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Overview

The Municipal Securities Rulemaking Board (MSRB) is requesting comment
on proposed draft amendments to MSRB Rule G-12, on uniform practice, to
update the close-out procedures provided for under Rule G-12(h) and
specifically require that municipal securities transactions be closed-out no
later than 30 calendar days after settlement date. The proposed draft
amendments are designed to lower the number of open inter-dealer fail
transactions.

Comments should be submitted no later than March 6, 2016 and may be
submitted in electronic or paper form. Comments may be submitted
electronically by clicking here. Comments submitted in paper form should
be sent to Ronald W. Smith, Corporate Secretary, Municipal Securities
Rulemaking Board, 1300 | Street NW, Suite 1000, Washington, DC 20005. All
comments will be available for public inspection on the MSRB’s website.?

Questions about this notice may be directed to Michael Cowart, Assistant
General Counsel, David Saltiel, Chief Economist or Barbara Vouté, Municipal
Operations Advisor at 202-838-1500.

Background and Regulatory Justification
Rule G-12(h)? and the MSRB’s Manual on Close-Out Procedures® provide
optional procedures that can be used by brokers, dealers, or municipal
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! Comments are posted on the MSRB website without change. Personal identifying
information such as name, address, telephone number, or email address will not be edited
from submissions. Therefore, commenters should submit only information that they wish to
make available publicly.

2 See MSRB Rule G-12.

3 See Manual on Close-Out Procedures.
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securities dealers (dealers) to close out open inter-dealer fail transactions.
The rule currently allows the purchasing dealer to issue a notice of close-out
to the selling dealer on any business day from five to 90 business days after
the scheduled settlement date.? If the selling dealer does not deliver the
securities owed on the transaction within 10 business days after receipt of
the close-out notice (15 business days for retransmitted notices), then the
purchasing dealer may execute a close-out procedure using one of three
options: (1) purchase ("buy-in") at the current market all or any part of the
securities necessary to complete the transaction for the account and liability
of the seller; (2) accept from the seller in satisfaction of the seller’s obligation
under the original contract (which shall be concurrently cancelled) the
delivery of municipal securities that are comparable to those originally
bought in quantity, quality, yield or price, and maturity, with any additional
expenses or any additional cost of acquiring such substituted securities being
borne by the seller; or (3) require the seller to repurchase the securities on
terms that provide for the seller to pay an amount which includes accrued
interest and bear the burden of any change in market price or yield.?

Rule G-12(h) includes a 90-business day time limit for close-outs to
encourage dealers to resolve open transactions in a timely manner, but there
is no requirement that open transactions be closed out within 90 business
days. Currently, a purchasing dealer is not required to initiate a close-out or
to execute a close-out notice if one is initiated, nor does the selling dealer
have a right to force a close-out of the transaction. If the purchasing dealer
chooses not to initiate a close-out within 90 business days of the original
contract settlement date (and ultimately execute the close-out), then that
dealer loses its right to use the Rule G-12(h) procedure and the transaction
remains open until it is resolved by agreement of the parties or through
arbitration. During this period, the selling dealer is subject to market risk for
any increase in the price of the securities.

Since Rule G-12(h) was last revised in 1983, evolutions in the municipal
securities market have changed how securities are offered and modernized
the manner in which inter-dealer transactions are cleared and settled. There

4 The purchasing dealer may initiate a close-out within 15 business days after a reclamation
made under Rule G-12(g)(iii)(C) or G-12(g)(iii)(D), even though more than 90 business days
have elapsed since the original settlement date.

5 For example, if the purchasing dealer executes a buy-in or a mandatory repurchase in a
rising market, the selling dealer is liable for the increase in the market value of the securities.
The selling dealer must pay any monies owed on a close-out within 10 business days of
execution of the close-out.
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are electronic alternative trading systems (ATS) and broker-dealers that serve
in the role of a “broker’s broker” in the municipal market, facilitating the
ability of dealers to find securities for purchase. MSRB rules requiring use of
the Depository Trust & Clearing Corporation (DTCC) automated comparison
system and book entry settlement, as well as the shortening of the
settlement cycle from T+5 to T+3, likewise have contributed to lowering the
occurrence of inter-dealer fails since the rule’s adoption. The initiative to
move to T+2 settlement has received broad support from both the industry
and the Securities and Exchange Commission (SEC),® and is likely to further
reduce the instances of inter-dealer fails. The MSRB believes that a more
timely resolution of inter-dealer fails would ultimately benefit customers by
providing greater certainty that their fully paid for securities are long in their
account, not allocated to a firm short, and would benefit dealers by reducing
the risk and costs associated with inter-dealer fails.’

MSRB Rule G-142 requires the use of National Securities Clearing
Corporation’s (NSCC) Real-Time Trade Matching (RTTM) for submitting or
modifying data with respect to Inter-Dealer Transactions Eligible for
Comparison. Additionally, dealers almost universal use of continuous net
settlement (CNS) on a voluntary basis® has resulted in inter-dealer
transactions that are netted (or paired-off) with counterparties that may not
have originally transacted together and new settlement dates are continually
established. This scenario was not contemplated when Rule G-12(h) was
originally adopted, thus making it unclear that firms should use the original
contract settlement date pursuant to the rule today.'°

6 See SEC Statement Regarding Proposals to Shorten the Trade Settlement Cycle.

7 The SEC highlighted the importance of close-out procedures when amending Regulation
SHO, stating, “delivery requirements would protect and enhance the operation, integrity and
stability of the market and the clearance and settlement system.” 17 CFR 240 and 242,
Release No. 34-48709; File No. S7-23-03.

8 See MSRB Rule G-14.

9 As a key part of the CNS system, NSCC acts as the central counterparty for clearance and
settlement for virtually all broker-to-broker equity, corporate and municipal bond and unit
investment trust trading in the United States. CNS processes include an automated book-
entry accounting system that centralizes settlement and maintains an orderly flow of
security and money balances.

101n NSCC’s CNS & RECAPS program, transactions are marked to market, and receive new

settlement dates that may also serve for purposes of the SEC’s net capital rules. This may
reduce the dealer’s net capital deductions for “aged” failed transactions, but does not
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Current processing and issues associated with an inter-dealer fail

While the Financial Industry Regulatory Authority (FINRA) Rule 11810
allows for the buy-in requirements of a national securities exchange or a
registered clearing agency for transactions in corporate bonds, it is
sometimes the case that a specific Committee on Uniform Securities
Identification Procedures (CUSIP) for a municipal security is not available in
the market and therefore, following the buy-in procedures of a registered
clearing agency may not be possible.!?

Additional burdens may exist for dealers when the security has been
subsequently sold to a customer and any resulting interest payments to the
customer may not be tax-exempt.?? It is often the case that the purchasing
dealer may have an offsetting transaction with a customer, and while a
mandatory repurchase or acceptance of a substitute security may eliminate
the inter-dealer fail from the purchasing dealer’s books, it would not resolve
the dealer’s obligations to the customer.!* Likewise, a dealer’s duty to deliver
securities promptly to customers is inherent in MSRB Rule G-17,%° as well as
the firm’s obligation to obtain and maintain possession and control of
customer fully paid and excess margin securities as noted in the Securities

always resolve the open transaction. If the dealer keeps the transaction open, it must use
the original contract settlement date for purposes of the 90-day limit on close-outs.

11 See FINRA Rule 11810.

12 On average, 99 percent of the securities outstanding do not trade on a given day (e.g., on
average in 2014, about 13,000 unique securities traded every day).

13 For example, the Internal Revenue Service previously addressed the tax implications of a
short sale transaction where title passes from the lender of a municipal security to the
purchaser, and the lender receives a substitute payment instead of receiving interest on the
municipal security. In this instance, the IRS has found that, because title passed to the
purchaser as a result of the short sale, the lender is no longer the owner of the bond, and so
any subsequent payment received by the lender is not interest on an obligation of a state or
political subdivision for purposes of determining the lender’s gross income under the
Internal Revenue Code. See IRS Rev. Rul. 80-135 (1980-1 C.B. 18). See also Guidance Relating
to Firm Short Positions and Fails-to-Receive in Municipal Securities FINRA Regulatory Notice
15-27 (July 2015).

1 Supra n.2.

15> See Notice of Interpretation of Rule G-17 Concerning Prompt Delivery of Securities MSRB
Notice of Interpretation (October 13, 1983).
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Exchange Act of 1934 (SEA) Rule 15¢3-3.® Investors should be able to have a
reasonable expectation that the municipal security that they paid for is,
unless otherwise noted, owned by them and they maintain the right to sell,
transfer, gift, etc. that security without concern.

Accelerating the close-out process and requiring completion of a close-out
As previously noted, currently a close-out notice may be issued on any
business day from five to 90 business days after the original settlement date.
Informal feedback from dealers has indicated that both the length of time
one must wait to initiate the close-out and the time frame(s) associated with
completing the close-out are too long. The draft amendments would
significantly compress the timing to initiate and complete a close-out by
allowing a close-out notice to be issued the day after the purchaser’s original
settlement date, with the last day by which the purchasing dealer must
complete a close-out on an open transaction being reduced to 30 calendar
days.

With the vast majority of municipal securities in book entry form and DTCC's
continued efforts to promote dematerialization, the MSRB is proposing that
firms should no longer have to provide a 10-day delivery window before
implementing an execution period. A three-day delivery window should be
sufficient as the majority of inter-dealer fails are resolved within days of the
original settlement and/or a fail situation is known prior to the original
settlement date.

Additionally, the current rule requires that the earliest day that can be
specified as the execution date is 11 days after telephonic notice. The draft
amendments would amend the current allowable execution time frame from
11 days to four days after electronic notification. Accelerating the execution
date could improve a firm’s likelihood of finding a security for a buy-in,’
lower overall counter-party risk and may further reduce accrual, capital and
other expenses.

16 See SEA Rule 15c¢3-3(d)(4) The rule states in part, that “[s]ecurities included on the broker's
or dealer's books or records that allocate to a short position of the broker or dealer or a
short position for another person, excluding positions covered by paragraph (m) of this
section, for more than 30 calendar days, then the broker or dealer must, not later than the
business day following the day on which the determination is made, take prompt steps to
obtain physical possession or control of such securities.”

17 Informal feedback from firms has indicated that there is a higher likelihood of locating a
security when the timing is closer to trade date.
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Lastly, as part of implementation of the draft amendments, staff would
propose a 90-calendar day grace period for resolving all outstanding inter-
dealer fails. The MSRB understands that many of the outstanding fails have
been open for years and is concerned that such fails could continue to exist
until maturity unless dealers are mandated to close-out all outstanding inter-
dealer fails. While firms may be reluctant to seek a solution other than a
buy-in, the draft amendments provide alternative solutions that should be
considered as part of an inter-dealer fail resolution.

The close-out process

The MSRB proposes that the close-out process continue to provide three
options to the purchasing dealer. The three options include: (1) purchase
(buy-in) at the current market all or any part of the securities necessary to
complete the transaction for the account and liability of the seller; (2) accept
from the seller in satisfaction of the seller’s obligation under the original
contract (which shall be concurrently cancelled) the delivery of municipal
securities that are comparable to those originally bought in quantity, quality,
yield or price, and maturity, with any additional expenses or any additional
cost of acquiring such substituted securities being borne by the seller; or (3)
require the seller to repurchase the securities on terms which provide that
the seller pay an amount which includes accrued interest and bear the
burden of any change in market price or yield.

A purchasing dealer notifying the selling dealer of an intent to close out an
inter-dealer fail would continue to prompt DTCC to “exit” the position from
CNS and the two parties are responsible for effecting the close-out. Because
a municipal security may not be available for purchase, incorporating the
buy-in procedures of a registered clearing agency will often not solve the
inter-dealer fail. The MSRB expects firms to not solely rely upon the CNS
system or the services of a registered clearing agency to resolve inter-dealer
fails and take prompt action to close out inter-dealer fails in a timely manner.
Regardless of the date the positions are exited from CNS, the inter-dealer fail
must be resolved within 30 calendar days of the purchasing dealer’s original
settlement date.

Firms must coordinate internally to determine which of the three close-out
options are appropriate for any given fail-to-deliver situation. While a buy-in
may be the most preferred method, Rule G-12(h) provides two other options
to a purchaser in the event a buy-in is not feasible. Firms are reminded that,
regardless of the option agreed upon by the counterparties, including a
cancelation of the original transaction, the close-out transaction is reportable
to Real-time Transaction Reporting System (RTRS) as currently required
pursuant to Rule G-14.
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Use of a registered clearing agency

Currently Rule G-12(h) references use of the telephone and mail as part of
the notification process. Updating Rule G-12(h) to reflect modern
communication methods and widely-used industry practices, could facilitate
more timely and efficient close-outs. For example, DTCC’s SMART/Track is
available for use by any existing NSCC clearing firm or DTCC settling member,
allowing users to create, retransmit, respond, update, cancel and view a
notice.*®

Economic Analysis

1. The need for the draft amendments to Rule G-12(h) and how the
draft amendments to Rule G-12(h) will meet that need.

The need for the draft amendments arises primarily from three concerns: 1)
Ensuring that the rule aligns with current market practices; 2) Ensuring that
dealers seeking to resolve inter-dealer fails can do so reliably, efficiently and
promptly; and 3) Reducing the number of customer long positions allocated
to firm short positions and the associated risks as a result of inter-dealer fails.

As discussed above, existing Rule G-12(h) refers to practices that are no
longer frequently used by market participants and assumes the use of
practices that are less effective and/or efficient than practices currently
available to market participants. As such, the existing rule may result in
uncertainties, inefficiencies or unnecessary costs associated with close-outs.
The MSRB does not believe that continuing to refer to these infrequently
used or out-of-date practices confers benefits on investors, issuers or other
market participants and may, in fact, adversely affect them. The MSRB
believes that updating the rule may reduce inefficiencies associated with
efforts to comply with the existing rule, reduce the risk of inadvertent
violations, result in more timely resolution of inter-dealer fails and reduce
costs.

Second, the MSRB is aware that there are dealers who would like to resolve
inter-dealer fails but, in the absence of a willing or cooperative counterparty,
are unable to do so because the existing rule does not mandate resolution.
Selling dealers that are unable to deliver securities may wish to resolve the
fail to relieve them of the market risk associated with any increases in the

18 SMART/Track provides a centralized Web-based communications hub for the transmission
of various message types between DTCC participants.
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price of the securities, purchasing dealers may wish to resolve the fail to
ensure that they may confidently sell the securities to their customers
without risk of leaving their customers with a long position allocated to a
firm short position, ensure they are receiving tax-exempt interest or taking
other actions that may be costly or detrimental to their customer. By
shortening the timelines in the rule and making completion of the
transaction mandatory, the MSRB believes that the total number of inter-
dealer fails will decline, the resolution of inter-dealer fails will occur more
quickly and dealer risk will be reduced.

Finally, a recent regulatory publication noted there can be instances in which
a purchasing dealer did not receive securities and subsequently sold the not-
yet-delivered securities to a customer.? In those cases, because the inter-
dealer fail was not resolved, delivery to the customer did not occur in a
timely fashion. Even when customers are aware that the securities they
purchased have not been delivered, they may face limitations on what they
may do with the securities they purchased (e.g., transferring securities to
another dealer or liquidating estates) and may receive taxable, substitute
interest rather than the tax-exempt interest they were seeking. Such
outcomes may adversely affect investors and may reduce investor
confidence generally. The MSRB believes that reducing the number and
duration of inter-dealer fails may reduce the number and duration of a
customer long position allocated to a firm short position. This may, in turn,
provide investors with greater confidence in the market, encourage activity
that may result in increased liquidity, reduce tax exposure consequences and
reduce costs borne by dealers.

2. Relevant baselines against which the likely economic impact of
elements of the draft amendments to Rule G-12(h) can be
considered.

To evaluate the potential impact of the draft amendments, a baseline or
baselines must be established as a point of reference in comparison to the
expected state with the draft amendments in effect. The economic impact of
the draft amendments is generally viewed to be the difference between the
baseline and the expected states.

Two existing MSRB rules serve as relevant baselines. The MSRB has
interpreted Rule G-17 to impose a duty on dealers to deliver securities sold

19 See Guidance Relating to Firm Short Positions and Fails-to-Receive in Municipal Securities
FINRA Regulatory Notice 15-27, (July 2015).
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to customers in a prompt fashion. As described in more detail above,
existing Rule G-12(h) and the MSRB’s Manual on Close-Out Procedures
provide timelines and optional procedures that can be used by dealers to
close-out open inter-dealer transactions.

In addition to MSRB rules, SEA Rule 15c3-3 requires that firms obtain and
maintain possession and control of customer fully paid and excess margin
securities?? and IRS rules govern the treatment and reporting of interest
payments associated with short positions.?!

At this time, the MSRB does not have and has not been able to identify data
or evidence to support quantitative estimates of the cost of complying with
existing Rule G-12(h).

According to DTCC, during the period December 16, 2015 through December
22, 2015, NSCC had an average of 500 end-of-day municipal security inter-
dealer fails in CNS with an average total daily value of $54.0 million. Of that
total, there were an average of 170 end-of-day inter-dealer fails with an
average total daily market value of $6.3 million that had been outstanding
for more than 20 days. The MSRB does not have access to public data on the
number of dealers affected or the tax implications associated with short
positions. The MSRB is seeking, as part of this request for comment,
additional historical data that would support a more complete evaluation of
the baseline.

The MSRB understands that all dealers should be able to readily and easily
access information on their own short positions and the allocation of those
short positions held by their customers on a real-time basis. The MSRB
believes this information is held by each firm and that the inter-dealer
information is also provided to firms by DTCC.

3. Identifying and evaluating reasonable alternative regulatory
approaches.

The MSRB recognizes that there are alternatives to the approach proposed
under the draft amendments that range from modifying specific parameters
(e.g., timelines) of the draft amendments to employing significantly different
mechanisms to address the identified needs.

20 Sypra n.16.

2 Sypra n.13.
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The MSRB could make updates to Rule G-12(h) to account for current market
practices and shorten the timelines during which the three close-out options
are available to dealers, but not impose a requirement that inter-dealer short
positions be resolved. Shortened timelines may increase the likelihood of
resolving inter-dealer fails by increasing the likelihood that a specific security
can be located and, thereby, reduce the number, quantity and duration of
both inter-dealer short positions and those allocated to customer long
positions. Such an approach may not, however, provide dealers seeking to
resolve inter-dealer fails with any greater leverage or ensure that customers
are not adversely impacted by firm short positions.

Rather than focusing on inter-dealer behavior, the MSRB could explicitly
require that any securities purchased by a customer be delivered to that
customer within a specific period of time or that the selling dealer
repurchase the securities from that customer on terms which provide that
the seller pay an amount which includes accrued interest and bear the
burden of any change in market price or yield. This approach may provide
dealers with the flexibility to address inter-dealer fails in whatever manner
and timeline they choose while ensuring that customers are protected. By
requiring dealers to resolve customer long positions, allocated to a firm
short, this approach may create an incentive for dealers to address inter-
dealer fails. Absent specific timelines and mechanisms, however, purchasing
dealers may lack sufficient enforcement mechanisms to resolve inter-dealer
fails and may have to frequently resort to more costly methods such as
arbitration.

Finally, rather than the MSRB imposing a requirement that inter-dealer fails
be resolved, DTCC could increase collateral requirements and/or impose
higher fees which may create a stronger incentive for dealers to resolve
inter-dealer fails.

4. Assessing the benefits and costs of the draft amendments to Rule G-
12(h) and the main alternative regulatory approaches.

The MSRB policy on economic analysis in rulemaking addresses consideration
of the likely costs and benefits of the draft amendments with the draft
amendments fully implemented against the context of the economic baseline
discussed above.

The MSRB has been unable to identify or obtain sufficient data to quantify
the economic impact of the draft amendments and, therefore, can only
assess the impact of the draft amendments qualitatively. The MSRB is
seeking, as part of this request for comment, additional data or studies
relevant to the practices and procedures referenced in existing Rule G-12(h),

msrb.org | emma.msrb.org 10




MSRB Regulatory Notice 2016-02

the magnitude and extent over time of inter-dealer fails and subsequently
allocate to a customer long positions, the implications of short positions for
investors and the market generally and the likely costs of complying with the
proposed draft amendments.

Benefits

The MSRB believes that the draft amendments would benefit investors,
dealers and issuers. Specifically, the MSRB believes that dealers may benefit
from clarifications and revisions that more closely reflect actual market
practices. In addition, dealers may be able to more quickly and efficiently
resolve inter-dealer fails which may reduce dealer risk, reduce the likelihood
and duration that dealers are required to pay "substitute interest" to
customers, and reduce systemic risk. The MSRB believes that the draft
amendments may also reduce the likelihood and duration of firm short
positions that allocate to customer long positions, reduce investor tax
exposure and increase investor confidence in the market. Issuers and the
market as a whole may benefit from increased investor confidence. At
present the magnitude of these benefits cannot be quantified.

Costs

The analysis of the potential costs does not consider all of the costs
associated with the draft amendments, but instead focuses on the
incremental costs attributable to it that exceed the baseline state. The costs
associated with the baseline state are, in effect, subtracted from the costs
associated with the draft amendments to isolate the costs attributable to the
incremental requirements of the draft amendments.

The draft amendments would create a new burden on both selling and
purchasing dealers by requiring that inter-dealer fails be resolved within 30
calendar days. Purchasing dealers may have to adopt new policies and
procedures to more quickly identify inter-dealer fails and take the necessary
action to resolve inter-dealer fails. The MSRB assumes that dealers will be
able to readily identify firm short positions and that DTCC can assist in the
identification of counterparties. Nonetheless, the process of resolving inter-
dealer fails may impose costs on purchasing dealers. Selling dealers will need
to meet the established deadlines and bear any costs associated with
resolving a fail within 30 calendar days. Both the action to resolve these
inter-dealer fails and the cost of the buy-in or purchasing alternative
securities may, depending on market conditions, be significant. While, at
present, the MSRB is unable to quantitatively evaluate the magnitude of the
costs that the draft amendments will impose on dealers, the relatively small
number of inter-dealer fails in CNS suggests that the costs would also be
relatively low.
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The MSRB is not aware of any costs that the draft amendments will impose
on investors.

Effect on Competition, Efficiency, and Capital Formation

The MSRB believes that the draft amendments may improve the efficiency of
the market by addressing potential confusion associated with the existing
rules reference to market practices and procedures that are not frequently
used. The MSRB also believes that by requiring dealers to resolve inter-dealer
fails within 30 calendar days, the resolution process may be more efficient.
These potential outcomes, along with a likely increase in investor confidence
and decreased transaction costs as a result of reduced risk may encourage
wider participation in the market and have a positive benefit on capital
formation.

At present, the MSRB is unable to quantitatively evaluate the magnitude of
efficiency gains or losses of the impact on capital formation, but believes that
the benefits outweigh the costs.

Selling dealers who frequently fail to deliver securities or who owe a large
number of securities may be disproportionately impacted by the draft
amendments. Clearing firms who do not regularly communicate fails to
correspondents and purchasing dealers who frequently fail to resolve inter-
dealer fails or do not have policies and procedures in place to monitor inter-
dealer fails may also be disproportionately impacted. At present, the MSRB is
unable to quantitatively evaluate the magnitude of any burden on
competition, but believes that the burden will be minimal and will be
outweighed by benefits to all market participants.

Conclusion

The MSRB believes that these changes will provide a range of benefits
including reducing the number of inter-dealer fails and/or shortening the
period before they are resolved, reducing regulatory risk and reinforcing
investor confidence in the market. Firms switching from certified mail to
electronic communication should realize cost savings and more timely close-
outs should reduce some of the ancillary costs associated with fails including
NSCC fees?? and the payment of substitute interest.?3 The amendments will
also provide firms seeking to resolve inter-dealer fails with the ability to do
so in a timely fashion. Mandating close-outs and the use of industry utilities,

22 See Guide to The 2015 NSCC Fee Schedule.

23 See FINRA Regulatory Notice 15-27 Guidance Relating to Firm Short Positions and Fails-to-
Receive in Municipal Securities, July 2015.
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however, may impose some costs on firms or require them to revise certain
business practices. The MSRB is soliciting estimates of these costs in this
request for comment, but assumes that they will be significantly less than the
benefits that will accrue to dealers and the market as a whole.

Questions

The MSRB requests comment on all aspects of the draft amendments and
specifically requests comment concerning the following issues, in addition to
the economic impacts, costs and benefits of the proposed changes.

e To what extent have MSRB registrants found it difficult or costly to
comply with the existing rule due to its references to infrequently
used practices and procedures? If possible, please quantify the impact
of these challenges. What is the, per firm, annual cost of compliance
with existing Rule G-12(h)?

e Under what circumstances do dealers fail to resolve inter-dealer fails
within 90 days of settlement date?

e Are there circumstances under which a customer long allocated to a
firm short realizes benefits from not resolving the inter-dealer fail? If
so, please provide estimates of those benefits, net of any costs
associated with complying with applicable other SRO regulations.

e Under what circumstances can a firm(s) cancel a transaction or
delivery of securities when effecting a close-out?

e Under what circumstances do dealers seek to resolve inter-dealer
fails outside of the mechanisms identified in Rule G-12(h)?

e Are there any tools available to assist firms in locating a security to
execute a buy-in? What are the costs associated with use of the tools
used to locate a security, and should they be absorbed by the selling
dealer?

e Do the alternatives identified above represent a comprehensive set of
reasonable regulatory alternatives or are there alternative methods
the MSRB should consider regarding close-outs that would be more
effective and/or less burdensome?

e What, if any, modifications should the MSRB consider to proposed
timelines taking into account current market practices?

e Will requiring that inter-dealer fails be resolved within 30 calendar
days result in the resolution of any customer long positions allocated
to a firm short position?

e s within five days of the date of execution of the close-out notice
sufficient timing for either party to forward any moneys due on the
transaction?

e Should the purchaser be required to accept a partial delivery on an
inter-dealer fail?
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e Inthe event the purchasing dealer has multiple transactions in an
inter-dealer fail status with one or more counterparties, should the
purchasing dealer utilize the FIFO (first-in-first-out) method for
determining which contract date to use for the failing quantity?

e |s Rule G-12(h)(i)(G) regarding “cash” transactions still relevant and
necessary?

e What are the challenges associated with resolving existing inter-
dealer fails within 90 calendar days? What is the estimated cost of
resolving all existing inter-dealer fails within 90 days?

e Are there other relevant baselines the MSRB should consider when
evaluating the economic impact of the draft amendments? Are
commenters aware of any studies assessing the impact of inter-dealer
fails in the municipal securities market?

e How much time would be required to alter systems and business
procedures to comply with the proposed close-out procedures?

e Should MSRB Rule G-26(e) regarding fail contracts on customer
account transfers continue to require dealers to close-out pursuant to
Rule G-12(h)?

e Should the MSRB consider additional requirements or guidance
specific to the resolution of short positions?

January 6, 2016

%k 3k ok ok ok

Text of Draft Amendments??

Rule G-12: Uniform Practice

(a)-(g) No changes

(h) Close-Out. Transactions which have been eenfirmed compared or otherwise agreed upon by both
parties but which have not been completed may shall be closed out in accordance with this section, or as
etherwise-agreed cancelled by the parties, no later than 30 calendar days after settlement date.

(i) Close-Out by Purchaser. With respect to a transaction which has not been completed by the
seller according to its terms and the requirements of this rule, the purchaser may close-out the
transaction in accordance with the following procedures:

(A) Notice of Close-Out. If the purchaser elects to close-out a transaction inaccerdance-with
thisparagraph-{i}, the purchaser shall, not earlier than the fifth first business day following

24 Underlining indicates new language; strikethrough denotes deletions.
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the purchaser’s original transaction settlement date, notify the seller by-telephone-ofthe
purehasersintentionto-close-eutthe transaction via an inter-dealer communication system
of the registered clearing agency through which the transaction was compared of the
purchaser’s intention to close-out the transaction (“notice”).

(1) The purchaser’s notice shall state:

(a) thetunlessthe transactioniscompleted-bya-specified the date and time;
by which the transaction must be completed, which shall not be earlier than

5:15 p.m. EST the-€elese of the tenth third business day following the date the
telephonie notice is given (the fifth first business day, in the case of a second

or subsequent notice);;

(b) & . be el | . I b thi .
time-during the period of time during which the purchaser intends to execute
the close-out transaction, provided that the close-out transaction initiated by
the notice (or subsequent notices) must be completed and settled no later
than the thirtieth business day following the purchaser’s original transaction

settlement date; and —whreh—&ha#—net—lee+ne%e—thaﬁ—ﬁ¥e-bﬁs+ness—days—

(c) contain the information specified in item (1) of subparagraph (C) below.

(B) Retransmittal. Any party receiving a notice of close-out may retransmit the notice to
another party broker, dealer or municipal securities dealer from whom the securities are
due (“obliged party”). The retransmitting party shall, not later than 5:15 p.m. EST of the first
business day following its receipt of the telephene notice from the originating party:

(1) prowde the obhged party ef—elese—eut—neﬁ#y—t—he—papty—te—\amem—rt—s

name of the orlglnatlng party and note the dates appllcable to the notice are
extended by one business day;

(2) retransmit the notice to the obliged party, which shall contain the requirements

speC|f|ed in subparagraph (C)(2) below and e1t+gu|-hater—ernel—the—a«|aJp1—|eavlele—eiates—f—mC
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(3) notify the originating party, of the retransmittal notice of extension dates, which
shall include the information specified in subparagraph (C)(3) below.Fhre-first

(C) Contents of Notices. Writter Nnotices sent in accordance with the requirements of
subparagraphs (A) or (B) above shall contain the following information:

(1) The notice of close-out required under subparagraph (A) above shall set forth:

(a) the rame-andaddress identity of the broker, dealer or municipal
securities dealer originating the notice;

(b) the nrame-and-address identity of the broker, dealer or municipal
securities dealer to whom the notice is being sent;

(c) the date on which the notice was sent the-rame-efthe-persento-whem
I - dodt! - ed telophoni ce;

() the date_of such telephonic notice:

(ed) the par value and description of the securities involved in the
transaction with respect to which the close-out notice is given;

(fe) the trade date and settlement date of the transaction;
(gf) the price and total dollar amount of the transaction;

(hg) the date by which the securities must be received by the originating
dealer, which shall be completed within 30 calendar days of the purchaser’s
original transaction settlement date;

(th) the date or dates during which the notice of close-out may be executed;
and

(}i) the name and telephone number of the person at the broker dealer, or
municipal securities dealer originating the notice to contact concerning the
close-out.
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(2) The notice of retransmittal required under subparagraph (B) above shall set
forth:

(a) the rame-and-address identity of the broker, dealer or municipal
securities dealer retransmitting the notice;

(b) the rame-and-address identity of the broker, dealer or municipal
securities dealer to whom the notice is being retransmitted;

(c) the rame identity of the broker, dealer or municipal securities dealer
originating the notice;

(d) the date on which the original notice was sent; the-rame-ofthepersonto

(fe) the par value and description of the securities involved in the transaction
with respect to which the retransmittal notice is given;

(gf) the trade date and settlement date of the transaction;
(hg) the price and total dollar amount of the transaction;

(th) the date by which the securities must be received by the dealer
originating the notice (as extended due to the retransmittal);

(}i) the date or dates during which the notice of close-out may be executed
(as extended due to the retransmittal); and

(kj) the name and telephone number of the person at the broker dealer, or
municipal securities dealer retransmitting the notice to contact concerning
the retransmittal.

(3) The notice of extension of dates required under subparagraph (B) above shall set
forth:

(a) the rame-and-address identity of the broker, dealer or municipal
securities dealer originating the notice of close-out;

(b) the nrame-and-address identity of the broker, dealer or municipal
securities dealer retransmitting the notice;

(c) the name identity of the broker, dealer or municipal securities dealer to
whom the notice is being retransmitted;
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(d) the date on which the original notice was sent; the-rame-ofthepersonte

(fe) the par value and description of the securities involved in the transaction
with respect to which the notice is given;

(gf) the date specified by the originating dealer as the date by which delivery
of such securities must be made;

(hg) the date by which such delivery must be made, as extended due to the
retransmittal;

(ih) the effective date or dates for the notice of close-out, as extended due to
the retransmittal; and

(}i) the name and telephone number of the person at the broker dealer, or
municipal securities dealer retransmitting the notice to contact concerning
the close-out.

(D) Purchaser’s Options. If the securities described in the notice of close-out are not
delivered to the originating purchaser by the date specified in the original notice, or the
extended date resulting from a retransmittal, such purchaser may close-out the transaction
in accordance with the terms of the notice. To close-out a transaction as provided herein
the purchaser may, at its option, take one of the following actions:

(1) purchase ("buy-in") at the current market all or any part of the securities
necessary to complete the transaction, for the account and liability of the seller;

(2) accept from the seller in satisfaction of the seller’s obligation under the original
contract (which shall be concurrently cancelled) a transaction for the delivery of
municipal securities which are comparable to those originally bought in quantity,
quality, yield or price, and maturity, with any additional expenses or any additional
cost of acquiring such substituted securities being borne by the seller; or

(3) require the seller to repurchase the securities in a transaction on terms which
provide that the seller pay an amount which includes accrued interest and bear the
burden of any change in market price or yield.

A purchaser executing a close-out shall, upon execution, notify the selling dealer for whose
account and liability the transaction was closed out by-telephene, stating the means of
close-out utilized. The purchaser shall immediately thereafter confirm such notice in

witingsentreturnreceiptrequested; and forward a copy of the confirmation of the

executed transaction. A retransmitting party shall give immediate notice of the execution of
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the close-out, in accordance with the procedure set forth herein, to the party to whom it
retransmitted the notice.

A close-out will operate to close-out all transactions covered under retransmitted notices.
Any moneys due on the transaction, or on the close-out of the transaction, shall be
forwarded to the appropriate party within ten five business days of the date of execution of
the close-out notice. A buy-in may be executed from a long position in customers’ accounts
maintained with the party executing the buy-in or, with the agreement of the seller, from
the purchaser's contra-party. In all cases, the purchaser must be prepared to defend the
price at which the close-out is executed relative to market conditions at the time of the
execution.

(6E) "Cash" Transactions. The purchaser may close-out transactions made for "cash" or
made for or amended to include guaranteed delivery at the close of business on the day
delivery is due.

(i) Close-Out by Seller. If a seller makes good delivery according to the terms of the transaction and
the requirements of this rule and the purchaser rejects delivery, the seller may close-out the
transaction in accordance with the following procedures:
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(A) Notice of Close-Out. If the seller elects to close-out a transaction in accordance with this
paragraph (ii), the seller shall at any time not later than the close of business on the fifth
first business day following receipt by the seller of notice of the rejection, notify the
purchaser by-telephone via an inter-dealer communication system of the registered clearing
agency through which the transaction was compared of the purchaser’s intention to close
out the transaction of the seller's intention to close-out the transaction.

(1) The seller’s notice shall-state:

(a) state the thatunlessthe transactioniscompleted-bya-specified date and

time by which the transaction must be completed, which shall not be earlier
than 5:15 p.m. EST of the close of the business day following the date the
telephoenie notice is given, the transaction may be closed out in accordance
with this section:; Thesellershallimmediatelythereaftersend,returnreceipt

(b) Sueh-netice-shal contain the information specified in subparagraph (B)
below; and

(c) shaltbe accompanied by a copy of the purchaser's confirmation of the
transaction to be closed out or other witten evidence of the contract
between the parties.

(B) Content of Notice. The written notice sent in accordance with the requirements of
subparagraph (A) above shall set forth:

(1) the rame-and-address identity of the broker, dealer or municipal securities
dealer originating the notice;

(2) the rame-and-address identity of the broker, dealer or municipal securities
dealer to whom the notice is being sent;

(3) the date on which the notice was sent; the-nrame-ofthe personto-whom-the
- ded ¢ ed telonhoni ices

4) the date of such telephonic rotice:

(54) the par value and description of the securities involved in the transaction with
respect to which the close-out notice is given;

(65) the trade date and settlement date of the transaction;
(#6) the price and total dollar amount of the transaction;

(87) the date of improper rejection of the delivery;
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(98) the date by which the delivery of the securities must be accepted; ,which shall
be completed within 30 calendar days; and

(209) the name and telephone number of the person at the broker dealer, or
municipal securities dealer originating the notice to contact regarding the close-out.

(C) Execution of Close-Out. Not earlier than the close of the business day following the date
telephonie notice of close-out is given to the purchaser, the seller may sell out the
transaction at the current market for the account and liability of the purchaser. A seller
executing a close-out shall, upon execution, notify the purchaser for whose account and
liability the transaction was closed out by telephone. The seller shall immediately thereafter
confirm such notice inwritingsentreturnreceiptregquested; and forward a copy of the
confirmation of the executed transaction. Any moneys with any additional expenses or any
additional cost due on the close-out of the transaction shall be forwarded to the
appropriate party within ten five business days of the date of execution of the close-out
notice.

(D) Acceptance of Delivery. In the event the transaction is completed by the date and time
specified in the notice of close-out, the seller shall be entitled, upon writter demand made
to the purchaser, to recover from the purchaser all actual and necessary expenses incurred
by the seller by reason of the purchaser’s rejection of delivery.

(iii) Close-Out Under Special Rulings. Nothing herein contained shall be construed to prevent
brokers, dealers or municipal securities dealers from closing out transactions as directed by a ruling
of a national securities exchange, a registered securities association or an appropriate regulatory
agency issued in connection with the liquidation of a broker, dealer or municipal securities dealer.

(iv) Recordkeeping. Records reflecting the close-out process, including but not limited to the close-
out transaction, shall be maintained as part of the firm’s books and records.

(i)-(j) No changes.

- msrb.org | emma.msrb.org 21




