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MSRB Notice

Request for Comment on Application
of Regulation Best Interest to
Bank-Dealers

Overview

The Municipal Securities Rulemaking Board (“MSRB” or “Board”) seeks
comment on a draft amendment to MSRB Rule G-19, on suitability of
recommendations and transactions, that would require bank dealers' to
comply with Rule 15/-1 (“Regulation Best Interest”)? of the Securities
Exchange Act of 1934 (the “Exchange Act” or the “Act”) when making
recommendations of securities transactions or investment strategies
involving municipal securities to retail customers (the “request for
comment”).? In response to the recent adoption of Regulation Best
Interest by the Securities and Exchange Commission (the “SEC” or the
“Commission”), the draft amendment* is intended to promote regulatory
parity in the municipal market by extending the investor protections
afforded by Regulation Best Interest to retail customers that

! Consistent with MSRB Rule D-8, the term “bank dealer” as used herein means “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.”

2 Exchange Act Release No. 86031 (June 5, 2019), 84 FR 33318 (July 12, 2019) (adopting Rule
15/-1 under the Exchange Act) (“Regulation Best Interest Adopting Release”), available at
https://www.sec.gov/rules/final/2019/34-86031.pdf. Regulation Best Interest is codified at
17 CFR 240. 15/-1.

3 Consistent with the definition in Regulation Best Interest, the term “retail customer” as
used herein means “a natural person, or the legal representative of such natural person,
who: (i) Receives a recommendation of any securities transaction or investment strategy
involving securities from a broker, dealer, or a natural person who is an associated person of
a broker or dealer; and (ii) Uses the recommendation primarily for personal, family, or
household purposes.” See Rule 15/-1(b)(1). As further discussed below, the draft amendment
would make a bank dealer subject to this definition to the same extent as a broker-dealer (as
hereinafter defined).

4 Text of the draft amendment is provided at the end of this request for comment.
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receive a recommendation from a bank dealer regarding a municipal
security.”

Comments should be submitted no later than June 2, 2021 and may be
submitted in electronic or paper form. Comments may be submitted
electronically by clicking here. Comments submitted in paper form should be
sent to Ronald W. Smith, Corporate Secretary, Municipal Securities
Rulemaking Board, 1300 | Street NW, Suite 1000, Washington, DC 20005. All
comments will be available for public inspection on the MSRB’s website.®

Questions about this notice should be directed to David Hodapp, Director,
Market Regulation, Justin Kramer, Assistant Director, Market Regulation, or
Prairie Douglas, Attorney Il, at 202-838-1500.

I. Background

Regulation Best Interest applies to broker-dealers, and natural persons who
are associated persons of such broker-dealer firms (collectively, “broker-
dealers” and, individually, each a “broker-dealer”). Specific to the municipal
securities market, the new standards of conduct established by the
Commission’s Regulation Best Interest are triggered when such a broker-
dealer makes a recommendation of securities transactions or investment
strategies involving a municipal security to any person meeting the
applicable definition of a retail customer.” These standards of conduct had a

3 To lawfully effect transactions in municipal securities, brokers, dealers, and municipal
securities dealers (collectively, “dealers” and, individually, each a “dealer”) must be
registered with the Commission as either a “broker-dealer” under Section 15(b)(1) of the
Exchange Act or a “municipal securities dealer” under Section 15B(a)(2) of the Exchange Act.
The MSRB understands that firms effecting retail customer transactions in municipal
securities registered as broker-dealers are presently subject to Regulation Best Interest,
while bank dealers registered as municipal securities dealers are not.

¢ Comments generally are posted on the MSRB’s website without change. Personal
identifying information such as name, address, telephone number or email address will not
be edited from submissions. Therefore, commenters should submit only information that
they wish to make available publicly.

7 When it adopted Regulation Best Interest, the Commission stated:

the determination of whether a broker-dealer has made a recommendation that
triggers application of Regulation Best Interest should turn on the facts and
circumstances of the particular situation and therefore, whether a recommendation
has taken place is not susceptible to a bright line definition. Factors considered in
determining whether a recommendation has taken place include whether the
communication “reasonably could be viewed as a ‘call to action’” and “reasonably
would influence an investor to trade a particular security or group of securities.””
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compliance date of June 30, 2020.%

A. Broker-Dealer MSRB Rule Alignment

The Commission’s adoption of Regulation Best Interest created the potential
for circumstances in which a broker-dealer firm making recommendations
with respect to municipal securities would be subject to both Regulation Best
Interest and also existing MSRB rules, like certain suitability obligations under
MSRB Rule G-19. The MSRB believed that this overlap created the potential
for competing regulatory schemes, with possibilities for conflict or
duplication. In an effort to harmonize its rules, the MSRB filed a proposed
rule change with the Commission on May 1, 2020 (the “MSRB Broker-Dealer
Filing”).? As more fully described in the text of the proposed rule change, the
MSRB Broker-Dealer Filing amended:

e MSRB Rule G-8, on books and records to be made by brokers, dealers,
and municipal securities dealers, and MSRB Rule G-9, on preservation
of records, to require a broker-dealer to maintain books and records
required by Regulation Best Interest and the Related SEC Form CRS
requirement;0

See Regulation Best Interest Adopting Release, 84 FR at 33335, quoting Exchange Act
Release No. 83062 (April 18, 2018), at 83 FR 21574, 21593 (May 9, 2018); see also Frequently
Asked Questions on Regulation Best Interest, Recommendation, available at
https://www.sec.gov/tm/fag-regulation-best-interest#frecommendation (Aug. 4, 2020).

8 See Regulation Best Interest Adopting Release, 84 FR at 33400 (setting June 30, 2020 as the
compliance date for Regulation Best Interest).

9 See File No. SR-MSRB-2020-02 (May 1, 2020), available at
http://msrb.org/~/media/Files/SEC-Filings/2020/MSRB-2020-02.ashx?; see also Exchange
Act Release No. 89154 (June 25, 2020), 85 FR 39613 (July 1, 2020), (hereinafter referred to as
the “Approval Order for the MSRB Broker-Dealer Filing”). In developing the MSRB Broker-
Dealer Filing, the MSRB also coordinated with the Financial Industry Regulatory Authority,
Inc. (“FINRA”) in order to harmonize with FINRA’s proposed amendments to its rules in
response to the Commission’s adoption of Regulation Best Interest. See Exchange Act
Release No. 89091 (June 18, 2020), 85 FR 37970 (June 23, 2020) (File No. SR-FINRA-2020-07).

19 See File No. SR-MSRB-2020-02. When the Commission adopted Regulation Best Interest, it
amended Exchange Act Rules 17a-3 and 17a-4 to require broker-dealers to make and
maintain records with respect to certain information collected from or provided to retail
customers in connection with Regulation Best Interest. Because dealers may comply with
these rules for purposes of transactions in municipal securities by their compliance with
MSRB Rules G-8 and G-9, the Board amended MSRB Rules G-8 and G-9 to include the record
making and recordkeeping requirements associated with Regulation Best Interest to ensure
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e MSRB Rule G-19 to make clear that the rule’s suitability obligations
apply to a broker-dealer in circumstances only when Regulation Best
Interest does not apply;

e MSRB Rule G-20, on gifts, gratuities, non-cash compensation, and
expenses of issuance, to require any permissible non-cash
compensation of a broker-dealer to align with the applicable
requirements of Regulation Best Interest; and

e MSRB Rule G-48, on transactions with sophisticated municipal market
professionals, to make clear that the exception from the requirement
to perform a customer-specific suitability analysis when making a
recommendation to a sophisticated municipal market professional
(i.e., an “SMMP”), as defined in MSRB Rule D-15, is available only for
recommendations that are subject to MSRB Rule G-19.

The Commission approved the amendment described in the MSRB Broker-
Dealer Filing on June 25, 2020.!

B. Bank Dealer MSRB Rule Alighment

Since the approval of the MSRB Broker-Dealer Filing, the MSRB has remained
focused on how the Commission’s Regulation Best Interest affects the
municipal securities market and interacts with the MSRB’s rule book. As
stated in the MSRB Broker-Dealer Filing, the MSRB understands that the
terms of Regulation Best Interest do not apply to bank dealers.'? The MSRB
preliminarily believes that the inapplicability of Regulation Best Interest to
bank dealers has created the potential for certain recommendations made by
a bank dealer to a retail customer to be subject to a lesser standard of
conduct relative to Regulation Best Interest than if the same
recommendation were made by a broker-dealer. Consequently, certain retail
customers in municipal securities might be afforded different regulatory
protections based solely on whether they are a customer of a bank dealer or

dealers are required to make and maintain the records regardless of which books and
records rule they comply with.

' Approval Order for the MSRB Broker-Dealer Filing (citation at note 8 supra).

12 Approval Order for the MSRB Broker-Dealer Filing, at 39614, fn. 15 (“To effect transactions
in municipal securities, a person must be a Broker-Dealer subject to registration with the
Commission under Section 15(b)(1) or a municipal securities dealer subject to registration
with the Commission under Section 15B(a)(2) of the Exchange Act. . . . Bank Dealers are
registered with the Commission under Exchange Section 15B(a)(2), and thus are not subject
to Regulation Best Interest.” (internal citations omitted)).
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broker-dealer. The MSRB is concerned that this difference could cause
unintentional harms and confusion to retail investors in the municipal
securities market and is issuing this request for comment for further input
from market participants.!3

Il. Request for Comment

The MSRB seeks public comment on the following questions, as well as on
any other topic relevant to this request for comment. The MSRB encourages
statistical, empirical, and other data from commenters that may support
their views and/or may otherwise support or refute the views, assumptions,
or issues raised in this request for comment.

A. Application of Regulation Best Interest to Bank Dealers

The Commission stated in the Regulation Best Interest Adopting Release that
the SEC rule “enhances the existing standards of conduct for broker-dealers
beyond existing suitability obligations and aligns” the standard of conduct
with a retail customer’s reasonable expectations, including by, among other
things, requiring a broker-dealer to “act in the best interest of a retail
customer at the time the recommendation is made, without placing the
financial or other interest of the broker-dealer ahead of the interests of the
retail customer[.]”1* Currently, bank dealers are not subject to Regulation
Best Interest and remain subject to the existing obligations of suitability for
recommendations to retail customers under MSRB Rule G-19.%°

Questions:

1. What are the potential benefits or harms of the MSRB harmonizing
the standard of conduct applicable to a bank dealer’s
recommendation of transaction or investment strategy, including
account recommendations, with respect to a municipal security to a
retail customer with the Commission’s Regulation Best Interest?

13 Id (“[B]ecause Bank Dealers can make recommendations of municipal securities
transactions or investment strategies involving municipal securities to retail customers, the
Board stated it plans to issue a separate Request for Comment on whether the Board will
apply the requirements of Regulation Best Interest, through further amendments to MSRB
rules, to Bank Dealers.”).

14 Regulation Best Interest Adopting Release, 84 FR at 33318.

15 See note 12 supra for citation to the Approval Order for the MSRB Broker-Dealer Filing
discussing the applicable registration requirements under the Exchange Act.
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2. Are the municipal securities activities of bank dealers significantly
distinct from those of broker-dealers to warrant a different standard
of conduct? If so, can you provide a more detailed explanation about
how or why bank dealers’” municipal securities activities are so
dissimilar? If not, can you provide a more detailed explanation about
how or why bank dealers’” municipal securities activities are similar or
the same?

3. Does this potential for differing regulatory obligations pose any
specific harms or benefits to the municipal market? For example,
would not amending the existing regulatory scheme incentivize retail
customers to invest in municipal securities solely through a broker-
dealer? Would not amending the existing regulatory scheme
incentivize firms to move municipal securities business to a bank
dealer affiliate or another type of municipal securities dealer entity?

B. Definitions of “Retail Customer” and “Recommendation”

Regulation Best Interest defines a “retail customer” as a “a natural person, or
the legal representative of such natural person, who: (i) Receives a
recommendation of any securities transaction or investment strategy
involving securities from a broker, dealer, or a natural person who is an
associated person of a broker or dealer; and (ii) Uses the recommendation
primarily for personal, family, or household purposes.”!® The Commission
also stated that the determination of whether a broker-dealer has made a
“recommendation” that triggers application of Regulation Best Interest turns
on the facts and circumstances of the particular situation and, therefore, is
not susceptible to a bright line definition.’

Questions:

4. If bank dealers are subject to the requirements associated with
Regulation Best Interest, to better assess the compliance costs, what
portion of a bank dealer’s municipal securities business would be
impacted?*®In general, how much of a bank dealer’s municipal

16 See Exchange Act Rule 15/-1(b)(1).
17 Regulation Best Interest Adopting Release, 84 FR at 33335.

' While the MSRB believes that a par value of $100,000 or less is a reasonable proxy for
retail customer trades, the MSRB also understands that a bank dealer could engage in a large
volume of transactions at such par amounts but, nevertheless, may not have any “retail
customers,” nor make any “recommendations,” as such terms are defined in Regulation Best
Interest.
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securities business relates to retail customers? How much of a bank
dealer’s retail customer business involves a recommendation?

5. Would amending the existing regulatory scheme to extend the
application of the requirements associated with Regulation Best
Interest to bank dealers incentivize bank dealers to eliminate certain
municipal securities activities with retail customers? Please provide
any specifics available in support of your answer.

C. Regulation Best Interest’s “General Obligation” and Component Obligations

Regulation Best Interest imposes a “General Obligation” that requires a
broker-dealer, “. .. when making a recommendation of any securities
transaction or investment strategy involving securities (including account
recommendations) to a retail customer, shall act in the best interest of the
retail customer at the time the recommendation is made, without placing the
financial or other interest of the broker-dealer ahead of the interests of the
retail customer[.]”° The Commission further states the General Obligation is
satisfied only if a broker-dealer complies with four component obligations: (i)
an obligation to make certain prescribed disclosures to the customer, before
or at the time of the recommendation about the recommendation and the
relationship between the retail customer and the broker-dealer (the
“Disclosure Obligation”);?° (ii) an obligation to exercise reasonable diligence,
care, and skill in making a recommendation (the “Care Obligation”);2! (iii) an

1917 CFR 240.15/-1(a)(1).

20 17 CFR 240.151-1(a)(2)(i). Staff of the Commission have summarized the Disclosure
Obligation as requiring that a broker-dealer, “. . . prior to or at the time of the
recommendation, provide the retail customer, in writing, full and fair disclosure of: all
material facts relating to the scope and terms of the relationship with the retail customer;
and all material facts relating to conflicts of interest that are associated with the
recommendation.” See Regulation Best Interest: A Small Entity Compliance Guide, available
at https://www.sec.gov/info/smallbus/secg/regulation-best-interest# edn1 (last accessed
March 4, 2021) (the “SEC Staff Compliance Guide”). As further described therein, the SEC
Staff Compliance Guide was prepared by the staff of the Commission to summarize and
explain Regulation Best Interest, but is not a substitute for the rule itself. The publication
states, “Only the rule itself can provide complete and definitive information regarding its
requirements.”

2117 CFR 240.15/-1(a)(2)(ii). Staff of the Commission have summarized the Care Obligation as
requiring that a broker-dealer, “. .. exercise reasonable diligence, care, and skill when
making a recommendation to a retail customer to: [i] understand potential risks, rewards,
and costs associated with recommendation, and have a reasonable basis to believe that the
recommendation could be in the best interest of at least some retail customers; [ii] have a
reasonable basis to believe the recommendation is in the best interest of a particular retail
customer based on that retail customer’s investment profile and the potential risks, rewards,
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obligation to establish, maintain, and enforce reasonably designed written
policies and procedures related to conflicts of interest (the “Conflict of
Interest Obligation”);?? and (iv) an obligation to establish, maintain, and
enforce written policies and procedures reasonably designed to achieve
compliance with Regulation Best Interest (the “Compliance Obligation” and,
together with the Disclosure Obligation, Care Obligation, and Conflict of
Interest Obligation, the “Component Obligations”).?3

Questions:

6. If Regulation Best Interest’s General Obligation and its Component
Obligations were made applicable to bank dealers, should the MSRB
omit, supplement, or otherwise modify any of the requirements
associated with Regulation Best Interest to account for the municipal
securities activities of bank dealers? Why or why not? If so,
specifically how should the obligations be omitted, supplemented, or
modified?

7. As one example of the need for such modifications, the Disclosure
Obligation requires a broker-dealer to disclose that it is acting in a
broker-dealer capacity. How might the MSRB further amend the text
of the Disclosure Obligation if Regulation Best Interest’s references to

and costs associated with the recommendation and does not place the interest of the
broker-dealer ahead of the interest of the retail customer; and [iii] have a reasonable basis
to believe that a series of recommended transactions, even if in the retail customer’s best
interest when viewed in isolation, is not excessive and is in the retail customer’s best
interest when taken together in light of the retail customer’s investment profile.” See SEC
Staff Compliance Guide, available at https://www.sec.gov/info/smallbus/secg/regulation-
best-interest#Care Obligation (last accessed March 4, 2021).

2217 CFR 240.15/-1(a)(2)(iii). Under the Conflict of Interest Obligation, a broker-dealer entity
“must establish, maintain, and enforce written policies and procedures reasonably designed
to address conflicts of interest associated with its recommendations to retail customers.”
See SEC Staff Compliance Guide, available at
https://www.sec.gov/info/smallbus/secg/regulation-best-

interest#Conflict of Interest Obligation (last accessed March 4, 2021).

2317 CFR 240.15/-1(a)(2)(iv). Staff of the Commission have summarized the Compliance
Obligation as requiring that a broker-dealer entity “establish, maintain and enforce written
policies and procedures reasonably designed to achieve compliance with Regulation Best
Interest,” which is “an affirmative obligation with respect to the rule as a whole, and
provides flexibility to allow [broker-dealer entities] to establish compliance policies and
procedures that accommodate [each entity’s] business model.” See SEC Staff Compliance
Guide, available at https://www.sec.gov/info/smallbus/secg/regulation-best-
interest#Compliance Obligation (last accessed March 4, 2021).
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broker-dealers were effectively replaced with references to bank
dealers?

D. Text of the Draft Amendment

The MSRB Broker-Dealer Filing that aligned the MSRB’s rules to the
Commission’s Regulation Best Interest, among other changes, amended
MSRB Rule G-19 to state that, “[t]his rule shall not apply to
recommendations subject to Regulation Best Interest, Rule 15/-1 under the
Act.” The text of the draft amendment is provided at the end of this request
for comment. The MSRB is considering various alternatives for how MSRB
Rule G-19 might be amended to effectively require that, when making
recommendations of securities transactions or investment strategies
involving municipal securities to retail customers, a bank dealer must comply
with Regulation Best Interest to the same extent as a broker-dealer. The
MSRB is also considering, in the interest of harmonization, whether bank
dealers should strictly look to the Commission’s interpretations and guidance
regarding the obligations of Regulation Best Interest, as well as the role of
the MSRB in tailoring such interpretations and guidance to the activities of
bank dealers.

Questions:

8. Are there specific suggestions for how the text of the MSRB rule book
should be amended to make the requirements associated with
Regulation Best Interest applicable to bank dealers? Are there
reasonable regulatory alternatives to the draft amendment?

9. What are the benefits and costs of the MSRB relying on the
Commission to provide adequate written interpretation and guidance
to bank dealers on the application of Regulation Best Interest?

10. If bank dealers are not required to comply with Regulation Best
Interest, are there other enhancements that could be made to MSRB
Rule G-19 or other MSRB rules to provide additional or analogous
investor protections with respect to engaging in a municipal securities
transaction with a bank dealer?

lll. Economic Analysis

Section 15B(b)(2)(C) of the Exchange Act requires that MSRB rules not be
designed to impose any burden on competition not necessary or appropriate
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in furtherance of the purposes of the Exchange Act.?* The MSRB seeks
comment on the economic effects of amending MSRB Rule G-19 to apply
Regulation Best Interest to bank dealers.

A. Need for the Amendment

As previously mentioned, the Commission’s Regulation Best Interest is not
applicable to bank dealers,?> and the municipal securities activities of bank
dealers continue to be subject to the existing investor protection obligations
of MSRB rules, including MSRB Rule G-19. The draft amendment proposed by
this request for comment would require each bank dealer to comply with the
requirements of Regulation Best Interest to the same extent as a broker-
dealer must, by adding supplementary text to MSRB Rule G-19. Among other
potential benefits and costs, the draft amendment would eliminate a
potential regulatory imbalance in the market between the municipal
securities activities of bank dealers and those of broker-dealers, each of
whom may provide recommendations and effect transactions of municipal
securities to retail customers. The MSRB believes another benefit of the draft
amendment is that it would reduce agency costs?® and information
asymmetry between bank dealers and retail customers.

B. Baseline for Evaluation

When assessing the impact of an amendment, the MSRB establishes a
baseline as a point of reference to evaluate the draft amendment’s potential
economic impact. This baseline enables the MSRB to compare the expected
state of the municipal securities market with the draft amendment in effect.
The MSRB views the economic impact of a draft amendment as the
difference between the baseline state and the as-modified expected state.

2415 U.S.C. 780-4(b)(2)(C). An explanation of the MSRB’s Policy on the Use of Economic
Analysis in MSRB’s Rulemaking can be found here: http://msrb.org/Rules-and-
Interpretations/Economic-Analysis-Policy.aspx

23 By its terms, Regulation Best Interest applies to “a broker, dealer or a natural person who
is an associated person of a broker or dealer,” which does not include the municipal
securities activities of a bank dealer. 17 CFR 240.15I-1(a)(1).

26 The SEC describes this reduction in agency cost, in the Regulation Best Interest Adopting
Release, as “the difference between the net benefit to the retail customer from accepting a
less than efficient recommendation about a securities transaction or investment strategy,
where the associated person or broker-dealer puts its interests ahead of the interests of the
retail customer, and the net benefit the retail customer might expect from a similar
securities transaction or investment strategy that is efficient for him or her.” See Regulation
Best Interest Adopting Release, at 84 FR at 33403.
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The baseline state for assessing the impact of the draft amendment is the
current market and regulatory structure in which a bank dealer’s municipal
securities activities are not subject to the requirements of Regulation Best
Interest and a retail customer of a bank dealer does not receive any of the
possible enhanced protections afforded by Regulation Best Interest. The
expected state for assessing the impact of the draft amendment is the
predicted market and regulatory structure in which a bank dealer’s securities
activities are subject to Regulation Best Interest to the same extent as a
broker-dealer.

C. Alternative Approaches

In considering the costs, benefits, and impacts of an amendment, the MSRB
also addresses reasonable alternatives where applicable. Specific to the draft
amendment proposed by this request for comment, the MSRB believes the
only reasonable alternative for evaluation is the option of leaving in place the
current regulatory state in which a bank dealer’s municipal securities
activities are not subject to the requirements of Regulation Best Interest,
while a broker-dealer’s municipal securities activities are subject to the full
requirements of Regulation Best Interest. As shown below, the MSRB
preliminarily believes that maintaining the status quo would preserve a
regulatory imbalance in this regard between bank dealers and broker-dealers
engaged in the same activity and also potentially deprive certain retail
customers of the investor protections afforded by Regulation Best Interest.

D. Benefits, Costs and Effect on Competition

Pursuant to the MSRB'’s policy on economic analysis in rulemaking, the
MSRB’s economic analysis should address the likely costs and benefits of an
amendment. The economic analysis assesses an amendment as if it were
fully implemented against the context of the economic baselines, as
discussed above. The MSRB is seeking, as part of this request for comment,
additional data, or studies relevant to the costs and benefits of the draft
amendment.

The draft amendment proposed by this request for comment would, for the
first time, obligate a bank dealer to abide by the requirements of Regulation
Best Interest when making recommendations of securities transactions or
investment strategies involving municipal securities to retail customers. In
this regard, the MSRB believes that the effects of the draft amendment
would be similar and comparable to the effects resulting from when broker-
dealers were first required to comply with Regulation Best Interest, though
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at a much smaller scale concerning only municipal securities.?’ Therefore, the
MSRB believes that the SEC’s estimates of costs and benefits of applying
Regulation Best Interest to broker-dealers is a reasonable reference point for
analyzing the costs and benefits of applying Regulation Best Interest to the
municipal securities activities of bank dealers. The MSRB intends to build
upon the findings of the SEC's multiyear in-depth analysis for this draft
amendment.

Notably, in the Regulation Best Interest Adopting Release, the SEC
emphasized that it is “difficult to quantify such benefits and costs with
meaningful precision” for broker-dealers and, particularly over long time
periods, the quantification may be insufficiently precise and inherently
speculative,?® mainly due to the following factors, among others:

e “Alack of data on the extent to which broker-dealers with different
business practices engage in disclosure and conflict mitigation
activities to comply with existing requirements, and therefore how
costly it would be to comply with the proposed requirements;”

e “Regulation Best Interest provides broker-dealers flexibility in how to
comply with the obligations and, as a result, there could be multiple
ways in which broker-dealers will satisfy their obligations;” and

e “Regulation Best Interest may affect broker-dealers differently
depending on their business model (e.g., full service broker-dealer,
broker-dealer that uses independent contractors, insurance-affiliated
broker-dealer) and size.”?®

The SEC further cautioned that the associated costs for each individual
broker-dealer firm could not be anticipated “because of the wide variation in
size and scope of business practices across firms as well as the many
unknown factors associated with the principles-based nature of the
Regulation Best Interest.”3° The MSRB believes that the same difficulties and
complexities experienced by the SEC in attempting to analyze the economic
effects of applying Regulation Best Interest to broker-dealers also applies to

27 See Regulation Best Interest Adopting Release, 84 FR at 33403
B d.
29 See Regulation Best Interest Adopting Release, 84 FR at 33434.

30 1d.
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the MSRB’s attempt to provide a meaningful quantitative estimate of the
impact of the draft amendment on bank dealers.

While acknowledging these challenges, the MSRB attempted to determine
the scope of activity that would be subject to the draft amendment, which is
summarized in Table 1 below. The summary table provides an estimate of
the number of bank dealers likely to be affected by the draft amendment.
The bank dealers were included in that table based on their market share of
retail-sized dealer-to-customer trades in calendar year 2019 (i.e., dealer-to-
customer trades with a par value of $100,000 or less).3! Among the over
1,200 dealers registered with the MSRB, only 21 firms are registered as bank
dealers. Those 21 bank dealers conducted only 1.5% of all retail-sized dealer-
to-customer trades in municipal securities in 2019.32 Even among the 21
bank dealers, nearly all of this activity was concentrated in a small number of
firms, with the top seven most-active bank dealers conducting the vast
majority of all retail-sized customer trades last year (about 99.5%). The
remaining number of registered bank dealers were significantly less active in
executing retail-sized trades with customers during that same period, with
four bank dealers not executing any retail-sized customer trades over the
course of the entire year and the remaining 10 bank dealers altogether
averaging about one retail-sized customer trade per day.

31 The MSRB does not have access to reliable data to determine the precise number of bank
dealers who provide (or may provide) recommendations to investors who meet the
definition of a retail customer. To develop a reasonable proxy, the MSRB analyzed market
data to determine the number of retail-sized trades (par value at $100,000 or less in this
case). In the absence of more specific data about a trade, total par size of $100,000 or less is
commonly used in the municipal market as an indicator of a retail activity.

32 These figures are provided by an MSRB analysis with data obtained from MSRB’s Real-
Time Transaction Reporting System (RTRS) combined with existing registration data.

msrb.org | emma.msrb.org 13




MSRB Notice 2021-06

Table 1:
Market Share of Municipal Securities
Retail-Sized Customer Trades by Dealers

January 2019 — December 2019
Number of Retail-Sized Market Share of Retail-Sized

Type of Dealers
ye Customer Trades Customer Trades
Non-Bank Dealers 3,989,811 98.5%
Top Seven Bank Dealers 61,909 1.5%
All Fourteen Other Bank Dealers 288 0.0%

Source: MSRB analysis with data obtained from the MSRB’s Real-Time Transaction Reporting System
(RTRS) and the MSRB'’s registration data.

In developing these numbers, the MSRB believes that they are likely overly
inclusive of trading activity, because the numbers likely capture more trades
than would be subject to the requirements of the draft amendment, but
nevertheless the numbers are a reasonable estimate for purpose of this
economic analysis. In terms of the potential limitations of this data, dealer-
to-customer trades with a par value of $100,000 or less are not always
conducted with investors who would meet the definition of a retail customer
under Regulation Best Interest,® as representatives acting on behalf of non-
retail, institutional customers may also execute trades with a par value of
$100,000 or less (i.e., small institutional trades). Conversely, retail investors
may execute trades above $100,000 par value (i.e., large retail trades). On
the whole, the MSRB believes that such large retail trades occur much less
frequently and, thus, do not fully offset the more frequent occurrences of
sub-$100,000 par value institutional trades.

Additionally, the MSRB also acknowledges that the number of trades is not a
reasonable proxy for the number of recommendations. That is, the fact that
a bank dealer executes a trade with an investor who meets the definition of a
retail customer under Regulation Best Interest does not necessarily mean
that the bank dealer has made a “recommendation” to such retail customer
for purposes of Regulation Best Interest. The bank dealer may have, for
example, executed an unsolicited trade at the customer’s request. Hence,
the MSRB believes that a number of these trades would not be subject to
Regulation Best Interest.

3 It is the MSRB's understanding that, as a class of registered entities, bank dealers do not
have a substantial retail presence.
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i. Benefits

The MSRB preliminary believes that extending the requirements of
Regulation Best Interest to bank dealers would reduce or eliminate a
regulatory imbalance between bank dealers, on the one hand, and broker-
dealers, on the other hand, as Regulation Best Interest does not by its terms
apply to bank dealers. The draft amendment would both close a regulatory
gap and also mitigate certain market risks associated with a potentially lower
compliance standard.3* To the extent that bank dealers make
recommendations to retail customers, the draft amendment would also
promote investor protection for retail customers seeking investment
recommendations and transacting in municipal securities, regardless of
whether they are customers of a broker-dealer or a bank dealer.

As to the overall merit of the proposed new requirements, they are intended
to reduce bank dealer-retail customer agency costs by lessening conflicts of
interest that currently exist between bank dealers and retail customers and
reduce information asymmetries that would limit the ability of retail
customers to assess the efficiency of recommendations from bank dealers.
For a detailed discussion of the economic theory behind agency costs, please
refer to the SEC Regulation Best Interest Adopting Release.

ii. Costs

If the draft amendment were enacted, the MSRB preliminarily believes that
bank dealers would experience initial costs associated with establishing the
revised policies and procedures to comply with the requirements of
Regulation Best Interest, as well as costs of ongoing compliance. The initial
setup costs likely would be proportionately higher for smaller and less active
bank dealers than for the larger and more active bank dealers, while the
ongoing costs would likely be proportionate with each bank dealer’s retail
business activities.

The MSRB preliminarily believes the average per-firm total costs (initial and
ongoing) would be substantially lower for a bank dealer that provides
recommendations only related to municipal securities as compared to the
costs associated with a broker-dealer that provides recommendations to
retail customers related to many different types of securities. On average,
there are many more retail-sized trades in other types of securities (for

34 As one potential example, where a bank dealer and a broker-dealer are both subsidiary
entities of a common parent holding company, the MSRB is concerned that the parent
holding company may take advantage of any regulatory imbalance by utilizing a regulatory
arbitraging strategy to move retail customer accounts to the subsidiary with the lowest
compliance standard, and, thus, broker-dealers may relocate retail customers accounts to
affiliated bank dealers to avoid compliance with Regulation Best Interest.
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example, equities, corporate bonds, treasury and agency securities, options,
convertible bonds, mutual funds, and exchange-traded funds, etc.) than in
municipal securities alone. A broker-dealer subject to Regulation Best
Interest incurs cost any time it provides a recommendation to its retail
customers on any security, while a bank dealer would only incur cost when it
provides a recommendation to its retail customers on municipal securities
under the draft amendment.

iii. Effect on Competition, Efficiency, and Capital Formation3®

The MSRB preliminarily believes that, if the draft amendment were adopted,
some bank dealers that rarely execute retail-sized customer trades, assuming
those trades represent recommendations to retail customers, may choose to
forgo retail business entirely to avoid the costs of compliance with
Regulation Best Interest or more narrowly stop providing recommendations
to retail customers to limit the costs of compliance. Since bank dealers have
a relatively minor presence in executing retail-sized trades for municipal
securities, the MSRB preliminarily does not expect a significant alteration to
the competitive landscape if the draft amendment were adopted. In other
words, a regulated entity in competition with other regulated entities is not
expected to be disadvantaged by the draft amendment.

The MSRB preliminarily believes that requiring bank dealers to comply with
the requirements of Regulation Best Interest, when making
recommendations of securities transactions or investment strategies
involving municipal securities to retail customers, would improve market
efficiency by imposing equivalent requirements on bank dealers when
making such recommendations as on broker-dealers under Regulation Best
Interest, and thus reduce confusion for firms and investors via harmonization
of MSRB rule requirements with SEC requirements. It also may encourage
competition for retail customers among bank dealers and broker-dealers to
the extent that the disclosure of fees and conflicts of interest would increase
transparency and facilitate comparability across bank dealers and broker-
dealers. The MSRB preliminarily believes investors should benefit from
receiving the same type of information from bank dealers and broker-dealers
in relation to an investment recommendation. Therefore, the draft
amendment would facilitate capital formation.

33 Capital formation is defined by the SEC on their website “What we do,” available at
https://www.sec.gov/about/what-we-do#fsection2. It refers to companies and
entrepreneurs accessing America’s capital markets to help them create jobs, develop
innovations and technology, and provide financial opportunities for those who invest in
them.
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Questions:

11. What are the potential costs of requiring bank dealers to comply with
Regulation Best Interest? Can commenters provide specific data to
quantify the potential costs of requiring bank dealers to comply with
Regulation Best Interest?

12. Do you believe that the SEC’s estimates of initial and ongoing costs to
comply with Regulation Best Interest for broker-dealers with similar
size and similar scale of activities in municipal securities can be
applied to bank dealers?

13. If bank dealers become subject to Regulation Best Interest, what
impact would that have on the municipal securities market? How
would it affect capital formation? How would it affect competition?

March 4, 2021

* %k sk sk ok

Text of the Draft Amendment”

Rule G-19: Suitability of Recommendations and Transactions

A broker, dealer or municipal securities dealer must have a reasonable basis to believe that a recommended
transaction or investment strategy involving a municipal security or municipal securities is suitable for the customer,
based on the information obtained through the reasonable diligence of the broker, dealer or municipal securities
dealer to ascertain the customer's investment profile. A customer's investment profile includes, but is not limited to,
the customer's age, other investments, financial situation and needs, tax status, investment objectives, investment
experience, investment time horizon, liquidity needs, risk tolerance, and any other information the customer may
disclose to the broker, dealer or municipal securities dealer in connection with such recommendation.

This rule shall not apply to recommendations subject to Regulation Best Interest, Rule 15/-1 under the Act
(“Regulation Best Interest”). When making recommendations of securities transactions or investment strategies
involving municipal securities, a bank dealer shall comply with Regulation Best Interest to the same extent as a
broker or dealer.

Supplementary Material

No Change.

*Underlining indicates new language; strikethrough denotes deletions.
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