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In 1993, the American Stock
Exchange (Amex), the Chicago
Board Options Exchange (CBOE),
the Municipal Securities
Rulemaking Board (MSRB), the
National Association of Securities
Dealers, Inc. (NASD), the New
York Stock Exchange (NYSE), and
the Philadelphia Stock Exchange
(PHLX), endorsed the Report and
Recommendations of the Securities
Industry Task Force on Continuing
Education. The Task Force report,
which had input from the North
American Securities Administrators
Association INASAA), called for a
formal, two-part continuing educa-
tion program for securitics industry
professionals that would require
uniform training in regulatory mat-
ters and ongoing programs by firms
to keep employees up-to-date on
job-specific subjects.

The report also recommended cre-
ation of a permanent Industry/
Regulatory Council on Continuing
Education (Council) to determine
the specific content of the uniform
regulatory component and to man-
date specific minimum core curricu-

la for inclusion in appropriate

National Association of Securities Dealers, Inc.

segments of ongoing firm-training
programs. The Task Force recom-
mended further that computer-based
training be used as a primary vehicle
for the uniform regulatory compo-
nent of the program. The Council
has met monthly in 1994 to define
further the requirements of the con-
tinuing education program. It now
expects to submit rule proposals to
the self-regulatory organizations for
publication and member comment in
the summer of 1994.

The Honorable Arthur Levitt,
Chairman of the Securities and
Exchange Commission, has been
very suppoitive of the Council’s
efforts and has expressed a strong
interest in the rapid development of
an effective program. He has met
with the Council or its representa-
tives on a number of occasions and
has designated senior SEC staff
members to work with the Council.
Chairman Levitt also sent the fol-
lowing letter expressing his commit-
ment to mandatory continiing
education to the CEOs of members
having the largest number of regis-
tered persons.
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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

WASHINGTON, DC. 20854Q (

THE CHAIRMAN

To the Chief Executive Officer:

I am writing to you regarding an issue that I consider worthy of your attention and
time: the contmumg education of securities professxonals I believe we must proceed very
quickly to develop and implement an industry-wide program that provides for the periodic
training of all registered personnel. To realize this goal, it will be necessary for all firms to
commit themselves to the development of a workable program.

thna gnanieiting indiraterg galf_ s oy nirats ions CDRNN A~

In }vlay 1993, i€ SCCUriucs uluuauy Scii- lcsulau,uy Organizations (wnus) created a
Task Force representing a cross-section of broker-dealer firms to study the issue of
continuing education and develop recommendations. With the benefit of input from the
SROs and the North American Securities Administrators Association, the Task Force issued
its report in September 1993. To accommodate the divergent needs of individual firms, the

Task Force’s principal recommendation is to establish a program that has both a "Firm" and
a 'Ppgn]afm‘v element. As nrnnnqu the Firm element would mandate that each broker-

dealer provide annual contmumg "education on its products and services to all its registered
producing personnel who are in sales, trading, and investment banking, and their first line

supervisors. The Regulatory element would 1 require all registered personnel to receive {
training in compliance, regulatory, ethics and sales practice issues. z

I urge you to take whatever steps necessary to ensure that your firm stays apprised of
the work being pursued by the Industry/Regulatory Council on Continuing Education, the
successor to the Task Force. You may obtain the report of the Task Force and more
information about the timetable for implementation of a continuing education program by
contacting William R. Simmons, Executive Vice President, Dean Witter Reynolds, Inc. at
212/392-3767; Ray Vass, First Vice President, Merrill Lynch, Pierce, Fenner & Smith, Inc.
at 212/449-2539; or Ronald E. Buesinger, Corporate Secretary and Senior Vice President
(retired), A.G. Edwards & Sons, Inc. at 314/289-3773.

I appreciate your involvement in and support of mandatory continuing education.
Prompt implementation of this initiative should be one of the industry’s highest priorities as
it seeks to reinforce investor confidence in the U.S. capital markets through ensuring the
highest level of integrity and competence among securities professionals.

NASD Notice to Members 94-32 May 1994
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On April 7, 1994, the Securities and
Exchange Commission (SEC)
approved amendments to Municipal
Securities Rulemaking Board
(MSRB) Rule G-19 concerning
suitability of recommendations. The
amendments eliminate two provi-
sions that had operated as exemp-
tions to the rule and clarify the
information broker/dealers must
obtain from customers as well as
when it must be obtained. Finally,
these changes revise the definition of
“institutional account” contained in
MSRB Rule G-8.

Background

Rule G-19 contains general stan-
dards for broker/dealers making
recommendations to customers.
Since adoption of these standards,
the municipal securities market has
seen an increase in the number of
retail invesiors and the introduction
of more complex, speculative
municipal securities.

Responding to these developments
and industry concemns for increased
customer protection, the MSRB
clarified and strengthened its rules
governing what broker/dealers must
ask customers and when recommen-
dations are permissible.

Description Of Amendments

Under Rule G-19 a broker/dealer
must determine that a proposed trans-
action is suitable for a customer
before making any recommendations
to the customer. The amendments to
the rule eliminate two provisions that
have been interpreted as exemptions
from this requirement.

The first provision had permitted a
broker/dealer to make a recommenda-
tion when a customer fails to provide

National Association of Securities Dealers, Inc.

cufficient nersonal information. on the
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customer’s financial status or invest-
ment objective, as long as the bro-
ker/dealer has no reasonable grounds
to believe that the recommendation is
unsuitable. Now, a broker/ dealer
lacking such specific information
cannot make an investment recom-
mendation to that customer.

The second deleted provision

allowed broker/dealers to recom-

mend specific municipal securities to
investors who insisted on investing
after being informed that, based on
their financial circumstances, the
investment would not be suitable.
Eliminating this provision clarifies
the circumstances under which bro-
ker/dealers may make recommenda-
tions to customers.

Additional amendments to Rule G-
19 concern the information that must
be obtained from customers. For
non-institutional customers, the rule
change clarifies that reasonable
efforts must be ade (o obiain the
customer’s financial status, tax sta-
tus, investment objectives, and other
information the broker/dealer needs
to make recommendations to the
customer.

Although the amendment does not
specify what must be requested from
institutional accounts, the suitability
rule itself applies equally to institu-
tional and non-institutional accounts.
The rule requires that for each rec-
ommendation of a municipal securi-
ties transaction, a broker/dealer shall
have reasonable grounds, based
upon information available from the
issuer and facts disclosed by the
customer or otherwise known about
the customer, to believe that the
recommendation is suitable.

Related Amendment To Rule G-8

At the same time, the MSRB revised
the definition of “institutional

May 1994
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account” contained in Rule G-8 to
include the accounts of savings and
loan associations, investment advis-
ers registered under Section 203 of
the Investment Advisers Act of
1940, and other entities (e.g., a natu-
ral person, corporation, partnership,
or trust) with total assets of at least
$50 million. For purposes of suit-
ability determinations, this change

NASD Notice to Members 94-33

conforms the MSRB’s definition of
“institutional account” to the defini-
tion contained in Article III, Section
21(c)(4) of the NASD Rules of Fair
Practice.

L T T I

Questions concerning the Notice
may be directed to Brad Darfler,

District Coordinator, Compliance
Department, (202) 728-8946.
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Executive Summary

On April 13, 1994, the Securities
and Exchange Commission (SEC)
approved Municipal Securities
Rulemaking Board (MSRB) Rule G-
37 regarding political contributions
and prohibitions on municipal secu-
rities business. Related amendments
to Rules G-8 and G-9 on record-
keeping and record retention,
respectively, were also approved.
The limitations and requirements
established by Rule G-37, and the
changes to Rules G-8 and G-9, went
into effect on April 25, 1994.
Attached to this Notice is a Special
Notice 1o Selected Members con-
ducting a municipal securities busi-
ness that was distributed April 18,
1994.

Background

AACQCDIT .1 RPN My PN NN
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al requlrements affecting municipal
i

¢l

VEI-
sccuritics broker/dcalers, inclu(h ig
limitations on business activities
triggered by political contributions,
limitations on soliciting or coordi-
nating political contributions, and
broker/dealer recordkeeping and
disclosure.

National Association of Securities Dealers, Inc.

The rule addresses practices known
s “pay to play.” These typically
involve payments in the form of
political contributions that help
finance election campaigns for state
or local officials. Widespread reports
regarding the existence of these
practices have prompted concern
that they increase costs borne by
issuers, dealers, and investors; create
artificial barriers to competition; and
undermine the integrity of the
municipal securities market.

* ok k¢ ok %

Members are urged to review the
new rule in its entirety. Rule G-37,
the amendment to Rules G-8 and G-
9, background information, and a
detailed discussion of industry com-
ments were published in SEC
Release No. 34-33868, which
appeared in ihe Aprl 13, 1994,
Federal Register A copy of the

PG PN iy ot NTowad oo
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Agtinng rogarding thic N oy

\{uUDLIUllD u.«gcuu.lug (AT l‘ULl\.«L« 111(1_)’
be directed to Walter J. Robertson,
Director, Compliance Department
(202) 728-8236, or Brad Darfler,
District Coordinator (202) 728-
8946.
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April 1
Dear Member:

On April 13, 1994, the Securities
and Exchange Commission (SEC)
approved Municipal Securities
Rulemaking Board (MSRB) Rule G-
37 regarding political contributions
and prohibitions on municipal secu-
rities business. Related amendments
to Rules G-8 and G-9 on record-
keeping and record retention,
respectively, were also approved.

The limitations and requirements
established by Rule G-37. and the

changes to Rules G-8 and G-9. are
effective April 25. 1994.

MSRB Rule G-37 establishes sever-
al requirements affecting municipal
securities broker-dealers, including
limitations on business activities
triggered by political contributions,
limitations on soliciting or coordi-
nating political contributions, and
broker-dealer recordkeeping and
disclosure.

Business Disqualification Provision

Rule G-37 prohibits municipal secu-
ritics broker-dealers from engaging
in municipal securities business with
an issuer within two years after pro-
scribed contributions made by (1)
the broker-dealer, (2) any municipal
finance professional associated with
the broker-dealer, or (3) any political
action committee (PAC) controlled

NASD Notice to Members 94-34

by the broker-dealer or any such
associated municipal finance profes-
sional, to an official of the issuer,
who can, directly or indirectly, influ-
ence the awarding of municipal
securifies business.

‘Within the context of the rule,
“municipal securities business”
includes certain broker-dealer activi-
ties such as the purchase of a primary
offering of municipal securities from
the issuer on other than a competitive

hid hacic (1 e actino ag a manacing
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underwriter or as a syndicate member
in negotiated underwritings), and

acting as a financial advisor, consul-
tant, nhmamenf agent, or npcmhmf-d
remarketlng agent. The rule defines
an “official of an issuer” as any
incumbent, candidate (or successful
candidate) for elective office of the
issuer, which office is directly or
indirectly responsible for, or can
influence the outcome of, the hiring
of a broker-dealer for municipal secu-
rities business. “Contributions™
include any gift, subscription, loan,
advance, or deposit of money or
anything of value made:

(1) For the purpose of influencing
any election of any official of a
municipal securities issuer for feder-
al, state, or local office;

(2) For payment or reduction of debt
incurred in connection with any
election; or

(3) For transition or inaugural
expenses incurred by the successful
candidate for state or local office.

The rule’s disqualification provision
also would be triggered by contribu-
tions from employees of broker-
dealers referred to as “municipal
finance professionals.” The term
“municipal finance professional”
means:

(1) Any associated person primarily
engaged in municipal securities

representative activities, as defined
in MSRB Rule G-3(a)(1);

(2) Any associated person who
solicits municipal securities busi-
ness;

(3) Any direct supervisor of such
persons up through and including, in
the case of a broker-dealer other
than a bank dealer, the chief execu-
tive officer or similarly situated offi-
cial, and, in the case of a bank

dealar tha afficar ar officere decio_
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nated by the board of directors of the
bank as responsible for the day-to-
day conduct of the bank’s municipal
securities dealer activities, as
required pursuant to Rule G-1(a); or

(4) Any member of the broker-
dealer executive or management
committee or similarly situated offi-
cials, if any (or, in the case of a bank
dealer, similarly situated officials in
the separately identifiable depart-
ment or division of the bank, as
defined in Rule G-1).

Family members are not specifically
included within the definition of
municipal finance professional. The
rule, however, prohibits a broker-
dealer and any municipal finance
professional from doing any act
indirectly that would result in a vio-
lation of the rule if done directly by
the broker-dealer or municipal
finance professional.

Moreover, the rule exempts contri-
butions made by municipal finance
professionals of $250 or less per
election to each official for whom
the individual is entitled to vote.

Solicitation Restriction

The rule also prohibits broker-
dealers from soliciting contributions
on behalf of officials of issuers with
which the broker-dealer is engaging
or seeking to engage in municipal

May 1994
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securities business. This will pre-
vent broker-dealers from engaging
in municipal securities business
with issuers if they engage in any
kind of fund-raising activities for
officials of the issuers who may
influence the underwriter selection
process. This prohibition on solici-
tation and coordination also applies
to municipal finance professionals.
The rule prohibits municipal
finance professionals from solicit-
ing contributions to an official of an
issuer with which the broker-dealer
engages or is seeking to engage in
municipal securities business and
from coordinating contributions.

Disclosure And Recordkeeping

Rule G-37 requires broker-dealers
to disclose to the MSRB on Form

(3 27 cartain infarmation ahont
-5/ ceriain iniormanon asout

political contributions, as well as

other summarv information
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Contributions to be reported include
those to officials of issners and

political parties of states and politi-
cal subdivisions made by the bro-
ker-dealer, any municipal finance
professional, any executive officer,
and any PAC controlied by the bro-
ker-dealer or by any municipal
finance professional.

Broker-dealers also are required to
disclose issuers with which the
broker-dealer has engaged in
municipal securities business during
the reporting period, along with the
type of municipal securities busi-
ness and the name, company, role,
and compensation arrangement of
any person employed by the broker-
dealer to obtain or retain municipal
securities business from the issuers.

The reports must be submitted to
the MSRB quarterly. The MSRB
will include information reported
on Form G-37 in its electronic

library system, to allow for public
access to the information. (Form G-
37 will be provided to appropriate
members by the MSRB shortly. At
that time the reporting and due
dates will also be announced.)

Rules G-8 And G-9

The amendment to Rule G-8
requires a dealer to maintain a list
of:

(1) Names, titles, city/county, and
state of residence of all associated
municipal finance professionals;

(2) Names, titles, city/county, and
state of residence of all executive
officers of the broker-dealer;

(3) The states in which the broker-

danlar ic anono 1q ceakin
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engage in municipal securities busi-

neagg:

2SS,

(A\ F‘vr—-rv issuer with which munici-
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pal secunues business has been
conducted during the current year,

. as well as the previous two years

and, where applicable, the name,
company, role, and compensation
arrangement of any person
employed by the broker-dealer to
obtain or retain municipal securities
business with the issuer; and

(5) All contributions, direct or indi-
rect, to officials of issuers and to
political parties of states and politi-
cal subdivisions made by the bro-
ker-dealer, each dealer-controlled
PAC, and each associated municipal
finance professional and executive
officer.

The rule does not require the bro-
ker-dealer to maintain a list of con-
tributions by its municipal finance
professionals or executive officers
that are made:

National Association of Securities Dealers, Inc.

(1) To officials for whom the person
is entitled to vote, provided such
contributions do not exceed $250 to
each issuer official, per election; or

(2) To political parties for the state
and political subdivision in which
the person is entitled to vote, pro-
vided the contributions do not
exceed $250 per party, per year.

The rule also does not require bro-
ker-dealers to maintain a list of
contributions by any other employ-
ees, affiliate companies and their
employees, spouses of covered
employees, or any other person or
eniity uniess ihe coniribuiions were
directed by persons or entities sub-
ject to Rule G-37.

The amendment to Rule G-9
requires broker-dealers to maintain,
faor a six_vear nericd thoge racords
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required to be made pursuant to the
amendment to Rule G-8. Such
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records must be kept for contribu-
tions made or buginess Pn(mm:d in

beginning April 25, 1994.

& * * *

Members are urged to review the
new rule in its entirety. Rule G-37,
the amendments to Rules G-8 and
G-9, background information, and
a detailed discussion of industry
comments were published in SEC
Release No. 34-33868, which
appeared in the April 13, 1994,
FEDERAL REGISTER.

Questions regarding this notice may
be directed to Walter J. Robertson,
Director, Compliance Department
(202) 728-8236, or Brad Darfler,
District Coordinator (202) 728-
8946.
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[Release No. 34-33868; File No. SR-MSRB~
94-2]

Self-Regulatory Organization;
Municipal Securities Rulemaking
Board

April 7, 1994.

In the matter of Self-regulatory
organizations; order approving proposed rule
change by the Municipal Securities
Rulemaking Board relating to political
contributions and prohibitions on municipal
securities business and notice of filing an,
order approving on an accelerated basis
amendment Nao. 1 relating to the effective
date and contribution date of the proposed
rule.

On January 12, 1994, the Municipal
Securities Rulemaking Board (“MSRB")
submitted to the Securities and

" Exchange Commission {*‘Commission”}
a proposed rule change (File No. SR-
MSRB-94-02) pursuant to section
19(b)(1) of the Securities Exchange Act
of 1934, and Rule 19b—4 thereunder.
The MSRB filed the proposal to adopt
rules relating to political contributions
and prohibitions on municipal
securities business. The Commission
published notice to the proposal in the
Federal Register on January 21, 1994.2
On February 4, 1994, the Commission
extended the comment period for the
proposal by 30 days, to March 11,
1994.3 On March 29, 1994, the MSRB
filed an Amendment to the proposal
relating to the proposal’s effective date
and contribution date.+

115 U.S.C. 78s{b){1).

2 Securities Exchange Act Release No. 33482
(January 14, 1994), 59 FR 3389.

3 Securities Exchange Act Release No. 33583
(February 4, 1994}, 59 FR 6320.

4 As originally submitted, the proposal's
prohibitions on municipal securities business
would arise from contributions made on or after
April 1, 1994, The MSRB filed an amendment to
change the April 1,.1994 date 10 a date 10 days after
publication in the Federal Register of the
Commission order approving the proposal. The
MSRB also amended the proposal to change the
effective date of the proposal’s disclosure and

NASD Notice to Members 94-34

The Commission received 69
comment letters an the proposed rule
change. Twenty-four commentators
favor the proposal and 33 oppose the
proposal. Several commentators raise
concerns without expressly favoring or
opposing the proposal. Several
commentators that favor the proposal
make recommendations to better enable
municipal securities dealers to comply
with the proposal. The Commission has
determined, for the reasons discussed
below, to approve the proposed rule
change.

I. Executive Swmmary

The MSRB’s proposed rule change

relating to political contributions and

rohibitions on municipal securities

usiness is intended to address
practices known as *“pay to play.” These
practices typically involve payments in
the form of political contributions to
help finance election campaigns of state
or local officials or similar-arrangements
with these officials. Widespread reports
regarding the existence of such practices
has fueled industry and regulatory
concerns. These practices directly affect
municipal securities markets by
increasing costs borne by issuers,
dealers and ultimately investors, by
creating artificial barriers to
competition, and by undermining
underwriter and market integrity. In
1993, state and local goveinments
awarded negotiated underwriting
contracts for.the sale of more than $250
billion of municipal bonds,
approximately 80% of all municipal
securities underwritings, to facilitate the
construction of schools, highways,
hospitals, public housing, bridges, water
and sewer systems, and other
infrastructure projects needed to serve
public needs and spur local and
regional economic growth.s As of
December 31, 1993, private investors,
including households and mutual and
money market funds, held more than
$850 billion in municipal securities,
representing approximately 70% of
outstanding municipal securities.s
While it is difficult to quantify the cost
of fraudulent, unethical, and
manipulative dealer selection practices,
at a minimum, these practices

substantially undermine the integrity of

the municipal securities market.

recordkeeping requirements to a date 10 days after
publication of the approval order in the Federal
Register. File No. SE-MSRB-94-2, Amendment No.
1 (March 29, 1994).

5 See Public Securities Association, Review of
“Studies of Competitive and Negotiated Financing of
Muricipal and Corporate Securities (March 1994}

o Board of Governors of the Federal Reserve
System, Flow of Funds Accounts, Flows and
Cutstandings, Fourth Quarter 1993 (March 9, 1994)
{"Flow of Funds Accounts’).

Congress recognized the importance of
integrity in municipal securities
financing when it directed the formation
of the MSRB, as part of the Securities
Acts Amendments of 1975, and
authorized the MSRB to regulate the
conduct of municipal securities dealers
to, among other things, prevent
fraudulent and manipulative acts and
practices, promote just and equitable
principles of trade, remove
impediments to free and open trade, and
protect investors and the public interest.
As the self-regulatory organization
(“SRO”) charged with primary oversight
of municipal sectirities dealers’
activities, the MSRB has proposed a
series of measures designed to prevent
‘“‘pay to play” practices in the awarding
of municipal securities business. These
measures include a prohibition against
municipal securities dealers, conducting
certain types of municipal securities
business with an issuer if the dealer or
affiliated persons, subject to exceptions,
made political contributions to officials
of the issuer who could influence the
awarding of that business. The measures
also include separate provisions
requiring municipal securities dealers to
maintain records and to disclose
aggregate information to facilitate
compliance and examinations with the
goal of promoting investor confidence in

the inteority of the municinal socurities

the inte of the municipal securities
market. As discussed below, the
Commission believes that the proposal
is consistent with the Act and will
advance the goals of the Act.

I1. Background

The market for municipal securities is
characterized by great diversity and
high volume and comprises an
estimated 50,000 issuers including state
governments, cities, towns, counties,
and special subdivisions, such as
special purpose districts and public
authorities.” There are approximately
1.3 million municipal securities issues
outstanding, representing over $1.2
trillion in securities.2 In 1993, 17,000
new issues took place with a record
value of $335 billion.9 As discussed

7 Securities and Exchange Commission, Division
of Market Regulation, Staff Report on the Municipal
Securities Market, (September 1993) (“Municipal
Securities Report™} at 1.

8 See Flow of Funds Accounts, supra note 6.

8 This record financing was heavily influenced by
refundings. Nevertheless, the level of long term new
money financing, representing 49% of the financing
for the year, reflected continued market growth. In
1993, there were $142 billion of new money long
term financings, oompamd to $81 billion in 1988,

8 75% increase. “A decade of Municipal Finance,”
The Bond Buyer @an. 8, 1994} at 24. See also-
Securities Act Release No. 7048, Securities
Exchange Act Release No. 33741 (March 9, 1994),
Continued
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below, negotiated underwritings have
become the predominate method of
underwriter selection The MSRB’s

......... Aoclomad st o dIonon nhvinna
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involving political contributions
inherent in using negotiated
underwriting as a method of
underwriter selection.

A. Increasing Use of Negotiated
Underwritings

The types of securities generally
issued by municipalities include general
obligation bonds (secured by the full
faith and credit and general taxing
power of the issuer), revenue bonds
(secured by the revenues of a particular
project), and conduit bends (securities
issued to finance a project that is to be
used in the trade or business of a third
party, typically a private corporation or
non-profit entity). At-one time general
obligation bonds were most prevalent.
Today, however, most offerings consist
of revenue bonds. During the past few
years, the municipal bond market also
‘has experienced a proliferation of
com lex derivative products.10

Although competitive bidding
traditionally has been used for public
financing,11 in recent years negotiated
underwritings have become much more
common.2 in 1993, negotiated

CQOTT anman o3 Qoo Talto o T Lo A Ro)on o
oI rn 14740, and Securities muunusu NCL NEL1BASE

No. 33742, (March 9, 1994), 59 FR 12759.
10 Among these are principal and interest strips,

pocled municipal investment vehicles; detachable

call options, and new variable rate sacurities.

11 At the time the Exchange Act was enacted,
competitive bidding, in one form or another, was
the most accepted method of financing used by
municipalities and other public entities. L. Loss &
J. Seligman, Securities Regulation 343 (1989). In
competitive offerings, the issuer decides who will
underwrite its bonds based almost entirely on price
in responsa to the issuer’s “notice of sale.” Firms
wishing to bid on an issue will include other firms
in their syndicates based on their marketing or
capital needs and the requirements of the issuer, if
any. Some issuers will require the underwriting
syndicate to include one or more firms with
significant minority participation or specific

gional capacity. This requirement usually is -

gated in the notice of sale. See MSRB, Glossary of
Municipal Terms, (19885), definition of “‘competitive
bid” or “competitive bidding.”

12 There can be an element of competmon present
in negotiated deals, In a negotiated offering, the
issuer typically distributes a request for proposals
{"RFP"’} to provide underwriting services for either
a single issue, or mare frequently, for a set period
of years. Underwriters that are interested then
submit their res, n,seemd the issuer will select
ohe or more of mppnd.qnts to provide
.underwriting services. Issuers commonly select the
entire ment group in a negotiated offerlng.
and often select most mmbersn;?the selling group
as well. Often an issuer will use the RFP process

“prequalify” a pool of underwriters as eligible to
provids services and then select specific .
underwmerl’ -on b: transaction by transaction b%xs
Consequently, the RFP process ma notuete
aele:i?m rozzess of un(f ue lnﬂuenZe. p ®
Notwithstmdi the use of an RFP, issuers may
eward'the munidpal ‘securities bissiness sccording
toexisting non-merit based relationships with an-
underwriter.

underwritings accounted for
approximately 80% of all long-term
municipal bond offerings

uumpeuti'v'e uxuui'ﬂg offers the pﬁb}u.
some protection against the exertion of
inappropriate influence on public
officials by municipal underwriters.
When bidding is done competitively
and publicly, there is less possibility of
collusion and political patronage.
Because the competitive process offers
all potential bidders equal opportunity
to be awarded the deal, bidders must
compete with one another based on the
pricing of the issue and the willingness
to accept market risk.13

In contrast to competitive
underwritings, negotiated underwritings

nrocent oreater risk aof shuse in the
present greater ris< o1 asuse in ine

underwriter selection process.14 Issuers
may become involved not only in
selecting the lead underwriter, but also

in controlling other provisions of the
distribution. Selection may be baged on

nonmeritorious con51derat10ns, creating
a genuine risk that underwriters will be
selected on the basis of political
influence rather than the quality of the
underwriter’s services in distributing
the securities.1s

In a large syndicate, one or more firms will serve
as senior syndicate managers or co-managers; a
second tier of firms will be designated as managers;

tha ramai ntnn avndicata mambars ara tha aalli
wer )

>ers are the selling

group. The i xssuer will also designate which of the
managers will actually “run the books” and manage
the syndicate. The senior managers and managers
bear a risk of loss; members of the selling group do
not bear this risk. Some issuers may select all the
firms and delineate the position of each; others
choose several firms as the management group, and
give the senior syndicate managers discretion to
choose members of the selling group {or name a few
selling group members, and allow the senior
managers to choose the remainder); still others will
‘choose a senior manager and no others and the
manager may or may not form a selling group.

13 The Government Finance Officers Association
(“GFOA") cites three advantages to competitive
sales: assurance that the bonds are sold at the
lowest cost in the prevailing market; lower gross
underwriting spreads than negotiated sales,
historically; and promotion of the appearance of an
open, fair process. “Taxpayers have greater
assurance that the bonds have been awarded at the
lowest possible cost, and not for the benefit of

‘underwriting firms engaged in political activities to
support elected officials.” An Elected Official’s
Guide to Debt Issuance, Kurish and Tigue, GFOA,
Chicago, IL (1993) (“Elected Official's Guide").

14 Negotiated sales do present advantages. GFOA
notes three: ability to delegate tasks such as
document preparation, sizing and structuring to the
underwriter; pre-sale period in which structure may
be tailored to investor demand; and flexibility to
respond to market conditions. Elected Official’s
Guide. See also Public Securities Association,

“Review of Studies of Competitive and Negotiated

Financing of Municipal and Corporate Securities,
(March 1994).

:18Regardless of whether an issue is competitive
‘of negotiated, most issuers also employ financial
advisers to assist in a bond offering. While some
financial advisers are chosén on an issua by issue
‘basis, othiers are retained to assist the issuer over
a period of timé. Financial advisers also are paid

National Association of Securities Dealers, Inc.

B. “Pay to Play”’
Recent reports regarding “pay to

n\av have raised concerng about the

practxces municipal securities dealers
employ to obtain municipal securities
business. There have been numerous
reported instances where registered
municipal securities dealers, their
employeeés, and related parties,
allegedly have made payments, political
contributions, or entered into business
ventures with political figures
apparently to obtain the underwriting
business of municipal securities issuers.
Specific abuses have been alleged in
several state and local governments
including Alabama,1e California,17
Colorado,18 the District of Coiumbia,1s
Florida,z2e Illinois,21 Kentucky,22
Massachusetts,23 Michigan,24 New

by the issuer, and their fees may be considered an
expense of the offering.

18 "‘Crying Cronyism, Lawmaker Seeks Alabama
Ban on Negotiated Deals,”” The Bond Buyer,
(February 7, 1994), at 1.-

17 *Curbs Sought on Bond Firm Contributions,”
The Washington Post, {January 14, 1994} at B2.

18"“The Politics of Money,” U.S. News and World
Report, (September 20, 1993), at 67.

1% “‘Lazard Pushed D.C. io Arrange Swaps With
Merrill Lynch, D.C. Official Says,” The Bond Buyer, -
(January 19, 1994}, at 1; *‘Lazard Partner Says Firm
Unaware of Ferber’s Bid to Share D.C. Fees,” The
Bond Buyer, (January 20, 1994), at 1; “‘Cracking the
‘Club’ That Controls the Muni Bond Market,” The
Washington Post, {November 21, 1993), at H1.

20*“The Bond Merchants: Wall Street Makes
Millions on Municipal Bonds But Guess Who
Pays?” Common Cause Magazine, (October 1993).

21 “Chicago Confirms Being Subpoenaed by the
Grand Jury in Ferber Inquiry,”” The Bond Buyer,
{January 13, 1994}, at 1; “Iilinois Measure Would
Restrict Campaign Giving by Bond Dealers,” The
Bond Buyer, (February 4, 1994), at 1; *Push to Curb
Donations Not So Simple,” The Chicago Tribune,
{November 17, 1993), at 1.

22*At Trial, Kentucky's Bill Collins Gets Final
Say as Prosecutors Hammer Away at the Gift
Piano,” The Bond Buyer, (October 11, 1993), at 1;
“Kentucky Official Says He Served as Middleman
to Solicit Funds,” The Bond Buyer, September 7,
1993), at 1. Bill Collins is the husband of the former
governor of Kentucky, Martha Layne Collins. On
October 14, 1993, following a jury trial in the
United States District Court for the Eastern District
of Kentucky, he was convicted of extortion and

_conspiracy.

33“Treasurer's Office in Massachusetts Confirms
Existence of investigations,” The Bond Buyer,
(February 7, 1994), at 1; "Massachusetts Bars
Merrill From Top Bond-Sale Role,” The Wall Street
Journal, (February 7, 1994}, at C19; “Latest
Accusations Leveled Against Ferber Provide New
Details on 1990 MIFA Deal,” The Bond Buyer,
{December 21, 1993}, at 1; “FEDs Subpoena MIFA
For Second Time; Bond Documents Since 1982
Sought,” The Bond Buyer, (January 27, 1994);
*Papers Show New Links Between Ferber, Firm,”
The Boston Giobe, (December 17, 1993}, at 1.

34"Curbs Sought on Bond Firm Contributions,”
The Washington Post, (January 14, 1994}, at B2.
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Jersey,2s New York,28 Ohio,27 Ag a result of pgpgrfs gl]vg_ng 1093 draft rule’).3s A_lthgugh the
Oklahoma.28 and Wisconsin.2e The improper payments regarding the New  majority of commentators supported the

widespread nature of the complaints
concerning abuses has received
considerable attention from Congress,
the Commission, the MSRB, the
securities industry, the media, and the
public, reflecting concerns regarding the
integrity, fairness, and sound operation
of the municipal securities market.

C. Regulation of Municipal Securities
Underwritings

It appears that “pay to play”™ practices
are considered by many municipal
securities dealers to be an ordinary cost
associated with obtaining municipal
underwriting business.30 The
widespread perception of such practices
calls into question the integrity of the
municipal securities market and the
business practices some municipal
underwriters utilize in order to obtain
underwriting contracts. Several reports
have suggested that the greatest cost of
improper contributions is the cost to
investors, taxpayers, and the public at

large.31

25 *'Lazard Freres, Merrill Lynch Fee Splitting
Livens Debate,” The Bond Buyer. (June 25, 1993},
at i; “"New jersey Turnpike, Merrili Lynch ai Center
of U.S. Attorney Probe,” The Bond Buyer, (April 29,
1993), at 1; “N.]. Governor Bans Negotiated

1lm dawe o nt Ceata T aenl Tkn Brrnd Biar

wnaer g at State wsves, Jona Suyer,

(May 5. l993) at 1; “Tumpike Officials Said Lazard
Called the Shots,” The Bond Buyer. (May 26, 1993),
at 1; “*Ferbar Investigators Said to Pick Up Pacae:
Lazard Freres Subpoenaed. Others Wait,” The Bond
Buyer, (November 23, 1993), at 1.

26 ‘Holtzman Dials Direct for Dollars. Asking
Bankers to Help Pay Off Debt,”” The Bond Buyer
{May 12, 1393), at 1; “Wall Street Executives
Appear on List of Fund-Raiser for N.Y.
Comptroller,” The Bond Buyer {October 29, 1993},
at 1; “Get Off McCall's Committee,” The Bond
Buyer {November 1, 1993), at 42; “NYC’s Stein
Urges Mayor, Comptrolier to Copy New Jersey, Ban
Negotiated Debt,” The Bond Buyer. (May 12, 1993},
at 1; “N.Y.C. Report Slams Holtzman For
Negligence in Fleet Affair,” The Bond Buyer.
{September 16, 1983), at 1; “The Trouble With
Consultants, The Market May be Getting Serious
About Campaign Contributions, But There's More
Ways to Peddle Influence,” The Bond Buyer,
{November 16, 1993), at 1; "Holtzman Says Loan
Didn’t Sway Choice of Fleet ta Handle New York
City Debt,” The Bond Buyer. (April 26, 1993), at 1.

27**Armacon’s Ohio Work a Smith Barney Favor
After 1991 Lease Issue Soured in New Jersey.” The
Bond Buyer, {May 17, 1993), at 1.

28*‘Curbs Sought on Bond Firm Contributions,”
The Washington Post, (January 14. 1994), at B2;
“SEC Investigates Oklahoma Issues for Possible Law
Violations,” The Bond Buyer, (November 23, 1993},
at 1; “SEC Inspects Pike Bond Refinancing,” The
Daily Oklahoman, (November 19, 1993}, at 1; **SEC
Asks Agencies in Oklahoma for Data About Bond
Issues,” The Wall Street ]oumal {November 24,
1993), at AS.

29*Curbs Sought on Bond Firm Contributions,”
The Washington Post, (January 14, 1994), at B2

30*Illegal Payments Mar the Muni Market,” The
Wall Street Journal, (May S, 1983}, at C1.

31 "Bond Buyers’ Gain, Taxpayers' Loss,” New
York Times, (September 5, 1993), at 11; “The
Trouble With Munis, The Market is Sound, Bat
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Jersey Turnpike refunding, in May 1993,
Congress requested the Commission, the
MSRB, and the National Association of
Securities Dealers {“NASD") to review
the adequacy of regulation and oversight
of the municipal securities market.32

This culminated in the Division’s
Municipal Securities Report,33 and
Congressional hearings on the
municipal securities market held on
September 9, 1993. The Municipal
Securities Report recommended that
“pay to play” contributions be
addressed promptly.34 The Staff stated
that an MSRB proposal to require
disclosure of political contributions and
umluug wmpdlgﬂ contributions for the
purpose of obtaining underwriting
business mpresented a positive first step
to address the misuse of polmcal
contributions.3s

The MSRB’s efforts to examine the
role of political contributions in the
underwriting process pre-date recent
public interest in the issue. In August
1991, the MSRB published a notice
expressing concern that the process of
selecting an underwriting team should
not be infhienced by political
contributions, and encouraged
underwriters, and state and local
governments to maintain the integrity of
the underwriter selection process.36 In
May 1993, the MSRB issued a press
release noting continued concern by the
MSRB, industry members, and others
regarding political contributions.3”

In August 1993, the MSRB published
for comment draft rule G-37 (“August

Abuses Hurt Both Investors and Taxpayers,”
Business Week, (September 6, 1993), at 44.
szLetter from The Honorable John D. Dingell,
Chairman, Committee on Energy and Commerce,
United States House of Representatives, and The
Honorable Edward }. Markey, Chairman,
Subcommittee on Energy and Commercs, United
States House of Representatives, to Mary L.
Schapiro, Acting Chairman, Commission,
Christopher A. Taylor, Executive Director, MSRB,
and Joseph R. Hardiman, President and Chief
Executive officer, NASD (May 24, 1993).

33 Supra note 7.

34 The Commission’s Chairman Arthur Levitt
testified that, “fwlhile the Commission remains
confident of the strength and effectiveness of the
municipal securities market, we also share the
Subcommittee’s concern that investor confidence in
its integrity may have been impaired as a result of
recent serious allegations of abusive practices.”
Testimony of Arthur Levitt, Chairman, Commission,
Concerning the State of the Municipal Securities
Market, Before the Subcommittee on .
Telecommunications and Finance, Committee on
Energy and Commerce, United States House of
Representatives (September 9, 1993).

38 Municipal Securities Report, supra note 7, at
33.

36 See MSRB Reports,.Vol. 11, No. 3, {September
1991} at 11. _

37 See MSRB Reports, vol. 13,No. 3, {(June 1993)
at 15. .

MSRB proposal, none gave unqualified
support. After considering the
commentators’ concerns and
suggestions at its November and
December 1993 meetings, the MSRB
proposed the instant rule change.
Some state officials and politicians
have advocated or introduced
legislation aimed at abuses resulting
from political contributions and have
made attempts to reform the municipal
securities underwriter selection
process.?9 Voluntary industry efforts
also are underway to reducs the
presence of inappropriate political
influence peddling. On October 18,

1001 ceventoen municinal securitios
1003, seventeen municipal securiuies

dealers agreed to adopt a “Statement of
Initiative,” providing the political
contributions made, in any manner, for
the purpose of influencing the awarding

of mnn|r\nnl finance buginess should be

prohlblted To date, over 50 firms have
agreed to adhere to the Statement of
Initiative.40 -

38 The draft proposal would have (1) prohibited
brokers, dealers and municipal securities dealers
and their associated persons from making political
contributions directly or indirectly, to officials of
issuers for the purpose of obtaining or retaining
municipal securities business, and (2) required
dealers and their associated persons to disclosa, for
a four-year period, ali poiitical contributions o
officials of such issuers with whom they have done
business.

7958 House No. 1824, The Commonwealth of
Massachusetts {a recently introduced bill to
prohibit political contributions by investment.
bankers and bond counsel); The Commonwealth of
Massachusetts Joint Statement on Debt Policy
(issued to “[rJeaffirm and extend the statutory
presumption that all Commonwealth Debt * * *
shall be issued on a competitive, sealed-bid (lowest
true interest cost) basia, and establish standards for
rebutting that presumption * * *; [e]stablish a
basic framework for the establishment of
procurement processes for the selection of
underwriters, financial advisors and attorneys
* * * [and] {flurther the practice of requiring
disclosure by underwriters, financial advisors and
attorneys which fosters the elimination of conflicts
of interest among those which serve the
Commonwealth * * *in* * * issuances of
debt.”). The Commonwealth of Massachusetts
Treasury Department (October 27, 1993).

See also "'Crying Cronyism, Lawmaker Seeks
Alabama Ban on Negotiated Deals,” The Bond
Buyer, (February 7, 1994), at 1; “*Curbs Sought on
Bond Firm Contributions,” The Washington Post,
(January 14, 1994), at B2; *‘Shapiro of Maine Seeks
MSRB Ban on Political Contributions from Bond
Firms,” The Bond Buyer, (May 14, 1993), at 1; N.J.
Governor Bans Negotiated Underwriting at State
Level,” The Bond Buyer, (May 5, 1993), at 1;
“Following SEC, Texas Authority Seeks Disclosure
on Political Gifts,” the Bond Buyer, (June 23, 1993},
at 1; *‘Massachusetts Bars Merrill From Top Bond-

‘Sale Role,” The Wall Street Journal, (February 7,
1994), at C19; “Municipal Bond Group Urges End
To Being Solicited,” The Wall Street Journal,
(October 8, 1993), at C1.

40Some state and local officials have stated their
intention to boycott those firms that voluntarily
stop political contributions. The Florida :

Continued
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While the Commission views the -
voluntary efforts of those firms adhering
to the Statement of Initiative as
iaudabie, these actions represent only a

“first step. The MSRB'’s proposed rule

change marks a second step: industry-
wide reform intended to respond to the
detrimental effects of conflicts of
interest.

I1I. Description

The proposed rule change would
establish industry-wide restrictions and
requirements aimed at preventing
fraudulent and manipulative practices,
promoting just and equitable principles
of trade, removing impediments to free
and open trade, and protecting investors
and the public interest. The MSRB’s
proposal is intended to address the real
as well as perceived abuses resulting
from ‘‘pay to play” practices in the
municipal securities market. The
proposal is a comprehensive scheme
composed of several separated
requirements affecting municipal
securities dealers, including limitations
on business activities triggered by
political contributions, limitations on
solicitation and coordination of political
contributions, and dealer recordkeeping

and disclosure.

A. Rule G-37—*"Pay to P]ay”
Restrictions

1. Business Disqualification Provision

. . s
Proposed rule G-37 will prohibit

brokers, dealers and municipal
securities dealers (“dealers”) from
engaging in municipal securities
business with an issuer within two
years after proscribed contributions
made by (1) the dealer, (2} any
municipal finance proféssional
associated with the dealer, or (3) any
political action committee (“PAC”)
controlled by the dealer or any such
associated municipal finance
professional, to an official of the issuer
who can, directly or indirectly,
influence the awarding of municipal
securities business. “Municipal
securities business” includes certain
dealer activities such as the purchase of
a primary offering of municipal
securities from the issuer on other than
a competitive bid basis (i.e. acting as a
managing underwriter or as a syndicate
member in negotiated underwritings),
and acting as a financial advisor,
consultant, placement agent, or

Association of Counties, for example, called for its
members to boycott seventeen securities firms that
have voluntarily banned political contributions
citing these firms’ endorsement of *‘public policy
damaging rules.” See “Politicians are Mobilizing to
Derail Ban on Muni Underwriters’ Campaign Gifts,”
The Wall Street Journal, (December 27;.1993), at
C16. -

negotiated remarketing agent.41 The
proposal defines an “official of an
issuer’ as any incumbent, candidate or
successful candidate for elective office
of the issuer, which office is directly or
indirectly responsible for, or can
influence the outcome of, the hiring of
a dealer for municipal securities
business. This includes any issuer
official, incumbent or candidate (or
successful candidate) who has influence
over the awarding of municipal
securities business. “Contributions”
include any gift, subscription, loan,

advance, or deposit.of money or

anything of value made: (1) For the
purpose of influencing any election of
any official of a municipal securities
issuer for federal, state,s2 or local office;
(2) for payment or reduction of debt
incurred in connection with any
election; or (3) for transition or
inaugural expenses incurred by the
successful candidate for state or local
office.

Thus, contributions to certain state-
wide executive or legislative officials
will affect the eligibility of the firm to
engage in municipal securities
business.+3 The proposal applies to

contributions made on or after April 25,
1994.44

The proposal’s disqualification
provision also would be triggered by
contributions from employees of
dealers, defined as “municipal finance
professionals, ' are primarily engaged in
municipal securities business. The
proposal exempts contributions made
by municipal finance professionals of

$250 or less per election to each official

for whom the individual is entitled to
vote. The proposal defines the term
“municipal finance professional” to
mean: .

(1) Any associated person primarily
engaged in municipal securities
representative activities, as defined in
rule G-3(a){i);+s

41 The proposed rule does not apply to
competitive bids, i.e., offerings in which the
securities are awarded to the underwriting
syndicate presenting the best bid according to
stipulated criteria set forth in the notice of sale. See
Glossary of Municipal Terms, supra note 11.
Obviously, there is potential for abuse in
determining the criteria by which eligibility is
determined. If Such abuse occurs, we would expect
the MSRB to respond appropriately.

42 The term “state” is defined in section 3(a)(16)
of the Act to mean any state of the United States.
the District of Columbia, Puerto Rico, the Virgin
Islands. or any other possession of the United
States.

43For example, governors will be included under
the proposal’s definition of official of an issuer.

44File No. SR-MSRB—94-2, Amendment No. 1

" {March 29, 1994). See supra note 4.

45 Rule G-3(a){(i} defines the term “municipal
securities representative” as a person associated
with a dealer, other than a person whose functions
are solely clerical or ministerial, whose activities
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(2) Any associated person who solicits
municipal securities business;
(3) Any direct supervisor of such

persons up through and including, in

the case of a dealer other than a bank
dealer, the chief executive officer or
similarly situated official and, in the
case of a bank dealer, the officer or
officers designated by the board of
directors of the bank as responsible for
the day-to-day conduct of the bank’s
municipal securities dealer activities, as
required pursuant to rule G-1(a),or

4) Any member of the dealer
executive or management committee or
similarly situated officials, if any (or, in
the case of a bank deaier, similarly
situated officials in the separately
identifiable department or division of
the bank, as defined in rule G-1).46

Family members are not specifically
included within the definition of
municipal finance professional. The
proposal, however, prohibits a dealer
and any municipal finance professional
from doing any act indirectly which
would result in a violation of the
proposed rule if done directly by the
dealer or municipal finance
professional. This is intended to prevent
dealers from funnelling funds or
payments through other persons or
entities to circumvent the proposal’s
requirements. For example, a dealer
would vioiate the proposal if it does
business with an issuer after
contributions were made to an issuer
official from or by associated persons,
family members of associated persons,
consultants, lobbyists, attorneys, other
dealer affiliates, their employees or
PACs, or other persons or entities as a
means to circumvent the rule. A dealer
also would violate the rule by doing
business with an issuer after providing
money to any person or entity when the
dealer knows that the money will be
given to an official of an issuer who
could not receive the contribution
directly from the dealer without
triggering the rule’s prohibition on
business.

include one or more of the following: (A)
Underwriting, trading or sales of municipal
securities; (B) financial advisory or consultant
services for issuers in connection with the issuance
of municipal securities; (C) research or investment
advice with respect to municipal securities; or (D)
any other activities which involve communication,
directly or indirectly, with public investors in
municipal securities; provided, however, that the
activities enumerated in subparagraphs (C) and (D)
are limited to such activities as they relate to the .
activities enumerated in subparagraphs (A} and (B).

46 The proposal’s prohibition on business would
result if a municipal finance professional associated
with the dealer made the contribution before
becoming associated with the dealer, (the two year
ban on business applies to both the current and
prior employer of the municipal finance
professional).
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The proposal will not restrict personal
volunteer work by municipal finance
professionals in political campaigns
other than soliciting or coordinating
contributions. However, if resources of
the dealer are used or expenses are
incurred by the municipal finance
professional in personal volunteer work,
the value of the resources or expenses
must be included in determining
whether the dealer is restricted from
future negotiated underwritings
involving that issuer or whether the
municipal finance professional
exceeded the $250 limitation.

2. Solicitation Restriction

The proposal also will prohibit
dealers from soliciting contributions on
behalf of officials of issners with which
the dealer is engaging or seeking to
engage in municipal securities
business.47 This will prevent dealers
from engaging in municipal securities
business with issuers if they engage in
any kind of fund-raising activities for
officials of the issuers that may
influence the underwriter selection
process. This prohibition on solicitation
and coordination also applies to
municipal finance professionals. The
proposal prohibits municipal finance

prnfacclnna‘c fram coliciting

S1O0NALE YOI SOIICIU

contributions to an official of an issuer
with which the dealer engages or is
seeking to engage in municipal
securities business and from
coordinating contributions.

B. Disclosure and Recordkeeping

The proposal would establish
disclosure and recordkeeping
requirements to facilitate enforcement of
rule G-37’s *‘pay to play” restrictions
and, independently, to function as a
public disclosure mechanism to
enhance the integrity of and public
confidence in municipal securities
underwritings. Thus, although the
disclosure and recordkeeping provisions
will generally supplement the ““pay to
play” restrictions, the purposes served
by these provisions are distinct from,
and not dependent on, the business
disqualification or solicitation
restriction provisions.

1. Rule G-37

Proposed rule G-37 will require
dealers to disclose to the MSRB on Form
G-37 certain information about political
contributions, as well as other summary
information, to facilitate public scrutiny
of political contributions in the context

- 47The term “seeking to engage in municipal
securities business™ means dealer activities
including responding to requests for proposals,
making presentations of public finance capabilities,
and other soliciting of business with issuer officials.
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of the municipal securities business of
a dealer. Contributions to be reported .
include those to officials of issuers and
political parties of states and political
subdivisions made by the dealer, any

municipal finance professional, any .

executive officer, and any PAC
controlled by the dealer or by any
municipal finance professional.«g Only
contributions over $250 by municipal
finance professionals and executive
officers are required to be disclosed. The
proposal does not require dealers to
disclose the names of individual-
municipal finance professionals and
executive officers.

The proposal requires that dealers
report on Form G-37 by state: (1) The
name and title, (including any city/
county/state or other paolitical
subdw1sxon) of each ofﬁcxal of an issuer
and political party receiving
contributions; (2) the total number and
dollar amount of contributions made by
the dealer, dealer controlled PACs, and
associated municipal finance
professionals, and (3) other identifying
information as required by Form G-37.
Dealers also will be required to disclose
issuers with which the dealer has
engaged in municipal securities
busmess durmg the repomng perlod
dlUlls Wllll llltﬂ lyPU Ul uxuxu\.xpal
securities business and the name,
company, role and compensation
arrangement of any person employed by
the dealer to obtain or retain municipal

sacstimtios hucinange fram tho iscuiore T
securities business from the issuers. The

reports are required to be made on Form
G-37 and to be submitted to the MSRB
in accordance with rule G-37 filing
procedures, quarterly, by dates -
determined by the MSRB.

The MSRB w1ll include information
reported on Form G-37 in its electronic
library system, the Municipal Securities
Information Library (“MSIL”). The
MSRB will develop appropriate filing
procedures to allow for public access to
the information, as well as indexing,
and record storage.

2. Rules G-8 and G-9

The proposal will amend rules G-8
and G-9 on recordkeeping and record
retention regarding political
contributions. The proposed
amendment to rule G-8 will require a
dealer to maintain a list of: (1) Names,
titles, city/county and state of residence
of all associated municipal finance
professionals; (2) names, titles, city/

48 The proposal does not require dealers to
maintain a list of contributions by other employees,
affiliated companies and their employees, spouses
of municipal finance professionals, or any other
person or entity unless the contributions were
directed by persons or entities subject to the
proposal.

county and state of residence of all
executive officers of the dealer; (3] the
states in which the dealer is engaging or
is seeking to engage in municipal
securities business; {4 every issuer with
which municipal securities business has
been conducted during the current year,
as well as the previous two years and,
where applicable, the name, company,
role and compensation arrangement of
any person employed by the dealer to
obtain or retain municipal securities
business with the issuer; and (5} all
contributions, direct or indirect, to
officials of issuers and to political
parties of states and political
subdivisions made by the dealer, each
dealer-controlled PAC, and each
associated municipal finance

prnfocmnnn] and executive officer.49

TOICSsIonNal ang exXeCullve OIIge

The records required pursuant to the
proposal apply to contributions made or
business engaged in beginning April 25,
1994.50

The proposal does not require the
dealer to maintain a list of contributions
by its municipal finance professionals
or executive officers that are made: (1)
To officials for whom the person is
entitled to vote, provided such
contributions do not exceed $250 to
each issuer official, per election; or (2)

to pnht:ca‘ por!}es for the gtate and

political subdivision in. which the
person is entitled to vote, provided the
contributions do not exceed $250 per
party, per year. The proposal also does
not require dealers to maintain a list of
contributions by any other employees,
affiliate companies and their employees,
spouses of covered employees, or any
other person or entity unless.the
contributions were directed by persons
or entities subject to proposed.rule G-
37.

The proposed amendment to rule G-
9 requires dealers to maintain, for a six-
year period, those records required to be
made pursuant to the proposed
amendment to rule G-8.

IV. Summary of Comments

The Cotnmission received 69
comment letters on the proposal. A
separate summary of comments was
prepared and is available in the public
file. The Discussion section of this order
addresses specific issues addressed by
the commentators.

V. Discussion

The MSRB’s rule proposal seeks to
end “pay to play” abuses in municipal
securities underwritings. The MSRB has

49 Dealers will be required to record, per
contribution, the identity of the contributor and the
recipient anid the amount of the contribution.

. s0File No. SR-MSRB-94-2, Amendment No. 1
(March 29, 1994). See supra note 4.
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determined that fhe most effective
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through adoption of several provisions
consisting, as described above, of a
business disqualification provision, a
solicitation restriction and disclosure
and recordkeeping requirements. These
provisions reflect well-established
methods for dealing with conflicts of
interest and other instances where
improper influence is used to secure an
unmerited benefit.

The Commission believes that the
MSRB's proposal is tailored to
accomplish its stated goals with
minimal disruption in the municipal
securities industry and the state and
local political process to which that
industry is Enked. The Commission
agrees with the MSRB that its proposal
represents an appropriate response to a
compeiling problem and, therefore, has
determined to approve the proposed
rule change.

A. Statutory Standard

The proposed rule change is
consistent with the requirements of the
Act, and in particular, with sections
15B(b)(2) (C) and (G) of the Act.51
Section 15B{b}{2}{C) authorizes the
MSRB to adopt rules designed to

rad Fanasdealant .....l mﬁ-uﬂn-.]-.h"n
PIUVGILL uauuu.am.u i P L2

acts and practices, to promote just and
equitable principles of trade, to foster
cooperation and coordination with
persons engaged in regulating

tramcactione in mnnxmnal QRﬁ“"IhDQ 1o

remove impediments to and perfect the
mechanijsm of a free and open market in
municipal securities and, in general, to
protect investors and the public interest.
Section 15B(b}{24G) authorizes the
MSRB to adopt rules that prescribe the
records to be made and kept by
municipal securities dealers and the
periods for which such records shall be
preserved. Because the MSRB’s rules are
to be preventive in nature, Section 15B
defines the scope of the MSRB’s
authority in terms of purposes rather
than subject matters. This autharity
provides the MSRB with flexibility to
deal with future problems in the
municipal securities industry.s2 Thus,

51 Sections 15B(b)(2} {C), €C}; {15 U.S.C. §§ 780~
4(b)2) (C). {GH.
s2The legislative history to the 1975 Acts

"Amendments adopting Section 15B indicated that

Congress did not believe it would be desirableto
restrict the MSRB’s authority by a specific
enumeration of subject matters. “The ingenuity of
the financisl community and the impossibility of
anticipating all future circumstances are obvioes
reasons for allowing the {MSRB] a measure of
flexibility in laying down the rules of the municipal
securities industry.” 8. Rep. No. 75, Securities
Exchange Act of 1975: Report of the Committee on
Banking, Housing, and Urban Affairs, to
Accompony S. 249, 94 Cong., 2d Sess 43 {“Senate
Report™) at 225.

Section 15B pmvides the MSRB broad

riilamalina awrrtharite 0 imnlamant it
Tuiemaxking autnonty 0 impiement its

enumerated purposes.

1. Prevent Frandulent and Maninmilative

4. STOVOIR JIaCUROLIT 8RG MR v

Acts and Practices

The Commission and the MSRB have
a significant interest in preventing
fraudulent and manipulative acts and
practices, as well as the appearance of
fraud and manipulation, in the
municipal securities market. One of the
principal goals of Section 15B is to
address threats to the integrity of the
municipal securities market.s3
Underwriters perform essential
functions in offerings by structuring the
offering and preparing disclosure
documents that form the basis of
marketine the offerine to the nublic sa If

HIGQIRCLILE a0 ULCTLIEE W0 wal puvii.

underwriter selection is swayed by
political contributions or influence,
underwriters may be chosen based on
their history of contributions or political
contacts, rather than their expertise or
competence.

Several commentators contend that
reports of abuse are unsubstantiated,ss

53''S. 249 would provide, through amendment of
the Exchange Act, a comprehensive pattern for the
regulation of brokers, dealers, and banks trading
municipal securities. The Committee feels that the
lack of federal regulation . . . represents a serious
threat to the integrity of the capital-raising system
upon which local governments rely to finance their
efforts.” Senuie Aepori at 213, 16.

54 In the proposing and adopting releases for Rule
15¢2-12, the Conumsswn set forth its interpretation
of the Ouugz‘ﬁloﬁ of muﬁiCxl‘Jax securities

underwriters under the antifraud provisions of the

federal securities laws. The interpretation discussed.

the duty of underwriters to the investing public to
have a reasonable basis for recommending any
municipal securities, and their responsibility, in
fulfilling that obligation. to review in a professional
manser the accuracy of statements made in
connection with the offering. Securities Exchange
Act Release No. 26100 (September 28, 1988}, 53 FR
37778; Securities Exchange Act Release No. 26985
(July 10, 1989), 54 FR 28799.

55 For example, one commentator states that
“there have been relatively few reperted instances
of improper behavior in the market where
approximately 15,000 issues are sold each year
involving thousands of public officials * * *. Many
of the high-profile cases of improper behavior that
have been cited as evidence of corrupt practices
caused by campaign giving are either illegal already
or would not be affected by a prohibition on
political contributions.” Letter from Jeffrey L. Esser,
Executive Director, Government Finance Officers
Association, to Jonathan Katz, Secretary,

* Commission (March 10, 1994). See also letter from

Donald J. Barut, Executive Directar, National
League of Cities, to Jonathan Katz, Secretary,
Commission (February 7, 1984); letter from Harlan
E. Boyles, State Treasurer, North Carolina, to Arthur
Levitt, Chairman, Comsission {January 28, 1994).

Several commentators state that the majority of
political contributions by municipal securities
dealers and their associated persons are given for
legitimate purposes and are unrelated to the
selection of municipal securities underwriters. E.g.,
letter from Jeffrey L. Esser, Executive Director,
Government Finance Officers Assoclation; to
Jonathan Katz, Secretary, Commission {March 10,
1994).

National Association of Securities Dealers, Inc.

or view the issue as one of voter

Nl A nn A d marraion nefa rather
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than investor protection.ss The
Commission believes, however, that
‘“‘pay to play” practices may damage the
municipal securities market in several
ways. If political influence is the
determinative factor in the choice of
municipal securities dealers as
underwriters in an offering, the
underwriter selected may be less likely
or competent to perform a reasonable
investigation of statements made by the
issuer in connection with the offering.57
A decrease in the credit quality of the
issue after it has been sold could have

a significant adverse impact on
investors, and the underwriter’s

investication micht roveal informatian
investigalion mignt reveal iniormaion

that bears directly on the issuer’s future
ability to meet interest and principal
payment obligations on a timely basis.

“Pay to play” also undermines the
integrity of municipal securities
underwriting. The mere perception of
political influence in underwriter
selection diminishes investor
confidence in an underwriter’s
willingness to faithfully fulfill its
obligations to the investing public. The
Statement of Initiative itself attests to
the prevalence of industry concerns
regarding the effects of these practices
on the integrity of the municipal
securities market and underwriters.

The perception of conflicis of interest
is also damaging to investor confidence.
Although some commentators suggest
that investor confidence has not been
affected by *‘pay to play” practices,ss
the Commission, relying on its own
expertise as well as the judgment of the
MSRB, believes that the widespread
reports of abuse adversely affect
investor confidence, and that the
MSRB’s proposal will help to strengthen
the integrity of the underwriting process

s6 E.g., letter from Jeffrey L. Esser, Executive
Director, Government Finance Officers Association,
to jonathan Katz, Secretary, Commission, (March
10, 1994). The Government Finance Officers
Association "believes that any improper
relationship is properly a voter, taxpayer and
ratepayer concern because of the potential tmpact
such a relationship could have on the cost of the-
financing.”

57 See supra note 54.

s80ne commentatar states that “{tlo my
knowledge the practice of campaign contributions
made by participants of the municipa!l securities
industry has not resulted in bond defaults or other
value losses that directly affect individual inwestors.
Even the most egregious abuses documented in the
national press have not resulted in investor losses
in either primary offerings ar in the secondary
markets.” Letter from Kenneth L. Rust, Debt
Manager, Mayor, City of Partland. Qregon, to
Jonathan Katz, Secretary, Commission (February 28,
1994).
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and will help to restore and maintain
investor confidence.59

2. Perfect the Mechanism of a Free and
Open Market

As discussed above, several reports
have indicated that “pay to play”
practices are considered by many
municipal securities underwriters to be
an ordinary cost of doing business.
Because of great competitive pressures
to obtain business, municipal securities
firms and the offering process are
susceptible to abusive political
contribution practices. “‘Pay to play”
practices raise artificial barriers to
competition for those firms that either
cannot afford or decide not to make
political contributions. Moreover, if
‘‘pay to play” is the determining factor
in the selection of an underwriting
syndicate, an official may not
necessarily hire the most qualified
underwriter for the issue. The proposal
makes clear to municipal securities
dealers and to officials of issuers that
‘‘pay to play” practices should no longer
be employed to obtain municipal
securities business. The proposal will
further merit-based competition
between municipal securities dealers
and, thus, will remove impediments to
and perfect the mechanism of a free and
open market for municipal securities.

3. Promote Just and Equitable Principles
of Trade

The proposal will promote just and
equitable principles of trade. One of the
primary principles of section 15B is to
raise the level of conduct in the
municipal securities industry. 60 “Pay to
play” practices undermine these
principles since underwriters working
on a particular issuance may be

soBecause, as discussed herein, regulation of
political contributions by municipal securities
dealers and municipal securities professionals is
intended to enhance the fairness and efficiency of
the municipal securities market, it is directly
related to the purposes of the Act. Some
commentators raise objections to the propesal on
federalism grounds. E.g., letter from David
Norcross, General Counsel, Republican National
Committee to Jonathan Katz, Secretary, Commission
(March 11, 1994). Although the MSRB's proposal
will have some effect on political fundraising
activities of candidates for certain state and local
offices, these effects do not transgress any limits on
federal authority over state political activities. The
MSRB’s rules are directed at municipal securities
dealers and municipal finance professionals and do
not regulate the conduct of state officials. Cf. New
York v. United States, 112 S. Ct. 2408 (1992). As
such, the proposed rule change falls within the
legitimate scope of the MSRB’s congressionally-
mandated jurisdiction regarding the conduct of
municipal securities participants, notwithstanding
any incidental effects on state elections.

60 See Senate Report at 224, 25. Because the
MSRB i3 an SRO for municipal securities dealers,
it is an appropriate body to establish just and
equitable principles of trade.

NASD Notice to Members 94-34

assigned similar roles, and take on
equivalent risks, but be given different
allocations of bonds to sell—resulting in
rhffpnna profits—baged on their

polmcal contributions or contacts. The
MSRB, under the Commission’s
supervision, was given primary
rulemaking authority to regulate the
conduct of municipal securities dealers
by adopting rules to promote just an
equitable principles of trade. In
particular, the MSRB is obligated to
assure that municipal securities dealers
observe high professional standards in
their activities with the public. The
Statement of Initiative demonstrates the
significance with which municipal
securities dealers address reports of
abuse in the municipal securities
market. The proposal will extend the
goals of the Statement of Initiative to all
municipal securities dealers attempting
to obtain municipal securities business.

AAAAAAAAAA

1 FUDI.UI CUUPUIGKIUII GJIU bUUlullldllUll
in Regulating Municipal Securities
Transactions

The proposal will foster cooperation
and coordination with persons engaged
in regulating transactions in municipal
securities. The proposal’s disclosure
and recordkeeping requirements will
aid the Commission, the MSRB, and the
NASD to oversee enforcement of and

ut}dltﬂ‘ LUlIlplldllLB with the proposal

5. Records and Record Retention

The proposal’s record and record
retention requirements are consistent
with section 15B(b}(2)(G) of the Act
which authorizes the MSRB to adopt
rules that prescribe the records to be
made and kept by municipal securities
dealers and the periods for which such
records shall be preserved. As discussed
above, the proposal’s record and record
retention requirements, along with its
prohibitions on municipal securities
business, are designed to prevent “pay
to play” practices in the awarding of
municipal securities business.

B. First Amendment Guarantee of Free
Speech

Several commentators believe that the
proposal’s prohibitions on political
contributions impermissibly infringe on
the First Amendment guarantees. of
freedom of speech and association,s1

81 One comrmentator, for example, states that “it
is an infringement on individual first amendment
rights to prohibit any person’s financial support of
a candidate because it is *presumed’ the contributor
is involved in some ‘pay to play’ schemae.” Letter
from Michael E. Arrington, Chairman, Bi-County
Sub-Committee, Maryland House of Delegates, to
Arthur Levitt, Chairman, Commission (December
22, 1993). See e.g. letter from Jeffrey L. Esser,
Executive Director, Government Finance Officers
Association, to Jonathan Katz, Secretary,

and constitutional guarantees of equal
protection. 62 These commentators
believe that although municipal bond

business should not be a “nny back” for

WSS SIOWLE 10T DO

political contributions, the proposal
restricts the ability of municipal
securities underwriters and their
employees to demonstrate support for
state and local officials.63

In light of the Commission’s approval
and enforcement of MSRB's rules, the
Commission is sensitive to and has
carefully considered these
constitutional concerns in reviewing the
proposed rule change.64 The
Commission acknowledges that the
business disqualification provision may
affect the propensity of municipal
securities underwriters to make political
contributions. Although political
contributions involve both speech and
associational rights protected by the
First Amendment, a ““limitation on the
amount that any one person or group
may contribute to a candidate or
political committee entails only a
marginal restriction upon the
contributor’s ability to engage in free
communication.” 65 Even a significant
interference with rights protected by the

Commigsion (March 10, 1004); letter from Marshall

Bennett, Preszdent and Bob Holden Ethics Task
Force, National Association of State Treasurers, to
Jonathan Katz. Secretary. Commission (March 11,
1994); letter from David Norcross, General Counsel,
Republican National Committee to Jonathan Katz,
Secretary, Commission (March 11, 1994).

820ne commentator, for example, states that
“Rule G-37 fails to treat similarly-situated
individuals in a like manner by classifying
municipal broker-dealers and municipal finance
professionals as the only persons subject to the
burdens of the rule while other similarly situated
persons, such as consultants and non-registered
municipal finance professionals, are not subject to
the same burden.” Letter from Raymond J.
McClendon, Vice-Chairman and Chief Operating
Officer, Pryor, McClendon, Counts & Co., Inc., to
Margaret H. McFarland, Deputy Secretary,
Commission (March 9, 1994).

63 See e.g. letter from Donald J. Borut, Executive
Director, National League of Cities, to Jonathan
Katz, Secretary, Commission (February 7, 1994);
letter from Michael E. Arrington, Chairman, Bi-
County Sub-Committee, Maryland House of
Delegates, to Arthur Levitt, Chairman, Commission
{December 22, 1993); letter from Raymond J.
McClendon, Vice-Chairman and Chief Operating
Officer, Pryor, McClendon, Counts & Co., Inc., to
Margaret H. McFarland, Deputy Secretary,
Commission (March 9, 1994).

84 Several commentators disagree with the
MSRB’s conclusion that it is not a state actor for
purposes of constitutional protections. See letter
from William H. Ellis, President and Chief
Operating Officer, Piper Jaffray Inc., to Jonathan
Katz, Secretary, Commission (March 10, 1994);
letter from Marshall Bennett, President, and Bob
Holden, Ethics Task Force, National Association of
State Treasurers, to Jonathan Katz, Secretary,
Commission (March 11, 1994); letter from Raymond
J. McClendon, Vice-Chairman and Chief Operating
Officer, Pryor, McClendon, Counts & Co., Inc., to
Margaret H. McFarland, Deputy Secretary,
Commission {March 9, 1994).

8 Buckley v. Valeo. 424 U.S. 1, 20 (1976).
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‘First Amendment may be justified by a

sufficiently compelling government
interest so long as the interference is

Alacale Junsewm 30 Arald Gevancao o,
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abridgment of those protected rights.e6
Prevention of fraud and manipulation
and the appearance of fraud and
manipulation are compelling
government interests. The MSRB’s
proposal is in the context of a closely
regulated industry and is directly
relevant to the concerns of the -
regulatory scheme. The MSRB'’s
interests in seeking approval of the
proposed rule change—the eradication
of “pay to play” practices and other
quid pro quo arrangements—are
precisely the kind of interests which
have been deemed sufficiently
compelling to justify restrictions on
political contributions.6? As discussed
above, “pay to play” arrangements can
have detrimental effects on the’
municipal securities markets; the
widespread perception that these
practices are commonplace undermines

‘the integrity of the market and

diminishes investor confidence.
Morecver, the restrictions inherent in
the MSRB's proposed rule change are in
the nature of conflict of interest
limitations which are particularly
appropriate in cases of government
contracting and highly regulated

uluusu‘les UHUKB gcueraa Lmﬂpmgu
financing restrictions, such as certain
provisions of the Federal Election
Campaign Act, which seek to combat
unspecified forms of undue influence
and political corruption, conflict of
interest provisions, such as the MSRB's
proposal, are tied to a contributor’s
business relationship with ]
governmental entities and are intended
to prevent fraud and manipulation.s8

se Id. at 25.

o7 For example, Florida’s Division of Bond
Finance prohibits the awarding of municipal
securities business to firms that make political
contributions to the governor or to cabinet
members. Florida State Baard of Administration,
Rule 19A~6.004. Florida also prohibits investment
and law firms and their officers, directors, and
employees that make contributions er engage in
fundraising for state-level candidates from :
competing for brsiness from the Florida Housing
Finance Ageacy. Rules of the Florida Housing
Finance Authority {1991). Several states prohibyit
contributions from corporations and regulated
industries in state electians including Arizena,
Ariz. Rev. Stat. Ann. § 16-819; Connecticut, Conn.
Gen. Stat. Ann. § 9-3330fa); North Dakota, N.D.
Cent. Code §§ 16.1-08-02(1}, 16.1-08-01(10});
Pennsylvania, Penn. Stat. Aan. tit. 25, § 3253; South
Dakota, S.D. Codified Laws Ann. §12-25-2; West
Virginia, W. Va. Code § 3-8-8; Wisconsin, Wis.
Stat. Ann. §11.38; and Wyoming, Wye. Stat_ § 22—
25-102.

ea Compare 2 U.5.0C. 4+41{a), () (goneral
contribution restrictions in federal campaigns
applicable 5 individuels, corpesations and labor
unions) with 2 U.S.C. § 443{c) fprohibition on
contributions by faderal contracters). Similarly, the

As previously noted, the Commission
believes that the MSRB’s proposed rule
change is closely tailored to accomplish

itaonal Af nenvanting fanvidiilont and
113 goai O1 prevenung iraudient ana

manipulative acts and practices that
stem from quid pro quo arrangements
and minimizes any undue burdens on
the protected speech and associational
rights of municipal securities dealers
and municipal finance professionals.
The proposed rule change is narrowly
crafted in terms of the conduct it
prohibits, the persons who are subject to
the restriction, and the circumstances in
which it is triggered.

The proposai is limited to
contributions to officials of municipal
issuers who can influence the hiring of
a dealer in connection with negotiated
offerings. The restrictions are triggered
only in situations where a business
relationship exists or will be established
in the near future between the
municipal securities dealer and a
municipal issuer. Most employees and
affiliates of dealers are not covered by
the proposal, and the dealer’s municipal
finance professionals will be able to
avail themselves of a personal
contribution exception of up to $250,
individually, with respect to officials for
whom they are eligible to vote. The
proposal does not restrict uncoordinated
mdependent expendltures in support of
Ldllmudu#a ar pouu.uu vxewa MUI'EUVUI',
because the contribution limitations
take the form of a business
disqualification, the proposal does not
flatly prohibit individuals from making,
or prevent candidates from receiving
contributions. In addition, the proposal
does not, as some commentators
suggest, restrict the ability of municipal
securities underwriters and their
employees to demonstrate support for
state and local officials. Underwriters
and their employees may continue to
contribute in other ways in political
campaigns that do not involve soliciting
or coordinating contributions.ee

prohibitions on solicitation and coordination of
campaign contributions are justified by the same
overriding purposes which support the business
disqualification provisions. The provisions are
intended to prevent circumvention of the
disqualification provisions in cases where a dealer
has or is seeking to establish a business relationship
with a municipal issuer. Absent these restrictions,
solicitation and coordinmation of contributions could
be used as effectively as political contributions to
distort the underwriter selection process. The
solicitation ard coordination restriction relate only
to fundraising activities and would not prevent
dealers and municipal finance professionals from
expredsing support for candidates in other ways.
59 A pumber of states separately limit individual
contributions in state elections including, for
example: Arizona $640 per state wide candidate,
$250 per other offices, and a maximuam of $2,000
in total cowtribntion per calendar year, Ariz. Rev.
Stat. Ann. §16-905; Florida, $500 per candidate,
Flor. Stat. Amm. § 106.08; and Montana, $1,500

National Association of Securities Dealers, Inc.

‘McClendon, Counts & Co., Inc., to Margaret H.

The Cominission believes that the
proposed rule change is a necessary and
appropriate measure to prevent

fonsidiilant anmd mannminlativa acta and
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practices and the appearance of fraud
and manipulation in the municipal
securities market by eliminating “Pay to
play” arranged underwritings. The
proposal represents a balanced response
to allegations of corruption in the
municipal securities market; it provides
specific prohibitions to help ensure that
underwriter selection is based on
expertise, not on the amount of money
given to a particular candidate for office.

C. Municipal Securities Dealers: Small
Firms and Minority and Women Owned
Firms

Several commentators believe that the
proposal will disadvantage small,
regional municipal securities firms and
firms owned by minorities or women.7o
Because larger firms may have more
employees that may be eligible to use
the de minimis exemption, these
commentators believe that the proposal
will provide larger firms an unfair
advantage.”1

2 S

collectively to candidates for governor and
lieutenant governor, $750 to candidates for state
office in a statewide election, $400 te candidates for
public service commissioner, district court judge, or
state senator, $250 toa candndate for any other

!JUUIIL UlllLt:. lVIUHl L;UUC l‘ul(l Ss l\)-l-lul I.J_
37-216.
70 See e.8., letter from Timothy L. Firestine,

swantar Al Dinarnsn M nrtonemnner £ nrarmbos
Diroctor of Finance, Montgomery County

Government, to Janathan Katz, Secretary,
Commission {February 24, 1994); letter from Stan
W. Helgersan, Finance Director, Village of Carol
Stream, Illinois, te Jonathan Katz, Secretary,
Commission (March 10, 1994); letter from Jeffrey L.
Esser, Executive Director, Government Finance
Officers Association, to Jonathan Katz, Secretary,
Commission (March 10, 1994); letter from Carolie
R. Smith, President, Smith Mitchell Investment
Group, Inc., to Jonathan Katz, Secretary,
Commission {March 9, 1994).

710ne commentator, for example, states that

“larger firms with multiple departments including
those not devoted to public finance will be able to
support candidates through contributions made by
corporate or other specialists who are not affected
by this rule. Minority- and women-owned firms
typically ave small speciality public finance firms
so their employees would be barred from
supporting candidates.” Letter from Jeffrey L. Esser,
Executive Director, Government Finance Officers
Association, to Jonathan Katz, Secretary,
Commission (March 10, 1994).

Another commentator recommends that the
proposal should extend the de minimis exemption
to officials for whom the municipal securities
finance professionals are not entitled to vote to
allow “continuing access to clients and lenable] us
to exercise our constitutional and palitical rights.”
Letter fror Carolie R. Smith, President, Smith
Mitchel Investment Group, Inc., to Jonathan Katz,
Secretary, Commission (March 9, 1994). Another
commentator recommenids that the proposal -
exclude smal! issues (e.g $10,060,000 par value or
less) to lessen the impact of the rule on small
regional, minority-owned, and women-owned
firms. Letter from Raymend J. McClendon, Vice-
Chairman and Chief Operating Officer, Pryor,
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The Commission believes that the
proposal will not have a
disproportionate effect on minority or
womnen-owned firms or on small and
regional firins. The proposal clearly
does not prevent local and state officials
from selecting minority or women-
owned municipal securities dealers for
participation in municipal securities
issuances.72 Moreover, the proposal will
apply equally to all municipal securities
dealers seeking to obtain municipal
securities underwriting business. The
Commission is not aware of any
evidence indicating that the proposed
rule change will disproportionately
affect minority or women-owned firms,
or smaller and regional firms vis-a-vis
large dealers. The Commission rejects

the notion that campaign contributions
are a unique and essential business
development mechanism for small,
regional, or minority and women-owned
firms. As a practical matter, the
proposal leaves open all legitimate
marketing practices which firms, both
large and small, may use ta gain
underwriting business such as sales
presentations, seminars, and marketing
documents. Moreover, the Commission
believes that the costs of incidental,

nedad o g are fow
u.uuucuuvu vuo\.\o, ll mnﬁ, [s3goap ety

outwelghed by the benefits of restricting
‘“pay to play’’ practices.

D. Effect on Women and Minority
Candidates

Some commentators suggest that the
proposal will adversely affect women
and minority candidates for state and
local office, or will inhibit the ability of
municipal securities professionals to
volunteer for public service.”s The basis
for this contention is uncertain, but the
proposal is clearly not intended to affect
any particular candidate or identifiable
group of candidates in an adverse
manner. As noted before, the
restrictions relate only to those
situations where contributions are
directed to an official of a municipal
issuer with which a dealer might do
business. It does not prevent other forms

McFarland, Deputy Secretary, Commission (Mazch.
9, 1994).

72 The Commission believes that promoting
minority and women-awned firma is a valid goal.
Other means exist ta promote this goal. For
example, the Cornmission understands that some
Issuers require the underwriting syndicate to
include ane or more minority or women-owned
firms.

73""Many such candidates either lack substantial

_personal resources and/or live in districts with
limited resources. It is essential, therefor, that such
candidates be able to solicit broad support from
outside sources.” Letter from Marshall Bennett,
President, and Bob Holden, Ethies Task Forcs,
National Assaciation of State Treasurers, to
}onat)]:xan Katz, Secretary, Commission (March 11,
1994

NASD Notice to Members 94-34

of indirect financial suppert for a
candidate, such as contributions to
poIiticaI action committees that are not

LUHL[U“.GU Uy UJB U.Bdlef U1 lkb mtuuupdl
finance professionals, or independent
expenditures.74

E. Candidates for Federal Office

Several commentators also suggest
that the proposal should apply to
contributions made to officials of or
candidates for federal office.”s Several
commentators raise concerns that the
proposal will restrict contributions to
state and local officials running for
federal office, without a similar
limitation on contributions to the
incumbent federal office holder.76

The Commission believes that it is not
necessary to extend the proposal to

74 The proposal will not prevent contributions ta
"special-interest” PACs that are not controlled by
the dealer or municipal finance professional unless
the gpecial interest PAC solicits contributions for
the purpose of supporting an identifiable candidate.
Thus, the proposal will have no effect on the abitty
of market participants to support candidates who
represant their ideological, political, or social
interests, or an the ability te volunteer for public
service, notwilh.standin%1 concerns expressed by
some commentators to the contrary. Letter from
Robin L. Wiessmann, Principal, Artemis Capital
Group, Inc., to Arthur Levitt, Chairman,
Commission (December 21, 1993}

75 E.g. letter from jeffrey L. Esser, Executive
Director, Government Finance Officers Association,
to jonathan Katz, Secretary, Commission (March 0,
1994). One commentator objected 1o the proposal
on the grounds that, with respect to municipal

Afficinla vobia one anc M datng Foe fadaeal ofina tha
011iC1a18 Wiid aIe CandueOalss 107 16Geras Ourics, WG

MSRB's authority te adopt rules, subject to
Commission appraval, regulating campaign
contributions of dealers and their employees
conflicts with the jurisdiction of the Federal
Election Comumission (“FEC"} under the regulatory
scheme established in the Federal Election
Campaign Act {“FECA™}). Letter from David
Norcross, General Counsel, Republican National
Committes, to Jonathan Katz, Secretary

Commission (March 11, 1994). Ahhough FECA
confers exclusive jurisdiction for enforcing the
provisions of FECA, the MSRB rules would not
affect, directly or indirectly, the provisions of FECA
or their enforcement. Rather, as discussed above,
the MSRB's proposal ia specifically tailored ta
eliminate conflicts of interest arising from political
contributions and similar activities in selecting
underwriters in connection with negotiated
offerings of municipal securities.

76 One comment letter, representing state and
local officials, states: *‘While our organizations
recognize the importance of maintaining the
integrity of the municipal bond market, we are
greatly concerned that ihe proposed rule is
inherently unfair in its limited application to only
state and local officials. We fail to undersiand why
this proposed action by the Securities and Exchange
Commission is not coupled with a comprehensive
limitation on contributions to the federa! branch of
government, which has perhaps the greatest
influence over tha strength of the municipal bond
market and investor confidenca jin that market.”

Letter from Jerry Abramson, President, The
United States Conference of Mayors, Sharpe James,
President, The National League of Cities, Barbara
Sheen Todd, President, The National Association of
Counties, and Bonmnie R. Kraft, President-Elect, the
Government Finance Officers Association, to Anthur
Levitt, Chairman Commission (February 18, 1994}

include contributions to candidates for
federal office. The proposal addresses
abusive political contributions to
officials of issuers who may influence
the selection of municipal securities
underwriters. Because federal office
holders do not influence the
underwriter selection process, the
Commission believes that it would not
be appropriate ta include federal
candidates under the rule’s
requirements.

By the same token, the Commissien
also believes that any resulting hardship
to candidates for federal office wha are
currently local officials is not a reason
for eliminating these requirements. The
MSRB cannot overlook potential
conflicts of interest solely because there
are candidates for the same federal
office wha do not face the same
conflicts. In any event, the resulting
burden to current local officials does not
appear to be significant. Generally,
municipal underwriters play a less
significant role as contributors in federal
elections. Moreover, under federal law
there exist general contribution
restrictions that Hmit the amount of
contributions that other candidates are
able to obtain from municipal securities
dealers and municipel finance
professionals.”?

F. Municipal Securities Dealer Affiliates

Several commentators believe that the
proposal should apply to contributions
from all employees affiliated with the
underwriter and from affiliated financial
institutions and their employees.”s -
Several commentators specifically’
express concern that the proposal
excludes contributions by chief
executive officers of banks,”® or by
PACs controlled by banks or bank
holding companies, which have a
municipal securities dealer department

7?7 See supra note 68.

78 One commentator, for example, believes that
the “rule is ineffective because it does not cover all
related personnel whocan continue to contribute to

- officials of issuers thereby creating the actual or

apparent conflict of interest which the MSKB rule
seeks to prevent.” Letter from Raymond [
McClendon, Vice-Chairman and Chief Operating
Officer. Pryor, McClendon, Counts & Co., Inc., to
Margaret H. McFarland, Deputy Secretary,
Commission (March 9, 1994).

790nce comsnentator, for example, states that
“[wle strenucusly object to a narrowly-based
requirement that diminishes the ability of our Chief
Executive and members of our executive
conunittees to participate as community leaders, to
engage in political dialogue and to develop our
firm’s profile in the comrnunities in which we do
business to the same extent as loca) bank chief
executives.” Lotter from William H. Eldis, President
and Chief Operating Officer, Piper Jaffray Inc., Yo
Jonathan Katz, Secretary, Commission {(March 10,
19941
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or subsidiary.s0 These commentators
believe that by exempting affiliated
banks and bank holding companies, the
proposal provides a *‘loophole” for
continued abuse of political
contributions by municipal securities
dealers and their affiliates:81

The Commission believes that the
MSRB's proposed rule change is not
deficient merely because it does not
include affiliated banks and bank
holding companies. Because of the
sensitivity to constitutional and other
concerns, the Commission believes that
the coverage of the proposal is no
broader than is necessary to effectuate

its purpose and that extending the scope
ta cover affiliated banks and hank

(0 COVOT QLiliidiCl wallinsg Qs Uaiis

holding companies is not necessary.s2

-800ne commentator, for example, states that
*{clommercial banks would be free to continue
making PAC contributions to local and state level
political candidates and in the process gain a
significant competitive advantage in the selection
process for public finance undertakings. Those
candidates receiving bank PAC contributions would
certainly remember such support when bank dealer
personnel are introduced or accompanied by
commercial bankers in the selection process. It is
a typical procedure for the local bank officer to
lobby and/or speak in behalf of the hiring of his
public finance entity.” Letter from Ciifford A.
Lanier, Jr., The Frazer Lanier Company, to David C.
Clapp, Chairman, MSRB (March 1, 1994).
unreasonable to believe that political candidates,
including ‘issuer officials,” will be able or need to,
discern between contributions rom a bank-
controlled PAC and a bank’s municipal securities
‘dealer-controlled’ PAC. This appears to us to
represent ‘business as usual’ for bank-controlled
municipal dealers while we are both stigmatized
and potentially disadvantaged competitively.”
Letter from William H. Ellis, President and Chief
Operating Officer, Piper Jaffray, Inc., to Jonathan
Katz, Secretary, Commission (March 10, 1994).

81 “Unfortunately, the proposed rule as written is
80 severely deficient in ignoring the sophisticated
realities of political fundraising undertaken by
securities firms, that the loopholes and fine
distinctions posed promise to provide a road map
for more sinister activities, possibly making the
situation worse.” Letter from Mark D. Schwartz, to
Arthur Levitt, Chalrman, Commission (January 31,
1994}, : ’

Several commentators question the ability of the
MSRB or the NASD to enforce Rule G-37, For
example, one commentator believes that *{plalitical
favors will to those investment banks that flaunt or
circumvent the rule while those firms who live by
the rules will suffer accordingly.” Letter from
Carolie R. Smith, President, Smith Mitchell
Investment Group, Inc., to Jonathan Katz, Secretary,
Commission (March 8, 1994).

* 82The Commission will monitor closely the
implementation of the proposal and its effects on
“the market, and if it determines that abusive
practices continue to exist, will encourage the .
MSRB to expand the scope of the rule. In response
to the suggestion that financlal advisers be required
to register as municipal securities broker-dealers
and be subject to the proposal, the Commission
notes that such a recommendation is beyond the
scope of this proposal. See e.g., letter from Vivian
Altman, Altmin & Co., to Jonathan Katz, Secretary,
‘Commission (January 31, 1994). o o

G. De Minimis Exemption

Several commentdtors recommend
that the proposal increase the de
minimis amount that municipal finance
professionals may contribute.s3 Several
commentators recornmend that the rule
should provide a “‘good faith”
exemption for inadvertent violations.s4
One commentator recommends that the
rule provide a *‘safe harbor” provision
for certain contributions.ss Another
commentator believes that the proposal
should exempt contributions made for
legitimate purposes.se

83 These commentators express concern that
inadvertent violations by municipal securities
dealers or associated persons covered by the rule
may prevent dealers from participating in an
underwriting, and, thus, raise the cost of a
municipal securities issuance. For example, one
commentator states that **we are concerned that
your rule could deprive a state or local government
of the opportunity to work with a company which
may be offering the most desirable rates simply due
to a technical infraction ” Latter from Jerry
Abramson, President, The United States Conference
of Mayors, Sharpe James, President, The National
League of Cities, Barbara Sheen Todd, President,
The National Association of Counties, and Bonnie
R. Kraft, President-Elect, the Government Finance
Officers Association, to Arthur Levitt, Chairman,
Commission (February 18, 1994).

e4For example, one commentator states that
“{cliearly. the tradition of broker-dealer regulation
in the U.S. is based upon the requirement that
securities firms have adequate policies and
procedures in place to assure compliance with laws
and regulations not that each broker-dealer be
guarantor of perfect compliance.” Letter from
William H. Ellis, President and Chief Operating
Officer, Piper Jaffray Inc., to Jonathan Katz,
Secretary, Commission (March 10, 1894). Another
commentator believes that the proposal, “consistent
with many other rules and regulations applicable to
the securities industry, may achieve its purposes
but temper its remedy for firms with adequate
compliance procedures and supervision.” Letter
from D. Kelly, A.G. Edwards & Sons, Inc., to
Jonathan Katz, Secretary, Commission (March 10,
1994). See also letter from Raymond J. McClendon,
Vice-Chairman and Chief Operating Officer, Pryor,
McClendon, Counts & Co., Inc., to Margaret H.
McFarland, Deputy Secretary, Commission (March
9, 1994); letter from George B. Pugh, Jr., Chairman,
Municipal Securities Division, Public Securities
Association to Jonathan Katz, Secretary,
Commission (March 11, 1994).

" Several commentators raise concerns that
aggrieved smployees may make contributions to
deliberately prevent a firm from obtaining
municipal securities business. E.g., letter from
William H. Ellis, President and Chief Operating
Officer, Piper Jaffray Inc., to Jonathan Katz,
Secretary, Commission {(March 10, 1994); lstter from
D. Kelly, A.G. Edwards & Sons, Inc., to Jonathan
Katz, Secretary, Commission (March 10, 1994).

83 For example charitable contributions,
contributions to non-g:nisan associations in which
elected officials may be members or participants,
support of ballot propositions, certain services in
the normal course of business, contributions by
spouses or household members, contributions to
national political parties, contributions to state and
local polifical parties and certain contributions to
political action committees. Letter from D. Kelly,
A.G. Edwards & Sons, Inc., to Jonathan Katz,
Secretary Commission {March 10, 1994).

.. seLetter from Raymond J. McClendon, Vice-
“Chairman and Chief Operating Officer, Pryor,

McCleridon., Counts and Co., Inc., to Margaret H.

National Association of Securities Dealers, Inc.

Several commentators believe that the
de minimis exemption should be
expanded to include contributions to
officials for whom the municipal
finance professionals are not entitled to
vote.s7 These commentators believe that
the proposal prevents municipal
securities dealers from establishing
business relationships with issuers,88
and from supporting candidates with
similar views important to the
municipal finance professional or to the
municipal securities broker-dealer
firm.89 One commentator recommends
that the proposal aliow contributions to
candidates that represent the area in
which the professionals’ principal office
is located.so

The Commission believes that the
MSRB’s determinations as to the
amount of the de minimis exemption
and limiting its application to
contributions to officials for whom the
municipal finance professional is
entitled to vote are appropriate and
reasonable. As discussed, the proposal
provides specific guidelines to prevent
“pay to play” contributions. The
proposal provides an appropriate
balance between limiting *‘pay to play"
practices and the ability of dealers and
their employees to demonstrate support
for state and local candidates. The
proposal recognizes that certain
contributions made for legitimate
political purposes present less risk of a
conflict of interest or the appearance of
a conflict of interest. Although an
individual may have a legitimate

McFarland, Deputy Secretary, Commission (March
9, 1994).

87 For example, one commentator believes that
*{d]ealers should not be prohibited from making
contributions to persons for whom they are unable
to vote. They should have a right to support the
candidates of their choice.” Letter from Jeffrey L.
Esser, Executive Director, Government Finance
Officers Association, to Jonathan Katz, Secretary
Commission (March 10, 1994).

8a Letter from Carolie R. Smith, President, Smith
Mitchell Investment Group, Inc.. to Jonathan Katz,
Secretary Commission (March 9, 1994).

88 For example, one commentator believes that
*[tlhe provision limiting contributions to one’s
voting jurisdiction denies municipal securities
professionals access to politicians who influence
their corporate and individual political interests.
Specifically, municipal securities professionals will
be denied the ability to support politicians who
champion their personal beliefs or corporate
concerns. For example, a firm headquartered in
New York City whose president and employees live
on Long Island would be unable to send a
representative to a dinner for the mayor of New
York City or for the mayor's political opponent. Yet
the mayor’s decisions on issues such as zoning,
corporate taxes, and transportation policy
significantly impact the company’s viability.” Letter
from Carolie R. Smith, President, Smith Mitchell
Investment Group, Inc., to Jonathan Katz, Secretary,
Commission (March 9, 1994)

soLstter from Gerald E. Pelzer, President, Clayton
Brown & Associates, Inc., to Jonathan Katz,
Sécretary, Commission (March 10, 1994).
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interest in making contributions to
candidates for whom she is ineligible to
vote, there is a greater risk in su

circumestancas that the contribution ic
circumstances that the contribution 1

motivated by an improper attempt to
influence municipal officials. Thus, the
proposal enables municipal finance
professionals to contribute $250 per
election to candidates for whom they
are entitled to vote without triggering
the proposal’s business limitation. As
discussed, the proposal does not
prevent dealers or their employees from
demonstrating support for local and
state officials in other ways including
volunteer political campaign activity.

H. General Provisions

Several commentators believe that the

groposa] is operationally too
urdensome to implement. These

commentators believe that because of
the number and types of persons subject
to the rule’s prohibitions, it will be
dithicult for municipal securities dealers
to implement and enforce compliance
procedures.#t Some commentators
believe that the proposal’s disclosure
and recordkeeping requirements are
overly burdensomse.?z Several

® For example, Piper Jaffray Inc. expresses
concern regarding the ability of broker-dealer firms
to screen newly hired employees or current
employees seei'ing employment with the firm's
municipal securities deparumenis, and the abiliiy w0
hire civil servants. Piper Jaffray Inc. believes that

“{t]his would require firms to screen all applicants
for those iohe bv roanirine them to declars to whom

or these johs Dy requinng them to GeClar

they made political contributions and make
judgmental evaluations as to whether their earlier
campaign activities would be potentially violative
of the rule and not offer a job to any offending
contributor.” Piper jaffray Inc. believes that this

will almost certainly expose broker-dealer firms to -

the risk of civil litigation. Letter from William H.
Ellis, President ang Chief Operating Officer. Piper
laffray Inc., to jonathan Katz, Secretary,
Commission (March 10, 1994). Another
commentator states that “a person whe has made
a contribution within the past two years apparently
taints a firm which hires the individual even if the
individual was not involved in the munici
securities business at the time of the contribution.
Two serious problems exist. The first is that even
2 firm with strict reviews for hiring may find itself
barred * * *. The second is that many active
citizens will find themselves de facto barred from
entering the public finance, banking and brokerage
businesses.” Letter from D. Kelly. A.G. Edwards &
Sons. Inc., to Jonathan Katz. Secretary, Commission
(March 10, 1994).

92E g, letter from A.B. Krongard, Chief Executive
Officer, Alex, Brown & Sons, to jonathan Katz,
Secretary, Commission (March 15, 1994}; letter from
Robert F. Price, Chairman, Federal Regulation
Committee, Securities Industry Association, to
Jonathan Katz. Secretary, Commission (March 17,
1994). The Securities Industry Association believes
that the proposal’s reporting provisions should be
amended 10: (1) Require quarterly submissions for
only those quarters in which the dealer has any
contributions to report; (2) delete the requirement
ta report tists of issuers with which the dealer
conducts municipal securities business; and (3}
delete the reqmremem to disclose the name,
company, role, and compensation arrangement of
any person empiloyed by the dealer to obtain
municipal securities business.

NASD Notice to Members 94-34

commentators also believe that the
scope of the proposal is uncertain and
recommend that it provide more

comnlete eandarde regarding emnloves
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contributions,?3 the use of consuliants
and law firms,94 bonds issued by
corporations with the assistance of local
governments,ss the definition of
“election,” 96 and the definition of
“official of such issuer.” 97 One
comimentator requests that the proposal
contain a “sunset” provision to require
the MSRB to review rule G-37 after a
fixed number of years.oe

The Commission believes that the
proposal’s provisions are sufficiently
specific to permit compliance with its
terms. The Commission also
understands that industry efforts are
currently underway to draft proposed
guidelines to assist dealer compliance

s3> For example, A.G. Edwards & Sons. Inc.
believes that the “provision is ambiguous. Read
most broadly the definition of municipal finance
professionel in proposed Rule G-37 could be
construed to include any retail broker who sells
municipal securities * * *, As a result of the
possible ambiguity and the changing application,
firms employing retail brokers likely will interpret
the provision broadly to avoid being barred from
the municipal finance business. The result will be
that numerous brokers who have no participation
in securing municipal securities business will ba
barred from potitical activities.” Letter from D.
Kelly, A.G. Edwards & Sons, Inc., to Jonathan Katz,
Secretary, Commission {March 10, 1994).

%4 E g, Letter from William H. Ellis, President and
Chief Operating Officer, Piper Jaffray Inc.. to
Jonathan Katz, Secretary, Commission {March 10,
1994). One commentator recommends the proposal
clarify thay the definition of municipal finance
professional excludes independent law firms or
persons retained by a dealer for purposes other than
the solicitation of municipal securities business.
Letter from Richard H. Martin, Attorney, Leonard,
Street and Deinard, to Jonathan Katz, Secretary,
Commission (March 8, 1994).

One commentator ds that the proposal
should be clarified to exclude from the definition
of municipal finance professional any independent
firms or persons retained by a broker-dealer for
purposes other than the salicitation of municipal
securities business. Letter from Richard H. Martin,
Attorney. Leonard, Street and Deinard, to Jonathan
Katz, Secretary, Commission {March 8, 1994).

s Jd.

es One commentator, for example, states that “[aln
election should be defined and it should be made
clear that if a contributor gives for a specified
election, the amount shall only be considered as a
contribution for the election for which the amount
was given even If the candidate has the legal right
to carry over amounts to other elections.” Letter
from D. Kelly, A.G. Edwards & Sons, Inc., to
Jonathan Katz, Secretary, Commission {March 10,
1994).

97" An influence standard leaves the industry
uncertain as to whom contributions may be made
and, )udgod retrospectively, may cause inadvertent
violations.™ M.

soThis “would allow al} pames to regular!y
review G-37 10 determine whether G-37 is effective
and meeting the goals it was created to achieve and
to accommodate atiy other relevant developments
such as campaign finance reform.” Letter from
Carolie R. Smith, President, Smith Mitchell
Investment Group, Inc., to Jonathan Katz, Secretary,
Commission (March 9, 1994).

with the proposal. In addition, the
MSRB will provide continued

_interpretive guidance to assist dealer
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Commission, in accordance with its
statutory mandate, will continue to
monitor the implementation of the
proposal and the effects the proposal
may have on the market.

I. Amendment No. 1

The Commission finds good cause for
approving the MSRB’s Amendment No.
1, pursuant to Section 19(b)(2} of the
Act, prior to the thirtieth day after the
date of publication of notice of the
amendment. As originally submitted,
the proposal’s prohibitions on
municipal securities business would
arise from contributions made on or
after April 1, 1994. The MSRB filed the
amendment to change the April 1, 1994
date to a date 10 days after publication
in the Federal Register of the order
approving the proposal. The MSRB also
amended the proposal to change the
effective date of the proposal’s
disclosure and recordkeeping
requirements to a date 10 days after
publication of the approval order in the
Federal Register. Thus the proposal's
prohibitions will arise from
contributions made on or after April 25,
1994. The proposal’s disclosure and

recordkeening reauirements aleg will
reCOraxeeping requirements aiso wii

not be effective unti} April 25, 1994.
The Commission believes that the
amendments will facilitate compliance
by municipal securities dealers. The
amendments, in conjunction with the
proposal’s notice and comment period,
will provide municipal securities
dealers sufficient time to adopt and
implement procedures to comply with
the propo:

V1. Solicitation of Comments

Interested persons are invited to
submit written data, views and
arguments concerning the MSRB's
Amendment No. 1. Persons making
written submissions should file six
copies thereof with the Secretary,
Securities and Exchange Commission,
450 Fifth Street NW., Washington, DC
20549. Copies of the submission, all.
subsequent-amendments, all written
statermnents with respect to the
amendment that are filed with the
Commission, and all writien
communications relating to the
amendment between the Commission
and any person, other than those that
may be withheld from the public in
accordance with the provisions of 5
U.S.C. 552, will be available for
inspection and copying in the »
Commission’s Pxiblic Reference Section.
Copies of the amendment also will be

comnliance with the pmpnca] The
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available for inspection and copying at
the principal office of the MSRB. All
submissions should refer to the file
e number in the caption above and should
L 4 be submitted by May 4, 1994.-
VIL Conclusion

For the foregoing reasons, the
Commission finds that the proposed
rule change is consistent with the Act
and the rules and regulations
thereunder applicable to the MSRB and,
in particular, section 15B(b}(2)(C).

It is therefore ordered, Pursuant to
section 19(b)(2) of the Act, that the
proposed rule change and Amendment
No. 1 described above be, and hereby
are, approved, and shall be effective
April 25, 1994.99

By the Commission.
Margaret H. McFarland,
Deputy Secretary.
[FR Doc. 94—8838 Filed 4-12-94; 8:45 am]

A LING OODE M‘ﬁ_ﬂ‘_ﬂ
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On March 29, 1994, the Securities
and Exchange Commission (SEC)
approved amendments to Article II,
Sections 10 and 11 of the Code of
Procedure that allow the National
Business Conduct Committee
(NBCC) to designate a
Subcommittee composed of mem-
bers of the NBCC to review Letters
of Acceptance, Waiver, and
Consent (AWCs); Minor Rule
Violations Letters; and Offers of
Settlement. The text of the amend-
ment follows the discussion below.

Background And Description Of
The Amendment

On March 29, 1994, the Securities
and Exchange Commission
approved amendments to Article II,
Sections 10 and 11 of the Code of
Procedure that aliows the National
Business Conduct Committee to
designate 4 subcomimitiee com-
posed of members of the NBCC to
review AWCs, Minor Rule
Violations Letters, and Offers of
Settlement in most instances.

The NBCC is composed of partici-
pating members of the first-year
class of the NASD Board of
Governors (Board) plus an elected
Chair and Vice Chair from the
Board’s second-year class. The
members of the NBCC receive a
weekly package (weekly mailing)
for review on proposed AWCs,
Minor Rule Violations Letters, and
Offers of Settlement. In addition,
the NBCC also reviews, on a week-
ly basis, all disciplinary decisions
of the District Business Conduct
Committee and the Market
Surveillance Committee. All mat-
ters are first reviewed by the Chair
and Vice Chair of the NBCC and
then reviewed by the other mem-
bers of the NBCC along with the
recommendations of the Chair and

National Association of Securities Dealers, inc.

Vice Chair.
The NASD has determined that the
weekly mailings to the NBCC con-
stitute a substantial portion of time
commitment required of NBCC
members and that the review by
NBCC members of all the forgoing
matters is unnecessary and unduly
burdensome. Therefore, the NASD
is amending the Code of Procedure
to allow acceptances and rejections
of AWCs, Minor Rule Violations
Letters, and Offers of Settlement to
be made by a subcommittee desig-
nated by the NBCC instead of full
NBCC review in all instances other
than matters that are outside the
NASD Sanction Guidelines or where
the designated subcommittee, in its
discretion, otherwise believes full
NBCC review is appropriate.' The
NASD intends that, initially, the
subcommittee designated by the
NBCC will consist of the NBCC
Chair and Vice Chair, but may mod-
ify the composition of the subcom-
miiiee in ihe {uture.

Additionally, the NASD has
amended Section 11(e) of Article II
by deleting the phrase “by majority
vote” because it considers the
phrase confusing and believes that
a majority vote is always required
by an NASD review body acting
pursuant to the Code of Procedure.

Questions regarding the Notice
may be directed to Norman Sue, Jr.,
Associate General Counsel, at
(202) 728-8117.

Text of amendments to Article I1,
Sections 10 and 11 of the NASD
Code of Procedure

* % %k ok ok

' The NASD Sanction Guidelines were
published in May 1993 and sent to all
NASD members. See, also NASD
Regulatory & Compliance Alert, Volume 7,
No. 2 (June 1993).
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(Note: New language is underlined;
deletions are in brackets.)

Article II

* ok ok ok ok

Sec. 10

E O I R S

Acceptance, Waiver and Consent
of the Respondent

(a) If the Committee has reason to
believe a violation has occurred and
the member or associated person
does not dispuie ihe violaiion, e
Committee may suggest that the
member or associated person sub-
mit a letter containing an accep-
tance of a finding of violations, a
waiver of all rights of appeal to the

National Business Conduct
MNAUonalL ousiness Lonaudct

Committee (and any review thereof
hv the Roard of Governore). the

WD 2UGA U RIUVLLLUIS , v

Securmes and Exchange
Commission and the courts or to
otherwise challenge or contest the
validity of the Order issued if the
letter is accepted, and a consent to
the imposition of sanctions. The
letter shall describe the act or prac-
tice engaged in or omitted; the rule,
regulation or statutory provision
violated; and the sanction to be
imposed therefore. If the
Committee then concludes that the
Letter of Acceptance, Waiver and
Consent is appropriate and should

NASD Notice to Members 94-35

be accepted, it shall be submitted to
the National Business Conduct
Committee. If the letter is accepted
by the National Business Conduct
Committee or a Subcommitiee
designated by the National
Business Conduct Committee, it
shall become final and shall consti-
tute the complaint, answer and
decision in the matter. If the letter is
rejected by the Committee, [or] the
National Business Conduct
Committee, or a Subcommittee
designated by the National
Business Conduct Committee, any
acceptances, waivers and consents
contained therein shall not be con-
sidered in any further complaint
action which may be taken against
the member or associated person.

Minor Rule Violations Procedure

* ok ok ok %

Committee. If the National
Business Conduct Committee or a
Subcommittee designated by the
National Business Conduct
Committee accepts the Letter, the
Corporation will report the viola-
tion to the Securities and Exchange
Commission as required by the
Commission pursuant to a plan
approved under Rule 19d-1(c)(2)
adopted under the Securities

Exchange Act of 1934, as amended.
If the Committee, [or] the National
Business Conduct Committee, or a
Subcommittee designated by the
National Business Conduct
Committee rejects the Letter, the
Committee or National Business
Conduct Committee may take any
other appropriate disciplinary
action with respect to the violation
or violations.

L O

Settlement Procedure

Sec. 11

E I T T T

(e) Before any such Order of
Acceptance of Offer of Settlement
shall become effective it must be

cithmittad ta and or\r\rn‘rnr] hy f]ﬂa
JuULLCAL LU QUL GPPIUYLU Uy

National Business Conduct

Committee or a Subcommittee

OURINANAGCD AN & SN o T

designated by the National

Rusiness Conduct Committee,
which is hereby delegated authority
to accept or reject an Offer of
Settlement. If the National Business
Conduct Committee [by a majority
vote] or a Subcommittee designated
by the National Business Conduct
Committee approves the
Committee’s Order, it shall commu-
nicate its conclusion to the
Committee which shall thereafter
issue such Order.

May 1994

194




AT A CTY
INADD
NOTICE TO
MEMBERS

94-36

SEC Approves
Communication
Guidelines For Variable
Products

Suggested Routing

B senior Management
| Advertising

[] Corporate Finance
[ ] Government Securities
[ ] Institutional

L1 Internal Audit

| Legal & Compliance
L] Municipal

B Mutual Fund

[ Operations

[] Options

L] Registration

[ ] Research

] Syndicate

[] Systems

L] Trading
] Training

Executive Summary

On March 21, 1994, the Securities
and Exchange Commission (SEC)
approved amendments that provide
guidelines for communications with
the public about variable life insur-
ance and variable annuities
(Guidelines). The Guidelines gov-
ern the preparation of, and commu-
nication with the public through,
advertising and sales literature of
variable products. The Guidelines
are intended to provide a level of
disclosure sufficient to assist in
making fair and informed invest-
ment decisions. The text of the
amendment, which is effective
March 21, 1994, follows the discus-
sion below.
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years, so has the variety of ways in
which information about such prod-
ucts is communicated to the public.
Because the use of such communi-
cations is proliferating, and because
what is being described in such
communications is, in some cases,
a complicated hybrid product con-
taining both insurance and securi-
ties elements, the NASD has
determined to provide guidance by
adopting a comprehensive set of
Guidelines for the preparation and
use of communications with the
public regarding variable life insur-
ance and variable annuities. The
Guidelines, approved by the SEC
on March 21, 1994, incorporate
past positions on variable products
communications taken by the
NASD, as well as certain positions
taken by the staff of the Securities
and Exchange Commission.

The Guidelines govern the prepara-
tion of, and communication with
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the public through, advertising and
sales literature of variable products.
The Guidelines are intended to
provide a level of disclosure suffi-
cient to assist investors in making
fair and informed investment deci-
sions.

The Guidelines set forth standards
that must be considered, along with
the standards set forth in Article III,
Section 35 to the Rules of Fair
Practice, in the preparation of
advertising and sales literature
about variable life insurance and
annuities. For the purposes of these
Guidelines, the terms “advertise-
ments and sales literature™ includes
not only the definitions of those
terms as found in Section 35, but
also individualized communica-
tions such as personalized letters
and printed or on-screen computer

21y cdants v
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General Considerations

In light of the complexities and
unique nature of variable products,
it is essential that potential
investors understand what they are
being offered. Consequently, the
Guidelines require that communica-
tions concerning variable products
must clearly identify the product.
Where product type is identified in
a proprietary name, it is not neces-
sary to include a generalized state-
ment identifying product type. In
order to prevent confusion in vari-
able product sales material, no
staternent or presentation may indi-
cate or imply that the product
offered or its underlying account is
a mutual fund. Although variable
product separate accounts may
ultimately be invested in mutual
funds, there are significant material
differences between a variable
product investment and a direct
mutual fund investment.

As products with potentially sub-
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stantial tax penalties and charges
for early withdrawal, variable prod-
ucts must not be presented by
members as short-term, liquid
investments. Any discussions or
presentations concerning liquidity
or accessibility to investment val-
ues must be balanced by disclosure
of the impact of early withdrawal,
such as sales loads, tax penalties,
and potential loss of principal.
Additionally, regarding the liquidity
of variable life insurance products

a balanced presentation requires a
discussion of the impact of loans
and withdrawals on cash values and
death benefits.

Guarantees by insurance compa-
nies, such as a minimum death
benefit, a schedule of annuity pay-
ments, or a fixed return on the
investment account, all depend on
the claims-paying ability of the
issuing insurance company, and
thus must not be exaggerated.
Members are prohibited from rep-
resenting or implying that the
vestment return or principal value
of the separate investment account
is guaranteed, or that an insurance
company’s financial ratings apply
to the separate account.

Specific Considerations

Prior Fund Performance

The guidelines allow variable prod-
uct communications to contain the
historic performance of an existing
fund that pre-dates the fund’s inclu-
sion in the variable policy or annu-
ity, provided no significant changes
occurred to the fund at the time of,
or after, the inclusion. A variable
product that contains a new, or
“clone,” fund as the underlying
investment vehicle is prohibited
from using communications with
the public that promote the perfor-
mance history of the existing fund
on which the new, or “clone,” fund
is modeled. All historic
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performance in communications to
the public must conform to applica-
ble NASD and SEC standards,
including, in particular, all elements
of return and deduction of applica-
ble charges and expenses.

Product and Performance
Comparisons

Product comparisons that are fair
may help investors to make
informed investment decisions.
Article IT1, Section 35(d)(2)(M) of
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requires that a member who makes
investment comparisons directly or
indirectly, in a communication with
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purpose of the comparison is clear
and that the comparison is fair and
balanced, including any material
differences between the subjects of
the comparisons. The Guidelines
permit a comparison using variable
products so long as the comparison
meets the standards set forth under
Subsection (d)(2)(M).

Variable Life Products

Variable life insurance allows pur-
chasers to combine life insurance
coverage and tax-deferred accumu-
lation of excess premium payments
in one contract. Because such prod-
ucts are designed to serve both
insurance and investing needs
equally , communications with the
public on behalf of variable life
insurance products must provide a
balanced discussion of these fea-
tures. However, since single premi-
um variable life insurance is
predominantly designed to meet
investment needs, communications
with the public regarding single
premium variable life insurance
may emphasize the investment
features of the product so long as
an adequate explanation of the life
insurance features is given.

Hypothetical and Personalized
Hlustrations of Variable Life
Products

Hypothetical illustrations of vari-
able life insurance products using
assumed rates of return are permis-
sible to show how performance of
the underlying investment accounts
could affect the policy cash value
and death benefit, but may not be
used to predict or project invest-
ment results. Such illustrations
must follow the methodology and
form requirements for such illustra-
tions in the prospectus.

All illustrations miust show a hypo-
thetical zero percent gross rate of
return, and may show any addition-
al combinations of rates of return

un to QY\I‘] nclhndine a oross rate of
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12 percent, though members are
cautioned to choose a rate that is
reasonable given current market
conditions. All illustrations of rates
of return must reflect maximum
charges, though illustrations may
reflect current charges in addition to
maximum charges.

Sales literature that contains hypo-
thetical illustrations may also pro-
vide a personalized illustration
reflecting factors relating to the
circumstances of an individual
custorer.

The Guidelines require clear disclo-
sure to precede any illustration that
explains the purpose and hypotheti-
cal nature of the illustration. It is
generally inappropriate and poten-
tially misleading to compare a vari-
able life insurance policy with
another product, including a vari-
able annuity, since the purpose of
such a comparison would exceed
the purpose of illustrating how
underlying investment account
performance affects the policy cash
value and death benefit. However, it
is permissible to use a hypothetical
illustration comparing a variable
life policy to a term policy with the
difference in premium invested in a
side fund, where the sole purpose
of such a comparison would be to
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demonstrate the concept of tax-
deferred growth as a result of
investing in the variable product. In
order for such a comparison to be
balanced and complete, the com-
parative illustration must: use a rate
of return no greater than 12 percent;
use the same rate of return for the
variable product and the side fund;
deduct the same fees as those
deducted from the required
prospectus illusiration; illustrate the
side fund product using gross val-
ues that do not reflect the deduction
of any fees; and, not characterize
the side product as any specific
investment or investment type.

Questions regarding the Notice
may be directed to Robert J. Smith,
Attorney, Office of General
Counsel, (202) 728-8176, or R.
Clark Hooper, Vice President,
Advertising/Investment Companies

Regulation, (202) 728-8325.

Guidelines For Communications
With The Public About Variable
Life Insurance And Variable
Annuities

(Note: New language is underlined.)

The standards governing communi-
cations with the public are set forth

In order to assure that investors

understand exactly what security is
being discussed. all communica-
tions must clearly describe the
product as either a variable life
insurance policy or a variable annu-
ity, as applicable. Member firms

may use proprietary names in addi-
tion to this description. In cases
where the proprietary name
includes a description of the type of

security being offered, there is no
requirement to include a general-

ized uca\,ugliuu Tor cz(cuu[glc, if
the material includes a name such

as the “XYZ Variable Life
Insurance Policy,” it is not neces-

garv to 1nr\]11ﬂn a statement mdica
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ing that the security is a variable
life insurance policy.

Considering the significant differ-
ences between mutual funds and

variahle products, the presentation
must not represent or imply that the
product being offered or its under-

lying account is a mutual fund.

B. Liguidity

Considering that variable life insur-
ance and variable annuities fre-
quently involve substantjal charges

and/or tax penalties for early with-
drawals, there must be no represen-

in Article III, Section 35 of the
NASD Rules of Fair Practice. In
addition to those standards, these

guidelines must be considered in

preparing advertisements and sales
literature about variable life insur-

ance and variable annuities. The
guidelines are applicable to adver-

tation or implication that these are

short-term, liquid investments.
Presentations regarding liquidity or
ease of access to investment values

must be balanced by clear language
describing the negative impact of

early redemptions. Examples of this
negative impact may be the pay-

fisements and sales literature as
defined in Section 35. as well as
individualized communications

such as personalized letters and
computer generated illustrations,

whether printed or made available
on-screen.

L. GENERAL CONSIDERATIONS

A. Product Identification

ment of contingent deferred sales
loads and tax penalties. and the fact
that the investor may receive less

than the original invested amount.

With respect to variable life insur-
ance, discussions of loans and with-

drawals must explain their impact
on cash values and death benefits.

C. Claims About Guarantees

National Association of Securities Dealers, Inc.

Insurance companies issuing vari-
able life insurance and variable
annuities provide a number of spe-
cific guarantees. For example, an

insurance company may guarantee
a minimum death benefit for a vari-

able life insurance policy or the
company may guarantee a schedule

of payments to a variable annuity
owner. Variable life insurance poli-

cies and variable annuities may also
offer a fixed investment account
which is suaranteed by the insur-
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resulting from such a guarantee

must not be overemphasized or
exaggerated as it depends on the
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insurance company. There must be
no representation or implication
that a suarantee applies to the
investment return or principal value

of the separate account. Similarly, it
must not be represented or implied

that an insurance company’s finan-
cial ratings apply to the separate
account.

1. SPECIFIC CONSIDERATIONS

A. Fund Performance Predating
Inclusion in the Variable Product

In order to show how an existing
fund would have performed had it
been an investment option within a
variable life insurance policy or
variable annuity, communications
may contain the fund’s historical
performance that predates its inclu-
sion in the policy or annuity. Such
performance may only be used
provided that no significant

changes occurred to the fund at the
time or after it became part of the

variable product. However, com-

munications may not include the
performance of an existing fund for
the purposes of promoting invest-
ment in a similar, but new, invest-
ment option (i.e., clone fund or
model fund) available in a variable

contract.
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The presentation of historical per-
formance must conform to applica-
ble NASD and SEC standards.
Particular attention must be given
to including all elements of return
and deducting applicable charges
and expenses.

B. Product Comparisons

A comparison of investment prod-
ucts may be used provided the

comparison complies with applica-

E. Hypothetical Ilustrations of
Rates of Return in Variable Life
Insurance Sales Literature and
Personalized Illustrations

(1) Hypothetical illustrations using

assumed rates of return may be
used to demonstrate the way a vari-

could affect the policy cash value
and death benefit. The explanation
must also state that the illustration
is hypothetical and may not be used

to project or predict investment
results.

(2) In sales literature which

able life insurance policy operates.

includes hypothetical illustrations.

The illustrations show how the
performance of the underlying
investment accounts could affect
the policy cash value and death

PPN IR PRI R A SgvR Iy
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Article IT1, Section 35 of the NASD

Rules of Fair Practice. Particular
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be used to project or predict invest-

member firms may provide a per-
sonalized illustration which reflects

factors relating to the individual
customer’s circumstances. A per-

analizad laratentinm ot ot

S501a1iZea 1USration may not con-
tain a rate of return greater than

ment results as such forecasts are

attention must be paid to the specif-

strictly prohibited by the Rules of
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1sons” set forth in subsection

(D2)M).

C. Use of Rankings

A ranking which reflects the rela-

Fair Practice. The mpﬂnor‘n]nnv and
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format of hypothetical illustrations
must be modeled after the required
illustrations in the prospectus.

An illustration may use any combi-
nation of assumed investment

tive performance of the separate
account or the underlyving invest-

ment option may be included in
advertisements and sales literature
provided its use is consistent with

returns up to and including a gross
rate of 12%. provided that one of
the returns is a 0% gross rate.
Although the maximum assumed
rate of 12% may be acceptable,

the standards contained in the
Guidelines for the Use of Rankings
in Mutual Fund Advertisements
and Sales Literature*

D. Discussions Regarding
Insurance and Investment Features

members are urged fo assure that
the maximum rate illustrated is
reasonable considering market
conditions and the available invest-
ment options. The purpose of the
required 0% rate of return is to
demonstrate how a lack of growth

of Variable Life Insurance

Communications on behalf of sin-

gle premium variable life insurance

may emphasize the investment
features of the product provided an

in the underlying investment
accounts may affect policy values

and to reinforce the hypothetical
nature of the illustration.

The illustrations must reflect the

adequate explanation of the life
insurance features is given. Sales

material for other types of variable
life insurance must provide a bai-

anced discussion of these features.

maximum (guaranteed) mortality

and expense charges associated
with the policy for each assumed

rate of return. Current charges may
be illustrated in addition to the

* Guidelines for the Use of Rankings in
Mutual Fund Advertisements and Sales
Literature, have been filed with, and are
currently awaiting approval by, the
Securities and Exchange Commission in
rule filing SR-NASD-93-69.
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maximum charges.

Preceding any illustration there

must be a prominent explanation
that the purpose of the illustration is

to show how the performance of
the underlying investment accounts

12% and must follow all of the
standards set forth in Section ILE.1.

(3) In general. it is inappropriate to
compare a variable life insurance
policy with another product based
on hypothetical performance as this
type of presentation goes beyond
the singular purpose of illustrating
how the performance of the under-
lving investment accounts could
affect the policy cash value and
death benefit. It is permissible.
however, to use a hypothetical illus-
tration in order to compare a vari-
able life insurance policy to a term

policy with the difference in cost
invested in a side product. The sole

purpose of this type of illustration
would be to demonstrate the con-
cept of tax-deferred growth as a
result of investing in the variable
product. The following conditions
must be met in order to make this
type of comparison balanced and

complete:

(a) the comparative illustration
must be accompanied by an illus-
tration which reflects the standards
outlined in Section ILE.1:

(b) the rate of return used in the
comparative illustration must be no

greater than 12%:

(¢) the rate of return assumed for

the side product and the variable
life policy must be the same;
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(d) the same fees deducted from (e) the side product must be illus- (D) the side product must not be

ihe required prospecius ilusiration iraied using gross values which do ideniified or characierized as any
must be deducted from the compar- not reflect the deduction of any specific investment or investment
ative illustration; fees:; and. type.

National Association of Securities Dealers, Inc. May 1994
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Executive Summary

Effective March 9, 1994, the
Securities and Exchange
Commission (SEC) published an
interpretive statement regarding the
disclosure obligations of participants
in the municipal securities markets.
The SEC is seeking comment on the
issues discussed in its statement. In a
companion release, the SEC pub-
lished for comment proposed
changes to Rule 15¢2-12 under the
Securities Exchange Act of 1934
(Act) that would prohibit broker/
dealers from underwriting and rec-
ommending municipal securities for
which adequate information is not
available. Comments on these issues
are due on or before July 15, 1994.

Background

In September 1993, the Staff of the
SEC Division of Market Regulation
reported to Congress on several
aspects of the municipal securities
market. One of the topics discussed
was the disclosure requirements of
various market participants.

According to the report, investors
need sufficient current information
about issuers to protect themselves
from fraud and manipulation, to
evaluate offering prices, to decide
which municipal securities to buy,
and to decide when to sell. In addi-
tion, the report found that, with the
growing number of individual
investors purchasing municipal
securities, the need for sound recom-
mendations by broker/dealers is
assuming even greater importance.

As a result of these findings, the
SEC decided to issue interpretive
guidance regarding disclosure under
the anti-fraud provisions of the fed-
eral securities laws. The SEC issued
its statement March 9, 1994,

In a companion release, the SEC

National Association of Securities Dealers, Inc.

also proposed rule amendments to
existing Rule 15¢2-12. The amend-
ments would prohibit a broker/dealer
from underwriting an issue of
municipal securities unless the issuer
or its designated agent has undertak-
¢n in a written agreement or contract
to provide certain information to a
nationally recognized municipal
securities information repository.
Moreover, the proposed changes
would prohibit a broker/dealer from
recommending the purchase or sale
of a municipal security without hav-
ing reviewed the information the
issuer has provided.

Description Of SEC
Interpretive Statement

The SEC statement issued on March
9, 1994, focuses largely on the dis-
closure obligations of municipal
securities issuers. It notes that, while
disclosure by municipal issuers has
significantly improved over the last
two decades for primary offerings,
concerns still exist, particularly for
offerings of non-general obligation
bonds and smaller issues. The state-
ment goes on to note that secondary
market disclosure practices present
greater concerns.

In its statement, the SEC discusses
the application of the anti-fraud
provisions of the federal securities
laws to disclosure in both the prima-
ry offering and secondary markets.
The statement also addresses volun-
tary guidelines issued by the
Government Finance Officers
Association that have gained accep-
tance among a number of larger
issuers. A significant portion of the
statement focuses on areas where
improvement is needed.

For the obligations of municipal
securities broker/dealers, the state-
ment reaffirms interpretations
expressed by the SEC during the
proposal and adoption of Rule 15¢2-
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12 in 1989. According to the SEC,
underwriters must have a reasonable
basis for recommending any securi-
ties and, in fulfilling that obligation,
they must review in a professional
manner the accuracy of statements
made in connection with the offering.

The SEC also emphasizes the
responsibilities of broker/dealers
trading securities in the secondary
market. Unlike an underwriter, a
broker/dealer ordinarily is not obli-
gated to contact the issuer to verify
information. However, if a broker/
dealer discovers any factors that
indicate the disclosure is inaccurate
or incomplete, or signal the need for
further inquiry, a broker/dealer may
need to obtain additional informa-
tion, or seek to verify existing infor-
mation.

Rule 15¢2-12 Proposals

The SEC adopted Rule 15¢2-12 to

nrevent fraud by enhancin
prev Y €
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ty, timing, and dissemination of dis-
closure in the municipal securities
market.

Underwriting Requirement
Proposed paragraph (b)(5) would
prohibit a participating underwriter
from purchasing or selling municipal
securities in an offering without
making a reasonable determination
that the issuer or its designated agent
has undertaken in a written agree-
ment or contract to provide certain
information to a nationally recog-
nized municipal securities informa-
tion repository (NRMSIR).

The information that must be pro-
vided includes:

¢ Current financial information, at
least annually, concerning the issuer
of the municipal securities and any
significant obligors.

* Timely notice of the following
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events, if material:

(1) Principal and interest pay-
ment delinquencies;

(2) Non-payment related
defaults;

(3) Unscheduled draws on debt
service reserves reflecting financial
difficulties;

(4) Unscheduled draws on cred-
it enhancements refiecting financial
difficulties;

(5) Substitution of credit or
liquidity providers, or their failure to
perform;

(6) Adverse tax opinions or
events affecting the tax-exempt sta-
tus of the security;

(7) Maodifications to rights of

arnrity holdere:
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ond calls;

(8) B
\~/ =~
(9) Defeasances;

(10) Matters affecting collater-
al; and

(11) Rating changes.

The written agreement or contract
also must specify the accounting
principles used to prepare the audit-
ed financial statements; the financial
and pertinent operating information
being provided on an annual basis,
in addition to audited financial state-
ments; and the time within which the
annual information for the preceding
year will be provided to the NRM-
SIR.

Proposed paragraph (b)(5) requires
the issuer or its designee to provide
financial and operating information
on “significant obligors” of an issuer
of a municipal security in the final
official statement and in annual

financial information. The proposed
amendments, in paragraph (f)(9),
also define the term “significant
obligor” as any person who, directly
or indirectly, is the source of 20
percent or more of the cash flow
servicing the obligations supporting
the municipal securities payments of
interest or principal.

As proposed, a new paragraph (c)
prohibits any broker/dealer from
recommending the purchase or sale
of a municipal security unless such
broker/dealer has reviewed the
issuer’s information.

The proposed amendment does not
specify the form in which informa-
tion must be reviewed, or which
documents must be obtained. The
proposed amendment allows partici-
pants in the municipal securities
market to obtain and review this
information through any means o

dissemination.

£
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While the information may be avail-

able from documentg p]am:d ina

repository, this may not be the only
source of information. Broker/deal-
ers may obtain this information
directly from the issuer, from profes-
sionals such as attorneys, accoun-
tants, or other municipal securities
dealers, or from any other reliable
source. If, in reviewing this informa-
tion, they suspect that disclosure is
inaccurate or incomplete, or that it
requires additional investigation,
broker/dealers may need to obtain
additional information or seek to
verify existing information. If, how-
ever, the rating is known and infor-
mation placed with a repository has
been reviewed and raises no ques-
tions, a broker/dealer does not need
to look further for information about
the security recommended.

Exemptions

Consistent with other provisions of
Rule 15¢2-12, the proposed amend-
ments only apply to primary offer-
ings of municipal securities with an
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aggregate principal amount of $1
million or more.

The proposed amendments include a
new exemption in paragraph (d)(2)
that provides, in addition to the $1
million threshold applicable to Rule
15¢2-12 generally, that offerings
would be exempt if, at such time as
the issuer of municipal securities
delivers the securities to the partici-
pating underwriter, the issuer: (a)
will have less than $10 million in
aggregate amount of municipal
securities outstanding, including the
offered securities; and (b) the issuer
will have issued less than $3 million
in aggregate amount of municipal
securities in the 48 months preced-
ing the offering.

This exemption is designed to
exclude small issuers that do not
frequently issue municipal securi-
ties.

The proposed amendmerits al
include a new exemptio in par
graph {d)(3) to permit recommenda—
tions in the secondary market of
securities that were not subject to the
disclosure requirements in paragraph
(b)(5), either because they were sold

&
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in a primary offering of municipal
securities with an nooreome nrmm-

pal amount of less than $1 nnlhon
or because they came within the
existing exemptions under newly
designated paragraph (d)(1) for lim-
ited placements, short-term securi-
ties, and securities with demand
features, or within the exemption in
new paragraph (d)(2) for small,
infrequent issuers.

Transitional Provision

Newly designated paragraph (g) of
the rule contains a transitional provi-
sion for the proposed amendments,
under which the provisions of para-
graph (b)(5) apply to a participating
underwriter that had contractually
committed to act as an underwriter
in an offering on or after the effec-
tive date of the rule change.

& ok ok ok ok

NASD members that conduct a
1uu1uup€u securities business are
urged to review the SEC’s 1nterpre—
tive statement in its entirety. A copy
of the statement follows this Notice.
The SEC is secking comments on
these issues and possible future

action. The SEC also is requesting

National Association of Securities Dealers, Inc.

comment on the proposed amend-
ments to Rule 15¢2-12.

Members that wish to comment on
either the interpretive statement or
the Rule 15¢2-12 proposed amend-
ments should do so by July 15,

1994. Comment letters should refer
to File No. §7-4-94 (Interpretive
Statement) and File No. §7-5-94
(Rule 15¢2-12 proposed rulemaking)
and should be sent, in triplicate, to:

Jonathan G. Katz
Secretary

SEC

450 Fifth Street, N.W.
Washington, D.C. 20549

Members are requested to send
copies of their comment letters to:

Joan Conley
Corporate Secretary
NASD

1735 K Street, N.W.

o

Washington, D.C. 20006-1500
Quf:SLIOIIS concemmg this Notice
may be directed to Brad Darfler,
District Coordinator, Compliance
Department, (202) 728-8946.

May 1994

203



	1994
	MAY




