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The mumcxpal securities market comprises appmnmalely 50,000' state and Icml '
issuers’ with an outstanding principal amount of securities in excess of $1.2 mlhon In
1992, 12,709 new issuances of municipal securities took place, with a value of $235 bdhon.
(Sec Charts A & B). Approximately 2,600 municipal securities dealers, banks, and brokers
actively trade in municipal securities.’ |

The types of securities municipalities gemally -issue include general obligation
bonds, revenue bonds, and conduit bonds. General obligation bonds are secumd by the full
- faith and credit and general té,xing power of the issuer.® A holder of a general obhgaﬁon
| bond may Jook for repayment to all sources of fevenue .'that the municipality is entitled to
receive.” Revenue bonds, on the other hand, are typically issued to sapport a pamcular
project, and are piid for out of revenues from that project.’ "Conduit” bonds, such as ’
industrial devcloprﬁcm bonds, are securities issued to finance a project that is to be used in |
t:'..: trade or business of a p.rivate corporation.’ Ty, :cally, investess must lo-k solely to the
credit of the private entity for payment of interest and principal.” |

During the past few years, the municipal bond market has experienced a pmlifemion
of complex derivative products. Among these are pnm:lpal and interest strips,” pooled
municipal investment vehicles, detachable. call opucms‘ * and new variable rate securities.”
These new forms of municipal securities are deszgned 10 reduce issuers’ costs while creating
securities that meet perceived investment needs of panmlar types of munimpal investors.
The oomplexity of new products appears to be limited onfy by the ingenuity of mvasunem
* bankers and inherent Limitations on issuers s a result of state and federal taws, including
fedeml tax laws, ' . y o

‘The profile of the typical investor in mummpal sacunues also lus changed

tgr

dramatically over this century. Hxstoncally, mwcmrs in mumcipal bonds were msmuuons oo "

and wealthy individuals wishing to take :advmgage\ of the tax-exempt status of fairly low-
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risk" mumcxpal securities.” The interest mmed by holders of mest municipal secuﬁnes
was exempt from federal income taxation, and in some cases. from state and local moomc
taxation, and thus was very attractive to taxpayers in higher tax brackets. - With the
changing income tax rates, persons of more moderale means increasingly have invested in
municipal securities.” Today, households are the largest holders of municipal debt,
followed by municipal bond mutual funds, property and casualty insurers, commercial
banks, and money market funds." (S Chart C). |

At the same time that the investors in municipal securities have become more
diverse, municipal financings have become increasingly complex. At one time, general
obligation bonds were most prevalent. Today, however, mast ofﬁsﬁngs oon_sisibf revenue
bonds, which are not backed by the full faith and credit of the issuer, and may have the
potential for greater investment risk. (See Chan D). In add.ition to the trend away from the :
general obligation bond, there has been ap-increase in issuances by statutory authoﬁties’or |
special purpes public corporations. Partly as ; . sesult of the in~ asing comp! xxity of
underwnﬁngs. negotiated underwritings, rather than competitively bid underwritings, are
now much more prevalent than in the past. " (Seg Chan E).

Both the changes in investors and in offcnngs have caused shifts in the manner in
which municipal securities are marketed. More diverse investors have different objectives
".'tbéu mast be satisfied, and the greater number of smaller transactions has increased the costs
of i xssumg municipal secyrities.” Furthermore, the introduction of eomplex derivative
_ instruments has increased the difficulty of both investors and salespeople in understanding
these products. ‘The relative lack of sophistication of indiwduals purchasing municipal
securities places a greawr responsibility on sa!espeople to detemme tbat mvestmems are
suitable for particular individuals and increases mhame on disdosum domsmems Mumcm
 securities regulation must be reviewed in hght of these diverse and dynam:c develomcats
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Holders of Municipal Debt 1983-1992
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_ \ The market for municipal securitics was Iargely unregulated anhe federal level for
much of this century. Both the Securities Act of 1933 ("Securities Act")" and the Bxchangc
Act of 1934 ("Exchange Act")® were enacted with provisions containing broad exemptions
for municipal securities from all of their provisions except for ﬂw amfnud pmvxsms of
Securities Act Section 17(a) and Exchmgc Act Swtion lO(b) '
During the early 1970s, the Commission brought seven injunctive wtions against 72
-municipal securities professionals for a variety of abusive pmcuces. mcim!hg excessive |
mark-ups, churning of customers’ accounts, misrepm;emations wnwmmgthc nature and
value of mu-nicipél- securities,. disregard of suitability standards, and high pressure sales .
techniques.  In light of these types of problems in the market, as well as the changing
proﬁle of .the'typical investor, the growth in the size of the market, azid the variety of types
of debt issued, Congress, as part of the Securities Acts Amendmems‘af 1975 ("i,975
Amendmes”),™ created a limited regulatory ..cheme at the federsVlev..” That scheme
included thandatory re'gistration of municipal mumm; brokers and dealers, and creation of
the Municipal Securities Rulemaking Board ("MSRB") with am}\toﬁtyf o .pmmulgaté nﬂes |
goveming the sale of muhicipal securitiés; -In addition, Congress gave the Commission -
broad rulemaking and enforcement autlm'ity over all munic_ipal.mxiﬁe?&. brokers and A
dealers.” | | | o | |
The 1975 'Améndments required firms that dealt only. in inut:jcipal securities, and ui;: 3
operated on an interstate basis, to register with the Commission as broker-dealers. Although |
banks continued to be excluded from the general bmlewdealer defuunm municipal
securities dealers were defined to include any person engaged in the buying or selling of
municipal securities for its own account, mcludmg a wpamely identifiable dqmtmmt or . |
division of a bank,” and were required to mxiste.r with the Commigsion. In addmon to
banks, firms dealing in municipal securities on an intrastate basis, which were not previously
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among others, of professional qualifications, recordkeeping, quotations, and advertising.>

and their associated persons.” Enforcement activities regarding municipal securities dealers

subject 10 Exchange Act registration wqumcms, were mqmmd to mgmar as municipal-
securitics dealers. ,

The 1975 Ammdincnts also established theMJSRB as a self-regulatory organjzation
("SRO") for brokers and dealers in municipal securities. The MSRB has a 15 member
board that represents non-bank broker-dealers, bank dealers, and members of the public
(including an issuer representative).” The MSRB, unlike other SROs, was not given
inspection or enforcement powers, nor was it created as 8 membership organizatioix.

In establishing the MSRB, Congress created a single rulemaking body whose rules

-applied equally to banks and non-banks. The MSRE, under the Commission's supervision,
‘was given rulemaking authority over municipal mnines brokers and dealers in the areas,

Congress divided responsibility for enforcement of MSRB rules. Bank regulatory .
agencies were gtin_ted enforcement authority regarding these rules dw:r bank municipal ”
securitie, ealr's.® T+ National Association 6ﬁ-$mrities Dealers, Inc. ('NATD®) - s
granted enforcement authority over non-bank firms registered with the Commission.” The

Commission has broad disciplinary authority over all municipal securities brokers, dealers,

must bc coordinaxéd by the Commission. the NAGD. and the appropriate regulatory .-
agency.* The 1975 Amendments also extended.the Commission’s specializad Bmkcr»deﬂer
antifraud, rwordkcepmg, and reporting mlemkmg authority to municipal secnnucs
dealers.”

The 1975 Amendments did not create a regulamry regime for municapa.l issuers or
unpose any new requirements on these municipal issuers. Indeed, the 1975 Amendmcnts
expressly limited the Commission's and the MSRB's ability to establish municipal issuer
disclosure requirements. The Commissipn and the MSRB are prohibited from requiring
municipal securities issuers, cither directly or indirectly, to file any application, repont, or

7
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document with the Commission or the MSRB prior (0 any sale by the issucr. The 1975

Amendments do not, bythcirwms,pmcludetheCommassxonfmmpmulsmgdxschsnm T

standards in municipal offerings, although there is no express statutory aulhonty mmamed in
the Exchange Act over disclosure by municipal issuers. The MSRB also u.pmhibiwd
cither directly or indirectly, from requiring issuers to furnish investors or the MSRB with
any 'r&pon, document, or information” not zenmﬂy available ftbm a source other than the
issuer. This section was intended to make clear that the legislation was not designed to
subject states, cities, counties, or any other municipal authorities, to any disclowré
requirements that might be devised by the MSRB.* These sections wuectwely are known
as the "Tower Amendment.*”
Since the 1975 Amendments, the Commission has recommended legislative changc;- |
and, in particular, quéstioned the wisdom of the limitations imposed.™ In 1985, the
- Commis#ion-. advocated the repeal of the limitations imposed on the MSRB's authority in the
afiermath of the defauii on bonds i<ed by the Washington Public Powr Supply Syst ‘m
("WPPSS").¥ The 1983 default on 82.25__ bxlhon of WPPSS bonds issued between 1977 and
1981 was the largest non-payment default in municipal bond history. A Commission
investigation into the circumstances of the default highlighted the deficient disclosure mécie_
to investors in WPPSS securities.” The Commission suggested that broadening of the
- MSRB's authority was a way to strengmcn municipal securities disclosure, and was the
“least intrusive” means of improving the flow of information to investors.” In 1987,
Chairman David Ruder again called for repeal of Exchange Act Section 1SB(d)(2), prompted
by a concern that issuers were not making copies of disclosure statements available 3
underwriting syndicates.” The Commission subwqmly acted dmwtly t addmss the issues
highlighted by Chairman Shad and Chairman Ruder in its adoption of Exchange Act Réle
15c2-12 and accompanying interpretation concerning the due dzligcnoe obligation of
municipal securities underwriters.®
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T.  Mrkst Practices |

A.  Pdhtical Contributions -

Recently, concern has arisen mgammgpmssmpomofallegaﬂonsmaamm
reglstcred municxpal secunhes dealers, theur cmployees and mlated partics, have made
payments, political contributions, or emcmd mto busincss vemures ‘with pomiml figures to
obtain the underwriting business of municipal mtmues issuers. These reports call into
question: the integrity of the municipal securities market and the business pracuees municipal
undemmcrs use to obtain underwriting contracts. Without gmdelmes regarding political
contributions and influence seeking practices, and because of great competitive pressures to -
obtain bqsi]mcés, municipal securities firms and the offering process may become
compromised. |

The use of political contributions and influence buying to obtain municipal
~ underwriting business raises a number of concerns for the municipal murities.maxi_céts. If
political influence i *he determinative “cior ir *-:s choice of municipal dealers as
underwriters in an offering, the ability and ivﬂlingﬁass of the uaderwriter to conduct a
" thorough due diligence inquiry is likely to be compromised. If underwriter selection is
‘swayed by political contributions or inﬂuﬁm:c. then underwriters may be chosen based on
their history of contributions or political contacts, rather than their expertise or competence -
in a particular type of municipal issuance.” Underwriters working on a panticular issuance:
may be assigned similar roles, and take on equivalent risks, but be given different
allocations of bou-xds to sell -- leading to differing profits -- based on their political

contributions or contacts. Political oonm’butions also may add an elcmem of expense to the .
cost of underwriting a municipal i xssuanoc um is emmally passed on 1o taxpayers in higher
issuance costs. Underwriters may dmmmd lugher sp:eads o aooount for such expenses

The greatest cost to und:sclosed conm'buuons 6r ra-n;;rc:per paymems, however, ma.y relate to
the loss of investor confidence in the mtcgmy of the market
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The Staff is currently reviewing the practices of a number of brokers and dealers
with respect to the use of political contributivas and other forms of political influeace,
includmg possible improper paymeats to financial advisers and other third parties for
putposes of influencing issuers' selection of underwriters. On June 4, 1993, the Suﬁ' of thc
Commission's Division of Enforcement requested that a number of municipal securities '
broker-dealers who engage in significant municipal securities underwmmg acﬁvitics
voluntarily provide information on their political contributions or specmmngmm"
The Staff sought information from firms regarding all municipal securities offerings for
which they acted as lead or co-lead underwriter or f'mancul adviser. The Staff also- has
requested information about cach firm's procedures, if any, that address fimor
_ underwriting department political contributions, as well as information about contributions -
made by each firm and its ofﬁcialsvto elected afﬁcials ‘or employees of govemmem agencies
connected to mumcnpal financings being handled by each firm. The Staff is presently
reviewir~ the informat'on receiver! in response to th- inquir-  The Staff is unable: at this
time to draw conclusions regarding the extent of political contributions by underwriters and
other influence seeking activitics, or the federal securities provmons that ‘may be implicated
by such activities, though it expects.to be able to make a further -mpott after fully analyzing
all of the information it will eventually receive. |

The Staff also has made a pn:lirpinmy review of both the auﬂmiiy of the
Commissioﬁ and of the MSRB 1o regulate municipal underwriters® gifts. and political
contnbuuons to employees of mumcxpal issuers. The Staff believes that the Commwsmn
has sufficient authority under Secuons lS(c.}(Z) and l7(a)(1) of the Exchange Act to require
disclosure of political mmﬂbuuons and other payments to obtain pehucal influence by
municipal undemmers Excbange Act Rulc 15¢2-12 cun'enﬂy lmpom disclosure:
dissemination requirements on municipal nnduwmers.. As discussnd bolow howem. the
rule does not currently contain specific disclosure requirements with respect to the issuer or.

10




the underwriter. - Instead, underwriter disclosure provisions traditionally have been imposed
by the MSRB. | |

The Staff also believes that the MSRB has the authomy to mgulale underwnters
gifts and political contributions under the 1975 Amendments and specifically, Section 15B of
the Exchange Act. In enacting Section 15B of the Exchange Act, Congress. provided the
MSRB with broad rulemaking authority over municipal securities brokers and dealers limited -
‘to Section 15B’s enumerated purposes and standards. Twé principal purposes of Section
15B include the pmyerttion of fraudulent and manipulative acts and pmm and the

promotion of just and equitable principles of trade.* The legislative history to the 1975
Ainendnicnts adopting Section 15B stated that Congress did not believe it would be desirable -
to restrict the MSRB's authority by a specific enumeration of subject matters. *The
ingenuity of the financial community and the impossibility of anticipating all future
circumstances are obvious reasons for aowing the [MSRB] a meawre of ﬂzxibdxty in

i

i lay : sown the rules - f the municinal securities industry.

B.  Sales Practices -

Traditionally, municipal securities were considered a safe, but conservative
investment. Municipal issuers commonly were gavémmenml units that sold conventional
general obligation debt instruments. Because for many years interest rates were stable,
purchasers who chose to sell municipal bonds before redemption faced little risk of loss of _
principal. The buyers of municipal securities were predominantly institutional investors such
as banks and insurance companies. Those individuals who purchawd municipal securities
often put their funds in the securities of local issuers whose credit was known and respected.

As conditions changed over the years, the protection of investors in the municipal
markets became a greater concem. A wm variety od‘ mumcnpal mmmmtaﬂtm lave '
entered the municipal securities market; new t‘orms of mumctpa] bonds have been dcvelbped

interest rates have grown more volatile; and«mdwndual investors have become greater
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participants in these markets.. mesefmrshawcmated new risks for investors inthe -
‘municipal markets, andhavemadethemdmdualinvestormommhmontlumofm .
salesperson at a municipal securities bmkcr-dulcr. As a result, the regulation and ovmigh!

ofﬂnesalcspncuwsofmumcapalsecummbmker-dealmhugmwninwpom ‘

In response to these developments, Congress-in 1975 guﬁedtheMSRBthemﬂm‘ky
and responsibility to develop'standards governing the sales activities of brokers and dealess
in municipal securities. At the same time, Congms gave the Commission authority to
regulate directly ﬁe municipal securities activities of brokers, Man. and municipal
securities dealers. | | o

As noted above, prior to the enactment of the 1975 Amendments, the activities of
‘bank dealers and securities firms as municipal markot. professionals were gdvcmed solely by
the antifraud provisions of the federal securities laws.® A primary purpose of. Section 15B
of the Exchange Act, added by the 1975 Ameudmems, is to estabhsh rules governing the
conduct -.{ mun;-izal securities br=" ers and dealrs to pm"'m-fmudulm:_ <ad mmpu!' e
acts and practices and promote just and equitable principles of .tmde."‘

The MSRB has promulgated rules of fair pmaicé to regulate the cond&cx of
municipal securities brokers and dealers. . ln--pa-nimlaf, these rules, whicﬁ_ are designed to
assure that bmkcfs and dealers obwrve’ higﬁ professional standards in their conduct toﬁrard'
customers, address fair dealing, suitability, and fair pricing. |

MSRB rule G-17, the MSRB's general fair dealing rule, requires cach mumcipal
securities broker and dealer, in the omxduct of its business, to deal ﬁudy with all persons
~and prohibits any deceptive, dishonest, or unfair practice. “The MSRB has uucrpmad this

requirement to mean, moagothcnhmgs thatadealcrmustdiﬁcloscmawstomer,ator
before the time of sale, all material facts mnwnmg the tmnsactioa including a complete .
descnwm of the security, and must not omit any mmml fact um would render any other




statement misleading.” The rule requires municipal securities brokers and dealers to provide
customers with sufficient information to enmré that ilie'customer can make a reasoned and
informed investment decision. :

Under the MSRB's sules, the test for disclomm is whether the infonmnon would be
' xdwmwammmblcmvmorswhngwmakeminfomcdmvmmdmim” For
example, the credit quality and the existence of early redemption pmvisions would be
selevant to all investors and thus, brokers and dealers must dxsclm this information to
investors. If the credit quality of an issue is questionable, or if an early redemption would
affect substantially the customer's yield, the importance of these dxsclosums mcmscs. as
does the specificity of the disclosure required. "

The MSRB's suitability rule, MSRB mle G-19, requires brokers and dealers to kaow
their customers and any security recommended to customers, and to ensure that securities
.reoommcnded are suitable for the-custbme.r. MSRB rule G-19 'quims that brokers and.

. dea’.rs either have prior knowledze of or inquir about "the ~ustomer’s financial
| béckgmund,_ tax status, and investment objaciives and any other similar information."*
MSRE rule G-19 fuﬁhfer provides two requimm:ms that are appﬁcablé to each |
recommendation madsc to the customer -- (i) to know the security,” and (ii) to recommend
only those securities that are suitable for the particular customer.

| Fonowmg reports of investor losses in specuht-we mumc:pal securities, such as
Colorado special assessment districts,” in May, 1992 the Staff of the Commission's Division
of Market Regulation ("Division") asked thc MSRB o review its sumbuixy nle. In
pamcular the Division was concerned about the sale to retail investors of non-mtod bonds
andthepomlmlformhancebydmlersmwhmappcamdtobealoopholemt!mes
suitability rule.* ' '
| To sansfy the MSRB‘s current smubuluy reqummem, the bmkcr or dealer. etther
must have reasonable grounds to believe that the mommcndauon is sumb!e in light of the
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. infonnation-that it knows, or have no mmwle gmunds to believe that the recommendation
is unsuitable for the cusiomer if all of such information is not fumished or known. The
DivismnurgdtheMSRmenmdeerwﬂmhmmddeamsshwldmachcasebe
reqmmd to obtain specified information bcanng on suitability prior to the recommendation
onhcmmm In pamculax the Dmumasked the MSRB to review the effect of the
provision of MSRB rule G-19 that permhsmcumaiouwomr fthebrokerordeabr
lacks relevant information but has "no mmble gmunds to beheve the recommendation is |
unsuitable. " |
~ In response, the MSRB began a complete review of its customer protection rules,
which is still underway. As part of its review, the MSRE requested comment generally on
how customer protection could be improved,” and specifically on amendments to MSRB rule
G-19, to streagthen municipal brokers® and dealers’ suitability obligations. In Jﬁnc, 1993,
the MSRB published fof comment amendments to MSRE rule G-19 to strengthen the ‘_
suitz-ilirv requiiements.® Among other tings, the amendr ats to MSRP rule G-19 would
require municipal brokers and dealers that recommend any municipal securities transaction to
have reasonable grounds for believing the recomnwﬂdaxﬁon is suitable. The amendments
also would require municipal securities Wﬂj and dealers to make. rea’#onable efforts to
obtain information from non-instirutional customers conceming: (1) the cuﬂomér’s financial
status, (2) the customer's tax status, (3) the customer’s investment objectives, and (4) other.
information considered reasonable and necessary in making recommendations to customers. -
MSRB rule G-30 requires dealers to effect transactions with customers at fair and.
msonable prices. Under this rule, the fauness and reasonablenéss of the pncc ofa
transaction is determined in light of all relevant factots, hcluding ‘(1) the best judgmentof
medealerastothefmmrket valueofthcsecuriuesatﬂzeumeofthcmmcuanmdof
any securities exchanged or mded in conmman with the mnsmmn () the expensc
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involved in effecting the transaction, (3) the fact that the dealer is entitied to a profit, and

~ (4) the total dollar amount of the transaction, | .

‘Municipal securities brokers and dealers have an obligation to dsal fairly with public
customers.® This duty of fair dealing entails an implied represeatation that the price a |
municipal securities broker or dealer charges bears a reasonable relationship to the
prevailing market price.” If a broker or doaler 5 pnce to a customer includes an cxomwe
mark-up over the prevailing market price, then, absent proper disclosure, the dealer has
violated the antifraud provisions.* ‘

To determine the mark-up charged to-the customer, the dcalcr must determine the
“prevailing market price.” The dealer mark-up equals the price charged to the customer
less the prevailing market price. The Commission has held that mark-ups on debt securities,
including municipal securities, are expected to be. lower than mark-ups on equity securities. .
Reecntly, the Commnssnon upheld an NASD decision f'mdmg mark-ups as low as 4% to
vir' 12 the rules ¢f th~ MSRE.¥

2.  Disclosure of Mark-ups

In the equity markets, excessive mark-ups are addressed both by direct enforcement
of the antifraud provisions and the NASD's mark-up policy.* and by disclosure to customers
of transaction charges imposed by dealers in principal trades. This disclosure, provided on
customer confirmations, includes mark-ups charged in riskless principal trades in equity
securities,” as well as the difference between the reported trade price and the price to the
customer in principal trades in all exéhange-liswd and NASDAQ equity swurities.” In
contrast, in the municipal market (and other debt mm-kcts), dealer msacuon charges are
not disclosed in any form. '

Customer conf‘mtion disclosure for municipal securities transactions is gov}emod by
MSRB rule G-15. This rule requires disclosure to #ustomers of the amount of odmmission
or other remuneration received if the municipal broker-dealer is acting as agent, but the rule
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does not mquire mark-up disclosure for pnnc:pal transactions, inc:ludmg riskless principal
n : -
In the past, the Commission has pubhsbed proposals to require confirmation

* disclosure of mark-ups in riskless principal transactions in municipal and other debt

mnucs % Although these proposals were never adopted, the Staff continues to bclieve |
that investors would benefit from information on uia;k-ups in riskless principal transactions,
and where practicable, other principal transactions in debt securities. Although yield may be v

of primary importance to investors, this information would aliow investors to understand the P

costs that affect the yield. It would allow investors to observe the transaction charges
imposed..by a broker-dealer and compare these charges to other bmkcmlealérs selling the.
same Secuﬁtics. It also would allow investors to compare transaction charges in different |
markets. .. _ | ‘ :
- Morcover, mark-up disclosure in riskless principal trades appears to be more feasibl_c ERRE
than it was a dc-ade ago. Advances in order processmg ana tradirz ‘schnology have
substantially reduced the costs of tracking and confirming mérk-ups in riskless principal
trades. In addition, since the carlier proposals, the Commission has. had substantial |
experience with disclosure of mark-ups in riskless principal .uﬁnsaction&'i:tmquities,_ and haa
not observed any harmful effects on thc eq_uity. markets. - For theSc reasons, the Staff is
prepared to recommend for Commission consideration a propesal to ‘require disclosure of

mark-ups in riskless principal trades in debt securities.

In order to ensure that 'secuﬁtips indﬁ#try professionals are lmow_lédge;ble about the
ﬁnancial products they sell and to assist-in’ the pmmion of investors, ihc-SROs mquimthat :
persons applying for positions as regmmd mpmsentaﬁves of member firms pass an '
examination testing their knowledge of securities pmducts and practim “For examplc a
registered representative must pass the Series 7 mmmauon (Gemal &cuﬁnes |
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R.epresemauvc) in order to sell a wide range of securities products. Securities industry
pmmpakmustpassmeSmesumm(GmnlSmummpﬂ).mifmiﬂmd
operations principals must pass the Series rxa exam. . ,

Rogmcmdmsenmmathmhwepamdthe&ms?mmwmmﬁedwsen
municipal securities. OfﬂwZSOquesuonsontheSmes'lmm 60 questions deal with
municipal securities. Rag:stmd representatives also may take a‘.Sqries 52 exam to become 2
municipal securities representative and Series 53 is available to become a municipal |
.securities érincipal; the exams contain 100 questions each and are solely on muixicipal
securities. | ‘ |

The staff is concemed that, with the prolifesation of derivative products based on
municipal Securi_ﬁc;, sales personne] may not h'a\}e the expertise. to be ablc m‘admmt_ely
evaluate each new product. Committess formed 'by the SROs review and rewrite the exam
questions on a periodic basis to reflect changes in products and practices. In light of the
relative lack of continuing disclosure infonmati~s ho.ever, secutities irailk_su_y ... onnel
may not be able to properly determine a new product’s suitability for an individual
cusiomer. | |

~ There is the possibility that this situation may be remedied soon.. The NASD and
five other SROs have agreed to develop usmg&c continuing education program for ‘all |
securities industry registered rcpmsenmti%sv and princibals.“ An eleven member industry
task force will report back to the six SROs by September 1993 wnh recommendations for
implementing the program. -

C.  Transparency _

Transparency is deﬁned as the degree to which Mmemdemdqamaﬁm
information and other market-related mfomauon such as mfomuion about the depm of the -
market, :savmlabletoallmarketpmicipam lnacompletelynmmwmarku all

- market pamcxpants have equal and imnwdm access to all quotations, including the size of
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the quotations, mmmofmmmmmmmmmmm
Although efforts to improve transparency in the market for municipal snwmm have been
made, as discussed below, mmﬁuhevesmatmcmmkvdofmmyinﬂw
municipal securities market is inadequate. |

There are significant structural Mmb«wmmemmmmror |
mumcapaldebtwbmeompamdtothcmmdarymarmforothcrdm:mes, such as
corporate or United States Treasury debt obligations. There also are differences between the
characteristics of municipal and equity securities. For example, although there ﬁﬂ over
one million different municipal securities issues, only an average of 180 issues actively trade
in the seconda'ry market at any given time.” Funhér, most trading aciivity in a municipal
securities issue occurs shortly after issuance. Municipal securities also are priced very
differently from equity securities, in part because of their nature, and inpan because of the
way they trade. Nevertheless, those differences should not nmcsw:ly preciude last sale,
volu~ and real-time quote disscmination‘ o public investors #nd me-ket participants f - a
segment of actively traded municipal securities.™ |

MSRB rule G-14 allows for voiunta}'y dis‘m_ninatioh of transaction information and
establishes requirements for transaction repornts voluntarily dimniinated,_ MSRE rule G-13
prohibits the dis#eminmiun of a quotation mhﬁng to mumcxpal securities unless the quotation
mpresems\-a bona fide bid for, or offer of...-fmun._inipal securities, and the quotation is based -
on the dealer’s best judgment of the fair ms.rkm value of the securities. ' The MSRB's rules
do not require municipal securities brokers or dealers to disseminate firm quotations or last
sale reports. Consequently, important market data, including last sale reports and firm
quotations, is unavailable in the municipal securities market. Private initiatives are, useful
sieps but, at the present time, do not provide a complete picture of broker a_nd dealer
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" Currently, several services dlsmmm lmited municipal securidies quotation
information. For mnmplc. Standard & Poor’s pmvides a computerized subscription service-
to dealers, through Telerate, known as the "Blue List Bond 'ﬁcker The Blue List Bond
Ticker disseminates mun_icipal market information, mcludmg the _pnce_ at which a dealer may
be willing to sell a particular security.” Standard & Poor's provides approximately 8,900
listings per day through the Blue List Bond Ticker, with an 18% '_tumo'm- for néw"iisﬁnss
and deletions. Other securities information vendors, such as Bloomberg, Quotron, and
Bridge Data,” provide services primarily designed to list securities for which bids are being
sought by dealers.™ This enables bro_kuré and dealers to disseminate information on
muiﬁcipal securities they are seeking to buy or sell, but does not include firm prices or sizes B
and does not include reports of executed trades.

~ An important source of data is the broker's broker. Broker's brokers act as agents
and provide several services for municipal securities dealers. When dealers cannot obtain
bia: .or - scuritic- " 1 their ihvemary or if dealers war* maimain a#m:mity, vy may
request a broker’s broker to find buyers in the market by obtaining bids from other dealers.
Broker's brokers also may locate in the market certain securities or types of securities a
dealer is willing to buy. Because of the anonymity provided by broker's bmkers they
generally have access to more marke: mfomauon than dealers.

One such broker’s broker is 1.J. Kenny Co., Inc., ("Kenny") which has de;velomd an
automated communication system through which it disseminates quotations in certain -
mumcxpal securities.  For approximately 40 actively traded securities, Kmy publishes two-
sided dealer quotations voluntarily provided. - Kenny requires dealers to-be firm for 250
bonds at their published bids and offers.: For inactively traded securities, dealers willing to
sell securities may request Kemy to list the socuﬁty or may request Kenny to locate a
puwhaser without listing the security. Direc.t aco:ss w0 Kenny data i is bmned to broker-
dealers. Institutions ma_y.subscnbc to the Kmmy screen, but may not eater quotations.”
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Typically, dealers active in the municipal securities market rely on a variety of
sources for receiving and disseminating informﬁon mey may subscribe to one vendor; ‘
such as. Kenny, to receive quotation mfmmanon. and anotber such as Bloomberg or Bn@e
Data, to publish interest in a pamculat soonmy .No pamcxpam u clw'ly dominant in this
fild, R | N
| Given the limited avﬁilabiiity of this data, avﬁhbiﬁty of market information for the
municipal securities market can be improved. Most significantly, Jast sale mpons for

. municipal securities transactions are not disseminated. Release of market information would -

enhance the ability of brokers, dealers, and investors to judge actual or potential msacuon
prices in the market. “ This infonnation.would be pasticularly useful in this markcl as the
pricing of ﬁmny issues currently depends on-the pricing of similar issues trading in the
secondary market.” | | |

In June 1993, the MSRB proposed a pilot program 10 collect and publish on 2
delaved basis inf\}:smat’on on t— -sactions occurring in the inter-deal>- market for nuniripﬂ .‘
securities.” The proposal would make public on a daily basis certain aggregate information
on National Securities Cleaﬁng Corpami-en‘(‘NSCC") compared inter-dealer transactions
for approximately 180_fréqucntly traded issues. The information would include: (1) the |
CUSIP number and description; (2) the total number of transactions in-the security; (3) the =~
highest and lowest prices of transactions in thc security; and (4) the number of transacﬁons |
in the security involving par values between $100,000 and $1,000,000, inclusive, and the
average price of those transactions. This infonnauon w;_)'uld- be made #vaMl_c two days
afier the trade occurred. T

The Staff has a longstandmg mterest m mpmving tbe transpmncy of the mumc:pa.l |
securities market, so that investors can olmin the quotauons and mdmg pnces of aodvely
traded municipa] issues. Tmnsparency is cmml to cft‘ cieat pricmg machmxisms and -

investor protection.” As a preliminasy um'w:. the Smff behevcs (hat the MSRB's PI'OPOSIJ"_




represcnts & positive first step toward the development of a mamu:nspmt market. The
Staff is concemed, however, that the pkoposal does not provide for dissemination of
quotation or transaction information on a real-time basis.* |

meSuffbehcvcsumtthSRBimﬂwmhomymmqumdtsmmmmof ,
quotauwandhstsalemfomanonbymuniczpalmuesbmkmmddwm Such.a rule
would be within the broad authomy and purposes enumerated in Section 15B, and
specifically Sections 15B(b)(2)(F), which provides the MSRB the authority to govem the
form and content of quotations disseminated by municipal securities dealers,” and |
1SB(®)(2)(C), which mqmres the MSRB to adopt sules designed to prevent fraudulent and .
manipulative acts and practices.* |

The Commxssmn has extensive cxpcneme in implementing facilities to xmpmve
transparency in various markets. For example, in the eqmty securities market, the
Commission has overseen the implementation of f.ac:lmes designed to fulfill the
Cong-essional nhjectivés of Seciior 1JA of ¢ & Exchange Act, similar to those + merated
in Section 15B. Section 11A of the Exchange Act directs the Commission to oversee the
dévclopmem of a National Market System ("NMS"), to facilitate, amongﬂm things,

improved investor confidence and efficiency.” Pursuant fo this directive, the Commission

has adopted rules governing NMS plans,” and has overseen the development of several

imponiant NMS facilities.” These facilities have helped market participants to maximize the
efficiency of the market and to ixizplemem the Congressional goals enumerated in Section
11A. | | | |

Most recently, the Commission hasovﬁrm the extension 6{ uwspumy to the
market for high yield debt securities. In s’mw 1991, the Comnmma released to .
Congmssaxeponbymasmmmmomnmmdedaqummdlormdemponmg sysmn fm '
at least the 40 to 50 most actively traded high yxcld Mbt secunﬁcs » 'I'bamaﬂer

Commission encouraged the high yield debt community to dcs:gn a pmposal to. mcmse
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transpareacy and t0 provide for surveillance reporting in the market. In March 1993, the
Commission approved an NASD proposal to establish and to opcma an éhétmnic'facili!y.
FIPS, to collect, process, mddxmmatc real-time, ﬁrmquowions for 30 to 50 of the
mostliquidh:ghync!dbondsmdtomquimmnncmn reporﬁngmaﬂhighywldbands
traded in the over-the-counter market.” That proposal will become effective in the Fall of’
1993.

The mechanics for registering the transfer of ownership of municipal securities are
similar o that for equity securities and corporate debt. A transfer agent, which can be the
indenture trustee, the issuer, or an independent agém, is 'mspontible for cancelling
certificates in the name of the seller and issuing new centificates in the name of the new
owner. The t‘;a_nsfef agent also must record the change of ownership in its records. - |

Section 17A(c)(1) of the Exchange Act requires that a transfer agent be registered |
with *he Commiss*on if it peeforms the fun:tior- of a 1~ fer agent with respect to any
security registered under Section 12 of the Exchange Act. Due to the exemption from
registration for municipal securities, a transfer _agamr,that acts solciy asa tmsfﬁr agent for o
municipal securities is required neither to register with ’the Commission nor to comply with
the rules and regulations of the Exchange Act pertaining to transfer agﬂus._' Thus, transfer
agents acting exclusively for municipal mcmitiés issues are not subj‘af'ct-w\ Commission rules.
requmng specxﬁc tumaround times for transfers or rules mg;rdmg reporting, rwordkeepmg :
and retention, and signature guarantees.” "

Under Section 3(&)(12)(3)(11) of the Bxchange Act, however, municipal securities are
not considered exempted securities for purposes of Section 17A. In Section 17A, Congress
set out jts findings regarding the clearance and settlement of securities transactions and
ordered the Commission to facilitate the establishment of a national system for the clearance
and settlement of securities. The anomaly created by Exchange Act Sections 3, 12, and 17A
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i that municipal securities are not exempicd sccurities for certain subsections of Exchange
Act Seczion F7A, but are considered exempted securities in determining whether a transfer
agent must register with the Commission. This c¢reates a situation wﬁemby a msferagem .
that deals exclusively in municipal securities is not required to register with the Commission
and can operate outside of Exchange Act Section 17A, while a clearing corporation that
clears municipal securities transactions mmwmmmmmmmmmw
Section 17A. Because the Comm:smn does m-h_ave_hjunsdzcu_on over all the entities
involved in the process of clearing and setdling municipal securities transactions, the
establishment of a national system with uniform standards and procedures for the prompt- |
and accurate clearance and settlement of municipal securities transactions has been impeded.
IV, Disclosure
A. Initial Disclosure
As noted above, the Commission Bas long been concerned with the adequacy of
“closure in the = unicipal sécr.ﬁties marus.” Asa fewlt ~f the ev- ption afforded
‘municipal securities from the registration and rcponiag provisions of the federal securities |
laws, disclosure by municipal issuers has been ng only by federal antifraud prov_isions'
and by state law.  As alre#dy described, the federal securities laws limit the authority of the
_ Commission to regulate issver disclosuré--by;‘cxmpﬁng municipal securities from the |
disclosure requirements of the Securities Aczand tbe;_lixchange Act,” and exempting
municipal issuer disclosure from the mlemaking amhnmy of the MSRB." Asa oonanueme
| of these regulatory exemptions, the extent of munic:pﬂ issuer disclosure. has bem govermd
by the perceived level of demand for infomaﬁon fmm the buyers of mumcipal securities,
‘and by requirements under the antifraud prwimns » '
The Government FmanceOﬁimMmaﬁW('GFOA')muktheMm '
improving municipal issuer market dxsclomc by publishmg the wmm
ecurities ( GWA Guidehnes") Originally published in
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1976 by the then-named Municipal Finance Officers Association, the GROA Guidelines
comprise three parts: guidelines with wspmmthaonmnﬂoffemgofmﬁms oomimmg
disclosure, and procedures for disseminating. information to investors.”

The drafters of the GFOA Guidelines emphasize their volumary mature, and eoncludﬁ
that the ultimate test of effective disclosure should betheeﬁeaivemmmmumofthe
mqnis:te information relevant to an informed decision.” While the GFOA Guidehm are.
not intended to establish standm_ls for legal sufficiency of mfomagon, they identify

. ~ information that over the years. has beea important for disclosure in most instances, taking
 into account the need for flexibility in light of changing market conditions and innovative

instruments.™ The GFOA Guidelines were revised in 1988 and 1991. The GFOA
Guidelines, which presently serve as an industry standard for disclosure, require less
disclosure in a number of respects than the Commission’s disclosure requirements for
registered offerings. _ |

Alth- g the MSRB i« - rohibited frem setting isclosure mq ivemr *nts for - \mcxpal
issuers, it has taken steps to require the delivery to investors of the official statements and ;
other disclosures voluntarily prepared by issuers. In 1978, the MSRB adopted MSRB rule
G-32, which requires municipal securities brokers and dealers selling n#w'.ffissues of
municipal securities to dcliw:r to the custbmer a copy of the final ofﬂcial statement (or, if
no final official statement is being prepared, a ;\*ﬁuan notice to that effect) and, in addition,
with respect to negotiated sales of new securities, information concerning the underwriting
spread, the amount of fees paid to the dealer, and the initial offering price for each manmty
offered by the underwriters.' lh spite of the Mui:mt:«nts"of the r_ula. underwriters and

issuers have both complained that, frequently, there was not an adequate supply, or

sufficient time, to permitdxstﬁbmion to.each investor at scttlemm.'“ o
Intheaﬂ;mathomwdﬁauhon msxss\mdby the WPPSS, andmvxewof
concemns that sufficient numbers of offenng statements were ot bmng made ava:lablc to
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customers purchasing new issues, the Commw. i:;. 1989, adopted Rule 15¢2-12." That
rule reguires that municipal undérwriters (both bank and bon-bank) of primary offerings of ,
municipal securities with an aggregate principal amoust of $1,000,000 or more obtain and T
distribute to their customers official statements from municipal issuers. 'me rule was
des:gned to achieve broader dxsscminauon ofdisclosnm documm. and to assm
underwriters in meeting their responsibilitics under the general amifnud provisions of the
federal securities laws."'® Specifically, the rule requires an underwriter: (1) to obtain and
review an issuer's official statement that, except for certain information, is “deemed final®

by an issuer prior to making a purchase, offer, or sale of municipal securities; (2) in
negotiated sales, to provide the issuer's most recedt preliminary official statement (if one
exists); (3) m deliver to customers, upon request, copies of the final official statement for a
specified time period;" and (4) to contract to receive within a specified time, sufficient

copies of the issuer’s final official statement to comply with this delivery requirement, the
MSRB requirement under rule G-32, and ~ier rules. “Tae rule coains specifiv ' e tions
for three types of municipal securities offerings.'”

‘Rule 15c2-12. requires underwriters to insist that municipal'issuers make available
official statements at a time when, and in quantities which, they might not otherwise be B
produced"” The rule is purely proéedural; it does not impose any requ.iwmems regarding
the.cdment of official statements. The con:em' of these state‘m=nt$ continues to be governed

by the amifraud provisions. Nonetheles#, the thg and adopting releases for Exchange
Act Rule 15¢2-12 contained an mterprcmm regarding the due diligence responsibilities of
underwriters under the federal securities: lam tlw wprasimd the xmpomnoe of complete
disclosure in the issuer's offering documems, and M nnderwmer s duty to mvww Mc
documems for omissions or misstatemenis.™ |

Exchange Act Rule 15¢2-12 created an mcenﬁvc to provnde mpws of official

statements to-nationally recogmzed municxpal secumnes infoumum mpesitones




("NRMSIRs"). This has proven to be quité effective in assuring public availability of
 ‘wiiicial atements, though NRMSIRs do not assure the accuracy or completeness of
information that is fumished (o them. Three municipal securities vendors have obtained no-
action relief from the Commission to act as NRMSIRs.™ These three vendors provide
individual copies of official statements for a fee. |
lnaddiuonwa&areﬁombydwCommissionmmcMSRmemdxschsum
the MSRB recently developed the Municipal Seounua Information bemry (" ") system

- to aid in the collection and dissemination of issuct_ information. MSIL isa. facdity through

which information collected pursuant to MSRB rule G-36" is-made available clwtmumlly j
to market participants and information vendors "

The Staff is of the vxcw that dxsclowrc in offenngs by mumcxpal issuers has been
-steadily improving over the years. Th:s has come about as a result of the voluntary efforts
of groups such as the GFOA and the Na,tioml Federation of Municipal Analysts ("NFMA"),
a growing av-areness of the implications f the fede.xil artifraud pmvisions for issuer
offering statements, and the requirements imposed on underwriters in Exchange Act Rule
15¢2-12 and MSRB rule G-32. |

As a result, the official statements for large municipal issuers frequently are extensive
documents that meet or exceed the GFOA andchncs These comprehensive official
statements include extensive disclosure about the i xssucr, its revenue sources, the use of the
funds raised, and the chax_wcnsucs of the bonds being issued. Other smaller, less frequent
“issuers in the municipal markets, however, continue to prepare less extensive oﬁ':cial-
statements. At the extreme, the offering documents for some smaller municipal issues -
consist solely of a one or two page descnption and term sheet pmmd by the mmging
underwriter for use in selling the offering.

It is inevitable that a range of disclosure practioes will develop where disclosure i

| voluntary In the absence of universal mandatory standards, disclosure quality is subject 0
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issuer judgments regarding the value of detailed disclosure with regard to the price received
in the offering and the requirements of the antifraud provisions, versus the burden on issuer
officials, legal costs, and the potential effect on the offering of negative disclosures. As
municipal issucrs come to differing conclusions regarding such factors, municipal offering
documeants can differ mnﬁouély in extent and detail.

B.  Continuing Disclosure

Municipal issuers are not subject to any direct federal continuing disclosure
mquixement_g."’ As a resuli, secondary trading in municipal bonds depends on information
voluntarily provided by issuers on a periodic basis or when they. return to the market with
new offerings. Consequently, concern exists as to investors’ abiiiiy to-acquire the '
information necessary to allow them to make intelligent; informed investment decisions. :
This is especially true for individual mvcstors, who now represent a large segment of the
buyers in the market Maﬁy of these investors ml:l,r on financial intermediaries, particularly
saunicipal mun' iz* dealews, for investment advice.. |

The lack of continuing financial dxsclosuve also could impair the efﬁmency of the

secondary market. Without access to continuing disclosure information, both specnﬁc

transactions and the market as a whole suffer from inefficiencies.- Although municipal bonds.,

have a fixed value at maturity and generally trade at & price correlated to their investment
rating, continuing municipal issuer disclosure still is impontant to investors in municipal
securities.  For example, cﬁmiuuing disclosure is of iraluc‘-to the rating agencies in
evaluating whether the initial bond rating should be revised over time, based on changes in
the financial condition of the issuer. In addition, municipal securities dealers m unable to :
value securities aocurately because of the lack of mfommon on the financial status of the
municipal issuer.™ - pamcnpams are awire that thcu- tmnsaetions may be execmd
based on mcomp}m or efroneous mfonmmon ahout the secunuc.s and ta!w this mto ammt |
in pncmg transactions, thus inhibiting the. aemmc pmmg of those mumes and the general
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efficiency of the market, Similarly, the reduced ability of municipal scurities invesiors 1o
obtain relevant information regarding the fmancml condition of the mumcipal issuer puvems
them from accurately valuing the securities. In essence, customm and dealers alikem in
the dark about the “true* market value of an issue.

The growing importance of individuals as both direct and indirect purchasers of
municipal bonds increases the need for sound ﬁiunidpal dealer sales recommendations, and
for sufficient current information on issuers so investors can make accurate price Judgmeuts
For example, registered open-end invesli.txient companies are wquund to price their holdings
of securities at the end of eaéh day, and to sell and redeem shares at their net asset value
'calculawd based on these values. In pricing their holdings, investment companies rely on
‘ vanous pncmg semccs wluch in the absence of actual transaction information rely on
matrices that estimate prices based on the trade prices of sim;larly situated and rated bonds
Greater issuer disclosure would allow more accurate matsix comparisons of securities, <
improving e mhabxhty of th= ,nform.‘non provided by pricm,s_ wervices and pm' ing a
truer picture of the holdings of investment companies.

Furthermore, the creation of new forms of municipa! securities and complex credit
structures leads to a greater need for information that would allow investors to monitor
ongoing developments with regard to these securities. For example, while housing bonds, |
i.s.. short or lohg-term bonds issued by a local housing authority to finance the construction’
of low or middle-income housing, ase similar to collateralized mortgage obligations -
("CMOs")“‘ issued by the Federal Home Loan Monme Corporation or private issuers, and
are subject to many of the same risks, they are not subject to the same disclosure
requirements as CMOs. In addition, the growth of a market in municipal denvmva
securities, which often involve poohng municipal securities that am mdmg in the semm
maﬂ:et, may be, hindered by the lack of sufﬁcmn ongomg mfomauon mnwnmg the -

issuers of underlymg mumcxpal securities.




in recognition of these concerns, thc MSRBE has indicated that the Board will begin.
this Fall to develop rules that would require dmlm to pmwde mstomm with written
disclosure about the avaihbimy and impact of continuing disclosure on their securities. R

In addition, there have been a variety of voluntary initiatives by differeat groups in

‘the municipal securities community to remedy the lack of continving financial disclosute." |

For example, the GFOA Guidelines were revised in 1991 to incorporate modifications
resulting from the adoption of Rule 15¢2-12""* and to expand recommendations for
eonﬁnuing disclosure.™” In essence, the GFOA Guidelines state that the most important goa! '
in providing disclosure documents is 10 provide investors with a complete, accurate, and
objective description of those facts relating to the seburitics being offered that are material to
an mfonned investment decision. Other recent GFOA efforts include mnmmns_md

) Jes of Disclosure, drafted with the NFMA, providing exa:nples of worksheets for
seoondaxy market dlsclosure for general obligation, revenue, and special district bonds. The .

GFOA and the NFMA aiso are cooperatit, ‘0 reiine the compreher...ve an'.Ja. financial
reports (“CAFRs") produced by various governmental issuers. |

In January, 1992, the NFMA instituted a Certificate of Recognition Program to .
commend municipal securities issuers that provide ongomg, audited financial statements and
other mfonnmcm relevant to their outstanding secuﬁﬁes Similarly, the. GFOA awards a
Certificate of Achievement for Excellence in Financial Reporting, and encourages issuers to
publish understandable CAFRs that satisfy both generally accepted accounting principles and
legal requirements. As another example, the NFMA Model Language Resolution calls for
official statements to disclose, at the time. of sale, the extent, if any, of issuer commitments
to provide secondary market disclasure of financial and credit infoimation. " To date,
nearly one hundred i issuers havepledgmpmvidemhongomgm&mum'" R

With respéct to effons at the sme md local level, the Nmona& Assocmmn ofStaw
Auditors, Comptrollers and Treasurers ("NASACT") has released a report on state and local
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(. ~ govemment securities secondary marketitfmmam“" The report concludes that state .
- “Weswﬂé&awﬁsﬁmbhamwﬁoﬁnféﬂaﬁmmmmmmw'“
their securities, but that uuswomamnmyma!mysbewﬂyamﬁbk. and often is
not stored in one location. In late 1992, NASACTIlsocmwdaBlueRibbon Comumittec
on Secondary Market Disclosure ("Commim") to devclop methods for meamhnmg and
enhancing information collection within the states for secondary market purposes.’™ ’ﬂﬁs )
Committee recently published its findings and recommendations.'? o
m Asmerican Bankers Association ("ABA"), representing bank trustees, pubhshed e N
guidelines for bank trastees on continuing disclosure, the Disc ideli
Corporate Trustees ("ABA Guidclmes ). The ABA Guidelines are designed to.assist
trustees in determining the content and timing of various types of disclosure on a voluntary
basis. The ABA Guidelines state that the emblis!unam of a central depository to receive
| disclosure information is the best wﬁy to provide equal access to information and is essential
( *  secondary market disclosure. | ‘
The investmem Company Institute is developing Suggested secondary markﬂ

' - B disclosure guidelines for tax-exempt money ‘market funds and tax-exempt bond funds. These

| guidelines wouldrﬁcomm_end that all tax-exempt funds have access to oamm inforihatioh_,

‘ including a copy of the final ofﬁcial statement and enough current infom#tion for a fund to
analyze the credit risks of purchase.™ |

| In January, 1993, the MSRB began opemnon of its Continuing stclosure

' Information Pilot System ("CDI System®), which is a central repository to accept and

disseminate voluntary submissions of of_ﬁd;dl continuing disclosure documents rehtmg o

outstanding issues of municipal securities.™ “The CDI System accepts disclosure information

voluntarily submitted by municipal socumws issuers, trustees of sueh issum or pmons

designated by issvers, and operates as mafmm‘“ “The CDI Sym was created by the'

MSRB to provide a neutral, fair, and timely" dissemination mechanism f°'. disclosure -




information.  The CDI Systcmuwails intended not only to increase the availability of
municipal disclosure information, but to énedumga volunmj efforts in the industry to
improve the content and timing of continuing disclosure information. . I "
The CDI System has not been used extensively to date. As of August 25, 1993, the - |
MSRB has received a total of 656 submissions from 36 submitters of information, including
8 issuers and 28 trustoes, 494 of which were broadcast 1o subscribers. As the CDI System =
.was designed to accept 100 submissions each busmss day, this falls far short of its
potential.' .
It appears that the CDI System is not being used extensively for several reasons.
First, the CDI System has ;tachhological limitations. During its initial pilot, the CDI S&stcm
only has 'been able to receive financial repons fmm municipal security trustees of three or -
fewer pages in length, and only has accepted disclosure information fiom issuers of ,
_municipal securities since May 17, 1993 Second, the Cbl. System has cx;im‘e_n_ced N
.zhrizal pre%' ms during the pilot.'” Finally, anr.'. most importantly it ap. :','zrs that many -
municipal issuers have chosen not to engage’ in market oriented disclosum" through the CD1
System. ' ‘
While many municipal issuers prcpare “periodic ﬁnancxal reports that can be
obtained by the public dxrecﬂy from the government body or another state agency, few
distribute periodic disclosures to bond holders or prepare their reports to inform the

secondary trading markets. Many issuers suggest that providing ongoing information to the
securities markets will result in undue costs, and an increased risk of antifraud liability for
potential misstatements or omissicms in their vomnuryfdisclosums It appears doubtful that . -

these issuers would voluntarily prepare market oriented disclosures in the absence of a pnce
differential that benefits those i issuers that make information avaxhbie




As described pmnmly. the municlpal marke{ has many special chaxmnsucs Like
the market for govemment secumws. themunlcipalmarketxsawbhcmm the funds
raised are used (with some cxoepnons) for pubhc purposes such as schools, roads, and
providing municipal services. Ultimately, most of these bonds are backed by the taxpayer
or the user of the municipﬂ service, and a costly or inefficient market raises the burden on
users and taxpayers. Because of its public nature, the municipal market alsohas My small

issuers, which may sell small par amounts of bonds on an infrequent basis. Larger
municipal issuers, however, increasingly are selling complex municipal bonds ix_wolvihg
structured payment flows or imbedded derivatives. |

Because of the tax exempt namré of most municipal bdnds, a large proportion of
municipal investors are individuals, with varying degrees of sophistication. In addition,
another large segment of the municipal investor market is municipal bond funds, which are
predominaniiy.ov e by  .vidual investors.

Because of these factors, the Staff believes that it is important that the regulation of

the municipal market provides the fullest possible protection to investors, whﬂe'avoiding any

unnecessary costs to public issuers and remaining attuned to the special needs and attributes .

of the municipal market. After reviewing tlie'.cumm regulation of the inunicipal market,
the Staff believes that increased attention, including both Congressional and Commission
action, would be beneficial in several areas significant to investors and the operation of the

Municﬁmy brokef-‘dealer practices in the sales of ’municipa! securities represeat an -
important element of the protection of investors and the maintenance of the integrity of the
municipal secumies market. The Staff is presently evaluatihg volumary,>..submissioﬁs. from
underwriters and financial advisers in response to an inquiry into the nature and extent of
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campaign contributions and influence buying practices in connection with municipal |

offerings. In requesting these submissions, the Staff has also sought information about
Msw'm1Msmmmmwmm@mwmumm in municipal

bond issuances.™ As previously discussed, with respect to possublc rulemaking in this area, -

theStaff;softheviewﬁmbothﬂwCommissmandtheMSRBhawtheambontyw

require disclosure of, and to some degree, regulate mdcmme_m polhml contributions and

payments to obtain political influence. Because underwriter disclosure provisions

traditionally have been imposed by the MSRB, however, the Staffm of the view that it -

would be best to defer to the MSRE on this issue, uhlcss the MSRB fails to act by

rulemaking in a reasonable time. | _ '

In August, 1993, the MSRB published. for comment a pmpowd rule specifically
directed at political contributions.'” The MSRB proposed banning contributions by
underwriters as a means of obtaining or retaining municipal securities business.™ The
rroposal w~1ld apply to situa**ins in - * chan official of an issuer has di¢ .. tion to selec f'-a_
dealer, including dealers acting as negotiated ‘undcrwxitcrs_. as well as financial adyisors, '
placement agents, and negotiated mmarkeung agents | |

The MSRB also proposed requiring puhhc dmlosure of underwﬁmrs political
contributions to issuers from which the undmnwr has received underwriting contracts.
Underwriters would be required to disclose to-the MSRB within 60 days of receiving a
contract, political contributions to the issuer for the previous two years and to oontmue
reporting semi-annually for the subsequent two years.™ If the underwriter wntmu_es_ todo “
business, with the issuer, the underwriter would continue. reporting for two years after its
business relationship with the issuer ceased Thc MSRB would disseminate the mformatmn
electronically to the public through MSIL. | |

When the MSRB files its pmposal wiih the Commxssion the Staff will review the
proposal in light of Section 15B's directive that the MSRB's rules be designed to prevent
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fmudulsm and manipulative acts and plmioes and t0 promote just ang. mmblc ptimsples

- of trade. mmy.msmmmmtmmspwmpmsamm L
fuststcpmaddmssthemmseofpohumloonm‘hnims mproponlalsowouldpmvndea -

method of disclosure directly to the market place that is not currently available through
dxsclom by political candidates by making ud'omation regarding political conmbumns
available to investors. In addition, the proposal wouldprowdea mdy source of |
information eo the NASD the bank regulators, and the Commxssmﬁ for use in mwsugatmg
specific abuscs of underwriters® contributions to issuers.

B.  Sales.Practices

As discussed pmvxously, the responszbllny for cxamuung for compliance with MSRE
rules and enforcing those rules with respect to non~bank municipal dealers lies pnmmly
with the NASD. This examination and enforcement activity, combined with the NASD’s _
qualification and testing mquimméms_ for salespeople, is of great xmponmce in assuring the :
* Légmy of th* municip>' market and tim‘pr"wé_ﬁor. ~ investors. On the whole, ihe’ |
municipal mﬁﬁes_markct appears to have a relatively low_ lew&l of broker-dealer sales
practica abuses. As Appendix D indicates, the Cbmmixsion has brought some 55

enforcement actions in the municipal securities market over the past 10 years, of which =

approximately 15 involved broker-dealers specializing in municipal securities. In contrast,
the Commission has brought over 600 enforcement actions in-volviﬁg broker-dealers
genefally durfng this penod Similarly, in the pm 10 years the NASD ha_s brought -
approximately 1030 formal actions agamstiu members relating to municipal securities
activities, compared to some 7,413 fmal disciplinmy actions against !ts members. for all

types of wcutiues activities.

The Sta.ﬁ' does not believe that the ralaawdy fow number of sales practice vbM'
prosecuted by the: "NASD should lul mgu!um or the invesung pubbc into behevIng that -
there are in fact few abuses in the mumciml mumws market. While the. CQmmxss:on s
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" market regulation oversight program has concluded that the NASD has.a well-conceived
examination programi and-conducts its exammatmus in a competent manner, the Staff
believes that the lack of information available 1o the NASD regarding trading in the
municipal market restricts the ability of the NASD to analyze fully potential problems or
trading abuses in the maxket Proposals o mcmse the information available in the mnrkct

are discussed further below.

The Staff has and will continue m:enmumgé the MSRB"s effort to updaie its
suitability and customer protection rules.. In particular, the Staff belicves tixat the MSRB’s: |
suitability requirements should be strengthened at the earliest possible date to reflect high

professional standards. The increase of individuals as investors in the municipal securities -

market, the fluidity of municipal instruments, and the lack of current market information call

for ongoing attention to municipal sales pmcuces The Staff is of the view that the MSRB
should cons’* r ways to ir :rease cuz'-mer awarencss of Sactors © portant to an mvestmcnt |
decision, such as the creditworthiness of an issues. The Staff will remain attuned to these
issues through broker-dealer examinations and review of NASD and MSRB' acuvitws to
ensure that sales pmcnce abuses are minimized in the municipal securities market. |
2. Markups |

The Staff believes that contin@ing aneﬁtioﬁ should be given, in particular, to
preventing excessive mark-ups in the mdnicipal market. Excessive mark-ups are more likely
to occur in a market whereﬁ.wswmm Jack market infonnazibn. such as current quotations or
real-time last-sale prices, that alows them to assess independently the prices quoted to them
by their salespersons. Thus, as discussed below, increasing transparency or regulatory
reporting in the municipal market is impamm to better protect mvestors It also would
enhance the NASD's ab:.ltty to enforce the emstmg customer protacuon mles of the
Commlssxon and the MSRB
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'l‘he' Staff also is oonsidcring ways to provide investors with greater information
regarding dealcr mark-ups in municipal securities. In the equity maﬁwls dealers are -
mquuedmdwc!osaonoonfumamsthem&mpmriskmspﬁncw msactmnsandm
transactions subject to trade reporting.  The disclosure of markwups allows investors to ‘
evaluate the transaction chaxgcs in trades with dealess. Although in the past the Commission
" has proposed mark-up disclosure requirements for risklesspnmpal trades in munici;;al
securities, it has never adopted such requirements. The Staff believes that mark-up
disclosure on confirmations would be a valuable supplement to‘yialchl disclosure in debt
securmes In particular, the Staff believes that disclosure of mark-ups in riskless principal
trades in municipal and other debt securities should be required.  Further consideration of
ways of mcmsmg disclosure of mark-ups in other tmdes as transparency impmvgs' also

- would be appropriate.

“inr. Staff believes *".at efforts must be made tb increase v..uca*ion aber municipal" i
securities products and appropriate municipal securities sales practices. In particular, efforts
must be made to ensure that registered representatives and principals are fa;ﬁiliar with the |
 new products, such as derivatives, that continue to be dcvelc)pcd_based on municipal
securities. Additionally, the Staff believes that current efforts to develop a comprehensive
continuing education program must include moge_.ihforniation on municipal ‘securities.

C.  Tmosparency |

The Staff believes that the degree of transpareacy in the municipal securities market
is not adequate, and should be increased to betier inform investors in their dealings with

broker-dealers and to make the market more emﬁom While the Staff supports solutions
developed and implemented by market pamc;pams. the Staff believes that the Gomuuss:on
or the MSRB should take steps to increase the avaxlablkty of ml-mne nwmmpal




information, to the fullest nxtcnt.pta_cdcable_. taking into account the cost of pmﬁding such .
information and it relative uschulness. .

- TheSuﬁbehwesmatmcMSRBhascxmvemmoﬁtywqumMﬂ e
transpareacy.. If the MSRB does not act, the Commission has authoiity, pursuam o
Exchange Act Section 19(c), to add to or amend the MSRB’s rules to require greater

transparency in the municipal securities market for the purpose of implementing the-goals
nd objectives of Section 15B, specifically those enuntierated in Section 1SB®2)C) and - .
®.™ | s
| In addition, the Staff believes that it cumimly has the authority under Section 17a)
of the Exchange Act to require municipal securities brokers and dealers to repont publicly -
quotation and last sale information. Despite this existing authoﬁt;. the Staff believes that :
~ legislation clarifying the Commiési(m‘s authority \,fo require quote and lag sale reports
regarding municipal securities under Section 11A of the Exchange Att would reinforce the
Commission's abilitv io encourage privrie sector efforts, as wel! as those of *e MSRB, to
| improve transparency in the market for municipal securities. , -
In this connec_:tion, Congress could amend Section 3(a)(12) of the Exchange Act to
remove the cxemﬁtion for municipal securities from Section ll_A of the Exchange Act.
Granting the Commission authority pursuant to Section 11A to mquiré transaction reporting
for municipal securities will pfovide the..:Cemﬁtissim with a cléar mandate to eacoumge-,thé e
development of market facilities analogous to those dweloped for other markets, such as the
high yield debt market.
D.  Audit Trails o ,
In the _Sta‘ft'fs view, a omml flaw in the pmscm mgulaiory system is the lack of an’ |
integrated audit trail in ihe municipal securiies masket of the type that exists in the stock
and options markets. Because of the hmiwd pncmg mfomanan ava:lahle in the seoonduy
market for many thinly traded municipal securiues. itis extremely diffmk for the NASD to
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assess the faimess of the prices being charged recail customers by mnnic:palsecunﬂes
broker-dealess. The Staff believes that the MSRB, the NASD, and the banking agencies
should work to create a cost-effective trade reporting system that will provide the regulators -
with an integrated audit trail of municipal securities and result in improved susveillance for
all segments of the market. The developmeat of such an awdit trail would increase the
NASD's ability to examine and enforce the existing customer pWion rules of the
Commission and the NASD. |

As discussed previously, the rcgisimtion requircments for transfer agents curreatly do -
not apply td municipal transfer agents, although registered transfer agents that handle
municipal securities must comply with the Commission’s transfer agent regulations with
regard to municipal securities. The Staff mommends that Section 17A of the Exchange Act
be amended to requm: entities functioning as uansier agents exclusively for mumapal
. -urities to register with the Com.niss:on. and to . subject to "¢ rules ay. regulations 7 -
the Exchange Act appbcable. to transfer agents. Thxs would enable the Commission to
facilitate the establishment of a more efficient system for the clearance and settlement of
~ municipal securities transactions. | '

F. MML!MLDLS&M

~ Another area deserving continued attention is municipa! issuer disclosure.
Comprehensive disclosure by issuers on.an initial and ongamg basis is important to mwstors |
in evaluating offering prices, making decisions as to which Bonds to buy, and deciding when
to sell. Under the current system, the quality of municxpal uffenng dommants depends on
the voluntary undmakmg of individual issuers to prepare complete documwts. and the
competence of the. advm issuers receive from financial adwsors, underwriters, and counsel. -

As a result, wmplae and oomprchenswc diwlosure of the fmancml wn&wn of the i :ssuer '




andmycmdxtmhancer'”thechmctmmanhemmy.mdmmmﬁm is not
consisteiitly available to investors. | R = |

Improved disclosure by municipal issuers could be established through a variety of
 means.  As discussed above, voluatary efforts by the GFOA and athers in the private sector
 to improve disclosure for both primary offerings and scondary traing have proved to be.

Although these voluntary cfforts should be encouraged, by their very nature, they are .
insufficient to address the inconsistencies in the quality of disclosure in the municipal
securities market. In the Staff’s view, comprehensive improvement of the existing system
" would require Congressional action.. Congress, for example, could provide the Comxmsmn
- with direct statutory authority to set mandatory disclosure requirements for municipal issuers
and authorize specifically the Commission to require continuing financial disclosure by -
municipal issuers. Congress could even rescind the exempt status of inunicipal bonds under
" the Secuﬁﬁcs Act and the Exchange Act, therehy subjecting them to the registration and |
continuous mpomng obligations apphcahle to corpome and foreign government bond
issuers. The system for corporate and foreign government bond issuer reporting oould not
be adopted wholesale, but would need to be adjustwd to take into account the unique
characteristics of the municipal securities market.

“At 2 minimum, the Staff would suppon legislation requiring registration of au_
corporate obligations undcrlymg municipal mnduil muﬁties From an investment _
standpoint, these securities are 1denucal o oorpomte bonds 1ssued directly by the underlying |
obligor, except that the interest on the muaicipal instruments is tax-cxcmpt The Staff
believes that investors should receive the same disc!osm regarding the underlying non-
municipal corporate ubli;fo;_as they do for any oiher non-municipal mﬁty.' Mom, the -
Staff believes that.the securities laws sﬁdnk_! be amended 10 remove the registration

m

exemption™ for the corporate credit underlying municipal conduit securities.
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lf@msdmmmwpmmmmmnwkhwmywmm
adcquacyandoonsmmwofdmlommﬂﬁsmrkﬂ mcStaﬂ'belwmthutbe '
Commission could explore ways to unpmve initial and monduy mrket d:wlowm under m L
msting authority. Speciﬁmuy, the Staff will prepare a memorandum and draft release
recommending that the Commission use ns mte:pmwc authority to pmvidc guidance
~ regarding the disclosures required by the antifraud mwiswns of the federal mxmes laws.

' Similarly, the Staff will recommend amending Rule 15¢2-12, or adopting similar rules, 1o
prohibit municipal securities dealers from recommending outsundmgmunicw securities
~ unless the municipal issuer makes available ongoing information regarding the financial
condition of the issuer of the type mqmm:! in mmal affmgs Given these altematives for
increased disclosure, the Staff does not believe that the legislative grant of additional |
authority to the MSRB, which would enable thc Board to esubhsh oﬁeﬂng dowmmt
standards for municipal issuers, is necessary. ,

The Staff strongl; °-slieves, however, tha! any_Co.nmission acuon v ds area coul !
not fully address the Jack of complete disclosure in the municipal securities market. As
noted above, comprehensive improvements 1o the existing system woulquum!. legislation.

 In their inquiry, Chairmen Dingell and Markey also solicited the views of the Staff
regarding the current reg&laxory st.mcture for,:niunicipal securities.. In\_plm,icular.-they.am_
whether any change in the enforcement exami_natian wsponslbihues mxght be appropriate. |

The scheme of regulation for municipal securities formulated under the 1975
Amendments pxesents special clul,lenges for ﬁmnml vegulawrs Aiﬂmgh the MSRB has
been delegated broad rulemak.mg authamy. its power to ovm fuﬂy tlw m:viues of
municipal securities market panicipams is umixed because of tba d:mm of mspectm and
enforcement powers between the NASD, the Comeission, and the three bank regulatory
agencies.™ This structure reduces the MSRB's opporunities to develop. staff expentise
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( bemusextdoesnmmmlyuwpwdmtmmnlﬁhmemmﬂ:fommm
~ Potentially; this structure could result in dxspmw enforcement of specific rules, depcndmg | _
| .upon’ whether or not a municipal dealer is a bank, as a result of contrasting philosophies and
allocations of staff resources. For its part, however, the Commission has both rulemaking
and eaforcement authority regarding all municipal seourities brokers and dealers. _
The division of rulemaking and enforcement authority between the MSRB on the on¢ .
handandtheNASDmdthcbaxn:mgulalononﬁwmhermﬂmacompmmmmckhmf,
1975 Amendments." To some degree, the conditions that influenced the design of |
municipal securitics regulation in 1975 still exist today.. There continue to be both bank and
non-bank municipal sccurities dealers,' with the bank municipal securities activities
primarily subject to the supervision of the bank regulators. In a number of instances,
however, banks have transferred their mummpd segiriﬁes deafer activities to a so-called
"Section 20" affiliate, registered with the Commmton as a broker-dealer. Moreover, bank |

( : municipal securities dealers and non-ben: municipal securities doalers ¥ little in
operation; they differ principally in the manner they are regulated and supervised.

In light of these con&itions.'there are a variety of alternative structures. for regulating
municipal dealers, each with potemialvbcneﬁts‘ and drawbacks. Among others, Congress a
could grant the MSRB examination andmfmmnwt aﬁthority over all dealers;" require all
municipal securities activities to be conducted by a non-bank dealer subject to NASD
municipal rulemaking and cafomemem mnimny or elnmmne the: MSRB and divide
rulemaking authority for municipal securities a:mong the vanous mgnlams . In the final |
analysis, however, the most responsible. appmach would appear to be to keep the current
scheme and improve communication and coordination among. m regulators.

On balance, Mmsxgmrmmmmformmmmmsymof _
regulation for mpmcxpa_l securities. First, mmm that the effort that would be - .
required to overhaul the regulatory swmm Wﬂdbehusa md most likely not |




(‘ commensurate with the benefits likely attained. Second, the Staff believes that the substance
| " of regulation, in this instance, is much more unpamm than the form or structure in which it |
takes place. 3 \ . | e
The Staff is of the view, however, that the current structure can be enhanced th!wsh
incrusedcoopenuonandcoo:dmaﬁonbmenthamkﬂ theNASD theCommxssion
and the bank regulatory agencies. More fmquem scheduled meetings among examiners to
discuss the current problems, and better coordination amng bank and non-bank dealer .
examiners, particularly regarding sales practice abuses, could enbance investor confidence
- and protection. | In addition, the weaknesses in the present system can be reduced by
i vigorous: enforcement by the responsible agencies, and as discussed above, improvements in
‘ - transparency, customer _protection provisions. and audit trails.
VI Conclusion | |
~The Staff appreciates the opportunity to assist the Chairmen, the Committee, and the
( | Subcommittee as they consider the imporant and dveamic municipal securit’ smar and

j
|
|
\
\ | | |
| options available to strengthen the market's efficiency and transparency, and the protection
of investors. | '
|
|
|
|
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ENDNOTES




1. Public Securities Association. In any given year, there are between 6,000 and §.000 new
issua. cS.

2. The term "municipal security” geserally refers to securities issued by states, their -
political subdivisions, such as cities, towns, and counties, and specially created subdivisions, .
such as school districts or port authorities, _ L
3. Public Securities Association. There are approximately 1.3 million classes of municipal
securities spread across 150,000 different issu - of municipal securities. Id. By contrast,
. approximately $3.08 trillion in marketable government securities are outstanding. 79 Fed.

Reserve Bull. A43 (July 1993) (Table 1.59). Individual investors (including households and -
mutual funds) hold $298 billion in corporate and foreign debt securities. Flow of Funds
Accounts, First Quarter, 1993, ' :

4. American Banker, arbook (1993) at 11.
5. Public Securities Association. This information is as of September 30, 1992.
ipal Bonds (4th ed. 1990) at 16

6.  Public Securities Association,
("Fundamentals™).

7. Id. at 2.

8. Id. As an example, a municipality may issue revenue bonds to finance a resource
recovery facility that would not only process garbage and solid waste for a fee, but also use
the wasiv to r-oduce /- sell) an energy source for elect:ivity ticn. Ythe :
municipality ..cats t. it facility as a revenue producing project, it may issue r senuc Londs \
ll;mxted to repayment solely from revenues derived from the operation of the facility, See R..

ippinger, The ! ic Fi

2 Securities Law_of Public Finance 18-19 (1993) (comparing revenue bonds

and general obligation bonds). Another form of bond is the limited special assessment .

district bond. This type of bond may be issued to develop raw land, and therefore, may be

supported b%oa very narrow tax basis. Though limited special assessment district bonds may -

geo 1§venue nds, they are, more frequently, structured in the form of general obligation
nds. : - \

9. Fundamentals, supra note 6, at 19, For example, a municipal issuer will issue bonds to
finance a facility that a private business will then buy on. an installment lease. The private -
business will pay rent, which will be used to pay principal and interest on the bonds.

- 10.. Id. Prior to 1968, Section 3(2)(2) of the Securities Act of 1933 ("Securities Act™) and

Section 3(a)(12).of the Securities Exchange Act of 1934 (*Exchange Act") were relied on to -
exempt from registration industrial development bonds. In response to concerns sbout the
adequacy of disclosure provided to investors acquiring industrial development bonds, the
Commission adopted Rule 131 under the Securities Act and Rule 36-5 under the Exchange .
Act, See Securities Act Release No. 4896 (February 1, 1968) 33 FR 3143 (proposing);
Securities Act Release No. 4921 (Au%ua 28, 1968) 33 FR 12648 (adopting); and Securities
Act Release No. 5055 (March 31, 1970) 35.FR 6000 (amending). These sules set forth the

analysis to-be used in determining whether investors in effect are acquiring securities of a
private company that could not be offered and sold in reliance on the exemptions for

municipal securities.




" In response to Rules 131 and 3b-5, Congress amended Section 3a)(2) of the
Securities Act and Section 3(a)(12) of the Exchange Act specifically to exempt certain
fi tl; l:gismﬁbn s imofm;hcms;nm‘ w;‘s amlpt fmm’fwch Pt exclnpléd |
rom the ith isions rities Act and to grant such securities
security status under ptl;raovﬂxchan ge Act. Section 401(c) of the Employment Security
Amendments of 1970, Pub. L. No. 91-373, 84 Stat. 718 (1970).

In 1978, the Commission supported a bill that would have subjected industrial
development bonds to registration under the Securities Act. See The 1978 Industrial |
Development Bond Act, S. 3323, 95th Cong., 2d Sess., 124 Cong, Rec. 21,639 (1978). The
Commission considered industrial development bonds to be mff’mem!idmm from other
municipal securitics to warrant treatment under a separate regulatory framework. No
hearings were held, and this bill was never subject to a voic, See Lester from SEC S
Chairman Harold Williams to Senator Harrison Williams @‘g 1, 1978). reprinted at 124
Cong. Rec. 21,639 (July 19, 1978). Sce also Letter from SEC Chairman John Shad to Hon.
Timothy E. Wirth, Chairman, Subcommitiee on Telecommunications, Consumer Protection,
and Finance (Mar. 12, 1985) at 10 ("Wirth Letter”) (supporting registration requirements for
industrial revenue bonds). ' ' : _

- The Tax Reform Act of 1986, Pub. L. 99-514. 100 Stat. 2085 (1986) amended
provisions of the Internal Revenue Code and, among other matters, eliminated the favorable
taxtreatment for certain industrial development bonds constituting private activity bonds.
Therefore, following this amendment, Rules 131 and 3b-5 apply to a greater variety of -
industria) development bonds not qualifying for tax exemption under the Tax Reform Act of
1986 u‘:d determining whether registration of separate securities underlying such bonds is

required. -

11. Priccipal and interest .rip se-Jrities are created by dividing, through a trust
arrangement, municipal securities into as many as two dozen principal and interest income
- components. As an example, Lehman Brothers offers. a product called “Strips & Pieces,”
which permits issuers to bundle their principal and jnterest obligations in various ways to
“satisfy particular investor objectives. : :

12." Detachable call oﬁions_ involve the division of a typical callable bond into two
securities, the underlying debt security and a separate option to call the bond. This separate
option may be retained by the issuer or sold to-investors at the time the bonds are first sold
or thereafter. Once sold, the option may be freely bought and sold by investors having no
ownership interest in the uriderlying municipal debt. These securities have been designed
primarily for institutional investors as a hedge against declining interest rates.

13. The new variable rate securities include inverse floating rate securities and securities
with imbedded swaps. - These new variable rate securities allow a municipal issuer to pay a
constant fixed rate (at a reduced interest cost) while offering investors floating rate
securities. They can be created through a trust structure, Ainterest and principal
flows between bondholders, or through swap | nents with investment banks where the
issuer's fixed rate is swapped for the floating rate, which is passed on to issuers.

14. Sec Appendix A.
15. See Appendix B.
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gf& note 4, Em 10-! 11. See also Ederington, Negotiated - Competitive Underwritins
' s, 31 Journal of Finance 17, (1976). Joelmk&mdweu

& PR ) . 214 Bofrvem 1Y apAte:.
16. [R-23 AR ST L A2 AN o A R .?.\. AU AR TR SR G l} immiygid{e 1i EREE

‘ommittee on Banking, Housing and Urban Afairs, 93d Cong., 2d .,. 1e8s 4 ﬂ ) :
(Hearings"). | | S
17. Id. | : "
18. Bond Buyer arboo) mw4 ‘at 62. As of 1992, ofﬂwtotaldebt
outmndmgofSl 14 6b mmmmm&umm orSﬁ!oflotaldebt i
outstanding; mutual funds, 5164 7 or 14% - and eawalt insurers, $138.8 hﬁww
12%; commercial banks, $98.9 billion or § mrketﬁmds.ﬁlébmion ._
7%. Due to mthetaxmunemofm secnﬂueusammhoﬂhe‘l‘ax ‘
Reform Act of 1986, commercial bank ow, municipal securities decreased by an

esummdmﬁhilhondunngtheymw%l vanamounteqm:oﬁ%afm -

holdmgsatyw-wd 1985, Petersen, Innovations in Ta empl instniments. and E
, Nat'l Tax J. (Dec. 1991)01 11, 13n8 (Petetwn ). Trading inthemmry

market for mumc:pal securities amounts to appmmtely $3 billion per day. Public -~

© Securities Association.
19. Investment bankers assert that negotiation is essential in oomplicawd offerings bmuse.

to be successful, such offerings must be marketed aggressively and com vdy 93@
. *More Munis Seen Going to the Lowest Bidder," } Pai

1993, at 1. At the time the Exchange Act was enacted, oompwuwbnddmg inowfaﬂuor

anotber was the most accepted method of financin used by municipalities and other pablic:

entities. L. Loss & J. Seligman, 343 (1989) Negotiated underwsi

however, have become increasingly common, and now represent aﬂspmxmmel ' T5% of 3

long-term municipal bond offerings. In 1961, 96.9% percent of

municipal bonds, ar 60.9% of all mur’:ipuj ro- aue bonds, were oﬁemd at comy . ative

bidding. L. B 1983, only 26% of loti,-term .sunicipal bond offmn warc compeﬁu

bid, and in 1992 this number had shrunk to a mere 19% h By [¢)

20.  Petersen, supra note 18 at 13. hkewm. volatility in interest rates has bwn a source: 0f
uncertainty in the markets. Id. at 16. - With fixed coupon rates, the only way an outstanding
bond can be sold to a new investor to provide a current yield (when market rates of interest
have nmlsltg provide a discount in pncc which results in a capital !oss for existing -

21. Section 3(a)(2) of the Securities Act, as finally adopted, exempts "[a]ny mnty mued

or guaranteed . . . by the District of Columbia, or by any State of the United States, or. by
any political subdivision of a State or Territory, or by any public innmmennlity of one or
more states Or territorics . . . " from the provisions of the Securitics Act

22. Secnon 3(a)(l2)(A)('m) of the Exchmge Act defines municipal mnms as "exempted
securities.” The term "municipal securities” is defined, in relevant par, in Section 3 (29}
as securities which are "direct obligations of, or obbgauoas guaranteed as 10

interest by, a State or any political subdivision thereof, or any instrumentality of a‘SWe or.
any political subdivision thereof, or any mumcxpal corporate msxmmmﬁty of one or. mmer




States . 'mdcﬁmnonofmexmgtmm mSncuﬂmMSMioaB(a}a):s .
different from um oftheExchange MMS(m)exmmmﬁm “issued or

"gummeed 77 . by any State .

24. Pub. L. No. 94-29, 89 Stat. 131 975).

25. Mumcxpalmnuasmmdedbymm s of entities: xqgiaemdbmm-d«lm

who bought and sold municipal securities in a to engaging in other securities

activities; sole municipal brokers and dealers, who deﬂt cxclusim municipal securitics

and thus avoided 1 with the Commission; and banks

obligation mu securities pursuant 10 an- exclusion from the Glass- I Act for .

geaera) obligation bonds. Despite the Glass-Steagall Act pmhibmon of bank swunt:es

activities generally, national banking associations are permitted under .

12 U.S. C § 24(7) (1988) to deal in, underwrite, and purchase fordwirown awoum .

og eneral obligation bonds of any State or. any political subdivision thereof . * General
ligation bonds have been interpreted to include revenue bonds uncondmomlly guamnmd

‘by an obligor possessing general powers of taxation, and, in some cases, revenue bonds

backed by a b%ﬂk lﬂlﬂ' Of cmdxt See M. Chpa.tidcs Guide to the Canital Market
ank } 3 Companies 31~34 (1993).

26. See g,g Exchange Act Section 15(c)(1), Secuon 15(c)}(2), Section 17(a), Seamn l'l(b),
Section 15B(¢)(1), Secuon 15B(c)(2), Section Zl(a){l)

27. Ba ., due to the-r limited i-volvement in sec: . ities a ivaties. in 1934 pursuant to the
Glass-Steagall Act prohibitions, were not included in the broker-dealer registration
provisions of the Exchange Act. The Commission long has maintained that bank securities
activities, which have increased dramatically over the last decade, should be regulated in the -
same manner as non-bank securities activities, and that the exclusion for banks from broker-
dealer registration mguxremcms is no longer gumfwd See, g.g., Testimony of Richard
Breeden, C EC, Concerning S. 543 and S. 713, fore, the Senate Committee on-
Banking, Housing 1 and Urban Affairs (May 7, 1991). The Commission continues 1o believe
that bank securities activities should be eonduewd outside the bank in a subsidiary or
affiliate that, as a broker-dealer, is regmemd with the Commission. .

28 Exchan Section 3(a)(30). Under Exchmge Act Section . ISB(b)(Z)(H) howcvcr.
dcfegamd to the MSRB the(ﬁowertodefmeby rule the manaer of determining the
tely identifiable ment or division of a bank. MSRB rule G-1 sets forth a test for
dmmhnes ining the separa ly :dentnﬁab!edcpmmemordwism of a bank along functional
29, Exchange Act Sectmu lﬁB(b)(l)

30. Exchange Act Section 1sncb)a)
31. Exchange Act Seetion lsA(b)(z), Smtim ISB(G)(S)
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_Sess (Jumlo 1983),SEC MRMMJJ, : e Matter of Transa

41. Wirth Letter, mgmnotelo at 14, s_mmg:u

32. Exchange Act Section. 15AM)(D the NASD to have rules _prowdmg for the
ducx%hncofmambmwhomlatethe *s rules, In addition, crimina] sanctions are also
possible. See, ¢.g., Securities Act Section l'l(a)(l). Section l'I(a)(z), Section 17(c).

33, Sec genenlly Exchange Act Section 15(b)(1), Section 15B(a)(2) (registration

requirements); Section lS(b)(4)-(5). Section 15B(c)(2)-(3) (power to suspend, revoke or deny -

~ the registration of a broker or dealer or municipal securities dealer); Section 15(b)(4),

Section lSB(c:)m) (power to impose appropriate limitations on the functions and activities of
sﬁm‘son violates the Exchange Act or rules and :eguiatmns promulgated thereunder);
SB(c)(Z), Section 15B(c)(6) (authority to ingtitute t action against an
municipal securities dealer that is a bank). Ses also 1975 Act , SUpra note 23 at 52-

34. Exchange Act Section 15B(c)(6)(A), Section 15B(c)(6)(B), Section 17(c).

35. Exchange Act Sections 15(c)(1) and 15(1:)(2) prohibit the use, by a broker, dealer, or
municipal securities dealer of fraudulent, deceptive or manipulative acts or practices to effect:
any transaction in the purchase or sale of municipal securities. The 1975 Amendments
revised these sections to make clear that the Conymission’s rulemaking authority also applied
to possible manipulative conduct by banks or departments of banks engaged in municipal
securities transactions. Similarly, municipal securities dealers were added to the coverage of
Section 17(a) of the Exchange Act. This section grants the Commission recordkeeping and
rug‘omng authority, and serves. as the reference list for Section 17(b) of the Excha.nge Act,
confers examination authority.

36.  94th Cong., 1st Sess., 121 Cong Rec. 10727 (1975) (remarks of Senator 'rcmn

37, In fact, the Tow.: Amendment added onl Secuon lSB(d)(;., xmpos.ng disclosure
hmxtanons on-the MSRB.

38. See The 1978 Industrial DcchOpmcm Bond Act, S. 3323, 95th Cong., 2d Sess., 124
Cong. Rec. 21,639 (1978). This Act was'a Commission supponed bilk that would have :
subjected industrial development bonds to registration under the Securities Act. No heanngs ..

were held, and this bill was never subject to a vote. See also supra note 10. '

39. Wirth Lmer. m note 10, at 14 (in response to questions relating to municipal
securities regulation; mcommendmg the repeal of the ‘Exchange Act Section lSB(d)(Z)}

40. Se¢e Washington Publi 1pply. Sy Financial Meltdown ]
Before the Suboommime on Minmg. Forest gement, and Bonneville Power _
Administration of the House Committee on- lntenor and Insular Affam 98th Cong., lst .

1033-34 (June !4 198S).

42, Remaﬁ:s of David S. Ruder, Chairman, SEC, to me Pubhc Secunues Assocmﬁon m
Phoenix, Arizona (Oct. 23, 1987) mmu Secu! ; n& Law Report:
(October30 1987).

43, Sce infra notes 104-109 and accompanying text.
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44, Similar problems may arise from the selection, m(hcsamemnner.ofotberbond -
expensinclud;ngfmancmhdvmrsandbmdmmel

45. Letter from William R. McLucas, Director, Division of Enforcement, SEC, to various -
brokers and dealers (June 4, 1993); Merfm Julie K. Lutz, Assistant Duwor Division
of Enforcement, SEC, to various brokers and dealers (July 9, 1993) (follow-up letter).

46. 'I'heMSRBhasoonsxdewdtlusnmepmviousl In 1991, the MSRB staff presented 2

' munonndumwthenouddiscussingpomblcmmmofpohﬁwmuibum In August

of 1991, the Board issued a press release generall ‘disooumgingcomﬁbutionpnmmm
myhﬂegaloznnethm] _: Reports (Scptylwl)atll

47. Rule 15¢2-12 was adopted pursuant to Sections 2, 3, 10, 15(9@9153. 17, and 23 of the
Exchange Act. See Exchangc Act Release No. 26985 (June 28, 1 + 54 FR 28799.

48, Exchange Act Secuon 15B(b)}2)(C).
49. 1975 Act Report, supra note 23, at 47.

50. The antifraud provisions continue to. apply to munici sacuriucs and practices such as
excessive undisclosed mark-ups violate those provisions. m Exchange Act
Section 10(b), Exchange Act Rule 10b-5.

51. The MSRB was given explicit rulemaking authomy regarding; mndnds of pmfwsmal
qualifications, sales practices, recordkeeping, the frequency of

examinations, form and content of quotations relating to municipal securities sales of new
issue mumcxpal secarities to: related -ortfolios duting the underwriting pmod ~nd other. -
a?)e(cg; é:)f( xa)e ‘&(;derwnUng tradin,, and sale of numc:pal » 2curities. Bxchang.- Act “ecidon

52. The MSRB has reminded dealers of their duty. of full dxsclomm under MSRE rule G-
17, and periodically has pointed out specific- items that should be disclosed to the wﬂomerf
For example, in July, 1985, the MSRB stated that MSRB rule G-17 requires muni
securities brokers to advise customers on the taxability of "when-issued® securities,

MSRE Interpretation (July 29, 1985), MSRE Manual (CCH) at §'3581; and in Junc, 1993,
the MSRB published an educational noucc mgardmg detachable call swunucs ‘Sec MSRB:

 Reponts (June 1993) at 17-18

53. See MSRB Interpretation (March 4, !986), MSMM (CCH) at { 3581,

54. |d. ,
55. Inquiries about the customer's financial situation generally are made at or before the
opening of each customer account. MSRE rule G-ﬂ(a)(xi) mqum municipal securities
brokers and dealers to make and 1o keep current the information supplm in the cuswmer
account record £o assist in monitoring compliance with the rule.

56. MSRB rule G-19 states that the dammu not recommend any

, specific transaction in
a security unless, the dealer has reasonable grounds, based on the. mfmmmn available fmm

the issuer of the security or otherwise, for mommmdmg 2 wmhase u!e or other
transaction in the security. See also MSRB mle G-32. - -
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57. See Letter from Hon. John D. Dingeli, Chairman, Cmmmm and
Commierce to Richard C. Breeden, Chatrman, SEC (Jan. 16, 1991). .

58. See letter from William H, Heyman, Director, Division of Market Regulation, SEC, o

mw A. Taylor, Executive Director, M%y 8, 1992). See Remarks of
i Y. Roberts, Commissioner, SEC, at the Public Securities jon, "Customer
Protection and Political Contributions” (May, 26, 1993); and Remarks of Richand Y. =
Robens, Commissioner, SEC, at the Municipal Forum of New York, *Modemize Customer
Protection Rules Too" (April 21, 1993). -

59. Sce MSRB Reports (Sept. 1992) at 3.
60. Sece MSRB Reports (June 1993) at 7.

61, In 1980, the MSRB provided additional guidance to dealers and enforcement agencies
on how 10 determine the faimess and ess of prices. The MSRB noted that the
yield 0 a customer is the most important factor in judging faimess and reasonableness of
price. The yield should be comparable to the amdd on other securities of comparable quality;
maturity, coupon rate and block size then available in the market. To date, the MSRB has
not Msed any amendments to MSRB rule:G-30 concerning fair pricing. See MSRB rule
G-30, MSRB Interpretations (Sept. 1980), MSRE Manual (CCH) at { 3646.

. 62. See Investment Planning. Inc,, Securities Exchange Act Release No. 32687 (July 28, . .
1993); W’ Securities Exchange Act Release No. 31475 (November 18, oo
1992); Staten, 47 SEC 766, (1982); Powell. & Assoc,, 47 SEC 746, (1982); and Crosby &
Elkin, Inc., 47 SEC 526, (1981). ' “ _ -

As discussed, municipal securities are nor exempt from the antifruud provisions of
the Securities Act, the Exchange Act, or the Commission’s antifraud rule, Rule 10b-5, '
adopted pursuant to Section 10(b) of the Exchange Act.

63. 1d.

64. The Commission, the NASD, and the MSRB have combined efforts to prevent sales
practice abuse in the municipal securities market. The antifraud provisions prohibit - '
- excessive undisclosed mark-ups; the MSRE's rules and policies prahibit excessive mark-ups
whether or not disclosed. ‘The NASD enforges MSRB rules and initiates disciplinary actions.
against member firms that charge excessive mark-ups in the sale of municipal socur?t’ns ties.

-65. The Commission has held that, absent countervailing evidence, a municipal securities
dealer’s contemporaneous cost is the best evidence of the current market. Powell & :
vmmu, 47 SEC 746, 747 (1982). That standard has been accorded judicial app
, in the context of corporate securities, legisiative approval. Rarpest v, SE(
F.2d 340 (8th Cir. 1963). See also Securities Enforcement es and Peany Stock
Reform Act of 1990, Pub, L. No. 101-429, 104 Stat. 931 (Oct. 15, 1990}7.5 :i(;nzeﬂm
' ro-

Securities Exchange Act.Release No. 24368 (April 21, 1987), 52 FR 155

66. Crosby & Elkin, Inc., 47 SEC 526 (1981).
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67. Investment Planning, Securities Bxchm Act Reloase No. 32687 (Jnly 29,-1993). The
Commbcnt;ss':fon stated in this case that it did not inter: ] 1o suggest that mark-ups under 4% may
not air,

68. NASDmxlasofFaermme Amelem Smimll

69. Exchange Act Rnle 10b-10(a)(B)(iX(A)..

0. Exchange Aa Rule 10b-10¢(a)(8)(i )m). Moreover, Exchange Act Rule 153»4 adopwd in
1992, requires mark-up disclosure, based on a dealer’s contemporaneous cost, both

customer confirmations and before the trade smnystockmm sanxchmgem
Release No. 30608 (Apnl 28, 1992), STFR } '

‘ "n In all municipal rades, Rule G-15 requires disclosure of the yield at which 2

ected and the resulting doﬂarpdmformmmeﬁmedmaywd
basns Formnsaawnseﬁmedonthehuﬁsefada&mncc,the confirmation must show
the dollar price at which the transaction was effected and the lowest of the resulting yield to
call, yield to par option, or yield to matumy Fortransactnons effected at par, the dollar
price is required to be shown.

72. In 1976, the Commission proposed mg:g:ng customer confirmations to disclose mark-
ups in riskless prin tmnsacuons in all oq;ut securities. Securities Ex

Act Release No. 12 . 16, 1976), 41 FR 4143 ﬁ\mponseweomments.ml 77
the Commission repmg: mqumug disclosure on confirmations of mark-ups in rigskless
principal transactions in non-municipal debt securities. It did not apply its confirmation
requirements to municipal securities to allow the MSRB to develop a confirmation rule for -
thes: secr:lte:, but noted that if. the MSKB chose not to re; ‘re mark-up hsaasum b SN
riskless pmcnpa] wades, the Commission would revisit the question of applying its :
confirmation rule to munimpa] securities. Sacuriucs Exchanga Act Release No. 13661 (June
23, 1977), 42 FR 33349 n.

. After specxﬂcall considering mark-up disclosure for riskless trades in two
public hearings, on Febma.ry 10, 1978, the SRBmfonmd theCommis n that it believed:
that such disclosure was “unnecessary" and “inappropriate” for municipal securities. Letter
from Gedale B. Horowitz, Chairman, MSRB, 1o Se irities and Exchange Commission. (Feb.
10 1978). On October 6, 1978, the Commission -proposed requiring confirmation
disclosure of mark-ups in riskless principal transactions in all debt . Securities
Exchange Act Release No. 15220 (Oct. 6, 1978), while adopting similar disclosure

x;cments for oqmty securities. Securities Exchngc Act Release No. 15219 (October 6,

: The riskless nncipal mark»up dmkmw mquiwmmts for debt securities were
withdrawn in 1982 on cost grounds, Securities Exchange Act Release No. 18987 (Avg, 27

1982), 47 FR 37919, and : disclosum requirements for confirmations-for non

securities were proposed. ecnriti@s Exchange Act Release No. 18988 (Aug 27, 1982)

yield disclosure ents were adopted in 1983. Securities Exdnnge
19687 (Apr. 18 mggS) 48 FR 17583,

73. Mostqualiﬁcmonstesthagwcanwdomunduuwausmmof&MNASDotﬂwNYSE.
74. mmmmnswnx 1993) at 17. | |
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75. Sa¢ supm note 3.

76." As'noted in a recent MSRB proposal, the number of actively traded issues (issues with
four or more inter-dealer trades on a given day) ranges from approximately 80 10 350
issues, with an average of 180 each c!’agz(hued on a review of inter-dealer trading activity
from August 1991 through January 1992). See MSRB, “Planned Pilot for Publishing Inter-
Dealer Transaction Information,” ] '

MSRB Repons (June 1993) at 3.
T7. Approxim; y4.§00mﬁmmmmmm\w.md495mbscﬁbﬂ

to the service electronically. Institutions may subscribe.

78. Bloomberg reaches approximately 30,000 terminals, Quotron reaches appmxmmly

50,000 terminals, and Bridge Data approxim: infy 8,000 terminals, Bl%wm:nﬂs are
actively used for municipal securitics market information. Neither ADP nor provides
any municipal securities quotation, last. sale, or bid information. -

79. The municipal securities market can be characterized as a "negotiated market.” For the
majority of municipal securities issues, municipal securities dealers publish a statement
~ indicating “bid wanted" -- dealers list securities they are willing to sell without quotations.

Dw;xds willing to buy the security would negotiate with the dealer that published the bid
wanted.

80. Kenny maintains approximately 900 dealer accounts: 500 dealers are subscribers t0.
their screens. Approximately 50 to 60 institutions subscribe to the Kenny screen.

81. For example, Kenny provides a municipal securities pricing service to dealers and
ins*tutions. Kenny prices many securities by evaluating. among other thine, the prices of: -
other securities with sir Jar maturities, interest rates, and credit risk. _
82. See MSRB Reports (June 1993) at 3-6. The MSRB published the proposal for public
comment. The proposal has not been filed with the Commission. ~

83. Transparency is important for several reasons. First, transparency is crucial to efficient
pricing mechanisms. Currently, municipal market participants, including investors and
municipal securities brokers and dealers, lack access 10 buying and selling interest in the
form of firm bid and ask quotations and last sale reports for the majority of municipal
securities.  (This is not to say, however, that real-time w is necessary for less
actively traded municipal securities.) Without access to this information, market participants
are at a disadvantage In assessing the value of securities they own or might consider
purchasing in the secondary market. More widely available quotation and price information
would encourage more competition between dealers because it increases. their incentive to

quote competitive markets.
Second, transparency its inyestors to evaluate whether their brokers are treating
them fairly by obtaining the available price and by c!urgu‘lg‘mmblc mark-ups and .
markdowns on their transactions. Without access to the prices that other market participants
are paying for the same security, they cannot effectively determine whether they have paid a
. fair price. When quotation and last sale data ave available on a real-time basis, investors can-
determine whether the price the broker indicates they will receive is the best price inthe
market at that time. Moreover, accurate quote and trade reports allow investors to better.
monitor the size of dealer mark-ups on their transactions. . .
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Transparency also enhances the ability of authorities to carry out their
responsibilities to prevent sales practice shuses in the municipal securities market. The
. antifraud provisions of the federal securities laws apply to municipal securities brokers and
dealers. The lack of published guote and tede data necessarily makes surveillance of the
municipal sccurities market more difficult. Abuses can go unnoticed, and even when noticed,
investigation requires collecting data from muktiple sources which may impede regulatory
coordinztion and investor protéction. The ability to gather complete “and Jast sale
reponing facilitates reconstruction of market activity, which is l to investigating -
fraudulent or manipulative trading activity. :

84. Real-time transaction reporting requires last sale reports to be disseminated within a

reasonable period after the trade. For example, for equity securities within the National -
Market System, brokers and dealers are required to repont transactions within 90 seconds of
‘the trade. See Consolidated Tape Association Plan, Section VIL. For high yield debt . o
securities, the NASD's Fixed Income Pricing System (*FIPS*®) requires brokers and dealers
to submit trade reports within 5 minutes after execution. Sce Exchange Act Release No.
32019 (March 19, 1993), 58 FR 16428." . :

* 85. Exchange Act Section 15B(b)(2)(F). Section 15B(b)(2)(F) provides the MSRB the

authority to include provisions gm%m: form and content of quotations relating to

municipal securities which may be di ted or published by anc{‘ municipal securities

broker, municipal securities dealer, or person associated with such a municipal securities .

broker or municipal securitics dealer, and the persons to whom such quotations may be

- supplied. Rules relating to quotations shall be designed to produce fair and informative
?uotations, to prevent fictitious or misleading quotstions, and to promote orderly procedures:
or collecting, distributing, and publishing quotations. . ,

*86. Exchange Act Section 15B()(. /(C).

87. Section 11A of the Exmge Act grants the Commission authority to oversee the
development of a National Market System ("NMS") to implement certain specified
congressional goals and objectives including: o

(i) economically efficient execution of securities transactions; (ii) fair competition
among brokers and dealers, among exchange markets, and between exchange markets
and markets other than ex .markets; (iii) the availability to brokers, dealers,
and investors of information with respect to quotations for and transactions-in

- securities; (iv) the practicability of brokers executing investors orders in the best
market; and (;r‘) an opportunity for investors' orders to be éxecuted without the
participation of a dealer, - . . S ~ \

Exchange Act Section 11A@UNC)G)-(v).

§8. Exchange Act Rules 11Aa2-1, 11Aa3-1, and Rule 11A23-2. Rule 11A2-] (the
"Designated Securities Rule”) and Rule 11A23-1-(the “Tape Rule®) designate the securities

or classes of securities qualified for trading ia the NMS. Before the adoption of Section
11A, the Commission originally adopted the Tapé Rule pursuant to authority under Section
17(a). Rule 11Aa2-1 defines the term “national market security” to mean any reported- .
security as defined under Rule 11A23-1. Rule 11Aad-1(a) 4 ied security as any
listed security or NASDAQ security for which ' 0

exchange : -which transaction n are required to
be made on a real-time basis pursuant to an phan. Rule 11A43-1(b) requires exchanges
and associations to file an NMS plan regarding transactions in listed equity securities and




NASDAQ/NMS securities. Rule 11Aa3-2-(the “Plan Rule™) emblism pmcedum and -

- requirements for NMS plans.

89. The Consolidated Tape Association ("CTA") pravides for the dissemination of the
consolidated last sale ptices for NYSE and Amex stocks (and regional exchange 1ssues
that substantially meet Amex listing standards). The prices and volume of trades in these

stocks. regardless of the market in which the trade takes place, are disseminated to veadors

~ (such as Quotron and Bridge Data) over high speed data transmission lines. The

Consolidated Quotation System (*CQS") consolidates quotations from all markets and market
mmmwhuef:ommddwumMMmWMWMg
System ("ITS") facilitates intermarket trading in exchange-listed u’;’ﬁ? securities based on
current quotation information emanating from the linked markets. The NASDAQ/NMS plan
provides for the quotation and transaction reporting for the “upper tier* OTC secarities. The
Options Price Reporting Authority ("OPRA") disseminated transaction reports for exchange-

listed options.

90. §ee Letter from Richard C. Breeden, Chairman, SEC, to Hon. Donald W. Riegle, Jr.,
Chainman, Committec on Banking, Housing and Urban Affairs (Sept. 6, 1991).

91. Exchange Act Release No. 32019 (March 19, 1993), 58 FR 16428.
92. Exchange Act Rule 17Ad-1 t0 Rule 17Ad-15.

93. Since the passage of the 1975 Amendments, in addition to the Commission,
commentators have debated the issucs related to disclosure in the municipal securities

Finance Journal (Spring 1991) a1 71; R. Doty, *The Disclosure Process and Securities

Laws,"” Chapter 8, Section 8.07 in D. ‘Gelfland, Stat -and Local 0 nt Debt Financing

(1986). Other commentators have argued that federally mandated aff e rules of

disclosure, however unnecessary they were. ,,qonsidereg to be in the past, are now cssc;!;u;l
closure for Municipal Securities: Issues i eentati .

m Geuis, Yianda

94. Securities Act Saétion 3(a)(7); Exchange Act Section 3(a)(12).

95. The MSRB has no direct authority over issuers and is constrained from acting indirectly
through municipal securities brokers and dealers by Exchange Act Section 15B(d)(2). :

96. One commentator has suggested that because future sanctions for non-disclosure may
occur well after a politician®s term, or at least after re-clection, the politician may discount'
the negative effects of such sanctions. Gellis, Mandatory Disclosure for Municipal _
Secuitics: A Re-evajuation, 36 Buffalo L. Rev. 15, 46-50.(1988). Sce also Craswell &

| GE 408 VNCEnaIn Legal SIRnoaras, 2 J. L. Econ. ‘-&.01'8., 279, .280 (1986)
‘(‘WSE'M thltowm lc:lal :gulcsfm \;zcminmtding the probability gf punishment, risk

verse persons overcomply, but for risk preferring persons, uncertainty strengthens

inceatives to "ndemomply{ M B S y |

97. Government Finance Officers Association, Disc
Government Securities (1991). )

H
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98. omwmmmmmmmmwmmofmmr
Disclog udbos snicipal. itics.. 1992 Updat (1992).,Pubhc o

at GFOA Gmdelmes Appendi
Authorities (project underway)

99, Seec Appendxx C. ,
100. GFOA Guidelines, supra note 99 at i-viii.

101. MSRB rnule G-32 was amended in 1984. Prior to the amendment, the rule mq_mred
municipal brokers and dealers to furnish copies of official statements “upon request” to any
broker, dealer or munmﬁal securities dealer when new.issue municipal scourities were sold.
To strengthcn the rule, the MSRB amended rule G-32 to require that municipal

dealers who purchased new issues automatically be provided with the rule G-32 disclosures
prior to the time confirmation of the transaction is sent. MSRB rule G-32(b)(i).

102. See Exchange Act Ralusc No. 26100 (Sept. 22, 1988), 53 FR 37778, 37785
("Proposing Release™);

103. See Exchange Act Release No. 26985 (June 28, 1989), 54 FR 28799 (‘Adoptmg
Release™).

104. Adopting Release, supra note 103, at 54 Fed. Reg. 28800.

105. This time period runs from the time the official statement becomes available until the
carlier of: (1) 90 days from the end of the underwriting period; or (2) the time when the
official statement is available to any person from a nationally recognized municipal securities
information repository ("NRMSIR"), but in no case less than 25 days fallowmg the end of
the underwriting penod _

106. Exchange Act Rule 15¢2-12(c). The mule contains exemptions for pnmary offumgs of .
municipal securities in authorized denominations of $100,000 or more, if such securities: S )
are sold to no more than 35 investors, each of whom the underwriter reasonably believes
cagnble of evaluating the investment and who is not-purchasing with a view to distribution; -
haveamammyofninemthsoﬂmor;(B)auhnopumoftheholdermybe \
toanassucratlcastasfrequenﬂyaswewninemmnhs ' '

107, Proposing Release, supra note 102, at 53 Fed. Reg. 37779,
108. Proposing Release mmnotemzatszm Reg 37787 mmupmﬁonm |

modified slightly in the Adopting Release. SEC
("M&W"), n Release No. 12072 ¢ A

7, 1989). °
actions, ﬂwmmmofM&meangaginghovusmmﬂhmin
mcipﬂbondundemmmgsaspanofmﬁMwmmtheeﬁmofwMMMin
tbetaxlaws &@ C 2 b Jenrette ties. tion, Exchange Act

E
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Subsecuently, the Commission censured Domldson Lufkin &Jenm&wuﬁws
Cozpomion ("DLY*) for failing to disclose in the initial public offering for M&W, that the.
“"xirm had conducted fmdulwtclosingsofniuﬁﬁpﬂbonduﬁmgs lfnspixeoflmnmgof :

the fraudulent closings, Wswkwm team failed to undestake any evaluation -
:lrs;evnewufmle)amnementsono m:ﬁmmﬂwmmnmmm
Appendix D, p

109. Letters from Richard G. Ketchum, Disector, Dlvmmofmwm SEC.tQ
J V. Ricoobono, Executive che-Pmsmm American Banker-Bond Buyer (Jan. 4

; J. Kevin Kenny, President, Chief Exceutive Officer, 1.J. Kenny Co. (Jan 1990).
andhﬁchaeln.moomberg President, Bloomberg L.P. (Jumary 11, 1990).

110. MSRB rule G-36 requires that brokers; dealers and municipal ﬁmtiﬁes dealers: ﬂm
act as underwriters of municipal securities deliver to the MSRB, -other lhiugs, copies
of final official statements, if such documents are prepared by or on of the issuer.

‘111, The MSIL system was a mved y the Commission on June 6, 1991 Exchange Act

Release No. 29298 (June 13, 1), 56 FR 2819%4. Thc Board also makes the documents
available through its Public Aocess Facility,

112. The continuing disclosure scheme of the Exchange Act, which applies to publicly-held
corporations, does not apply to municipal sacumies issuers.

113. In addition, the lack of secondary market mmpamncy inhibits daalt.rs fmm finding
the market price ofa municipal security.

114, .CMOs were fivst introduced in 1983. The Tax Reform Act'of 1986 allerad CMOs to
be issued + the fir uiof Real Estate Mongage Investment Conduits ("REM Cs”), rmaung
certain tax and accounting advantages for issuers and for cenain large institutional and
foreign investors.

115. "Inmatwes for Municipal Securities Mamez Announced,” MSRB Press Release.
(August 4, 1993).

116. Excbange Act Rule 15¢2-12. &m also Adammx Release, supra m 103.

117. GFOA Guidelines, supra note 97 at 64-80 (gmdehnes-for continuing disclosure).

118. In addition, some counsel in municipal offerings m advising issuers that they may

have an obkgaxion as part of their offemg,gisclosums. to indicate whether or not

mmdwgwmmummmlmmtomwmmmm % Stamas, -
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The Bond Buyer, December 14,°1992, at L :
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124. Stamas, “Investment Company Panel Will Draft Seoondary Market Duclosum
Guidelines,” mmmw July 1, 1992, at 1.

125. The CDI System was approved by the Comuussion Exchange Act Release No. 30556 _
(April 6, 1992), 57 FR 12534, R

126. During the initial phase of rhe CcD1 Symm pﬂm mdary disclosure infomation we:
only :.ccepted from tru.. ses of ruvaicipal securities issuers. Effectivc May 17, 1973, the JL{
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127. In the 151 business days of operaucn through August 25, 1993, the col System
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may or may not be subject to registration with the Commission, Moreover, Congress :
subsequently amended the definition of municipal security to Mmﬂy exempt tax-exempt
industrial development bonds from these requirements.

137. Although the Staff recognizes that difficult problems arise in defining conduit
securities, the Commission previously has addressed these issues in Rules 131 and 3b-5
defining a separate security subject to registration, and they alsohawbwnaddmssed in the
lndustml Development Bond Act of 1978. See supra note 10.

138. Sec Exchange Act Sections 15A(b)(2) (NASD powers); 158(c)(3)~and ) (Commxssxon
- and bank regulatory powers, mspectwely

139. .. the Sen..e Report on the . 75 Ar .udmems explained:

- To a great extent, the debate on this ivotal issue was shaped by the diverse
. character and heterogeneous nature of the municipal secunities industry, composed as
it is of commercial banks subject to direct regulation of the federal banking agencies;
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securities, presently subject to no fedm{ mgulanon

1975 Act Report, supra note 23, at 46. .
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A HISTORICAL OVERVIEW

Municipal securities were granted special status in 1933 in the Securities Act and in
1934 in the Exchange Act, due to the financial expertise of institational iévestors, the then
typiéal purchasers of municipal securities,' and the lack of perccwed abuses in the municipal
securities market as compared to the market for corporate securities.’ Further, Congress |
was concermed that constitutional issues might arise if it attempted to subject municipal
issuers to federal regulation.” Former SEC Clmrman James M. Landis in his later writings
commented that, originally, the drafters of the legislati(m had conte.mplated no exemptions at

:all for municipal securities, though in the end, municipal securities were exempted from |
_coverage of the registration provisions of the SecuzitiesjsAct “for obvious political reasons.™

Drafters of the Svecmities Act included an exemption for municibal securities in the ‘

original legislation.® As a result, the legislative \.h.imarys of thg Securities Act contains little

sblic debate over the excxﬁption. Misreprese=tations hy municipal issuers were appmn_.tly_' '
rare, though not unknown.® In spite of the lack of problems in the municipal securities |
markets, disclosure was-argued by some 10 be as. necessary for investors in municipal
securities as it was for those who purchased cbmoxjate--muﬂties.’ Congress resolved thcse |
,éomﬁeting concerns by approving the bill with a Eroad_emmmion for municipal securities
from all' provisions of the Securities Aci except for the antifraud pmvisiqn of Section 17(a)"."_'
This exemption is codified at Section 3(a)(2) of t.he Securities Act.’

During the consideration of the Exchmga Act the. aext year, debate on the issue of
the exemption for municipal securities was more: lively: Unlike the Securities Act, the
Exchange Act did not originally provide any exemption for municipal securities.” |

- Consequently, exteasive tt;sti.mony was heard on the issue of the exemption of municipal
sectmues from the coverage of the Exchange Act. o N

Municipal securities professxonals arguad that pmvxsxons of the bill regardmg dealers




in securities would be onerous or unworkable when applied to municipal securities dealers.”
Municipal securities professionals also argued that voluntary compliance with the Investrient
Bankers Code of the Investment Bankers Association which mquimd certain disclosure to
customers, would provide. sufficient safcguards 10 cummers
Municipal securities professionals stmnuously argued that mcludmg mumc.xpal
securities within the provisions of the Exchange Act would not enliance their safety or their
value because, unlike the market for corporate securities, there were-few problems in the
" market for municipal securities.” For example, they argued that because municipal bonds
frequently were sold by the issuer on the basis of competitive bids to bond dealers, banks,
or locél indivfdu'als, there was little oppoxtunity for manipulation. It also was argued that
subjecting municipal securities to Bxchénge Act requirements would increase the costs of
issuance.” |
Municipal securities were exempted from most of the provisions of the Exchange
Ac® My . pal securities were not, however, exempted f-om Se “tion 1G{(b) of the
"Exchange Act, which makes ﬁ prﬂawﬁ:l for any person to use manipulative or deceptive
devices or contrivances in connection with the purchasc or sale of any securities in
contravention of rules adopted by the Comm:ssxon _
In 1938, Congress considered amendments to the federal securities laws in what
became the Maloney Act, and the issue of regulatmn of mcxpants in the municipal
securities markets again came to the fore. The Malonay Act cstabhshed 2 scheme of self-
regulation of the over-mcmmgr markets, through registration and empowerment of
national securities associations. Once again, :mémbersr of the municipal securities industry
OPPOSﬂd any regulation, based on the posiﬁbn ihai any such regulation was unnecessary.
Senator Maloney, in -ﬁaspdnding to the opposition, went so far as to argue on a nationwide -
radio broadcast. th&t exemptions for municipal mumms dealars could not be justified on any
principled basis,” In spite of his efforts, theMakmey Act passed without the inclusion of




municipal securities. Indeed, national securities assocmms were. spemﬁcally precluded
from regulating the municipal sacunues activities of their membcrs

Congress again retumed to municipal mmxcs mgu%anon in the 1970s in response to
the growth of the municipal securities markets, the increasing role in this market of |
-individual investors who were not hmssaz_'ily highly sophisticated or wealthy, and instances -

of .de'alcr'lsa!es. practice abuses. For, example, duﬁng.thc early 1970s, the Commission |
| brought seven injunctive actions against 72 municipal securities professionals for a variety of
' abusive pracﬁm, includmg excessive mark-ups, churning of customers’ accounts,
nusmpmscmauons concerning the nature and value of municipal securities, dimgard of
suitability standards, and high pressure sales techniques.' |

The Congressional responsé to these problems in the municipal market was the
promulgation, as part of the Securities Acts Aniendments of 1975 ("1975 Amendments"*),”
of a regulatory scheme for muniéipal securities ‘déalers." That schbme included mandatorj' )
registration of r~ aicipa’ + curities brokers and dealers, and creation of e Mu: ‘cipal
 Securities Rulemaking Board ("MSRB") with authority to promulgate rules governing the
sale of municipal securities. In addition, the 1975 Amendments granted the Commission
broad rulemaking and enforcement authority over all municipal securities brokers and
dealers.

The 1975 Amendments amended the.definition of the term "exempted security” in
Section 3(a)(12) of the Exchange Act to provide that'a municipal security is not an exempted
security for purposes of Section 15, the section requiring registration of broker-dealers. As
a result, firms that dealt only in municipal securities, and that operated on an interstate
basis, were required to register with the Commission as broker-dealers. ~Although the
exclusion for banks from the general broker-dealer definitions™ continued to apply after the
1975 Amendments; these amendments added the definition of municipal securities dealer that
included any person engaged in the buying or selling of municipal securities for its own




account, including a SGparately identifiable department or division of a bank Municipal
securities dealers were required to register under Section 15B of the Exchange Act. Thus,
for the first time, banks were required to register :wi_th the Commission, and became subject
1 the broad regulatory examination and enforcement authority of the Comm_issidn. In
- addition to banks, firms dealing in municipal securities on an intrastate basis, which were .
not previously subject to E.x_chémge Act registration requirements, were requmd to register |
as municipal securities dealers. o | '
‘ Section 15B of the Exchange Act also established the MSRB as a self-regulatory
organization (*SRO") for brokers and dealers in municipal securities. The Board of the
MSRB has 15 members that represeat two cawgories of mtmicipal securities market
professionals, as well as members of the public. vae members represent non-bank bmker~ -
dealers, and another ﬁvc represent bank dealers. The remaining five, which may not be
associated with any broker, dealer, or municipa.-l securities dealer, represent the public.”
Dne of th se public represe: .atives .5t réprem‘ issuers, The MSRB, untike other- SRC:
was not given inspection or enforcement powers, nor was it created as a membership
orgahization. | | - ‘ ;

In establishing the MSRB, Congress created a single rulemaking. body whose rules
applied equally to banks and non-banks. The MSRB, undér the Commission's supervision,
was given rulemaking authority over municipal securities brokers and dealers in the areas,
among others, of professional qualifications, recordkeeping, Quotations, and gdvenising.’_‘

Congfess divided msponsibility for enforcement of MSRB rules. Bank regulatory
agencies were granted enforwnem authority regarding these rules over bank mumcxpal
securities dealers.” The National Association of Securities Dealers, Inc. ("NASD") was
granted enforcement authority over non-bank firms registered pursuant to Section 15(a) or
Section 15B(a)(1) of the Exchange Act.” The 1975 Amendments make clear, however, that

the Commission has broad disciplinary authority over all municipal securities brokers,
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dealers, and their associated persons.” Enforcement activities regarding: municipal securities
declers must be coordinated by the Commission, the NASD, and the-appropriate regulatory
~agency.”® The 1975 Amendments also extended the Commission's specialized broker-dealer
~ antifraud, recordkeeping, and reporting rulemaking authority to municipal securities
dealers.” ) ;
The 1975 Amendments did not create a regulatory mgi:ne. for municipal issuers or .
impose any new requirements on these municipal issuers. Indeed, Section 1SB expressly
" Limited the Commiésion's, and the MSRB's ability to establish municipal issuer disclosure
requirements. Seétion 15B(d)(1) of the Exchange Act prohibits the Commission and the
MSRB fro_m requiring municipal securities issuers, either directly or indirectly, to filyany
application; report or document with the Commission or MSRB RLOr to any sale by the :
issuer. This section does not, by its terms, preclude the Commission from promulgating
disclosure standards in municipal offerings, although there is no express statutory authoﬁty
ontained in ihe Exch:s ge Act over disc!sure b 'ﬂunicipﬂ.l issuers. Section 15B(d)(2) of -
the Exchange Act prohibits the MSRB, either duectly or indirectly, from requmng issuers to
furnish investors or the MSRB with any “report, documcm or infonnanon not generally
available from a source other than the xssuer_. Tms section was intended 1o make clear that
the legislatioﬁ was not designed to subjcct smes; cities, .countics, or any other munit;ipa]
| authorities, to any disclosure requirements thaf'.ﬁﬁght be dewsed by the MSRB.® These
sections collectively are known as the “Tower Amendment."™
Durmg the last 18 years, several attempts were made to increase the amount of

disclosure avnﬂable in the municipal securities market. - No changes ultimately resulted. In
1976, after New York City defaulted on itswﬁganding sek:uﬁties‘,"‘ Senator Thomas
Eagleton pmpOsed a bill which would have remaved the exemption in Section 3(a)(2) of the
Securities Act for’securities of mumcnpal issuers, thus subjecting municipal issuers to the -

registration and other provisions of the Securities Act.” The Commission opposad tha: bill,




whiéh was overshadowed by a concum'_biﬂ, the Mun'iciﬁal Securities Full Disclosure Act

of 1976.* This bill, introduced by Senators Harrison A. Williams and John Tower,” would

bave required municipal issuers to provide initial as well as ongoing disclosure through ‘
- »distribution statements* and annual reports, While the bill provided that distribution

statements would be made available to Brokem and dealers for prospective purchasers, and

would be filed at a central repository, it contained no “"prefiling" requirements.® Moreover,

it made no provision for a Commission review process of issuer disclosures. While the
 Commission sgppéﬂed this bill, the bill was opposed by municipal securities issuer groups
as too far-reaching,” and died m Committee. | '

The bill was resurrected in 1977, modified, and re-introduced to Congress by
Senators Williams, Proxmire, and Javits as "The Municipal Securities Full bisclosure Act of
- 1977" (the *1977 MSFDA bill*).* Under the 1977 MSFDA bill, as under the Municipal
Securities Full Disclosure Act of 1976, all municipal issuers would have been required to
prepare an .-fering docusient to be ssed in the public :ale of _courities. The 1977 MSFDA- .
bill went further, however, and granted the Commis_sion authority to promulgate disclosure
rules (within certain parameters) and to adopt _ciiffamxitial wunmmts for various sizes and
types of issuers and offerings. This grant of a;uthox;ity- may have been in response to
testimony of then-Chairman Hills that the C@ﬁamission believed the "creation of siandards
for disclosure” in municipa]_.offerin-gs was. an apﬁmpﬁate Commission role.

The 1977 MSFDA bill also would have required municipal issuers with mose than
$50 million principal amount in _sccuritiés outstanding to prepare annual reports and reports
of events of default, Further, the 1977 MSF}:SA bill would have granted the Commission
broad authority to specify the form and manner in which the required firiancial infnmtion
- would be prepared and audited. No hearings were held, and no vote was ever taken on this
bill. | |

In 1979, Senator Williams introduced the Smte;and-bocél Government Accounting
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and Financial Reporting Standards Act of 1979, a bill that would have created nationally
recognized accounting and financial reporting standards. The bill would have:created the
Institute for State and Local Government Accounting and Financial Reporting Standards
(Institute”). Compliance with standards, promulgated by the Institute, would have been
voluntary, and the bill would not have empowered any ennq to enforce the institutc‘s
standards. Substantially the same bill was reintroduced in 1981 by Senator Williams. as the
State and Local Government Accounting and Financial Rq:ortmg Smduds Act of 1981.°
‘_ No hearings were held on either bill, nor was either the subject of a votc
The Commission also has mcomnwnded leglslatwc changes and in pm:cular |
questioned the wisdom of Exchange Act Section ISB(d)(2) s In 1985, tbe Commission
advocated the repeal of Exchange Act Section ISB(d)(Z) in. the aftermath of the default on
bonds issued by the ‘Waslungton Public Power Supply System ("WPPSS").“ The 1983
default on $2.25 biltion of bonds issued between 1977 and 1981 by the WPPSS was the
largest non-payment d*- ult in municipal bopd Tistory. A Comm wsion i7 . stigation into the
circumstances of the default highlighted the deficient disclosure made to investors in WPPSS
securities.” The Commission suggested that deletion of Exchange Act Smtion' 15B(d)(2)
waﬁ a way to strengthen municipal securities disclosure, im’d was the “least intrusive™ means
of improving the flow of information to investm's.“ -In 1987, Chmman David Ruder again
called for repeal of Exchéxige Act Section 15B(d)(2), bmmpted .by. a.cdnccm ‘that issuers
were not making copies of disclosure statements available to underwriting syndicates.” The
Commission subsequently acted directly to address the issues highlighted by Chairman Shad
and Chairman Ruder in its adoption of Exchange Ac;t’"Rulc 15¢2-12 and aoconipanying

interpretation concerning the due diligence obligation of municipal securities underwriters.




ENDNOTES -

- L Hcarmgsons Res. 84, S. Res. 56, and S. Res. 97 Before the Scnate Committee on
Banking and Currency, 73d Cong., 2d Sess. 7443. (1934)

2. H.R. Rep. No, 85, 73d Cong., st Sess. 7 61933),

3. Id. at 14. The framers of the Constitution were concerned with creating a system in
‘which power would not be unduly concentrated in the federal government. Thus, while the
Constitution provides that certain powers may be exercised only by the federal government, .
nalsorc;ewescmmnpowerstothe states, and provides that some powers may be - -
exercised conoumntl\ mdcpendcml b ‘both the federal government and the states, See
L. Tribe, American Constitutional 12—2(2desd 1988). also Hoke v. United States,
. 277 U.S. 308 (19t3) The fmners concern was underscored by the Tenth Amendment to
the Constitution, which provides that all powers that are not otherwise delegated to the
federal government or prohibited to the states, are rescwed cuher to the states, respectively,

: ortothcpeople U.S. Const. amend. X.

While numerous federal laws have been challenged as violative of the Tenth
Amendment, the Supreme Court generally has sustained laws that affect matters otherwise
- controlled by the states when such laws were enacted pursuant to power delc ed 10 the
federal government by the Constitution, See, ¢.g., Mope Department L Services,
436 U. S 658 (1978) (holdmg that local governments could be held hablae ﬁ)r cml rights
violations pursuant to 42 U.S.C. § 1983); Fry v. United States, 421 U.S. 542 (1975)
(holding that the Tenth Amendment was not violated by the enactment of the Economic
Stabilization Act of 1970, which authorized orders and regulations to stabilize salaries, even
though such actions could restrict tt. wages of state employ~s); United Sater 7, O -ii, -
366 U.S. 643 (1961) (holding th. a fedcral law which provided that the pmpeny of 1ntestate

- weterans without heirs who died in U.S. veterans’ hospitals would escheat to the federal
government, rather than to the state as provided by state law, did not violate the Tenth
Amendment). See also New York v, Richardson, 473 F.2d 923 (2d Cir, ), cerl. denied 412
U.S. 950 (1973) (holding that provisions of the Social Security Act requiring state and local

govemnments to share in fiscal nsibility for welfare payments did not violate the Tenth
Ameudmem by depriving states of funds that muld otherwise be used for purely state
Oklahoma v ervice Commission, 330 U.S. 127 (1947) (holdm that the

- :Ephmmn of the Hatch Poliucal Activity Act to mploym of state and local governments
d not violate the Temh Amendmem when such employees’ principal employment was
financed, in whole or in gan y federal loans or grants). Cf.
Usery, 426 U.S. 833 (19 6) (sharply divided Court held that the Commerce Clause did ot
empower Congress to enforce the - minimum-wage and overtime provisions of the Faur Labor
Standmls Act agmnst the states "in areas of mdizional governmental functions"),
onig 1sit_Authority, 469 U.S. 528 (1983).

Recently, in South Carolina v. Baker, 485 U.S. 505 (1988), the Supreme Court held
that the Tenth Amendment had not been violated by a federal tax code provision that -
removed the federal income tax exemption for interest earned on certain state and local
bonds unless such bonds were issued in registered (as opposed to bearer) form. Since both
 parties agreed that this provision effectively forced state and local governments to issue all -

their bonds in regiStered form, for the pu of its Tenth Amendment analysis, the Court
treated the law as directly prohibiting the issuance of bearer bonds. Citing Garcia, supra, the .
Court stated that the Tenth Amendment limits on Congress’ au mg to regulate state
activities "are structural, not substantive -~ L., that States must find their protection from
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congressional regulation through the national po not through judicially defined
spheres of unregulable state activity.” South Caroli aker, 485:-U.S. at 512 (cting
reia~ 69 U.S. at 537-554). While noting that the Stat not alleged it had been denied
“of its right to participate in the political process, but rather argued the law was "imposed by
the vote of an uninformed Congress relying on incomplete information,* the Court. stated:

[N}othing in Qam_@ or the Tenth Amendment authorizes courts to second--
guess the substantive basis for congressional legislation. . . . Where, as here,
the national political process did not operate in a defective manner, the Tenth -

Amendment is not implicated. ’
South Carolina v, Baker, 485 U.S. at 513 (emphasis in original) (citation omitted). After the
Court’s decision in Sout ina v , it is unlikely that a congtitutional challenge to

. Congress’ authority to enact legislation pertaining t0 municipal securities would be
- successful. B : .

4.- Landis, The Legislative History of the Securities Act of 1933, 28 Geo. Wash. L. Rev.
29, 39 (1959). He also noted that “the mayors of our various cities rose up en masse when
we tried to bring the issuance of municipal securities under the 1933 Act.® J. Seligman, The

ansformati f Wa wet (1982) at 65 (citing letter to Manuel Cohen from James
Landis, Cohen SEC Papers. vol. 41, item 7.) _

5. See S. 875 (Confidential Committee Print), 73d Cong., 1st Sess. 21 (Mar. 13, 1933).
Section 11(a) of the bill exempted from registration any sﬂcumi issued or guaranteed b{.thc-
y ia

United States or any territory or insular possession thereof, or by the District of Colum
or by any state of the United States or political subdivision or agency or institution of any

ate or states.

6- (53 3 | . SETore §iv b
1st Sess. 232 (1933) (testimony of M.
Savings Bank, Chicago, Illinois).

7. Id. at 65 (testimony of Col. A. H. Carter, Chairman of the New York State Society of
Certified Public Accountants). ' \ a .

8. Section 17(a) of the Securities Act prohibits the making of false or misleading statements
in connection with the offer or sale of securities. This antifraud provision of the Securities
Act applies to municipal securities by virtue of Section 17(c), which states that exemptions
from Section 3 of the Securitics Act shall not apply to Section 17. Municipal securities
transactions are not subject to Section 11 of the Securities Act, which imposes liability on

_ ns for misstatements or omissions of material fact in a registration statement, or
Section 12(2) of the Securities Act, which imposes liability on those who offer or sell
securities through the use of misstatements or omissions of a material fact in a prospectuses
or oral communication. o _ R

ee on Banking & Curreacy, 73d Cong.,
, Vice President, Harris Trust and

H

9. Section 3(a)(2) of the Securities Act, as finally adopted, exempts “[alny security issued
or guaranteed . . . by the District of Columbia, or by any State of the United States, or by
any political subdivision of a State or Territory, or by any public instrumentality of one or
more states or teryitories , . . " from the provisions of the Securities Act. -
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11 Id. at 7037-46 (Statements of Archibald B. Rosmvclt. Pmsldcm Roosevelt & ngold :

Inc,, and George B. Gibbons, President, ge B. Gibboas & Co., Inc.; municipal bond
dealers, New York, New York). Specifically, Messrs. Rooasevelt md Gibbons noted the
deleterious effect on the municipal securities industry of provisions in the bill concerning,
among others, limitations on dealer commitments of net capital, separation of broker and
dealer functions, and requirements of mdq)endem audits’ and SEC registration.

12. Id. at 7040-7041,

13. Id. at 7443, 7445,
14. Id. at 7444,

('-1975 Act Repo) e

.16 Secnon 3(a)(12)(A)(iii) of the Exchange Act dcﬁrm municipal securities as “exem
sceurities.” The term “municipal securities® is defined, in relevant part, in Section 3(a (29).
as securities which are "direct obligations of, or obhgatmns guaranteed as to principal
interest by, a State or any political subdivision thereof, or any instrumentality of a State or
- any ‘political subdivision thereof, or any mumcxpal corporate instrumentality of ene or more'
States . " The definition of an exempt security in Securities Act Sectnon 3(a)(2) is \
dxffemnt from thm of the Exchange Act in that Section 3(a)(2) exempts secmmxes 1ssued or .
guarantéed . . . by any State . . . "S_galmaumnnote .

17. Seligr. ., supra notc 4, at 187.

18. The Maloney Act, Pub. L. No. 719, 52 Stat, 1070 (1938), added Smtnon 15A to the
Exchange Act. See Exchange Act Section lSA(f)(l)

19. 1975 Act Repont, supra note 15, at 43.
20. Pub. L. No. 94-29, 89 Stat. 131 (1975).

21. Municipal securities were traded by three types of entities: registered broker-dealers,
who bought and sold municipal securities in addition to engaging in other securities
activities; sole municipal brokers and dealers, who dealt exclusively in municipal securities
and thus avoided registration with the Commission; and banks, which traded
obligation municipal securities pursuant to an exclusion from the Glass-Steagall Act for
general obligation bonds. Despite the Glass-Steagall Act prohibition of bank securities
activities generally, national banking associations are permitted undcr 12 U.S.C. § 24(7)
(1988) to deal in, und@rwme and purchase for their own account " obligation bonds
of any State or any political subdivision thereof . *. General obligation bonds have been
interpreted to incl revenue bonds uncondmomﬂy guazantwd by an obligor possessing
general powers of mnon.\md m somc cam, mwcnuc bonds backed by a bank lmer of . =
Mt sm M Cﬂpﬂﬂdes, A L il IRCL ) Deiin. ' ,
ng Companies 31-34 (1993)

22, See, &.8.; Exchan e Act Sec:tnon lS(c)(l), Section 15(c)(2), Section l‘l(a), Section
_ l7(b), Section lSB(c)(l), Section 15B(c)(2), MOn 21¢a)(1). :
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23. Banks, due to their limited involvement in securities activities in 1934 pursuant to the
Glass-Steagall Act prohibitions, were not included in the broker-dealer registration
provisions of the Excrange Act. The Commission long has maintained that bank securities
activities, which have increased dramatically over the last decade, should be regulated in the
'same manner as non-bank securities activities, and that the exclusion for.banks from broker-
dealer registration requirements is no longer justified, See, ¢.p., Testimony of Richard
Breeden, Chairman, SEC, Concerning S. 543 and S. 713, Before the Senate Committee on
Banking, Housing and Urban Affairs (May 7, 1991). The Commission continues to believe

that bank securities activities should be conducted outside the bank in a subsidiary or
affiliate that, as a broker-dealer, is registered with the Commission.

24. Exchange Act Section 3(a)(30). Under Exchange Act Section 15SB(b)(2)(H), however,
s delegated to the MSRB the power to define by rule the manner of determining the
. separately identifiable department or division of a bank. MSRB rule G-1 sets forth a test for
determining the separately identifiable department or division of a bank along functional

25. Exchange Act Section 1SB®)(1).
26. Exchange Act Section 15B(b)(2). |
27. Exchange Act Section 15A(b)(2), Section ISB(cX3).

28. Exchange Act Section 15AM)(7) fequires the ﬁASD to have rules pmviding for the
iscipline of members who violate the MSRB's rules. In addition, criminal sanctions are also
possible. See, ¢.g., Securities Act Section 17(a)(1), Section 17(a)(2), Section 17(c).

29. Sec gener:lly Exchange Act Section 15(b)(1), Section 15B(a)(2) (rugistration
requirements); Section 15(b)(4)-(5), Section 15B(c)(2)-(3) (power to suspend, revoke or deny
the registration of a broker or dealer or municipal securities dealer); Section 15(b)(4),
Section 15B(c)(4) (power to impose appropriate limitations on the functions and activities of
any person who violates the Exchange Act or rules and regulations promulgated thereunder);
Section 15B(c)(2), Section 15B(c)(6) (authority to institute ind t action against any
g;’unicipal securities dealer that is a bank). See also 1975 Act t, supra note 15, at 52-

30. Exchange Act Section 1SB(C)(6)(A), Section 1SB(c)(6)(B), Section 17(c).

31. Exchange Act Sections 15(c)(1) and 15(c)(2) prohibit the use, by a broker, dealer, or
municipal securities dealer of frapdulent, deceptive, or manipulative acts or practices to
effect any transaction in the purchase or sale of municipal securities. The 1975 Amendments -
revised these sections to make clear that the Commission’s rulemaking authority also applied
to possible manipulative conduct by banks or departments of banks engaged in municipal
securities transactions. Similarly, municipal securities dealers were added to the coverage of
Section 17(a) of the Exchange Act. This section grants the Commission recordkeeping and
reporting authority, and serves as the reference List for Section 17(b) of the Exchange Act,
which confers examination authority. : | o

32. 94th Cong., Ist Sess., 121 Cong. Rec. 10727 (1975) (remarks.of Seaator Tower),

33. In fact, the Towef Amendmem added only Section 15B(d)(2) imposing disclosure
limitations on the MSRB. G
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fiscal crisis of major proportions. See SEC, Final Report jn

34. Just after the consideration of the 1975

Amendments, New York City experienced 2
ML E. D1 actions In

‘ , ~ Submitted to Senate Committee on Banking, Housing
and Urban Affairs, 96th Cong., 1st Sess. (Comm. Print 1979) ("Final Report™). From
October 1974 through March 1975, the city issued approxisately $4 billion in short-term

“debt securities, reaching record levels of outstanding debt, Inc -concern about New
. York City's solvenczelred to the city’s inability to place:any further in the public

markets, By November 1975, the city was unable to meet its maturing obligations as they
came due. As New: York State attempted to remedy the crisis through legislation, the prices
of New York City securities fell sharply, causing public investors who sold their securitics
to incur substantial losses. Ses Final at 1-2. See alsp Shalala & Bellamy, A State:

\ ity: The New Yo , 1976 Duke L. J. 1119, 1127-32 (describing various
funding mechanisms to save the City from default}, -

The Commission staff prcpamd a cdmpwhcnsivc report, resulting from its 19 month
investigation into the conduct of persons participating in the events leading to the city’s
fiscal crisis, which concluded that the city’s budgetary, accounting, and financing practices

. provided a distorted picture of the City's financial condition. Securities and

LOMIN on Staff Report on Transactions_in Securities of the City of New York, ‘

ubcommittee on Economic Stabilization, House Committee on Banking, Finance and Urban
Affairs, 95th Cong., 1st Sess. (Comm. Print 1977) at Chapters Two and Three. ("Staff-
Report”). The Staff Report also concluded that underwriters, bond counsel, and rating
agencies had failed to meet their responsibilities to the-investing public in the sale of New
York City securities. Staff Report at Chapters Four, Five, and Six. The Staff Report stated
that "[t]he City's securities offerings were carried out without adequate disclosure. Asa =
result, the public's principal source of information, besides the stream of confusing and-
contradictory statements in th= press ‘was the representations by the City and the

~ underwriters attestiri; to the safety and security of City notes.” Id. at Chapter Four, p. 74.

Further, the Staff Report concluded that "[bJased upon the record of this mvestx;_gation, it
appears that both [the rating agencies] Moody’s and S&P failed, in a number of re s, to
make either diligent inquiry into data which called for further investigation, or to adjust their -
ratings of the City’s securities based on known data in a manner consistent with the

mncfuds in which prior ratings had been based." Jd. at Chapter Five, p. 31. Finally, the
Staff Report found that "when 1Put on notice of circumstances that called into question
matters basic to the issuance of their opinion, bond counsel should have conducted an
additional investigation.” Id. at Chapter Six, p. 81.

The Commission, after completing its investigation, determined that no enforcement

roceedings should be instituted. The Commission based this decision on a number of

actors, including the change in the City's administration, and various remedial actions taken
by the City. Final Report at 5. The Commission did, however, conclude that "the public -
interest [would] best be served by Commission efforts in mglpon.of legislative solutions to-.
the complex problems existing in the municipal securities field.” Id. See also jd. at 15-23.
(noting the Commission's support of the 1978 Industrial Development Bond Act, and
reviewing other legislative efforts). The New York City erisis did, however, spawn a great
deal of litigation. See In re New York Securities Litigation (S.D.N.Y. 1980), Fed. Sec. L, -
Rep. 197,258 (l980);\€omment, Municinal Bonds: If Default is Here, Can Disclosute Be .
Far Away?, 41 Albany L. Rev. 545 (1977).

35. S. 2574, 94th Cong., 1st. Sess., 121 Cong. Rec. 33,907 (1975).




36, S. 2969, Securities Full Disclosure Act of 1976, 94th Cong., 24 Sess., 122
Cong. Rec. 3319 (19 6). | |

37. Atthe ume, Senators Wnlhams and Tower were the Chairman and ranking member,
respectively, of the Senate committee charged with overseeing the Commission.

38. A “prefiling" requirement is one which mandates that the issuer file disclosure
documents with the Commission prior to the sale of the securities described therein.

 39. This bm was sed by the National League of Cities, the United States Conference
of Mayors, and Mumci Finance Officers Association (late.r re-named the Government
~ meee Ofﬁcers ’ txon) m Mnmlpal Samnuc:s Full stclosum Act of 1976 '

H R. 15205 mtroduced by gressman John M. Murphy, was identical to S. 2969 Thc .
Subcommittee never vmed on the bill. -

40. S. 2339, Municipal Securities Full Dnsclosure Act of 1977, 95th Cnng lst Sess., 123
"Cong. Rec. 19"',’" (December 1, 1977).

" 41. S. 1236, State and Local Government Accounting and Financial Reporting Standards
Act of 1979, 97th Cong., 2d Sess. (1979).

42. S. 610, State and Local Government *ccok.:ting and Financml Rﬂpoumg Standards Act
of 1:181 Q%h 8;.0113 2d Sess. (ﬁ}Sl) The Govammental Accounung Standards Board was °
created in

43. See The 1978 Industrial Development Bond Act, §. 3323, 95th Cong., 2d Sess., 124
Cong. Rec. 21,639 (1978). This Act was a Commission sup[;orted bill that would have
subjected industrial developmcm bonds to registration under the Secum:es Act. No hearings
were held, and this bill was never subject to a vote. .

44, Letter from SEC Chairman John Shad to Hon. Timothy E. Wisth, Chmman

Subcommittee on Telecommunications, Consumer Protection, and Finance (Mar. 12 1985)

~ at 14 ("Wirth Letter”) (in response to questions relating to municipal securities regulation;
moommendmg the repeal of Exchange Act Section ISB(d)(Z)) :

Before the Subcomminee on Mxmng Forest Mamgmmt -and Bonneville Power - _
Administration of the House Committee on Immor and Insular Affa:rs 98th Cong Ist
Sst (June 10, 1933), SEC' Staff Report on the Investis I Miiter o nsactions

46. Wirth Letter, notc.44, atl@; mﬂm 24 Securities Regulatis
1033-34 (June 14, 1585) '

47. Remarks of Dav:d S Ruder, Chairman, SEC, 0 the Public Secumm ‘Association in
Phoenix, Arizona (Oct. 23, 1987). See also 43 Securit _ Law Report 1649
(October 30 1987,
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MUNICIPAL BOND DEFAULTS
-  ANOVERVIEW

Historically, municipal securities have had significantly lower rates of default’ than
corporate and foreign govemment bonds.” Moreover, the risk of ultimate non-payment for
mumpaldebusshgm bmhwhencompamdmto&alnmmmpaldebtoumdmgmdtwl -
municipal debt in default.’ AT

Municipal debt default rates vary considerably with the type of bonds issued. General ’_
‘obligation bonds typically expene_nce the lowest incidence of default. As one study
demonstrated, during the period from 1980 through 1991, of 726 defaulted municipal issues.
representing $8.63 billion in principal amount, no general obligation bond defaults Wém
rcpdrted.‘ In addition, rated bonds tend to have much lower mtes of déféuh than non-rated |
bonds.* 'A,lthoug’h- larger issues tend to have fewer defaults than smailer issﬁes, this- -
a’ppamntiy is because there are fewer larger issues.’ As one industry group study has

‘shown, the default rate for municipal bonds issuéd between 1986 and 1991 is higher for
issues greater than $10 fmlhon but less than $100 mmmn, than for issues outsxde those
ranges.’

In addition, munic’ig;dlr debt default .mtesaviary dep@ndmg upon the purpose for whic‘:b
bond proceeds are used. While. health'camy-relmd ﬁmm:mgs have. the largest incidence of
dcfault,' industrial development bonds and fwusing,related‘ bonds also have high default
rates.” Commentators have speculated that the incidence of default is inversely related to the
extent to which the funded project is associated with traditional municipal functions.




ENDNOTES -
1. A default occurs when an issuer fails to pay uucmst or pmmpal on its securities. Thus,

a default may be only a brief interruption of payments, or payment from a reserve fund, and
* may not. indicate that @ayment of the un debt is in doubt.

2. For example, in 1932 before the enactment of either the Securities Act or the Exc
Act, approximately 1.8 percent of all municipal bonds were in default while 3.5 percent, 2
percent, and 19.4 percent of railroad bonds, industrial bonds, and- fomgn bonds,
- respectively, were in default. J. Seligman, The SEC and Future of Finance 297 n.17 (1985)
(citing J. Spiotto, "Mumcnpa] and Corporate. Bonds: Anﬂym of Defaults and Remedies,” in
-J. Spiotto, Bonds; Defaults and Remedies (PLI Real Estate Law and Practice Course
Handbook Series No. 2 b ( While defanlt rates have varied considerably over the
m nicipal bonds have consistcntly had a lower default rate than corporate bonds.
the rate of municipal defaults averaged .25 percent between 1945 and 1975, the

default for corporate bonds was approximately .40 percent in the 1940s and 19503 .03
percent in the 1960s, and .02 percent in the 1970s. Id. (citations omitted). Corporatc
defaults reached a record high in 1991, with 88 issuers defaulting on an esnmawd $25. 5
billion in debt. Standard & Poors Cmdxtrcvww Comporate Default, Rs ransition Stud
Updated 1 (Jan. 25, 1993). In contrast, a total of 12} nmmpal bond msues defaulted m
1991 represemmg apprommately $2.5 billion in debt.. Municipal Bond De - The

0} ) je_in Review 17 (3.J. Kenny Co., Inc. 1993) ("Kenny De Fault Report“)

) Historically, the amount of permanent losses on mumcapal debt is small when compared:
to the amount of municipal defaults. For example, permanent losses on principal and interest

for the period 1945-1965 were less than .01 percent of the total debt outstanding in 1965. Of

the $13.5 billion of municipal bonds in default in 1932, onl $200 million, or 1.48 percem
of the bonds in default were permanent losses. Sege A. :

Municipal Securities: A Reevaluation, 36 Buffalo L. Rev. lS 26n30 19 (citing J.
Petersen, The Rating Game llO 111 (1974); G. Hempe 19-21 (1971); .
igman, Mumgcipal .n..x_ 9 Del. J. Corp L 651-521117 (l 84)),A Gellis,
Mandatory D upicipal Securi [ssues in Implem ion, 13 J. Corp. L.

65 85n ’76 (198‘7) (citmg.’! Pelerscn, [he. '; ] me. 2 111 (1974),w Srmth 1]]9

244 (1978)).

4. Kenny Default chon, supra note 2, at 1-2..

5. 1d. Accordmg to the Kenny Default Repont, of the total municipal bond defaults between
January 1, 1980 and December 31, 1991, 98 were rated issues and 628 were non-rated :
issues. Appromatel 1.93 perccnt (32. 99 billion) of the total dollar volume ($155.31
billion) of non-rated bonds sold between 1980 and 1991 defaulted during that period,

representing approximately 2.12% (522) of the total number of non-rated issues (24, 603)
sold during that period. In contrast, approximately 0.27 pewent ($3.36 billion) of the total

“dollar volume ($1.24 trillion) of rated bonds sold during &e riod defaulted, or .
approximately 0.08% (53) of the number of rated msucs (69,656) sold during that period.

Id. at 1. Moreover, the study showed that the average time to default for rated bonds (90. 61
months) was- approximately g? percent greater than the average time 0. ddault on non-rated
bonds (57.83 monﬂls) 1d. Sm also Pubhc Secumies Association, An Examination of Non
ated M pal Defaults 1986-1991 4 (Jan, 8, 1993) ("PSA Dcfau!t Rspon"), sbowmg that
appmxxmately 2 p@mem (Sl 28 billion) of the dollar volume ($64.3 billion) of non-rated

bonds sold between 1986 and 1991 defaulted. The conclusions of this study have been o
criticized, howwer, as being skewed toward f‘mding iewr;r than acmal defaults, in Iight of a




ﬁnding‘pl:r the Kenny Default Report that the average time of default for an unrated
municipal security is slightly less than six years after issuance. See, ¢.g., B. Stein, Mipus
is - New Light-is Shed on Default Rates, Barron's, May 31, 1979, at 22. The PSA
Default Report itself seems to support this analysis, in that it shows a 6.2 percent default
rate for bonds issued in 1986, compared to 2.7 percent, 2.2 percent, 1.8 percent, 0.5.
t, and 0.0 percent default rates for bonds issued in 1987, 1988, 1989, 1990, and
991, respectively. PSA Default Report at 4. '

6. Kenny Default Report, supra note 2, at 1-2. According to the Kenny Default Report,
almost 90% of all the non-rated defaults between 1980 and 1991 occurred on issues that
were less than $10 million in size. See also PSA Default Report, supra note 5, at 6-8,
showing that 79% of the non-rated municipal bond defaults between 1986 and 1991 were on
issues of less than $10 million. - ' ' e .

7. PSA Default Report, supra note 5, at 6-8. Specifically, the PSA Default Report showed
that the default rate in this time period-(calculated by number of issues) were 1.0% for
issues of $10 million or less, 2.5% for issues between $10 and $100 million, and 1.6% for -
issues greater than $100 million. When calculated by dollar volume, the default rates were
2.0%, 2.1%, and 1.7%, respectively. _ :

8. PSA Default Report, supra note 5, at 4-5 (showing that the default rate between 1986
and 1991 was 6.3% for health care issues, 2.7% for industrial related issues, and 2.6% for
housing related issues). See also Kenny Default Report, supra note 2, at 2 (showing that
approximately 76% of all non-rated defaults between 1980 and 1991 by dollar volume were
on health-care bonds (46%) and industrial development bonds (30%).
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9. Kenny Default Report, supra note 2, at 2, noting “the incidence of default among all .
bonds in the study appeared to be inversely related to the 'essentiality’ of the bond-ﬁnmced. ced
projects.” In the authors® view, a utility project is more “essential to the proper functioning.
of a municipality than is a housing project, factory, or nursing home." Moreover, the
authors stated that they found evidence that many non-rated defaults occurred on projects of
a highly speculative nature, such as nursing homes, rather than on less speculative projects,
such as those for local utilities. Id. ‘ : _ ' :
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A COMPARISON OF THE GFOA GUIDELINES
CORPORATE DISCLOSURE REQUIREMENTS
As discussed in this Report, the disclosure pmvxded in municipal ofﬁcml statements
commonly is less comprehenswe than that mquued of corporate issuers under Commission
registration rules. Even municipal disclosures that fully follow the Government Finance
. Officers Association’s ("GFOA") Disclosure _ over ‘
s_mmugs ("GFOA Guidelines")' would differ from tho.w wqumd of corpomte issuers in a

number of respects. - These include disclosure of compensation and matenal relationships,’
related party transactions,’ financial statement. reporting,* accounting,’ and auditing l

standards’, and information on credit enhancers.’  In addition, the antifraud provisions of the
federal securities laws, which are the only current federal laws governing disclosure by
municipal issuers, do not pfovida specific guidelines concerning what disclosure is required

of issuers.’




1. Government Finance Officers Association, Disclos
jovernment Securities (1991).

2. The Commission requires disclosure of material relationships between an issuer and an
‘underwriter or underwriting syndicate, while the GFOA: Guidelines contain no suggestion
that such disclosure should be provided. See Item 508 of Regulation S-K. Further, the
Commission’s rules set forth specific disclosure requirements designed to elicit meaningful
disclosure of compensation of the issuer’s executives as well as compensation of the .
underwriters. Under the Commission’s rules, a company must disclose discounts and
commissions to be allowed or paid to the underwriters, and all other items that would be

- deemed by the NASD to constitute underwriting compensation for purposes of the NASD’s
" Rales of Fair Practice. See Item 508(e) of Regulation S-K.  The A Guidelines suggest
- only that contractual arrangements with the underwriter and compensation arrangements with
executive officers be described. See GFOA Guidelines, note 1, at Section XII(B);
Section VI(3) ("state their direct and indirect compen: .. . and describe their
participation in retirement or pension plans"). There is no suggestion that compensation
arrangements of principal officials of a governmental issuer be disclosed. :

3. The Commission's rules require extensive disclosure of related party transactions and
conflicts of interests between the issuer and any director, executive officers, beneficial
owners of five percent or more of the company's securities, and any family member of the
foregoing. Item 404 of Regulation $-K. The GFOA Guidelines suggest that this disclosure
should be provided only where the issuer is a conduit issuer. No such disclosure is
recommended where the issuer is a government enterprise. -

4. The GFOA Guidelines recommend that the relevant issuer or fund present financial
statements of the issuer for two fiscal years, GFOA Guidelines, supra note 1, at Section
IX(B); Section X(B). The Commission requires financial statements for three years for most
issuers. See Item 3-02 of Regulation S-X. With-respect to interim period financial o
statements, the GFOA Guidelines recommend summarized interim information of
governmental enterprises and conduit issuers for the latest practicable date if the official
statement is dated more than 120 days after the latest year-end. GFOA Guidelines, supma
note 1, at Section IX(A)(1). The Commission.ordinari fy requires that the latest balance sheet
be as of a date within 135 days of the effective date of the registration, except that third
quarter operating results ordinarily will suffice until 90 days after fiscal year-end. Item 3-
12(b) of Regulation S-X. Financial statements of the comparable prior year's interim period -
are required by the Commission, but are not discussed in the GFOA Guidelines. Item 10-
01(c) of Regulation S-X. , S

3. With respect to accounting, the GFOA Guidelines recommend that financial statements .
be p in accordance with generally accepted accounting principles ("GAAP"). GFOA
Guidelines, supra note 1, at Section IX(B); Section X(B). The GFOA Guidelines recognize
the Governmental Accounting Standards Board as the promulgator of GAAP applicable to
governmental entities, and are silent as to the authority for GAAP applicable to
nongovernmental entities. GFOA Guidelines, supra note 1, at Section IX(B) n.36. The
Commission considers accounting standards promulgated by the Financial Accounting
Standards Board (“FASB") to be GAAP for public companies, except in the very limited
circumstances where the Commission establishies a different rule. (The Commission has not -
considered what GAAP is for governmental entities. GASB and FASB are both financed -
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- audited supplemental schedules

through the: Financial Accomiting Foundation, which elects the nmembers of the two Boards

and has general oversight powers and responsibilities over their structures.) The GFOA

‘Guidelines would permit presentation of financial statements on a basis in conformity with-

laws apnlicable to the issuer, if the significant differences between GAAP and the principles

‘used are discussed and, if practicable, quantified. GFOA Guidelines, . note 1, at

Section IX(B). The Commission generally would not accept a departure from GAAP m the .,

financial statements of a public company, even with disclosure.

- 'With respect to format, footnotes, and supplemental disclosure, the GFOA Guidelines
do not supplement the general requirements of GAAP. Commission rules, particularly
Regulation S-X, prescribe disclosure of specified categories of balance sheet and income
statement amounts, depending on the issuer’s type of business, and establish a presumption.
of materiality with respect to certain disclosures in footnotes or supplemental scliedules.
Exampies of Commission specified disclosure include: separate caption presentation for

* amounts that exceed specified percentages of their respective asset, liability, revenue or

expense totals; condensed parent-only financial statements (in some circumstances); and
demﬂn ing the components and/or activity for specified

financial statement captions such as marketable security investments, property, plant and

?uipmem, short-term borrowings, and asset valuation accounts. Se¢ gmgmﬁ( gcgulaﬁon S~

6. The GFOA Guidelines recommend that audits of annual financial statements be
conducted in accordance with generally accepted auditing standards ("GAAS"), but would
accept deviations if disclosure of the nature of the audit and how it differs are disclosed.
GFOA Guidelines, supra note 1, at Section IX(B). An audit report on a public company that
noted a limitation of scope or similar deviation from GAAS would not satisfy the
Commission’s requirements. In addition to independent public accountants acceptable under
Commission rules, the GFOA Guidelines permit the audit to be conducted by an independent

governmental audit organization. GFOA Guidelines, supra note 1, at Section IX(B) n.37.
- The GFOA Guidelines do not specify any rules governing the assessment of an auditor's

ndence. The Commission established such rules, which are more restrictive than:the
rules developed by the profession itself. Codification of Financial Reponting Policies, Section
. in Federal Securities Laws (CCH) at { 38,331. The GFOA Guidelines
recommend that the auditor’s consent be obtained for the use of its report, but failure to-
obtain consent would be accepted if the absence and reasons therefore are disclosed. GFOA
Guidelines, supra note 1, at Section IX(B); Section X(B). In the case of a conduit issuer, the

'GFOA Guidelines recommend that disclosure of the circumstances and reasons for a change

of auditors within the past two years be disclosed. The Commission established detailed -
rules goveming disclosures of changes in auditors during the last two fiscal years and most
recent interim period. Required disclosures include instances of consultation with other
auditors regzu‘dlm;’ne matters of disagreement with the prior auditors, and letters from the
auditors that confirm the accuracy and completeness of disclosures. Commission rules

- require the issuer to obtain the auditor’s consent in all cases. -

7. The GFOA Guidelines recommend that appropriate financial information about the
assets, revenues, reserves, and results of operations of credit enhancers be provided in the
official statement, but does notspecnéy whether that information should be in the form of
audited financial statements.. GFOA Guidelines, sypra note 1, at Section IV. If the credit

enhancement is deemed a security within Section 2(1) of the Securities Act, the Commission -
ordinarily would require complete audited financial statements of the issuer of the - .
enhancement in the same manner as any other issuer of a security. Item 3-10 of Regulation -
S-X. In circumstances where the enhancement is not-deemed a. security, the Commission
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staff requests. sufﬁcmt infonnatioa about the Jany ing the enhamcment 10

investors to evaluate the *s ability to fu twmlmmment Publicly available
Memorandum from Felicia Smith, Specml Counmt, Division of ration Finance, SEC,
to Professional Staff, Division of ration . SEC, *“Guidelines for -~
Disclosure by Guaranty and Third-Party Credit Enhancement Provndm CF Staff Memo
33-90 (Dec. 4, 1990)a15 In determi ngtheexwm of disclosure, thesmffoonsiders(n)the\
amount of the enhatmnem relative to the 's income and cash flows; (ii) conditions
precedent to application of the enhancement; (1ii) duration of the enhancement; and (iv)
other fatc;grs indicating a material relauanshxp between the enhancément and the investor’s
anﬁctpa m:nm

See, e.8., l.euer from Richard G. Ketchum, Dupctor Division of Market lation,
SEC to H. Keith Brunnemer, Jr., Chairman, MSRB (June 24, 1983) (muleadigofor issuer.
to reserve optional redemption rights in bonds escrowed 10 mammy without disclosing this
fact in defeasance notice and official statement for refunding bonds




MUNICIPAL SECURITIES CASES -

_The Securities and Exchange Commission has filed injunctive actions and instituted
administrative pmowdmm a broad range of cases involving municipal securities.
Enforcement cases have ‘brought to remedy a variety of frauds in.the purchase and sale
of municipal securities, as well as regulatory violations by brokers and dealers specializing
in municipal securities. Brokers and dealers. regulated by the Commission are required by
the Bank Secrecy Act' to file currency transaction reports ("CTRs") with the Deg -of
the Treasury; the Commission has exercised its authority to enforce compliance by brokers
and dealers with this reporting requirement. Section 15B(c)(1) of the Exchange Act also
requires brokers, dealers and municipal securities dealers to comply: with the rules of the
Municipal Securities Rulemaking Board ("MSRB"), and enforcement action has been taken
on numerous occasions based on alleged violations of such rules. '

The following suthary of cases involving municipal securities was pr?:.red by the
staff of the Division of Enforcement in response to the request of Chairman Dingell and
Chairman Markey. | , .

' 31 U.S.C. § 5311, et seq. (1988).

: * See Letter from Hon. John D. Dingell, Chairman, Committee on Energy: and
Commerce and Hon. Edward J. Markey, Chairnian, Subcommitiée on Telecommunications -

~ and Finance to Mary L. Schapiro, Acting Chairman, SEC; Christopher A. Taylor, Executive

- Director, MSRB; and Joseph R. Hardiman, President and CEO, NASD (May 24, 1993). -
The Committee’s letter requested “statistics. for the past 10 years on enforcement cases and
disciplinary actions involving municipa! securities, including number of cases, violations

" charged, and sanctions imposed." The Commission does not maintain statistics on municipal
securities cases as such, and, as our case descriptions illustrate, the Commission’s =
investigations oftén result in related injunctive and administrative actions involving multiple
defendants and charges, as well as remedies tailored to specific violative conduct. The

" narrative summaries were thus prepared. in response to the Committee’s request.

ot




MUNICIPAL SECURITIES CASES '

A, DISCLOSURE

SEC v, Edward L. Scherer, et al,, Litigation Release No. 13340 (Aug.
20, 1992) O -

Thbe Commission alleged that Edward Scherer, a former analyst in the high
yield department of Merrill Lynch, Pierce, Feaner & Smith, Inc., used
nominee accounts to purchase municipal bonds supported by certain
guaranteed investment contracts while he was participating in the preparation

~of a favorable Merrill Lynch research recommendation conceming those -
bonds. Scherer allegedly failed to disclose his personal financial interest in
the bonds at the time he was participating in formulating the firm's
recommendation or during the time the report was disseminated by Merrill
Lynch. The complaint alleged violations of Section 10(b) and 17(a) of the
Exch;negc Act and Rules 10b-5 and 17a-3. This matter is still in litigation as
to Scherer. : - . , ,

2t al.. Excha.xige Act

Release No. 24217 (Mar. 16, 1987)

- The Commission alleged that registered representatives associated with
Hereth, Orr & Jones, Inc., made material misstatements and omissions to
customers in connection with the firm’s underwriting of $53,170,000 worth of
Polk County (Florida) Industrial Development Authority First Mortgage
Health Care Facilities Revenue Bonds, Series 1982, The Commission alleged
that Hereth Orr and its registered representatives violated Section 17(a) of the
Securities Act and Section 10(b) of the Exchange Act and Rule 10b-5, and
that Jack Hereth, David May and’ Alan Holman failed reasonably to supervise

. the registered representatives. Hereth Orr, Hereth, May and Holman
consented to the eatry of an order by which the firm’s registration was
revoked and the individuals were suspended from-association in a proprietary

- Or supervisory capacity for twelve months., = '

3. n the Ma of Donald T. She 2t al., Exchange Act Release No.

23058 (March 24, 1986) _

The Commission alleged violations by Donald T. Sheldon and other persons

associated with Donald Sheldon & Co., Inc., a municipal securities dealer

and/or Donald Sheldon Government Securities, a government securities dealer.

Among other things, the Commission. alleged that the respondents made

material misstatements and omitted. to disclose material facts in connection

' Defendants or respondents who conwmad 10 'setzlement of the actions described herein
did so without admitting or denying the factual allegations contained in the complaint or
order instituting proceedings. \ ' _
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with transactions in municipal securities issued by the Washington Public
Power Supply System (“WPPSS"), the Louisiana Westside Habilitation Center
and the city of Vanceburg, Kentucky and/or in transactions in U.S. N
Government-backed securities. Joseph A. Jennings, Douglas J. Ebbist, Paul
A. Streets, and Joseph H. Stafford, all registered representatives, consented to
suspensions from association for periods ranging from forty-five to seventy-
five days. Mary A. Schad consented to 2 bar from association with any
broker, dealer, investment adviser, or municipal securities dealer. Marvin .
Feldman consented to a suspension for ninety days and a bar from association-
in a supervisory capacity. Jonathan Smith was barred from association by
default. Following litigated proceedings, Sheldon and Bruce Reid were
barred, and Gregory Pattison was suspended for forty-five days.

ortfol anagen Ing., Investment
236 (June 26, ) - o
. Brofman, Exchange Act Release No, 23673

in the Made
 Advisers Act
B 1} ; atib-l E B ]
(O_Ct. 2, 1986)

The Commission alleged that Investors Portfolio Management, Inc., a wholly-

owned subsidiary of Donald Sheldon Group and the adviser to two municipal
~ bond funds, made misrepresentations with respect.to the yield on the funds’
shares and with respect to the tax exempt status of dividends. The respondent:

also aided and abetted violations by the funds involving, among other things,
the sale and redemption of shares at prices that did not reflect current net
asset value. The order alleged violations of Section 17(a) of the Securities

* Act, Section 10(b) of the Exchange Act and Rule 10b-5, Sections 206(1),

206(2) and 206(4) of the Investment Advisers Act and Rule 206(4)-1, and -
Sections 12(b) and 31 of the Investment Company Act and Rules 12b-1 and
31a-1(b). Following litigated proceedings, the respondent’s registration as an
investment adviser was revoked.  In related proceedings, Lance Brofman, the
president and director of Investors Portfolio and the president, treasurer and
portfolio manager for the funds was charged with the above violations and. -
violations of Sections 13(a)(2), 13(a)(3), 18(f) and 22(c) of the Investment
Company Act and Rule 22c-1; Brofman consented to the entry of an order by
which he was suspended for threz months, prohibited from serving as an
officer, director or trustee of an investment company or investment adviser for
t‘}l?‘ years, and required to comply with certain other limitations for a period -
of five years. : ' . '

e

astal Securitie:
affeo, Litigation Release
1 ine Miatter of Mark 1), 5
Release No. 23230 (May

The Commission alleged that Coastal Securities Corporation, a municipal bond
broker-dealer, .aided and abetted by two of its officers, violated the net :
capital, customer protection and. reporting provisions of the Exchange Act. In
addition, the Coastal officers; MﬂoSeagel and John Graffeo, were charged

with antifraud violations arising from the conversion of customer funds,

. withdrawn at the rate of $250,000 per week from Coastal’s account from
March 1985. The complaint alleged violations of Sections 10(b), 15(c)(1),

17@a)(1), and Rules 10b-5, 15¢3-1, 15¢3-3, 17a-3, 17a-4, 172-5, and 172-11.




The defendants consented to the entry of injunctions.. In the related
administrative proceedings, Graffeo was barred from association with any
broker, dealer, municipal securities dealer, investment adviser, or investment
‘company.  Seigel was barred from associatiou with such edtitiesina
proprietary, supervisory, or financial principal capacity, and was suspended
for one year from any association. : : ,

A V - Securities, Inc a/K/a
Litigation Release No. 10517 (Sept

(Sept. 7, 1984)
21181 (ul. 27, 1984)

A2ts IViaiit.]

11 of Samuel William Sigl
21882 (May 14, 1985) - -

The Commission alleged that MV Securities, Inc., a municipal securities
dealer, James R. Stephens, its president, and Joseph Geraci, its sales
manager, engaged in high pressure sales techniques, training and encouraging
inexperienced and unregistered sales personnel to tell customers false and
misleadii_;%‘estoﬁes conceming the price, safety and availability of municipal
bonds. Commission further alleged that MV Securities sold highly
speculative bonds issued by the Washington Public Power Supply System
(WPPSS) to investors, including retirees, ses secure and safe investments.
The complaint alleged violations of Section 17(a)(1) of the Securities Act and
Sections. 10(b), 15(c)(1), 15B(c)(1) and 17(2) of the Exchasge Act and Rules
10b-5 and 17a-3. The defendants consented to the entry of injunctions. In .
the related administrative proceedings, Stephens and Geraci conseated to bars
from association with any broker, dealer, municipal securities dealer or
mvestment company. )

6.

Ay

X I 9M 3 A LES LA

, Exchange Act Release No. 21296 |
i, I, Exchange Act Release No.
1, Exchange Act Release No..

In the administrative proceedings against Samuel Sigler, the Commission
- alleged that Sigler made materially misieading statements and omitted to
disclose matenal facts to at least 20 customers of MV Securities with respect

to the ratings, financial condition, safety and/or risk of investment, and"
government guarantees of payment of certain municipal securities, for which

- MV Securities recommended purchase while Sigler recommended sale. Sigler
also recommended the purchase and sale of such municipal securities without -
regard to the suitability of the transactions for his customers’ needs and
objectives. The alleged misstatements. and omissions involved WPPSS
securities, among others. The order alleges violations of Section 17(a) of the |
Securities Act, Section 10(b) of the Exchange Act and Rule 10b-5, and MSRB
rules G-17 (deceptive practices) and G-19 (suitability of transactions). Sigler-

consented to the entry of the order suspending him from association with any
broker, dealer or municipal securities dealer for six months, and limiting his
contacts with retail customers for-one year after reassociation. -
7. | gash, Litigation Release No.

. SEC v, Jack I, Dlugash and Regins
- 10637 (Dec. 20, 1984) -~

’

The Commission alleged that Jack Dlugash and Regina Dlugash traded '
municipal securities for themselves and others without complying with the

4.




broker-dealer registration raqhmmm of the Exchange Act.. The defendants

failed to disclose to investors their role as bmker—dcalm, thcxr profits, or

- information concerning the suitability of investments. The complaint alleged
violations of Section l7(a) of the Securities Act and Section l%) and 15(*) of

 the Exchange Act and Rule m—s The defendants consented to the entry of

injunctions, and an order requiring the payment of $36,294 to certain

pumhasers of municipal secuuucs

8. In the Matter of Robert D, Pete m 1.@.0_1"_; ; Michael
and Channer-Newmas Securitie ExchangcAot
Rcloase No 19764 (May 13, 1933) :

The Commission alleged that Robert Peterson, a regimmd resentative
associated with Channer-Newman: Securities Company, caused municipal
bonds and confirmations of salés of municipal bonds to be sent to customers
‘who had not ordered the securities. Peterson induced customers to purchase
- unordered municipal securities by agreeing that Channer-Newman would o

urchase the securities ecithier at a profit or at no loss to the customer, while
failing to disclose that such agreemeats were prohibited by firm policy. - -
Peterson was alleged to have violated, or aided and abetted violations of,
- Section 17(a) of the Securities Act’ and Sections 10(b), 15(c)(3), ISB{c)(l),
and 17(a) of the Exchange Act and Rule 10b-5, and MSRE rules G-8 (books
and records);, G-15 (confirmation, clearance and settlement), G-17 (conduct of
municipal securities business) and G-25(b) (improper use of assets). Frederic
Channer, Michael Wyvill and Channer-Newman were alleged to have failed
reasonably to supervise Peterson, Peterson consented to the entry of an order
by which he was suspended from association with any broker, dealer,
municipal securities dealer, investment adviser, or investment company for

ninety days. Channer, Wyvill and Channer-Newman consented to the entry of i |

orders by which they were censured and Channer-Newman was orndered to
comply with undertakings to review and revise its procedures regmdmg
extensions of settlement datcs and cancanamm of orders.

The Commission aﬂeged that Andmon & Sm:dwnck a broker-dealer, and
George Anderson and J. Douglas Gordon, two of the firm's officers and
-directors, sold municipal securities at prices not reasonably related to the.
gmvaumg market price and to the ﬁrm s contemporaneous cost. Anderson &
trudwick charged markups of between 5 and 19 percent on certain
transactions. The order alleged violations of Secuons 17(a)(2) and 17(:)(3) of
the Securities Act, Section 15B(c)(1) of the Exchange Act, and MSRB rules
G-17 and G-30. Anderson & Strudwick and Andersop mnsenmd to censures.
Gordon consented to a twenty-day limitation on engaging in municipal
securities transactions or receiving compensation for such transactions. In
addition, Anderson & Stmdwwk was ordered to comply with its undenahngs

- B D




“to reimburse customers for excessive markups and to review its markup
policies and procedures to prevent-a recurrence of violations.

R._honglg and bug

(Sept. 11, 1984)

The Commission alleged that Hanauer, Stern & Co. and three of its officers,
‘engaged in a scheme of adjusted trading with a bank, to permit a bank official
to concesl material losses in the bank's portfolio. Hanauer purchased |
municipal securities from the bank at prices materially. higher than the market
value of the securities, and, in offserting transactions, also sold municipal
securities to the bank at prices materially higher than market prices.. Hanauer
also charged excessive markups on municipal securities in eleven transactions
with various customers. The firm's books and records. failed to reflect
agreements by at least two customers to repurchase certain municipal bonds at
predetermined prices thirty days after selling the bonds to Hanauer. The
order alleged violations of Section 17(a) of the Exchange Act and Rule 17a-3-
and MSRB rule G-8. ‘The respondents consented to the entry of the order by
which Hanauer was censured and the three officers were suspended for thirty
days from association with any broker, dealer or municipal securities dealer.

.nfj,a Flas mJﬁh;_‘
se No. 856 (Apr. 22, 1083)

The Commission alleged, among other things, that Professional Capital
Management did not set forth on customer confirmations of municipal
secyrities transactions with non-ERISA clients the time of execution or a
statement that the time would be fumnished upon request. The order alleged, - -
with re to this violation, that Professional Capital Management, aided and
abetted by the other respondents, violated Section 15(B) of the Exchange Act
and MSRB rule G-15 (confirmations). The respondents consented to the entry
of ‘an order by which Professional Capital Management was censured and -
ordered to comply with certain undertakings, and the individual respondents
were suspended from association with any broker, dealer, investment -
ggmpﬂﬂy, investment adviser or municipal securities dealer for ten business
ys. ' \ :

- Mas
Act

2t 8 ;rl;itigation Release No.
erg, Exchange Act Release No.

The Commiission brought an action against Matthews & Wright Group, Inc.
("M&W");, Matthews & Wriglht, Inc.("M&W, Inc."); George. W. Benoit,
‘M&W'’s president and chairman; Arthur Abba Goldberg, M&W's executive
vice pres&ent;. Rager J. Bumns, M&W's chief financial officer; and Bemard
A. Althoff, M&W’s outside counsel. M&W and M&W, Inc., which
specialized in municipal securities transactions, engaged.in over $1.3 million
6 '
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in invalid closings in municipal bond underwritings as pant of an effort to
avoid the effects of scheduled changes in the tax laws. The complaint alleged -
violations of Section 17(a) of the Securities Act and Sections 10(b), 13(a),

13®)2)(A), 13M0)(2)(B), 15B(c)(1), and 15(c)(1) of the Exchange Act and -
Rules 10b-5, 12b-20, 13a-1, 13b2-1, 13b2-2, 15¢1-2, and MSRB rules G-8
(books and records), G-9 (preservation of records), G-14 (reports of sales or
purchases), and G-17 (conduct of municipal securities business). Each of the
defendants consented to the entry of injunctions, In connection with the :
injunctive action, Althoff was barred from appearing or practicing as an
attomey before the Commission for two years. - In separate administrative
%gleqedings, M&W Inc.’s registtation as a broker-dealer was revoked, and

10it, Goldberg, and Bums were barred from.association with any broker,

dealer, investment adviser or municipal securities dealer.

1 i IViQ L E, £3] '... ._.... A . '. . ALt N . .. i
Exchange Release 7 (Sept. 22, 1992)

The Commission alleged that Donaldson, Lufkin & Jenrette Securities
Corporation, a broker-dealer, provided offerings to Matthews & Wright L
Group, Inc. that were part of the improper closings conducted by Matthews &
Wright. The order alleged violations of Section 17(a) of the Securities Act

- and Section 10(b) of the Exchange Act and Rule 10b-5. Donaldson Lufkin
oonsgnrégd to the entry of a cease and desist order by which it was also
censured. -

and Robe

51C - WAt Walsl, LI, Wil B
Exchange Act Release No. 28400 (Aug. 31, 1990)

The Commission alleged that Robert Schwarz, Inc., an investment adviser,”

and Robert Schwarz, the adviser's president and sole sharcholder, used a

- corporate checking account to purchase municipal bonds from retail broker- .
dealers which were then resold to the adviser's clients. The scheme permitted
the adviser and Schwarz to obtain approximately $84,500 in undisclosed =
commissions. The Commission further alleged that the adviser was not
registered with the Commission as a broker-dealer, and failed to provide
written notice of municipal bond transactions effected as a broker-dealer. The
complaint alleged violations of Sections 206(1), (2) and (3), 207 and 204 of

the Investment Advisers Act, and Rules 204-1 and 204-2, and MSRB nule G-
15. The adviser and Schwarz consented to the entry of injunctions and an
order requiring the disgorgement of $84,500, In the related administrative”
proceedings, the adviser was suﬁacndedfor 30 days from conducting business
(except to service pre-existing client accounts for no fee), and ordered to
.review its practices and procedures 1o ensure future compliance. Schwarz

“also was suspended for 30 days from association with any broker, dealer,
municipal securities dealer, investment adviser, or investment co. s

except to service client accounts. for pre-existing clients of the adviser for uo
fee, and was ordered to cause the adviser to review its policies and '
procedures. K
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B "', Litigation Release No. 12178 (Jul. 25,
Robert I Ridenoyr, Exchange Act Release No. 28576

—-in the MgRer. ol
(Nov. 7, 1990)

The Commission‘alleﬁed that Ridenour, while a registered representative

associated with a broker-dealer, eagaged in a fraudulent scheme to interpose a
secret account under his control between his customers and the true market.
Ridenour's scheme generated profits of over $400,000 on his clients’

. transactions in U.S. Government and municipal securities. The complaint
alleged violations of Section 17(a) of the Securities Act and Sections 10(b) and
15(2)(1) of the Exchange Act and Rule 10b-5. - Ridenour was enjoined
following a trial, and ordered to disgorge $470,287.23, plus prejudgment
interest. o

EC v. FSG Financijal Services, Inc. and an- 5. Kanto
Release No. 13422 (Nov. 3 & 10, 1992) '

[ , lantor, Exchange Act Release No. 31429
(Nov.10, 1992) ' -

The Commission alleged in the civil action against FSG Financial Services
and its principal, Joan Kantor, that the defendants sold non-existent municipal

" bonds to investors. The complaint alleged violations of Section 17(a) of the
Securities Act and Section 10(b) of the Exchange Act and Rule 10b-5. FSG .
and Kantor consented to the ent%aof injunctions and orders requiring them to
disgorge $20 million and $490,000, respectively, plus prejudgment interest.
In the related administrative proceedings, Kantor consented to a bar from
association with any broker, dealer, municipal securities dealer, investment

~ adviser or investment company, ,

2.

,
! P&EIG

dewicz and Su r Capital Corporation,
13020 (September 30, 1991)

The Commission alleged that Michael Liskiewicz and Superior Capital - -
Corporation misappropriated funds received from investors: for the purchase of
a variety of securities, including municipal bonds. The complaint alleged
violations of Section 17(a) of the Securities Act and Section 10(b) of tﬁe :

. Exchange Act and Rule 10b-5. The defendants consented to the entry of

...... v, Michael I, Li
Litigation Release No.

injunctions. _
3. In the Matter of id D. Care ,'Bxchajngé Act Release No. 22428 \
(Aug. 4, 1987) B ' S ’

The Comniission alleged that David Carey was convicted for, among other -
things, the misappropriation of certain bearer bonds in the custody of his
employer, which he then used as collateral in connection with the purchase
and sale of securities. During the relevant period, Carey was registered with
the Office of the Comptroller of the Currency as a municipal securities
representative, and was employed by a bank that was registered asa




municipal securities dealer. Carey was convicted for violations of 18 U.S.C.
656 (misapplication of securities entrusted to a bank) and Section 10(b) of the
Exchange Act and Rule 10b-5. Based on the conviction, Carey was barred,
by consent, from asseciation with any broker, dealer or municipal securities
dealer. .

4.

EC ohn G, Kennipe and John ) arpenter, Litigation Release
No, 11378 (Mar. 24, 1987) . _ |
i ‘ er, Exchange Act Release No 24131
(Feb. 24, 1987) ' _

The Commission alleged that John Kenning and John Carpenter, registered
representatives associated with a broker-dealer, engaged in a ponzi scheme.
-Among other things, the defendants falsely stated that investor funds were
being used to purchase municipal boads or partici interests in a pool of
municipal bonds in an account controlied by the defi , when in fact
investor funds were being misappropriated. The complaint alleged violations =
of Section 17(a) of the Securities Act and Section lO&) of the Exchange Act.
The defendants consented to the entry of injunctions. Kenning also consented
to an order requiring him to disgorge $50,000. Carpenter, who was ordered
to pay $8 million as restitution in. related criminal proceedings (see U.S. .V,

ohn G. Kenning and John M. Carpenter, Litigation Release No. 11660 (Feb.’
9, 1988), was required to file an accounting in the Commission’s civil action.
In the related administrative proceedings, nter conseated to a bar from
association with any broker, dealer, municipal securities dealer, investment
adviser or investment company. '

SEC v. Charles J. Ascenzi, et al., Litigation Release No. 10541 (Sept,
25, 1984) S \ _

The Commission alleged that three individuals engaged in a scheme involving
the offer and sale of City of West M’enaplﬁs, Arkansas, Industrial
Development Revenue Bonds, Maphis Chapman Project, Series A and B. The -
.complaim-alle%%d that the defendants presented false invoices-totalling $1.7
million to the bond trustee, purporting to represent equipment purchased for -
the project. Ameximmely-Sl.\z nillion of the bond funds received from the
trustee were in fact used for the personal financial benefit of the defendants.
The complaint alleged violations of Section 17(a) of the Securities Act and
Section 10(b) of the Exchange Act and Rule 10b-5. Two of the defendants
x;:aselmed to the entry of injunctions; the third defendant was enjoined by

ol i ,

The Commission alleged, among other things, that Executive Investment

Corp. and John Kimmel falsely represeated to investors that funds would be-
invested in securities, including municipal bonds and money market fund ‘
‘shares, when in fact such investments either did not exist or were not made.
Defendants also, among other things, issued false account statements and e

9




confirmations to investors and emvenm investor funds. The complaint
alleged violations of Sections 5(2), 5(c), and 17(a) of the Securities Act,
Section 10(b) of the Exchange Act and Rule 10b-5, and Sections 105, 106(1),-
206(2) and 207 of the Advisers Act and Rule 206(4)—2 The dd’cndams
consented to the entry of injunctions. In the related administrative -
proceedings, Executive Investment Corp. and Kimmel consented to the entry
anoxﬂcrbywluchthefmnsmgismﬁonasanmvmmadewas |
revoked, and Kimmel was barred from association with any, hmker, dealer or
mvestmcnt adviser.

. 7‘

he Matter of Steven R. Grayson, Exchange Actnalew No. 19978
‘Quly 15, 1983) R e

The Commission alleged that Steven Grayson, a munic:pal securities
salesman, obtained $150,000 worth of municipal securities from his emp
on the representation that they would be delivered to a customer; in f; L
‘bonds were never delivered and never returned to the firm. The Commwswn :
further alleged that Grayson induced customers to turn over at least $305,000
worth of municipal bearer bonds on the representation that he would npgrade
the bonds and return them to the customers. Instead, the bonds were sold .
through a nominee account and neither the proceeds nor any new bonds were
retumed to the customers. Following contested proceedings, Gmyson was
barred from association with any bmkar or dealer.

-» Exchange Act

“The Commission alleged that Stalvey & Assoc;atcs, Inc., a broker-dealer,
Guilford Sam Stalvey, Jr., its president, and Charles Randall Bell, its vice-
president, converted customer funds and securities, mnswpmmted that
securities were bought and sold for customers, misrepresented that funds and
securities sent by customers had been used to pumhase securities pursuant to
customer instructions and misrepresented that funds sent customers were
proceeds from the receipt of i mm;:ss;dpaymems on bonds that Stalvey &
Associates claimed to have pu Among other things, Stalvey &
Associates, aided and abctted by Stalvey, sent false and. mislmdmg written
confirmations of municipal securities transactions. The Commission
violations of Section 17(a) of the Securities Act and Sections 10(b), li(c)(3)
and gl(ag og etfhe lﬁxchange ﬂfwt and MSRB rule kgd ltie(cfgnﬁzm&ons) Oﬂe‘;ars
ente. y default against the respondents revo irm’s registration
barred Stalvey and Bell from association with any broker, dealer, municipal
securities dealer. mveszmcm adviser or umstment ‘company.

mley, Exchange Act Release no, 27628
(Jan. 16, 1990)

Cantley was convicted of aiding and aberting the operation of a multi-state
illegal gambling business. Cantley used his position as a registered
representative associated with a broker-dealer to open two nominee accounts
that were used to purchase munimpal bonds with currency abtamed through

10




the bhngbusmcss Basedontheconkuon Camleywasbumd by
: mﬁ from association with any broker, dealer, municipal securities dwlm‘.
investrent company or investment adviser. .

The Commission alleged that Andrew: ‘l‘mntun, while a registered
representative associated with a broker-dealer, received ‘payments from
customers for the purchase of municipal bonds, executed the purchases :
through inactive accounts and accounts of deceased customers, generated false
confirmation slips of the transactions and caused the to be ,
unpmpeﬂymﬂectedonthebmket—dealcrsbooks 'records. The order
alleged- that Tarantini-aided and abetted violations of Section 17(a) of the |
Exchange Act and Rule 17a-3. Tarantini was convicted of violating31-
" U.S.C. 5313 and 5322(a) (Currency Transaction Reporting provisions of the
Bank Secrecy Act). Tarantini consented to the entry of the Commission's.
order by which he was censured and suspended from association with any
broker, dcaler, municipal securities dealer, investment adviser or investment
company for ninety days.

3.

» Ma Rrian J, L ,F.xchange Act Release No. 26038
(Aug 29 1988)

The Commxssxon aueged that Brian Lareau, wmle a regxstcmd rcpresemative

- associated with a broker-dealer, opened customer accounts under false names

~-and social security numbers, and assisted customers in structuring transactions.
to evade cufrency transaction tqmﬂm%u requirements. Maunicipal securities

were purchased with funds placed in.the accounts. The order alleged that

‘Lareau aided and abetted violations of Section 15B(c)(1) of the Exchange Act

and MSRB niles G-8 (books and records) and G-19(a) (suitability of

~investments). Lareau also was convicted of violating 42 U.S.C. 408(g)(2) - .

~(false social security numbers) and 31 U.S.C. 5322(a)(2) (currency transacﬁon

-reporting). Xareau was barred from association with any broker, dealer

' mumcxpal socuntms dealer, investment mpany or investment advnser '

Exchange Act Relmmzs.u 22, 198)

- The Commission alle, among oﬂwr thmgs. that six cusxomars of E.F,
“Hutton & Company, psits for themselves in their Hutton
accounts, which-contained plete customer information in
 violation of MSRB rules. Bnan I Lman was the account executive for two
of these customers. - The order-alleged violations by Hutton of Sections
15B(c)¢1) and 17(a) of the e Act.and Rules-17a-3 and 17a-8, and
MSRB rules G-8 (books and r 5) and G-19(ay (suitability of
mmmmdations and transactions). Hmmn was censured and ordered to.

~comply with its undertakings with 1 to procedures for clearing cash
payments by customers in excess of $1,000, review of its compliance with
currency transact ion mquimmem and adoption of surveillance

procedures to monitor multiple deposits of bank checks. Pliakas was'
- suspended fmm assocmuon wn&h any bmlw dealer, municipal securities

LI




dwef, investment company or investment adviser for a period of thirty days
and suspended from acting in a managerial, supervisory or proprietary
capacity with such entities for ninety days. R |
5. i Securities Inc., Litigations Rc.leasc No. 9919

The Commission alleged that First Miami Securities Inc, a municipal
securities dealer, received currency from at least twenty-one customers in _
connection with purchases of municipal securities without complying with the
reporting and recordkeeping provisions of the Bank Secrecy Act. In four
instances, First Miami recorded single payments in excess of $10,000 as
multiple payments, each of which was less than $10,000. First Miami also:
opened customer accounts with false, inaccurate and incomplete account .
information. The complaint alleges violations of Sections 17(a) of the
Securities Act, Sections 15(c)(}) and 17(a) of the Exchange Act and MSRB
rules G-8 (books and records), G-26 (customer account transfers), and G-30
(prices and commissions). First-Miami consented to the entry of an
imjunction. - In related administrative proceedings, the Commission further
alleged that James Klotz aided and abetted First Miami’s violations, and that
Paul Feinsilver failed reasonably to supervise. The respondents consented to
the entry of the order by which First Miami and Feinsilver were censured and
 Klotz was suspended from association with any broker, dealer, or municipal
' securities dealer for twenty business days.

6. In_the Ma
mg Y
1983)..

The Commission alleged violations of Sections 15B(c)(1) and 17(a) of the
Exchange Act and Rule 17a-8 and MSRB rules G-8 (books and records) amd
G-26 (account information). Respondents consented to the eatry of an order
by which R.W. Peters was censured and ordered to comply with its _
undertakings to maintain certain supervisory procedures. and Rickel
consented to suspensions from- association with ange?mker, dealer, investment
company, investment adviser, or municipal securities dealer for thirty days,

the sanctions upon them being suspended on condition that R.W. Peters
comply with its undertakings. - C e , _

¢ II, Litigation Release No. 13280 (June 24,

The Commission alleged that N, Donald Morse, the secretary/treasurer of the
Kentucky Infrastructure Authority, engaged in insider trading in securities
issued by his employer. Morse was responsible for selecting certain bonds for -
redemption by the agency; while in possession of material, non-public
information regarding the quantity of bonds that the agency needed to -

- repurchase, Morse obtain bund{ selling at 94 which he then tendered,

2
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thmughalomlbanktocowealhis:denﬁtz]at%'lls theh:ghestanmunt
paid to any bondholder. When his bonds were purchased by the
' agemy,Momfadeswdmclosceuherhmowmmpoerfactmat .

wer: available at a lower price. . The co ancedviohuonsofsﬂ:uon
10(b) of the Exchange Act and Rulé 10b-5. Morse censenml to the entry of
an injunction and an order requuing him to disgorge $6,462, plus pre-
judgment interest. ‘

28494 (z. S-ilan B

The Commission alleged, among other things, violations of the net capttal
customer protection and financial reporting rules in connection with the offer
and sale of securities in MBK Municipal Participation Pool. In addition, the
complaint alleged that William Kinzel violated the antifraud provisions in
connection with the purported sale of municipal bonds to an investor. The -
complaint ed violations of Sections 5(2), 5(c), and 17(a) of the Securities
Act, Sections 10(b), 15(b)(8), 15(c)(3) and 17(a)(1) of the Exchange Act and
Rules 10b-5, 15¢3-1, 15¢3-3, and 17a-11. The defendants consented to the
entry of injunctions. In the related administrative proceedings, Kinzel was
barred from association with any broker, dealer, municipal securities dealer, -
investment adviser or investment company, and Zilys was barred from
association with such entities in a supemsory capac:ty and suspended from
any assocmnon for six months. _

2. Inthe Matter o ] 3 ic )
vid Pau -gglg Invesstmm% Advxsers Act Release No 1184 (Aug.‘
4 1989) _ .

This action was filed against a firm seekmg regxstrauon as an investment
adviser. The order alleged that David Chiodo, the firm’s president, had,
among other things, aided and abetted violations by a broker-dealer of the
recordkeeping, financial reponinéland net capital rules, and the fee and
disclosure rules of the MSRB to the MSRB violations, the
order alleged that Chiodo aided and abamad the broker-dealer's violation of
MSRB mule A-12 (fees and disclosure) by effecting transactions in municipal
securities without having paid to. the MS%B an initial fee accompanied by a

. written statement identifying the broker-dealer. The respondents consented to
the entry of an order by which Benchmark’s apphcmon for registration was
denied and Chiodo was barred. fmm association with any investment adviser
or mvcstment company. .

3.

E.F.. Huttc " Exehangc_ Act Release No.
25524 (Mar 2 198)
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In these administrative proceedings pursuant to Section 15(c)(4) of the.
Exchange Act, the Commission alleged reporting and intemal accounting
_control violations by E.F. Hutton Group, Inc., arising from the firm's ‘
underwriting of a municipal m% "upper floater") with a variable rate
coupon designed to reduce price volatility. Hutton's ent

subsequently de;emélged gadad maintain the market fom;ns dem l:;t:e?lr gmr-
par with respect to down | issues, to meet expect veloped: by
sales staff and customers. The firm failed, however, to ensure that its =
accounting staff was aware of this commitment, and, as a result, Hutton failed
adequately to evaluate the risk of liability arising therefrom. The order
alleged violations of Sections 13(a) and 13(b)2(B)(ii) of the Exchange Act and
Rules 13a-1, 13a-13 and 12b-20 and Regulation S-X. The order required :
Hutton to comply with Section 13(a) and Rules thereunder, and with its
undertakings to, among other things, include a discussion of the proceedings
u;‘ﬁ:s Fc;:im 10-K for fiscal year 1987, and file a Form 8-K attaching a copy
of the order. .

4,

v ins_ mtion, Litigation Release No. 10728 -
(Apr. 24, 1985) '

The Commission alleged that Collins Securities Corporation, a broker-dealer
engaged primarily in sales of government and municipal securities, continued
to transact business at a time when it failed to maintain the required minimum -
net capital. . The firm was unable to meet its net capital requirement because
of the failure of a second firm to honor repurchase agreements of government
securities which failure was in tum caused by the failure of Bevill, Bresler

and Shulman Asset Management Corporation to honor repurchase agreements .
with the second firm. The Commission's amended complaint David A.

Collins, the firm's former chief executive officer, as a defendant, and alleged
that the Collins Securities violated the customer protection rule. Following
the entry by consent of a preliminary injunction and an order appointinga
receiver, Collins Securities was liquidated in separate proceedings filed b&ethe :
Securities Investor Protection Corporation (SIPC). Collins consented to th

entry of a permanent injunction. In related administrative proceedings,
Collins was barred from association with any broker, dealer, investment
adviser, investment company, or municipal securities dealer. ‘

., Litigation Release No:

C_v, California Municipal
10277 (Feb. 6, 1984)

* The Commission alleged that California Municipal Investors, Inc., violated the

‘net capital and customer protection provisions of the federal securities laws,
‘The complaint alleged violations of Section 15(c)(3) of the Exchange Act and
Rules 15¢3-1 and 15¢3-3. Following the entry by consent of a temporary
restraining order and an asset freeze, Califorma Municipal Investors was

- liquidated in separate proceedings filed by SIPC.

6.

2T 0

" The Commission alleged violations of Sections 15(c), 17(a), 17(¢), 17(f) and
15B(c)(1) of the Exchange Act and Rules 15c3-3 (customer protection), 17a-4 .
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mcordkeepmg) l7a-5 (ﬁn g), 17a-13 (quarterly security count)
and 17f-2 (fingerprinting) m G-7 (information )::omn:tyng

'assocmtedpmsons) andG-S(booksandmords) The respondents consented
to the entry of an_owder by which.the respondents were censured and Halpert
Oberst was ired to comply with its undertakings to maintain compliance

procedures and to retain an independent pubhc accountant to ﬁle four semi- -
annual compliance reports. :

ActRelmeNo 15545 Gune 38, 1993

The Bank of Califomia was the fund accountant for the investment portfolios

of The HighMark Group, a registered investment company. For a five-week
period, the Bank incorrectly K:ncedamunicipal bond in one of HighMark's
funds, and, as a result, the shares in that fund were sold and redeemed at a
prweothcrthanatthefundsconectne«tassetvalucpershm The :
Commission alleged that the Bank’s internal control procedures and systems
were made?uate in that they allowed the pricing problem to occur and remain
undetected for a substantial period of time. The order alleged that the Bank
caused the fund to violate Sections 22(c) and 31(a) of the Investment

Company Act and Rules 22¢-1 and 31a-1. The: Bank consented to the cntxy of
a cease and desist order,

2. SECv. TEP Fund, Inc., meatmn Release No.10244 (Dec. 23, 1983)

The Commission alleged that TEP Fund, Inc., a closed-end investment

company, purchased mumc:‘pal securities durmg the existence of an
underwriting or selling syndicate, where an affiliate of its investment adviser -
was acting as principal underwriter. The complaint alleged violations of
Sections 10(f) and 31(a) of the Investment Company Act and Rules 31a-
l(b)( l), ()(2)(iii), (b)(2) and (b)(8). TEP Fund consented to the entry of dn
injunction.

Marchioni, CPA, Exchange Act netease No. 20895 (Nov. 4, 1991)

3.the Matter of L .ExchangcActRelmscNo
_ 29894 (Nov. 4, 1991) ' _
The Commassion alleged in proceedings pursuant to Rule 2(¢) of the Rules of
Practice that the accounting firm. of Fi STodmn&Companyand
one of its parners, Victor M. Marchioni, emged in improper professional

conduct during the 1984 audit of Bevill, Bresler and Schulman, ’
- ' a broker-dealer primarily involved in the trading of govcnmm and munici
securities. Todman and Marchioni consented to the of the mder by
which they were censured. In addition, Marchioni was suspended from
appearing or practicing before the Commxsswn for six months and was
required to practice with a firm that was a member of the SEC Practice
Secuon of the Amencan Institute of Certified Public Awmmams (AICPA).
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TodmanwasrequuedmmmainamberofAmPA‘sSMPncﬁwSpmm

ubngasnpmwmbefommeCmmn,mdwasmdmdwcomply

‘ mquuemantsofthesml'maiccswm In separate Rule 2(e)

-g:oeeedmgs, Andrew L. Epstein consented to the entry of an order wtuch
was censured, and denied the pri vﬂegeofa;fmrm g or practicing

the Commission, with the provision that he cou yafterthree yearsto

resume appearing or practicing before the 0

e, F.xcmg_e Act Release No. 20209 -

LI FLEN

1 416 fvad 21 D EATLEC
~ (Sept. 22, 1983) |
The Commission alleged that Stanley Gold , an certified pub{ic accountant,

engaged in improper professional conduct in the audit of J.B. Hanaver & Co.,.

a broker-dealer specmhzmtg in the sale of municipal securities. Goldberg
consented to the entry of aordcrbywhwhhewasdmwd nvxlageof
- appearing or practicing before the Commission for a period of J:irty days. In
addition, Goldberg was ordered to comply with his undertakings to undergo-
special review procedures with respect to his audits of bmkerdcaler firms for _
a period of twelve months, and 1o complete forty continuing professional :
education credits with the SEC Pramm Section of AICPA. _




