Volume 10, Number 3

July 1980

“Filing'With SEC - °

Route to:

¥ Manager, Muni Dept.
. Underwriting
Trading

Sales

Operations

Public Finance
Compliance
Training
Other . .

gt

UV

Continuing Disclosure information/
Eiectronic Submission System

Facliity Flled

The Board has flled with the SEC a plan for an electronic
system for the collection and dissemination of official
distiosures about munlcipal securitiagissues Iinthe secon-
dary market. The proposed system would:

& accept disclosures voluntarily made by issuers and

trustees in specified electronic formats;

o electronically disseminate those disciosures to all

system subscribers simultaneously, within minutes

after the disclosure Is reieased by the Issuer ortrustee;
and

¢ recoup the operationai costs of the system from fees
paid by subscribers.

On June 22, 1990, the Board filed with the Securities ang
Exchange Commission a proposed facilty to accept and to
disseminate disclosures made by issuers and trustess con-
cerning municipal securities issues in the secondary market.
The proposed system is callsd the "CONTINUING DISCLO-
SURE INFORMATION/ELECTRONIC SUBMISSION" system
(the "CDVES system”).* The facility will not be operational untit
itis approved by the Commission. The Board requestedthat the
Commission approve the proposed rule change by October 1,
1930, at which time the Board believes that the system can be
ready for operation. The request for approval by this date Is
based on the Board's obsewvation of problems relating to
investor protection which currently exist because of the un-
availability of cenain types of disclosure information in the

market. The Board believes that the proposed facility will help
to address those problems.

Background

In the course of its rulemaking activities, the Board has
observed a critical need for improved access to information
about municipal securities bought and sold in the secondary
market. in paricular, the Board has observed that market
participants often do not have access to official disciosure
documents that have been prepared by issusrs and trustees
during the life of the an issue ("Continuing Disclosure Informa-
tion* or "CDI").

Examples of CD! include periodic financial reports prepared
by issuers, reflecting the credit quality of the issuer's outstand-
ing securities. Other types of CDI may be provided by the
trustee for an issue. The security for many outstanding issues
is structured around revenus from specific sources or specific
assets (e.g., a hospital, a retirement center, a housing project).
Trustess for these "structured" issues sometimes generate CDI
in the form of notices or reports which relate 1o the financial
status of these issues and the likelihood of the issue defaulting
or being redeemed early.

Board rules require dealers to explain 1o apotential customer
allmaterial facts about a proposed transaction,2to recommend
the transaction to the customer only if it is sultable for the
customer,® and to price the transaction correclly.* These
requirements areforthe protection of customers and arasimilar
or identical to the requirements placed on dealers in other
securities markets. It has become apparent to the Board that,
In today's market, access to CDI is necessary for dealers 10
determing the material facts about atransaction, to determine it

, Questions about this notice may be directed to
[ Harold L. Johnson, Deputy General Counsel. ;

' SEC File No. SR-MSRB-80-4. Comments filed-with the Commission should rafer to the file number end should be addressed 1o Jonathan €. Katz,
Secretaty, U.S. Securities and Exchange Commission, 450 5th Street, NW., Washington, D.C. 20548,

2 Rule G-17.
3 Rule G-1¢.
¢ Ruie G-30.
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atransaction is suitabie for a specific customer, andto pricethe
uransaction correctly. The Board believes that, in many cases,
lack of ready access to CDI is preventing dealers from fully
satisfying their investor protection obligations under Board
rules.

As an example ot a typical problem, trustees currently pro-
duce notices, sometimes called "pre-default" notices, which are
designed to inform bondhoelders of certain facts that are within
the directknowledge of thetrustee, e.g., thata reserve fund has
been invaded by the trustee. The events described in these
notices, once known by the market, may significantly affect the
price of the issue. However, the notices often are made
available exclusively to bondholders, providing an opportunity
for bondholders to sell the securities befare the information
reaches the market. The market may not become aware of the
existence of the notices until weeks or even months after the
trustee has provided the information to bondhoiders. Dealers

_ who are buying and selling the securities during this time may
not be providing their customers with the full disciosures re-
quired by Board rulss. Similar situations may occur when an

issuer makes known its intent to pre-refund one of its cutstand-
ing issues.

ABA Activities

In August 1989, the Board wrote the American Bankers
Associalion (ABA) regarding the Board's market regulation
concerns stemming from trustee disclosure practices. InOcto-
ber 1989, representatives of the ABA informed the Board that
their organization was engaged In efforts to establish voluntary -
guidelines for trustee disclosure. The ABA noted the need for
acentral repository to accept trustee disclosure notices and to
provide the notices to the market. In January 1990, the Board
stated that providing this capability would be an immediate
priority forthe Board. The ABA continued itswork on guidelines
for trustees and, in May 1990, Board representatives attended
an ABA-sponsored drafting meeting on the guidelines. These
meetings included representatives from a number of issuer
groups, the National Association of Bond Lawyers (NABL), the
Public Sescurities Association, rating agenciés, and other
groups. Afier considering comments offered at this mesting,
the ABA, in June 1990, released “Proposed Disclosure Guide-
Tines for Corporate Trustees,” for comment (ABA Draft Guide-
fines).s '

The ABA Draft Guidelines are designed 10 assist trustees.in
determining the content and timing of various types of disclo-
suras on avoluntary basis. The intent of the Draft Guidslines is
to ensure that appropriate disclosure notices are made avall-
able to the entire market. The Draft Guidslines state that the
establishment of a cantral repository to receive CDI should be
mandated by legislative or regulatory action.

Need for Central Repository of CDI

As noted above, the Board believes that improved access to
CD! is necessary so that dealers can comply with the Board's
investor protection rulas. In addition, the Board believes that
this will enhance the integrity and efficiency of the market. Lack
of access to CDI not only creates problems in specific transac-
tions, but also creates generalinefficiency inthe market. Market
participants who are awarethat theirtransactions may be based
on incomplete or erroneous. information necessarily take that
fact into account when making bids and offers on municipal
securities, thereby eroding the accurate pricing of those secu-
rities and the general efficiency of the marke.

Finally, the Board believes that the ‘existence of a centrai
repository for CDI, by providing a neutrai, fair and timely dis-
semination mechanism for disclosure information, would not
only increase the availability of the CDI currently produced, but
also would spur voluntary efforts in the municipal securities
marketto improve the content and timing of CDI. As evidenced
by the ABA effons, the existence of a central repository, which
provides a neutral, fair and timely dissemination mechanism for
disclosure information, will encourage production of CDI by
issuers and trustees and will facilitate voluntary effons to ad-
dress the information problems that continue to axist in the
municipa! securities market.

CDV/ES System

Based upon the considerations above, the Board has deter-
mined that it should establish a central facility to accept volun-
tary submissions of CDI from issuers and trustees and to
provide those disclosures to any interested party in a manner
that will ensure accurate, quick and fair access. Because CDI
may have an immediate effect on the market price of securities,
the Board believesthat itis important for asystem to exist which
can disseminate information within minutes of its receipt. In
addition, ltis importantfor any system operated by the Boardto
provide total accuracy in reproducing information. These
requirements have ied the Board to conclude that a system for
electronic submission and dissemination of the CDl is required.
The Board thersfore is proposingto establish and operate the
CDI/ES system to accomplish these objectives.

Relationship to MSIL System

The Board plans to operate the CDI/ES system as part ot the
Board's planned MUNICIPAL SECURITIES INFORMATION Li-
BRARY™, or MSIL™, system.® The MSIL system includes the
OFFICIAL STATEMENT/ADVANCE REFUNDING DOCUMENT
systern (OS/ARD system).” The OS/ARD system will accept
and electronically record paper copies of official siatements
and advance refunding documents. The OS/ARD system will

5The ABA Draft Guidelines are reprinted on pages 31 through 34 of this issue.
5 MUNICIPAL SECURITIES INFORMATION LIBRARY and MSIL are trademarks of the Board. The MSIL system was filed with the Commission on June

22, 1890 {File No. SR-MSRB-90-2).

7 The Board's general plan for the MSIL system and tho OS/ARD system is discussed on pages 7 through 14 of this issus.
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disseminate those documents electronically and on paper, with
the purpose of increasing the availabllity of descriptive Informa-
tion on municipal securities issues. The CDIES system will
accept only slectronic submissions. The Board fater may
develop plans 1o accept paper submissions of certain types of
CDI or slectronic submissions of official statements and ad-
.vance refunding documents.

CDIwill be offered from the CDI/ES system only in electronic
format because of the time-sensitive nature of the documents.
The Board expects that private Information vendors will be
actively en6:ged in disseminating CD! obtained from the CDI/
ES system and that these information vendors will provide
individual market participants and end users with a variety of
services, including services which convart CDito paper form for
end users.

Thefollowing Is an explanation of the operation of the CDI/ES
system.

Use of System to Make Disclosures

Any use of the CDI/ES systemwould bg compilstsly voluntary
on the part of the information provider. During the initial
opsrations phase, input to the CDIJES system would be limited
10 issuers and trustees (CDI providers). If parties other than
issuers or trustees seekto bacome CDI providers, the Board will
considerthe appropriate policies and proceduras to determine
whether such sources are authorized by the issuer of the
securitisstoprovide official documents with respectto anissue.

Prior to accepting CDI from any source, CDI/ES personnel
will establish a CD! provider file which includes the name of the
organization, the person or persons responsiblefor the CDi and
certain other information, inciuding telephone numbers of the
responsible persons. Procedures followed by CDI/ES person-
nel will ensure that any person seeking to establish a CDI
provider file, in fact, does represent an issuer or trustee of
municipal securities issues.

Oncethe authenticity of the CDI provider is established, a file
will be created in the CDI/ES system for that information pro-
vider. The CDI provider will be given a password andiglgphone
number that will aliow access to the input side of the CDI/ES
system. The CDI provider then can input information using
established input procedures. Use of CDI/ES to input informa-
tion will, as described below, require the CDV/ES provider to
have access to a personal computer, modgem and certain
software. CDIES personnel will work with the CDI provider to
ensure that the system can be readily used.

There wouid be no charge 1o issuBrs or trustess 10 use the
CDIES system to make disclosures. As discussed below, the
Board willassess fess frompersons receiving information from
the system,

in itsinitial operations phase, the CDI/ES system will accept
short {one 1o three pages) textual disciosure documents (dis-
closurenotioes) thatmay beofimmediate interestiothe market.
An exemple would be an issuers intent 10 pre-refund an issue.
The system aiso is being. designed o accept standardized

electronic files of information as may be generated by commer-
clally avallable siectronic spreadsheet programs (electronic
files). This capabiiity may be added during the initial operations
phase. Anissuer'sfinancial reports, for example, may be putin
this form. The technical specifications and certain other format
standards for slectronic files would have to be established prior
to incarporation in the system. This would be necessary to
ensure that the system can process the files accurately and 1o
ensure that recipients of the files are able to use them properly.
The Board will work with issuers, trustees and their organiza-
tions to arrive attormats of electronic files that can be accepted
and disseminated by the CDIES system. The Board witi focus
oninclusion of alectronic files that meet uniform formats arrived
at by issuer and trustee organizations.

Bank trustesswould be ableto use the systemto disseminate
disclosure notices that market panicipants sometimes refer 1o
as "pre-default notices." By disseminating the notices through
theproposed CDI/ES system, trustees will bg able to ensure that
all market participants have equal access to the same informa-
tion at the same time and reduce the possibility that their release
of information will cause inequities in the market.

After the inftial operations phase, the Board also may expand
the system to incorporate longer, more complex textual docu-
ments, which include charts and tables and images. Analysis
and development of this system enhancement will proceed
during the initial operations phase.

Input Procedures

The GDI/ES input procedures provide that CDI will be “sch-
oed back" to the CDI provider 1o verify that the information
receivedis an exact electronic copy of the informationwhich an
authorized CDI provider wishes to disseminate. The plannsed
input procedures are described below.

« The CDI provider enters the CDi into a personal computer at
the CDI provider's office. The CDI provider will use special,
public domain software (provided by the Board free or al
nominal cost) 1o convert the notice into an electronic format
that can be accepted and disseminated by the system. The
software will prompt the CDI provider to include information
withihe notice whichidentifiesthe CDI provider and theissue
to which the CDI relates. This will include CUSP numbers.
Using & commercially available computer modem (appréxi-
mate cost $200 to $500), the CDI provider diais the CDYES
input telephone number, enters & password of personal
identifying number, and sends the disciosure notice to the
CDI/ES system. A twoO page notice should take several

secondstosend. {The modem need not be dedicatedto CDIf
ES use.)

» CDI/ES systern personnel recsive the CD! over a personal
computer, indexthe CD1, and assign aunique control number
{oit. The CDIis then printed out in hard copy form, with the
identifying information and control number printed o it.

« CDI/ES system personnel telsfax the hard-copy notice, with
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control number, to a telefax number which the CDI provider

previously has provided and which is contained in the CDI
provider file. (This and the preceding step may be further
automated by use of the modemio "echo back” the CDitothe
CDI provider.)

The CD! provider reviews the tslefaxed CDI. If the notice is
correct, the CDI provider uses the modem to provide the
control number and his password.

Upon receipt of the control number from the CD! provider,
CDYES personns! have established that the CDI came trom
a legitimate source, is an accurats copy of the CD!I which the
provider intended to releass, and is ready for dissemination.
CDI/ES personnel then release the CDI to the output side of
the system, where it is immediately ready for electronic dis-
semination to persons who have requested this service. The
system will be designed so that the time period between
authorization of release and dissemination is a maximum of
a few minutes.

Dissemination of information

The Board will operate the output side of the CDI/ES systern
10 ensure that the information is avaiiable in & fair and non-
discriminatory manner {0 all interested parties who wish 10
subscribe to the service. This service will be provided via &
modem-to-modem telephone link with the subscriber, it is
anticipated that the time-critical nature of the informalion will
require subscribers to have dedicated telephone lines and
modems at the CDI/ES facility to ensure immediate receipt of
information. CDIi would be sent simultangously to each sub-
scriber. Aswith all MSIL system services, this service would be

- avallable, on equal terms, to any party who requests il.

The Board believes that the parties interested in subscribing -

tothe CDI/ES service will include information vendors who wish
" to resell the CDI through their cwn distribution networks. The
Board also is tooking at means to ensure that CDI/ES informa-
tionis made avallable on computernetwork servicesthat serve
the general public as well as through information vendors
specializing in the municipal securities market.

CD1 will be stored by the CDI/ES systam for three months.
This will accommodate subscribers who may have missed
transmission of the data dueto technical problems. The Board
alsointends to index and-archivethenotices inthe MSIL system
for the fife of the issus. )

The CDI/ES system will be available to-accept and dissemi-
. nate CDI on business days on which the Board's offices are
open {generally all business days except for federal holldays).
The hours of operation will be from 9:00 a.m. Eastern Time until
4:30 p.m. Edstern Time.

Pringiples for Operation of the CDI/ES Syestem
tn August 1882, the Board announced the guiding principles
tor design and operation of a repository of official statermerts

8 MSRB Reporis, Vol. 8, No. 2 (August 1985, at 5.

and advance refunding documents.® The Boardwilloperate the
CDV/ES system consistent with those guiding principles, as

made applicable to CD!. The guiding principles for the CDI/ES
system are: :

1. The purpose of the CDI/ES system is to collect, elec-
tronically store and disseminate CDI for municipal securities

issues to improve accessibllity of information about munici-
pal securities.

2. 'The CDJ/ES system will be planned and operated in a
manner that will provide equal access to documents to any
interasted personina non-discriminatory manner, in a man-
ner that will not confer special or.unfalr economic benefit to
any person, and In a cost-sffective manner supported by a
combination of Board funds and user fees.

3, The Boardwill encourage and facliitatethe development
ofinformation dissemination services by privatevendors, but .
the CDI/ES system will be pianned and operatedin a manner
to preserve its flexibitity to meet additional information needs,
beyond electronic dissemination of CDI, whenthereis a clear
and continuing failure by private sector information sources
to provide information that is essential to the integrity and ef-
ficiency of the market.

4. The CDI/ES system will be planned and operated Ina
manner to ensure as much flexibility as possible in adjusting
10 changes in technology of document storage and dissemi-
nation and to changes in disclosure practices in the market.

In addition, the Board's operation of the tacility will be subject
to several important legal and policy constraints:

1. The Board has no statutory authority to regulate the
content of disclosure by municipal securities issuers or

trustees or to require these paries to submit CDI to the
system.

2. TheGDI/ES system will notalterthe substance of the CDi
received or summarize the submissions.

3. The CDI/ES system will not store ortransmit documents

in any way that would be likely to introduce errors into the
data,

Costs and Fees for Use-of the System

Although Board funds will be expended to initiate the project,
the Board intends that the operational costs of the CDI/ES
system uftimately will be supported entirsly from yearly sub-
scriptionfees paid by persons who receive information from the
system. The Board anticipates that operational costs will be in
{herangeof $160,000 peryearoriess. TheBoard planstobegin
with an annual subscription fee of $5,000 and to review costs
and fees annually thereafter. The Board does not intend or
‘expectto opsrate the CDI/ES system 10 generate net revenues
tor the Board. During its annual review of fess, the Board will
adjust subscription fees in accordance with this principle.
July 2, 1990




