaction fees or miscellaneous charges, provided, however,
that as specified in subparagraph (A)(6){e) of this paragraph, such fees or charges must be indicated on
the confirmation.

(iv) With respect to the following specific situations, these additional rules shall be observed:

{A) Declining premium calls. For those securities subject to a series of pricing calls at declin-
ing premiums, the call date resulting in the lowest yield or dollar price shall be considered the yield
to call or dollar price to call.

(B) Continuously callable securities. For those securities that, at the time of trade, are subject
to a notice of a pricing call at any time, the yield to call or dollar price to call shall be computed
based upon the assumption that a notice of call may be issued on the day after trade date or on any
subsequent date.

(C) Mandatory tender dates. For those securities subject to a mandatory tender date, the
mandatory tender date and dollar price of redemption shall be used in computations in lieu of nom-
inal maturity date and maturity value.

(D) Securities sold on basis of yield to put. For those transactions effected on the basis of a yield
to put date, the put date and dollar price of redemption shall be used in computations in lieu of
maturity date and maturity value.

(E) Prerefunded or called securities. For those securities that are prerefunded or called to a call
date prior to maturity, the date and dollar price of redemption set by the prerefunding shall be used
in computations in lieu of maturity date and maturity value.

(v) Computations shall be made in accordance with the requirements of rule G-33.

(vi) If the computed yield or dollar price shown on the confirmation is not based upon the nomi-
nal maturity date, then the date used in the computation shall be identified and stated. If the comput-

ed yield or dollar price is not based upon a redemption value of par, the dollar price used in the
computation shall be shown (e.g., 5.00% yield to call on 1/1/99 at 103).

(vii) If the computed yield required by this paragraph (5) is different than the yield at which the
transaction was effected, the computed yield must be shown in addition to the yield at which the trans-
action was effected.

(d) Notwithstanding the requirements noted in subparagraphs (A)(5)(a) through (c) of this paragraph

above:

(i) Securities that prepay principal. For securities that prepay principal periodically, a yield com-
putation and display of yield is not required, provided, however, that if a yield is displayed, there shall
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be included a statement describing how the yield was computed.

(ii) Municipal Collateralized Mortgage Obligations. For municipal collateralized mortgage obliga-
tions, a yield computation and display of yield is not required, provided however, that if a yield is dis-
played, there shall be included a statement describing how the yield was computed.

(iii) Defaulted securities. For securities that have defaulted in the payment of interest or principal,
a yield shall not be shown.

(iv} Variable rate securities. For municipal securities with a variable interest rate, a yield shall not
be shown unless the transaction was effected on the basis of yield to put.

(v) Securities traded on a discounted basis. For securities traded on a discounted basis, a yield shall
not be shown.

(vi) Municipal fund securities. For municipal fund securities, neither yi‘eld nor dollar price shall be
shown.

(6) Final Monies. The following information relating to the calculation and display of final monies shall be

shown:

(a) total dollar amount of transaction;
(b) amount of accrued interest, with special requirements for the following securities:
(i) Zero coupon securities. For zero coupon securities, no figure for accrued interest shall be shown;

(ii) Securities traded on discounted basis. For securities traded on a discounted basis (other than
discounted securities traded on a yield-equivalent basis), no figure for accrued interest shall be shown;

(iii) Municipal fund securities. For municipal fund securities, no figure for accrued interest shall be
shown;

(c) if the securities pay interest on a current basis but are traded without interest, a notation of “flat”;
(d) extended principal amount, with special requirements for the following securities:

(i) Securities traded on discounted basis. For securities traded on a discounted basis (other than dis-
counted securities sold on a yield-equivalent basis) total dollar amount of discount may be shown in
lieu of the resulting dollar price and extended principal amount;

(ii) Municipal fund securities. For municipal fund securities, no extended principal amount shall
be shown;

(e) the nature and amount of miscellaneous fees, such as special delivery arrangements or a “per trans-
action” fee, or if agreed to, any fees for converting registered certificates to or from bearer form;

(f) if the broker, dealer or municipal securities dealer is effecting the transaction as agent for the cus-
tomer or as agent for both the customer and another person, the amount of any remuneration received or
to be received (shown in aggregate dollar amount) by the broker, dealer or municipal securities dealer from
the customer in connection with the transaction unless remuneration paid by the customer is determined,
pursuant to a written agreement with the customer, other than on a transaction basis;

(g) the first interest payment date if other than semi-annual, but only if necessary for the calculation
of final money;

(h) for callable zero coupon securities, if applicable, the percentage of the purchase price at risk due to
the lowest possible call, which shall be calculated based upon the ration between (i) the difference between
the price paid by the customer and the lowest possible call price, and (ii) the price paid to the customer.

(7) Delivery of securities. The following information regarding the delivery of securities shall be shown:

(2) Securities other than bonds or municipal fund securities. For securities other than bonds or munic-
ipal fund securities, denominations to be delivered;

(b) Bond certificates delivered in non-standard denominations. For bonds, denominations of certifi-
cates to be delivered shall be stated if:

(i) for bearer bonds, denominations are other than $1,000 or $5,000 in par value, and

(ii) for registered bonds, denominations are other than multiples of $1,000 par value, or exceed
$100,000 par value;

(c) Municipal fund securities. For municipal fund securities, the purchase price, exclusive of commsion,
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of each share or unit and the number of shares or units to be delivered;

(d) Delivery instructions. Instructions if available, regarding receipt or delivery of securities, and form
of payment if other than as usual and customary between the parties.

(8) Additional information about the transaction. In addition to the transaction information required
above, such other information as may be necessary to ensure that the parties agree to details of the transaction
also shall be shown.

(B) Securities identification information. The confirmation shall include a securities identification which
includes, at a minimum:

(1) the name of the issuer, with special requirements for the following securities:

(a) Stripped coupon securities. For stripped coupon securities, the trade name and series designation
assigned to the stripped coupon municipal security by the broker, dealer or municipal securities dealer
sponsoring the program must be shown;

(b) Municipal fund securities. For municipal fund securities, the name used by the issuer to identify such
securities and, to the extent necessary to differentiate the securities from other municipal fund securities of
the issuer, any separate program series, portfolio or fund designation for such securities must be shown;

(2) CUSIP number, if any, assigned to the securities;
(3) maturity date, if any, with special requirements for the following securities:

(a) Stripped coupon securities. For stripped coupon securities, the maturity date of the instrument must
be shown in lieu of the maturity date of the underlying securities;

(b) Municipal fund securities. For municipal fund securities, no maturity date shall be shown;
(4) interest rate, if any, with special requirements for the following securities:
(a) Zero coupon securities. For zero coupon securities, the interest rate must be shown as 0%;

(b) Variable rate securities. For securities with a variable or floating interest rate, the interest rate must
be shown as “variable;” provided however if the yield is computed to put date or to mandatory tender date,
the interest rate used in that calculation shall be shown.

(c) Securities with adjustable tender fees. If the net interest rate paid on a tender option security is
affected by an adjustable “tender fee,” the stated interest rate must be shown as that of the underlying secu-
rity with the phrase “less fee for put;”

(d) Stepped coupon securities. For stepped coupon securities, the interest rate currently being paid must
be shown;

(e) Stripped coupon securities. For stripped coupon securities, the interest rate actually paid on the
instrument must be shown in lieu of interest rate on underlying security;

(f) Municipal fund securities. For municipal fund securities, no interest rate shall be shown;

(5) the dated date if it affects the price or interest calculation, with special requirements for the following
securities:

(a) Stripped coupon securities. For stripped coupon securities, the date that interest begins accruing to
the custodian for payment to the beneficial owner shall be shown in lieu of the dated date of the underly-
ing securities. This date, along with the first date that interest will be paid to the owner, must be stated on
the confirmation whenever it is necessary for calculation of price or accrued interest.

(C) Securities descriptive information. The confirmation shall include descriptive information about the secu-
rities which includes, at a minimum:

(1) Credit backing. The following information, if applicable, regarding the credit backing of the security:

(a) Revenue securities. For revenue securities, a notation of that fact, and a notation of the primary
source of revenue (e.g., project name). This subparagraph will be satisfied if these designations appear on
the confirmation in the formal title of the security or elsewhere in the securities description.

(b) Securities with additional credit backing. The name of any company or other person in addition to
the issuer obligated, directly or indirectly, with respect to debt service or, if there is more than one such
obligor, the statement “multiple obligors” may be shown and, if a letter of credit is used, the identity of the
bank issuing the letter of credit must be noted.
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(2) Features of the securities. The following information, if applicable, regarding features of the securities:

(a) Callable securities. If the securities are subject to call prior to maturity through any means, a nota-
tion of “callable” shall be included. This shall not be required if the only call feature applicable to the secu-
rities is a “catastrophe” or “calamity” call feature, such as one relating to an event such as an act of God or
eminent domain, and which event is beyond the control of the issuer of the securities. The date and price
of the next pricing call shall be included and so designated. Other specific call features are not required to
be listed unless required by subparagraph (A)(5)(c)(ii) of this paragraph on computation and display of price
and yield. If any specific call feature is listed even though not required by this rule, it shall be identified. 1f
there are any call features in addition to the next pricing call, disclosure must be made on the confirmation
that “additional call features exist that may affect yield; complete information will be provided upon
request;”

(b) Puttable securities. If the securities are puttable by the customer, a designation to that effect;
(c) Stepped coupon securities. If stepped coupon securities, a designation to that effect;

(d) Book-entry only securities. If the securities are available only in book entry form, a designation to
that effect;

{e) Periodic interest payment. With respect to securities that pay interest on other than a semi-annu-
al basis, a statement of the basis on which interest is paid;

(3) Information on status of securities. The following information, as applicable, regarding the status of the
security shall be included:

(a) Prerefunded and called securities. If the securities are called or “prerefunded,” a designation to such
- effect, the date of maturity which has been fixed by the call notice, and the amount of the call price.

(b) Escrowed to maturity securities. If the securities are advance refunded to maturity date and no call
feature (with the exception of a sinking fund call) is explicitly reserved by the issuer, the securities must be
described as “escrowed to maturity” and, if a sinking fund call is operable with respect to the securities, addi-
tionally described as “callable.”

(¢} Advanced refunded/callable securities. If advanced refunded securities have an explicitly reserved
call feature other than a sinking fund call, the securities shall be described as “escrowed to [redemption
date]—callable.”

(d) Advanced refunded/stripped coupon securities. If the municipal securities underlying stripped
coupon securities are advance-refunded, the stripped coupon securities shall be described as
- “escrowed-to-maturity,” or “pre-refunded” as applicable.

(e) Securities in default. If the securities are in default as to the payment of interest or principal, they

shall be described as “in default;”

(f) Unrated securities. If the security is unrated by a nationally recognized statistical rating organiza-
tion, a disclosure to such effect.

(4) Tax information. The following information that may be related to the tax treatment of the security:

(a) Taxable securities. If the securities are identified by the issuer or sold by the underwriter as subject
to federal taxation, a designation to that effect.

(b) Alternative minimum tax securities. If interest on the securities is identified by the issuer or under-
writer as subject to the alternative minimum tax, a designation to that effect.

(c) Original issue discount securities. If the securities pay periodic interest and are sold by the under-
writer as original issue discount securities, a designation that they are “original issue discount” securities and
a statement of the initial public offering price of the securities, expressed as a dollar price.

(5) Municipal fund securities. For municipal fund securities, the information described in clauses (1)
through (4) of this subparagraph (C) is not required to be shown.

(D) Disclosure statements:

(1) The confirmation for zero coupon securities shall include a statement to the effect that “No periodic
payments,” and, if applicable, “callable below maturity value,” and, if callable and available in bearer form,
“callable without notice by mail to holder unless registered.”

b (2) The confirmation for municipal collateralized mortgage obligations shall include a statement indicat-
: ing that the actual yield of such security may vary according to the rate at which the underlying receivables or
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other financial assets are prepaid and a statement that information concerning the factors thar affect yield
(including at a minimum estimated yield, weighted average life, and the prepayment assumptions underlying
yield) will be furnished upon written request.

(3) The confirmation for securities for which a deferred commission or other charge is imposed upon
redemption or as a condition for payment of principal or interest thereon shall include a statement that the cus-
tomer may be required to make a payment of such deferred commission or other charge upon redemption of such
securities or as a condition for payment of principal or interest thereon, as appropriate, and that information
concerning such deferred commission or other charge will be furnished upon written request.

(E) Confirmation format. All requirements must be clearly and specifically indicated on the front of the con-
firmation, except that the following statements may be on the reverse side of the confirmation:

(1) The disclosure statements required in subparagraph (D)(1), (D)(2) or (D)(3) of this paragraph, provided
that their specific applicability is noted on the front of the confirmation.

(2) The statement concerning the person from whomn the securities were purchased or to whom the secu-
rities were sold that can be provided in satisfaction of subparagraph (A)(1)(e)(i) of this paragraph.

(3) The statement concerning time of execution that can be provided in satisfaction of subparagraph (A)(2)
of this paragraph.

(ii) Separate confirmation for each transaction. Each broker, dealer or municipal securities dealer for each transac-
tion in municipal securities shall give or send to the customer a separate written confirmation in accordance with the
requirements of (i) above. Multiple confirmations may be printed on one page, provided that each transaction is clear-
ly segregated and the information provided for each transaction complies with the requirements of (i) above; provided,
however, that if multiple confirmations are printed in a continuous manner within a single document, it is permissible
for the name and address of the broker, dealer or municipal securities dealer and the customer to appear once at the begin-
ning of the document, rather than being included in the confirmation information for each transaction.

(iii) “When, as and if issued” transactions. A confirmation meeting the requirements of this rule shall be sent in all
“when, as and if issued” transactions. In addition, a broker, dealer or municipal securities dealer may send a confirma-
tion for a “when, as and if issued” transaction executed prior to determination of settlement date and may be required
to do so for delivery vs. payment and receipt vs. payment (“DVP/RVP”) accounts under paragraph (d)(i)(C) of this rule.
If such a confirmation is sent, it shall include all information required by this section with the exception of settlement
date, dollar price for transactions executed on a yield basis, yield for transactions executed on a dollar price, total monies,
accrued interest, extended principal and delivery instructions.

(iv) Confirmations to customers who tender put option bonds or municipal fund securities. A broker, dealer, or
municipal securities dealer that has an interest in put option bonds (including acting as remarketing agent) and accepts
for tender put option bonds from a customer, or that has an interest in municipal fund securities (including acting as
agent for the issuer thereof) and accepts for redemption municipal fund securities tendered by a customer, is engaging in
a transaction in such municipal securities and shall send a confirmation under paragraph (i) of this section.

(v) Timing for providing information. Information requested by a customer pursuant to statements required on the
confirmation shall be given or sent to the customer within five business days following the date of receipt of a request
for such information; provided however, that in the case of information relating to a transaction executed more than 30
calendar days prior to the date of receipt of a request, the information shall be given or sent to the customer within 15
business days following the date of receipt of the request.

(vi) Definitions. For purposes of this rule, the following terms shall have the following meanings:

(A) Execution of a transaction. The term “the time of execution of a transaction” shall be the time of execu-
tion reflected in the records of the broker, dealer or municipal securities dealer pursuant to rule G-8 or Rule 17a-3
under the Act.

(B) Completion of transaction. The term “completion of transaction” shall have the same meaning as provid-

ed in Rule 15¢1-1 under the Act.

(C) Stepped coupon securities. The term “stepped coupon securities” shall mean securities with the interest rate
periodically changing on a pre-established schedule.

(D) Zero coupon securities. The term “zero coupon securities” shall mean securities maturing in more than two
years and paying investment return solely at redemption.

(E) Stripped coupon securities. The term “stripped coupon securities” shall have the same meaning as in SEC
staff letter dated January 19, 1989 (Stripped Coupon Municipal Securities, SEC No-Action Letter, Fed. Sec. L. Rep.
(CCH) 9 78,949 (Jan. 19, 1989), reprinted in MSRB Reports, Vol. 9, No. 1 (March 1989) art 6-7.
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(F) The term “pricing call” shall mean a call feature that represents “an in whole call” of the type that may be
used by the issuer without restriction in a refunding.

(G) The term “periodic municipal fund security plan” shall mean any written authorization or arrangement for
a broker, dealer or municipal securities dealer, acting as agent, to purchase, sell or redeem for a customer or group of
customers one or more specific municipal fund securities, in specific amounts (calculated in security units or dol-
lars), at specific time intervals and setting forth the commissions or charges to be paid by the customer in connec-
tion therewith (or the manner of calculating them).

(H) The term “non-periodic municipal fund security program” shall mean any written authorization or arrange-
ment for a broker, dealer or municipal securities dealer, acting as agent, to purchase, sell or redeem for a customer
or group of customers one or more specific municipal fund securities, setting forth the commissions or charges to be
paid by the customer in connection therewith (or the manner of calculating them) and either (1) providing for the
purchase, sale or redemption of such municipal fund securities at the direction of the customer or customers or (2)
providing for the purchase, sale or redemption of such municipal fund securities at the direction of the customer or
customers as well as authorizing the purchase, sale or redemption of such municipal fund securities in specific
amounts {calculated in security units or dollars) at specific time intervals.

(vii) Price substituted for par value of municipal fund securities. For purposes of this rule, each reference to the term

“par value,” when applied to a municipal fund security, shall be substituted with (i) in the case of a purchase of a munic-
ipal fund security by a customer, the purchase price paid by the customer, exclusive of any commission, and (ii) in the
case of a sale or tender for redemption of a municipal fund security by a customer, the sale price or redemption amount
paid to the customer, exclusive of any commission or other charge imposed upon redemption or sale.

(viii) Alternative periodic reporting for certain transactions in municipal fund securities. Notwithstanding any oth-

er provision of this section (a), a broker, dealer or municipal sccurities dealer may effect transactions in municipal fund
securities with customers without giving or sending to such customer the written confirmation required by paragraph (i)
of this section (a) at or before completion of each such transaction if:

(A) such transactions are effected pursuant to a periodic municipal fund security plan or a non-periodic munic-
ipal fund security program; and

(B) such broker, dealer or municipal securities dealer gives or sends to such customer within five business days
after the end of each quarterly period, in the case of a customer participating in a periodic municipal fund security
plan, or each monthly period, in the case of a customer participating in a non-periodic municipal fund security pro-
gram, a written statement disclosing, for each purchase, sale or redemption effected for or with, and each payment
of investment earnings credited to or reinvested for, the account of such customer during the reporting period, the
information required to be disclosed to customers pursuant to subparagraphs (A) through (D) of paragraph (i) of this
section (a), with the information regarding each transaction clearly segregated; provided that it is permissible:

(1) for the name and address of the broker, dealer or municipal securities dealer and the customer to appear
once at the beginning of the periodic statement; and

(2) for information required to be included pursuant to subparagraph (A)(1)(d), (A)(Z)(a) or (D)(3) of
paragraph (i) of this section (a) to:
(a) appear once in the periodic statement if such information is identical for all transactions disclosed
in such statement; or

(b) be omitted from the periodic statement, but only if such information previously has been delivered
to the customer in writing and the periodic statement includes a statement indicating that such informa-
tion has been provided to the customer and identifying the document in which such information appcars;
and

(C) in the case of a periodic municipal fund security plan that consists of an arrangement involving a group of

two or more customers and contemplating periodic purchases of municipal fund securities by each customer through
a person designated by the group, such broker, dealer or municipal securities dealer:

(1) gives or sends to the designated person, at or before the completion of the transaction for the purchase
of such municipal fund securities, a written notification of the receipt of the total amount paid by the group;

(2) sends to anyone in the group who was a customer in the prior quarter and on whose behalf payment has
not been received in the current quarter a quarterly written statement reflecting that a payment was not received
on such customer’s behalf; and

(3) advises each customer in the group if a payment is not reccived from the designated person on behalf
of the group within 10 days of a date certain specified in the arrangement for delivery of that payment by the
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designated person and either (a) thereafter sends to each customer the written confirmation described in para-
graph (i) of this section (a) for the next three succeeding payments, or (b} includes in the quarterly statement
referred to in subparagraph (B) of this paragraph (viii) each date certain specified in the arrangement for deliv-
ery of a payment by the designated person and each date on which a payment received from the designated per-

son is applied to the purchase of municipal fund securities; and

(D) such customer is provided with prior notification in writing disclosing the intention to send the written
information referred to in subparagraph (B) of this paragraph (viii) on a periodic basis in lieu of an immediate con-
firmation for each transaction; and

(E) such customer has consented in writing to receipt of the written information referred to in subparagraph
(B) of this paragraph (viii) on a periodic basis in lieu of an immediate confirmation for each transaction; provided,
however, that such customer consent shall not be required if:

(1) the customer is not a natural person;

(2) the customer is a natural person who participates in a periodic municipal fund security plan described
in subparagraph (C) of this paragraph (viii); or

(3) the customer is a natural person who participates in a periodic municipal fund security plan (other than
a plan described in subparagraph (C) of this paragraph (viii)) or a non-periodic municipal fund security pro-
gram and the issuer has consented in writing to the use by the broker, dealer or municipal securities dealer of
the periodic written information referred to in subparagraph (B) of this paragraph (viii) in lieu of an immedi-
ate confirmation for each transaction with each customer participating in such plan or program.

(b) Settlement Dates.

(i) Definitions. For purposes of this rule, the following terms shall have the following meanings:

(A) Settlement Date. The term “settlement date” shall mean the day used in price and interest computations,
which shall also be the day delivery is due unless otherwise agreed by the parties.

(B) Business Day. The term “business day” shall mean a day recognized by the National Association of Securi-
ties Dealers, Inc. as a day on which securities transactions may be settled.

(ii) Settlement Dates. Settlement dates shall be as follows:
(A) for “cash” transactions, the trade date;
(B) for “regular way” transactions, the third business day following the trade date;

(C) for all other transactions, a date agreed upon by both parties; provided, however, that a broker, dealer or
municipal securities dealer shall not effect or enter into a transaction for the purchase or sale of a municipal securi-
ty (other than a “when, as and if issued” transaction) that provides for payment of funds and delivery of securities
later than the third business day after the date of the transaction unless expressly agreed to by the parties, at the time
of the transaction.

(c) Deliveries to Customers. Except as provided in section (d) below, a delivery of securities by a broker, dealer, or munic-

ipal securities dealer to a customer or to another person acting as agent for the customer shall, unless otherwise agreed by the
parties or otherwise specified by the customer, be made in accordance with the following provisions:

(i) Securities Delivered.

(A) All securities delivered on a transaction shall be identical as to the applicable information set forth in sec-
tion (a) of this rule. All securities delivered shall also be identical as to the call provisions and the dated date of such
securities.

(B) CUSIP Numbers.

(1) The securities delivered on a transaction shall have the same CUSIP number as that set forth on the
confirmation of such transaction pursuant to the requirements of section (a) of this rule; provided, however, that
for purposes of this item (1), a security shall be deemed to have the same CUSIP number as that specified on
the confirmation (a) if the number assigned to the security and the number specified on the confirmation dif-
fer only as a result of a transposition or other transcription error, or (b) if the number specified on the confir-
mation has been assigned as a substitute or alternative number for the number reflected on the security.

(2) A new issue security delivered by an underwriter who is subject to the provisions of rule G-34 shall have
the CUSIP number assigned to the security imprinted on or otherwise affixed to the security.

(ii) Delivery Ticket. A delivery ticket shall accompany the delivery of securities. Such ticket shall contain the infor-

mation set forth in section (a) of this rule.
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(iii) Units of Delivery. Delivery of bonds shall be made in the following denominations:
(A) for bearer bonds, in denominations of $1,000 or $5,000 par value; and
(B) for registered bonds, in denominations which are multiples of $1,000 par value, up to $100,000 par value.

Delivery of other municipal securities shall be made in the denominations specified on the confirmation as required pur-
suant to section (a) of this rule. '

(iv) Form of Securities.

(A) Bearer and Registered Form. Delivery of securities which are issuable in both bearer and registered form may
be in bearer form unless otherwise agreed by the parties; provided, however, that delivery of securities which are
required to be in registered form in order for interest thereon to be exempted from Federal income taxation shall be
in registered form.

(B) Book-Entry Form. Notwithstanding the other provisions of this section (c), a delivery of a book-entry form
security shall be made only by a book-entry transfer of the ownership of the security to the purchasing customer or
a person designated by the purchasing customer. For purposes of this subparagraph a “book-entry form” security shall
mean a security which may be transferred only by bookkeeping entry, without the issuance or physical delivery of
securities certificates, on books maintained for this purpose by a registered clearing agency or by the issuer or a per-
son acting on behalf of the issuer.

(v) Mutilated Certificates. Delivery of a certificate which is damaged to the extent that any of the following is not

ascertainable:

(A) name of issuer;

(B) par value;

(C) signature;

(D) coupon rate;

(E) maturity date;

(F) seal of the issuer; or

(G) certificate number

shall not constitute good delivery unless validated by the trustee, registrar, transfer agent, paying agent or issuer of the
securities or by an authorized agent or official of the issuer.

(vi) Coupon Securities.

(A) Coupon securities shall have securely attached to the certificate in the correct sequence all appropriate
coupons, including supplemental coupons if specified at the time of trade, which in the case of securities upon which
interest is in default shall include all unpaid or partially paid coupons. All coupons attached to the certificates must
have the same serial number as the certificate.

(B) Anything herein to the contrary notwithstanding, if securities are traded “and interest” and the settlement
date is on or after the interest payment date, such securities shall be delivered without the coupon payable on such
interest payment date.

(C) If delivery of securities is made on or after the thirtieth calendar day prior to an interest payment date, the
seller may deliver to the purchaser a draft or bank check of the seller or its agent, payable not later than the inter-
est payment date or the delivery date, whichever is later, in an amount equal to the interest due, in lieu of the
coupon.

(vii) Mutilated or Cancelled Coupons. Delivery of a certificate which bears a coupon which is damaged to the

extent that any one of the following cannot be ascertained from the coupon:

(A) title of the issuer;
(B) certificate number;

(C) coupon number or payment date (if either the coupon number or the payment date is ascertainable from
the coupon, the coupon will not be considered mutilated); or

(D) the fact that there is a signature;

or which coupon has been cancelled, shall not constitute good delivery unless the coupon is endorsed or guaranteed. In
the case of damaged coupons, such endorsement or guarantee must be by the issuer or by a commercial bank. In the case
of cancelled coupons, such endorsement or guarantee must be by the issuer or an authorized agent or official of the issuer,
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or by the trustee or paying agent.

(viii) Delivery of Certificates Called for Redemption.

(A) A certificate for which a notice of call applicable to less than the entire issue of securities has been pub-
lished on or prior to the delivery date shall not constitute good delivery unless the securities are identified as “called”
at the time of trade.

(B) A certificate for which a notice of call applicable to the entire issue of securities has been published on or
prior to the trade date shall not constitute good delivery unless the securities are identified as “called” at the time
of trade.

(C) For purposes of this paragraph (viii) the term “entire issue of securities” shall mean securities of the same
issuer having the same date of issue, maturity date and interest rate.

(ix) Delivery Without Legal Opinions or Other Documents. Delivery of certificates without legal opinions or oth-

er documents legally required to accompany the certificates shall not constitute good delivery unless identified as “ex
legal” at the time of trade.

(x) Insured Securities. Delivery of certificates for securities traded as insured securities shall be accompanied by evi-

dence of such insurance, either on the face of the certificate or in a document attached to the certificate.

(xi) Endorsements for Banking or Insurance Requirements. A security bearing an endorsement indicating that it was

deposited in accordance with legal requirements applicable to banking institutions or insurance companies shall not con-
stitute good delivery unless it bears a release acknowledged before an officer authorized to take such acknowledgments
and was designated as a released endorsed security at the time of trade.

(xii) Delivery of Registered Securities.

(A) Delivery to the Customer. Registered securities delivered directly to a customer shall be registered in the
customer’s name or in such name as the customer shall direct.

(B) Delivery to an Agent of the Customer. Registered securities delivered to an agent of a customer may be reg-
istered in the customer’s name or as otherwise directed by the customer. If such securities are not so registered, such
securities shall be delivered in accordance with the following provisions:

(1) Assignments. Delivery of a certificate in registered form must be accompanied by an assignment on the
certificate or on a separate bond power for such certificate, containing a signature or signatures which corre-
spond in every particular with the name or names written upon the certificate, except that the following shall

.

be interchangeable: “and” or “&"; “Company” or “Co.”; “Incorporated” or “Inc.”; and “Limited” or “Ltd.”

(2) Detached Assignment Requirements. A detached assignment shall provide for the irrevocable appoint-
ment of an attorney, with power of substitution, a full description of the security, including the name of the
issuer, the maturity date and interest date, the bond or note number, and the par value (expressed in words and
numerals).

(3) Power of Substitution. When the name of an individual or firm has been inserted in an assignment as
attorney, a power of substitution shall be executed in blank by such individual or firm. When the name of an
individual or firm has been inserted in a power of substitution as a substitute attorney, a new power of substitu-
tion shall be executed in blank by such substitute attorney.

(4) Guarantee. Each assignment, endorsement, alteration and erasure shall bear a guarantee acceptable to
the transfer agent or registrar.

(5) Form of Registration. Delivery of a certificate accompanied by the documentation required in this sub-
paragraph (B) shall constitute good delivery if the certificate is registered in the name of:

(a) an individual or individuals;
(b) a nominee;

(c) a member of a national securities exchange whose specimen signature is on file with the transfer
agent or any other broker, dealer or municipal securities dealer who has filed specimen signatures with the
transfer agent and places a statement to this effect on the assignment; or

(d) an individual or individuals acting in a fiduciary capacity.

(6) Certificate in Legal Form. Good transfer of a security in legal form shall be determined only by the trans-
fer agent for the security. Delivery of a certificate in legal form shall not constitute good delivery unless the cer-
tificate is identified as being in such form at the time of trade. A certificate shall be considered to be in legal
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form if documentation in addition to that specified in this subparagraph (B) is required to complete a transfer
of the securities.

(C) Payment of Interest. If a registered security is traded “and interest” and transfer of record ownership cannot
be or has not been accomplished on or before the record date for the determination of registered holders for the pay-
ment of interest, delivery shall be accompanied by a draft or bank check of the seller or its agent, payable not later
than the interest payment date or the delivery date, whichever is later, for the amount of the interest.

(D) Registered Securities In Default. If a registered security is in default (i.e., is in default in the payment of prin-
cipal or interest) and transfer of record ownership cannot be or has not been accomplished on or before the record
date for the determination of registered holders for the payment of interest, an interest payment date having been
established on or after the trade date, delivery shall be accompanied by a draft or bank check of the seller or its agent,
payable not later than the interest payment date or the delivery date, whichever is later, for the amount of the pay-
ment to be made by the issuer, unless the security is traded “ex-interest.”

(d) Delivery/Receipt vs. Payment Transactions.

(i) No broker, dealer or municipal securities dealer shall execute a transaction with a customer pursuant to an

arrangement whereby payment for securities received (RVP) or delivery against payment of securities sold (DVP) is to
be made to or by an agent of the customer unless all of the following procedures are followed:

(A) the broker, dealer or municipal securities dealer shall have received from the customer prior to or at the
time of accepting such order, the name and address of the agent and the name and account number of the customer
on file with the ageng;

(B) the memorandum of such order made in accordance with the requirements of paragraph (a)(vi) or (a)(vii)
of rule G-8 shall include a designation of the fact that it is a delivery vs. payment (DVP) or receipt vs. payment
(RVP) transaction;

(C) the broker, dealer or municipal securities dealer shall give or send to the customer a confirmation in accor-
dance with the requirements of section (a) of this rule with respect to the execution of the order not later than the
day of such execution; and

(D) the broker, dealer or municipal securities dealer shall have obtained a representation from the customer (1)
that the customer will furnish the agent instructions with respect to the receipt or delivery of the securities involved
in the transaction promptly and in a manner to assure that settlement will occur on settlement date, and (2) that,
with respect to a transaction subject to the provisions of paragraph (ii) below, the customer will furnish the agent
such instructions in accordance with the rules of the registered clearing agency through whose facilities the trans-
action has been or will be confirmed.

(ii) Requirement for Confirmation/Acknowledgment.

(A) Use of Registered Clearing Agency or Qualified Vendor. Except as provided in this paragraph (ii) of rule
G-15(d), no broker, dealer or municipal securities dealer shall effect a customer transaction for settlement on a
delivery vs. payment o receipt vs. payment (DVP/RVP) basis unless the facilities of a Clearing Agency or Qualified
Vendor are used for automated confirmation and acknowledgment of the transaction. Each broker, dealer and munic-
ipal securities dealer executing a customer transaction on a DVP/RVP basis shall:

(1) ensure that the customer has the capability, either directly or through its clearing agent, to acknowl-
edge transactions in an automated confirmation/acknowledgment system operated by a Clearing Agency or

Qualified Vendor;

(2) submit or cause to be submitted to a Clearing Agency or Qualified Vendor all information and instruc-
tions required by the Clearing Agency or Qualified Vendor for the production of a confirmation that can be
acknowledged by the customer or the customer’s clearing agent; and

(3) submit such transaction information to the automated confirmation/acknowledgment system on the
date of execution of such transaction; provided that a transaction that is not eligible for automated confirma-
tion and acknowledgment through the facilities of a Clearing Agency shall not be subject to this paragraph (ii).

(B) Definitions for Rule G-15(d)(ii).

(1) “Clearing Agency” shall mean a clearing agency as defined in Section 3(a)(23) of the Act that is reg-
istered with the Commission pursuant to Section 17A(b)(2) of the Act or has obtained from the Commission
an exemption from registration granted specifically to allow the clearing agency to provide
confirmation/acknowledgment services.

(2) “Qualified Vendor” shall mean a vendor of electronic confirmation and acknowledgment services that:
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(a) for each transaction subject to this rule: (i) delivers a trade record to a Clearing Agency in the Clear-
ing Agency’s format; (ii) obtains a control number for the trade record from the Clearing Agency; (iii)
cross-references the control number to the confirmation and subsequent acknowledgment of the trade; and
(iv) electronically delivers any acknowledgment received on the trade to the Clearing Agency and includes
the control number when delivering the acknowledgment of the trade to the Clearing Agency;

(b) certifies to its customers: (i) with respect to its electronic trade confirmation/acknowledgment sys-
tem, that it has a capacity requirements evaluation and monitoring process that allows the vendor to for-
mulate current and anticipated estimared capacity requirements; (ii) that its electronic trade
confirmation/acknowledgment system has sufficient capacity to process the volume of data that it reason-
ably anticipates to be entered into its electronic trade confirmation/acknowledgment service during the
upcoming year; (iii) that its electronic trade confirmation/acknowledgment system has formal contingency
procedures, that the entity has followed a formal process for reviewing the likelihood of contingency occut-
rences, and that the contingency protocols are reviewed, tested, and updated on a regular basis; (iv) that its
electronic confirmation/acknowledgment system has a process for preventing, detecting, and controlling
any potential or actual systems or computer operations failures, including any failure to interface with a
Clearing Agency as described in rule G-15(d)(ii)(B)(2)(a), above, and that its procedures designed to pro-
tect against security breaches are followed; and (v) that its current assets exceed its current liabilities by at
least five hundred thousand dollars;

(c) when it begins providing such services, and annually thereafter, submits an Auditor’s Report to the
Commission staff which is not deemed unacceptable by the Commission staff. (An Auditor’s Report will
be deemed unacceptable if it contains any findings of material weakness.);

(d) notifies the Commission staff immediately in writing of any material change to its
confirmation/affirmation systems. (For purposes of this subparagraph (d) “material change” means any
changes to the vendor’s systems that significantly affect or have the potential to significantly affect its elec-
tronic trade confirmation/acknowledgment systems, including: changes that: (i) affect or potentially affect
the capacity or security of its electronic trade confirmation/acknowledgment system; (ii) rely on new or sub-
stantially different technology; (iii) provide a new service as part of the Qualified Vendor's electronic trade
confirmation/acknowledgment system; or (iv) affect or have the potential to adversely affect the vendor’s
confirmation/acknowledgment system’s interface with a Clearing Agency.);

(e) notifies the Commission staff in writing if it intends to cease providing services;

(f) provides the Board with copies of any submissions to the Commission staff made pursuant to sub-

paragraphs (c), (d), and (¢) of this rule G-15(d)(ii)(B)(2) within ten business days; and

(g) promptly supplies supplemental information regarding its confirmation/acknowledgment system
when requested by the Commission staff or the Board.

(3) “Auditor’s Report” shall mean a written report which is prepared by competent, independent, external

audit personnel in accordance with the standards of the American Institute of Certified Public Accountants and
the Information Systems Audit and Control Association and which:

(a) verifies the certifications described in subparagraph (d)(ii)(B)(2)(B) of this rule G-15;

(b) contains a risk analysis of all aspects of the entity’s information technology systems including, com-
puter operations, telecommunications, data security, systems development, capacity planning and testing,
and contingency planning and testing; and

(c) contains the written response of the entity’s management to the information provided pursuant to

(a) and (b) of this subparagraph (d)(ii)(B)(3) of rule G-15.

(C) Disqualification of Vendor. A broker, dealer or municipal securities dealer using a Qualified Vendor that

ceases to be qualified under the definition in rule G-15(d)(ii)(B)(2) shall not be deemed in violation of this rule G-
15(d)(ii) if it ceases using such vendor promptly upon receiving notice that the vendor is no longer qualified.

(iii) Notwithstanding the provisions of section (c) of this rule, no broker, dealer or municipal securities dealer shall
effect a delivery vs. payment or receipt vs. payment (DVP/RVP) customer transaction that is eligible for book-entry set-
tlement in a depository registered with the Securities and Exchange Commission (depository) unless the transaction is
settled through the facilities of a depository or through the interface between the two depositories. Each broker, dealer
and municipal securities dealer settling such a customer transaction on a DVP/RVP basis shall: (A) ensure that the cus-
tomer has the capability, either directly or through its clearing agent, to settle transactions in a depository; and (B) sub-
mit or cause to be submitted to a depository all information and instructions required from the broker, dealer or municipal
securities dealer by the depository for book-entry settlement of the transaction to occur; provided that, if a party to a
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DVP/RVP customer transaction has made arrangements, through its clearing agent or otherwise, to use one or more
depositories exclusively, a transaction by that party shall not be subject to the requirements of this paragraph (iii) if
the transaction is ineligible for settlement at all such depositories with which such arrangements have been made;
and further provided that purchases made by trustees or issuers to retire securities shall not be subject to this para-
graph (iii).

(e) Interest Payment Claims. A broker, dealer or municipal securities dealer that receives from a customer a claim for
the payment of interest due the customer on securities previously delivered to (or by) the customer shall respond to the
claim no later than 10 business days following the date of the receipt of the claim or 20 business days in the case of a
claim involving an interest payment scheduled to be made more than 60 days prior to the date of the claim.

(f) Minimum Denominations.

(i) Except as provided in this section (f), a broker, dealer or municipal securities dealer shall not effect a cus-
tomer transaction in municipal securities issued after June 1, 2002 in an amount lower than the minimum denomi-
nation of the issue.

(ii) The prohibition in subsection (f)(i) of this rule shall not apply to the purchase of securities from a customer
in an amount below the minimum denomination if the broker, dealer or municipal securities dealer determines that
the customer’s position in the issue already is below the minimum denomination and that the entire position would
be liquidated by the transaction. In determining whether this is the case, a broker, dealer or municipal securities
dealer may rely either upon customer account information in its possession or upon a written statement by the cus-
tomer as to its position in an issue.

(iii) The prohibition in subsection (f)(i) of this rule shall not apply to the sale of securities to a customer in an
amount below the minimum denomination if the broker, dealer or municipal securities dealer determines that the
securities position being sold is the result of a customer liquidating a position below the minimum denomination, as
described in subsection (f)(ii) of this rule. In determining whether this is the case, a broker, dealer or municipal secu-
rities dealer may rely upon customer account records in its possession or upon a written statement provided by the
party from which the securities are purchased. A broker, dealer or municipal securities dealer effecting a sale to a cus-
tomer under this subsection (iii) shall at or before the completion of the transaction, give or send to the customer a
written statement informing the customer that the quantity of securities being sold is below the minimum denomi-
nation for the issue and that this may adversely affect the liquidity of the position unless the customer has other secu-
rities from the issue that can be combined to reach the minimum denomination. Such written statement may be
included on the customer’s confirmation or may be provided on a document separate from the confirmation.

(g) Forwarding Official Communications.

(i) If a broker, dealer or municipal securities dealer receives an official communication to beneficial owners
applicable to an issue of municipal securities that the broker, dealer or municipal securities dealer has in safekeeping
along with a request to forward such official communication to the applicable beneficial owners, the broker, dealer
or municipal securities dealer shall use reasonable efforts to promptly retransmit the official communication to the
parties for whom it is safekeeping the issue.

(ii) In determining whether reasonable efforts have been made to retransmit official communications, the fol-
lowing considerations are relevant:

(A) CUSIP Numbers. 1f CUSIP numbers are included on or with the official communication to beneficial
owners, the broker, dealer or municipal securities dealer shall use such CUSIP numbers in determining the
issue(s) to which the official communication applies. 1f CUSIP numbers are not included on or with the offi-
cial communication, the broker, dealer or municipal securities dealer shall use reasonable efforts to determine
the issue(s) to which the official communication applies; provided however, that it shall not be a violation of this
rule if, after reasonable efforts are made, the issue(s) to which the official communication applies are not cor-
rectly identified by the broker, dealer or municipal securities dealer.

(B) Compensation. A broker, dealer or municipal securities dealer shall not be required by this rule to retrans-
mit official communications without an offer of adequate compensation. If compensation is explicitly offered in
or with the official communication, the broker, dealer or municipal securities dealer shall effect the retransmis-
sion and seek compensation concurrently; provided, however, that if total compensation would be more than
$500.00, the broker, dealer or municipal securities dealer may, in lieu of this procedure, promptly contact the
party offering compensation, inform it of the amount of compensation required, obtain specific agreement on
the amount of compensation and wait for receipt of such compensation prior to proceeding with the retrans-
mission. In determining whether compensation is adequate, the broker, dealer or municipal securitics dealer
shall make reference to the suggested rates for similar document transmission services found in “Suggested Rates
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of Reimbursement” for expenses incurred in forwarding proxy material, annual reports, information statements
and other material referenced in NASD Conduct Rule 2260(g), taking into account revisions or amendments
to such suggested rates as may be made from time to time.

(C) Sufficient Copies of Official Communications. A broker, dealer or municipal securities dealer is not required
to provide duplication services for official communications but may elect to do so. If sufficient copies of official
communications are not received, and the broker, dealer or municipal securities dealer elects not to offer dupli-
cation services, the broker, dealer or municipal securities dealer shall promptly request from the party request-
ing the forwarding of the official communication the correct number of copies of the official communication.

(D) Non-Objecting Beneficial Owners. In lieu of retransmitting official communications to beneficial owners
who have indicated in writing that they do not object to the disclosure of their names and security positions, a
broker, dealer or municipal securities dealer may instead promptly provide a list of such non-objecting benefi-
cial owners and their addresses.

(E) Beneficial Owners Residing Outside of the United States. A broker, dealer or municipal securities dealer shall
not be required to send official communications to persons outside of the United States of America, although
brokers, dealers and municipal securities dealers may voluntarily do so.

(F) Investment Advisors. A broker, dealer or municipal securities dealer shall send official communications
to the investment advisor for a beneficial owner, rather than to the beneficial owner, when the broker, dealer or
municipal securities dealer has on file a written authorization for such documents to be sent to the investment
advisor in lieu of the beneficial owner.

(iii) Definitions.
(A) The terms “official communication to beneficial owners” and “official communication,” as used in this

section (g), mean any document or collection of documents pertaining to a specific issue or issues of municipal
securities that both:

(1) is addressed to beneficial owners and was prepared or authorized by: (a) an issuer of municipal secu-
rities; (b) a trustee for an issue of municipal securities in its capacity as trustee; (c) a state or federal tax
authority; or (d) a custody agent for a stripped coupon municipal securities program in its capacity as cus-
tody agent; and

(2) contains official information about such issue or issues including, but not limited to, notices con-
cerning monetary or technical defaults, financial reports, material event notices, information statements, or

status or review of status as to taxability.

BACKGROUND -~~~ =

Rule G-15 requires that a customer be sent a written confirmation containing information concerning the identity of the parties to the transaction, a
description of the securities, the trade date, the settlement date, yield to maturity or dollar price, the capacity in which the firm or bank is acting, and
other specified information. The rule requires that information on the time of execution and contra party identity in agency transactions be furnished
within specified time periods upon written request of the customer (in lieu of being included on the confirmation).

MSRB INTERPRETATIONS

INTERPRETIVE NOTICE ON RULE G-12 ON UNIFORM PRACTICE AND
RULE G-15 ON CUSTOMER CONFIRMATIONS

November 28, 1977

This notice addresses several questions that have arisen concerning
Board rules G-12 and G-15. Board rule G-12 establishes uniform industry
procedures for the processing, clearance, and settlement of transactions in
municipal securities. ... Board rule G-15 requires municipal securities pro-
fessionals to send written confirmations of transactions to customers, and
specifies the information required to be set forth on the confirmation.

Settlement Dates

In order to establish uniform settlement dates for “regular way” trans-
actions in municipal securities, rule G-12(b)(i)(B) defines the term “busi-
ness day” as “a day recognized by the National Association of Securities

Rule G-15

Dealers, Inc. [the “NASD”] as a day on which securities transactions may
be settled.” The practice of the NASD has been to exclude from the cat-
egory of “business day,” any day widely designated as a legal bank holiday,
and to notify the NASD membership accordingly. Such notices set forth
the NASD’s trade and settlement date schedules for periods which include
a legal holiday.

“Catastrophe” Call Features

Rules G-12 and G-15 require that confirmations of transactions set
forth a “description of the securities, including at a minimum. .. if the secu-
rities are subject to redemption prior to maturity (callable). .. an indication
tosuch effect...” (paragraphs G-12(c){v)(E) and G-15(a)(v)"")}. Both rules
also require that in transactions in callable securities effected on a yield
basis, dollar price must be shown and “the calculation of dollar price shall
be to the lower of price to call or price to maturity” (paragraphs
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G-12(c}v)(I) and G-15(a)(viii)").

The references to “callable” securities and pricing to call in rules
G-12 and G-15 do not refer to “catastrophe” call features, such as those
relating to acts of God or eminent domain, which are beyond the control
of the issuer of the securities.

[*l{Currently codified at rule G-15(a)(i)(C)(2)(a).]
{#l[Currently codified at rule G-15(a)(i)}{A)(5).]

INTERPRETIVE NOTICE ON CONFIRMATION REQUIREMENTS
March 25, 1980

Rule G-12(c){v)(E) requires a municipal securities dealer to set forth
on an inter-dealer confirmation a description of the securities which are
the subject of the transaction, including “...in the case of revenue bonds
the type of revenue, if necessary for a materially complete description of
the securities....”

Rule G-15(a)(v)I"limposes the identical requirement with respect to
customer confirmations. The Board has recently received an inquiry
regarding whether these provisions require confirmations of transactions in
Los Angeles Department of Water and Power bonds to distinguish between
bonds secured by revenues of the electric power system and bonds secured
by revenues of the waterworks system.

The Board is of the view that, if securities of a particular issuer are
secured by separate sources of revenue, the source of revenue of the secu-
rities involved in a transaction is a material element of the description of
the securities which should be set forth on customer and inter-dealer con-
firmations. Confirmations of transactions in Los Angeles Department of
Water and Power bonds must therefore indicate whether the securities are
“electric revenue” or “water revenue” bonds.

[*][Currently codified at rule G-15(a)(i}(C){1)(a).]

INTERPRETIVE NOTICE CONCERNING CONFIRMATION
D1SCLOSURE REQUIREMENTS APPLICABLE TO
VARIABLE-RATE MUNICIPAL SECURITIES

December 10, 1980

The Municipal Securities Rulemaking Board has recently received
inquiries concerning the application of the Board’s confirmation disclo-
sure requirements, which are contained in Board rules G-12 and G-15, to
municipal securities with variable or “floating” interest rates.

Rule G-12(c)}(v){E)!"! requires a municipal securities dealer to set forth
on an inter-dealer confirmation a description of the securities which are
the subject of the transaction, including the interest rate. Rule
G-15(a)(1)(E)N" imposes the same requirement with respect to customer
confirmations. The Board is of the view that these provisions require that
the security description appearing on customer and inter-dealer confirma-
tions for securities with variable interest rates include a clear indication
that the interest rates are variable or “floating.”

The Board also notes that due to the variability of the interest rates on
these securities, it is not possible to derive a yield to a future call or matu-
rity date. Therefore, the Board has concluded that the provision of rule G-
15 which requires that customer confirmations for transactions effected at
a dollar price set forth the yield resulting from such dollar price is not
applicable to transactions in variable-rate municipal securities.

[*][Currently codified at rule G-15{a){i){B}(4).]

NoOTICE CONCERNING “ZERO COUPON"” AND
“STEPPED COUPON” SECURITIES
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April 27, 1982

The Municipal Securities Rulemaking Board has recently received
inquiries concerning the application of the confirmation disclosure
requirements of Board rules G-12 and G-15 to transactions in municipal
securities with “zero coupons” or “stepped coupons.” Certain recent new
issues of municipal securities have had several maturities paying 0% inter-
est; securities of these maturities are sold at deep discounts, with the
investor’s return received in the form of an accretion of this discount to par.
Other issues have been sold which have “stepped coupons;” that is, all out-
standing bonds pay the same interest rate each year, with the interest rate
periodically rising, on a pre-established schedule, on all securities yet to be
redeemed. Interested persons have inquired concerning how the descrip-
tion requirements of the rules apply to such securities, and whether the
yield disclosure requirements of rule G-15 apply to confirmations of trans-
actions in such securities for the accounts of customers.

Rule G-12(c}(v)(E) requires a municipal securities dealer to set forth
on an inter-dealer confirmation a description of the securities which are
the subject of the transaction, including the interest rate. Rule
G-15(a)(i)(E)""! imposes the same requirement with respect to customer
confirmations. Further, rule G-15(a)(i)(I1){2)" requires that customer con-
firmations of transactions effected at dollar prices {except for transactions
at par) state the lowest of the resulting yield to call, yield to par option, or
yield to maturity.

A confirmation of a transaction in a “zero coupon” security must state
that the interest rate on the security is “0%.” A customer confirmation of
such a transaction must state the lowest of the yield to call or yield to matu-
rity resulting from the dollar price of the transaction.! The Board believes
that the disclosure of the resulting yield is particularly important on such
transactions, since it provides the only indication to the investor of the
return he or she can expect from the investment.

A confirmation of a transaction in a “stepped coupon” security must
state the interest rate currently being paid on the securities, and must iden-
tify the securities as “stepped coupon” securities. A customer confirmation
of such a transaction must also state the lowest of the yield to call, yield to
par option, or yield to maturity resulting from the dollar price of the trans-
action.? In view of the wide variation in the coupon interest rates that will
be received over the life of a “stepped coupon” security, the Board believes
that the disclosure of yield will assist customers in determining the actual
return to be received on the investment.

In addition to the specific confirmation disclosure requirements of
Board rules G-12 and G-15 discussed above, the Board is of the view that
persons selling such securities to the public have an obligation to ade-
quately disclose the special characteristics of such securities so as to com-
ply with the Board’s fair practice rules. For example, although the details
of the increases to the interest rates on “stepped coupon” securities need
not be provided on confirmations, such information is, of course, material
information regarding the securities, and municipal securities dealers
would be obliged to inform customers about this feature of the securities at
or before the time of trade.

! The Board notes that, upon the effectiveness of Board rule G-33, such yield must be com-
puted on a basis that presumes semi-annual compounding.

2 In the case of both “zero coupon™ and “stepped coupon” securities, if the transaction is
effected in a yield hasis, the confirmation must show the yield price and the resulting dol-
lar price, computed to the lowest of price to premium call, price to par option, or price to
maturity.

[*}[Currently codified at rule G-15(a)(i)(B)(4).]

[t)[Currently codified at rule G-15(a){i)}(A)(5).]

NoTiCE CONCERNING PRICING TO CALL
December 10, 1980

Board rules G-12 on uniform practice and G-15 on customer confir-
mations set forth certain requirements concerning the computations of
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yiclds and dollar prices to premium call or par option features. Both rules
currently require that, in the case of a transaction in callable securities
cffected on the basis of a yield price, the dollar price should be calculated
to the lowest of the price to premium call, price to par option, or price to
maturiry. Further, confirmations of transactions on which the dollar price
has been computed to a call or option feature must state the call date and
price used in the computation. Amendments to rule G-15 which will
become effective on October 1, 1981, generally require that confirmations
of transactions in callable sccurities effected at a dollar price in excess of
par must set forth the lowest of the yield to premium call, yield to par
option, or yield to maturity resulting from such dollar price.!

Since the December 1977 effective dates of rule G-12 and G-15, the
Board has received numerous inquiries concerning these provisions and
their application to different issues of municipal securities. In view of the
general interest in this subject, the Board is issuing this notice to provide
guidance with respect to the general criteria to be used in selecting the
appropriate call feature for yield or dollar price computations.

The requirement for the computation of dollar price to the lowest of
price to premium call, par option, or maturity reflects the long-established
practice of the industry in pricing transactions. This practice assures a cus-
tomer that he or she will realize, at a minimum, the stated yield, even in
the event that a call provision is exercised. The pending amendment to
rule G-15, which requires the presentation of information concerning the
lowest yield on confirmations of dollar price transactions, will provide
investors with the equivalent information on these types of transactions.

In view of the variety of call provisions applicable to different kinds
of municipal securities, there is often uncertainty concerning the selection
of the appropriate call feature for use in the computation of yield or dollar
price. Issues of municipal securities often have several different call fea-
tures, ranging from calls associated with mandatory sinking fund require-
ments to optional calls from the proceeds of a refunding or funds in excess
of debt service requirements. Certain issues have additional call provisions
in the event that funds designated for specific purposes are not expended
or obligations securing the issue are prepaid.? Most of the inquiries which
the Board has received concerning the provisions of rules G-12 and G-15
focus on this question of selection of the call provisions to be used for com-
putation purposes.

The Board is of the view that a distinction should be drawn between
“in whole” call provisions, (i.e., those under which all outstanding securi-
ties of a particular issue may be called) and “in part” call provisions (i.e.,
those under which part of an issue, usually selected by lot or in inverse
maturity or numerical order, may be called for redemption). The Board is
of the view that for computation purposes only “in whole” calls should be
used; sinking fund calls and other “in part” calls should not be used in mak-
ing the computations required by rules G-12 and G-15.

Several inquiries have raised the question of which “in whole” call
should be used in the case of issues which have more than one such call.
The earlier call features of such issues are often subject to restrictions on
the proceeds which may be used to redeem securities (e.g., a restriction
that only unexpended funds from the original issue may be used for
redemption purposes). Since such call features operate as a practical mat-
ter as “in part” calls, the Board is of the view that the “in whole” call fea-
ture which would be exercised in the event of a refunding is the call feature
which should generally be used for purposes of the computation of yields
and dollar prices.

Other concerned persons have inquired regarding the application of
the “pricing to call” requirements in the case of an issue with a sequence
of call dates at gradually declining premiums. The Board believes that, as
a general matter, a trial computation to the first date on which a security
is callable “in whole” at a premium will be sufficient to determine whether
the price to the premium call is the lowest dollar price. However, in the
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rare instance where the price to an intermediate premium call (i.e., a call
in the “middle” of a sequence of calls at declining premiums) is the lowest
dollar price, such price should be used. The Board notes that, in such cas-
es, the structure of the call schedule is sufficiently unusual (e. g., with sharp
declines in the premium amount over a very short period of time) that
dealers should be alerted to the need to take the intermediate calls into
consideration.

Effective December 1, 1980, customer confirmations of transactions in callable sceurities
cffected at a dollar price less than par must set torch the yield to maturity resulting from
such dollar price. Confirmations of Jollar-price transactions in non-callable securitics, or
securities which have been called or prerefunded, must set forth the resulting yield to
maturity {or to the date for redemption of the securities, in the case of called or prere-
funded securities).

Other issues are also callable in the event that the financed project is damaged or
destroyed, or the tax exempt status of the issue is revoked. Since the possibility of such a
call being exercised is extremely remote, and beyond the control of the issuer of the secu-
rities, the Board does not believe that these “catastrophe™ calls need be considered for
computation purposes.

INTERPRETIVE NOTICE CONCERNING YIELD DISCLOSURE REQUIRE-
MENTS FOR PURCHASES FROM CUSTOMERS

September 1, 1981

Certain amendments to Board rule G-15 on customer confirmations
became effective on December 1, 1980. Among other matters, these
amendments require that customer confirmations of transactions effected
on the basis of dollar price, including confirmations of purchases from cus-
tomers, set forth certain yield information concerning the transaction.
Confirmations of dollar price transactions in non-callable securities, or in
callable securities traded at prices below par, must set forth the yield to
maturity resulting from the dollar price. Confirmations of dollar price
transactions in securities which have been called or prerefunded must
show the yield to the maturity date established by the call or prerefunding.
Confirmations of transactions in callable securities traded at dollar prices
in excess of par are exempt from yield disclosure requirements until Octo-
ber 1, 1981; after that date such confirmations must show the lowest of the
yield to premium call, yield to par option, or yield to maturity resulting
from such dollar price.!

Since the effective date of these amendments, the Board has received
several inquiries as to whether all confirmations of purchases from cus-
tomers, including purchases effected at a price derived from a yield price
less a spread or concession, must show the yield resulting from the actual
unit dollar price of the transaction.

The Board is of the view that all confirmations of purchasers from cus-
tomers (except for purchases at par) must set forth the net or effective yield
resulting from the actual unit dollar price of the transaction. The yield dis-
closure on confirmations of purchases from customers is intended to pro-
vide customers with a means of assessing the merits of alternative
investment strategies (such as different possible reinvestment transac-
tions) and the merits of the particular transaction being confirmed. The
Board believes that the disclosure of the net or effective yield (i.e., that
derived from the actual unit dollar price of the transaction) best serves
these purposes.

I Confirmations of transactions effected at a dollar price of par (*100") continue to be
exempt from any yield disclosure requirements.

SENDING CONFIRMATIONS TO CUSTOMERS WHO UTILIZE
DEeALERS TO TENDER PUT OPTION BONDS

September 30, 1985

The Board has received inquiries whether a municipal securities deal-
er must send a confirmation to a customer when the customer utilizes the
dealer to tender bonds pursuant to a put option. Board rule G-15(a)(i)
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requires dealers to send confirmations to customers at or before the com-
pletion of a transaction in municipal securities. The Board believes that
whether a dealer that accepts for tender put bonds from a customer is
engaging in “transactions in municipal securities” depends on whether the
dealer has some interest in the put option bond.

In the situation in which a customer puts back a bond through a
municipal securities dealer either because he purchased the bond from the
dealer or he has an account with the dealer, and the dealer does not have
an interest in the put option and has not been designated as the remar-
keting agent for the issue, there seems to be no “transaction in municipal
securities” between the dealer and the tendering bondholder and no con-
firmation needs to be sent. The Board suggests, however, that it would be
good industry practice to obtain written approval of the tender from the
customer, give the customer a receipt for his bonds and promptly credit the
customer's account. Of course, if the dealer actually purchases the securi-
ty and places it in its trading account, even for an instant, prior to tender-
ing the bond, a confirmation of this sale transaction should be sent.!

If a dealer has some interest in a put option bond which its customer
has delivered to it for tendering, a confirmation must be sent to the cus-
tomer. A dealer that is the issuer of a secondary market put option on a
bond has an interest in the security and is deemed to be engaging in a
municipal securities transaction if the bond is put back to it.

In addition, a remarketing agent, (i.e., a dealer which, pursuant to an
agreement with an issuer, is obligated to use its best efforts to resell bonds
tendered by their owners pursuant to put options) who accepts put option
bonds tendered by customers also is deemed to be engaging in a “transac-
tion in municipal securities” with the customer for purposes of sending a
confirmation to the customer because of the remarketing agent's interest
in the bonds.? The Board’s position on remarketing agents is based upon
its understanding that remarketing agents sell the bonds that their cus-
tomers submit for tendering, as well as other bonds tendered directly to the
trustee or tender agent, pursuant to the put option. The customers and
other bondholders, pursuant to the terms of the issue, usually are paid from
the proceeds of the remarketing agents' sales activities.’

This would apply equally in circumstances in which the dealer has an interest in the put
option bond.

~

Of course, remarketing agents also must send confirmations to those to whom they resell
the bonds.

If these funds are not sufficient to pay tendering bondholders, such bondholders usually
are paid from certain funds set up under the issue's indenture or from advances under the
letter of credit that usually backs the put option.

[

NOTICE CONCERNING CONFIRMATION DISCLOSURE REQUIREMENTS
FOR CALLABLE MUNICIPAL SECURITIES

February 20, 1986

Recently, the Board has received inquiries concerning the application
of its inter-dealer and customer confirmation rules, rules G-12(c) and G-
15(a) respectively, to municipal securities subject to call features. In par-
ticular, the Board has been made aware of instances in which dealers note
one call date and price, usually the first in-whole call, on inter-dealer and
customer confirmations without noting that the call information relates to
the first in-whole call or that the bonds are otherwise callable.

Rules G-12(c) and G-15(a) require that confirmations set forth a
description of the securities, including... if the securities are...
subject to redemption prior to maturity (callable)..., an indica-
tion to such effect...

Thus, municipal securities subject to in-whole or in-part calls must be

described as callable. Rules G-12(c) and G-15(a) also require dealers,
when securities transactions are effected on a yield basis, to set forth a dol-
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lar price that has been computed to the lowest of the price to call, price to
par option, or price to maturity; rule G-15 requires that confirmations of
customer transactions effected on a dollar price disclose a yield in a simi-
lar manner. These rules provide that when a price or yield is calculated to
a call, this must be stated, and the call date and price used in the calcula-
tion must be shown.! These are the only instances in which specific call
features must be identified on a confirmation.

The Board understands that confusion may arise when specific call
features are noted on confirmations without an adequate description of
such information. The Board has determined that confirmations that
include specific call information not required to be included under the
Board's confirmation rules also must include a notation thar other call fea-
tures exist and must provide clarifying information about the noted call,
e.g. “first in-whole call.” These disclosures should be sufficient to ensure
that purchasing dealers and customers will be alerted to the need to obtain
additional information.

The Board cautions dealers to ensure that confirmations of municipal
securities with call features clearly describe the securities as “callable.”
If this information is erroneously noted on the confirmation, purchas-
ing dealers have the right to reclaim the securities under rule

G-12(g)(iii)(C)(3).

In addition, rule G-15(a){iii}(D) [currently codified at rule G-15(a)(i}{C)(2)(a)] requires
a legend to be placed on customer confirmations of transactions in callable securities
which notes that “[additional] call features ... exist ... [that may] affect yield; complete
information will be provided upon request.” [NOTE: revised to reflect subsequent
amendments.]

NoTICE CONCERNING CONFIRMATION, DELIVERY AND
RECLAMATION OF INTERCHANGEABLE SECURITIES

August 10, 1988

In March 1988, the Securities and Exchange Commission approved
amendments to rules G-12 and G-15 concerning municipal securities that
may be issued in bearer or registered form (interchangeable securities).!
These amendments will become effective for transactions executed on or
after September 18, 1988. The amendments revise rules G-12(e) and
G-15(c) to allow inter—dealer and customer deliveries of interchangeable
securities to be either in bearer or registered form, ending the presumption
in favor of bearer certificates for such deliveries. The amendments also
delete the provision in rule G-12(g) that allows an inter-dealer delivery of
interchangeable securities to be reclaimed within one day if the delivery is
in registered form. In addition, the amendments remove the provisions in
rules G-12(c) and G-15(a) that require dealers to disclose on inter-dealer
and customer confirmations that securities are in registered form.

The Board has received inquiries on several matters concerning the
amendments and is providing the following clarifications and interpretive
guidance.

Deliveries of Interchangeable Securities

Several dealers have asked whether the amendments apply to securi-
ties that can be converted from bearer to registered form, but that cannot
then be converted back to bearer form. These securities are “interchange-
able securities” because they originally were issuable in either bearer or
registered form. Therefore, under the amendments, physical deliveries of
these certificates may be made in either bearer or registered form, unless a
contrary agreement has been made by the parties to the transaction.?

The Board also has been asked whether a mixed delivery of bearer and
registered certificates is permissible under the amendments. Since the
amendments provide that either bearer or registered certificates are accept-
able for physical deliveries, a delivery consisting of bearer and registered
certificates also is an acceptable delivery under the amendments.

Rule G-15
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Fees for Conversion

Transfer agents for some interchangeable securities charge fees for
conversion of registered certificates to bearer form. Dealers should be
aware that these fees can be substantial and, in some cases, may be pro-
hibitively expensive. Dealers, therefore, should ascertain the amount of
the fee prior to agreeing to deliver bearer certificates. A dealer may pass on
the costs of converting registered securities to bearer form to its customer.
In such a case, the dealer must disclose the amount of the conversion fee
1o the customer at or prior to the time of trade, and the customer must
agree to pay it.* In addition, rule G-15(a)(iii)(J) requires that the dealer
note such an agreement (including the amount of the conversion fee) on
the confirmation.t The conversion fee, however, should not be included
in the price when calculating the yield shown on the confirmation.’ In
collecting this fee, the dealer merely would be passing on the costs imposed
by a third party, voluntarily assumed by the customer, relating to the form
in which the securities are held. The conversion fee thus is not a necessary
or intrinsic cost of the transaction for purposes of yield calculation.®

Continued Application of the Board’s Automated Clearance Rules

The Board's automated clearance rules, rules G-12(f) and G-15(d),
require book-entry settlements of certain inter-dealer and customer trans-
actions.” The amendments on interchangeable securities address only
physical deliveries of certificates and, therefore, apply solely to transac-
tions that are not required to be settled by book-entry under the automat-
ed clearance rules.

When a physical delivery is permitted under Board rules (e.g., because
the securities are not depository eligible), dealers may agree at the time of
trade on the form of certificates to be delivered. When such an agreement
is made, this special condition must be included on the confirmation, as
required by rules G-12(c){vi)(I) and G-15¢a)(iii)}{}}.8" Dealers, however,
may not enter into an agreement providing for a physical delivery when
book-entry settlement is required under the automated clearance rules, as
this would result in a violation of the automated clearance rules.’

Need for Education of Customers on Benefits of Registered Securities

Dealers should begin planning as soon as possible any internal or oper-
ational changes that may be needed to comply with the amendments. The
Depository Trust Company (DTC) has announced plans for a full-scale
program of converting interchangeable securities now held in bearer form
to registered form beginning on September 18, 1988.1° When possible,
DTC plans to retain a small supply of bearer certificates in interchangeable
issues to accommodate withdrawal requests for bearer certificates.!! The
general effect of the amendments and DTC's policy, however, will make it
difficult for dealers, in certain cases, to ensure that their customers will
receive bearer certificates. Dealers should educate customers who now pre-
fer bearer certificates on the call notification and interest payment bene-
fits offered by registered certificates and dealer safekeeping and advise
them when it is unlikely that bearer certificates can be obtained in a par-
ticular transaction. Dealers safekeeping municipal securities through DTC
on behalf of such customers also may wish to review with those customers
DTC's new arrangements for interchangeable securities.

See SEC Releasc No. 34-25489 (March 18, 1988); MSRB Reports Vol. 8, no. 2 (March
1988), at 3.

The amendments should substantially reduce delays in physical deliveries that result
because of dealer questions about whether specific certificates should be in bearer form.
This efficiency would be impossible if these “one-way" interchangeable securities were
excluded from the amendments since dealers would be required to determine, for each
physical delivery of registered securities, whether the securities are “one-way” intet-
changeable securities.

o

Rule G-17, on fair dealing, requires dealers to disclose all material facts about a transac-
tion to a customer at or before the time of trade. In many cases, the conversion fee is as
much as $15 for each bearer certificate. The Board also has been made aware of some cas-
es in which the transfer agent must obtain new printing plates or print new bearer cer-
tificates to effect a conversion. The conversion costs then may be in excess of several
hundred or a thousand dollars. Therefore, it is important that the customer be aware of
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the amount of the conversion costs prior to agreeing to pay for them.
4 This rule requires thar, in addition to any other information required on the confirma-
tion, the dealer must include “such other information as may be necessary to ensure that
the parties agree on the detatls of the transaction.”
Rule G-15(a)(i)(D[currently cadified ar rule G-15(a)i)(A)(3)] requires the yield of a
customer transacrion to be shown on the contirmarion.

Some customers, for example, may ask dealers to convert registered securities to bearer
form even though the customers also may be willing to accept registered certificates if this
ts more economical.

Rule G-12(0)(ii) requires book-entry settlement of an inter-dealer municipal securities
transaction if both dealers (or their clearing agents for the transaction) are members of a
depository making the securities eligible and the transaction is compared through a reg-
istered securities clearing agency. Rule G-13(d)(iit) requires book-entry serclement of a
customer transaction if the dealer grants delivery versus payment or receipt versus pay-
ment privileges on the transaction and both the dealer and the customer (or the clearing
agents for the transaction) are members of a depository making the securities eligible.
Thesc rules require that, in addition to the other information required on inter-dealer and
customer confirmation, confirmations must include “such other information as may be
necessary to ensure that the partics agree to the details of the transaction.”

o

Of course, dealers may withdraw physical certificates from a depository once a book-entry

delivery is accepted.

10 DTC expects this conversion process to take approximately two years. Midwest Securi-
ties Trust Company and The Philadelphia Depository Trust Company have not yet
announced their plans with regard to interchangeable securities.

' DTC Notice to Participants on Plans for Comprehensive Conversion of Interchangeable

Municipal Bonds to the Registered Form (August 10, 1988).

[¥][Currently codified at rule G-15(a){i)}(A)(8).]

NoTICE CONCERNING STRIPPED COUPON MUNICIPAL SECURITIES
March 13, 1989

In 1986, several municipal securities dealers began selling ownership
rights to discrete interest payments, principal payments or combinations of
interest and principal payments on municipal securities. In 1987, the
Board asked the Securities and Exchange Commission staff whether these
“stripped coupon” instruments are municipal securities for purposes of the
Securities Exchange Act and thus are subject to Board rules. On January
19, 1989, the staff of the Division of Market Regulation of the Commis-
sion issued a letter stating that, subject to certain conditions, these instru-
ments are municipal securities for purposes of Board rules (SEC staff letter).

The Board is providing the following guidance on the application of
its rules to transactions in stripped coupon instruments defined as munic-
ipal securities in the SEC staff letter (stripped coupon municipal securi-
ties). Questions whether other stripped coupon instruments are municipal
securities and questions concerning the SEC staff letter should be direct-
ed to the Commission staff.

Background

A dealer sponsoring a stripped coupon municipal securities program
typically deposits municipal securities (the underlying securities) with a
barred custodian. Pursuant to a custody agreement, the custodian sepa-
rately records the ownership of the various interest payments, principal
payments, or specified combinations of interest and principal payments.
One combination of interest and principal payments sometimes offered is
the “annual payment security,” which represents one principal payment,
with alternate semi-annual interest payments. This results in an annual
interest rate equal to one-half the original interest rate on the securities.!
Stripped coupon municipal securities are marketed under trade names such
as Municipal Tax Exempt Investment Growth Receipts (Municipal
TIGRs), Municipal Receipts (MRs), and Municipal Receipts of Accrual
on Exempt Securities (MUNI RAES).

Application of Board Rules

In general, the Board's rules apply to transactions in stripped coupon
municipal securities in the same way as they apply to other municipal secu-
rities transactions. The Board's rules on professional qualifications and
supervision, for example, apply to persons executing transactions in the
securities the same as any other municipal security. The Board’s rules on
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recordkeeping, quotations, advertising and arbitration also apply to trans-
actions in the securities. Dealers should be aware that rule G-19, on suit-
ability of recommendations, and rule G-30, on fair pricing, apply to
transactions in such instruments.

The Board emphasizes that its rule on fair dealing, rule G-17, requires
dealers to disclose to customers purchasing stripped coupon municipal
securities all material facts about the securities at or before the time of
trade. Any facts concerning the underlying securities which materially
affect the stripped coupon instruments, of course, must be disclosed to the
customer. The Board understands that some stripped coupon municipal
securities are sold without any credit enhancement to the underlying
municipal securities. As pointed out in the SEC staff letter, dealers must
be particularly careful in these cases to disclose all material facts relevant
to the creditworthiness of the underlying issue.

Confirmation Requirements

Dealers generally should confirm transactions in stripped coupon
municipal securities as they would transactions in other municipal securi-
ties that do not pay periodic interest or which pay interest annually.?
A review of the Board's confirmation requirements applicable to the secu-
rities follows.

Securities Descriptions. Rules G-12(c}{v}(E) and G-15(a)(i)(E}"
require a complete securities description to be included on inter-dealer and
customer confirmations, respectively, including the name of the issuer,
interest rate and maturity date.’ In addition to the name of the issuer of the
underlying municipal securities, the trade name and series designation
assigned to the stripped coupon municipal security by the dealer sponsor-
ing the program must be included on the confirmation.* Of course, the
interest rate actually paid by the stripped coupon security (e.g., zero per-
cent or the actual, annual interest rate) must be stated on the confirma-
tion rather than the interest rate on the underlying security.!! Similarly,
the maturity date listed on the confirmation must be the date of the final
payment made by the stripped coupon municipal security rather than the
maturity date of the underlying securities.®

Credit Enhancement Information. Rules G-12(c){vi}(D) and
G-15{a)(ii){D)¥ require confirmations of securities pre-refunded to a call
date or escrowed to maturity to state this fact along with the date of matu-
rity set by the advance refunding and the redemption price. If the under-
lying municipal securities are advance-refunded, confirmations of the
stripped coupon municipal securities must note this. In addition, rules
G-12(c)(v)(E} and G-15(c)(i)(E)" require that the name of any compa-
ny or other person, in addition to the issuer, obligated directly or indirect-
ly with respect to debt service on the underlying issue or the stripped
coupon security be included on confirmations.®

Quantity of Securities and Denominations. For securities that mature in
more than two years and pay investment return only at maturity, rules
G-12{c)(v) and G-15(a){v)"""! require the maturity value to be stated on
confirmations in lieu of par value. This requirement is applicable to trans-
actions in stripped coupon municipal securities over two years in maturi-
ty that pay investment return only at maturity, e.g., securities representing
one interest payment or one principal payment. For securities that pay only
principal and that are pre-refunded at a premium price, the principal
amount may be stated as the transaction amount, but the maturity value
must be clearly noted elsewhere on the confirmation. This will permit such
securities to be sold in standard denominations and will facilitate the clear-
ance and settlement of the securities.

Rules G-12(c)(vi)(F) and G-15(a)(iii }(G)!*!! require confirmations of
securities that are sold or that will be delivered in denominations other
than the standard denominations specified in rules G-12{e)(v} and
G-15(a)(iii)(G)!H1 to state the denominations on the confirmation. The
standard denominations are $1,000 or $5,000 for bearer securities, and for
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registered securities, increments of $1,000 up to a maximum of $100,000.
If stripped coupon municipal securities are sold or will be delivered in any
other denominations, the denomination of the security must be stated on
the confirmation.

Dated Date. Rules G-12(c){(vi)(A) and G-15(a)(iii) (A}""™ require
that confirmations state the dated date of a security if it affects price or
interest calculations, and the first interest payment date if other than semi-
annual. The dated date for purposes of an interest-paying stripped coupon
municipal security is the datc that interest begins accruing to the custodi-
an for payment to the beneficial owner. This date, along with the first date
that interest will be paid to the owner, must be stated on the confirmation
whenever it is necessary for calculation of price or accrued interest.

Original Issue Discount Disclosure. Rules G-12{c){vi)(G) and
G-15(a)(iii)(H)!" require that confirmations identify securities that pay
periodic interest and that are sold by an underwriter or designated by the
issuer as “original issue discount.” This alerts purchasers that the periodic
interest received on the securities is not the only source of tax-exempt
return on investment. Under federal tax law, the purchaser of stripped
coupon municipal securities is assumed to have purchased the securities at
an “original issue discount,” which determines the amount of investment
income that will be tax-exempt to the purchaser. Thus, dealers should
include the designation of “original issue discount” on confirmations of
stripped coupon municipal securities, such as annual payment securities,
which pay periodic interest.

Clearance and Settlement of Stripped Coupon Municipal Securities

Under rules G-12(e)(vi)(B) and G-15(c)(iv){B), delivery of securities
transferable only on the books of a custodian can be made only by the
bookkeeping entry of the custodian.” Many dealers sponsoring stripped
coupon programs provide customers with “certificates of accrual” or
“receipts,” which evidence the type and amount of the stripped coupon
municipal securities that are held by the custodian on behalf of the bene-
ficial owner. Some of these documents, which generally are referred to as
“custodial receipts,” include “assignment forms,” which allow the benefi-
cial owner to instruct the custodian to transfer the ownership of the secu-
rities on its books. Physical delivery of a custodial receipt is not a good
delivery under rules G-12(e) and G-15(a) unless the parties specifically
have agreed to the delivery of a custodial receipt. If such an agreement is
reached, it should be noted on the confirmation of the transaction, as

required by rules G-12(c)(v)(N) and G-15(a)(i)(N)***1,

The Board understands that some stripped coupon municipal securi-
ties that are assigned CUSIP numbers and sold in denominations which
are multiples of $1,000 are eligible for automated comparison and auto-
mated confirmation/affirmation and that some of these instruments also
are eligible for book-entry delivery through registered securities deposito-
ries. The Board reminds dealers that transactions in stripped coupon
municipal securities are subject to the automated clearance requirements
of rules G-12(f) and G-15(d) if they are eligible in the automated clear-
ance systems. Dealers sponsoring stripped coupon programs also should
note that rule G-34(b)(ii) requires CUSIP numbers to be assigned to
stripped coupon municipal securities prior to the initial sale of the securi-
ties to facilitate clearance and settlement.

Written Disclosures in Connection with Sales of Stripped Coupon
Municipal Securities

Dealers sponsoring stripped coupon municipal securities programs
generally prepare “offering circulars” or “offering memoranda” describing
the securities that have been placed on deposit with the custodian, the
custody agreement under which the securities are held, and the tax treat-
ment of transactions in the securities. These documents generally are pro-
vided to all customers purchasing the securities during the initial offering
of the instruments. The Board strongly encourages all dealers selling

Rule G-15
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stripped coupon municipal securitics to provide these documents to their
customers whether the sccurities are purchased during the initial distribu-
tion or at a later time.> Although the marerial information contained in
these documents, under rule G-17, must be disclosed o customers orally if
nat provided in writing prior to the time of trade, the Board believes that
the unusual nature of stripped coupon municipal securities and their tax
treatment warrants special efforts to provide writcen disclosures. Morcover,
if stripped coupon municipal securities are marketed during the under-
writing period of the underlying issue, rule G-32 requires distribution of
the official statement for the underlying issue prior to settlement of the
transaction of the stripped coupon municipal securities.

The Board understands that other types of stripped coupon municipal securities also miay
be otfered with combinations of interest and principal payments providing an interest rate
ditterent than the original interest rate of the securiries.

= Thus, for stripped coupon municipal securities that do not pay periodic interest, rules
G-12(¢)(v) and G-15(a)(v) require confirmations to state the interest rate as zero
and, for customer confirmations, the inclusion of a legend indicating that the customer
will not receive periedic interest payments. [Sce current rule G-15(a){(vi)(D),
G-15(a)(i)(B)(4)a) and G-15(a)(i}D)(1).] Rules G-12(c)(vi}{H) and G-15(a)(iii)(1)
[currently cadified at rule G-15(a)(i )(C)( )(e)] require confirmations of securities pay-
ing annual interest to note this fact.

The complete description consists of all of the following information:

the name of the issuer, interest rate, maturity Jate, and if the securities are limited tax,
subject to redemption prior to maturity (callable), or revenue bonds, an indication to
such effect, including in the case of revenue bonds the type of revenue, if necessary for a
materially complete description of the securities and in the case of any securities, if nec-
essary for a materially complete description of the securitics, the name of any company
or other person in addition to the issuer obligated, directly or indirectly, with respect to
debt service or, if there is more than one such obligor, the statement, “multiple obligors”
may be shown.

1 Trade name and series designation is required under rules G-12(c)(vi)(1) and
G-15(a)(i)(]) [eurrently codified at rule G-15(a)(i)(A)(8)], which state that confirma-
tions, must include all information necessary to ensure l’h‘lt [he parties agree to the details
of the transaction. [See also current rule G-15(a)(i)(B){(1)(a).]

o

Therefore, the maturity date of a stripped coupon mun1c1pal security representing
one interest payment is the date of the interest payment. [See current rule
G-15)(i)(B)(3)(a).]

It should be noted that the SEC staff letter is limited to instruments in which “neither
the custodian nor sponsor additionally will guarantee or otherwise enhance the credit-
worthiness of the underlying municipal security or the >[ripped coupon security.”

7 Under rule> G-12(c)(vi)(B) and G-15(a)(iii)(B) [currently codified at rule
G-15(a)(i){C)(2)(d)] the book-entry-only nature of the securities also must be noted on
the confirmation.

=

The Board understands that these documents generally are available from the dealers
sponsoring the stripped coupon municipal securities program.

[*][Currently codified at rule G-15(a )(')(B) ]
[Fl[Currently codified at rule G-15(a)(i)(B){4)(c).
[$][Currently codified at rule G-15(a)(i)(C)(3)(c).
[#][Currently cudified at rule G-15(a)(i)(C)(1)(b).
[**]  [Currently codified at rule G-15(a){i)(A)(3).]
[T7] [Currently codified at rule G-15(a}(i}A)(7)(b).]
[**#] [Currently codified at rule G-15(a)(i}{B)(5).]

(a)(i){

(a)(i)

]
]
]

[+11] [Currently cadified at rule G-15(a)(i{C)(4)(c).]
[****][Currently codified at rule G-15(a)(i){A)(7)}(c).]

NoTICE CONCERNING CONFIRMATION DISCLOSURE OF
MISCELLANEOUS TRANSACTION CHARGES

May 14, 1990

In recent months, several dealers have requested guidance from the
Board on the appropriate confirmation treatment of miscellaneous charges
added to customer transactions. These inquiries typically relate to small
amounts which some dealers add to the combined extended principal and
accrued interest of a transaction, prior to arriving at the final monies.! In
some cases, the charges are levied for specific services provided as part of
the transaction (e.g., special delivery arrangements, delivery of physical
securities, delivery vs. payment settlement). In other cases, dealers may

Rule G-15
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charge a flat fee characterized simply as a “transaction fee.” These miscel-
lancous fees differ from the commissions charged on agency transactions
in that they are flat amounts and are not compured from the par value of
the transaction.

Rule G-15(a)(iii }(J) requires cach customer confirmation to include,
in addition to the specific items noted in G-15(a), “such other information
as may be necessary to ensure that the parties agree to the details of the
transaction.” Accordingly, the nature and amount of miscellancous
charges must be noted on the confirmation.”

Questions have arisen whether miscellaneous transaction fees also
should be reflected in the yield required to be disclosed on the confirma-
tion under rule G-15(a)(i)(1)." The Board does not believe that it is appro-
priate for these fees to be incorporated in the stated yield. Because such
fees are small, they generally will not significantly affect a customer's
return on investment. To the extent that the minor miscellancous fees
charged in today’s market may be relevant to the customer’s investment
decision, the Board believes that a clear disclosure of the nature and
amount of the fee on the confirmation will provide customers with suffi-
cient information. If the practice of charging that the fees routinely begin
to represent significant factors in customers’ return on investment, the
Board may reconsider this interpretation in favor of placing the charges in
the stated yield.

In purchases from customers, such transaction charges may be subtracted from the monies
owed the customer.

~

The Board also has considered questions relating to periodic charges, such as monthly
charges for safekeeping. A dealer assessing periodic charges to customer accounts, of
course, must reach agreement with the customer on the nature and extent of the charpes
and the services that will be provided in return. However, since periodic charges do not
relate to a specific transaction and may change over time, a dealer’s policy on periodic
charges is not required on the confirmation as a “detail of the transaction.”

[Currently codified at rule G-15(a}{i)(A)(5).] Commissions charged on agency transac-
tions must be included in the )leltl calculation. See [Rule G-15 Interpretive Letter ~
Agency transactions: yield disclosures,] MSRB interpretation of July 13, 1984, MSRB
Manual 3571.33 at 4528. This has led dealers to ask whether miscellaneous transaction
charges should be handled in a similar manner. As noted above, the Board does not
believe that miscellaneous charges should be handled in the same manner as commis-
sions.

[*][Currently codified at rule G-15(a)(i)(AN8).]

NOTICE CONCERNING TRANSACTIONS IN MUNICIPAL
COLLATERALIZED MORTGAGE OBLIGATIONS: RULE G-15

April 8, 1992

The Board has become aware that some municipal issuers recently
have issued securities that are structured as collateralized mortgage oblig-
ations (CMOs). Like the CMOs issued by non-municipal issuers, these
securities represent interest in pools of mortgages and are partitioned into
several classes (or tranches), which are serialized as to priority for redemp-
tion and payment of principal.

Since these “municipal CMOs” are being issued directly by political
subdivisions, agencies or instrumentalities of state or local governments, it
appears that they may be “municipal securities,” as that term is defined
under section 3(a)(29) of the Securities Exchange Act of 1934.! Although
the interest paid on these instruments may be subject to federal taxation,
the Board reminds dealers that transactions in municipal securirties are sub-
ject to Board rules whether those securities are taxable or tax-exempt.
Accordingly, dealers executing transactions in municipal CMOs should
ensure that they are in compliance with all applicable Board rules. For
example, dealers should ensure that all Board requirements regarding pro-
fessional qualifications and recordkeeping are observed.?

Because the interest and principal payment features of municipal
CMOs are very different from those of traditional municipal bonds, deal-
ers should take care to ensure that all Board rules designed for the protec-
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tion of customers are observed. This includes ensuring that: (i) all mater-
ial facts about each transaction are disclosed to the customer, in compli-
ance with rule G-17; (ii) each transaction recommended to a customer is
suitable for the customer, in compliance with rule G-19; and (iii) the price
of each customer transaction is fafand reasonable, in compliance with
rule G-30. With respect to the material facts that should be disclosed to
customers, dealers should ensure that customers are adequately informed
of the likelihood of “prepayment” of principal on the securities and the
likelihood of the securities being redeemed substantially prior to the stat-
ed maturity date. If the amount of principal that will be delivered to the
customer differs from the “face” amount to be delivered, the customer also
should be informed of this fact, along with the amount of the principal
that will be delivered.

The Board also has reviewed the requirements of rule G-15{a)(i)(I)
with respect to confirmation disclosure of “yield to maturity” or “yield to
call” on customer confirmations in these securities. Because CMOs typi-
cally pay principal to holders prior to maturity and because the actual dura-
tion of the securities often varies significantly from the stated maturity, the
Board has interpreted rule G-15(a) not to require a statement of yield for
transactions in municipal CMOs. A dealer that decides to voluntarily
include a statement of “yield” on a confirmation for these securities must
also disclose on the confirmation the method by which yield was comput-
ed. This will help to avoid the possibility of the customer misunderstand-
ing the yield figure if he should use it to compare the merits of alternative
investments.

The Board will be monitoring municipal CMOs and will adopt spe-
cific rules for the instruments in the future if this appears to be necessary.

1 Of course, whether any instrument is a municipal security is a matter to be determined
by the Securities and Exchange Commission.

In addition, as noted above, the interest paid on these instruments may be subject to fed-
eral taxation. If the securities are identified by the issuer or sold by the underwriter as sub-
ject to federal taxation, rules G-12(c) and G-15(a) require confirmations to contain a
designation to that effect.

[#][Currently codified at rule G-15(a)(i)(A}(5).]

~

NoTICE CONCERNING USE OF THE OASYS GLOBAL TRADE
CONFIRMATION SYSTEM TO SATISFY RULE G-15(a)

June 6, 1994

Rule G-15(a) requires that, at or before the completion of a transac-
tion in municipal securities with or for the account of a customer, each bro-
ker, dealer or municipal securities dealer (dealers) shall give or send to the
customer “a written confirmation of the transaction” containing specified
information. Securities Exchange Act Rule 10b-10 states similar confir-
mation requirements for customer transactions in securities other than
municipal securities. In December 1992, Thomson Financial Services, Inc.
(Thomson) asked the Securities and Exchange Commission (Commis-
sion) to allow dealers to use Thomson’s OASYS Global system for deliv-
ering confirmation under Rule 10b-10. In October 1993, the Commission
staff provided Thomson with a “no-action” letter stating that, if OASYS
Global system participants agree between themselves to use the system’s
electronic “contract confirmation messages” (CCMs) instead of hard-copy
confirmations and if certain other requirements are met the Commission
staff would not recommend enforcement action to the Commission if bro-
ker-dealers rely on CCMs sent through the OASYS Global system to sat-

isfy the requirements to confirm a transaction under Rule 10b-10.?

Thomson has asked the Board for an interpretation of rule G-15(a)
that would allow dealers to use the OASYS Global system for municipal
securities transactions to the same extent as dealers are allowed to usc the
system to comply with Rule 10b-10. The Board believes that the speed and
efficiencies offered by electronic confirmation delivery are of benefit to
the municipal securities industry, especially in light of the move to T+3

R U L E

119

B 0 O K

settlement. Therefore, the Board has interpreted the requirement in rule
G-15(a) to provide customers with a written confirmation to be satisfied
by a CCM sent through the OASYS Global system when the following
conditions are met: (i) the customer and dealer have both agreed to use the
QASYS Global system for purposes of confirmation delivery; (i) the CCM
includes all information required by rule G-15(a); and (iii) all other applic-
able requirements and conditions concerning the OASYS Global system
expressed in the Commission's October 8, 1993 no-action letter concern-
ing Securities Exchange Act Rule 10b-10 continue to be met.}

The other requirements contained in the Commission's no-action letter are as follows:
(i) that the CCM:s can be printed or downloaded by the participants, (i) that the recip-
ient of a CCM must respond through the system affirming or rejecting the trade, (iii) that
the CCMs will not be automatically deleted by the system, and {iv) that the use of the
system by the participants ensures that both parties to the transaction have the capacity
to receive the CCMs.

2 The Commission’s October 8, 1993 no-action letter is reprinted in MSRB Reports, Vol.

14, No. 3 (June 1994) at 38-39.

3 The Board understands that Thomson’s OASYS Global system is not at this time a reg-
istered securities clearing agency and is not linked with other registered securities clear-
ing agencies for purposes of automated confirmation/acknowledgement required under
rute G-15(d). Thus, under these circumstances, use of the OASYS Global system will not
constitute compliance with rule G-15(d) on automated confirmation/acknowledgement.

NoTice CONCERNING FLAT TRANSACTION FEES
June 13, 2001

The MSRB has received inquiries regarding an interpretation of rule
G-15(a) from dealers who offer automated execution of transactions and
charge a small, flat “transaction fee” per transaction. These dealers asked
whether a $15.00 flat fee qualifies as a miscellaneous transaction charge.

Rule G-15(a) sets out confirmation requirements for transactions with
customers and specifies that dealers include a yield on the confirmation.
In computing yield, G-15(a)(i)(A)(5){c)(iii) states that such “computa-
tions shall take into account ... commissions charged to the customer ...
but shall nor take into account incidental transaction fees or miscellaneous
charges, provided, however, that ... such fees or charges [are] indicated on
the confirmation.”

In a May 14, 1990 Notice Concerning Confirmation Disclosure of
Miscellaneous Transaction Charges,' the MSRB reminded dealers that
clear disclosure of the nature and amount of miscellaneous fees is required.
The notice stated that these fees should not be incorporated into the stat-
ed yield because they are small and do not significantly affect a customer’s
return on investment, as shown in the yield. The notice also stated that
miscellaneous fees differ from commissions because they are flat amounts,
and, unlike the common practice used in computing commissions for
agency transactions, are not related to the par value of the transaction.

The dealers who contacted the MSRB will charge a flat transaction
fee of $15.00 for trades executed through an automated trading system.
Since this fee is relatively small and unrelated to the par value of the trans-
action, the MSRB believes that the transaction fee should be considered
a miscellaneous transaction fee. Therefore the fee would not have to be
incorporated into the stated yield, but would need to be separately dis-
closed on the confirmation.

1 See Rule G-15 Interpretation - Notice Concerning Confirmation Disclosure of Miscella-
neous Transaction Charges, May 14, 1990, MSRB Rule Book (January 1, 2001) at 108.

See also:

Rule G-12 Interpretations — Notice of Interpretation of Rules G-12(e)
and G-15(c) on Deliveries of Called Securities — Definition of
“Publication Date”, October 20, 1986.

— Notice on Determining Whether Transactions Are Inter-Dealer
or Customer Transactions: Rules G-12 and G-15, May 1988.

Rule G-15
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Rule G-17 Interpretations — Altering the Settlement Date on Transac-
tions in “When-Issued” Securities, Fcbruary 26, 1985.

- Notice Concerning the Application of Board Rules to Put Option

Bonds, September 30, 1985.

— Notice Concerning Disclosure of Call Information to Customers

of Municipal Securities, March 4, 1986.
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Rules G-17, G-12 and G-15, September 21, 1987.

- Educational Notice on Bonds Subject to “Detachable” Call Fea-
tures, May 13, 1993.

Rule G-32 Interpretation — Notice Regarding Electronic Delivery and

Receipt of Information by Brokers, Dealers and Municipal Securi-

ties Dealers, November 20, 1998.

— Notice of Interpretation on Escrowed-to-Maturity Securities:

Interpretive Letters

Callable securities: “catastrophe” calls.
This will acknowledge receipt of your letter dat-
ed October 20, 1977 which has been referred to
me for reply. In your letter you request an inter-
pretation of the provisions in rules G-12 and
G-15 requiring that the dollar price for transac-
tions in callable securities effected on a yield
basis be priced to the lower of price to call ot
price to maturity. (See rules G-12(c)(v)(I) and
G-15(a)(viii))I".

At its meeting held October 25-26, 1977,
the Board confirmed that the requirements in
tules G-12 and G-15 relating to pricing to call
do not include “catastrophe” calls, that is, calls
which occur as a result of events specified in the
bond indenture which are beyond the control of
the issuer. MSRB interpretation of November 7,
1977.

[*][Currently codified at rule G-15(a)(i)(A)(5).]

Callable securities: disclosure. [am writ-
ing in response to your letter of August 17, 1982,
concerning the requirements of Board rules
G-12(c)(v)(E) and G-15(a)(v) concerning
securities descriptions set forth on confirma-
tions. In your letter you note that certain
descriptive details are required to be disclosed
on the confirmation only “if necessary for a
materially complete description of the securi-
ties,” and you inquire whether information as to
a security’s callability is one of these details.

Rules G-12(c){v){E) and G-15(a)(v)"

require confirmations to set forth a

description of the securities, including at a
minimum the name of the issuer, interest
rate, maturity date, and if the securities are
limited tax, subject to redemption prior to
maturity (callable) or revenue bonds, an
indication to such effect, including in the
case of revenue bonds the type of revenue,
if necessary for a materially complete descrip-
tion of the securities, and in the case of any
securities, if necessary for a materially complete
description of the securities, the name of any
company or other person in addition to the
issuer obligated, directly or indirectly, with
respect to debt service or, if there is more
than one such obligor, the statement ‘mul-
tiple obligators’ may be shown.

Rule G-15

(emphasis added)

As you can see, the phrase “if necessary for a
materially complete description of the securi-
ties” modifies only the requirements for disclo-
sure of “the type of revenue,” or... disclosure of
“the name of any company or other person
obligated ... with respect to debt service...,” and
does not modify the requirements for disclosure
of the other listed information. Both rules,
therefore, deem information as to the “name of
the issuer, interest rate, maturity date and if the
securities are limited tax, subject to redemption
prior to maturity (callable) or revenue bonds” to
be necessarily material and subject to disclosure
on the confirmation. In the specific case which
you cite, that of a security with an “in-part”
sinking fund call feature, the confirmation of a
transaction in such security would be required
to identify the security as “callable.” MSRB
interpretation of August 23, 1982.

[*l{Currently codified at rules G-15(a)(i)(B) and G-
15(a)(i)(C}]

Callable securities: extraordinary manda-
tory redemption features. | am writing in
response to your letter of February 15, 1983
regarding the confirmation disclosure require-
ments applicable to municipal securities which
are subject to extraordinary mandatory redemp-
tion features. In your letter you inquire whether
such securities need be identified as “callable”
securities on the confirmation. You also inquire
as to the relationship between an extraordinary
mandatory redemption feature and a “catastro-
phe call” feature, and the disclosure require-
ments applicable to the latter type of provision.

An extraordinary mandatory redemption
feature, in my understanding, is a call provision
under which an issucr of securities would be
obliged to call all or a part of an issue if certain
stated unexpected events occur. For example,
many of the recent mortgage revenue issues
have extraordinary mandatory redemption pro-
visions under which securities would be called if
a portion of the proceeds of the issue has not
been used to acquire mortgages by a certain stat-
ed date, or if moneys received from principal
prepayments have not been used to acquire new
mortgages by a certain period following receipt
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of the prepayment. In general, securities which
are subject to extraordinary mandatory redemp-
tion provisions must be identified as “callable”
securities on any confirmation. Extraordinary
redemption provisions would not, however, be
used for purposes of computing a yield or dollar
price.

One specific type of extraordinary manda-
tory redemption provision is what has been
colloquially termed a “catastrophe” or “calami-
ty” call provision. Under this type of provision
the issuer of securities would be obliged to call
all or part of an issue if the financed project is
destroyed or damaged by some catastrophe
(e.g., by fire, flood, lightning or other act of
God) or if the tax exempt status of the issue
is negated. The Board has previously expressed
the view that securities which are callable
solely under this type of “catastrophe” call pro-
vision, and are not otherwise callable, need not
be designated as “callable” securities on a
confirmation.

In summary, therefore, securities which are
subject to extraordinary mandatory redemption
provisions other than “catastrophe” call provi-
sions must be identified as “callable” securities
on confirmations. MSRB interpretation of Febru-
ary 18, 1983.

Original issue discount, zero coupon secu-
rities: disclosure of, pricing to call feature.
I am writing in response to your inquiry in our
recent telephone conversation regarding the
application of Board rules to the recent original
issue discount and “zero coupon” new issues of
municipal securities. In particular, you indicated
that these types of securities are often subject
to somewhat unusual call provisions, and
you inquired as to the application to these
types of securities of Board rules concerning
the disclosure of call provisions and the use
of such call provisions in dollar price and yield
computations.

Subsequent to our conversation, [ obtained
several examples of these call provisions, which
were provided to the Board in connection with
your inquiry. In the first of these examples,
involving an original issue discount security, the
call provision commences ten years after
issuance, with the redemption price initially set
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at 90 and increasing by 2 points every three
years, reaching a redemption price of 100 twen-
ty-five years after issuance. In the second exam-
ple, involving a “zero coupon” security, the call
provision commences ten years after issuance;
the redemption price is based on the compound
accreted value of the security (plus a stated
redemption premium for the first five years of the
call provision), with certain of the securities ini-
tially redeemable at an approximate dollar price

of 18.

As you know, the call provisions on “zero
coupon” and original issue discount securities are
one of the special characteristics of such securi-
ties, but are not, by any means, the sole special
characteristic. The Board is of the view that
municipal securities brokers and dealers selling
such securities are obliged, under Board rule G-
17 as well as under the anti-fraud rules under the
Securities Exchange Act, to disclose to cus-
tomers all material information regarding such
special characteristics. As the Board stated in its
April 27, 1982 “Notice Concerning ‘Zero
Coupon’ and ‘Stepped Coupon’ Securities,”

persons selling such securities to the public
have an obligation to adequately disclose
the special characteristics of such securities
so as to comply with the Board’s fair practice
rules.

Therefore, in selling an original issue discount or
“zero coupon” security to a customer, a dealer
would be obliged to disclose, among other mat-
ters, any material information with respect to the
call provisions of such securities.

I note also that Rule G-15 requires customer
confirmations of transactions in callable securi-
ties to indicate that the securities are “callable,”
and to contain a legend stating, in part, that
information concerning the call provisions of
such securities will be made available upon the
customer’s request. Customer confirmations of
transactions in callable original issue discount or
“zero coupon” securities would have to contain
such a legend, in addition to the designation
“callable,” and the details of the call provisions
of such securities would have to be provided to
the customer in writing upon the customer’s
request.

The requirement under rules G-12 and G-15
for the computation of dollar price and (under
rule G-15) yield to a call or option feature would
apply to a transaction in an original issue dis-
count or “zero coupon” security. Therefore, if the
dollar price to the call on a transaction in such
securities is lower than the price to maturity, such
dollar price should be used. In the case of cus-
tomer confirmations, if the yield to call on a
transaction in such securities is lower, such yield
must be shown. As you noted in our conversa-
tion, in view of the redemption price structure of
the call provisions on such securities, the price or
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yield to call on a particular transaction might be
lower than the price or yield to maturity, even
though the transaction is effected at a price below
par. Since heretofore the industry has been accus-
tomed to call provisions at prices at or above par,
industry members may wish to pay particular
attention to the processing of transactions in
original issue discount or “zero coupon” securities
with these unusual types of call provisions, to
ensure that the dollar price or yield of such trans-
actions is not inadvertently overstated due to a
failure to check the price or yield to call. MSRB
interpretation of June 30, 1982.

Callable securities: pricing to call. Your
letter dated May 1, 1978 concerning the pricing
to call provisions of rules G-12 and G-15 has
been referred to me for response. In your letter,
you request clarification of the application of
such provisions to a situation in which securities
have been prerefunded and the escrow fund is to
be held to the maturity date of the securities. We
understand that the securities in question are
part of a term issue, sold on a yield basis, and are
subject to a mandatory sinking fund call begin-
ning two years prior to maturity.

Under rules G-12 and G-135, the dollar price
of a transaction effected on a yield basis must be
calculated to the lowest of price to premium call
price to par option or price to maturity. The cal-
culation of dollar price to a premium call or par
option date should be to that date at which the
issuer may exercise an option to call the whole of
a particular issue or, in the case of serial bonds, a
particular maturity, and not to the date of a call
in part.

Accordingly, the calculation of the dollar
price of a transaction in the securities in your
example should be made to the maturity date.
The existence of the sinking fund call should,
however, be disclosed on the confirmation by an
indication that the securities are “callable.” The
fact that the securities are prerefunded should
also be noted on the confirmation. MSRB inter-
pretation of June 8, 1978.

Callable securities: pricing to call. Your
letter, dated January 25, 1979 has been referred
to me for response. In your letter, you raise a
question regarding pricing of callable securities
under rules G-12 and G-15. Specifically, you
inquire as to how the dollar price should be cal-
culated for transactions in a particular issue of
{Name of bond deleted] bonds. The terms of the
issue provide in pertinent part that the securities
are subject to redemption prior to maturity on or
after October 1, 1984, at declining premiums,
from the proceeds of prepayments of mortgage
loans (the “1984 call feature”).

As you know, Board rules G-12 and G-15
require that
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...where a transaction is effected on a yield
basis, the dollar price shall be calculated to
the lowest of price to premium call, price to
par option, or price to maturity...

As an interpretive matter, the Board has adopt-
ed the position that the calculation of dollar
price to a premium call or par option date should
be to that date at which the issucr may exercise
an option to call the whole of a particular issue
or, in the case of serial bonds, a particular matu-
rity, and not to the date of a call in part.

With respect to your question, the Board is
of the view that the dollar price for transactions
involving the securities in question should not
be calculated to the 1984 call feature. The Board
bases its conclusion on (1) the fact that it is
extremely unlikely as a practical matter that the
call would be exercised as to all or even a signif-
icant part of the issue (that is, it is much more
likely to operate in practice as an “in part” call)
and (2) the exercise of the 1984 call feature
would depend on events which are not subject
to the control of the issuer. | note that the Board
cited this as the reason for not utilizing “cata-
strophe call” features for purposes of price calcu-
lation. MSRB interpretation of March 9, 1979.

Callable securities: pricing transactions on
construction loan notes. [ am writing in
response to your letter of February 3, 1984 con-
cerning the application of certain of the confir-
mation requirements of Board rules G-12 and
G-15 to transactions in construction loan notes.
In your letter you note that both rules require
that the confirmation of a transaction in callable
securities effected on a yield basis set forth a dol-
lar price that has been computed to the lowest of
the price to the call, the price to the par option,
or the price to maturity of the securities; rule
G-15 requires that customer confirmations
effected on a dollar price basis state the resulting
yield computed to the lowest of the yield to call,
to the par option, or to maturity. You inquire
how these comparative calculation requirements
would apply to a confirmation of a transaction in
construction loan notes, which generally are
callable “in whole" six months priot to the stat-
ed maturity date at par.

Your inquiry was referred to a committee of
the Board which has responsibility for interpret-
ing the Board’s confirmation rules; that commit-
tee has authorized my sending you this response.
The committee notes that a Board interpretive
notice of December 1980, which discussed the
types of call features which should be used for
purposes of the comparative calculation require-
ments, stated clearly that these requirements
would apply to a transaction in a callable securi-
ty if the issue of which the security is a part is
callable “in whole” and if there is no restriction
on the source of the funds which may be used to
exercise the call. Since the call feature applica-

Rule G-15
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ble to issues of construction loan notes is this
type of “in whole” call feature, the committee is
of the view that the comparative calculation
requirements would apply. The confirmation of
a transaction in a construction loan note effect-
ed on a yield basis, therefore, should state a dol-
lar price computed to the lower of the price to
this call feature or the price to maturity. Simi-
larly, a customer confirmation of a transaction
in these securities effected on a dollar price basis
should set forth a yield to the lower of the yield
to this call feature or a yield to maturity. MSRB
interpretation of March 5, 1984.

Callable securities: pricing to call and
extraordinary mandatory redemption fea-
tures. This is in response to your November 16,
1983, letter concerning the application of the
Board's rules to sales of municipal securities that
are subject to extraordinary redemption fea-
tures.

As a general matter, rule G-17 of the Board's
rules of fair practice requires municipal securities
brokers and dealers to deal fairly with all persons
and prohibits them from engaging in any decep-
tive, dishonest, or unfair practice. The Board has
interpreted this rule to require, in connection
with the purchase from or sale of a municipal
sccurity to a customer, that a dealer must disclose,
at or before the time the transaction occurs, all
material facts concerning the transaction and not
omit any material facts which would render oth-
er statements misleading. The fact that a security
may be redeemed “in whole,” “in part,” or in
extraordinary circumstances prior to maturity is
essential to a customer’s investment decision
about the security and is one of the facts a dealer
must disclose prior to the transaction. It should
be noted that the Board has determined that cer-
tain items of information must, because of their
materiality, be disclosed on confirmations of
transactions. However, a confirmation is not
received by a customer until after a transaction is
effected and is not meant to take the place of oral
disclosure prior to the time the trade occurs.

You ask whether, for an issue which has
more than one call feature, the disclosure
requirements of MSRB rule G-15 would be bet-
ter served by merely stating on the confirmation
that the bonds are callable, instead of disclosing
the terms of one call feature and not another.
Board rule G-15, among other things, prescribes
what items of information must be disclosed on
confirmations of transactions with customers.!
Rule G-15(a}{(i)(E)"! requires that customer
confirmations contain a materially complete
description of the securities and specifically
identifies the fact that securities are subject to
redemption prior to maturity as one item that
must be specified. The Board is of the view that
the fact that a security may be subject to an “in
whole” or “in part” call is a material fact for an

Rule G-15
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individual making an investment decision about
the securities and has further required in rule
G-15(a)(iii)(D)'" that confirmations of transac-
tions in callable securities must state that the
resulting yield may be affected by the exercise of
a call provision, and that information relating
to call provisions is available upon request.?

With respect to the computation of yields
and dollar prices, rule G-15(a)(i)(I)* requires
that the yield and dollar price for the transaction
be disclosed as the price (if the transaction is
done on a yield basis) or yield (if the transaction
is done on the basis of a dollar price) calculated
to the lowest price or yield to call, to par option,
or to maturity. The provision also requires, in
cases in which the resulting dollar price or yield
shown on the confirmation is calculated to call
or par option, that this must be stated and the
call or option date and price used in the calcula-
tion must be shown. The Board has determined
that, for purposes of making this computation,
only “in whole” calls should be used.’ This
requirement reflects the longstanding practice of
the municipal securities industry and advises a
purchaser what amount of return he can expect
to realize from the investment and the terms
under which such return would be realized.

You also ask whether it is reasonable to infer
from the discharge of one call feature that no
other call features exist. As discussed above, the
Board requires a customer confirmation to dis-
close, when applicable, that a security is subject
to redemption prior to maturity and that the call
feature may affect the security’s yield. This
requirement applies to securities subject to either
“in whole” or “in part” calls. Moreover, as noted
earlier, because information concerning call fea-
tures is material information, principles of fair
dealing embodied by rule G-17 require that these
details be disclosed orally at the time of trade.

By contrast, identification of the first “in-
whole” call date and its price must be made only
when they are used to compute the yield or
resulting dollar price for a transaction. This dis-
closure is designed only to advise an investor
what information was used in computing the
lowest of yield or price to call, to par option, or
to maturity and is not meant to describe the
only call features of the municipal security.

In addition, in the case of the sale of new
issue securities during the underwriting period,
Board rule G-32 requires that ... a copy of the
final official statement, if any, must be provided
to the customer.! While the official statement
would describe all call features of an issue, it must
be emphasized that delivery of this document
does not relieve a dealer of its obligation to
advise a customer of material characteristics and
facts concerning the security at the time of trade.

Finally, you ask whether the omission of
this or other call features on the confirmation is
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a material omission of the kind which would be
actionable under SEC rule 10b-5. The Board is
not empowered to interpret the Securities
Exchange Act or rules thereunder; that respon-
sibility has been delegated ro the Securities and
Exchange Commission. We note, however, that
the failure to disclose the existence of a call fea-
ture would violate rule G-15 and, in egregious
situations, also may violate rule G-17, the
Board's fair dealing rule. MSRB interpretation of
February 10, 1984.

Similar requirements are specified in rule G-12 for con-
firmations of inter-dealer transactions.
2 The rule states that this requirement will be satisfied by
placing in footnote or otherwise the statement:
“[Additional] call features ... exist [that may] affect
yield; complete information will be provided upon
request.”
See [Rule G-15 Interpretation — Notice Concerning
Pricing to Call.} December 10,1980 ... at 9 3571.
+ The term underwriting period is defined in rule G-11 as:
the period commencing with the first submission to a
syndicate of an order for the purchase of new issue
municipal securities or the purchase of such securities
from the issuer, whichever first occurs, and ending at
such time as the issuer delivers the securities to the
syndicate or the syndicate no longer retains an unsold
balance of sccurities, whichever last occurs.

[*]{Currently codified at rule G-15(a){i}(C).]
[t][Currently codified at rule G-15(a)(i}(C)(2)(a).]
[F){Currently codified at rule G-15{a){i}(A)(5).]
NOTE: Revised to reflect subsequent amend-
ments.

Calculation of price and yield on continu-
ously callable securities. This will respond to
your letrer of May 30, 1989, relating to the cal-
culation of price and yield in transactions
involving municipal securities which can be
called by the issuer at any time after the first
optional “in-whole” call date. The Board
reviewed your letter at its August 1989 meeting
and has authorized this response.

Rules G-12(c) and G-15(a) govern inter-
dealer and customer confirmations, respectively.
For transactions executed on a yield basis, rules
G-12(c){v)(1) and G-15(a)(v}{I)'l require the
dollar price computed from yield and shown on
the confirmation to be computed to the lower
of call or maturity. The rules also require the call
date and price to be shown on the confirmation
when securities are priced to a call date.

In computing price to call, only “in-whole”
calls, of the type which may be exercised in the
event of a refunding, should be used.! The
“in-whole” call producing the lowest price must
be used when computing price to call. If there is
a series of “in-whole” call dates with declining
premiums, a calculation to the first premium call
date generally will produce the lowest price to
call. However, in certain circumstances involv-
ing premiums which decline steeply over a short
time, an “intermediate” call date—a date on

¥,

|

Y



—
—

W MsrB

which a lower premium or par call becomes
operative—may produce the lowest price. Deal-
ers must calculate prices to intermediate call
dates when this is the case.? Identical rules gov-
ern the computation and display of yield to call
and yield to maturity, as required on customer
confirmations under rule G-15(a).

The issues that you describe are callable at
declining premiums, in part or in whole, at any
time after the first optional call date. There is
no restriction on the issuer in exercising a call
after this date except for the requirement to give
30 to 60 days notice of the redemption. Since
this “continuous” call provision is an “in-whole”
call of the type which may be used for a refund-
ing, it must be considered when calculating
price or yield.

The procedure for calculating price to call
for these issues is the same as for other securities
with declining premium calls. Dealers must take
the lowest price possible from the operation of
an “in-whole” call feature, compare it to the
price calculated to maturity and use the lower of
the two figures on the confirmation. For settle-
ment dates prior to the first “in-whole” call, it
generally should be sufficient to check the first
and intermediate call dates (including the par
call), determine which produces the lowest
price, and compare that price to the price cal-
culated to maturity. For settlement dates occut-
ring after the first “in-whole” call date, it must
be assumed that a notice of call could be pub-
lished on the day after trade date, which would
result in the redemption of the issue 31 days
after trade date.> The price calculated to this
possible redemption date should be compared to
prices calculated to subsequent intermediate
call dates and the lowest of these prices used as
the price to call. The price computed to call
then can be compared to the price computed to
maturity and the lower of the two included on
the confirmation. If a price to call is used, the
date and redemption price of the call must be
stated. Identical procedures are used for com-
puting yield from price for display on customer
confirmations under rule G-15(a).

You also have asked for the Board's inter-
pretation of two official statements which you
believe have a continuous call feature and ask
whether securities with continuous call features
typically are called between the normal coupon
dates. The Board’s rulemaking authority does
not extend to the interpretation of official state-
ments and the Board does not collect informa-
tion on issuer practices in calling securities.
Therefore, the Board cannot assist you with
these inquiries. MSRB Interpretation of August
15, 1989.

' The parties to a transaction may agree at the time of
trade to price securities to a date other than an
“in-whole” call date or maturity. If such an agreement is

M S R B R U L E

reached, if must be noted on the confirmation.
2 See [Rule G-15 Interpretation - |Notice Concerning
Pricing to Call, December 10, 1980, MSRB Manual para-
graph 3571,
If a notice of call for the entire issue occurs on or prior to
the trade date, delivery cannot be made on the transac-
tion and it must be worked out or arbitrated by the par-

ties. See rules G-12(e){x)(B) and G-15(c}(viii)}{B).
[*)[Currently codified at rule G-15¢a)(iX(A)(5)(c) ]

Callable securities: pricing to mandatory
sinking fund calls. This is in response to your
February 21, 1986 letter concerning the applica-
tion of rule G-15(a) regarding pricing to prere-
funded bonds with mandatory sinking fund calls.

You give the following example:

Bonds, due 7/1/10, are prerefunded to
7/1/91 at 102. There are $17,605,000 of these
bonds outstanding. However, there is a manda-
tory sinking fund which will operate to call
$1,000,000 of these bonds at par every year from
7/1/86 to 7/1/91. The balance ($11,605,000)
then will be redeemed 7/1/91 at 102. If this bond
is priced to the 1991 prerefunded date in today’s
market ata 6.75 yield, the dollar price would be
approximately 127.94. However, if this bond is
called 7/1/86 at 100 and a customer paid the
above price, his/her yield would be a minus 52
percent (-52%) on the called portion.

You state that the correct way to price the
bond is to the 7/1/86 par call at a 5% level
which equates to an approximate dollar price of
102.61. The subsequent yield to the 7/1/91 at
102 prerefunded date would be 12.33% if the
bond survived all the mandatory calls to that
date. You note that a June 8, 1978, MSRB inter-
pretation states, “the calculation of dollar price
to a premium call or par option date should be
to that date at which the issuer may exercise an
option to call the whole of a particular issue or,
in the case of serial bonds, a particular maturity,
and not to the date of a call in-part.” You
believe, however, that, as the rule is presently
written, dealers are leaving themselves open for
litigation from customers if bonds, which are
trading at a premium, are not priced to the
mandatory sinking fund call. You ask that the
Board review this interpretation.

Your letter was referred to a Committee of
the Board which has responsibility for interpret-
ing the Board's fair practice rules. That Com-
mittee has authorized this response.

Rule G-15(a)(i)(I)!"! requires that on cus-
tomer confirmations the yield and dollar price
for the transaction be disclosed as the price (if
the transaction is done on a yield basis) or yield
(if the transaction is done on the basis of the
dollar price) calculated to the lowest price or
yield to call, to par option, or to maturity. The
provision also requires, in cases in which the
resulting dollar price or yicld shown on the con-
firmation is calculated to call or par option, that
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this must be stated and the call or option date
and price used in the calculation must be shown.
The Board has determined that, for purposes of
making this computation, only “in-whole” calls
should be used.! This requirement reflects the
longstanding practice of the municipal securi-
ties industry that a price calculated to an
“in-part” call, such as a sinking fund call, is not
adequate because, depending on the probability
of the call provision being exercised and the
portion of the issue subject to the call provision,
the effective yield based on the price to a sink-
ing fund date may not bear any relation to the
likely return on the investment.

Rule G-15(a)(i)(1) applies, however, only
when the parties have not specified that the
bonds are priced to a specific call date. In some
circumstances, the parties to a particular trans-
action may agree that the transaction is effected
on the basis of a yield to a particular date, e.g.
put option date, and that the dollar price will be
computed in this fashion. If that is the case, the
yield to this agreed upon date must be included
on confirmations as the yield at which the trans-
action was effected and the resulting dollar price
computed to that date, together with a state-
ment that it is a “yield to [date].” In an August
1979 interpretive notice on pricing of callable
securities, the Board stated that, under rule
(G-30, a dealer pricing securities on the basis of
ayield to a specified call feature should take into
account the possibility that the call feature may
not be exercised.? Accordingly, the price to be
paid by the customer should reflect this possi-
bility, and the resulting yield to maturity should
bear a reasonable relationship to yields on sccu-
rities of similar quality and maturity. Failure to
price securities in such a manner may constitute
a violation of rule G-30 since the price may not
be “fair and reasonable” in the event the call
feature is not exercised. The Board also noted
that the fact that a customer in these circum-
stances may realize a yield in excess of the yield
at which the transaction was effected does not
relieve a municipal securities dealer of its
responsibilities under rule G-30.

Accordingly, the calculation of the dollar
price of a transaction in the securities in your
example, unless the parties have agreed other-
wise, should be made to the prerefunded date.
Of course, under rule G-17 on fair dealing, deal-
ers must explain to customers the existence of
sinking fund calls at the time of trade. The sink-
ing fund call, in addition, should be disclosed on
the confirmation by an indication that the secu-
rities are “callable.” The fact that the securities
are prerefunded also should be noted on the
confirmation, MSRB Interpretation of April 30,
1986.

! See [Rule G-15 Interpretation — Notice Concerning
Dricing to Call,] December 10, 1980 ... at 9 3571.

Rule G-15
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% See [Rule G-30 Interpretation — Interpretive Notice on
Pricing of Callable Securities,] August 10,1979 ... at 4
3646.

[*][Currently codified at rule G-15(a)(i){A)(5).]

Disclosure of pricing: calculating the dol-
lar price of partially prerefunded bonds. This
is in response to your March 21, 1986 letter con-
cerning the application of Board rules to the
description of municipal securities provided at
or prior to the time of trade and the application
of rules G-12(c) and G-15(a) on calculating the
dollar price of partially prerefunded bonds with
mandatory sinking fund calls.

You describe an issue, due 10/1/13. Manda-
tory sinking fund calls for this issue begin
10/1/05 and end 10/1/13. Recently, a partial
refunding took place which prerefunds the
2011, 2012 and 2013 mandatory sinking fund
requirements totalling $11,195,000 (which is
43.6% of the issue) to 10/1/94 at 102. The cer-
tificate numbers for the partial prerefunding will
not be chosen until 30 days prior to the prere-
funded date. Thus, a large percentage of the
bonds are prerefunded and all the bonds will be
redeemed by 10/1/10 because the 2011, 2012,

and 2013 maturities no longer exist.

You note that the bonds should be
described as partially prerefunded to 10/1/94
with a 10/1/10 maturity. Also, you state that the
price of these securities should be calculated to
the cheapest call, in this case, the partial prere-
funded date of 10/1/94 at 102. You add that
there is a 9 ¥ point difference in price between
calculating to maturity and to the partially pre-
refunded date.

You note that the descriptions you have
seen on various brokers’ wires do not accurately
describe these securities and a purchaser of these
bonds would not know what they bought if the
purchase was based on current descriptions. You
ask the Board to address the description and cal-
culation problems posed by this issue.

Your letter was referred to a Committee of
the Board which has responsibility for interpret-
ing the Board’s fair practice rules. That Com-
mittee has authorized this response.

Board rule G-17 provides that

In the conduct of its municipal securities
business, each broker, dealer, and municipal
securities dealer shall deal fairly with all persons
and shall not engage in any deceptive, dishon-
est, or unfair practice.

In regard to inter-dealer transactions, the
items of information that professionals must
exchange at or prior to the time of trade are gov-
erned by principles of contract law and essen-
tially are those items necessary adequately to
describe the security that is the subject of the
contract. As a general matter, these items of
information do not encompass all material facts,
but should be sufficient to distinguish the secu-
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rity from other similar issues. The Board has
interpreted rule G-17 to require dealers to treat
other dealers fairly and to hold them to the pre-
vailing ethical standards of the industry.! The
rule also prohibits dealers from knowingly mis-
describing securities to another dealer.?

Board rules G-12(c) and G-15(a) require
that

where a transaction is effected on a yield
basis, the dollar price shall be calculated to
the lowest of price to call, price to par
option, or price to maturity ...

In addition, for customer confirmations, rule
G-15(a) requires that

for transactions effected on the basis of dol-
lar price,... the lowest of the resulting yield
to call, yield to par option, or yield to matu-
rity shall be shown...

These provisions also require, in cases in which
the resulting dollar price or yield shown on the
confirmation is calculated to call or par option,
that this must be stated and the call or option
date and price used in the calculation must be
shown. The Board has determined that, for pur-
poses of making this computation, only
“in-whole” calls should be used.? This require-
ment reflects the longstanding practice of the
municipal securities industry that a price calcu-
lated to an “in-part” call, for example, a partial
prerefunding date, is not adequate because,
depending on the probability of the call provi-
sion being exercised and the portion of the issue
subject to the call provision, the effective yield
based on the price to a partial prerefunding date
may not bear any relation to the likely return on
the investment.

These provisions of Rules G-12(c) and
G-15(a) apply, however, only when the parties
have not specified that the bonds are priced toa
specific call date. In some circumstances, the
parties to a particular transaction may agree that
the transaction is effected on the basis of a yield
to a particular date, e.g., a partial prerefunding
date, and that the dollar price will be computed
in this fashion. If that is the case, the yield to
this agreed upon date must be included on con-
firmations as the yield at which the transaction
was effected and the resulting dollar price com-
puted to that date, together with a statement
that it is a “yield to [date].” In an August 1979
interpretive notice on pricing of callable securi-
ties, the Board stated that, under rule G-30, a
dealer pricing securities sold to a customer on
the basis of a yield to a specified call feature
should take into account the possibility that the
call feature may not be exercised.* Accordingly,
the price to be paid by the customer should
reflect this possibility, and the resulting yield to
maturity should bear a reasonable relationship
to yields on securities of similar quality and
maturity. Failure to price securities in such a
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manner may constitute a violation of rule G-30
since the price may not be “fair and reasonable”
in the event the call feature is not exercised.
The Board also noted that the fact that a cus-
tomer in these circumstances may realize a yield
in excess of the yield at which the transaction
was effected does not relieve a municipal securi-
ties dealer of its responsibilities under rule G-30.

Accordingly, the calculation of the dollar
price of a transaction in the securities you
describe, unless the parties have agreed other-
wise, should be made to the lowest of price to
the first in-whole call, par option, or maturity.
While the partial prerefunding effectively
redeems the issue by 10/1/10, the stated maturi-
ty of the bond is 10/1/13 and, subject to the pat-
ties agreeing to price to 10/1/10, the stated
maturity date should be used. MSRB interpreta-
tion of May 15, 1986.

! Inaddition, the Board has interpreted this rule to require
that, in connection with the purchase from or sale of a
municipal security to a customer, at or before execution
of the transaction, a dealer must disclose all material
facts concerning the transaction which could affect the
customer’s investment decision, including a complete
description of the security, and not omit any material
facts which would render other statements misleading.

2 While the Board does not have any specific disclosure
requirements applicable to dealers at the time of trade, a
dealer is free to disclose any unique aspect of an issue.
For example, in the issue described above, a dealer may
decide to disclose the “effective” maturity date of 2010,
as well as the stated maturity date of 2013.

See [Rule G-15 Interpretation — Notice Concerning
Pricing to Call,] December 10, 1980 ... at 9 3571.

See {Rule G-30 Interpretation — Interpretive Notice on
Pricing of Callable Securities,] August 10, 1979 ... at §
3646.

[oe)
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Disclosure of the investment of bond pro-
ceeds. This is in response to your letter asking
whether rule G-15(a), on customer confirma-
tions, requires disclosure of the investment of
bond proceeds.

Rule G-15(a)(i)(E)!"! requires dealers to
note on customer confirmations the description
of the securities, including, at a minimum

the name of the issuer, interest rate, matu-
rity date and if the securities are limited tax,
subject to redemption prior to maturity
(callable), or revenue bonds, an indication
to such effect, including in the case of rev-
enue bonds the type of revenue, if necessary
for a materially complete description of the
securities, and in the case of any securities,
if necessary for a materially complete
description of the securities, the name of
any company or other person in addition to
the issuer obligated, directly or indirectly,
with respect to debt service or, if there is
more than one such obligor, the statement
“multiple obligors” may be shown.

The Board has not interpreted this provision as
requiring disclosure of the investment of bond
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proceeds.

Of course, rule G-17, on fair dealing, has
been interpreted by the Board to require that, in
connection with the purchase from or sale of a
municipal security to a customer, at or before
execution of the transaction, a dealer must dis-
close all material facts concerning the transac-
tion which could affect the customer’s
investment decision and must not omit any
material facts which would render other state-
ments misleading. Thus, if information on the
investment of bond proceeds of a particular issue
is a material fact, Board rules require disclosure
at the time of trade. MSRB Interpretation of
August 16, 1991.

{*I[Currently codified at rules G-15(a)(i}(B) and G-
15(a)}(i{C).]

Agency transactions: remuneration. This
will acknowledge receipt of your letter dated
November 1, 1977 in which you request an
interpretation concerning the provision in
Board rule G-15(b){ii)") which requires that
“the source and amount of any commission or
other remuneration” received by a municipal
securities dealer in a transaction in which the
municipal securities dealer is acting as agent for
a customer be disclosed on the confirmation to
the customer.

The reference to the “amount of any com-
mission or other remuneration” requires that an
aggregate dollar amount be shown, in a purchase
transaction on behalf of an equivalent of the
dealer concession, and, if applicable, any addi-
tional charge to the customer above the price
paid to the seller of the securities. In a sale trans-
action on behalf of a customer, this would nor-
mally be the difference between the net price
paid by the purchaser of the securities and the
proceeds to the customer. If a percentage of par
value or unit profit were shown it would be dif-
ficult for many customers to relate this informa-
tion to the “total dollar amount of [the]
transaction” required by rule G-15(a)(xi)" to be
shown on the confirmation.

The reference in rule G-15(b)(ii)"! to the
“source” of remuneration would not require you
to differentiate between the concession and any
additional charge. Standard language could be
included on the confirmation to indicate that
your remuneration may include dealer conces-
sions and other charges. MSRB interpretation of
November 10, 1977.

[*][Currently codified at rule G-15(a)(i){A){1)(e).}
[#]{Currently codified at rule G-15(a)(i)(A)(6)(a).]

Agency transaction: pricing. This will
acknowledge receipt of your letter of March 17,
1981 concerning the appropriate method of dis-
closing remuneration on agency transactions. In
your letter you indicate that the bank wishes to
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use one of the following two legends, as appro-
priate, in disclosing such remuneration:

1) “Commission: Agency Fee $... per
$1,000 of par value included in/deducted

from net price to customer;” or

2) “Commission: Concession received from
broker/dealer $...per $1,000 of par value.”

You inquire whether these legends, indicating
the amount of remuneration on a “dollars per
bond” basis, are satisfactory for purposes of rule
G-15.

Rule G-15(b)" requires that

[i]f the broker, dealer or municipal securi-
ties dealer is effecting a transaction as agent
for the customer or as agent for both the
customer and another person, the confir-
mation shall set forth... the source and
amount of any commission or other remu-
neration received or to be received by the
broker, deater or municipal securities dealer
in connection with the transaction.

As you are aware, the Board has previously
interpreted this provision to require that an
aggregate dollar amount be shown. The Board
adopted this position due to its belief that many
customers would find it difficult to interpret the
meaning of a statement disclosing the remuner-
ation as a percentage of par value or a unit prof-
it per bond, or to relate this information to the
“total dollar amount of [the] transaction”
required to be shown under G-15(a)(xi)!".

Accordingly, we are unable to conclude
that disclosure of the remuneration in the man-
ner in which you suggest would be satisfactory
for purposes of the rule. The total dollar amount
of the remuneration should be set forth on the
confirmation. MSRB interpretation of April 23,
1981.

[*l[Cutrently codified at rule G-15(a)(i)(A)(1)(e).]
[+][Currently codified at rule G-15(a)(i}{A)(6)(a) |

Agency transaction: pricing. Your letter of
August 3, 1979 has been referred to me for
response. In your letter you inquire as to the
relationship between the requirements to show
on customers confirmations the “yield at which
transaction is effected” and the “resulting dollar
price,” particularly in the context of agency
transactions where the professional receives a
concession or other dealer reallowance as its
remuneration.

Under rule G-15, the dollar price disclosed
to a customer must be calculated on the basis of
the yield at which the transaction was effected.
This calculation is made without reference to
any possible concession or other allowance
which a municipal securities dealer may receive
from another municipal securities professional.
Accordingly, the dollar price shown on a cus-
tomer confirmation will always be derived
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directly from the yield price.

For example, a municipal securities dealer
seeking to purchase $100,000 fifteen-year bonds
with a 5% coupon as agent for a customer would
commonly purchase the securities from another
professional at a yield price less a concession
(e.g., “5.60 %4"), and confirm to the customer at
the net yield price (*5.60"), retaining the con-
cession as its remuneration. In our example, the
customer confirmation would be required to dis-
close the “yield at which transaction is effected”
(“5.60"), the “resulting dollar price” (¥93.96"),
and the fact that the dealer received $500 as its
remuneration in the form of a dealer concession.
The dollar price is computed directly from the
yield price, and is not net of the concession
received.

The confusion may arise from comparing
the confirmation sent to a customer to the con-
firmation sent to the professional on the other
side of a transaction. On the inter-dealer confir-
mation, the “yield ar which transaction is effect-
ed” will be shown, as well as the amount of the
concession, but the unit dollar price may be
expressed net of the concession {in our exam-
ple, “93.46,” being the gross dollar price of
“93.96" less the % point reallowance). This may
give the appearance of a difference in price
between the purchase and sale confirmations,
but in fact both transactions are being effected
at the same yield price (in our example, “5.60”),
and the dollar price disclosed to the customer is
the result of this yield. MSRB interpretation of
September 20, 1979.

Note: The above letter refers to the text of
rule G-15 as in effect prior to amendments
effective on January 16, 1992.

Agency transactions: yield disclosures. 1
am writing in connection with your previous
conversations with Christopher Taylor of the
Board’s staff concerning the application of the
yield disclosure requirements of Board rule G-15
to certain types of transactions in municipal
securities. In your conversations you noted that
dealers occasionally effect transactions in
municipal securities on an “agency” basis. In
these transactions the customer’s confirmation
would typically show as the dollar price of the
transaction the price paid by the dealer to the
person from whom it acquired the securities; the
dealer’s remuneration, received in the form of a
commission paid by the customer, is typically
shown separately, as a charge included in the
summing of the total dollar amount due from (or
to) the customer in connection with the trans-
action. You inquired whether, in such a transac-
tion, the yield to the customer disclosed on the
confirmation should be derived from the price
shown as the dollar price of the transaction or
from the total dollar amount of the transaction
(i.e., whether the yield should show the effect of

Rule G-15
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the commission charged).

This will confirm Mr. Taylor's advice to you
that the yield shown on the confirmation of
such a transaction should be derived from the
total dollar amount of the transaction, and
therefore should show the effect of the commis-
sion charged to the customer on the transaction.
As the Board has previously stated, the yield dis-
closure on customer confirmations is intended
to provide customers with a means of assessing
the merits of alternative investment strategies
and the merits of the transaction being con-
firmed. The disclosure of the yield after giving
effect to the commission charged the customer
best serves these purposes. MSRB interpretation
of July 13, 1984.

Disclosure of pricing: accrued interest.
This is in response to your request by telephone
for an interpretation of Board rule G-15 which
requires that a municipal securities dealer pro-
vide to his customer, at or prior to completion of
a transaction, a written confirmation contain-
ing certain general information including the
amount of accrued interest. Specifically, you
have asked whether the rule permits a municipal
securities dealer, in using one confirmation to
confirm transactions in several different munic-
ipal securities of one issuer, to disclose the
amount of accrued interest for the bonds as an
aggregate figure. You have advised us that, typi-
cally, such a confirmation will show other items
of information required by the rule such as yield
and dollar price, separately for each issue.

Rule G-15 was adopted by the Board to
assure that confirmations of municipal securities
transactions provide investors with certain fun-
damental information concerning transactions.
The Board believes that disclosure of accrued
interest as an aggregate sum does not permit
investors to determine easily from the confirma-
tion the amount of accrued interest attributable
to each security purchased, but rather necessi-
tates the performance of several computations.
It, thus, would be more difficult for an investor
to determine whether the information concern-
ing accrued interest is correct if the information
is presented in aggregate form.

Such a result is inconsistent with the pur-
poses of rule G-15. Accordingly, the Board has
concluded that, under rule G-15, the amount of
accrued interest must be shown for each issue of
bonds to which the customer confirmation

relates. MSRB interpretation of July 27, 1981.

Yield disclosures. This letter is in response
to your inquiry of April 14, 1981 concerning the
application of the yield disclosure requirements
of Board rule G-15 to a particular transaction
effected by your firm. As I indicated to you in
my letter of May 9, 1981, the Board was unable
to consider your inquiry at its April meeting,

Rule G-15
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and, accordingly, deferred the matter to its July
meeting. At that meeting the Board took up
your question and authorized my sending you
this answer to your inquiry. While we realize
that the matter is now moot with respect to the
particular transaction about which you were
writing, we assume that this question may arise
again with respect to future transactions.

In your April 14 letter you inquired con-
cerning a recent sale of new issue securities to a
customer. You indicated that the firm had sold
all twenty maturities of the new issue to a cus-
tomer. This sale had been effected at the same
premium dollar price for all maturities, and the
customer had been advised of the average life of
the issue and the yield to the average life. You
inquired whether the final money confirmation
of this sale should show “one dollar price ... and
one yield to the average life,” or the dollar price
and each of the yields to the twenty different
maturities of the issue.!

Rule G-15(a)(viii)(B)'T requires that cus-
tomer confirmations of transactions in non-
callable securities effected on the basis of a
dollar price set forth the dollar price and the
resulting yield to maturity. In the situation you
describe, it would be difficult to conclude that
the rule would permit the confirmation to show
only a “yield to the average life,” omitting any
yield to maturity information. Although the
“yield to the average life” would provide the cus-
tomer with some indication of the return on his
or her investment, the customer could easily
make the mistake of assuming that this would be
the yield on all of the securities, and not realize
that it is the result of differing yields, with low-
er yields on the short-term marurities and high-
er yields on the long-term ones. The Board
believes that disclosure of each of the yields to
the twenty maturities of the issue would provide
the customer with much more accurate infor-
mation concerning the return on his or her
investments. Accordingly, the Board concludes
that, in a transaction of this type, the final mon-
ey confirmation(s) should set forth each of the
yields. MSRB interpretation of July 27, 1981.

1 Although you did not indicate this, we assume that all of
these securities are noncallable.

[*][Currently codified at rule G-15(a)(i)(A)(5)(b).]

Yield disclosures: transactions at par. [am
writing in response to your letter of April 2,
1982, concerning certain of the yield disclosure
requirements of Board rule G-15 on customer
confirmations. In your letter you note that item
(C) of rule G-15(a)(viii)"! requires that “for
transactions at par, the dollar price shall be
shown” on the confirmations of such transac-
tions, and you inquire whether it is necessary to
show a yield on such confirmations.

Please be advised that a confirmation of a
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transaction effected at par (i.e., at a dollar price
of “100”) need show only the dollar price “100”
and need not, under the terms of the rule, show
the resulting yield.

I note, however, that a transaction effected
on the basis of a yield price equal to the interest
rate of the security which is the subject of the
transaction would be considered, for purposes
of the rule, to be a “transaction effected on
a yield basis,” and therefore would be subject
to the requirements of item (A) of rule
G-15(a)(viii)!". The confirmation of such trans-
action would therefore be required to state “the
yield at which [the] transaction was effected and
the resulting dollar price[.]” MSRB interpretation
of April 8, 1982.

[*][Currently codified at rule G-15¢a){i)(A)}(5)(b){ii).]
[$][Currently codified at rule G-15(a){i}(A)(5)(a).]

Yield disclosures: yields to call on zero
coupon bonds. | am writing in response to your
letter of October 18, 1983 concerning the
appropriate method of disclosing on a confirma-
tion a call price used in the computation of a
dollar price or yield on a transaction in a zero
coupon, compound interest, multiplier, or other
similar type of security. In your letter you indi-
cate that the call features on these types of secu-
rities often express the call prices in terms of a
percentage of the compound accreted value of
the security as of the call date.! You note that,
in computing a price or yield to such a call fea-
ture, it is necessary for the computing dealer to
convert such a call price into its equivalent in
terms of a percentage of maturity value (i.e.,
into a standard dollar price), and use this figure
in the computation. You inquire whether, in cit-
cumstances where the confirmation of a trans-
action is required to disclose a yield or dollar
price computed to such a call feature, the call
price used in the calculation should be stated on
the confirmation in terms of the percentage of
the compound accreted value or in terms of the
equivalent percentage of maturity value.

The requirement which is the subject of
your inquiry is set forth in Board rule

G-15(a)(i)(1)™ as follows:

In cases in which the resulting dollar price
or yield shown on the confirmation is cal-
culated to call or par option, this must be
stated, and the call or option date and price
used in the calculation must be shown...?

The Board is of the view that, in the case of a
computation of a yield or dollar price toa call or
option feature on a transaction in a zero coupon
or similar security, the call price shown on the
confirmation should be expressed in terms of a
percentage of the security’s maturity value. The
Board believes that the disclosure of the call
price in terms of the security’s maturity value
would provide more meaningful information to
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the purchaser, since other confirmation disclo-
sure on these types of securities are also
expressed in terms of the security's maturity val-
ue. This form of disclosure therefore presents the
information to a purchaser in a consistent for-
mat, thereby facilitating the purchaser’s under-
standing of the information shown on the
confirmation. The Board notes also that this
form of disclosure is simpler and requires less
confirmation space to present. MSRB interpre-
tation of January 4, 1984.

For example, the selected portions of an official state-
ment describing one of these types of issues enclosed
with your letter indicate that the security in question is
callable on October 1, 1993 at 108% of the security’s
compound accreted value on that date (which is indi-
cated elsewhere in the official statement to be $146.02
per $1,000 of maturity value).

Comparable requirements with respect to inter-dealer
confirmations are set forth in Board rule G-12(c)(v)(I).

[*][Currently codified at rule G-15(a}(i){A)}(5).)

~

Particularity of legend. 1 refer to your
recent letter in which you inquired regarding the
appropriateness of using a particular legend to
satisfy certain requirements of rule G-15 on cus-
tomer confirmations. As you note in your letter,
rule G-15 requires that information concerning
time of execution of a transaction and the iden-
tity of the contra-side of an agency transaction
be furnished to customers, at least upon request.
You have requested advice as to whether the fol-
lowing legend satisfies the requirements of rule
G-15 with respect to this information:

“Other details about this trade may be
obtained by written request to the above
address.”

We are of the opinion that the legend in ques-
tion does not satisfy the requirements of rule
G-15 because it is too general in nature. The
legend does not sufficiently apprise customers of
their right to obtain information pertaining to
the time of execution of a transaction or the
identity of the contra-party, as contemplated by
rule G-15. A legend specifically alluding to the
availability of such information is necessary to
satisfy the rule.

The Board has not adopted a standardized
form, nor approved particular language for use in
compliance with the requirements of the rule. I
believe, however, that [Name deleted] is a mem-
ber of the Dealer Bank Association. 1 suggest
that you refer to the Forms Book prepared by the
Dealer Bank Association, which may be of help
to you. MSRB interpretation of March 6, 1979.

Securities description: revenue securities.
I am writing in response to your letter of Sep-
tember 30, 1982 regarding the confirmation
description of revenue securities. In your letter
you note that the designation “revenue” is often
not included in the title of the security, and you
raise several questions concerning the method
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of deriving a proper confirmation description of
revenue securities.

As you know, rule G-15(a)(v)" requires
that customer confirmations set forth a

description of the securities [involved in the
transaction] including at a minimum the
name of the issuer, interest rate, maturity
date and if the securities are... revenue bonds,
an indication to such effect, including in the
case of revenue bonds the type of revenue, if
necessary for a materially complete description
of the securities...!

[emphasis added]

The rule requires, therefore, that revenue secu-
rities be designated as such, regardless of
whether or not such designation appears in the
formal title of the security. The dealer preparing
the confirmation is responsible for ensuring that
the designation is included in the securities
description. In circumstances in which standard
sources of descriptive information (e.g., official
statements, rating agency and service bureau
publications, and the like) do not include such
a designation in the security title, therefore, the
dealer must augment this title to include the
requisite information.

In your letter you inquire as to who is
responsible for providing this type of descriptive
information to the facilities manager of the
CUSIP system. Although the Board does not
currently have any requirements concerning
this matter, proposed rule G-34 will, when
approved by the Securities and Exchange Com-
mission, require that the managing underwriter
of a new issue of municipal securities apply for
the assignment of CUSIP numbers of such new
issue if no other person (i.e., the issuer or a per-
son acting on behalf of the issuer) has already
applied for number assignment. In connection
with such application, if one is pecessary, the
managing underwriter is required, under the
proposed rule, to provide certain information
about the new issue, including a designation of
the “type of issue (e.g., general obligation, lim-
ired tax, or revenue)” and an indication of the
“type of revenue, if the issue is a revenue issue.”

In your letter you also ask for “the official
definition of a ‘revenue’ issue.” There is no “offi-
cial definition” of what constitutes a revenue
issue. Various publications include a definition
of the term (e.g., the PSA’s Fundamentals of
Municipal Bonds, the State of Florida's Glossary
of Municipal Securities Terms, etc.) and I would
urge you to consult these for further informa-
tion. MSRB interpretation of December I, 1982.

I Rule G-12(c){v)(E) sets forth the same requirement
with respect to inter-dealer confirmations.

[*l[Currently codified at rules G-15(a)(i)(B) and G-
15(a)(i}(C).]
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Securities description: securities backed
by letters of credit. | am writing in connection
with our previous telephone conversation of last
June regarding the confirmation of a transaction
in a municipal issue secured by an irrevocable
letter of credit issued by a bank. In our conver-
sation you noted that both rules G-12 and G-15
require confirmations to contain a:

description of the securities including at a
minimum..., if necessary for a materially
complete description of the securities, the
name of any company or other person in
addition to the issuer obligated, directly or
indirectly, with respect to debt service...

You inquired whether the name of the bank
issuing a letter of credit securing principal and
interest payments on an issue, or securing pay-
ments under the exercise of a put option or ten-
der option feature, need be stated on the
confirmation.

At that time [ indicated to you that the
identity of the bank issuing the letter of credit
would have to be disclosed on the confirmation
if the letter of credit could be drawn upon to
cover scheduled interest and principal payments
when due, since the bank would be “obligated ...
with respect to debt service.” I am writing to
advise that the committee of the Board which
reviewed a memorandum of our conversation
has concluded that a bank issuing a letter of
credit which secures a put option or tender
option feature on an issue is similarly “obligated
... with respect to debt service” on such issue.
The identity of the bank issuing the letter of
credit securing the put option must therefore
also be indicated on the confirmation. MSRB
interpretation of December 2, 1982.

Securities description: prerefunded secu-
rities. This is in response to your letter in which
you ask when an issue of municipal securities
may be described as prerefunded for purposes of
Board rule G-12, on uniform practice, and rule
G-15, on confirmation, clearance and settle-
ment of transactions with customers. You
describe a situation in which an outstanding
issue of municipal securities is to be prerefunded
by a new issue of municipal securities. You note
that information on the issue to be prerefunded
“is usually available within a few days of the new
issue being priced... [but that the] new issue’s
settlement date is usually several weeks later,...
[and] it is not until that date that funds will be
available to establish the escrow to refund the
bonds.” You ask whether the outstanding issue
of securities is considered prerefunded upon the
final pricing of the refunding issue or upon set-
tlement of that issue.

Rule G-15 governs the items of disclosure
required on customer confirmations. This rule
provides that, if securities are called or prere-
funded, dealers must note this fact (along with

Rule G-15
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the call price and the maturity date fixed by the
call notice) on the customer's confirmation.! In
situations where an issuer has indicated its
intent to prerefund an outstanding issue, it is the
Board’s position that the issue is not, in fact, pre-
refunded until the issuer has taken the necessary
official actions to prerefund the issue, which
would include, for example, closing of the
escrow arrangement. We note further that until
such official action occurs, the fact that the
issuer intends to prerefund the issue may well be
“material” information under rule G-17, the
Board’s fair dealing rule.” MSRB interpretation of
February 17, 1998.

Rule G-12(c), on uniform practice, applies to confirma-
tions of inter-dealer transactions, and requires similar
disclosures. Transactions submitted to a registered clear-
ing agency for comparison, however, are exempt from
the confirmation requirements of section {(c). Since
almost all inter-dealer transactions are eligible for auto-
mated comparison in a system operated by a registered
clearing agency, very few dealers exchange confirma-
tions.

2 Rule G-17 requires each dealer, in the conduct of its
municipal securities business, to deal fairly with all per-
sons and prohibits the dealer from engaging in any
deceptive, dishonest or unfair practice. The Board has
interpreted this rule to require that a dealer must dis-
close, at or before the sale of municipal securities to a
customer, all material facts concerning the transaction
which could affect the customer’s investment decision,
including a complete description of the security, and
must not omit any material facts which would render
other statements misleading. Dealers also must fulfill
their obligations under rule G-19, on suitability, and rule
G-30, on pricing.

Automated clearance: “internal” transac-
tions. As you are aware, the Board has been
considering for the past year the adoption of
amendments to the Board rules to mandate the
use of automated confirmation/comparison and
book-entry settlement systems in connection
with the clearance of certain inter-dealer and
customer transactions in municipal securities. In
connection with its consideration of this mat-
ter, the Board released, in July 1982, an expo-
sure draft of a proposal to apply such
requirements to customer transactions, and, in
March 1983, two exposure drafts of comparable
proposals with respect to customer transactions
and inter-dealer transactions. The Board has
recently taken action on these proposals, and
adopted amendments to its rules, substantially
along the lines of the March 1983 proposals, for
filing with the Securities and Exchange Com-
mission; a copy of the notice of filing of these
amendments is enclosed for your information.

[The bank] commented to the Board on
both the July 1982 exposure draft, by letter dat-
ed October 15, 1982 from [name omitted] of the
bank's Operations Department, and on the
March 1983 exposure drafts, by letter dated June
1, 1983 from yourself. In these letters, among
other comments, the bank suggested that the
proposed requirement for the use of automated
confirmation and book-entry settlement systems

Rule G-15
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on certain customer transactions should not
apply in circumstances where the transaction is
between the bank’s dealer department and a cus-
tomer who clears or safekeeps securities through
the dealer department or through the bank’s
custodian or safekeeping department. Your June
1983 letter, for example, commented as follows:

Internal trades [with] customers of a dealer
bank are not exempt from the amendment.
This seems inconsistent with operating effi-
ciency and the objectives of the amend-
ment. Technically, a bank dealer would
have to submit to [an automated confirma-
tion and book-entry settlement system]
trades made with customers who clear or
safekeep through another department in
the bank. If adopted, the amendment
should allow for such an exemption.

1 am writing to advise you that, in reviewing the
comments on the July 1982 and March 1983
proposals, the Board concurred with this sugges-
tion. The Board is of the view that the proposed
requirement for the automated confirmation
and book-entry settlement of certain customer
transactions does not apply to a purchase or sale
of municipal securities effected by a broker, deal-
er, or municipal securities dealer for the account
of a customer in circumstances where the secu-
rities are to be delivered to or received from a
clearance or safekeeping account maintained by
the customer with the broker, dealer, or munic-
ipal securities dealer itself, or with a clearance or
safekeeping department of an organization of
which the broker, dealer, or municipal securities
dealer is a division or department. MSRB inter-
pretation of September 21, 1983.

See also:

Rule G-12 Interpretive Letters — Confirma-
tion disclosure: put option bonds, MSRB
interpretation of April 24, 1981.

- Confirmation disclosure: put option
bonds, MSRB interpretation of May 11,
1981.

- Confirmation disclosure: advance
refunded securities, MSRB interpretation of
January 4, 1984.

- Confirmation disclosure: tender option
bonds with adjustable tender fees, MSRB
interpretation of October 3, 1984.

- Confirmation disclosure: tender option
bonds with adjustable tender fees, MSRB
interpretation of March 5, 1985.

- Confirmation requirements for partially
refunded securities, MSRB interpretation of
August 15, 1989.

Rule G-17 Interpretive Letter — Put option
bonds: safekeeping, pricing, MSRB inter-
pretation of February 18, 1983.
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Rule G-16: Periodic Compliance Examination

At least once each two calendar years, each broker, dealer and municipal securities dealer shall be examined in accor-
dance with Section 15B(c)(7) of the Act to determine, at a minimum, whether such broker, dealer or municipal securities
dealer and its associated persons are in compliance with all applicable rules of the Board and all applicable provisions of the
Act and rules and regulations of the Commission thereunder.

BACKGROUND + =<+ 2r=22tcramsnnsacsscsresaniensssinaiscranannacehicsiosnsisasanasaasaascss

Rule G-16 relates to the scope and frequency of periodic compliance examinations of municipal securities brokers and municipal securities deal-
ers. The rule requires that each municipal securities broker and municipal securities dealer be examined at least once each 24 months to determine,
at a minimum, whether it and its associated persons are in compliance with all applicable rules of the Board, as well as the Securities Exchange Act
of 1934, as amended (the “Act”), and applicable rules and regulations of the Commission.

Section 15B(c)(7)(A) of the Act provides that periodic compliance examinations of municipal securities brokers and municipal securities deal-

ers are to be conducted by the National Association of Securities Dealers, Inc. with respect to securities firms and by the appropriate federal bank

* regulatory agencies with respect to bank dealers. Rule G-16 permits examinations to determine compliance with Board rules to be combined with

other periodic examinations of securities firms and bank dealers, in order to avoid unnecessary regulatory duplication and undue regulatory burdens
for such firms and bank dealers.

Rule G-16 was drafted in consultation with the agencies required to conduct compliance examinations. The Board has been coordinating and
will continue to coordinate with each such agency to assure that the Board's rules are applied in a uniform manner to all municipal securities brokers
and municipal securities dealers and in a manner consistent with the Board's intent in promulgating them.

The rule was drafted in response to Congress’ direction to the Board to adopt rules to “specify the minimum scope and frequency of [periodic com-
_ pliance] examinations” (section 15B(2(E) of the Act)) (emphasis added).

6P P E GRS RBBRS RS BEEEOIIIBEIEEBBTELELECEBICENNRELHSCITSELIESETFSEEIITITSESEOTIHCTIDTIATTOIEO TS

Interpretive letter

Periodic compliance examinations. This
will acknowledge receipt of your letter dated
February 2, 1978 in which you request a clarifi-
cation of Board rule G-16 relating to periodic
compliance examinations.

In your letter you express your understand-
ing that rule G-16 does not apply to bank deal-
ers. This understanding is incorrect. Rule G-16
applies to all municipal securities brokers and
municipal securities dealers and requires that all
such organizations be examined at least once
each [two calendar years] to determine compli-
ance with, among other things, rules of the
Board. Under section 15B(c}(7) of the Securi-
ties Exchange Act of 1934, as amended (the
“Act”), such examinations of bank dealers will
be conducted by the appropriate federal bank
regulatory agency. The Office of the Comptrol-
ler of the Currency is designated by the Act as
the appropriate agency for national banks.

MSRB interpretation of February 17, 1978.

NOTE: Revised to reflect subsequent amend-
ments.

129 Rule G-16
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Rule G-17: Conduct of Municipal Securities Activities
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In the conduct of its municipal securities activities, each broker, dealer, and municipal securities dealer shall deal fairly
with all persons and shall not engage in any deceptive, dishonest, or unfair practice.

MSRB INTERPRETATIONS

NOTICE OF INTERPRETATION OF RULE G-17
CONCERNING PROMPT DELIVERY OF SECURITIES

October 13, 1983

From time to time the Board has received inguiries from purchasers of
municipal securities concerning the duty of municipal securities brokers
and dealers to deliver securities to customers under the Board’s rules. In
particular, customers have asked what, if any, remedies are available when
long delays occur between the purchase, payment and delivery of munici-
pal securities. The Board has advised such individuals that under rule
G-17, the Board's fair dealing rule, a municipal securities broker or dealer
has a duty to deliver securities sold to customers in a prompt fashion.

The Board is mindful that a dealer's failure to deliver municipal secu-
rities often is caused by its failure to receive delivery of the securities from
another dealer or by other circumstances beyond its control. It neverthe-
less believes that a dealer’s duty to deliver securities promptly to customers
is inherent in rule G-17." A violation of that duty could occur, for exam-
ple, if a dealer sells securities to a customer when it knows that it cannot
effect delivery by the specified settlement date or within a reasonable
length of time thereafter and does not disclose that fact to its customer.

The Board notes that customers who fail to receive securities are not
entitled to take advantage of the Board's procedures to close out a failed
transaction which are available only for inter-dealer transactions under
rule G-12. However, if a customer sustains a loss or otherwise is damaged
by his dealer’s failure to deliver securities, he may seek recovery through
the Board’s arbitration program or through litigation. These remedies may
accrue to the customer whether or not a dealer’s failure to deliver violates

rule G-17.

U The duty of a securities professional to complete promptly transactions with customers
also has been found to flow from the federal securities laws by the SEC and the courts.

APPLICATION OF BOARD RULES TO TRANSACTIONS IN
MUNICIPAL SECURITIES SUBJECT TO SECONDARY MARKET INSURANCE
OR OTHER CREDIT ENHANCEMENT FEATURES

March 6, 1984

It has come to the Board's attention that insurance companies are
offering to insure whole maturities of issues of municipal securities out-
standing in the secondary market. The Board understands that municipal
securities professionals must apply for the insurance which, once issued,
will remain in effect for the life of the security. The Board further under-
stands that other credit enhancement devices also may be developed for
secondary market issues.

The Board wishes to remind the industry of the application of rule
G-17, the Board's fair dealing rule, in connection with transactions with
customers in securities that are subject to secondary market insurance or
other credit enhancement devices or in securities for which arrangements
for such insurance or device have been initiated.! The Board is of the view
that facts, for example, that a security has been insured or arrangements for
insurance have been initiated, that will affect the market price of the secu-
rity are material and must be disclosed to a customer at or before execu-
tion of a transaction in the security. In addition, the Board believes that a
dealer should advise a customer if evidence of insurance or other credit
enhancement feature must be attached to the security for effective trans-
ference of the insurance or device.
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The Board also wishes to remind the industry that under rule G-13,
concerning quotations, all quotations relating to municipal securities made
by a dealer must be based on the dealer’s best judgment of the fair market
value of the securities at the time the quotation is made. Offers to buy
securities that are insured or otherwise have a credit enhancement feature,
or for which arrangements for insurance or other credit enhancement have
been initiated, must comply with rule G-13. Similarly, the prices at which
these securities are purchased or sold by a municipal securities dealer must
be fair and reasonable to its customers under Board rule G-30 on prices and
commissions.

U Rule G-17 provides:

In the conduct of its municipal securities business, each broker, dealer, and municipal
securities dealer shall deal fairly with all persons and shall not engage in any decep-
tive, dishonest, or unfair practice.
I The Board has adopted amendments to rule G-15 which, among other things, require
that deliveries to customers of insured securities be accompanied by some evidence of the
insurance.

NOTICE CONCERNING APPLICATION OF RULE G-17
TO USE OF LOTTERIES TO ALLOCATE PARTIAL CALLS
TO SECURITIES HELD IN SAFEKEEPING

March 6, 1984

The Board has received inquiries concerning the duty of municipal
securities brokers and dealers to allocate partial calls fairly among customer
securities held in safekeeping. In particular, it has come to the Board’s
attention that certain municipal securities dealers use lotrery systems that
include only customer positions and exclude the dealer’s proprietary
accounts when the call is exercised at a price below the current market
value.

The Board recognizes that lottery systems are a proper method of allo-
cating the results of a partial call. Principles of fair dealing require that all
such lotteries treat dealer and customer account alike. The Board is of the
view that a municipal securities dealer which uses a lottery that excludes
the dealer’s proprietary accounts when the call is exercised at a price below
the current market value is acting in violation of rule G-17, the Board’s fair
dealing rule.!

' Rule G-17 provides:
In the conduct of its municipal securities business, each broker, dealer, and municipal
securities dealer shalt deal fairly with all persons and shall not engage in any decep-
tive, dishonest, or unfair practice.

SYNDICATE MANAGER SELLING SHORT FOR OWN ACCOUNT
TO DETRIMENT OF SYNDICATE ACCOUNT

December 21, 1984

The Board has received an inquiry concerning a situation in which a
municipal securities dealer that is acting as a syndicate manager sells bonds
“short” for its own account to the detriment of the syndicate account. In
particular, the Board has been made aware of allegations that certain syn-
dicate managers, with knowledge that the syndicate account on a partic-
ular new issue of securities is not successful, have sold securities of the new
issue “short” for their own accounts and then required syndicate members
to take their allotments of unsold bonds. The syndicate managers alleged-
ly have subsequently covered their short positions when the syndicate
members attempt to sell their allotments at the lower market price.
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Rule G-17, the Board’s fair dealing rule, provides:

In the conduct of its municipal securities business, each broker, deal-
er, and municipal securities dealer shall deal faitly with all persons and
shall not engage in any deceptive, dishonest, or unfair practice.

Syndicate managers act in a fiduciary capacity in relation to syndicate
accounts. Therefore they may not use proprietary information about the
account obtained solely as a result of acting as manager to their personal
advantage over the syndicate’s best interests. The Board is of the view that
a syndicate manager that uses information on the status of the syndicate
account which is not available to syndicate members to its own benefit and
to the detriment of the syndicate account (e.g., by effecting “short sale”
transactions for its own account against the interests of other syndicate
members) appears to be acting in violation of the fair dealing provisions of

rule G-17.

ALTERING THE SETTLEMENT DATE ON
TRANSACTIONS IN “WHEN-ISSUED” SECURITIES

February 26, 1985

The Board has received inquiries concerning situations in which a
municipal securities dealer alters the settlement date on transactions in
“when-issued” securities. In particular, the Board has been made aware of a
situation in which a dealer sells a “when-issued” security but accepts the cus-
tomer’s money prior to the new issue settlement date and specifies on the
confirmation for the transaction a scttlement date that is weeks before the
actual settlement date of the issue. The dealer apparently does this in order
to put the customer’s money “to work” as soon as possible. The Board is of the
view that this situation is one in which a customer deposits a free credit bal-
ance with the dealer and then, using this balance, purchases securities on the
actual settlement date. The dealer pays interest on the free credit balance at
the same rate as the securities later purchased by the customer.

Rule G-17 provides that

In the conduct of its municipal securities business, each broker, deal-
er, and municipal securities dealer shall deal fairly with all persons and
shall not engage in any deceptive, dishonest, or unfair practice.

The Board believes that this practice would violate rule G-17 if the cus-
tomer is not advised that the interest received on the free credit balance
would probably be taxable. In addition, the Board notes that a dealer that
specifies a fictitious settlement date on a confirmation would violate rule
(G-15(a) which requires that the settlement date be included on customer
confirmations.

SYNDICATE MANAGERS CHARGING
EXCESSIVE FEES FOR DESIGNATED SALES

July 29, 1985

The Board has received inquiries concerning situations in which syndi-
cate managers charge fees for designated sales that do not appear to be actu-
al expenses incurred on behalf of the syndicate or may appear to be excessive
in amount. For example, one commentator has described a situation in
which the syndicate managers charge $.25 to $.40 per bond as expenses on
designated sales and has suggested that such a charge seems to bear no rela-
tion to the actual out-of-pocket costs of handling such transactions.

G-17 provides that

In the conduct of its municipal securities business, each broker, deal-
er, and municipal securities dealer shall deal fairly with all persons and
shall not engage in any deceptive, dishonest, or unfair practice.

The Board wishes to emphasize that syndicate managers should take care
in determining the actual expenses involved in handling designated sales
and may be acting in violation of rule G-17 if the expenses charged to syn-
dicate members bear no relation to or otherwise overstate the actual
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expenses incurred on behalf of the syndicate.

NOTICE CONCERNING THE APPLICATION OF
BoARD RULES TO PUT OPTION BONDS

September 30, 1985

The Board has received a number of inquiries from municipal securi-
ties brokers and dealers regarding the application of the Board's rules to
transactions in put option bonds. Put option or tender option bonds on
new issue securities are obligations which grant the bondholder the right
to require the issuer (or a specified third party acting as agent for the
issuer), after giving required notice, to purchase the bonds, usually at par
{the “strike price”), at a certain time or times prior to maturity (the “expi-
ration date(s)”) or upon the occurrence of specified events or conditions.
Put options on secondary market securities also are coming into promi-
nence. These instruments are issued by financial institutions and permit
the purchaser to sell, after giving required notice, a specified amount of
securities from a specified issue to the financial institution on certain expi-
ration dates at the strike price. Put options generally are backed by letters
of credit. Secondary market put options often are sold as an attachment to
the security, and subsequently are transferred with that security. Frequent-
ly, however, the put option may be sold separately from that security and
re-attached to other securities from the same issue.

Of course, the Board’s rules apply to put option bonds just as they
apply to all other municipal securities. The Board, however, has issued a
number of interpretive letters on the specific application of its rules to
these types of bonds. These interpretive positions are reviewed below.

Fair Practice Rules
1. Rule G-17

Board rule G-17, regarding fair dealing, imposes an obligation on per-
sons selling put option bonds to customers to disclose adequately all mate-
rial information concerning these securities and the put features at the
time of trade. In an interpretive letter on this issue, the Board responded
to the question whether a dealer who had previously sold put option secu-
rities to a customer would be obligated to contact that customer around the
time the put option comes into effect to remind the customer that the put
option is available. The Board stated that no Board rule would impose such
an obligation on the dealer.

In addition, the Board was asked whether a dealer who purchased from
a customer securities with a put option feature at the time of the put option
exercise date at a price significantly below the put exercise price would be
in violation of any Board rules. The Board responded that such dealer may
well be deemed to be in violation of Board rules G-17 on fair dealing and
G-30 on prices and commissions.

2. Rule G-25(b)

Board rule G-25(b) prohibits brokers, dealers, and municipal securities
dealers from guaranteeing or offering to guarantee a customer against loss
in municipal securities transactions. Under the rule, put options are not
deemed to be guarantees against loss if their terms are provided in writing
to the customer with or on the confirmation of the transaction and record-
ed in accordance with rule G-8(a)(v).2 Thus, when a municipal securities
dealer is the issuer of a secondary market put option on a municipal secu-
rity, the terms of the put option must be included with or on customer con-
firmations of transactions in the underlying security. Dealers that sell
bonds subject to put options issued by an entity other than the dealer
would not be subject to this disclosure requirement.

Confirmation Disclosure Rules
1. Description of Security

Rules G-12{c){(v)(E) and G-15(a}(i}(E)}"} require inter-dealer and cus-

tomer confirmations to set forth

Rule G-17
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a description of the securities, including. .. if the securitics are... sub-
ject to redemption prior to maturity, an indication to such effect.

Confirmations of transactions in put option securities, therefore, would
have to indicate the existence of the put option (e.g., by including the des-
ienation “purtable” on the confirmation), much as confirmations con-
cerning callable securities must indicate the existence of the call feature.
The confirmation need not set forth the specific details of the put option
feature.?

Rules G-12(c)(v)(E) and G-15(a)(i}{E)" also require confirmations

to contain

a description of the securities including at a minimum... if necessary
for a materially complete description of the securities, the name of any
company or other person in addition to the issuer obligated, directly
or indirectly, with respect to debt service...

The Board has stated that a bank issuing a letter of credit which secures a
put option feature on an issue is “obligated... with respect to debt service”
on such issue. Thus, the identity of the bank issuing the letter of credit
securing the put option also must be indicated on the confirmation.*

Finally, rules G-12(c)(v)(E) and G-15(a)(i)(E)¥ require that dealer
and customer confirmations contain a description of the securities includ-
ing, among other things, the interest rate on the bonds. The Board has
interpreted this provision as it pertains to certain tender option bonds with
adjustable tender fees to require that the net interest rate (i.e., the current
effective interest rate taking into account the tender fee) be disclosed in
the interest rate field and that dealers include elsewhere in the description
field of the confirmation the stated interest rate with the phrase “less fee
for put.”?

2. Yield Disclosure

Board rule G-12{c)(v){1) requires that inter-dealer confirmations
include the

yield at which transaction was effected and resulting dollar price,
except in the case of securities which are traded on the basis of dollar
price or securities sold at par, in which event only dollar price need be
shown {in cases in which securities are priced to call or to par option,
this must be stated and the call or option date and price used in the
calculation must be shown, and where a transaction is effected on a
yield basis, the dollar price shall be calculated to the lowest of price to
call, price to par option, or price to maturity);

Rule G-15(a)(i)(1)*! requires that customer confirmations include infor-
mation on yield and dollar price as follows:

(1) for transactions effected on a yield basis, the yield at which trans-
action was effected and the resulting dollar price shall be shown. Such
dollar price shall be calculated to the lowest of price to call, price to
par option, Or price to maturity.

(2) for transactions effected on the basis of dollar price, the dollar
price at which transaction was effected, and the lowest of the result-
ing yield to call, yield to par option, or yield to maturity shall be
shown.

(3) for transactions at par, the dollar price shall be shown.

In cases in which the resulting dollar price or yield shown on the confir-
mation is calculated to call or par option, this must be stated, and the call
or option date and price used in the calculation must be shown.

Neither of these rules requires the presentation of a yield or a dollar
price computed to the put option date as a part of the standard confirma-
tion process. In many circumstances, however, the parties to a particular
transaction may agree that the transaction is effected on the basis of a yield
to the put option date, and that the dollar price will be computed in this
fashion. If that is the case, the yield to the put date must be included on
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confirmations as the yield at which the transaction was effected and the
resulting dollar price computed to the put date, together with a statement
that it is a “yield to the [date] put option” and an indication of the date the
option first becomes available to the holder.® The requirement for trans-
actions effected on a yield basis of pricing to the lowest of price to call,
price to par option or price to maturity, applies only when the parties have
not specified the yield on which the transaction is based.

In addition, in regard to transactions in tender option bonds with
adjustable tender fees, even if the transaction is not effected on the basis
of a yield to the tender date, dealers must include the yield to the tender
date since an accurate yield to maturity cannort be calculated for these
securities because of the yearly adjustment in tender fees.”

Delivery Requirements

In a recent interpretive letter, the Board responded to an inquiry
whether, in three situations, the delivery of securities subject to put options
could be rejected.® The Board responded that, in the first situation in
which securities subject to a “one time only” put option were purchased for
settlement prior to the option expiration date but delivered after the
option expiration date, such delivery could be rejected since the securities
delivered were no longer “puttable” securities. In the second situation in
which securities subject to a “one time only” put option were purchased for
settlement prior to the option expiration date and delivered prior to that
date, but oo late to permit the recipient to satisfy the conditions under
which it could exercise the option (e.g., the trustee is located too far away
for the recipient to be able to present the physical securities by the expi-
ration date), the Board stated that there might not be a basis for rejecting
delivery, since the bonds delivered were “puttable” bonds, depending on
the facts and circumstances of the delivery. A purchasing dealer who
believed that it had incurred some loss as a result of the delivery would
have to seek redress in an arbitration proceeding.

Finally, in the third situation, securities which were the subject of a
put option exercisable on a stated periodic basis {e.g., annually) were pur-
chased for settlement prior to the annual exercise date so that the recipi-
ent was unable to exercise the option at the time it anticipated being able
to do so. The Board stated thar this delivery could not be rejected since
“puttable” bonds were delivered. A purchasing dealer who believed that it
had incurred some loss as a result of the delivery would have to seek redress
in an arbitration proceeding.

See [Rule G-17 Interpretive Letter — Put option bonds: safekeeping, pricing,] MSRB
interpretation of February 18, 1983, {reprinted in MSRB Rule Book].

[

Rule G-8(a)(v) requires dealers to record, among other things, oral or written put options
with respect to municipal securities in which such municipal securities broker or dealer
has any direct or indirect interest, showing the description and aggregate par value of the
securities and the terms and conditions of the option.

See [Rule G-12 Interpretive Letter - Confirmation disclosure: put option bonds,} MSRB
interpretation of April 24, 1981, [reprinted in MSRB Rule Book].

See [Rule G-15 Interpretive Letter — Securities description: securities backed by letters

of credit,] MSRB interpretation of December 2, 1982, [reprinted in MSRB Rule Book].

See [Rule G-12 Interpretive Letter - Confirmation disclosure: tender option bonds with
adjustable tender fees,] MSRB interpreration of March 5, 1985, [reprinted in MSRB Rule
Book].

See [Rule G-12 Interpretive Letter - Confirmation disclosure: put option bonds,] MSRB
interpretation of April 24, 1981, [reprinted in MSRB Rule Book].

See fn. 5.

See [Rule G-12 Interpretive Letter - Delivery requirements: put option bonds,] MSRB
interpretation of February 27, 1985, [reprinted in MSRB Rule Book].

[*[Currently codified at rule G-15(a)(i)(C)(2)(a). See also
G-15(a)(i)(C)(2)(b).]

[+][Currently codified at rule G-15(a}{(i)(C)(1)(b).]

[#[Currently codified at rule G-15(a){i}{B)(4). See also current rule G-15(a){i)(B)(4)(c).]

[#l[Currently codified at rule G-15(a)(i){A)(5). See also
G-15(a)(i){A)(5) (c)(iv)(D).]
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NOTICE CONCERNING DISCLOSURE OF CALL INFORMATION TO
CUSTOMERS OF MUNICIPAL SECURITIES

NOTICE OF INTERPRETATION ON ESCROWED-TO-MATURITY
SECURITIES: RULES G-17, G-12 AND G-15

March 4, 1986

The Board has been made aware of instances in which dealers are not
adequately describing securities to customers at the time of trade and may
not disclose that bonds are subject to redemption, in-whole or in-part, pri-
or to maturity. In addition, the Board understands that even when this dis-
closure is made, and a customer asks for further information concerning
the call features, in some instances a dealer may not have this information
available.

Rule G-17 of the Board's rules of fair practice requires municipal secu-
rities brokers and dealers to deal fairly with all persons and prohibits them
from engaging in any deceptive, dishonest, or unfair practice. The Board
has interpreted this rule to require that a dealer must disclose, at or before
the sale of municipal securities to a customer, all material facts concerning
the transaction, including a complete description of the security, and must
not omit any material facts which would render other statements mislead-
ing. In addition, rule G-19, on suitability, prohibits a municipal securities
professional from recommending transactions in municipal securities to a
customer unless the professional has reasonable grounds for making the
recommendation in light of information about the security available from
the issuer or otherwise and believes that a transaction in the security is
suitable for the particular customer.

[The fact that a security may be redeemed prior to maturity in-whole,
in-part, or in extraordinary circumstances, is essential to a customer’s
investment decision about the security and is one of the facts a dealer must
disclose at the time of trade. In addition, a dealer, if asked by a customer
for more specific information regarding a call feature, should obtain this
information and relay it to the customer promptly. Moreover, it would be
difficult for a dealer to recommend the purchase of a security to a customer
without having information regarding the security's call features.

With respect to confirmations, rule G-15(a) requires dealers to note
on customer confirmations if a security is subject to redemption prior to
maturity (callable) and to include a legend stating that “call features may
exist which could affect yield; complete information will be provided upon
request.” Thus, a customer, upon receipt of the confirmation, may ask for
further information on call features, and dealers have a duty to obtain and
disclose such information promptly. Of course, a confirmation is not
received by a customer until after a transaction is effected and the Board
wishes to emphasize that confirmation disclosures do not eliminate the
duty of a municipal securities professional to explain the security ade-
quately to a customer.

NOTICE OF INTERPRETATION REQUIRING DEALERS TO
SUBMIT TO ARBITRATION AS A MATTER OF FAIR DEALING

March 6, 1987

Section 2 of the Board's Arbitration Code, rule G-35, requires all deal-
ers to submit to arbitration at the instance of a customer or another deal-
er. From time to time, a dealer will refuse to submit to arbitration or will
delay or even refuse to make payment of an award. Such acts constitute
violations of rule G-35. The Board believes that it is a violation of rule
G-17, on fair dealing, for a broker, dealer or municipal securities dealer or
its associated persons to fail to submit to arbitration as required by Rule
G-35, or to fail to comply with the procedures therein, including the pro-
duction of documents, or to fail to honor an award of arbitrators unless a
timely motion to vacate the award has been made according to applicable
law.!

! A party typically has 90 days to seek judicial review of an arbitration award; after that the
award cannot be challenged. Challenges to arbitration awards are heard only in limited,
egregious circumstances such as fraud or collusion on the part of the arbitrators.

September 21, 1987

The Board is concerned that the market for escrowed-to-maturity
securities has been disrupted by uncertainty whether these securities may
be called pursuant to optional redemption provisions. Accordingly, the
Board has issued the following interpretations of rule G-17, on fair deal-
ing, and rules G-12(c) and G-15(a), on confirmation disclosure, concern-
ing escrowed-to-maturity securities. The interpretations are effective
immediately.

Background

Traditionally, the term escrowed-to-maturity has meant that such
securities are not subject to optional redemption prior to maturity.
Investors and market professionals have relied on this understanding in
their purchases and sales of such securities. Recently, certain issuers have
attempted to call escrowed-to-maturity securities. As a result, investors
and market professionals considering transactions in escrowed-to-maturi-
ty securities must review the documents for the original issue, for any
refunding issue, as well as the escrow agreement and state law, to determine
whether any optional redemption provisions apply. In addition, the Board
understands that there is uncertainly as to the fair market price of such
securities which may cause harm to investors.

On March 17, 1987, the Board sent letters to the Public Securities
Association, the Government Finance Officers Association and the
National Association of Bond Lawyers expressing its concern. The Board
stated that it is essential that issuers, when applicable, expressly note in
official statements and defeasance notices relating to escrowed-to-maturi-
ty securities whether they have reserved the right to call such securities. It
stated that the absence of such express disclosure would raise concerns
whether the issuer’s disclosure documents adequately explain the material
features of the issue and would severely damage investor confidence in the
municipal securities market. Although the Board has no rulemaking
authority over issuers, it advised brokers, dealers and municipal securities
dealers (dealers) that assist issuers in preparing disclosure documents for
escrowed-to-maturity securities to alert these issuers of the need to disclose
whether they have reserved the right to call the securities since such infor-
mation is material to a customer’s investment decision about the securities
and to the efficient trading of such securities.

Application of Rule G-17 on Fair Dealing

In the intervening months since the Board's letter, the Board has con-
tinued to receive inquiries from market participants concerning the calla-
bility of escrowed-to-maturity securities. Apparently, some dealers now are
describing all escrowed-to-maturity securities as callable and there is con-
fusion how to price such securities. In order to avoid confusion with
respect to issues that might be escrowed-to-maturity in the future, the
Board is interpreting rule G-17, on fair dealing,! to require that municipal
securities dealers that assist in the preparation of refunding documents as
underwriters or financial advisors alert issuers of the materiality of infor-
mation relating to the callability of escrowed-to-maturity securities.
Accordingly, such dealers must recommend that issuers clearly state when
the refunded securities will be redeemed and whether the issuer reserves
the option to redeem the securities prior to their maturity.

Application of Rules G-12(c) and G-15(a) on Confirmation Disclosure
of Escrowed-to-Maturity Securities

Rules G-12(c)(vi}(E) and G-15(a)(iii}(E)" require dealers to disclose
on inter-dealer and customer confirmations, respectively, whether the
securities are “called” or “prerefunded,” the date of maturity which has
been fixed by the call notice, and the call price. The Board has stated that
this paragraph would require, in the case of escrowed-to-maturity securi-
ties, a statement to that effect (which would also meet the requirement to

Rule G-17
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state “the date of maturity which has been fixed”) and the amount to be
paid at redemption. In addition, rules G-12(c)(v}(E) and G-15(a)(i)(E)!!
require dealers to note on confirmations if securities are subject to redemp-
tion prior to maturity (callable).

The Board understands that dealers traditionally have used the term
escrowed-to-maturity only for non-callable advance refunded issues the
proceeds of which are escrowed to original maturity date or for escrowed-
to-maturity issues with mandatory sinking fund calls. To avoid confusion
in the use of the term escrowed-to-maturity, the Board has determined that
dealers should use the term escrowed-to-maturity to describe on confir-
mations only those issues with no optional redemption provisions express-
ly reserved in escrow and refunding documents. Escrowed-to-maturity
issues with no optional or mandatory call features must be described as
“escrowed-to-maturity.” Escrowed-to-maturity issues subject to mandatory
sinking fund calls must be described as “escrowed-to-maturity” and
“callable.” If an issue is advance refunded to the original maturity date, but
the issuer expressly reserves optional redemption features, the security
should be described on confirmations as “escrowed (or prerefunded) to [the
actual maturity date]” and “callable.”

The Board believes that the use of different terminology to describe
advance refunded issues expressly subject to optional calls will better alert
dealers and customers to this important aspect of certain escrowed issues.’

Rule G-17 states that “[ijn the conduct of its municipal securities business, each broker,
dealer, and municipal securities dealer shall deal fairly with all persons and shall not
engage in any deceptive, dishonest, or unfair practice.”

2 This terminology also would be used for any issue prerefunded to a call date, with an ear-

lier optional call expressly reserved.

3 The Board believes that, because of the small number of advance refunded issues that
expressly reserve the right of the issuer to call the issue pursuant to an optional redemp-
tion provision, confirmation systems should be able to be programmed for use of the new
terminology without delay.

[*][Currently codified at rule
G-15(a)(i)(C)(3)(b).]
{t][Currently codified at rule G-15(a)(i)(CH2)(a).]

current  tule

G-15(a)(i}{C)(3)(a). See also

NOTICE OF INTERPRETATION CONCERNING PRIORITY OF
ORDERS FOR NEW IsSUE SECURITIES: RULE G-17

December 22, 1987

The Board is concerned about reports that senior syndicate managers
may not always be mindful of principles of fair dealing in allocations of new
issue securities. In particular, the Board believes that the principles of fair
dealing require that customer orders should receive priority over similar
dealer or certain dealer-related account! orders, to the extent that this is
feasible and consistent with the orderly distribution of new issue securities.

Rule G-11(e) requires syndicates to establish priority provisions and,
if such priority provisions may be changed, to specify the procedure for
making changes. The rule also permits a syndicate to allow the senior man-
ager, on a case-by-case basis, to allocate sccurities in a manner other than
in accordance with the priority provisions if the senior manager deter-
mines in its discretion that it is in the best interests of the syndicate. Senior

managers must furnish this information, in writing, to the syndicate mem-

bers. Syndicate members must promptly furnish this information, in writ-
ing, to others upon request. This requirement was adopted to allow
prospective purchasers to frame their orders to the syndicate in a manner
that would enhance their ability to obtain securities since the syndicate’s
allocation procedures would be known.

The Board understands that senior managers must balance a number
of competing interests in allocating new issue securities. In addition, a
senior manager must be able quickly to determine when it is appropriate
to allocate away from the priority provisions and must be prepared to jus-

Rule G-17
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tify its actions to the syndicate and perhaps to the issuer. While it does not
appear necessary or appropriate at this time to restrict the ability of syndi-

* cates to permit managers to allocate securities in a manner different from

the priority provisions, the Board believes senior managers should ensure
that all allocations, even those away from the priority provisions, are fair
and reasonable and consistent with principles of fair dealing under rule

" G-17.2 Thus, in the Board’s view, customer orders should have priority over

similar dealer orders or certain dealer-related account orders to the extent
that this is feasible and consistent with the orderly distribution of new issue
securities. Moreover, the Board suggests that syndicate members alert their
customers to the priority provisions adopted by the syndicate so that their
customers are able to place their orders in a manner that increases the pos-
sibility of being allocated securities.

1 A dealer-related account includes a municipal securities investment portfolio, arbitrage
account or secondary trading account of a syndicate member, a municipal securities
investment trust sponsored by a syndicate member, or an accumulation account estab-
lished in connection with such a municipal securities investment trust.

2 Rule G-17 provides that:

li}n the conduct of its municipal securities business, each broker, dealer, and munici-
pal securities dealer shall deal fairly with all persons and shall not engage in any decep-
tive, dishonest or unfair practice.

NoOTICE CONCERNING SECURITIES THAT PREPAY PRINCIPAL
March 19, 1991

The Board has become aware of several issues of municipal securities
that prepay principal to the bondholders over the life of the issue. These
securities are issued with a face value that equals the total principal
amount of the securities. However, as the prepayment of principal to bond-
holders occurs over time, the “unpaid principal” associated with a given
quantity of the securities become an increasingly lower percentage of the
face amount. The Board believes that there is a possibility of confusion in
transactions involving such securities, since most dealers and customers
are accustomed to municipal securities in which the face amount always
equals the principal amount that will be paid at maturity.

Because of the somewhat unusual nature of the securities, the Board
believes that dealers should be alert to their disclosure responsibilities. For
customer transactions, rule G-17 requires that the dealer disclose to its cus-
tomer, at ot prior to the time of trade, all material facts with respect to the
proposed transaction. Because the prepayment of principal is a material
feature of these securities, dealers must ensure that the customer knows
that securities prepay principal. The dealer also must inform the customer
of the amount of unpaid principal that will be delivered on the transaction.

For inter-dealer transactions, there is no specific requirement for a
dealer to disclose all material facts to another dealer at time of trade. A
selling dealer is not generally charged with the responsibility to ensure that
the purchasing dealer knows all relevant features of the securities being
offered for sale. The selling dealer may rely, at least to a reasonable extent,
on the fact that the purchasing dealer is also a professional and will satis-
fy his need for information prior to entering into a contract for the securi-
ties. Nevertheless, it is possible that non-disclosure of an unusual feature
such as principal prepayment might constitute an unfair practice and thus
become a violation of rule G-17 even in an inter-dealer transaction. This
would be especially true if the information about the prepayment feature
is not accessible to the market and is intentionally withheld by the selling
dealer. Whether or not non-disclosure constitutes an unfair practice in a
specific case would depend upon the individual facts of the case. Howev-
er, to avoid trade disputes and settlement delays in inter-dealer transac-
tions, it generally is in dealers’ interest to reach specific agreement on the
existence of any prepayment feature and the amount of unpaid principal
that will be delivered.
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EDUCATIONAL NOTICE ON BONDS SUBJECT TO
“DETACHABLE” CALL FEATURES

May 13, 1993

New products are constantly being introduced into the municipal
securities market. Dealers must ensure that, prior to effecting transactions
with customers in municipal securities with new features, they obtain all
necessary information regarding these features. The Board will attempt
periodically through educational notices to describe new products or fea-
tures of municipal securities and review the responsibilities of dealers to
customers in these transactions. In this notice, the Board will review
detachable call features.

Certain recent issues of municipal securities include a new feature
called a detachable call right. This feature allows the issuer to sell its right
to call the bond. Thus, upon the sale of this call right, the owner of the
right has the ability, at certain times, to require the mandatory tender of
the underlying municipal bond. The dates of mandatory tender of the
underlying bonds generally correlate with the optional call dates. If the
holder exercises such rights, the underlying bondholder tenders its bond to
the issuer (just as if the issuer had called the bond) and the holder of the
call right purchases the bond. In some instances, issuers already have issued
municipal call rights and the underlying bonds in such cases are sometimes
referred to as being subject to “detached” call rights.

Bonds subject to detachable call rights generally include a provision
that permits an investor that owns both the detached call right and the
underlying bond to link the two instruments together, subject to certain
conditions. Such “linked” municipal securities would not be subject
to being called at certain times by holders of call rights or the issuer.
They may, however, be subject to other calls, such as sinking fund provi-
sions. If a customer obtains a linked security, thereafter the customer
has the option to de-link the security, again subject to certain conditions,
into a municipal call right and an underlying bond subject to a right of
mandatory tender.

Applicability of Board Rules

Of course, the Board’s rules apply to bonds subject to detachable call fea-
tures and “linked” securities just as they apply to all other municipal secu-
rities. The Board, however, would like to remind dealers of certain Board
rules that should be considered in transactions involving these municipal
securities.

Rule G-15(a) on Customer Confirmations

Rule G-15(a)(i)}(E)"! requires customer confirmations to set forth “a
description of the securities, including... if the securities are... subject to
redemption prior to maturity. .., an indication to such effect.” Additional-
ly, rule G-15(a)(iii)(F)!"! requires a legend to be placed on customer con-
firmations of transactions in callable securities which notes that “Call
features may exist which could affect yield; complete information will be
provided upon request.”

Confirmations of transactions in bonds subject to detachable call
rights, therefore, would have to indicate this information.! In addition, the
details of the call provisions of such securities would have to be provided
to the customer upon the customer’s request.

Confirmation disclosure, however, serves merely to support—not to
satisfy—a dealer’s general disclosure obligations. More specifically, the dis-
closure items required on the confirmation do not encompass “all materi-
al facts” that must be disclosed to customers at the time of trade pursuant

to rule G-17.
Rule G-17 on Fair Dealing

Rule G-17 of the Board’s rules of fair practice requires municipal secu-
rities dealers to deal fairly with all persons and prohibits them from engag-
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ing in any deceptive, dishonest, or unfair practice. The Board has inter-
preted this rule to require that a dealer must disclose, at or before the sale
of municipal securities to a customer, all material facts concerning the
transaction, including a complete description of the security, and must not
omit any material facts which would render other statements misleading.
Among other things, a dealer must disclose at the time of trade whether a
security may be redeemed prior to maturity in-whole, in-part, or in extra-
ordinary circumstances because this knowledge is essential to a customer’s
investment decision.

Clearly, bonds subject to detachable calls must be described as callable
at the time of the trade.? In addition, if a dealer is asked by a customer at
the time of trade for specific information regarding call features, this infor-
mation must be obtained and relayed promptly.

Although the Board requires dealers to indicate to customers at the
time of trade whether municipal securities are callable, the Board has not
categorized which, if any, specific call features it considers to be material
and therefore also must be disclosed. Instead, the Board believes that it is
the responsibility of the dealer to determine whether a particular feature
is material.

With regard to detachable calls, dealers must decide whether the abil-
ity of a third party to call the bond is a material fact that should be dis-
closed to investors. Dealers should make this determination in the same
way they determine whether other facets of a municipal securities trans-
action are material—is it a fact that a reasonable investor would want to
know when making an investment decision? For example, would a rea-
sonable investor who knows a bond is callable base an investment decision
on whether someone other than the issuer can call the bond? Does this
new feature affect the pricing of the bond?

* %

The Board is continuing its review of detachable call rights and may
take additional related action at a later date. The Board welcomes the
views of all persons on the application of Board rules to transactions in
securities subject to detachable call rights.

With regard to the confirmation requirement for linked securities, if these securities are
subject to other call provisions such as sinking fund calls, the customer confirmation must
indicate that these securities are callable.

~

Similarly, when considering the application of rule G-17 to transactions in “linked” secu-
rities, as with other municipal securities, dealers have the obligation to ensure that
investors understand the features of the security. In particular, if a linked security to oth-
er call provisions, dealers should ensure that retail customers do not mistakenly believe
the bond is “non-callable.”

{*][Currently codified at rule G-15(a)(i)}(C)(2)(a).]

TRANSACTIONS IN MUNICIPAL SECURITIES WITH NON-STANDARD
FEATURES AFFECTING PRICE/YIELD CALCULATIONS

June 12, 1995

Rule G-15(a) generally requires that confirmations of municipal secu-
rities transactions with customers state a dollar price and yield for the
transaction. Thus, for transactions executed on a dollar price basis, a yield
must be calculated; for transactions executed on a yield basis, a dollar price
must be calculated. Rule G-33 provides the standard formulae for making
these price/yield calculations.

It has come to the Board's attention that certain municipal securities
have been issued in recent years with features that do not fall within any
of the standard formulae and assumptions in rule G-33, nor within the cal-
culation formulae available through the available settings on existing bond
calculators. For example, an issue may have first and last coupon periods
that are longer than the standard coupon period of six months.

With respect to some municipal securities issues with non-standard
features, industry members have agreed to certain conventions regarding

Rule G-17
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pricefyield calculations. For example, one of the available bond calculator
setting might be used for the issue, even though the calculator setting does
not provide a formula specifically designed to account for the non-stan-
dard feature. In such cases, anomalies may result in the pricefyield calcu-
lations. The anomalies may appear when the calculations are compared to
those using more sophisticated actuarial techniques or when the calcula-
tions are compared to those of other securities that are similar, but that do
not have the non-standard feature.

The Board reminds dealers that, under rule G-17, dealers have the
obligation to explain all material facts about a transaction to a customer
buying or selling a municipal security. Dealers should take particular effort
to ensure that customers are aware of any non-standard feature of a secu-
rity. If price/yield calculations are affected by anomalies due toa non-stan-
dard feature, this may also constitute a material fact about the transaction
that must be disclosed to the customer.

NOTICE OF INTERPRETATION OF RULE G-17 CONCERNING MINIMUM
DENOMINATIONS

R U L E
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amaterial fact to the customer, and to explain how this could affect the lig-
uidity of the customer’s position, generally would constitute a violation of
the dealer’s duty under rule G-17 to disclose all material facts about the
transaction to the customer.

Occasionally, bond documents may state a minimum transaction amount that applies
only to primary market transactions, but with a clear indication by the issuer that trans-
actions may occur at lower amounts in the secondary market. The MSRB is not aware of
non-authorized transaction amounts accurring for issues of these types. In general, how-
ever, bond documents describing a minimum “denomination” would appear to be intend-
ed to apply to both primary and secondary market transactions.

Proposed rule change SR-MSRB-2001-07, filed with the Securities and Exchange Com-
mission on October 16, 2001.

Even for municipal securities issued after June 1, 2002, below-minimum denomination
transactions may need to be effected in compliance with proposed MSRB rule G-15(f) to
liquidare below-minimum denomination positions created through the exercise of a will,
division of a marital estate, as a result of an investor giving a portion of a position as a
gift, etc. In addition, the exercise of a sinking fund or other partial redemption by an
issuer can sometimes result in customers holding below-minimum denomination
amounts.

January 30, 2002

Municipal securities issuers sometimes set a relatively high minimum
denomination, typically $100,000, for certain issues. This may be done so
that the issue can qualify for one of several exemptions from Securities
Exchange Act Rule 15¢2-12, meaning that the issue would not be subject
to certain primary market or continuing disclosure requirements. In other
situations, issuers may set a high minimum denomination even though the
issue is subject to Securities Exchange Act Rule 15¢2-12. This may be
because of the issuer’s (or the underwriter’s) belief that the securities are
not an appropriate investment for those retail investors who would be like-
ly to purchase securities in relatively small amounts.

Several issuers have expressed concern to the MSRB upon discover-
ing that their issues with high minimum denominations were trading in
the secondary market in transaction amounts much lower than the stated
minimum denomination.! Based on information obtained from the MSRB
Transaction Reporting Program, it appears that there are significant num-
bers of these types of transactions. In the past, brokers, dealers and munic-
ipal securities dealers {collectively “dealers”) effecting such transactions
likely would have had the problem brought to their attention when
attempting to make delivery of a certificate to the customer. This is
because the transfer agent would not have been able to honor a request for
a certificate with a par value below the minimum denomination. Today,
however, increased use of book-entry deliveries and safekeeping arrange-
ments for retail customers largely preclude the need for individual certifi-
cates for customers and there is no other systemic screening to identify
transactions that are in below-minimum denomination amounts.

Rule G-17 states: “In the conduct of its municipal securities activities,
each broker, dealer, and municipal securities dealer shall deal fairly with all
persons and shall not engage in any deceptive, dishonest, or unfair prac-
tice.” The MSRB has interpreted this rule to mean, among other things,
that dealers are required to disclose, at or before a transaction in munici-
pal securities with a customer, all material facts concerning the transac-
tion, including a complete description of the security. The MSRB has
proposed an amendment to rule G-15 that would prohibit transactions in
below-minimum denomination amounts for municipal securities issued
after June 1, 2002, with certain limited exceptions.? The MSRB antici-
pates that some transactions in below-minimum denomination amounts
may continue to occur for issues issued prior to June 1, 2002, as well as
under the limited exceptions to the proposed amendment to rule G-15.
In either case, the MSRB believes that any time a dealer is selling to a cus-
tomer a quantity of municipal securities below the minimum denomina-
tion for the issue, the dealer should consider this to be a material fact about
the transaction. The MSRB believes that a dealer’s failure to disclose such
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INTERPRETIVE NOTICE REGARDING RULE G-17, ON DISCLOSURE OF
MATERIAL FACTS

March 20, 2002

Rule G-17, the MSRB’s fair dealing rule, encompasses two general
principles. First, the rule imposes a duty on dealers' not to engage in
deceptive, dishonest, or unfair practices. This first prong of rule G-17 is
essentially an antifraud prohibition.

Second, the rule imposes a duty to deal fairly. Statements in the
MSRB’s filing for approval of rule G-17 and the SEC's order approving the
rule note that rule G-17 was implemented to establish a minimum stan-
dard of fair conduct by dealers in municipal securities. [n addition to the
basic antifraud prohibitions in the rule, the duty to “deal fairly” is intend-
ed to “refer to the customs and practices of the municipal securities mar-
kets, which may, in many instances differ from the corporate securities
markets.”? As part of a dealer’s obligation to deal fairly, the MSRB has
interpreted the rule to create affirmative disclosure obligations for dealers.
The MSRB has stated that dealer’s affirmative disclosure obligations
require that a dealer disclose, at or before the sale of municipal securities
to a customer, all material facts concerning the transaction, including a
complete description of the security. > These obligations apply even when
a dealer is acting as an order taker and effecting non-recommended sec-
ondary market transactions.

Rule G-17 was adopted many years prior to the adoption of SEC Rule
15¢2-12. The development of the NRMSIR system,* the MSRB’s Munic-
ipal Securities Information Library® (MSIL®) system® and Transaction
Reporting System (“TRS”),S rating agencies and indicative data sources in
the post-Rule 15¢2-12 era have created much more readily available infor-
mation soutces. Recently, the market has made progress and market pro-
fessionals (including institutional investors) can, and do, go to these
industry sources to find securities descriptive information, official state-
ments, rating agency ratings and reports, and ongoing disclosure informa-
tion. These developments suggest a need for further explanation of what
“disclosure of all material facts” means in today’s market.

Rule G-17 requires that dealers disclose to a customer at the time of
trade all material facts about a transaction known by the dealer. In addi-
tion, a dealer is required to disclose material facts about a security when
such facts are reasonably accessible to the market. Thus, a dealer would
be responsible for disclosing to a customer any material fact concerning a
municipal security transaction made publicly available through sources
such as the NRMSIR system, the MSIL® system, TRS, rating agency
reports and other sourtces of information relating to the municipal securi-
ties transaction generally used by dealers that effect transactions in the
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type of municipal securities at issue (collectively, “established industry
sources”). 7

The customs and practices of the industry suggest that the sources of
information generally used by a dealer that effects transactions in munic-
ipal securities may vary with the type of municipal security. For example,
a dealer might have to draw on fewer industry sources to disclose all mate-
rial facts about an insured “triple-A” rated general obligation bond than for
a non-rated conduit issue. In addition, to the extent that a security is more
complex, for example because of complex structure or where credit quali-
ty is changing rapidly, a dealer might need to take into account a broader
range of information sources prior to executing a transaction.

With respect to primary offerings of municipal securities, the SEC has
noted, “By participating in an offering, an underwriter makes an implied
recommendation about the securities.” The SEC stated, “This recom-
mendation itself implies that the underwriter has a reasonable basis for
belief in the truthfulness and completeness of the key representations
made in any disclosure documents used in the offerings.”® Similarly, if a
dealer recommends a secondary market municipal security transaction,
rule G-19 requires a dealer to “have reasonable grounds for the recom-
mendation in light of information available from the issuer or otherwise.”9
If this “reasonable basis” suitability cannot be obtained from the estab-
lished industry sources, then further review may be necessary before mak-
ing a recommendation. To the extent that such review elicits material
information that would not have become known through a review of
established industry sources, dealers recommending transactions would be
obligated to disclose such information in addition to information avail-
able from established industry sources.

! The term “dealer” is used in this interpretive notice as shorthand for “broker," “dealet”
or “municipal securities dealer,” as those terms are defined in the Securities Exchange Act
of 1934. The use of the term in this interpretive notice does not imply that the entity is
necessarily taking a principal position in a municipal security.

2 See Exchange Act Release No. 13987 (Sept. 22, 1977).

3 See e.g., Rule G-17 Interpretation—Educational Notice on Bonds Subject to “Detach-

able” Call Features, May 13, 1993, MSRB Rule Book (July 2001) at 129-130. The SEC

described material facts as those “facts which a prudent investor should know in order to
evaluate the offering before reaching an investment decision.” Municipal Securitics Dis-

closure, Securities Exchange Act Release No. 26100 (September 22, 1988) (the “1938

SEC Release”) at note 76, quoting In re Walston & Co. Inc., and Harrington, Securities

Exchange Act Release No. 8165 (September 22, 1967). Furthermore, the United States

Supreme Court has stated that a fact is material if there is a substantial likelihood that

its disclosure would have been considered significant by a reasonable investor. TSC Indus-

tries, Inc. v. Northway, Inc., 426 U.S. 438 (1976).

For purposes of this notice, the “NRMSIR system” refers to the disclosure dissemination

system adopted by the SEC in SEC Rule 15¢2-12. Under Rule 15¢2-12, as adopted in

1989, participating underwriters provide a copy of the final official statement to Nation-

ally Recognized Municipal Securities Information Repositories (“NRMSIRs”) to reduce

their obligation to provide a final official statement to customers. In the 1994 amend-
ments to Rule 15¢2-12 the SEC determined to require that annual financial information
and audited financial statements submitted in accordance with issuer undertakings must
be delivered to each NRMSIR and to the State Information Depository (“SID") in the
issuer’s state, if such depository has been established. The requirement to have annual
financial information and audited financial statements delivered to all NRMSIRs and the
appropriate SID was included in Rule 15¢2-12 to ensure that all NRMSIRs receive dis-
closure information directly. Under the 1994 amendments, notices of material events, as
well as notices of a failure by an issuer or other obligated person to provide annual finan-
cial information, must be delivered to each NRMSIR or the MSRB, and the appropriate
SID.

The MSIL® system collects and makes available to the marketplace official statements
and advance refunding documents submitted under MSRB rule G-36, as well as certain
secondary market material event disclosures provided by issuers under SEC Rule 15¢2-
12. Municipal Securities Information Library® and MSIL® are registered trademarks of
the MSRB.

The MSRB's TRS collects and makes available to the marketplace information regard-
ing inter-dealer and dealer-customer transactions in municipal securities.

-
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Dealers operating electronic trading platforms have inquired whether providing elec-
tronic access to material information is consistent with the obligation to disclose infor-
mation under rule G-17. The MSRB believes that the provision of electronic access to
material information to customers who elect to transact in municipal securities on an
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electronic platform is generally consistent with a dealer’s obligation to disclose such infor-
mation, but that whether such access is effective disclosure ultimately depends upon the
particular facts and circumstances present.

1988 SEC Release at text following note 70. The SEC also stated that an underwriter
must review the issuer's disclosure documents for possible inaccuracies and omissions. In
the case of a negotiated offering, the SEC expects the underwriter to make an inquiry into
the key representations included in the disclosure materials. In the case of a competitive
offering, the SEC acknowledges that the underwriter may have more limited opportuni-
ties to undertake such a review and investigation but nonetheless is obligated to take
appropriate actions under the particular facts and circumstances of such offering.

Y

See e.g., Rule G-19 Interpretation—Notice Concerning the Application of Suitability
Requirements to Investment Seminars and Customer Inquiries Made in Response to a
Dealer’s Advertisement, May 7, 1985 MSRB Rule Book (July 2001) at 134; In re F.J. Kauf-
man and Company of Virginia, 50 S.E.C. 164, 168, 1989 SEC LEXIS 2376, *10 (1939}

(discussing “reasonable basis” suitability).

INTERPRETIVE NOTICE REGARDING THE APPLICATION OF MSRB
RULES TO TRANSACTIONS WITH SOPHISTICATED MUNICIPAL
MARKET PROFESSIONALS

April 30, 2002
Introduction

Industry participants have suggested that the MSRBs fair practice
rules should allow dealers! to recognize the different capabilities of certain
institutional customers as well as the varied types of dealer-customer rela-
tionships. Prior MSRB interpretations reflect that the nature of the deal-
er’s counter-party should be considered when determining the specific
actions a dealer must undertake to meet its duty to deal fairly. The MSRB
believes that dealers may consider the nature of the institutional customer
in determining what specific actions are necessary to meet the fair practice
standards for a particular transaction. This interpretive notice concerns
only the manner in which a dealer determines that it has met certain of its
fair practice obligations to certain institutional customers; it does not alter
the basic duty to deal fairly, which applies to all transactions and all cus-
tomers. For purposes of this interpretive notice, an institutional customer
shall be an entity, other than a natural person (corporation, partnership,
trust, or otherwise), with total assets of at least $100 million invested in
municipal securities in the aggregate in its portfolio and/or under man-
agement.

Sophisticated Municipal Market Professionals

Not all institutional customers are sophisticated regarding invest-
ments in municipal securities. There are three important considerations
with respect to the nature of an institutional customer in determining the
scope of a dealer’s fair practice obligations. They are:

¢ Whether the institutional customer has timely access to all publicly
available material facts concerning a municipal securities transaction;

¢ Whether the institutional customer is capable of independently
evaluating the investment risk and market value of the municipal securi-
ties at issue; and

® Whether the institutional customer is making independent invest-
ment decisions about its investments in municipal securities.

When a dealer has reasonable grounds for concluding that an institu-
tional customer (i) has timely access to the publicly available material facts
concerning a municipal securities transaction; (ii) is capable of indepen-
dently evaluating the investment risk and market value of the municipal
securities at issue; and (iii) is making independent decisions about its
investments in municipal securities, and other known facts do not contra-
dict such a conclusion, the institutional customer can be considered a
sophisticated municipal market professional (“SMMP”). While it is diffi-
cult to define in advance the scope of a dealer's fair practice obligations
with respect to a particular transaction, as will be discussed later, by mak-
ing a reasonable determination that an institutional customer is an SMMP,

Rule G-17
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then certain of the dealer’s fair practice obligations remain applicable but
are deemed fulfilled. In addition, as discussed below, the fact that a quota-
tion is made by an SMMP would have an impact on how such quotation
is treated under rule G-13.

Considerations Regarding The Identification of Sophisticated Munici-
pal Market Professionals

The MSRB has identified certain factors for evaluating an institu-
tional investor’s sophistication concerning a municipal securities transac-
tion and these factors are discussed in detail below. Moreover, dealers are
advised that they have the option of having investors attest to SMMP sta-
tus as a means of streamlining the dealers’ process for determining that the
customer is an SMMP. However, a dealer would not be able to rely upon
a customer'’s SMMP attestation if the dealer knows or has reason to know
that an investor lacks sophistication concerning a municipal securities
transaction, as discussed in detail below.

Access to Material Facts

A determination that an institutional customer has timely access to
the publicly available material facts concerning the municipal securities
transaction will depend on the customer’s resources and the customer’s
ready access to established industry sources (as defined below) for dissem-
inating material information concerning the transaction. Although the
following list is not exhaustive, the MSRB notes that relevant considera-
tions in determining that an institutional customer has timely access to
publicly available information could include:

* the resources available to the institutional customer to investigate
the transaction (e.g., research analysts);

* the institutional customer’s independent access to the NRMSIR sys-
tem,? and information generated by the MSRB’s Municipal Securities
Information Library® (MSIL®) system? and Transaction Reporting System
(“TRS"),* either directly or through services that subscribe to such sys-
tems; and

¢ the institutional customer’s access to other sources of information
concerning material financial developments affecting an issuer’s securities
(e.g., rating agency data and indicative data sources).

Independent Evaluation of Investment Risks and Market Value

Second, a determination that an institutional customer is capable of
independently evaluating the investment risk and market value of the
municipal securities that are the subject of the transaction will depend on
an examination of the institutional customer's ability to make its own
investment decisions, including the municipal securities resources avail-
able to the institutional customer to make informed decisions. In some
cases, the dealer may conclude that the institutional customer is not capa-
ble of independently making the requisite risk and valuation assessments
with respect to municipal securities in general. In other cases, the insti-
tutional customer may have general capability, but may not be able to
independently exercise these functions with respect to a municipal market
sector or type of municipal security. This is more likely to arise with rela-
tively new types of municipal securities and those with significantly dif-
ferent risk or volatility characteristics than other municipal securities
investments generally made by the institution. If an institution is either
generally not capable of evaluating investment risk or lacks sufficient capa-
bility to evaluate the particular municipal security, the scope of a dealer’s
fair practice obligations would not be diminished by the fact that the deal-
er was dealing with an institutional customer. On the other hand, the fact
that a customer initially needed help understanding a potential invest-
ment need not necessarily imply that the customer did not ultimately
develop an understanding and make an independent investment decision.

While the following list is not exhaustive, the MSRB notes that rele-
vant considerations in determining that an institutional customer is capa-
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ble of independently evaluating investment risk and market value consid-
erations could include:

¢ the use of one or more consultants, investment advisers, research
analysts or bank trust departments;

* the general level of experience of the institutional customer in
municipal securities markets and specific experience with the type of
municipal securities under consideration;

® the institutional customer’s ability to understand the economic fea-
tures of the municipal security;

¢ the institutional customer’s ability to independently evaluate how
market developments would affect the municipal security that is under
consideration; and

* the complexity of the municipal security or securities involved.

Independent Investment Decisions

Finally, a determination that an institutional customer is making inde-
pendent investment decisions will depend on whether the institutional
customer is making a decision based on its own thorough independent
assessment of the opportunities and risks presented by the potential invest-
ment, market forces and other investment considerations. This determi-
nation will depend on the nature of the relationship that exists between
the dealer and the institutional customer. While the following list is not
exhaustive, the MSRB notes that relevant considerations in determining
that an institutional customer is making independent investment deci-
sions could include:

* any written or oral understanding that exists between the dealer and
the institutional customer regarding the nature of the relationship between
the dealer and the institutional customer and the services to be rendered
by the dealer;

* the presence or absence of a pattern of acceptance of the dealer’s
recommendations;

* the use by the institutional customer of ideas, suggestions, market
views and information relating to municipal securities obtained from
sources other than the dealer; and

¢ the extent to which the dealer has received from the institutional
customer current comprehensive portfolio information in connection with
discussing potential municipal securities transactions or has not been pro-
vided important information regarding the institutional customer’s port-
folio or investment objectives.

Dealers are reminded that these factors are merely guidelines which
will be utilized to determine whether a dealer has fulfilled its fair practice
obligations with respect to a specific institutional customer transaction
and that the inclusion or absence of any of these factors is not dispositive
of the determination. Such a determination can only be made on a case-
by-case basis taking into consideration all the facts and circumstances of a
particular dealer/customer relationship, assessed in the context of a par-
ticular transaction. As a means of ensuring that customers continue to
meet the defined SMMP criteria, dealers are required to put into place a
process for periodic review of a customer’s SMMP status.

Application of SMMP Concept to Rule G-17’s Affirmative Disclosure
Obligations

The SMMP conceprt as it applies to rule G-17 recognizes that the actions
of a dealer in complying with its affirmative disclosure obligations under
rule G-17 when effecting non-recommended secondary market transac-
tions may depend on the nature of the customer. While it is difficult to
define in advance the scope of a dealer’s affirmative disclosure obligations
to a particular institutional customer, the MSRB has identified the factors
that define an SMMP as factors that may be relevant when considering
compliance with the affirmative disclosure aspects of rule G-17.
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When the dealer has reasonable grounds for concluding that the insti-
tutional customer is an SMMP, the institutional customer, by definition,
is already aware, or capable of making itself aware of, material facts and is
able to independently understand the significance of the material facts
available from established industry sources.” When the dealer has reason-
able grounds for concluding that the customer is an SMMP then the deal-
er’s obligation when effecting non-recommended secondary market
transactions to ensure disclosure of material information available from
established industry sources is fulfilled. There may be times when an
SMMP is not satisfied that the information available from established
industry sources is sufficient to allow it to make an informed investment
decision. In those circumstances, the MSRB believes that an SMMP can
recognize that risk and take appropriate action, be it declining to transact,
undertaking additional investigation or asking the dealer to undertake
additional investigation.

This interpretation does nothing to alter a dealer’s duty not to engage
in deceptive, dishonest, or unfair practices under rule G-17 or under the
federal securities laws. In essence, a dealer’s disclosure obligations to
SMMPs when effecting non-recommended secondary market transactions
would be on par with inter-dealer disclosure obligations. This interpreta-
tion will be particularly relevant to dealers operating electronic trading
platforms, although it will also apply to dealers who act as order takers over
the phone or in-person.® This interpretation recognizes that there is no
need for a dealer in a non-recommended secondary market transaction to
disclose material facts available from established industry sources to an
SMMP customer that already has access to the established industry
sources.”

As in the case of an inter-dealer transaction, in a transaction with an
SMMP, a dealer’s intentional withholding of a material fact about a secu-
rity, where the information is not accessible through established industry
sources, may constitute an unfair practice violative of rule G-17. In addi-
tion, a dealer may not knowingly misdescribe securities to the customer. A
dealer’s duty not to mislead its customers is absolute and is not dependent
upon the nature of the customer.

Application of SMMP Concept to Rule G-18 Interpretation—Duty to
Ensure That Agency Transactions Are Effected at Fair and Reasonable
Prices

Rule G-18 requires that each dealer, when executing a transaction in
municipal securities for or on behalf of a customer as agent, make a rea-
sonable effort to obtain a price for the customer that is fair and reasonable
in relation to prevailing market conditions.® The actions that must be tak-
en by a dealer to make reasonable efforts to ensure that its non-recom-
mended secondary market agency transactions with customers are effected
at fair and reasonable prices may be influenced by the nature of the cus-
tomer as well as by the services explicitly offered by the dealer.

If a dealer effects non-recommended secondary market agency trans-
actions for SMMPs and its services have been explicitly limited to provid-
ing anonymity, communication, order matching andfor clearance
functions and the dealer does not exercise discretion as to how or when a
transaction is executed, then the MSRB believes the dealer is not required
to take further actions on individual transactions to ensure that its agency
transactions are effected at fair and reasonable prices.” By making the
determination that the customer is an SMMD, the dealer necessarily con-
cludes that the customer has met the requisite high thresholds regarding
timely access to information, capability of evaluating risks and market val-
ues, and undertaking of independent investment decisions that would help
ensure the institutional customer's ability to evaluate whether a transac-
tion’s price is fair and reasonable.

This interpretation will be particularly relevant to dealers operating
alternative trading systems in which participation is limited to dealers and
SMMPs. It clarifies that in such systems rule G-18 does not impose an
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obligation upon the dealer operating such a system to investigate each
individual transaction price to determine its relationship to the market.
The MSRB recognizes that dealers operating such systems may be merely
aggregating the buy and sell interest of other dealers or SMMPs. This func-
tion may provide efficiencies to the market. Requiring the system opera-
tor to evaluate each transaction effected on its system may reduce or
eliminate the desired efficiencies. Even though this interpretation elimi-
nates a duty to evaluate each transaction, a dealer operating such system,
under the general duty set forth in rule G-18, must act to investigate any
alleged pricing irregularities on its system brought to its attention.
Accordingly, a dealer may be subject to rule G-18 violations if it fails to
take actions to address system or participant pricing abuses.

If a dealer effects agency transactions for customers who are not
SMMPs, or has held itself out to do more than provide anonymity, com-
munication, matching and/or clearance services, or performs such services
with discretion as to how and when the transaction is executed, it will be
required to establish that it exercised reasonable efforts to ensure that its
agency transactions with customers are effected at fair and reasonable
prices.

Application of SMMP Concept to Rule G-19 Interpretation—Suitabil-
ity of Recommendations and Transactions

The MSRB's suitability rule is fundamental to fair dealing and is intend-
ed to promote ethical sales practices and high standards of professional con-
duct.  Dealers’ responsibilities include having a reasonable basis for
recommending a particular security or strategy, as well as having reasonable
grounds for believing the recommendation is suitable for the customer to
whom it is made. Dealers are expected to meet the same high standards of
competence, professionalism, and good faith regardless of the financial cir-
cumstances of the customer. Rule G-19, on suitability of recommendations
and transactions, requires that, in recommending to a customer any munici-
pal security transaction, a dealer shall have reasonable grounds for believing
that the recommendation is suitable for the customer based upon information
available from the issuer of the security or otherwise and based upon the facts
disclosed by the customer or otherwise known about the customer.

This guidance concerns only the manner in which a dealer determines
that a recommendation is suitable for a particular institutional customer.
The manner in which a dealer fulfills this suitability obligation will vary
depending on the nature of the customer and the specific transaction.
Accordingly, this interpretation deals only with guidance regarding how a
dealer will fulfill such “customer-specific suitability obligations” under rule
G-19. This interpretation does not address the obligation related to suit-
ability that requires that a dealer have a “reasonable basis” to believe that
the recommendation could be suitable for at least some customers. In the
case of arecommended transaction, a dealer may, depending upon the facts
and circumstances, be obligated to undertake a more comprehensive
review or investigation in order to meet its obligation under rule G-19 to
have a “reasonable basis” to believe that the recommendation could be
suitable for at least some customers.!®

The manner in which a dealer fulfills its “customer-specific suitabili-
ty obligations” will vary depending on the nature of the customer and the
specific transaction. While it is difficult to define in advance the scope of
a dealer’s suitability obligation with respect to a specific institutional cus-
tomer transaction recommended by a dealer, the MSRB has identified the
factors that define an SMMP as factors that may be relevant when con-
sidering compliance with rule G-19. Where the dealer has reasonable
grounds for concluding that an institutional customer is an SMMP, then a
dealer’s obligation to determine that a recommendation is suitable for that
particular customer is fulfilled.

This interpretation does not address the facts and circumstances that
go into determining whether an electronic communication does or does
not constitute a “recommendation.”

Rule G-17
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Application of SMMP Concept to Rule G-13, on Quotations

New electronic trading systems provide a variety of avenues for dis-
seminating quotations among both dealers and customers. In general,
except as described below, any quotation disseminated by a dealer is pre-
sumed to be a quotation made by such dealer. Inaddition, any “quotation”
of a non-dealer (e.g., an investor) relating to municipal securities that is
disseminated by a dealer is presumed, except as described below, to be a
quotation made by such dealer. The dealer is affirmarively responsible in
cither case for ensuring compliance with the bona fide and fair market val-
ue requirements with respect to such quotation.

However, if a dealer disseminates a quotation that is actually made by
another dealer and the quotation is labeled as such, then the quotation is
presumed to be a quotation made by such other dealer and not by the dis-
seminating dealer. Furthermore, if an SMMP makes a “quotation” and it
is labeled as such, then it is presumed not to be a quotation made by the
disseminating dealer; rather, the dealer is held to the same standard as if it
were disseminating a quotation made by another dealer.”” In either case,
the disseminating dealer’s responsibility with respect to such quotation is
reduced. Under these circumstances, the disseminating dealer must have
no reason to believe that either: (i) the quotation does not represent a
bona fide bid for, or offer of, municipal securities by the maker of the quo-
tation or (ii) the price stated in the quotation is not based on the best judg-
ment of the maker of the quotation of the fair market value of the
securities.

While rule G-13 does not impose an affirmative duty on the dealer dis-
seminating quotations made by other dealers or SMMPs to investigate or
determine the market value or bona fide nature of each such quotation, it
does require that the disseminating dealer take into account any informa-
tion it receives regarding the nature of the quotations it disseminates.
Based on this information, such a dealer must have no reason to believe
that these quotations fail to meet either the bona fide or the fair market
value requirement and it must take action to address such problems
brought to its attention. Reasons for believing there are problems could
include, among other things, (i) complaints received from dealers and
investors seeking to execute against such quotations, (i) a pattern of a
dealer or SMMP failing to update, confirm or withdraw its outstanding
quotations so as to raise an inference that such quotations may be stale or
invalid, or (iii} a pattern of a dealer or SMMP effecting transactions at
prices that depart materially from the price listed in the quotations in a
manner that consistently is favorable to the party making the quotation.!?

In aprior MSRB interpretation stating that stale or invalid quotations
published in a daily or other listing must be withdrawn or updated in the
next publication, the MSRB did not consider the situation where quota-
tions are disseminated electronically on a continuous basis.'* In such case,
the MSRB believes that the bona fide requirement obligates a dealer to
withdraw or update a stale or invalid quotation promptly enough to pre-
vent a quotation from becoming misleading as to the dealer’s willingness
to buy or sell at the stated price. In addition, although not required under
the rule, the MSRB believes that posting the time and date of the most
recent update of a quotation can be a positive factor in determining
whether the dealer has taken steps to ensure that a quotation it dissemi-
nates is not stale or misleading.

The term “dealer” is used in this notice as shorthand for “broker,” “dealer” or “municipal
securities dealer,” as those terms are defined in the Securities Exchange Act of 1934. The
use of the term in this notice does not imply that the entity is necessarily taking a prin-
cipal position in a municipal security.

For purposes of this notice, the “NRMSIR system” refers to the disclosure dissemination
system adopted by the SEC in Rule 15¢2-12. Under Rule 15¢2-12, as adopted in 1989,
participating underwriters provide a copy of the final official statement to a Nationally
Recognized Municipal Securities Information Repository (“NRMSIR”) to reduce their
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obligation to provide a final official statement to potential customers upon request. In
the 1994 amendments to Rule 13¢2-12 the Commission determined to require that annw-
al financial information and audited financial statements submitted in accordance with
issuer undertakings must be delivered to cach NRMSIR and to the State Information
Depository ("SID") in the issuer's state, it such depository has been established. The
requirement to have annual financial information and audited financial statements Jdeliv-
ered toall NRMSIRs and the appropriate SID was included in Rule 15¢2-12 to ensure
that all NRMSIRs receive diselosure informarion directly. Under the 1994 amendments,
notices of material events, as well as notices of a failure by an issuer or other obligated
person to provide annual financial information, must be delivered to each NRMSIR or
the MSRB, and the appropriate SID.

The MSIL® system collects and makes available to the marketplace official statements
and advance refunding documents submitted under MSRB rule G-36, as well as cerrain
secondary market material event disclosures provided by issuers under SEC Rule 15¢2-
12. Municipal Securities Information Library® and MSIL® are registered trademarks of
the MSRB.

The MSRB's TRS collects and makes available to the markerplace information regard-
ing inter-dealer and dealer-customer transactions in municipal securities.

R

-

The MSRB has filed a related notice regarding the disclosure of material facts under rule
G-17 concurrently with this filing. See SEC File No. SR-MSRB-2002-01. The MSRB’s
rule G-17 notice provides that a dealer would be responsible for disclosing to a customer
any material fact concerning a municipal security transaction (regardless of whether such
transaction had been recommended by the dealer) made publicly available through
sources such as the NRMSIR system, the MSIL® system, TRS, rating agency reports and
other sources of information relating to the municipal securities transaction generally
used by dealers that effect transactions in municipal securities (collectively, “established
industry sources”).

For example, if an SMMP reviewed an offering of municipal securities on an electronic
platform that limited transaction capabilities to broker-dealers and then called up a deal-
er and asked the dealer to place a bid on such offering at a particular price, the interpre-
tation would apply because the dealer would be acting merely as an order taker effecting
a non-recommended secondary market transaction for the SMMP.

-

In order to meet the definition of an SMMP an institutional customer must, at least, have
access to established industry sources.

This guidance only applies to the actions necessary for a dealer to ensure that its agency
transactions are effected at fair and reasonable prices. If a dealer engages in principal
transactions with an SMMP, rule G-30(a) applies and the dealer is responsible for a trans-
action-by-transaction review to ensure that it is charging a fair and reasonable price. In
addition, rule G-30(b) applies to the commission or service charges that a dealer operat-
ing an electronic trading system may charge to effect the agency transactions that rake
place on its system.

<

Similarly, the MSRB believes the same limited agency functions can be undertaken by a
broker's broker toward other dealers. For example, if a broker'’s broker effects agency
transactions for other dealers and its services have been explicitly limited to providing
anonymity, communication, order matching and/or clearance funcrions and the dealer
does not exercise discretion as to how or when a transaction is executed, then the MSRB
believes the broker's broker is not required to take further actions on individual transac-
tions to ensure that its agency transactions with other dealers are etfected at fair and rea-
sonable prices.

See e.g., Rule G-19 Interpretation—Notice Concerning the Application of Suitability
Requirements to Investment Seminars and Customer Inquiries Made in Response to a
Dealer's Advertisement, May 7, 1985, MSRB Rude Book (Julyl, 2001} at 135; In re FJ.
Kaufman and Company of Virginia, 50 S.E.C. 164, 168, 1989 SEC LEXIS 2376, *10
(1989). The SEC, in its discussion of municipal underwriters’ responsibilities in 2 1988
Release, noted that “a broker-dealer recommending securities to investors implies by its
recommendation that it has an adequate basis for the recommendation.” Municipal Secu-
rities Disclosure, Securities Exchange Act Release No. 26100 (September 22, 1988) (the
“1988 SEC Release”) at text accompanying note 72.

1A customer's bid for, offer of, or request for bid or offer is included within the meaning of
a “quotation” if it is disseminated by a dealer.
2 . . . . .
1 The disseminating dealer need not identify by name the maker of the quotation, but only
that such guotation was made by another dealer or an SMMP, as appropriate.

13 The MSRB believes that, consistent with its view previously expressed with respect
to “bait-and-switch” advertisements, a dealer that includes a price in its quotation
that is designed as a mechanism to attract potential customers interested in the quot-
ed security for the primary purpose of drawing such potential customers into a nego-
tiation on that or another security, where the quoting dealer has no intention at the
time it makes the quotation of executing a transaction in such security at that price,
could be a violation of rule G-17. See Rule G-21 Interpretive Letter — Disclosure oblig-
ations, MSRB interpretation of May 21, 1998, MSRB Rule Book (July 1, 2001) at p.
139.

14 See Rule G-13 Interpretation, Notice of Interpretation of Rule G-13 on Published Quo-
tations, April 21, 1988, MSRB Rule Book (July 1, 2001) at 91.
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See also:

Rule G-11 Interpretations — Notice Concerning Syndicate Expenses,

November 14, 1991.

— Syndicate Expenses: Per Bond Fee for Bookrunning Expenses,

June 14, 1995.

Rule G-15 Interpretations — Notice Concerning Confirmation, Deliv-
ery and Reclamation of Interchangeable Securities, August 10,

1988.
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Rule G-21 Interpretation — Application of Fair Practice and Advertis-

ing Rules to Municipal Fund Securities, May 14, 2002.

Rule G-30 Interpretation - Interpretive Notice on Commissions and

Other Charges, Advertisements and Official Statements Relating

to Municipal Fund Securities, December 19, 2001.

Rule G-32 Interpretation — Notice Regarding the Disclosure Obliga-

— Notice Concerning Stripped Coupon Municipal Securities, March

13, 1989.

tions of Brokers, Dealers and Municipal Securities Dealers in Con-
nection with New Issue Municipal Securities Under Rule G-32,
November 19, 1998.

Interpretive letters

“Wooden tickets.” This is in response to
your letter of February 4, 1981 asking whether
the practice of a broker-dealer using “wooden
tickets” is prohibited by Board rule G-17.
According to your letter, this practice refers to
the mailing of confirmations of sales to cus-
tomers who, in fact, have not placed orders to
purchase securities. Thereafter, if any customer
objects, stating that it never authorized the
transaction, the sale is canceled. You state that,
in some cases, customers accept the transaction
and make payment.

The Board has determined that the practice
by a municipal securities dealer of knowingly
issuing confirmations of sales to customers who
have not placed orders to purchase the bonds is
adeceptive, dishonest, and unfair practice under
rule G-17. MSRB interpretation of March 3,
1981.

Put option bonds: safekeeping, pricing. |
am writing in response to your recent letter
regarding issues of municipal securities with put
option or tender option features, under which a
holder of the securities may put the securities
back to the issuer or an agent of the issuer at par
on certain stated dates. In your letter you
inquire generally as to the confirmation disclo-
sure requirements applicable to such securities.
You also raise several questions regarding a
dealer’s obligation to advise customers of the
existence of the put option provision at times
other than the time of sale of the securities to
the customer.

Your letter was referred to a committee of
the Board which has responsibility for interpret-
ing the Board’s confirmation rules, among other
matters. That committee has authorized my
sending you the following response.

Both rules G-12{(c) and G-15, applicable to
inter-dealer and customer confirmations respec-
tively, require that confirmations of transactions
in securities which are subject to put option or
tender option features must indicate that fact
(e.g., through inclusion of the designation “put-

table” on the confirmation). The date on which
the put option feature first comes into effect
need be stated on the confirmation only if the
transaction is effected on a yield basis and the
parties to the transaction specifically agree that
the transaction dollar price should be computed
to that date. In the absence of such an agree-
ment, the put date need not be stated on the
confirmation, and any yield disclosed should be
a yield to maturity.

Of course, municipal securities brokers and
dealers selling to customers securities with put
option or tender option features arc obligated to
disclose adequately the special characteristics of
these securities at the time of trade. The cus-
tomer therefore should be advised of information
about the put option or tender option feature at
this time.

In your letter you inquire whether a dealer
who had previously sold securities with a put
option or tender option feature to a customer
would be obliged to contact that customer
around the time the put option comes into effect
to remind the customer that the put option is
available. You also ask whether such an obliga-
tion would exist if the dealer held the securities
in safekeeping for the customer. The committee
can respond, of course, only in terms of the
requirements of Board rules; the committee not-
ed that no Board rule would impose such an
obligation on the dealer.

In your letter you also ask whether a dealer
who purchased from a customer securities with a
put option or tender option feature at the time of
the put option exercise date at a price signifi-
cantly below the put exercise price would be in
violation of any Board rules. The committee
believes that such a dealer might well be deemed
to be in violation of Board rules G-17 on fair
dealer and G-30 on prices and commissions.

MSRB interpretation of February 18, 1983.

Description provided at or prior to the
time of trade. This is in response to your Febru-
ary 27, 1986 letter and our prior telephone con-
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versation concerning the application of Board
rules to the description of municipal securities
exchanged at or prior to the time of trade. You
note that it is becoming more and more common
in the municipal securities secondary market for
sellers, both dealers and customers, to provide
only a “limited description” and CUSIP number
for bonds being sold. Recently you were asked by
a customer to bid on $4 million of bonds and
were given the coupon, maturity date, and issuer.
When you asked for more information, you were
given the CUSIP number. You then bid on and
purchased the bonds. After the bonds were con-
firmed, you discovered that the bonds were
callable and that, when these bonds first came
to market, they were priced to the call. You state
that the seller was aware that the bonds were

callable.

Your letter was referred to a Committee of
the Board which has responsibility for interpret-
ing the Board’s fair practice rules. That Com-
mittee has authorized this response.

Board rule G-17 provides that

In the conduct of its municipal securities
business, each broker, dealer, and municipal
securities dealer shall deal fairly with all per-
sons and shall not engage in any deceptive,
dishonest, or unfair practice. (emphasis

added)

The Board has interpreted this rule to require
that, in connection with the purchase from or
sale of a municipal security to a customer, at or
before execution of the transaction, a dealer
must disclose all material facts concerning the
transaction which could affect the customer’s
investment decision and not omit any material
facts which would render other statements mis-
leading. The fact that a municipal security may
be redeemed in-whole, in-part, or in extraordi-
nary circumstances prior to maturity is essential
to a customer's investment decision and is one
of the facts a dealer must disclose.

I note from our telephone conversation that
you ask whether Board rules specify what infor-

Rule G-17
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mation a customer must disclose to a dealer at
the time it solicits bids to buy municipal securi-
ties. Customers are not subject to the Board's
rules, and no specific disclosure rules would
apply to customers beyond the application of the
anti-fraud provisions of the federal securities
laws. [ note, however, that a municipal securi-
ties professional buying securities from a cus-
tomer should obtain sufficient information
about the securities so that it can accurately
describe these securities when the dealer rein-
troduces them into the market.

In regard to inter-dealer transactions, the
items of information thar professionals must
exchange at or prior to the time of trade are gov-
erned by principles of contract law and essen-
tially are those items necessary adequately to
describe the security that is the subject of the
contract. As a general matter, these items of
information may not encompass all material
facts, but must be sufficient to distinguish the
security from other similar issues. The Board has
interpreted rule G-17 to require dealers to treat
other dealers fairly and to hold them to the pre-
vailing ethical standards of the industry. Also,
dealers may not knowingly misdescribe securities
to another dealer. MSRB interpretation of April
30, 1986.

Purchase of new issue from issuer. This is
in response to your letter in which you ask
whether Board rule G-17, on fair dealing, or any
other rule, regulation or federal law, requires an
underwriter to purchase a bond issue from a
municipal securities issuer at a “fair price.”

Rule G-17 states that, in the conduct of its
municipal securities business, each broker, deal-
er and municipal securities dealer shall deal fair-
ly with all persons and shall not engage in any
deceptive, dishonest, or unfair practice. Thus,
the rule requires dealers to deal fairly with issuers
in connection with the underwriting of their
municipal securities. Whether or not an under-
writer has dealt fairly with an issuer is dependent
upon the facts and circumstances of an under-
writing and cannot be addressed simply by virtue
of the price of the issue. For example, in a com-
petitive underwriting where an issuer reserves
the right to reject all bids, a dealer submits a bid
at a net interest cost it believes will enable it to
successfully market the issue to investors. One
could not view a dealer as having violated rule
G-17 just because it did not submit a bid that the
issuer considers fair. On the other hand, when a
dealer is negotiating the underwriting of munic-
ipal securities, a dealer has an obligation to
negotiate in good faith with the issuer. If the
dealer represents to the issuer that it is providing
the best market price available on this issue, and
this is not the case, the dealer may violate rule
G-17. Also, if the dealer knows the issuer is
unsophisticated or otherwise depending on the

Rule G-17
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dealer as its sole source of market information,
the dealer’s duty under rule G-17 is to ensure
that the issuer is treated fairly, specifically in
light of the relationship of reliance that exists
between the issuer and the underwriter. MSRB
mterpretation of December [, 1997,

See also:

Rule G-15 Interpretive Letters — Callable
securities: pricing to call and extraordi-
nary mandatory redemption features,

MSRB interpretation of February 10, 1984.

- Callable securities: pricing to mandatory
sinking fund calls, MSRB interpretation of
April 30, 1986.

— Disclosure of pricing: calculating the
dollar price of partially prerefunded bonds,
MSRB interpretation of May 15, 1986.

— Disclosure of the investment of bond
proceeds, MSRB interpretation of August 16,
1991.

— Securities description: prerefunded secu-
rities, MSRB interpretation of February
17, 1998.

Rule G-21 Interpretive Letter — Disclosure
obligations, MSRB interpretation of May 21,
1998.
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Rule G-18: Execution of Transactions

Each broker, dealer and municipal securities dealer, when executing a transaction in municipal securities for or on behalf
of a customer as agent, shall make a reasonable effort to obtain a price for the customer that is fair and reasonable in rela-
tion to prevailing market conditions. A broker, dealer or municipal securities dealer acting as a “broker’s broker” shall be
under the same obligation with respect to the execution of a transaction in municipal securities for or on behalf of a broker,

dealer, or municipal securities dealer.

MSRB INTERPRETATIONS

See also:
Rule G-17 Interpretation — Interpretive Notice Regarding the Applica-

tion of MSRB Rules to Transactions with Sophisticated Municipal
Market Principals, April 30, 2002.

Interpretive Letters

See also:

Rule G-8 Interpretive Letter — Time of receipt
and execution of orders, MSRB interpreta-
tion of April 20, 1987.

143 Rule G-18
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Rule G-19: Suitability of Recommendations and Transactions; Discretionary Accounts

(a) Account Information. Each broker, dealer and municipal securities dealer shall obtain at or before the completion of
a transaction in municipal securities with or for the account of a customer a record of the information required by rule

G-8(a)(xi).

(b) Non-institutional Accounts—Prior to recommending to a non-institutional account a municipal security transaction,
a broker, dealer or municipal securities dealer shall make reasonable efforts to obtain information concerning:

(i) the customer’s financial status;
(ii) the customer’s tax status;
(ii

iii) the customer’s investment objectives; and

(iv) such other information used or considered to be reasonable and necessary by such broker, dealer or municipal
securities dealer in making recommendations to the customer.

The term “institutional account” for the purposes of this section shall have the same meaning as in rule G-8(a){xi).

(c) Suitability of Recommendations. In recommending to a customer any municipal security transaction, a broker, dealer,

or municipal securities dealer shall have reasonable grounds:

(i) based upon information available from the issuer of the security or otherwise, and

(ii) based upon the facts disclosed by such customer or otherwise known about such customer

for believing that the recommendation is suitable.

(d) Discretionary Accounts. No broker, dealer or municipal securities dealer shall effect a transaction in municipal secu-

rities with or for a discretionary account

(i) except to the extent clearly permitted by the prior written authorization of the customer and accepted in writ-
ing by a municipal securities principal or municipal securities sales principal on behalf of the broker, dealer or munici-

pal securities dealer; and

(ii) unless the broker, dealer or municipal securities dealer first determines that the transaction is suitable for the
customer as set forth in section (c) of this rule or unless the transaction is specifically directed by the customer and has

not been recommended by the dealer to the customer.

(e) Churning. No broker, dealer or municipal securities dealer shall recommend transactions in municipal securities to
a customer, or effect such transactions or cause such transactions to be effected for a discretionary account, that are exces-
sive in size or frequency in view of information known to such broker, dealer or municipal securities dealer concerning the
customer’s financial background, tax status, and investment objectives.

MSRB INTERPRETATIONS

NoTICE CONCERNING THE APPLICATION OF SUITABILITY
REQUIREMENTS TO INVESTMENT SEMINARS AND CUSTOMER INQUIRIES
MADE IN RESPONSE TO A DEALER’S ADVERTISEMENTS

May 7, 1985

Rule G-19 prohibits a municipal securities professional from recom-
mending transactions in municipal securities to a customer unless the pro-
fessional makes certain determinations with respect to the suitability of
the transactions. The Board believes that rule G-19 applies to recommen-
dations made by a professional at an investment seminar as follows: A deal-
er recommending a transaction in a particular security during the course
of an investment seminar must have reasonable grounds for the recom-
mendation in light of information about the security available from the
issuer or otherwise. This duty applies to recommendations made generally
to all participants in the seminar as well as to recommendations made to
individual customers. In addition, a professional who makes a recommen-
dation to a particular customer—whether during the course of the semi-
nar or in response to an inquiry from the customer resulting from the
customer's attendance at the seminar—must have reasonable grounds for
believing that the recommendation is suitable based upon information
available from the issuer of the security or otherwise and the facts disclosed
by such customer or otherwise known about such customer.

The Board also wishes to advise the industry that the requirements of

Rule G-19

rule G-19 apply to recommendations made to customers who contact a
dealer in response to an advertisement for municipal securities in the same
way as they apply to all other recommendations made to customers.!

This notice has been revised to reflect amendments that became
effective on April 7, 1994.

1 Rule G-21, on advertising, defines an advertisement as—

-..any material {other than listings of offerings) published or designed for use in the
public media, or any promotional literature designed for dissemination to the public,
including any notice, circular, report, market letter, form letter ot reprint or excerpt of
the foregoing. The term does not apply to preliminary official statements or official
statements, but does apply to abstracts or summaries of official statements, offering cir-
culars and other such similar documents prepared by municipal securities brokers or
municipal securities dealers.

NOTICE REGARDING APPLICATION OF RULE G-19, ON SUITABILITY OF
RECOMMENDATIONS AND TRANSACTIONS, TO ONLINE COMMUNICATIONS

September 25, 2002
Background

[n the municipal securities markets, dealers' typically commu-
nicate with investors one-on-one, in person, or by telephone.
These dealer/customer communications are made to provide the
investor with information concerning the municipal securities the
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dealer wants to sell and to allow the dealer to find out about the
customer’s investment objectives. Over the last few years there has
been a dramatic increase in the use of the Internet for communi-
cation between dealers and their customers. Dealers are looking to
the Internet as a mechanism for offering customers new and
improved services and for enhancing the efficiency of delivering
traditional services to customers. For example, dealers have devel-
oped online search tools that computerize the process by which
customers can obtain and compare information on the availability
of municipal securities of a specific type that are offered for sale by
a particular dealer.? Technological advancements have provided
many benefits to investors and the brokerage industry. These tech-
nological innovations, however, also have presented new regulato-
ry challenges, including those arising from the application of the
suitability rule to online activities. In consideration of this, the
Municipal Securities Rulemaking Board (“MSRB") is issuing this
notice to provide dealers with guidance concerning their obliga-
tions under MSRB Rule G-19, relating to suitability of recommen-
dations,’ in the electronic environment.*

Rule G-19 prohibits a dealer from recommending transactions
in municipal securities to a customer unless the dealer makes cer-
tain determinations with respect to the suitability of the transac-
tions.> Specifically, the dealer must have reasonable grounds for
believing that the recommendation is suitable based upon infor-
mation available from the issuer of the security or otherwise and
the facts disclosed by the customer or otherwise known about such
customer.

As the rule states, a dealer’s suitability obligation only applies
to securities that the dealer recommends to a customer.® A dealer
or associated person who simply effects a trade initiated by a cus-
tomer without a related recommendation from the dealer or asso-
ciated person is not required to perform a suitability analysis.
However, under MSRB Rules, even when a dealer does not rec-
ommend a municipal security transaction to a customer but simply
effects or executes the transaction, the dealer is obligated to fulfill
certain other important fair practice obligations. For example,
under Rule G-17, when effecting a municipal security transaction
for a customer, a dealer is required to disclose all material facts
about a municipal security that are known by the dealer and those
that are reasonably accessible.” In addition, Rule G-18 requires
that each dealer, when executing a municipal securities transac-
tion for or on behalf of a customer as agent, make a reasonable
effort to obtain a price for the customer that is fair and reasonable
in relation to prevailing market conditions. Similarly, under Rule
G-30, if a dealer engages in principal transactions with a customer,
the dealer is responsible for ensuring that it is charging a fair and
reasonable price. The MSRB wishes to emphasize the importance
of these fair practice obligations even when a dealer effects a non-
recommended transaction online.?

Applicability of the Suitability Rule to Electronic Communications—
General Principles

There has been much debate about the application of the suit-
ability rule to online activities.’ Industry commentators and regu-
lators have debated two questions: first, whether the current
suitability rule should even apply to online activities, and second,
if so, what types of online communications constitute recommen-
dations for purposes of the rule. The NASD published NASD
Notice to Members 01-23, Online Suitability-Suitability Rule and
Online Communication (the “NASD Online Suitability Notice”)
(April 2001) to provide guidance to its members in April 2001.1
In answer to the first question, the MSRB, like the NASD, believes
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that the suitability rule applies to all recommendations made by
dealers to customers—including those made via electronic
means—to purchase, sell, or exchange a security. Electronic com-
munications from dealers to their customers clearly can constitute
recommendations. The suitability rule, therefore, remains fully
applicable to online activities in those cases where the dealer rec-
ommends securities to its customers.

With regard to the second question, the MSRB does not seek
to identify in this notice all of the types of electronic communica-
tions that may constitute recommendations. As the MSRB has
often emphasized, “[w]hether a particular transaction is in fact rec-
ommended depends on an analysis of all the relevant facts and cir-
cumstances.”!! That is, the test for determining whether any
communication (electronic or traditional) constitutes a recom-
mendation remains a “facts and circumstances” inquiry to be con-
ducted on a case-by-case basis.

The MSRB also recognizes that many forms of electronic com-
munications defy easy characterization. The MSRB believes this
is especially true in the online municipal securities market, which
is in a relatively early stage of development. Nevertheless, the
MSRB offers as guidance the following general principles for deal-
ers to use in determining whether a particular communication
could be deemed a recommendation.”? The “facts and circum-
stances” determination of whether a communication is a recom-
mendation requires an analysis of the content, context, and
presentation of the particular communication or set of communi-
cations. The determination of whether a recommendation has
been made, moreover, is an objective rather than a subjective
inquiry. An important factor in this regard is whether—given its
content, context, and manner of presentation—a particular com-
munication from a dealer to a customer reasonably would be
viewed as a “call to action,” or suggestion that the customer engage
in a securities transaction. Dealers should bear in mind that an
analysis of the content, context, and manner of presentation of a
communication requires examination of the underlying substan-
tive information transmitted to the customer and consideration of
any other facts and circumstances, such as any accompanying
explanatory message from the dealer.” Another principle that
dealers should keep in mind is that, in general, the more individu-
ally tailored the communication is to a specific customer or a tar-
geted group of customers about a security or group of securities, the
greater the likelihood is that the communication may be viewed as
a recommendation.

Scope of the Term Recommendation

As noted earlier, the MSRB agrees with and has in this guid-
ance adopted the general principles enunciated in the NASD
Online Suitability Notice as well as the NASD guidelines for eval-
uating suitability obligations discussed below. While the MSRB
believes that the additional examples of communications that do
not constitute recommendations provided by the NASD in its
Online Suitability Notice are useful instruction for dealers who
develop equity trading web sites, as the examples are based upon
communications that exist with great regularity in the Nasdaq miar-
ket, the MSRB believes that the examples have limited applica-
tion to the types of information and electronic trading systems that
are present in the municipal securities market.

For example, the NASD's third example of a communication
that is not a recommendation describes a system that permits cus-
tomer-directed searches of a “wide-universe” of securities and ref-
erences all exchange-listed or Nasdaq securities, or externally
recognized indexes.!* The NASD example therefore applies to

Rule G-19
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dealer web sites that effectively allow customers to request lists of
securities that meet broad objective criteria from a list of all the
securities available on an exchange or Nasdaq. These are examples
of groups of securities in which the dealer does not exercise any dis-
cretion as to which securitics are contained within the group of
securitics shown to customers. This example makes sense in the
equity market where there are centralized exchanges and where
electronic trading platforms routinely utilize databases that provide
customer access to all of the approximately 7,300 listed securities
on Nasdaq, the NYSE and Amex. However, no dealer in the
municipal securities market has the ability to offer all of the
approximately 1.3 million outstanding municipal securities for sale
or purchase. The municipal securities market is a fragmented deal-
er market. Municipal securities do not trade through a centralized
exchange and only a small number of securities (approximately
10,000) trade at all on any given day. Therefore, there is no com-
parable central exchange that could serve as a reference point for
a database that is used in connection with municipal securities
research engines. The databases used by dealer systems typically
are limited to the municipal securities that a dealer, or a consortium
of dealers, holds in inventory. In these types of systems the cus-
tomer’s ability to search for desirable securities that meet the broad,
objective criteria chosen by the customer (e.g., all insured invest-
ment grade general obligation bonds offered by a particular state)
is limited. The concept of a wide universe of securities, which is
central to all of the NASD's examples, is thus difficult to define
and has extremely limited, or no, application in the municipal
securities market.

Given the distinct features of the municipal securities market
and the existing online trading systems, the MSRB believes it
would be impractical to attempt to define the features of an elec-
tronic trading system that would have to be present for the system
transactions to not be considered the result of a dealer recommen-
dation. The online trading systems for municipal securities that
are in place today limit customer choices to the inventory that the
dealer or dealer consortium hold, and therefore, the dealer will
always have a significant degree of discretion over the securities
offered to the customer. A system that allows this degree of dealer
discretion is a dramatic departure from the types of no recommen-
dation examples provided by the NASD guidance, and thus, these
communications must be carefully analyzed to determine whether
or not a recommendation has been made.

The MSRB, however, does believe that the examples of com-
munications that are recommendations provided in the NASD
Online Suitability Notice are communications that take place in
the municipal securities market. Therefore, the MSRB has adopt-
ed these examples and generally would view the following com-
munications as falling within the definition of recommendation:

¢ A dealer sends a customer-specific electronic communication
(e.g., an e-mail or pop-up screen) to a targeted customer or tar-
geted group of customers encouraging the particular cus-
tomer(s) to purchase a municipal security."®

® A dealer sends its customers an e-mail stating that customers
should be invested in municipal securities from a particular
state or municipal securities backed by a particular sector
(such as higher education) and-urges customers to purchase
one or more stocks from a list with “buy” recommendations.

¢ A dealer provides a portfolio analysis tool that allows a cus-
tomer to indicate an investment goal and input personalized
information such as age, financial condition, and risk toler-
ance. The dealer in this instance then sends (or displays to)
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the customer a list of specific municipal securities the cus-
tomer could buy or sell to meet the investment goal the cus-
tomer has indicated.'®

e A dealer uses data-mining technology (the electronic collec-
tion of information on Web Site users) to analyze a customer’s
financial or online activity—whether or not known by the
customer—and then, based on those observations, sends (or
“pushes”) specific investment suggestions that the customer
purchase or sell a municipal sccurity.

Dealers should keep in mind that these examples are meant
only to provide guidance and are not an exhaustive list of commu-
nications that the MSRB does consider to be recommendations.
As stated earlier, many other types of electronic communications
are not easily characterized. In addition, changes to the factual
predicates upon which these examples are based (or the existence
of additional factors) could alter the determination of whether sim-
ilar communications may or may not be viewed as recommenda-
tions. Dealers, therefore, should analyze all relevant facts and
circumstances, bearing in mind the general principles noted eatli-
er and discussed below, to determine whether a communication is
arecommendation, and they should take the necessary steps to ful-
fill their suitability obligations. Furthermore, these examples are
based on technological services that are currently used in the mar-
ketplace. They are not intended to direct or limit the future devel-
opment of delivery methods or products and services provided
online.

Guidelines for Evaluating Suitability Obligations

¢ Dealers should consider, at a minimum, the following guide-
lines when evaluating their suitability obligations with respect
to municipal securities transactions.!” None of these guide-
lines is determinative of whether a recommendation exists.
However, each should be considered in evaluating all of the
facts and circumstances surrounding the communication and
transaction.

® A dealer cannot avoid or discharge its suitability obligation
through a disclaimer where the particular communication rea-
sonably would be viewed as a recommendation given its con-
tent, context, and presentation.!® The MSRB, however,
encourages dealers to include on their web sites (and in other
means of communication with their customers) clear expla-
nations of the use and limitations of tools offered on those
sites.!”

¢ Dealers should analyze any communication about a security
that reasonably could be viewed as a “call to action” and that
they direct, or appear to direct, to a particular individual or
targeted group of individuals—as opposed to statements that
are generally made available to all customers or the public at
large—to determine whether a recommendation is being
made.?

¢ Dealers should scrutinize any communication to a customer
that suggests the purchase, sale, or exchange of a municipal
security—as opposed to simply providing objective data about
a security—to determine whether a recommendation is being
made.?!

¢ A dealer’s transmission of unrequested information will not
necessarily constitute a recommendation. However, when a
dealer decides to send a particular customer unrequested infor-
mation about a security that is not of a generalized or admin-
istrative nature (e.g., notification of an official
communication), the dealer should carefully review the cir-
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cumstances under which the information is being provided,
the manner in which the information is delivered to the cus-
tomer, the content of the communication, and the original
source of the information. The dealer should perform this
review regardless of whether the decision to send the informa-
tion is made by a representative employed by the dealer or by
a computer software program used by the dealer.

* Dealers should be aware that the degree to which the commu-
nication reasonably would influence an investor to trade a par-
ticular municipal security or group of municipal
securities—either through the context or manner of presenta-
tion or the language used in the communication—may be con-
sidered in determining whether a recommendation is being
made to the customer.

The MSRB emphasizes that the factors listed above are guide-
lines that may assist dealers in complying with the suitability rule.
Again, the presence or absence of any of these factors does not by
itself control whether a recommendation has been made or
whether the dealer has complied with the suitability rule. Such
determinations can be made only on a case-by-case basis taking
into account all of the relevant facts and circumstances.

Conclusion

The foregoing discussion highlights some suggested principles
and guidelines to assist in determining when electronic communi-
cations constitute recommendations, thereby triggering application
of the MSRB’s suitability rule. The MSRB acknowledges the
numerous benefits that may be realized by dealers and their cus-
tomers as a result of the Internet and online brokerage services.
The MSRB emphasizes that it neither takes a position on, nor seeks
to influence, any dealer’s or customer’s choice of a particular busi-
ness model in this electronic environment. At the same time, how-
ever, the MSRB urges dealers both to consider carefully whether
suitability requirements are adequately being addressed when
implementing new services and to remember that customers’ best
interests must continue to be of paramount importance in any set-
ting, traditional or online.

As new technologies and/or services evolve, the MSRB will
continue to work with regulators, members of the industry and the
public on these and other important issues that arise in the online
trading environment.

The term “dealer” is used in this notice as shorthand for “broker,” “dealer” or “municipal
securities dealer,” as those terms are defined in the Securities Exchange Act of 1934. The
use of the term in this notice does not imply that the entity is necessarily taking a prin-
cipal position in a municipal security.

The Bond Market Association’s (“TBMA™) 2001 Review of Electronic Transaction Sys-
tems found that at the end of 2001, there were at least 23 systems based in the United
States that allow dealers or institutional investors to buy or sell municipal securities elec-
tronically compared to just 3 such systems in 1997. While dealers are also developing
electronic trading platforms that allow retail customers to buy ot sell municipal securities
online, the development of online retail trading systems for municipal securities lags far
behind that for equities.

Rule G-19 provides in pertinent part:

(c) Suitability of Recommendations. In recommending to a customer any municipal secu-
tity transaction, a {dealer] shall have reasonable grounds:

(i) based upon information available from the issuer of the security or otherwise, and

~

[

(ii) based upon the facts disclosed by such customer or otherwise known about such
customer

for believing that the recommendation is suitable.

-~

Although the focus of this notice is on the application of the suitability rule to electron-
ic communications, much of the discussion is also relevant to more traditional commu-
nications, such as discussions made in person, over the telephone, or through postal mail.

This notice focuses on customer-specific suitability under Rule G-19. Under Rule G-19,

w
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a dealer must also have a reasonable basis to believe that the recommendation could be
suitable for at least some customers. See e.g., Rule G-19 Interpretation—Notice Con-
ceming the Application of Suitability Requirements to Investment Seminars and Cus-
tomer Inquiries Made in Response to a Dealer's Advertisement, May 7, 1985, MSRB Rule
Book (July 1,2002) at 143; Ine F.J. Kaufman and Company of Virginia, 50 S.E.C. 164, 168,
1989 SEC LEXIS 2376, *10 (1989) (the “reasonable hasis” obligation relates only to the
particular recommendation, rather than to any particular customer). The SEC, in its dis-
cussion of municipal underwriters’ responsibilities in a 1988 Release, noted that “a bro-
ker-dealer recommending securities to investors implies by its reccommendation that it has
an adequate basis for the recommendation.” Municipal Securities Disclosure, Securities
Exchange Act Release No. 26100 (September 22, 1988) (the “1988 SEC Release™} at
text accompanying note 72.

Similarly, the suitability rule does not apply where a dealer merely gathers information on
a particular customer, but does not make any recommendations. This is true even if the
information is the type of information generally gathered to satisfy a suitability obligation.
Dealers should nonetheless remember that regardless of any determination of whether
the dealer is making a recommendation and subject to the suitability requirement, the
dealer is required ro make reasonable efforts to obtain certain customer specific in for-
mation pursuant to rule G-8 (a)(xi) so that dealers can protect themselves and the integri-
ty of the securities markets from customers who do not have the financial means to pay
for transactions.

-~

See Rule G-17 Interpretation—Notice Regarding Rule G-17, on Disclosure of Material
Facts, March 20, 2002, MSRB Rule Book (July 1, 2002) at 135.

On April 30, 2002, the Securities and Exchange Commission (“SEC”) approved a pro-
posed rule change relating to the manner in which dealers fulfill their fair practice oblig-
ations to certain institutional customers. Release No. 34-45849 (April 30, 2002), 67 FR
30743. See Rule G-17 Interpretation—Notice Regarding the Application of MSRB Rules
to Transactions With Sophisticated Municipal Market Professionals (“SMMPs") (the
“SMMP Notice"), MSRB Rule Book (July 1, 2002) at 136. The SMMP Notice recognizes
the different capabilities of SMMPs and retail or non-sophisticated institutional cus-
tomers and provides that dealers may consider the nature of the institutional customer
when determining what specific actions are necessary to meet the dealer's fair practice
obligations to such customers. The SMMP Notice provides that, while it is difficult to
define in advance the scope of a dealer’s fair practice obligations with respect to a partic-
ular transaction, by making a reasonable determination that an institutional customer is
an SMMP, then certain of the dealer's fair practice obligations remain applicable but are
deemed fulfilled.

9 See generally Report of Commissioner Laura S. Unger to the SEC, On-Line Brokerage:
Keeping Apace of Cyberspace, at n. 64 (Nov. 1999) (“Unger Report”) (discussing various
views espoused by online brokerage firms, regulators and academics on the topic of online
suitability); Developments in the Law—The Law of Cyberspace, 112 Harv. L. Rev. 1574,
1582-83 (1999) (The article highlights the broader debate by academics and judges over
whether “to apply conventional models of regulation to the Internet.”)

10-The guidance contained in this notice is intended to be consistent with the general state-
ments and guidelines contained in the NASD Online Suitability Notice.

1 See e.g., Rule G-19 Interpretive Letter dated February 17, 1998, MSRB Rudle Book (July 1,
2002) at 144.

12 These general principles were first enunciated in the NASD Online Suitability Notice.

13 For example, if a dealer transmitted a rating agency research report to a customer at the
customer’s request, that communication may not be subject to the suitability rule; where-
as, if the same dealer transmitted the very same research report with an accompanying
message, either oral or written, that the customer should act on the report, the suitabili-
ty analysis would be different.

14 NASD Online Suitability Notice at 3.

15 Note that there are instances where sending a customer an electronic communication that
highlights a particular municipal security {or securities) will not be viewed as a recom-
mendation. For instance, while each case requires an analysis of the particular facts and
circumstances, a dealer generally would not be viewed as making a recommendation
when, pursuant to a customer's request, it sends the customer (1) electronic “alerts” (such
as account activity alerts, market alerts, or rating agency changes) or (2} research
announcements (e.g., sector reports) that are not tailored to the individual customer, as
long as neither—given their content, context, and manner of presentation—would lead
a customer reasonably to believe that the dealer is suggesting that the customer take
action in response to the communication.

16 Note, however, that a portfolio analysis tool that merely generates a suggested mix of gen-
eral classes of financial assets (e.g., 60 percent equities, 20 percent bonds, and 20 percent
cash equivalents), without an accompanying list of securities that the customer could pur-
chase to achieve that allocation, would not trigger a suitability obligation. On the other
hand, a series of actions which may not constitute recommendations when considered
individually, may amount to a recommendation when considered in the aggregate. For
example, a portfolio allocator’s suggestion that a customer could alter his or her current
mix of investments followed by provision of a list of municipal securities that could be
purchased or sold to accomplish the alteration could be a recommendation. Again, how-
ever, the determination of whether a portfolio analysis tool’s communication constitutes
a recommendation will depend on the content, context, and presentation of the com-
munication or series of communications.

Rule G-19
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17 These guidelines were originally set forth in the NASD Online Suitability Notice.

1% Although a Jealer cannot disclaim away its suitability obligation, informing customers
that generalized information provided is not based on the customer's particular financial
situation or needs nay help clarity that the information provided 1s not meant to be a rec-
ommendation to the customer. Whether the communication is in tact a recommenda-
tion would still depend on the content. context, and presentation of the communication.
Accordingly, a dealer that sends a customer or aroup of customers information about a
seeurity might include a statement thae the dealer is not providing the information based
on the customers particular financial situation or needs. Dealers may propetly disclose
to customers that the opinions or recommendations expressed in research do not take into
account individual investors' circumstances and are not intended o represent recom-
mendations by the dealer of particular municipal securities to particular customers.
Dealers. however, should refer to previous puidelines issued by the SEC that may be rel-
evant to these andfor related topies. For instance, the SEC has issued guidelines regard-
ing whether and under what circumstances third-party information is attributable to an
issuer, and the SEC noted that the guidance also may be relevant regarding the responsi-
hilities of dealers. See SEC Guidance on the Use of Electronic Media, Release Nos. 34-
7856, 34-42728, 1C-24426, 65 Fed. Reg. 25843 ar 23848-25349 (April 28, 2000).

The MSRB belicves that a dealer should, at a minimum, clearly explain the limitations
of its search engine and the decentralized nature of the municipal securities market. The
dealer should also clearly explain that securities that meet the customer's search criteria
might be available from other sources.

2 The MSRB notes that there are circumstances where the act of sending a communication
to a specific group of customers will not necessarily implicate the suirability rule. For
instance, a dealer’s business decision to provide only certain types of investment infor-
mation (e.g., research reports) to a category of “premium” customers would not, without
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mure, trigger application of the suitability rule. Conversely, dealers may incur suitability
obligations when they send a communication to a large group of customers urging those
customers to invest in a municipal securiy.

2 . . .
-1 As with the ather general yuidelines discussed in this notice, the presence of this factor

alone does not automatically mean that a recommendation has been made.

See also:

Rule G-17 Interpretations — Notice Concerning Disclosure of Call

Information to Customers of Municipal Securities, March 4, 1986.

— Interpretive Notice Regarding Rule G-17, on Disclosure of Mate-
rial Facts, March 20, 2002.

— Interpretive Notice Regarding the Application of MSRB Rules to
Transactions with Sophisticated Municipal Market Professionals,
April 30, 2002.

Rule G-21 Interpretation — Application of Fair Practice Rules to Munic-

ipal Fund Securities, May 14, 2002.

Rule G-32 Interpretation — Notice Regarding Electronic Delivery and

Receipt of Information by Brokers, Dealers and Municipal Securi-
ties Dealers, November 20, 1998.

Interpretive Letters

Recommendations. This is in response to
your letter in which you ask whether certain
activities of [name deleted] (the “dealer”)
described in your letter constitute recommenda-
tions of municipal securities transactions to its
customers within the meaning of Board rule G-
19, on suitability of recommendations and trans-
actions. In preparing this response, we have
limited the scope of our review to the rules
adopted by the Board, including rule G-19. You
should consult with the Securities and Exchange
Commission (the “SEC”) for any interpretations
of its Rule 15¢2-12.!

We agree with the SEC's statement that
“most situations in which a broker, dealer or
municipal securities dealer brings a municipal
security to the attention of a customer involve
an implicit recommendation of the security to
the customer.” We also agree with the position
taken by NASDR that “[w]hether a particular
transaction is in fact recommended depends on
an analysis of all the relevant facts and circum-
stances.” Thus, the Board believes that, for pur-
poses of rule G-19, a determination of whether
a recommendation has been made under any
particular set of facts and circumstances is
dependent upon a close examination of such spe-
cific facts and circumstances. Such an inquiry is
propetly undertaken by the agencies charged
with enforcing the Board's rules. MSRB interpre-
tation of February 17, 1998.

I' You have stated that staff of NASD Regulation, Inc.
(“NASDR") found during an examination of the dealer
“a failure to comply with MSRB Rule G-27(c), in that a
review of written supervisory procedures indicated that
the firm's procedures manual does not establish written
procedures with respect to SEC Rule 15¢2-12." To the
extent that the Jealer argues that its written supervisory

Rule G-19

procedures are not deficient under Board rule G-27
because it helieves that it does not recommend any
municipal securities to customers within the meaning of
section (c) of SEC Rule 15¢2-12, the dealer should, as
noted above, consult with the SEC for an interpretation
of the term “recommend™ as used in its rule.

Exchange Act Rel. No. 33742 (Mar. 9, 1994).

Letter dated January 23, 1997 from John M. Ramsey,
Deputy General Counsel, NASDR, to Stuart J. Kaswell,
Senior Vice President and General Counsel, Securities
Industry Association.

[VOR

Recommendations: advertisements. This is
in response to your letter in which you state that
your firm is counsel to {name deleted] with
regard to a certain issue of municipal securities.
You note that, while the issue was in its planning
stages, a solicitation for purchase of securities
from the issue was distributed by a certain dealer
without the knowledge or approval of the issuer.
In addition, you state that the solicitation incor-
rectly indicated a date the issue was scheduled to
be issued and incorrectly stated the term of the
issue.

Rule G-21, on advertising, provides that no
dealer shall publish or cause to be published any
advertisement concerning municipal securities
which such dealer knows or has reason to know
is materially false or misleading. The rule defines
advertisement as any material (other than list-
ings of offerings) published or designed for use in
the public media, or any promotional literature
designed for dissemination to the public, includ-
ing any notice, circular, report, marker letter,
form letter or reprint or excerpt of the foregoing.

On May 7, 1985, the Board released an
interpretive notice concerning the application
of suitability requirements to investment semi-
nars and customer inquires made in response to

148

a dealer’s advertisements.! In that notice the
Board stated that the requirements of rule G-19,
on suitability of recommendations and transac-
tions, apply to recommendations made to cus-
tomers who contact a dealer in response to an
advertisement for municipal securities in the
same way as they apply to all other recommen-
dations made to customers. Under rule G-19, a
dealer may make a recommendation only if the
dealer has reasonable grounds, based upon infor-
mation available from the issuer of the securities
or otherwise, for recommending the security and,
in addition, the dealer believes that the recom-
mendation is suitable for the particular customer
in light of the customer's financial background,
tax status, and investment objectives and any
other similar information concerning the cus-
tomer known by the dealer.?

If an individual contacts a dealer for addi-
tional information concerning municipal securi-
ties that were the subject of any advertisement,
a professional is permitted to recommend a par-
ticular transaction to the individual only if
he has reasonable grounds for recommending the
security in light of information about the securi-
ty available from the issuer or otherwise. More-
over, the professional may make the
recommendation to the customer only if, after
making a reasonable inquiry, he has reasonable
grounds to believe and does believe that the rec-
ommendation is suitable for the customer on the
basis of the financial and other information pro-
vided by the customer or obtained from other
reliable sources.

With respect to the advertisement in ques-
tion, the fact that it includes an application form
to be submitted by customers along with a check
in purchasing securities from the issue would



—
——

W Msre

seem to indicate that the dealer was intending
to effect transactions in the issue without under-
taking a review of appropriate suitability deter-
minations. A transaction effected in such a
manner would be a violation of rule G-19.
MSRB interpretation of February 24, 1994.

[See Rule G-19 Interpretation — Notice Concerning the
Application of Suitability Requirements to Investment
Seminars and Customer Inquiries Made in Response to
a Dealer’s Advertisements, May 7, 1985, reprinted in
MSRB Rule Book.}

Rule G-8, on books and records, requires the informa-
tion obtained about the customer to be recorded in the
customer account record to assist in monitoring compli-
ance with rule G-19. Dealers must ensure that these
records are kept current if subsequent changes in the cus-
tomer’s position affect the suitability of recommenda-
tions made to the customer.

See also:

Rule G-21 Intepretive Letter — Disclosure
obligations, MSRB interpretation of
May 21, 1998.
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Rule G-20: Gifts and Gratuities

(a) Limitation on Value. No broker, dealer or municipal securities dealer shall, directly or indirectly, give or permit to be
given any thing or service of value, including gratuities, in excess of $100 per year to a person other than an employee or
partner of such broker, dealer or municipal sccurities dealer, if such payments or services are in relation to the municipal secu-
rities activities of the employer of the recipient of the payment or service. For purposes of this rule the term “employer” shall
include a principal for whom the recipient of a payment or service is acting as agent or representative.

(b) Normal Business Dealings. Notwithstanding the foregoing, the provisions of section (a) of this rule shall not be deemed
to prohibit occasional gifts of meals or tickets to theatrical, sporting, and other entertainments; the sponsoring of legitimate
business functions that are recognized by the Internal Revenue Service as deductible business expenses; or gifts of reminder
advertising; provided, that such gifts shall not be so frequent or so expensive as to raise a suggestion of conduct inconsistent
with high standards of professional ethics in the municipal securities industry.

(¢) Compensation for Services. Notwithstanding the foregoing, the provisions of section (a) of this rule shall not apply to
contracts of employment with or to compensation for services rendered by another person; provided, that there is in exis-
tence prior to the time of employment or before the services are rendered a written agreement between the broker, dealer or
municipal securities dealer subject to this rule and the person who is to perform such services; and provided, further, that
such agreement shall include the nature of the proposed services, the amount of the proposed compensation, and the writ-
ten consent of such person’s employer.

Interpretive Letters

“Person.” Your letter regarding rule G-20  met: that is, the sponsoring dealer must obtain
has been referred to me. Rule G-20 prohibits a
municipal securities professional from giving
gifts or providing services to a person in relation
to the municipal securities activities of such per-
son’s employer, in excess of a specified amount.

prior to the time of employment or before
the services are rendered a written agree-
ment between the municipal securities bro-
ker or municipal securities dealer subject to
this rule and the person who is to perform

In your letter, you inquire whether the term such services; ... such agreement [to]
“person” in rule G-20 is intended to include “a include the nature of the proposed services,

‘corporate’ person as well as a ‘real’ person.”As
used in the rule, the term “person” refers only to
a natural person. The rule is intended to dis-
courage municipal securities professionals from
attempting to induce individual employees from
acting in a manner inconsistent with their
obligations to, or contrary to the interests of,
their employers. MSRB interpretation of March
19, 1980.

Authorization of sales contests. Your let-
ter of May 27, 1982 has been referred to me for
response. In your letter you request an interpre-
tation regarding the applicability of Board rule
G-20 concerning gifts and gratuities to sales
contests offered by an underwriter to participat-
ing members of a syndicate. Your letter asks
specifically whether such sales contests are con-
sidered compensation for services as described
in paragraph (c) of rule G-20, and, if they are,
whether the requirements of rule G-20 imposed
on agreements for the compensation of services
must be met by the underwriter sponsoring the
sales contest.

The Board believes that sales contests
which provide gifts or payments to employees of
municipal securities brokers and municipal secu-
rities dealers other than the broker or dealer
sponsoring the contest constitute compensation
for services as described in rule G-20(c). Conse-
quently, the requirements of that rule must be

Rule G-20

the amount of the proposed compensation,
and the written consent of such person’s
employer.

In the context of sales contests, agreements of
the kind referred to in the rule are required
between the municipal securities broker or
municipal securities dealer sponscring the con-
test and all contestants employed by other
municipal securities brokers and municipal
securities dealers. MSRB interpretation of June
25, 1982.
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Rule G-21: Advertising

(2) Definition of “Advertisement.” For purposes of this rule, the term “advertisement” means any material (other than list-
ings of offerings) published or designed for use in the public, including electronic, media, or any promotional literature
designed for dissemination to the public, including any notice, circular, report, market letter, form letter, telemarketing script
or reprint or excerpt of the foregoing. The term does not apply to preliminary official statements or official statements, but
does apply to abstracts or summaries of official statements, offering circulars and other such similar documents prepared by
brokers, dealers or municipal securities dealers.

(b) Professional Advertisements. No broker, dealer or municipal sccurities dealer shall publish or cause to be published any
advertisement concerning the facilities, services or skills with respect to municipal securities of such broker, dealer, or munic-
ipal securities dealer or of another broker, dealer, or municipal securities dealer, that is materially false or misleading.

(¢) Product Advertisements. No broker, dealer or municipal securities dealer shall publish or cause to be published any
advertisement concerning municipal securities which such broker, dealer, or municipal securities dealer knows or has reason
to know is materially false or misleading.

(d) New Issue Advertisements. In addition to the requirements of section (c), all advertisements for new issue municipal
securities shall also be subject to the following requirements:

(i) Accuracy at Time of Sale. A syndicate or syndicate member which publishes or causes to be published any adver-
tisement regarding the offering by the syndicate of a new issue of municipal securities, or any part thereof, may show the
initial reoffering prices or yields for the securities, even if the price or yield for a maturity or maturities may have changed,
provided that the advertisement contains the date of sale of the securities by the issuer to the syndicate. In the event
that the prices or yields shown in a new issue advertisement are other than the initial reoffering prices or yields, such an
advertisement must show the prices or yields of the securities as of the time the advertisement is submitted for publica-
tion. For purposes of this rule, the date of sale shall be deemed to be, in the case of competitive sales, the date on which
bids are required to be submitted to an issuer and, in the case of negotiated sales, the date on which a contract to pur-
chase securities from an issuer is executed.

(ii) Accuracy at Time of Publication. Each advertisement relating to a new issue of municipal securities shall also indi-
cate, if applicable, that the securities shown as available from the syndicate may no longer be available from the syndi-
cate at the time of publication or may be available from the syndicate at a price or yield different from that shown in the
advertisement.

(e) Approval by Principal. Each advertisement subject to the requirements of this rule must be approved in writing by a
municipal securities principal or general securities principal prior to first use. Each broker, dealer and municipal securities
dealer shall make and keep current in a separate file records of all such advertisements.

MSRB INTERPRETATIONS

APPLICATION OF FAIR PRACTICE AND ADVERTISING RULES TO MUNIC-
1PAL FUND SECURITIES

engage in any deceptive, dishonest or unfair practice. As the MSRB has
recently noted, the rule encompasses two basic principles: an anti-fraud
prohibition similar to the standard set forth in Rule 10b-5 adopted by the
May 14, 2002 Securities and Exchange Commission (“SEC”) under the Securities

The Municipal Securities Rulemaking Board (“MSRB") is aware that Exchange ACt of 1934 (the “Exchange Act”), and a general duty to deal
fairly even in the absence of fraud.> All activities of dealers must be viewed
in light of these basic principles, regardless of whether other MSRB rules
establish specific requirements applicable to such activities.

the market for municipal fund securities continues to evolve rapidly, par-
ticularly with respect to the so-called Section 529 college savings plan
market.! Many brokers, dealers and municipal securities dealers (“deal-
ers”) active in the market for municipal fund securities have no otherexpe-  Sales Practice Issues
rience effecting municipal securities transactions and therefore may not
be familiar with the rules of the MSRB. Further, even where a dealer has
a sound understanding of MSRB rules derived from its other municipal
securities activities relating to traditional debt securities, the unique nature
of municipal fund securities may result in these otherwise familiar rules
being applied in unfamiliar ways. As a result, the MSRB has been com-
mitted to providing interpretive guidance regarding the application of its
rules to dealers effecting transactions in municipal fund securities as the
MSRB becomes aware of issues where such guidance would be beneficial.?

Dealers must keep in mind the requirements under Rule G-17 — that
they deal fairly with all persons and that they not engage in any deceptive,
dishonest or unfair practice — when considering the appropriateness of day-
to-day sales practices with respect to municipal fund securities. In some
cases, certain sales-related activities are governed in part by specific MSRB
rules, such as Rule G-19, relating to suitability of recommendations and
transactions, Rule G-21, on advertising, and Rule G-30, on prices and
commissions.* Other activities may not be explicitly addressed by a spe-
cific MSRB rule. In either case, the general principles of Rule G-17 always

This notice seeks to provide guidance on the basic customer protec-  apply.
tion obligations that dealers have when effecting transactions in munici-
pal fund securities. At the core of the MSRB's customer protection rules
is Rule G-17, which provides that, in the conduct of its municipal securi-
ties activities, each dealer shall deal fairly with all persons and shall not

The MSRB has previously described its approach to dealer regulation
in the context of a market in which issuer activities are largely unregulat-
ed. Inestablishing the MSRB, Congress determined that dealer regulation
was the appropriate manner of providing investor protection in the munic-
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ipal securities market while maintaining the existing exemption for issucrs.
Consistent with this Congressional purpose, the MSRBs rules are designed
to recognize that issuers, as largely unregulated entities, may act in their
best judgment in widely divergent manners. The MSRB observes that
municipal fund securities are, in many respects, similar but not identical
to registered investment company securities. Thus, the MSRB has craft-
ed its rules so that the obligations placed on dealers are sufficiently flexi-
ble to permit dealers to act in a lawful manner in view of this wide
divergence of circumstances and structures while maintaining an appro-
priate level of customer protection. In many cases, the MSRB has deter-
mined that its existing rules, with some minor modifications, operate
effectively in the context of municipal fund securities. In other cases, the
MSRB has modified its existing rules to operate consistently with rules
applicable to registered investment company securities, where this was
found to be appropriate. The MSRB notes, however, that certain rules of
the SEC and the National Association of Securities Dealers, Inc.
(“NASD") applicable to registered investment companies and their secu-
rities are specifically authorized by the Investment Company Act, which
does not apply to municipal fund securities. In these cases, the MSRB may
have more circumscribed authority to emulate such SEC and NASD rules,
even if the MSRB were to determine that such emulation would be appro-
priate.

The MSRB remains committed to this rulemaking approach.3
Suitability of Recommended Transactions. Under Rule G-19, a deal-

er that recommends to a customer a transaction in a municipal fund secu-
rity must have reasonable grounds for believing that the recommendation
is suitable, based upon information available from the issuer of the securi-
ty or otherwise and the facts disclosed by or otherwise known about the
customer. To assure that a dealer effecting a recommended transaction
with a non-institutional customer has the information needed about the
customer to make its suitability determination, the rule requires the deal-
er to make reasonable efforts to obtain information concerning the cus-
tomer’s financial status, tax status and investment objectives, as well as
any other information reasonable and necessary in making the recom-
mendation.

In the context of a recommended transaction relating to a Section
529 college savings plan, the MSRB believes that it is crucial for dealers
to remain cognizant of the fact that these securities are designed for a par-
ticular purpose and that this purpose generally should match the cus-
tomer’s investment objective. For example, dealers should bear in mind
the potential tax consequences of a customer making an investment in a
Section 529 college savings plan where the dealer understands that the
customer’s investment objective may not involve use of such funds for
qualified higher education expenses.® Furthermore, investors generally are
required to designate a specific beneficiary under a Section 529 college
savings plan. The MSRB believes that information known about the des-
ignated beneficiary generally would be relevant in weighing the invest-
ment objectives of the customer, including (among other things)
information regarding the age of the beneficiary and the number of years
until funds will be needed to pay qualified higher education expenses of the
beneficiary. The MSRB notes that, since the person making the invest-
ment in a Section 529 college savings plan retains significant control over
the investment (e.g., may withdraw funds, change plans, or change bene-
ficiary, etc.), this person is appropriately considered the customer for pur-
poses of Rule G-19 and other MSRB rules. As noted above, information
regarding the designated beneficiary should be treated as information relat-
ing to the customer's investment objective for purposes of Rule G-19.

In many cases, dealers may offer the same municipal fund security of
an issuer sold with different commission structures. For example, an A
share may have a front-end load, a B share may have a contingent deferred
sales charge or back-end load that reduces in amount depending upon the
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number of years that the investment is held, and a C share may have an
annual asser-based charge. A customer’s investment objective — particu-
larly, the number of years until withdrawals are expected to be made - can
be a significant factor in determining which share class would be suitable
for the particular customer.

Rule G-19(e), on churning, prohibits a dealer from recommending
transactions to a customer that are excessive in size or frequency, in view
of information known to such dealer concerning the customer’s financial
background, tax status and investment objectives. Thus, for example,
where the dealer knows that a customer is investing in a Section 529 col-
lege savings plan with the intention of receiving the available federal rax
benefit, such dealer could, depending upon the facts and circumstances,
violate rule G-19{e) if it were to recommend roll-overs from one Section
529 college savings plan to another with such frequency as to lose the fed-
eral tax benefit. Even where the frequency does not imperil the federal tax
benefit, roll-overs recommended year after year by a dealer could, depend-
ing upon the facts and circumstances (including consideration of legiti-
mate investment and other purposes), be viewed as churning. Similarly,
depending upon the facts and circumstances, where a dealer recommends
investments in one or more plans for a single beneficiary in amounts that
far exceed the amount that could reasonably be used by such beneficiary
to pay for qualified higher education expenses, a violation of rule G-19(e)
could result.”

Marketing Activities. No MSRB rule explicitly governs the manner
in which marketing activities are structured. However, dealers must
remain aware of the applicability of the general principles of Rule G-17 to
their marketing activities. In particular, dealers must ensure that they do
not engage in transactions primarily designed to increase commission rev-
enues in a manner that is unfair to customers under Rule G-17. Thus, in
addition to being a potential violation of Rule G-19 as discussed above,
recommending a particular share class to a customer that is not suitable for
that customer, or engaging in churning, may also constitute a violation of
Rule G-17 if the recommendation was made for the purpose of generating
higher commission revenues. Further, recommending transactions to cus-
tomers in amounts designed to avoid commission discounts (i.e., sales
below breakpoints where the customer would be entitled to lower com-
mission charges) may also violate Rule G-17, depending upon the facts
and circumstances. For example, a recommendation that a customer
invest in two separate but nearly identical municipal fund securities for
the purposes of avoiding a reduced commission rate that would be avail-
able upon purchasing a larger quantity of a single such security, or that a
customer time his or her multiple investments in a municipal fund securi-
ty so as to avoid being able to take advantage of a lower commission rate,

in either case without a legitimate investment-based purpose, could vio-
late Rule G-17.

With respect to sales contests, the MSRB has previously interpreted
Rule G-20, relating to gifts and gratuities, to require a dealer that sponsors
a sales contest involving representatives who are not employed by the
sponsoring dealer to have in place written agreements with these repre-
sentatives.® The MSRB otherwise does not mandate specific requirements
with respect to sales contests, but the general principles of Rule G-17 are
applicable. Thus, if a dealer or any of its associated persons engages in any
marketing activities that result in a customer being treated unfairly, or if
the dealer or any of its associated persons engages in any deceptive, dis-
honest or unfair practice in connection with such marketing activities,
Rule G-17 could be violated. The MSRB believes that, depending upon
the specific facts and circumstances, a dealer may violate Rule G-17 if it
acts in a manner that is reasonably likely to induce another dealer or such
other dealer’s associated persons to violate the principles of Rule G-17 or
other MSRB customer protection rules, such as Rule G-19 or Rule G-30.

Advertising. Dealer advertisements of municipal fund securities are
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not subject to the requirements of NASD Rule 2210. Rather, as is the case
with any other dealer advertisement of a municipal security, advertise-
ments of municipal fund securities are governed by MSRB Rule G-21.°
Rule G-21 establishes a general ethical standard for dealer advertisements'®
rather than a detailed code of required elements and specific prohibitions.
Under the rule, a dealer is prohibited from publishing any advertisement
concerning its facilities, services or skills with respect to municipal securi-
ties that is materially false or misleading. In addition, a dealer is prohibit-
ed from publishing any advertisement concerning municipal securities that
it knows or has reason to know is materially false or misleading."" Rule G-
21 generally does not require that any specific statements or information
be included in an advertisement but does require that any statement or
information that is included not be materially false or misleading.!?

The MSRB previously has stated that, although dealers are not
required to comply with NASD Rule 2210 in connection with their adver-
tisements of municipal fund securities, an advertisement that would be
compliant with the NASD rule (if the securities were registered invest-
ment company securities) also would be in compliance with Rule G-21.
Similarly, a dealer advertisement of municipal fund securities that would
be compliant with the SEC’s Rules 156 and 482 under the Securities Act
of 1933 also would be in compliance with Rule G-21.13 Of course, a deal-
er advertisement of a municipal fund security that does not comply with
every element of these NASD or SEC rules may still, depending upon the
facts and circumstances, comply with Rule G-21 so long as the dealer does
not know or has no reason to know that the advertisement is materially
false or misleading and has otherwise complied with the MSRB's interpre-
tive guidance on advertising, including the guidance set forth below.

The MSRB also has stated that any use of historical yields in a munic-
ipal fund security advertisement typically would require a description of
the nature and significance of the yield shown in the advertisement in
order to assure that such advertisement is not false or misleading. Further,
depending upon the facts and circumstances, a dealer may be required to
disclose information regarding a fee or other charge relating to municipal
fund securities that may have a material effect on such advertised yield, to
the extent that such disclosure is necessary to ensure that the advertise-
ment is not materially false or misleading with respect to such yield."

Rule G-21 does not provide for the filing of advertisements with the
MSRB or any other regulatory agency.! The MSRB observes that filing of
registered investment company advertisements is mandated under Section
24(b) of the Investment Company Act, and the SEC has by rule authorized
dealers to file advertisements with the NASD in order to meet this statu-
tory requirement. Of course, the Investment Company Act does not apply
to municipal fund securities. The MSRB believes that, given the nature
of the issuers and the securities and the overall structure of the federal secu-
rities laws, it would not be appropriate at this time to require filing of
municipal fund securities advertisements with the MSRB or any other reg-
ulatory agency. However, all advertisements of municipal securities must
be approved in writing by a municipal securities principal (which may
include a municipal fund securities limited principal in the case of an
advertisement relating to municipal fund securities) or a general securities
principal prior to first use. Dealers are required to maintain in a separate
file records of all advertisements. A copy of each advertisement is required
to be preserved for a period of at least three years pursuant to Rule G-

9(b)(xiii).

The MSRB provides below additional guidance to dealers on compli-
ance with Rule G-21. Since the MSRB understands that production and
publication schedules and other technical issues may in some cases make
immediate compliance with this additional guidance problematic, the
MSRB has determined to delay the effectiveness of such guidance on
advertising until July 15, 2002, Nonetheless, the MSRB urges dealers to
comply with this guidance as soon as practicable.
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Historical data. As previously noted, the use of historical yields in an
advertisement requires a description of their nature and significance so as
to assure that such advertisement is not false or misleading. The MSRB
believes that an advertisement that includes historical yield or other his-
torical data must make clear that such information relates to past perfor-
mance, which may not be indicative of future investment performance.

Nature of issuer and security. An advertisement for a specific munic-
ipal fund security must provide sufficient information to identify such spe-
cific security in a manner that is not false or misleading. For example, the
MSRB believes that an advertisement of a particular municipal fund secu-
rity that does not clearly disclose the identity of the issuer may, depending
upon the facts and circumstances, be misleading, particularly since the
identity of the issuer may be a relevant factor in determining the nature of
certain tax and other features of the security. Thus, an advertisement that
identifies a municipal fund security but omits the name of the issuer gen-
erally would be misleading, as would an advertisement that implies that a
different entity is the issuer of the municipal fund security (e.g., the deal-
er or the investment manager retained by the issuer to manage the under-
lying portfolio). At the same time, a dealer must take care not to raise an
inference that, because the securities are issued under a government-spon-
sored plan, an investor might expect that the governmental issuer would
guarantee the investor against investment losses if no such guarantee in
fact exists. If the advertisement concerns a specific class of that issuer's
securities (e.g., A shares vs. B shares; direct sale shares vs. advisor shares;
in-state shares vs. national shares; etc.), this also must clearly be disclosed.

Capacity of dealer and other parties. The MSRB understands that in
many cases a dealer serving as primary distributor for a municipal fund
security program acts in such capacity in conjunction with certain of its
affiliates or other unrelated entities that may provide investment manage-
ment, transfer agent or other services to the issuer. The MSRB believes
that a dealer advertisement that relates to or describes services provided
with respect to municipal fund securities must clearly indicate the entity
providing those services. Similarly, a dealer advertisement soliciting pur-
chases of municipal fund securities that would in fact be effected by anoth-
er dealer must clearly state which dealer would effect the sales.

Tax consequences. Any discussion of tax implications of investments
in municipal fund securities {e.g., exemption of earnings from federal
income tax, deductibility of investments from state income tax, etc.)
included in an advertisement must not be false or misleading. In the case
of an advertisement that includes statements regarding state tax exemp-
tion, the MSRB believes that the advertisement must make clear that the
availability of such exemption may be limited based upon residency or oth-
er applicable factors. Similarly, if an advertisement refers to exemption
from federal income tax, it must make clear that such exemption is only
available under certain defined circumstances.'¢

Underlying registered securities. The MSRB recognizes that many
municipal fund securities represent investments in pools of registered secu-
rities that are themselves subject to the various requirements of the SEC
and NASD (e.g., registered investment company securities). In some cas-
es, an advertisement of a municipal fund security may provide specific
details regarding underlying assets that are themselves subject to SEC and
NASD advertising rules. Under these circumstances, the MSRB believes
that any details of a registered security that are included in the municipal
fund security advertisement must be presented in a manner that would be
in compliance with the SEC and NASD advertising rules applicable where
the same registered security is sold directly to an investor.!” The MSRB
takes this position because it believes that it would be unfair and possibly
misleading to investors, in violation of Rules G-17 and G-21, for a dealer
to advertise an underlying registered security in a manner that would make
comparison with the features of the same registered security sold directly
to investors difficult.

Rule G-21



Disclosure Issues

Tax Treatment. The treatment of interest on municipal debe securi-
ties for federal income tax purposes traditionally has been an important
feature for investors in such securities. MSRB rules, however, only specit-
ically provide for certain limited disclosures of rax treatment. For exam-
ple, MSRB Rule G-15(a){(i)(C)(4), relating to confirmation of customer
transactions, requires confirmation disclosures relating to municipal debt
securities that are taxable, subject to the federal alternative minimum tax
or subject to special tax treatment as a result of original issue discount.
These limited disclosures are based in large measure on the generally well
understood nature of the tax-exempt municipal bond market, where spe-
cific disclosures are needed only when the rax treatment diverges from the
norms of the market.

On the other hund, the tax treatment of the emerging Section 329
college savings plan market has been in considerable flux. In particular,
various states have recently enacted or amended their own state tax pro-
visions that may provide advantagcous tax treatment for their residents if
they invest in the Section 529 college savings plan sponsored by their
home state.'® The Investment Company Institute (“ICI") has requested
that the MSRB adopt a requirement that would provide for written dis-
closure by dealers selling Section 529 college savings plan securities that
an “investor’s home state may only offer favorable tax treatment for invest-
ing in a plan offered by such state.”?”

The MSRB believes that Rule G-17 prohibits a dealer from mislead-
ing a customer regarding the availability of state tax benefits in connection
with an investment in municipal fund securities. For example, a dealer
would violate Rule G-17 if it were to inform a customer that investment
in the Section 529 college savings plan of the customer's own state did not
provide the customer with any state tax benefit when the dealer knows or
has reason to know that such a state tax benefit likely would be available.
Furthermore, a dealer would violate Rule G-17 if it were to inform a cus-
tomer that investment in the Section 529 college savings plan of another
state would provide the customer with the same tax benefits as would be
available if the customer were to invest in his or her own state’s plan, if the
dealer knows or has reason to know that this is not the case. Typically,
however, the affirmative obligation arising under Rule G-17 to disclose
material information regarding a particular transaction to a customer
relates to material information about the securities that are the subject of
the transaction rather than alternatives available in the market to such
investment.

The MSRB believes that, in the case of sales to a customer of out-of-
state Section 529 college savings plan interests, Rule G-17 requircs a deal-
er to disclose that, depending upon the laws of the customer’s home state,
favorable state tax treatment for investing in a Section 529 college savings
plan may be limited to investments made in a Section 529 college savings
plan offered by the customer's home state. Since dealers cannot reason-
ably be expected to become expert in state tax laws throughout the coun-
try, the MSRB believes that such disclosure, coupled with a suggestion that
the customer consult a tax adviser about any state tax consequences of the
investment, should adequately address the concerns expressed by the ICL2

As the ICI noted, the MSRB has interpreted Rule G-32 to permit that
certain required disclosures to new issue customers be made in the official
statement, should the issuer choose to include such information.?! The
MSRB believes that the disclosure obligation regarding the availability of
favorable state tax treatment for sales of Section 529 college savings plan
interests under Rule G-17 would be deemed to be met if such information
is included in the official statement delivered to the customer, appearing
in a manner reasonably likely to be noted by an investor.? However, the
MSRB has no authority to mandate inclusion of any particular items in the
official statement. Thus, if the issuer has not included this information
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regarding the availability of favorable state tax treatment in the official
statement, the dealer would remain obligated to provide such information
to the customer under Rule G-17.

As with its guidance on advertising set forth above, the MSRB has
determined wo delay the effectivencss of the disclosure obligation with
TesPeCt o state tax consequences of investments in out-of-state Section
529 college savings plans until July 13, 2002, Nonetheless, the MSRB
urges dealers to comply with this guidance as soon as practicable.

Non-Material Amendments to Official Statement. The MSRB
understands that an issuer may make minor modifications to the official
statement in order to correct typographical or grammatical errors, or to
make such other modifications that the issuer may deem to be immareri-
al. If the issuer has acknowledged in writing to the primary distributor that
it does not consider such modification to be material to investors and does
not believe that such modification is required to make the statements in
the official statement not misleading, then the modification need not be
sent by a dealer to a customer that has previously received the official state-
ment, notwithstanding the provisions of Rule G-32(a)(i). The primary
distributor must maintain the issuer’s written acknowledgement under
Rule G-8(a)(xiii), relating to records concerning deliveries of official state-
ments. The primary distributor must send all amendments, regardless of

materiality, to the MSRB under Rule G-36.

Section 529 college savings plans are established by states under section 529(b)(A)(ii)
of the Internal Revenue Code as “qualified tuition programs” through which individuals
make investments for the purpose of accumulating savings for qualifying higher educa-
tion costs of beneficiaries. A security may still constitute a municipal fund security sub-
ject to MSRB rules even if the issuer has not complied with Section 529 of the Internal
Revenue Code in connection with an educational savings program or if it is issued for any
other purpose (e.g., a local government investment pool), so long as it meets the defin-
ition set forth in Rule D-12. Rule D-12 defines municipal fund security as a municipal
security issued by an issuer thar, but for the application of Section 2(b) of the Investment
Company Act of 1940 (the *Investment Company Act”), would constitute an invest-
ment company within the meaning of Section 3 of the Investment Company Act.

o

Further interpretive guidance relating to municipal fund securities is provided in the fol-
lowing MSRB notices: Rule G-37 Interpretation — Interpretation on the Effect of a Ban
on Municipal Securities Business Under Rule G-37 Arising During a Pre-Existing
Engagement Relating to Municipal Fund Securities, April 2, 2002, published at
hup:/fwwl.mstb.org/msrbl frules/notg3 7.hem; Rule G-30 Interpreration — Interpretive
Notice on Commissions and Other Charges, Advertisements and Official Statements
Relating to Municipal Fund Securities, December 19, 2001 (the “December 2001 Inter-
pretation”), reprinted in MSRB Rule Book; Rule D-12 Interpretation - Interpretation
Relating to Sales of Municipal Fund Securities in the Primary Market, January 18, 2001,
reprinted in MSRB Rule Book.

See Rule G-17 Interpretation - Interpretive Notice Regarding Rule G-17, on Disclosure
of Material Facts, March 20, 2002, published at
heepe/fwwl.msrb.org/msrbl/rules/notgl 7.hem.  The MSRB interprets Rule G-17 to
require a dealer to disclose to its customer, at or before the time of trade, all marerial facts
concerning the transaction known by the dealer, as well as material facts about the secu-
rity when such facts are reasonably accessible to the market.

-

The MSRB has previously provided guidance on advertisements and commissions in the
December 2001 Interpretation.

NG

For detailed discussions of the MSRB's approach to rulemaking with respect to munici-
pal fund securities, see “Municipal Fund Securities - Rule Changes Approved by the
Sccurities and Exchange Comumission,” MSRB Reports, Vol. 21, No. 1 (May 2001) ar 21;
“Municipal Fund Securities - Revised Draft Rule Changes,” MSRB Reports, Vol. 19, No.
3 (Sept. 1999) at 3; *Municipal Fund Securities,” MSRB Repors, Vol. 19, No. 2 (April
1999) at 9.

See Section 529(c)(3) of the Internal Revenue Code. State tax laws also may result in
certain adverse consequences for use of funds other than for educational costs.

o

-~

The MSRB understands that investors may change Jesignated beneficiaries and therefore
amounts in excess of what a single beneficiary could use ultimately mighe be fully expend-
ed by additional beneficiaries. The MSRB expresses no view as to the applicability of fed-
eral tax law to any particular plan of investment and does not interpret its rules to
prohibit transactions in furtherance of legitimate tax planning objectives, so long as any
recommended transaction is suitable.

x

See Rule G-20 Interpretive Letter — Authorization of sales contests, June 25, 1982, reprint-
ed in MSRB Rule Book.

The rule defines advertisements broadly to consist of any material (other than listings of
offerings) published or designed for usc in the public, including electronic, media or any

at
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promotional literature designed for dissemination to the public, such as notices, circulars,
reports, market letters, form letters, telemarketing scripts or reprints or excerpts of the
foregoing. The term does not apply to preliminary or final official statements but does
apply to abstracts or summaries of official statements, offcring circulars or other similar
documents prepared by dealers. This definition generally would include Internet web-
sites and form or broadcast e-mail messages relating to municipal sccurities, including
municipal fund securities.

10 MSRB rules apply solely to dealers. Although Rule G-2t does not govern advertisements
published by issuers or other parties, the MSRB previously has stated that an advertise-
ment produced by a dealer as agent for an issuer must comply with Rule G-21. See Rule
G-21 Interpretive Letter - Advertisements on hehalf of issuer, February 24, 1994, reprint-
ed in MSRB Rule Book.

" The rule also establishes standards for advertisement of initial reoffering prices or yields
of new issue municipal securities.

12 For example, if a dealer makes a statement in an advertisement that explicitly or implic-
itly refers to a particular feature of a security {e.g., the soundness or safety of an invest-
ment in such security), such dealer must include any information necessary to ensure
that the advertisement is not materially false or misleading with respect to such feature.
See Rule G-21 Interpretive Letter — Disclosure obligations, May 21, 1998, reprinted in
MSRB Rule Book.

13 See December 2001 Interpretation. The MSRB notes that these NASD and SEC adver-
tising rules include essentially the same general “false or misleading” standard as does
Rule G-21, in addition to itemized standards for specific elements of advertisements.

14 See December 2001 Interpretation.

15 The MSRB understands that NASD staff is willing to undertake an informal review of
any municipal fund securities advertisements that a dealer may elect to voluntarily file
with the NASD and to provide comment on any compliance concems that may be raised
by the advertisements under Rule G-21 and the relevant MSRB interpretations. A deal-
er that voluntarily files its municipal fund securities advertisements with the NASD
should consult with NASD staff regarding the legal effect of such filing as it relates to
potential enforcement actions for violations of Rule G-21.

16 For example, in the case of municipal bonds that are subject to the federal alternative
minimum tax, the MSRB has stated that any statement in an advertisement that the
bonds are tax-exempt must also disclose that they are subject to the alternative minimum
tax. See Rule G-21 Interpretive Letter — Advertising of sccurities subject to alternative
minimum tax, February 23, 1988, reprinted in MSRB Rule Book.

17 Merely identifying an underlying registered security would not trigger a requirement that
additional details of the security be included. Instead, information relating to the regis-
tered security that is specifically included in the advertisement must meet the appropri-
ate standards in SEC and NASD rules with respect to such information. Further, the
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MSRB does not tequire that such advertisement be filed with the NASD or SEC,

although a dealer may voluntary do so.

18 State legislation on the subject of taxation varies greatly, with some states providing
broader tax benefits and others providing no favorable tax treatment.

19 Letter dated April 1, 2002 from Craig S. Tyle, General Counsel, ICI, to Diane G. Klinke,
General Counsel, MSRB (the “ICI Letter”). In support of its request for such disclosure,
the ICI states that it “believes it is appropriate for the MSRE to impose this additional
disclosure requirement in connection with the delivery of Section 529 plan official state-
ments even in the absence of a similar requirement in the case of traditional municipal
securities. First, the targeted market for Section 529 plan securities is generally middle-
income investars saving for their children’s college education, as opposed to the market
for traditional municipal securities, which is more likely to be made up of wealthier, more
sophisticated investors. Second, unlike traditional municipal securities, 529 plans are a
relatively new product and there may be less knowledge among investors about the tax
consequences of investing in them.”

2 Of course, should the dealer proceed to provide information about such state tax conse-
quences, it must ensure that the information meets the standards of Rule G-17 enunci-

ated above.

11 The rule requires that information regarding underwriting spread and fees paid in con-
nection with the underwriting, as well as the initial offering price for securities other than
municipal fund securities, be disclosed to customers.

22 [nclusion in a manner no less prominent than information regarding other tax-related
consequences of investing in the Section 529 college savings plan would he deemed to
satisfy this requirement.

B Rule G-32(a)i) requires delivery of an official statement to a customer purchasing
municipal fund securities by settlement of the transaction. In the case of a repeat pur-
chaser who has already received the official statement, dealers generally are required to
deliver any amendiments or supplements to the official statement in connection with sub-
sequent purchases of the securities.

See also:

Rule G-19 Interpretation — Notice Concerning the Application of Suit-
ability Requirements to Investment Seminars and Customer
Inquiries Made in Response to a Dealer’s Advertisement, May 7,

1985.

Rule G-30 Interpretation — Interpretive Notice on Commissions and
Other Changes, Advertisements and Official Statements Relating to
Municipal Fund Securities, December 19, 2001.

Interpretive letters

Legend satisfying requirement. [ refer to

and (3) the dealer would attempt to acquire the

your letter of June 29, 1979 in which you request
advice regarding rule G-21(c) on product adver-
tisements. As you noted in your letter, the notice
of approval of rule G-34 [prior rule on advertis-
ing] stated that the Board believes that the
advertisements may be misleading if they show

only a percentage rate without specifying
whether it is the coupon rate or yield and, if
yield, the basis on which calculated (for
example, discount, par or premium securities
and if discount securities, whether
before-tax or after-tax yield).

You have requested advice as whether the fol-
lowing legend, to be used in connection with the
sale of discount bonds, would be satisfactory for
purposes of the rule:

“Discount bonds may be subject to capital
gains tax. Rates of such tax vary for individ-
ual taxpayers. Discount yields shown herein
are gross yields to maturity.”

As | previously indicated to you in our telephone
conversation, the proposed legend would satisfy
the requirements of rule G-21(c). MSRB inter-
pretation of August 28, 1979.

Advertisements of securities not owned.
This is in response to your letter of May 5, 1982
concerning a dealer bank’s advertising practices.
Your letter states that the dealer bank has recent-
ly published newspaper advertisements which
list specific municipal securities as “Current
Offerings,” and that your review of the dealer’s
inventory positions has disclosed that “on the
date the advertisement was published the dcaler
held no position in four of the issues advertised
and a nominal position in the fifth advertised
issue.” Your letter reports that the dealer stated
that it was his intention to obtain the advertised
issues from other dealers when customer orders
were received. Your first question is whether “it
is misleading and thus in violation of rule G-21,
to advertise securities which the dealer does not
own...”

The Board has recently considered this
advertising practice and concluded that it would
not violate Board rules provided that: (1) the
advertisement indicates that the securities are
advertised “subject to availability;” (2) the deal-
er placing the advertisement is not aware that
the bonds are no longer available in the market;
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bonds advertised if contacted by a potential
customer.

Your letter also expresses concern that this
type of advertising might be seriously misleading
to customers since the advertisement must be
prepared and the printer's proof copy approved
five days in advance of the date of publication.
You note that “significant changes in the market
can occur over a five, or even three-day period”
and that, if such market changes had occurred
between submission and publication of the
advertisement, the customer could be seriously
misled. The Board is aware that delays occur
between the time an advertisement is composed
and approved for publication by a municipal
securities dealer and the time it is actually pub-
lished. The Board believes that inclusion in the
advertisement of a statement indicating that the
securities are advertised subject to change in
price provides adequate notice toa potential cus-
tomer that the prices and yields quoted in the
advertisement may not represent market yields
and prices at the time the customer contacts the
dealer. MSRB interpretation of July 1, 1982.
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Contents of advertisement: put options.
Your letter dated June 15, 1981, has been
referred to me for response. In your letter you
mention our previous conversation regarding
the appropriate definition of “put bonds”, which
definition your firm would like to use in adver-
tisements offering such securities for sale. You
request confirmation of the Board’s views con-
cerning the aspects of the “put option” feature
on these securities that would be appropriate to
cover in such a definition.

The type of “put option” issue with which
the Board is familiar, and which we discussed,
has a provision in the indenture which permits
the holder of the securities to tender or “put” the
securities back to the issuer on specified dates at
par. This feature typically commences six (or
more) years after the date of issuance, is exercis-
able only once annually (on an interest payment
date), and is exercisable only upon the provision
of irrevocable prior notice to the issuer (typical-
ly three or more months before the exercise

date).

If I remember our conversation correctly,
you indicated that the firm wished to describe a
security of this type in an advertisement as hav-
ing a “put option” feature, available once annu-
ally, permitting redemption of the securities at
par. [ suggested that, while the items of infor-
mation you detailed were appropriate, it might
also be advisable to mention in the advertise-
ment the “prior notice” requirement under the
option exercise procedure. It would also be help-
ful to make clear the irrevocable nature of such
notice.

If the content of your definition of the “put
option” feature goes beyond the items we dis-
cussed (for example, by indicating that the “put
option” is secured by a bank letter of credir,
additional disclosures might also be appropriate.
MSRB interpretation of July 13, 1981.

Advertising of securities subject to alter-
native minimum tax. This is in response to
your letter concerning the application of rule
G-21, on advertising, to advertisements for
municipal securities subject to the alternative
minimum tax (AMT). You state that advertise-
ments for municipal securities usually note that
the securities are “free from federal and state
taxes.” You ask whether an advertisement for
municipal securities subject to AMT should
note the applicability of AMT if such advertise-
ments describe the securities as “tax exempt.”
The Board has considered the issue and autho-
rized this reply.

Rule G-21(c) prohibits a broker, dealer or
municipal securities dealer from publishing any
advertisement concerning municipal securities
which the broker, dealer or municipal securities
dealer knows or has reason to know is material-

Rule G-21
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ly false or misleading. The Board has stated that
the use of the term “rax exempt” in advertise-
ments for municipal securities connotes that the
sccurities are exempt from all federal, state and
local income taxes. If this is not true of the secu-
rity being advertised, the Board has required
that the use of the term “tax exempt” in an
advertisement must be explained, e.g., by foot-
note.! In regard to municipal securities subject
to AMT, the Board has determined that adver-
tisements for such securities that describe the
securities as being exempt from federal income
tax also must describe the securities as subject to
AMT. MSRB Interpretation of February 23,
1988.

I' Frequently asked questions concerning advertising,

MSRB Reports, Vol. 3, No. 2 (April 1983), at 22.

Advertisements showing current yield.
This is in response to your letter concerning the
application of rule G-21, on advertising, to
advertisements that include information on cur-
rent yield of municipal securities.! You have
asked for the Board's views whether including
current yield information in advertisements for
municipal securities, alone or with other yield
information, would be materially misleading.
You also ask if a dealer may advertise current
yield if other yield information is included but is
in smaller print. The Board has considered this
issue and authorized this reply.

Rule G-21 prohibits a dealer from publish-
ing an advertisement concerning a municipal
security that the dealer knows or has reason to
know is materially false or misleading. The
Board has stated that an advertisement showing
a percentage rate of return must specify whether
it is the coupon rate or the yield. The Board not-
ed that, if a yield is presented, the advertisement
must indicate the basis on which the yield is cal-
culated.?

The Board frequently has stated that the
yield to call or yield to maturity is the most
important factor in determining the fairness and
reasonableness of the price of any given trans-
action in municipal securities. Such yields typi-
cally are used as a basis for dealers and customers
to evaluate an investment in municipal securi-
ties. The disclosure of yield to call or yield to
maturity is the longstanding practice of the
municipal securities industry and this practice is
teflected in rule G-15(a) which requires dealers
to disclose yield to call or yield to maturity on
customer confirmations.> A customer who pur-
chases a municipal security relying only on the
current yield information disclosed in an adver-
tisement would be confused upon receiprt of the
confirmation when the yield to call or yield to
maturity of the security is different. Moreover, a
customer would not be able to compare munic-
ipal securities advertised at a current yield with
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those advertised at a yicld to call or yield to
maturity. The Board has determined that the
use of current yield information in municipal
securities advertisements without other yield
information would be materially misleading
under rule G-21. Thus, dealers may not show
only current yield in municipal securities adver-
tisements.

The Board also has determined that, while
showing only current yield information in
advertisements is materially misleading, if
advertisements also include, at a minimum, the
lowest of yield to call or yield to maturity, cur-
rent yield may be used if all the information is
clearly presented as discussed below. The Board
notes that including yield to call or yield to
maturity in municipal securities advertisements
would give customers a more realistic view of
the yield they can expect to receive on the
investment and would enable them to compare
the security advertised with other municipal
securities. In addition, the yield to call or yield
to maturity information would be consistent
with the yield information disclosed on cus-
tomer confirmations. If the yield to call is used,
the call date and price also should be noted.

The Board is concerned that, even if deal-
ers comply with this interpretation of rule G-21
and include current yield and other vield infor-
mation in municipal securities advertisements,
such advertisements still could be misleading
due to the size of type used and the placement of
the information. For example, it would not be
appropriate for the type size of the current yield
to be larger than other yield information. Thus,
whether a particular advertisement is materially
misleading requires the appropriate regulatory
body, for example, an NASD District Business
Conduct Comnittee, to consider a number of
objective and subjective factors. The Board
urges the regulatory authorities to continue to
review advertisements on a case-by-case basis to
make a determination whether any such adver-
tisements, in fact, are misleading. MSRB inter-
pretation of April 22, 1988.

! Current yield is a calculation of current income on a
bond. It is the ratio of the annual dollar amount of inter-
est paid on a security to the purchase price of the securi-
ty, stated as a percentage. If the securities are sold at par,
the current yield equals the coupon rate on the securi-
ties. Cutrent yield, however, does not take into account
the time value of money. Thus, generally, if a bond is sell-
ing at a discount, the current yield would be less than
the yield to maturity and, if the bond is selling at a pre-
mium, the current yield would be greater than the yield
to maturity

o~

Frequently Asked Questions Concerning Advertising,
MSRB Repors, Vol. 3, No. 2 (Apr. 1983), at 21-23.

Rule  G-15(a)(i)(1) [currently codified at rule
G-15(a)(i)(A)(5)] requires that the yicld or dollar price
at which the transaction was effected be disclosed on
customer confirmations, with the resulting dollar price
(if the transaction is done on a yield basis) or yield (if the
transaction is done on a dollar basis) calculated to the
lowest of dollar price or yield to call, to par option or to

-
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maturity. In cases in which the resulting dollar price or
yield shown on the confirmation is calculated to call or
par option, this must be stated and the call or option date
and price used in the calculation must be shown.

EN

The Board also notes that some dealers have used cur-
rent yield in municipal securities advertisements in an
attempt to compete with municipal securities mutual
funds, which often use a “current yield” in their adver-
tisements. However, a mutual fund “yield” is not direct-
ly comparable to a municipal securities yield because a
mutual fund “yield” represents historical information,
while the yield on a municipal security represents a
future rate of return.

Disclosure obligations. This is in response
to your letters dated March 18, 1998 and March
31, 1998 in which you present an example
where a dealer advertises a specific municipal
security which it knows, or has reason to know,
is subject to a material adverse circumstance
such as a technical default. You ask whether a
dealer is obligated to include disclosure infor-
mation indicating that a bond is subject to addi-
tional risk in order to avoid publishing a false or
misleading advertisement as prohibited by rule
G-21(c). The Board reviewed your letters and
has authorized this response.

Section (c) of rule G-21 provides, among
other things, that no dealer shall publish any
advertisement' concerning municipal securities
which such dealer knows or has reason to know
is materially false or misleading. The Board has
previously interpreted the rule as not requiring
that any specific statements or information be
included in an advertisement but that any state-
ment or information that is included must not
be materially false or misleading. Thus, if a deal-
er makes a statement in an advertisement that
explicitly or implicitly refers to the soundness or
safety of an investment in the municipal securi-
ties described in the advertisement, such dealer
must include any information necessary to
ensure that the advertisement is not materially
false or misleading with respect to the soundness
or safety of such investment. The rule establish-
es a general ethical standard that provides the
enforcement agencies with the flexibility that is
needed to evaluate advertisements in light of
what information is printed and how the infor-
mation physically is presented. Thus, the
enforcement agencies should continue to evalu-
ate advertisements on a case-by-case basis to
make a determination whether any such adver-
tisements, in fact, are misleading.

You also ask whether the relative specifici-
ty of any such disclosure obligation that may
exist depends on the level of detail provided
about the municipal security. As stated above,
rule G-21 does not require that any specific
statements or information be included in an
advertisement but that any statement or infor-
mation that is included must not be materially
false or misleading. Thus, the nature and extent
of any disclosures or other explanatory state-
ments that must be included in an advertise-
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ment is dependent upon the substance and
form of the information presented in the
advertisement.

The Board wishes to emphasize that the
enforcement agencies should remain cognizant
of certain other rules of the Board that may be
relevant in evaluating whether a dealer’s adver-
tisement and such dealer’s interactions with cus-
tomers or potential customers that arise as a
result of such advertisement are in conformity
with Board rules. Thus, depending upon the
facts and circumstances, an advertisement for a
particular municipal security that on its face
conforms with the requirements of rule G-21
may nonetheless be violative of rule G-17, the
Board’s fair dealing rule,! if, for example, the
advertisement is designed as a “bait-and-switch”
mechanism that attracts potential customers
interested in an advertised security that the
dealer is not in a legitimate position to sell
(because of its unavailability, unsuitability or
otherwise) for the primary purpose of creating a
captive audience for the offering of other secu-
rities. In addition, a dealer that in fact sells the
municipal securities that are described in its
advertisement must fulfill its obligations under
rule G-19, on suitability, and rule G-30, on pric-
ing. MSRB Interpretation of May 21, 1998

“Advertisement” is defined in rule G-21 as any material
{other than listings of offerings) published or designed
for use in the public, including electronic, media, or any

promotional literature designed for dissemination to the -

public, including any notice, circular, report, market let-
ter, form letter, telemarketing script or reprint or excerpt
of the foregoing. The term does not apply to preliminary
official statements or official statements, but does apply
to abstracts or summaries of official statements, offering
circulars and other such similar documents prepared by
dealers.

2 Rule G-17 requires each dealer, in the conduct of its
municipal securities business, to deal fairly with all per-
sons and prohibits the dealer from engaging in any
deceptive, dishonest or unfair practice.

Advertisements on behalf of issuer. You
ask whether a certain advertisement is subject
to approval by a principal pursuant to rule G-21,
on advertising. You state that an issuer asked the
bank to act as its agent in producing the adver-
tisement. Rule G-21 defines an advertisement
as any material (other than listings of offerings)
published or designed for use in the public
media, or any promotional literature designed
for dissemination to the public, including any
notice, circular, report, market letter, form letter
or reprint or excerpt of the foregoing. The term
does not apply to preliminary official statements
or official statements, but does apply to abstracts
or summaries of official statements, offering cir-
culars and other such similar documents pre-
pared by dealers. Each advertisement subject to
the requirements of rule G-21 must be approved
in writing by a municipal securities principal or
general securities principal prior to first use. The
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fact that a bank dealer is acting as an agent of an
issuer in the production of an advertisement
meeting the definition contained in rule G-21
does not relieve a bank from complying with the
requirements of the rule. MSRB interpretation of
June 20, 1994.

See also:

Rule G-19 Interpretive Letter - Recommen-
dations: advertisements, MSRB interpreta-

tion of February 24, 1994.

Rule G-30 Interpretive Letter ~ Differential
re-offering prices, MSRB interpretation of
December 11, 2001.

Rule G-21
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Rule G-22: Control Relationships

(a) Control Relationship. For purposes of this rule, a control relationship with respect to a municipal security shall be
deemed to exist if a broker, dealer, or municipal securities dealer (or a bank or other person of which the broker, dealer, or
municipal securities dealer is a department or division) controls, is controlled by, or is under common control with the issuer
of the security or a person other than the issuer who is obligated, directly or indirectly, with respect to debt service on the
security.

(b) Discretionary Accounts. No broker, dealer, or municipal sccurities dealer shall effect a transaction in a municipal secu-
rity with or for the discretionary account of a customer if such broker, dealer, or municipal securities dealer has a control rela-
tionship with respect to such security unless such transaction has been specifically authorized by such customer.

(c) Disclosure. No broker, dealer, or municipal securities dealer shall effect a transaction in a municipal security with or
for a customer if such broker, dealer, or municipal securities dealer has a control relationship with respect to the security
unless, before entering into a contract with or for the customer for the purchase, sale, or exchange of such security, the bro-
ker, dealer, or municipal securities dealer discloses to the customer the nature of the control relationship, and if such disclo-
sure is not made in writing, such disclosure must be supplemented by the sending of written disclosure concerning the control

relationship at or before the completion of the transaction.

MSRB INTERPRETATION

See:

Rule G-32 Interpretation — Notice Regarding Electronic Delivery and
Receipt of Information by Brokers, Dealers and Municipal Securi-

ties Dealers, November 20, 1998.

Interpretive letters

Letters of credit. This is in response to
your April 9, 1981, letter asking whether Board
rule G-22, regarding control relationships, and
G-13, regarding financial advisory agreements,
would apply if a bank’s issuance of a letter of
credit were contingent upon its being named
underwriter or manager for the issue, or if a bank
issuing a letter of credit retained authority to
require an issuer, in effect, to call the securities.

Rule G-22 provides that

a control relationship with respect to a
municipal security shall be deemed to exist
if a broker, dealer, or municipal securities
dealer (or a bank or other person of which
the broker, dealer, or municipal securities
dealer is a department or division) controls,
is controlled by, or is under common con-
trol with the issuer of the security or a per-
son other than the issuer who is obligated,
directly or indirectly, with respect to debt
service on the security.

The existence of a control relationship is a
question of fact to be determined from the
entire situation. Most recently, the Securities
and Exchange Commission suggested that, for
purposes of the Regulatory Flexibility Act, areg-
istered broker-dealer would be deemed to be
controlled by a person or entity who, among
other things, has the ability to direct or cause
the direction of management or the policies of
the broker-dealer. Based upon the above, it is
questionable whether a bank that conditions
the issuance of a letter of credit upon being
named an underwriter or upon a tie-in deposit
arrangement should be deemed to control the

Rule G-22

issuer. Similarly, it does not appear that a bank
that retains discretion under a letter of credit to
cause the trustee to call the whole issue has a
control relationship with the issuer.

You also ask whether under Board rule G-23
a financial advisory relationship is created if a
bank conditions the issuance of a letter of cred-
it upon being named an underwriter or upon
obraining a tie-in deposit arrangement. Under
rule G-23, a financial advisory relationship is
deemed to exist when a municipal securities
professional provides, or enters into an agree-
ment to provide, financial advisory services to,
ot on behalf of, an issuer with respect to a new
issue of securities regarding such matters as the
structure, timing or terms of the issue, in return
for compensation or for the expectation of com-
pensation. [t does not appear that rule G-23
would apply in your example since the bank is
not providing financial advisory or consulting
services with respect to the structure, timing ot
other substantive terms of the issue. MSRB
interpretation of July 27, 1981.

Associated person on issuer governing
body. This will respond to your letter to the
Municipal Securities Rulemaking Board con-
cerning rule G-22 on disclosure of control rela-
tionships. You ask whether the rule requires a
dealer to disclose to customers that an associat-
ed person of the dealer is a member of a five-per-
son town council that issued the securities.

Rule G-22(c) states that a dealer may not
effect a customer transaction in a municipal
security with respect to which the dealer has a
control relationship, unless the dealer discloses
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to the customer the nature of the control rela-
tionship prior to executing the transaction. Sec-
tion (a) of rule G-22 defines a control
relationship to exist with respect to a security if
the dealer controls, is controlled by, or is under
common control with the issuer of the security.
This includes any control relationship with an
associated person of the dealer.! Whether a con-
trol relationship exists in a particular case is a
factual question. The Board, however, previous-
ly has stated that:

A control relationship with respect to a
municipal security does not necessarily exist
if an associated person of a securities profes-
sional is a member of the governing body or
acts as an officer of the issuer of the security.
However, if the associated person in fact
controls the issuer, rule G-22 does apply. For
example, rule G-22 applies if the associated
person is the chairman of an issuing author-
ity and, in that capacity, actually makes the
decision on behalf of the issuing authority to
issue securities. The rule does not apply if
the associated person as chairman does not
make that decision and does not have the
authority alone to make the decision, or if
the decision is made by a governing body of
which he is only one of several members.2

MSRB interpretation of June 25, 1987.

1 Rule D-11 states that references to “brokers,” “dealers,”
“municipal securities dealers,” and “municipal securities
brokers” also mean associated persons, unless the con-
text indicates otherwise.

2 Notice of Approval of Fair Practice Rules, October 24,
1978, at 6.
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’ Rule G-23: Activities of Financial Advisors

(a) Purpose. The purpose and intent of this rule is to establish ethical standards and disclosure requirements for brokers,
dealers, and municipal securities dealers who act as financial advisors to issuers of municipal securities.

(b) Financial Advisory Relationship. For purposes of ‘this rule, a financial advisory relationship shall be deemed to exist
when a broker, dealer, or municipal securities dealer renders or enters into an agreement to render financial advisory or con-
sultant services to or on behalf of an issuer with respect to a new issue or issues of municipal securities, including advice with
respect to the structure, timing, terms and other similar matters concerning such issue or issues, for a fee or other compen-
sation or in expectation of such compensation for the rendering of such services. Notwithstanding the foregoing, a financial
advisory relationship shall not be deemed to exist when, in the course of acting as an underwriter, a broker, dealer or munic-
ipal securities dealer renders advice to an issuer, including advice with respect to the structure, timing, terms and other sim-
ilar matters concerning a new issue of municipal securities.

(c) Basis of Compensation. Each financial advisory relationship shall be evidenced by a writing entered into prior to, upon
or promptly after the inception of the financial advisory relationship (or promptly after the creation or selection of the issuer
if the issuer does not exist or has not been determined at the time the relationship commences). Such writing shall set forth
the basis of compensation for the financial advisory services to be rendered, including provisions relating to the deposit of
funds with or the utilization of fiduciary or agency services offered by such broker, dealer, or municipal securities dealer or by
a person controlling, controlled by, or under common control with such broker, dealer, or municipal securities dealer in con-
nection with the rendering of such financial advisory services.

(d) Underwriting Activities. No broker, dealer, or municipal securities dealer that has a financial advisory relationship with
respect to a new issue of municipal securities shall acquire as principal either alone or as a participant in a syndicate or oth-
er similar account formed for the purpose of purchasing, directly or indirectly, from the issuer all or any portion of such issue,

v or act as agent for the issuer in arranging the placement of such issue, unless

(i) if such issue is to be sold by the issuer on a negotiated basis,

(A) the financial advisory relationship with respect to such issue has been terminated in writing and at or after
- such termination the issuer has expressly consented in writing to such acquisition or participation, as principal or
agent, in the purchase of the securities on a negotiated basis;

(B) the broker, dealer, or municipal securities dealer has expressly disclosed in writing to the issuer at or before
such termination that there may be a conflict of interest in changing from the capacity of financial advisor to pur-
chaser of or placement agent for the securities with respect to which the financial advisory relationship exists and
the issuer has expressly acknowledged in writing to the broker, dealer, or municipal securities dealer receipt of such
disclosure; and '

(C) the broker, dealer, or municipal securities dealer has expressly disclosed in writing to the issuer at or before
such termination the source and anticipated amount of all remuneration to the broker, dealer, or municipal securi-
ties dealer with respect to such issue in addition to the compensation referred to in section (c) of this rule, and the
issuer has expressly acknowledged in writing to the broker, dealer, or municipal securities dealer receipt of such dis-
closure; or

(ii) if such issue is to be sold by the issuer at competitive bid, the issuer has expressly consented in writing prior to
the bid to such acquisition or participation.

The limitations and requirements set forth in this section (d) shall also apply to any broker, dealer, or municipal securities
dealer controlling, controlled by, or under common control with the broker, dealer, or municipal securities dealer having a
financial advisory relationship. The use of the term “indirectly” in this section (d) shall not preclude a broker, dealer, or
- municipal securities dealer who has a financial advisory relationship with respect to a new issue of municipal securities from
purchasing such securities from an underwriter, either for its own trading account or for the account of customers, except to
the extent that such purchase is made to contravene the purpose and intent of this rule.

(&) Remarketing Activities. No broker, dealer, or municipal securities dealer that has a financial advisory relationship with
an issuer with respect to a new issue of municipal securities shall act as agent for the issuer in remarketing such issue, unless
the broker, dealer, or municipal securities dealer has expressly disclosed in writing to the issuer:

(i) that there may be a conflict of interest in acting as both financial advisor and remarketing agent for the securi-
~ ties with respect to which the financial advisory relationship exists; and

(ii) the source and basis of the remuneration the broker, dealer or municipal securities dealer could earn as remar-
keting agent on such issue.

’ This written disclosure to the issuer may be included either in a separate writing provided to the issuer prior to the execu-
tion of the remarketing agreement or in the remarketing agreement. The issuer must expressly acknowledge in writing to the

- » 159 Rule G-23
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broker, dealer, or municipal securities dealer receipt of such disclosure and consent to the financial advisor acting in both
capacities and to the source and basis of the remuneration.

(f) Disclosure to Issuer of Corporate Affiliation. If the financial advisor for the issue is not a broker, dealer or municipal secu-
rities dealer, and the broker, dealer or municipal securities dealer that acquires the issue or arranges for such acquisition pur-
suant to section (d) of this rule is controlling, controlled by, or under common control with such financial advisor, the broker,
dealer or municipal securities dealer must disclose this affiliation in writing to the issuer prior to the acquisition and the issuer
has expressly acknowledged in writing to the broker, dealer, or municipal securities dealer receipts of such disclosure.

(g) Each broker, dealer, and municipal securities dealer subject to the provisions of sections (d), (e) or (f) of this rule
shall maintain a copy of the written disclosures, acknowledgments and consents required by these sections in a separate file
and in accordance with the provisions of rule G-9.

(h) Disclosure to Customers. If a broker, dealer, or municipal securities dealer acquires new issue municipal securities or
participates in a syndicate or other account that acquires new issue municipal securities in accordance with section (d) of
this rule, such broker, dealer, or municipal securities dealer shall disclose the existence of the financial advisory relationship
in writing to each customer who purchases such securities from such broker, dealer, or municipal securities dealer, at or before

the completion of the transaction with the customer.

(i) Applicability of State or Local Law. Nothing contained in this rule shall be deemed to supersede any more restrictive
provision of state or local law applicable to the activities of financial advisors.

MSRB INTERPRETATIONS

NOTICE ON APPLICATION OF BOARD RULES TO
FINANCIAL ADVISORY SERVICES RENDERED TO
CORPORATE OBLIGORS ON INDUSTRIAL DEVELOPMENT BONDS

May 23, 1983

Inarecent letter to the Office of the Comptroller of the Currency, the
staff of the Securities and Exchange Commission has taken the position
that private placements of industrial development bonds (“IDBs") consti-
tute transactions in municipal securities as defined in the Securities
Exchange Act of 1934, as amended. The Municipal Securities Rulemak-
ing Board has received a number of inquiries concerning this letter. The
Board is publishing this notice for the purposes of: (1) reviewing the appli-
cation of its rules to private placements of municipal securities and (2)
expressing its views concerning whether certain Board rules apply to finan-
cial advisory services rendered by municipal securities dealers and brokers
to corporate obligors on 1DBs.

A. Private Placements of IDBs

The Board's rules apply, of course, to all transactions in municipal
securities, including securities which are IDBs. The SEC letter dealt in
particular with the activities of commercial banks. That letter pointed out
that if a commercial bank has a registered municipal securities dealer
department, under Board rule G-1, which defines the term “separately
identifiable department or division of a bank,” any private placement
activities of the bank in securities which are IDBs must be conducted as a
part of the registered dealer department. The Board urges all bank dealers
which have registered as a separately identifiable department or division
to review their organizations and assure that all departments or units which
engage in the private placement of IDBs are designated on the bank's Form
MSD registration and other applicable bank records as part of its separately
identifiable department or division. The Board also notes that such activ-
ities must be under the supervision of a person designated by the bank’s
board of directors as responsible for these activities. In addition, under
Board rule G-3, concerning professional qualifications, persons who are
engaged in privately placing municipal securities must be qualified as
municipal securities representatives and be supervised with respect to that
activity by a qualified municipal securities principal.

B. Financial Advisory Services Rendered to Corporate Obligors on IDBs
Board rules G-1 and G-3 provide that rendering “financial advisory or
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consultant services for issuers” is an activity to which those rules are
applicable (emphasis added). Similarly, Board rule G-23, on the activities
of financial advisors, applies to brokers, dealers, and municipal securities
dealers who agree to render “financial advisory or consultant services to or
on behalf of an issuer” (emphasis added). Clearly these rules are applica-
ble to financial advisory services rendered to state or local governments
and their agencies, as well as to municipal corporations. In the Board's
view, however, rules G-1, G-3, and G-23 do not apply to financial adviso-
ry services which are provided to corporate obligors in connection with
proposed DB financings.

The Board wishes to emphasize that the scope of its definition of
financial advisory services is limited to “advice with respect to the struc-
ture, timing, terms, and other similar matters” concerning a proposed
issue.! If persons providing such advice to the corporate obligor on an IDB
issue also participate in negotiations with prospective purchasers or are
otherwise engaged in effecting placement of the issue, then, as indicated
above, rules G-1 and G-3 would apply to their activities.

[Excerpts of the Commission letter follow:]

This is in response to your letter of December 1, 1981, requesting our
views concerning certain activities by commercial banks in connection
with industrial development bonds (*IDBs")? Specifically, you asked (1)
whether the private placement activities of banks in IDBs involve trans-
actions in municipal securities, (2) whether involvement in such activities
alone would require such banks to register with the Commission under
Section 15B of the Securities Exchange Act of 1934 (the “Exchange Act”)
as municipal securities dealers, (3) whether a bank that had registered a
separately identifiable department or division with the Commission as a
municipal securities dealer would be required to conduct such activities
through such separately identifiable department or division, and (4) if such
bank activities are required to be conducted in the separately identifiable
department or division, whether the advisory services provided by those
banks to the corporate obligor on an IDB should be regarded as advisory
services provided to an issuer of municipal securities in connection with
the issuance of municipal securities. Pursuant to your letter and subsequent
telephone conversations, we understand the following facts to be typical
of the activities in question.

A commercial bank offers private placement and financial advisory
services to corporate entities on a regular and continuous basis. From time
to time the bank recommends to the corporate entity that IDBs be used to
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raise capital. The bank advises the corporate entity regarding the terms
and timing of the proposed DB issuance, prepares the Direct Placement
Memorandum describing the terms of the IDB, and contacts potential pur-
chasers of the IDB. Such purchasers then make independent reviews of
the corporate entity’s financial status. The bank then obtains comments
from the potential buyers and relays such comments to the corporate enti-
ty. The bank might also assist the corporate entity in subsequent negotia-
tions with the purchasers. An industrial development authority nominally
issues the IDB on behalf of the corporate entity which becomes the eco-
nomic obligor on the issue.

The bank engages in these activities in order to assist the corporate
obligor in the sale of the IDBs. In return for its services, the bank receives
from the corporate entity either a fixed fee or a percentage of the proceeds of
the sale. The bank does not purchase any of the 1DBs. The bank could, how-
ever, supply “bridge loans” to the corporate entity pending receipt of the pro-
ceeds of the IDB sale. In addition, the bank might provide investors with a
letter of credit committing the bank to pay any interest or principal not paid
by the corporate issuer. The bank might also act as trustee or paying agent
for the nominal issuer of the IDB, for which the bank would receive a set fee.

IDBs as Municipal Securities

Section 3(a)(10) of the Exchange Act defines a “security” as, among
other things, “any note... bond, debenture... investment contract, ...or in
general, any instrument commonly known as a ‘security’... * Section
3(a)(29) of the Exchange Act defines “municipal securities” to include
any security which is an industrial development bond as defined in Section
103(b)(2) of the Code the interest on which is tax-exempt under Sections
103(b)(4) or 103(b)(6) of the Code. In our opinion, the private place-
ment activities you have described involve transactions in municipal secu-
rities as defined in the Exchange Act.?

Registration as Municipal Securities Dealer

Section 15B(a) of the Exchange Act makes it unlawful for any munic-
ipal securities dealer to use the mails or any instrumentality of interstate
commerce to “effect any transaction in, or to induce or attempt to induce
the purchase or sale of, any municipal security unless such municipal secu-
rities dealer is registered” with the Commission. Section 3(a)(30) of the
Exchange Act defines “municipal securities dealer” to include a bank or a
separately identifiable department or division of a bank if that bank is
engaged in the business of buying and selling municipal securities for its
own account other than in a fiduciary capacity, through a broker or oth-
erwise. Banks that engage solely in private placement activities in IDBs as
described by you would not be required to register as municipal securities
dealers since they do not appear to be engaged in the business of buying
and selling municipal securities for their own accounts, but rather appear
to be acting as brokers. Section 3(a)(4) of the Exchange Act defines the
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term broker as “any person engaged in the business of effecting transactions
in securities for the account of others, but does not include a bank.” Since
they are excluded from the definition of broker, banks that act solely as
brokers need not register under the Exchange Act.*

Inclusion in Separately Identifiable Department or Division

Section 15B(b){2)(H) of the Exchange Act authorizes the Municipal
Securities Rulemaking Board (the “MSRB") to make rules defining the
term “separately identifiable department or division” (“SID") of a bank as
used in Section 3(a){30) of the Exchange Act. MSRB rule G-1 defines the
SID as “that unit of the bank which conducts all the activities of the bank
relating to the conduct of business as a municipal securities dealer...” The
rule defines municipal securities dealer activities to include “sales of
municipal securities” and “financial advisory and consultant services for
issuers in connection with the issuance of municipal securities.” There-
fore, those banks that have registered an SID with the Commission also

must conduct the private placement activities within the SID in accor-
dance with MSRB rules...

Based upon the facts and representations set forth in your letter, it
would appear that the private placement activities of banks involving
IDBs, as described in your example, constitute transactions in municipal
securities that, if done alone, would not require a bank to register with the
Commission as a municipal securities dealer. However, such activities,
when conducted by a bank municipal securities dealer that had registered
a separately identifiable department or division, would be treated as
municipal securities dealer activities and, therefore, would be required to
be conducted in the bank’s dealer department...

Rule G-23(b).

You have represented that the IDBs involved would be primarily those defined in Sec-
tion 103(b)(2) of the Internal Revenue Code of 1954 (the “Code”), the interest on which
is tax-exempt under Sections 103(b)(4) and 103(b)(6) of the Code.

This determination is based on an analysis of the specific facts as described by you. Dif-
ferent facts and circumstances could result in a transaction involving municipal debt
instruments being treated as loan participations not subject to the federal securities laws.
Such determinations can only be made on a case by case basis after a thorough examina-
tion of the context of the transaction.

See letter dated February 17, 1977, from Anne E. Chafer, Attorney, Securities and
Exchange Commission, to Bruce E Golden and letter dated Januar