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Chalrman Mazkeyfandchmbérs of :the Subcommittee:

1 am pleased to :appear ‘today .to testify on behalf of the Securities :and
Exchange Commission .regarding the challenges .and .opportunities facing ‘the
menycipal 'securityes market. It .is -indisputable that this vital market ‘has ‘been
the :subject of intense scrutiny in thcé past several months, and 'serious concerns
have been raised regarding certain :aspects rof it, which 1 will :comment .on .in ‘a
moment. The infusion of dollars from millions . .of individual investors :seeking
safe, taz-exempt investments calls for our "scrupulous attention to 'this market.
I ‘commend you, ‘Mr. Chairman, for holding this ‘hearing so that .attention can be
focused on the zonceras that have been raised and what steps ‘should be taken to
address them. The Commission looks forward to working ‘with you .and your
colleagues on the .critical yssues relating to this important :capital macket. -

vhrle the.Commussion remains confident -of ‘the strength :and.effectiveness -of
the municipal securities markesn, we dlso share the Subcommittee's .concezn that
invesior conf{idence in .1Ts integrity may have been .impaired as a result of
recent -sericus -allegations of asbusive practices. This .market, ‘whith has fueled
the growth 2f Amerrca's infrastructure, has many positive 'attributes that should
bz IZostered. MNevertheless, there also are certain negative aspezts that-wotrk
29a:nst investor interests, ‘which must be reformed. I am convinced that the
various'entities that play a role .in overseeing this market must work together
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‘o enasure ;that the municipal market .is fair and efficient, while remaining
smyndiul :of the costs bome by market "participants

‘in brief, .I believe the key to refom of -the municipal securities business 1is
mare ‘hard information. More anformation about issuers :30 investors :can better
svaluate the ‘value of their securities. 'More information about the market ‘so
\nvestors can obtain :fair prices; -and more informaticn -about transactions so
tegulators ‘can do-therr job better. I ‘recognize :that information . gathering :and
drssemynation 1mposes direct :and indirect costs. Thus, we must.ensure that :such
information .13 obtained -and dissemunated in .s cost efferzive manner.

The :Municipal Securities ‘Marke: ‘Today

1t.has been ralmost ‘twenty years :since -Congress last enacted legislative
rtorm Lo address problems :in the ‘munizipdl secur:ifies market. Since the 1975
Amendments, much has .changed. :Ownership 6f municipal bonds .once was heavily
concentrated 1n the postifolios of tbanks, insurance companies, .and other
ansgitutions. Today, retail investors, holding -both directly ‘and through mutual
funds .and other intenmedyaries, .1ncreasingly depend :on municipal :securities.to
provide a-secure, tax-exempt :source of income. Households.now account for :the
‘largest ownership share of any ‘investor .group in the market.

‘Increasingly, retall ownership has 'been .accompanied by an :explosion in
wolume. lnvestors now hold in excess of $1.2 trillion :in outstanding .principail
.amount ‘of "securities 1ssued by approximately 50,000 svate and local issuers. :n
%62 ‘alone, volume reached & record $235 billion, :and this record is well on its
way to.being broken this jyear. iThe dealer segment. has grown .along with ‘the :rest
af the market. -Drstribution and ‘trading of municipal bonds .is carried out by &
network of approxxmanely 2,00 broke:s, dealers, and banks

Along with ‘these changes, new and 1ncreasingly complex securities are - being
introduced at an:extraordinary-pace, -as .rssuers -and :dealers ‘look for-:ways to
respond to investor :demand -for products ‘tailored to: individusl needs.
Fundamentally, :this :is a .welcome development :that manifests :the ability of the
marketplace to devise creative financing solutions to meet demand. At the same
vrme, as regulators, we.must keep-a careful eye .on. the ;possibility that more
zomplex .and volatile anstruments will lead ‘to investor .confusion :or marketing
Abuses.,

The -si1gnyficance .of the municipal market to ‘the national economy, as-well as
‘Lo taxpayers .and individual .rnvestors, cannot be overstated. :Indeed, the
municipal market finances a vast :number .of ;programs throughcut the United
‘itates, which provide infrastructure, services, .and -community -development
opportunities at relatively low cost. While overall the municipal market
functions effectively, the problems that have. been highlighted :in recent months
‘have rarsed legitimate .and serious :concerns..

~ In.response “to ‘the joint ‘request of this Subcommittee and :the Committee on
“Enezgy and Commerce, ‘the Commission :staff recently completed a report on the
avanlzipal ssecuraties market. I would like 'to ‘discuss. some of :the problems

1entvrfied in ithe report, -and what the ‘Commission .intends toc .do to.address those
problems. '

Hunicipal :Broker-<Dealer ‘Market Practices
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in recent months, several separate incidents of -alleged abusive .practices 1in
‘zhe ‘municipal .market -have received significant ‘publiczity. Media reports
deszribe how. municipal securities dealers have allegedly paid political figures
‘ard.other. parties to obtain. underwriting ‘business in municipal offerings.

These reports are ‘substantxal ‘enough to call into guestion not only the
‘business ‘practices of municipal underwriters, but -alsc the 1ntegr\ty of the
munizipal securities market :as .a whole. ‘Although ‘cur review'has not ‘been
zompleted, we :are carefully looking :at these practices with a view toward )
:enforcing :existing -laws. We .belreve -strongly that something must :be 'done by all
interested parties -- market participants, .regulators, ‘and Congress -- “to:ensure
‘that investor confidence in thrs market .is reinforced. The MSRB recently has
wdvanced ‘thoughtful proposals to .deal with ‘these issues. Without .commenting on
therr substance :at ‘this hearing today, we.believe -Their approach represents a
swep an the right direction. .

~ 'In addytaon. the iCommissron s studying the ways in which municipil bond
Jiferings 'are, underwritten. -Competitive bidding, which used to be the norm,
nas been eclipsed by negotiated underwritings, which now account for
approximately 15 ;percent of the aggregatce dollar volume of long-term.municipal
‘nond offerings. Competivive bidding. is generally believed to .lower the .overall
zost of selling genezal ‘obligatron bonds, whereas: ithe benef1it .of negotiated
undaswrlitIng Ls that :t 'may permit municipalivies to fund needed projects that
stherwise ‘might :not receave financing. My .own view.is ithat while negotiated
anderwritings 'sexve an rmportant function in the municipal market, iissuers
should take :a ‘hard look .at competitive bidding -befcre doing-a negotiated
sffering. In my .opinion, issuers should constantly evaluate the benefits of
competitive ‘bidding as ‘they explore financing :alternatives.

Of course, my views .on -this matter are reflective of :my own experience with
‘both -negotiated and competitive transactions. What appears to differentiate
municrpal sand ‘corporate underwritings is:that municipal ‘issuers tend ‘to-.control
xne flow of .funds by selecting ‘both mnnagxng -underwriters and syndxcate
parvicipants. To the :extent to which issuers recognize political contributions
by .tnfluencing ‘the .choice of :syndicate members as well as managing ‘underwriters,
the potential for self-dealing becomes substantially greater. Accordingly, in
tws zeview of the municipal bond offering process, ‘the -Commussion -staff .intends
3 consider how.municipal bond rssuers-.influence the :composition of underwriting
/ndxcatcs,Jand whether -more disclosure of these practices is:needed.

e

The ‘Need ‘For .Increased -and -More Readily Available Information
Municipal Issuer Disclosure

‘The ‘foundation for strengthening the ‘efficiency and -integrity of ‘America‘s
nunicipal securities market 1s aimproved 1ssuer disclosure, both.in initial
erings and -on.an ongoing basis. 'Under the present regulatory system,
munlClpal securxtzes are exempt “from.the :registration and reporting provisions
of the fede¢ral :seturities laws. This means tha% 'the :extent of municipal issuer
drsclosure ‘tends to .be .draiven by the perceived level of demand for information
from the buyers of municipal -securities.

Over the years, the staff has 1nvestigated a number .of bond defaults and
neat-detaults :n -which anvestozs received inadequate .disclosure. For :example,
in ynvestygating the New York City fiscal crisis .of the mid-1570"s, the staff
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aetermined that the City thad .serious undisclosed financial problems .at the time
underwriters distributed:over $4 billion in short-term debt securities..A decade
later, the :staff found ‘in .investigating the default of :securities issued by the
AHashington Public Power Supply 5ystem that the underwriters failed .to cconduct -an
wxamination :of ‘the issuer‘s i disclosure to determine the substantial -accuracy of
sTatements to investors at -the tame that $2.5 billion ‘in ‘revenue ‘bonds were
:sold. As:a result, some all-informed inveators purchased :the’'bonds .on the basis
9f an .1nitial prospectus, ‘with no updated .disclosure from the issuer that
~senstruction on the :underlying utilicy projects had been.iterminated, that there
was ongoing litigation regarding the bonds' ‘backing, that Moody's had :suspended
:%s rating on the bonds, or .that Standard % ‘Poors ‘had placed the bonds on its
LredrtWatceh list.

.Allegations of inadeguate diszlosure .in conduit bond :issues also are too
semmon ‘to disregard. In:one particularly egregious .case, $i€ million in bonds
were 'sold to finance ‘the .development: and construction of ‘a retirement center,
-Aiver ithe bonds defaulted, 1t was found that investors were not informed .of
seve:di-swgni~1cang facts, including thne :fact that the developer had been unable

‘abrain cprrvate financing for the-praject, -and ithat the project's underwriters
‘maa a remarkably poor track gecord with municipal bond :issues for health care
fazilityes. 1n fact, at the -time the bonds were iissued, ‘this :.project's
snderwriters were involved in 3€ ‘bond 1ssues that were either .experiencing
nancial -difficultiesor were .in default. .Of those issues, 30 were for
firement icenters -or nursing homes.

Voluntary organizations,..led by the Government Finance Officers ‘Association,
have sought to encourage rssuer disclosure.  For :example, .the \National
Assocration of ‘State ‘Auditors, Comptrollers :and Treasurers' Blue ‘Ribbon
‘Tommittee on ‘Secondary :Market Disclosure recently published ‘its recommendations
“fot :erthancing anformation .collection within the states. We expect that these
self-regulatory .e€forts..on the part .of the states will improve disclosure
procedures ‘for all 'issuers of state .and local .governmental securities.
‘Accordingly, we .strongly encourage these efforts and welcome the :oppertunity to
work with these .and other ‘groups to further ..mprove ‘the guality of «disclosure .in
‘the anitial and secondary markets for municipal securities.

Overall, “the quality of disclosure 'has :improved steadily over the years.
‘There .remains, however, :a .marked disparity in the ‘quality of disclosure. among
rssuers. -At one end :of ‘the spectrum, there .are large.municipal ‘issuers that
.provide comprehensive disclosure documents containing vital information. At the
ather :extreme, there ;are small, less ifrequent issuers-whose :disclosures consist
5% a brief one-or two- page description .and term siheet prepared by the managing

underwriter for use in -selling the offering. Such bare bones .descriptions
provide investors wath little :insight into the risks invelved in purchasing a
;municipal 'security.

Unce .an offering s ‘completed. periodic drsclusure .is .even ‘less :common, -and
rt xS equally umportant for -bondholders, subsequent investors, and dealers.
nout ongoing disclosure, the ‘liquidity and effaciency of :the municipal
urities market 1s :impeded. Moreover, investor:s cannot ‘be truly confident in
s evaluations. of bonds.wlthoutnupdatedvdi3c103u:es,

Undez the -current regulatory structure, comprehensive :disclosure in the
;municipal market can -only be achieved .through Congrsssional .action by :subjecting
munIicipal 1ssuers to registration and continuous reporting osligations. ‘While
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we realize that .a complete overhaul 6f the existing ‘system may :not be ‘popular,
ana ‘therefore may be .difficult to.accomplish, such an approach :.would be the only
meaningful way to ensure comprehensive .disclosure both .on -an :initial and
cont:inuing -basys.

At a minimum, the Commission believes that :legislation is ‘needed to .require
registration of ‘all corporate obligations underlying municipal conduit
securities. ‘These .securities are issued nominally by a public ‘issuer but
‘represent :1n reality .an .investment .in-a. private ‘enterprise. From an investment
standpoint, they are .identical to ‘corporate bonds issued-directly by the
underlying. obligor, ‘except ‘that the i1nterest :1s .tax-exempt. .investors ‘in conduit
tzonds should receive the same .initial and :continuing disclosures .regarding the
undertying ctorporate obligor -as :they woild receive for -any other non-:municipal

NIy

1In.the. meantime, sthe Commission 1s prepared te explore ways to.improve
disclosure undér 1ts existing interpretive ;authority by providing guidance to
rssuers regarding the disczlosures .required under .the .antifraud provisions .of :the
federal -securities laws. In -addition, :the Commission will consider proposing
rules prohibiting municipal securities broker-dedlers from recommending
sutstanding securities :unless the :xssuer.provides .ongoing information about the
Yinancial -condition of the 1ssuer. ‘Wnile this .approach would be .indirect, and
would by no:meanSisubstxtute:for'legxilntion:sectxng.comprghensive disclosure
rezurrements, 1t would contribute ‘to addressing the ‘weaknesses .in the current
system.

Disclosure of :Mark-ups

‘Another aspect of the :market that needs to ‘be addressed is -the. disclosure of
broker-dealer compensation. ‘The amount of ‘the mark-up charged by municipal
dealers ‘currently :1s :not required to be disclosed. In‘part, this:.is a result of
4 lack of trading ihistory for: many bonds that would serve .to establish market
price, "and from-a Yack :of public reporting, which I 'will discuss in:a moment.

‘The 'lack :of this :wdisclosure makes municipal ‘bond investors particularly
:susceptible to fraud :.and abuse. For example, in one case, the :Commisasion
alleged that municipal :securities were ‘marked-ip & to 32 .percent above the
prevarling market :price, based on the price ‘the firm paid other dealers for the
bonds no more than ‘five business days before :3elling them to customers. In
.another -case, the:alleged undisclosed. mark-ups ion.municipal .securities ranged
‘fzom 10 percent to an almost inconceivable 149 ;percent. ‘This apparently was
.possible in part .because the broker-dealer was :sble to :take :advantage of the
customer's lack of knowledge of ‘factors entezing into the 'dealer’s pricing
gecisron. In an . effort to .address these types of :situations, the Commission has
drrecved the -staff to find -ways to -improve confirmation disclosure an this area.

Transparency

‘To :some -obgervers, the most s:gnificant flaw in the municipal securities
marret .15 the lack of trading information -available to investors and market
srsiessronals. Many of ‘the ;problems, both real and perceived, .in the municipal’
market would be alleviated 1£ the level :of publicly available informarion
dissemunation were greater. 'Retail investors and .regulators need better trade
‘and guote .data ‘to assess the fairness of the prices .that 'municipal securities

Al

triker-dealers -charge their .customezs.
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Disclosure an the ‘municipal securitiea market 'is not comparable with
‘disslosure in:the equity markets, :or .even with that in the corporate :bond
mariker. -Particulazly in the .case of unrated issues, investors may be operating
1 -an -environment in which they have no ‘independent way to judge 'the true market
“7alue -or .suitability of ‘therr bonds.

Of course, an zndxvxduai:walkxng-;nto.h*b:oke:ﬁsﬁdffice:to;puxchasc-a
municipal -bond may :be able to get :a quote :foz ‘that :security. What -he ior she
cannot :get, ‘however, s :a real:market price with which to . compare the :quoted
~price. Even for professionals, price information .may not .be available, .or may
be unceliable. The price at which one dealer will sell a bond to another dedler
.¢r ‘to an rnstitutronal investor frequently differs from the price at -which
.another dealer will sell the ‘bond to a .retail investor.

The MSRB has :proposed a.ptrlot program to collect and publish .on-a delayed
~pasys, 1nformation on:xn;cr-dealcr-cransaccxons'in municipal :securities. 'While
thys rs 8 :constructive first step, T believe that the Commission :and the MSRB
anould work together to make :available, at least for actively traded -securities,
‘misre .complete :and timegly price anformation for:municipal securities an -a cost
wif4grive mannez. h

Audit Trails
improved gucie and trade reporting :should ge ‘hand-in-hand with better -audit

©ras} and :surverllance 'systems. Th:s, 1n-tuzn, would .allow :greater monrtoring
and-enforcement of imunicipal broker-dealer activities. WA‘better .audit trail

&

uld, for example, increase ‘the NASD*"s abilrty to :examine .and -enforce the
xrsting customer protection rules of the Commissicn and the:NASD.

¢

a8

Althouqhgthe:mun;cxpal*secu:ztxesAmazket,4ppea:s cohave had :a relatively
low level .0f proven sales practice abuses, this .should not ‘lead Congresas,
regulators, -or the investing public tobelieve :that all segments of :the
“munrcipal securities market age -safe :from.abuse. ‘Regulators need -better tools
vf they -are .to address the -elements of ‘the -municipal market that prey on
unsophisticated investors. -A state- of-the-art surveillance .system of ‘the type
that .exi1sts in the stock and .options markets ‘today .is ‘the logical point to begin
“losing ‘this .gap 1n the regulatorny system.

Conclusion

The municipal Secufityies market..ys essential 'tc our country. It provades :an
esfievent means of -financing locel governmental needs, and:on the :whole 1t
provides safe, 'sound, and reliable anvestments :for :millions of -bondholders. The
‘wunicipal market, however, 15 radically different from what it was in 1875, when
Ccongress set iup the .current iregulatory system.

As 1 have indicated, the Commission, working 'tcgethe: with market
parTicipants, the Congress, the ‘MSRE, the MASD, -and. other regulatars, is .
_prepazed To take ‘the initiative to ensure ‘that America®s municipal securities
.marrel remains -a strong and :healthy source of furiding for local government, and
+ safe and ‘fair market for investors. To ‘that :end, the Commission will work to
snsure -That 1Investors receive more information :about this market.



